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INSOLVENCY REORGANIZATIONS 

CARRYOVERS 

§ 1.381(a)–1 General rule relating to 
carryovers in certain corporate ac-
quisitions. 

(a) Allowance of carryovers. Section 
381 provides that a corporation which 
acquires the assets of another corpora-
tion in certain liquidations and reorga-
nizations shall succeed to, and take 
into account, as of the close of the date 
of distribution or transfer, the items 
described in section 381(c) of the dis-
tributor or transferor corporation. 
These items shall be taken into ac-
count by the acquiring corporation 
subject to the conditions and limita-
tions specified in sections 381, 382(b), 
and 383 and the regulations thereunder. 

(b) Determination of transactions and 
items to which section 381 applies—(1) 
Qualified transactions. Except to the ex-
tent provided in section 381(c)(20), re-
lating to the carryover of unused pen-
sion trust deductions in certain liq-
uidations, the items described in sec-
tion 381(c) are required by section 381 
to be carried over to the acquiring cor-
poration (as defined in subparagraph (2) 
of this paragraph) only in the following 
liquidations and reorganizations: 

(i) The complete liquidation of a sub-
sidiary corporation upon which no gain 
or loss is recognized in accordance with 
the provisions of section 332, but only 
if the basis of the assets distributed to 
the acquiring corporation is not re-
quired by section 334(b)(2) to be the ad-
justed basis of the stock with respect 
to which the distribution is made; 

(ii) A statutory merger or consolida-
tion qualifying under section 
368(a)(1)(A) to which section 361 ap-
plies; 

(iii) A reorganization qualifying 
under section 368(a)(1)(C); 

(iv) A reorganization qualifying 
under section 368(a)(1)(D) if the require-
ments of section 354(b)(1)(A) and (B) are 
satisfied; and 

(v) A mere change in identity, form, 
or place of organization qualifying 
under section 368(a)(1)(F). 

(2) Acquiring corporation defined. (i) 
Only a single corporation may be an 
acquiring corporation for purposes of 
section 381 and the regulations there-
under. The corporation which acquires 

the assets of its subsidiary corporation 
in a complete liquidation to which sec-
tion 381(a)(1) applies is the acquiring 
corporation for purposes of section 381. 
Generally, in a transaction to which 
section 381(a)(2) applies, the acquiring 
corporation is that corporation which, 
pursuant to the plan of reorganization, 
ultimately acquires, directly or indi-
rectly, all of the assets transferred by 
the transferor corporation. If, in a 
transaction qualifying under section 
381(a)(2), no one corporation ultimately 
acquires all of the assets transferred by 
the transferor corporation, that cor-
poration which directly acquires the 
assets so transferred shall be the ac-
quiring corporation for purposes of sec-
tion 381 and the regulations there-
under, even though such corporation 
ultimately retains none of the assets so 
transferred. Whether a corporation has 
acquired all of the assets transferred 
by the transferor corporation is a ques-
tion of fact to be determined on the 
basis of all the facts and cir-
cumstances. 

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. Y Corporation, a wholly-owned 
subsidiary of X Corporation, directly ac-
quired all the assets of Z Corporation solely 
in exchange for voting stock of X Corpora-
tion in a transaction qualifying under sec-
tion 368(a)(1)(C). Y Corporation is the acquir-
ing corporation for purposes of section 381. 

Example 2. X Corporation acquired all the 
assets of Z Corporation solely in exchange 
for voting stock of X Corporation in a trans-
action qualifying under section 368(a)(1)(C). 
Thereafter, pursuant to the plan of reorga-
nization X Corporation transferred all the 
assets so acquired to Y Corporation, its 
wholly-owned subsidiary (see section 
368(a)(2)(C)). Y Corporation is the acquiring 
corporation for purposes of section 381. 

Example 3. X Corporation acquired all the 
assets of Z Corporation solely in exchange 
for the voting stock of X Corporation in a 
transaction qualifying under section 
368(a)(1)(C). Thereafter, pursuant to the plan 
of reorganization X Corporation transferred 
one-half of the assets so acquired to Y Cor-
poration, its wholly-owned subsidiary, and 
retained the other half of such assets. X Cor-
poration is the acquiring corporation for 
purposes of section 381. 

Example 4. X Corporation acquired all the 
assets of Z Corporation solely in exchange 
for voting stock of X Corporation in a trans-
action qualifying under section 368(a)(1)(C). 
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Thereafter, pursuant to the plan of reorga-
nization X Corporation transferred one-half 
of the assets so acquired to Y Corporation, 
its wholly-owned subsidiary, and the other 
half of such assets to M Corporation, another 
wholly-owned subsidiary of X Corporation. X 
Corporation is the acquiring corporation for 
purposes of section 381. 

(3) Transactions and items not covered 
by section 381. (i) Section 381 does not 
apply to partial liquidations, divisive 
reorganizations, or other transactions 
not described in subparagraph (1) of 
this paragraph. Moreover, section 381 
does not apply to the carryover of an 
item or tax attribute not specified in 
subsection (c) thereof. In a case where 
section 381 does not apply to a trans-
action, item, or tax attribute by reason 
of either of the preceding sentences, no 
inference is to be drawn from the provi-
sions of section 381 as to whether any 
item or tax attribute shall be taken 
into account by the successor corpora-
tion. 

(ii) If, pursuant to the provisions of 
subparagraph (2) of this paragraph, a 
corporation is considered to be the ac-
quiring corporation even though a part 
of the acquired assets is transferred to 
one or more corporations controlled by 
the acquiring corporation, or all the 
acquired assets are transferred to two 
or more corporations controlled by the 
acquiring corporation, then the carry-
over of any item described in section 
381(c) to such controlled corporation or 
corporations shall be determined with-
out regard to section 381. Thus, for ex-
ample, if a parent corporation is the 
acquiring corporation for purposes of 
section 381 notwithstanding the fact 
that, pursuant to the plan of reorga-
nization, it transferred to its wholly- 
owned subsidiary property acquired 
from the transferor corporation which 
the transferor corporation had elected 
to inventory under the last-in first-out 
method, then the question whether the 
subsidiary corporation shall continue 
to use the same method of 
inventorying with respect to that prop-
erty shall be determined without re-
gard to section 381. 

(c) Foreign corporations. For addi-
tional rules involving foreign corpora-
tions, see §§ 1.367(b)–7 through 1.367(b)– 
9. 

(d) Internal Revenue Code of 1939. Any 
reference in the regulations under sec-

tion 381 to any provision of the Inter-
nal Revenue Code of 1954 shall, where 
appropriate, be deemed also to refer to 
the corresponding provision of the In-
ternal Revenue Code of 1939. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 7343, 40 FR 1698, Jan. 9, 1975; 
T.D. 9273, 71 FR 44914, Aug. 8, 2006] 

§ 1.381(b)–1 Operating rules applicable 
to carryovers in certain corporate 
acquisitions. 

(a) Closing of taxable year—(1) In gen-
eral. Except in the case of certain reor-
ganizations qualifying under section 
368(a)(1)(F), the taxable year of the dis-
tributor or transferor corporation shall 
end with the close of the date of dis-
tribution or transfer. With regard to 
the closing of the taxable year of the 
transferor corporation in certain reor-
ganizations under section 368(a)(1)(F) 
involving a foreign corporation after 
December 31, 1986, see §§ 1.367(a)–1T(e) 
and 1.367(b)–2(f). 

(2) Reorganizations under section 
368(a)(1)(F). In the case of a reorganiza-
tion qualifying under section 
368(a)(1)(F) (whether or not such reor-
ganization also qualifies under any 
other provision of section 368(a)(1)), the 
acquiring corporation shall be treated 
(for purposes of section 381) just as the 
transferor corporation would have been 
treated if there had been no reorganiza-
tion. Thus, the taxable year of the 
transferor corporation shall not end on 
the date of transfer merely because of 
the transfer; a net operating loss of the 
acquiring corporation for any taxable 
year ending after the date of transfer 
shall be carried back in accordance 
with section 172(b) in computing the 
taxable income of the transferor cor-
poration for a taxable year ending be-
fore the date of transfer; and the tax 
attributes of the transferor corporation 
enumerated in section 381(c) shall be 
taken into account by the acquiring 
corporation as if there had been no re-
organization. 

(b) Date of distribution or transfer. (1) 
The date of distribution or transfer 
shall be that day on which are distrib-
uted or transferred all those properties 
of the distributor or transferor cor-
poration which are to be distributed or 
transferred pursuant to a liquidation 
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or reorganization described in para-
graph (b)(1) of § 1.381(a)–1. If the dis-
tribution or transfer of all such prop-
erties is not made on one day, then, ex-
cept as provided in subparagraph (2) of 
this paragraph, the date of distribution 
or transfer shall be that day on which 
the distribution or transfer of all such 
properties is completed. 

(2) If the distributor or transferor 
and acquiring corporations file the 
statements described in subparagraph 
(3) of this paragraph, the date of dis-
tribution or transfer shall be that day 
as of which (i) substantially all of the 
properties to be distributed or trans-
ferred have been distributed or trans-
ferred, and (ii) the distributor or trans-
feror corporation has ceased all oper-
ations (other than liquidating activi-
ties). Such day also shall be the date of 
distribution or transfer if the comple-
tion of the distribution or transfer is 
unreasonably postponed beyond the 
date as of which substantially all the 
properties to be distributed or trans-
ferred have been distributed or trans-
ferred and the distributor or transferor 
corporation has ceased all operations 
other than liquidating activities. A 
corporation shall be considered to have 
distributed or transferred substantially 
all of its properties to be distributed or 
transferred even though it retains 
money or other property in a reason-
able amount to pay outstanding debts 
or preserve the corporation’s legal ex-
istence. A corporation shall be consid-
ered to have ceased all operations, 
other than liquidating activities, when 
it ceases to be a going concern and its 
activities are merely for the purpose of 
winding up its affairs, paying its debts, 
and distributing any remaining balance 
of its money or other properties to its 
shareholders. 

(3) Election—(i) Content of statements. 
The statements referred to in para-
graph (b)(2) of this section must be en-
titled, ‘‘ELECTION OF DATE OF DIS-
TRIBUTION OR TRANSFER PURSU-
ANT TO § 1.381(b)–1(b)(2),’’ and must in-
clude: [INSERT NAME AND EM-
PLOYER IDENTIFICATION NUMBER 
(IF ANY) OF DISTRIBUTOR OR 
TRANSFEROR CORPORATION] AND 
[INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF ACQUIRING CORPORATION] 

ELECT TO DETERMINE THE DATE 
OF DISTRIBUTION OR TRANSFER 
UNDER § 1.381(b)–1(b)(2). SUCH DATE 
IS [INSERT DATE (mm/dd/yyyy)]. 

(ii) Filing of statements. One state-
ment must be included on or with the 
timely filed Federal income tax return 
of the distributor or transferor cor-
poration for its taxable year ending 
with the date of distribution or trans-
fer. An identical statement must be in-
cluded on or with the timely filed Fed-
eral income tax return of the acquiring 
corporation for its first taxable year 
ending after that date. If the dis-
tributor or transferor corporation, or 
the acquiring corporation, is a con-
trolled foreign corporation (within the 
meaning of section 957), each United 
States shareholder (within the mean-
ing of section 951(b)) with respect 
thereto must include this statement on 
or with its return. 

(4) If— 
(i) The last day of the acquiring cor-

poration’s taxable year is a Saturday, 
Sunday, or legal holiday, and 

(ii) The day specified in subparagraph 
(1) or (2) of this paragraph as the date 
of distribution or transfer is the last 
business day before such Saturday, 
Sunday, or holiday, 

then the last day of the acquiring cor-
poration’s taxable year shall be the 
date of distribution or transfer for pur-
poses of section 381(b) and this section. 
For purposes of this subparagraph, the 
term business day means a day which is 
not a Saturday, Sunday, or legal holi-
day, and also means a Saturday, Sun-
day, or legal holiday if the date of dis-
tribution or transfer determined under 
subparagraph (1) or (2) of this para-
graph is such Saturday, Sunday, or hol-
iday. 

(c) Return of distributor or transferor 
corporation. The distributor or trans-
feror corporation shall file an income 
tax return for the taxable year ending 
with the date of distribution or trans-
fer described in paragraph (b) of this 
section. If the distributor or transferor 
corporation remains in existence after 
such date of distribution or transfer, it 
shall file an income tax return for the 
taxable year beginning on the day fol-
lowing the date of distribution or 
transfer and ending with the date on 
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which the distributor or transferor cor-
poration’s taxable year would have 
ended if there had been no distribution 
or transfer. 

(d) Carryback of net operating losses. 
For provisions relating to the 
carryback of net operating losses of the 
acquiring corporation, see paragraph 
(b) of § 1.381(c)(1)–1. 

(e) Effective/applicability date. Para-
graph (b)(3) of this section applies to 
any taxable year beginning on or after 
May 30, 2006. However, taxpayers may 
apply paragraph (b)(3) of this section to 
any original Federal income tax return 
(including any amended return filed on 
or before the due date (including exten-
sions) of such original return) timely 
filed on or after May 30, 2006. For tax-
able years beginning before May 30, 
2006, see § 1.381(b)–1 as contained in 26 
CFR part 1 in effect on April 1, 2006. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended at T.D. 8280, 55 FR 1417, Jan. 16, 
1990; T.D. 8862, 65 FR 3609, Jan. 24, 2000; T.D. 
9264, 71 FR 30598, May 30, 2006; T.D. 9329, 72 
FR 32801, June 14, 2007] 

§ 1.381(c)(1)–1 Net operating loss 
carryovers in certain corporate ac-
quisitions. 

(a) Carryover requirement. (1) Section 
381(c)(1) requires the acquiring corpora-
tion to succeed to, and take into ac-
count, the net operating loss 
carryovers of the distributor or trans-
feror corporation. To determine the 
amount of these carryovers as of the 
close of the date of distribution or 
transfer, and to integrate them with 
any carryovers and carrybacks of the 
acquiring corporation for purposes of 
determining the taxable income of the 
acquiring corporation for taxable years 
ending after the date of distribution or 
transfer, it is necessary to apply the 
provisions of section 172 in accordance 
with the conditions and limitations of 
section 381(c)(1) and this section. See 
also section 382(b) and the regulations 
thereunder. 

(2) The net operating loss carryovers 
and carrybacks of the acquiring cor-
poration determined as of the close of 
the date of distribution or transfer 
shall be computed without reference to 
any net operating loss of a distributor 
or transferor corporation. The net op-
erating loss carryovers of a distributor 

or transferor corporation as of the 
close of the date of distribution or 
transfer shall be determined without 
reference to any net operating loss of 
the acquiring corporation. 

(3) For purposes of the tax imposed 
under section 56, the acquiring corpora-
tion succeeding to and taking into ac-
count any net operating loss 
carryovers of the distributor or trans-
feror corporation shall also succeed to 
and take into account along with such 
net operating loss carryforward any de-
ferred tax liability under section 56(b) 
and the regulations thereunder attrib-
utable to such net operating loss carry-
over. 

(b) Carryback of net operating losses. A 
net operating loss of the acquiring cor-
poration for any taxable year ending 
after the date of distribution or trans-
fer shall not be carried back in com-
puting the taxable income of a dis-
tributor or transferor corporation. 
However, a net operating loss of the ac-
quiring corporation for any such tax-
able year shall be carried back in ac-
cordance with section 172(b) in com-
puting the taxable income of the ac-
quiring corporation for a taxable year 
ending on or before the date of dis-
tribution or transfer. If a distributor or 
transferor corporation remains in ex-
istence after the date of distribution or 
transfer, a net operating loss sustained 
by it for any taxable year beginning 
after such date shall be carried back in 
accordance with section 172(b) in com-
puting the taxable income of such cor-
poration for a taxable year ending on 
or before that date, but may not be 
carried back or over in computing the 
taxable income of the acquiring cor-
poration. This paragraph may be illus-
trated by the following examples: 

Example 1. On December 31, 1954, X Cor-
poration merged into Y Corporation in a 
statutory merger to which section 361 ap-
plies, and the charter of Y Corporation con-
tinued after the merger. Y Corporation sus-
tained a net operating loss for the calendar 
year 1955. Y Corporation’s net operating loss 
for 1955 may not be carried back in com-
puting the taxable income of X Corporation 
but shall be carried back in computing the 
taxable income of Y Corporation. 

Example 2. On December 31, 1954, X Cor-
poration and Y Corporation transferred all 
their assets to Z Corporation in a statutory 
consolidation to which section 361 applies. Z 
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Corporation sustained a net operating loss 
for the calendar year 1955. Z Corporation’s 
net operating loss for 1955 may not be carried 
back in computing the taxable income of X 
Corporation or Y Corporation. 

Example 3. On December 31, 1954, X Cor-
poration ceased all operations (other than 
liquidating activities) and transferred sub-
stantially all its properties to Y Corporation 
in a reorganization qualifying under section 
368(a)(1)(C). Such properties comprised all of 
X Corporation’s properties which were to be 
transferred pursuant to the reorganization. 
In the process of liquidating its assets and 
winding up its affairs, X Corporation sus-
tained a net operating loss for its taxable 
year beginning on January 1, 1955. This net 
operating loss of X Corporation shall be car-
ried back in computing the taxable income 
of that corporation but may not be carried 
back or over in computing the taxable in-
come of Y Corporation. 

(c) First taxable year to which 
carryovers apply. (1) The net operating 
loss carryovers available to the dis-
tributor or transferor corporation as of 
the close of the date of distribution or 
transfer shall first be carried to the 
first taxable year of the acquiring cor-
poration ending after that date. This 
rule applies irrespective of whether the 
date of distribution or transfer is on 
the last day, or any other day, of the 
acquiring corporation’s taxable year. 
Thus, such net operating loss 
carryovers shall first be used by the ac-
quiring corporation with respect to the 
computation of its net operating loss 
deduction under section 172(a), and its 
taxable income determined under the 
provisions of section 172(b)(2), for such 
first taxable year. However, see para-
graph (f) of this section. 

(2) The net operating loss carryovers 
available to the distributor or trans-
feror corporation as of the close of the 
date of distribution or transfer shall be 
carried to the acquiring corporation 
without diminution by reason of the 
fact that the acquiring corporation 
does not acquire 100 percent of the as-
sets of the distributor or transferor 
corporation. Thus, if a parent corpora-
tion owning 80 percent of all classes of 
stock of its subsidiary corporation 
were to acquire its share of the assets 
of the subsidiary corporation upon a 
complete liquidation described in para-
graph (b)(1)(i) of § 1.381(a)–1, then, sub-
ject to the conditions and limitations 
of this section, 100 percent of the net 

operating loss carryovers available to 
the subsidiary corporation as of the 
close of the date of distribution would 
be carried over to the parent corpora-
tion. 

(d) Limitation on net operating loss de-
duction for first taxable year ending after 
date of distribution or transfer. (1) That 
part of the acquiring corporation’s net 
operating loss deduction, determined in 
accordance with sections 172(a) and 
381(c)(1), for its first taxable year end-
ing after the date of distribution or 
transfer which is attributable to the 
net operating loss carryovers of the 
distributor or transferor corporation, 
is limited by section 381(c)(1)(B) and 
this paragraph to an amount equal to 
the acquiring corporation’s 
postacquisition part year taxable in-
come. Such postacquisition part year 
taxable income is the amount which 
bears the same ratio to the acquiring 
corporation’s taxable income for the 
first taxable year ending after the date 
of distribution or transfer (determined 
under section 63 without regard to any 
net operating loss deduction but taking 
into account other items to which the 
acquiring corporation succeeds under 
section 381) as the number of days in 
such first taxable year which follow 
the date of distribution or transfer 
bears to the total number of days in 
such taxable year. Thus, if the date of 
distribution or transfer is the last day 
of the acquiring corporation’s taxable 
year, the net operating loss carryovers 
of the distributor or transferor are al-
lowed in full in computing under sec-
tion 172(a) the net operating loss de-
duction of the acquiring corporation 
for its first taxable year ending after 
that date. In such instance, the number 
of days in the first taxable year which 
follow the date of distribution or trans-
fer is the total number of days in such 
taxable year. 

(2) The limitation provided by sec-
tion 381(c)(1)(B) applies solely for the 
purpose of computing the net operating 
loss deduction of the acquiring cor-
poration under section 172(a) for the 
acquiring corporation’s first taxable 
year ending after the date of distribu-
tion or transfer. The limitation does 
not apply for purposes of determining 
the portion of any net operating loss 
(whether of the distributor, transferor, 
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or acquiring corporation) which may be 
carried to any taxable year of the ac-
quiring corporation following its first 
taxable year ending after the date of 
distribution or transfer since such de-
termination is made pursuant to sec-
tion 172(b) and section 381(c)(1)(C). See 
paragraphs (e) and (f) of this section. 

(3) The limitation provided by sec-
tion 381(c)(1)(B) shall be applied to the 
aggregate of the allowable net oper-
ating loss carryovers of the distributor 
or transferor corporation without ref-
erence to the taxable years in which 
the net operating losses were sustained 
by such corporation. If the acquiring 
corporation has acquired the assets of 
two or more distributor or transferor 
corporations on the same date of dis-
tribution or transfer, then the limita-
tion provided by section 381(c)(1)(B) 
shall be applied to the aggregate of the 
net operating loss carryovers from all 
of such distributor or transferor cor-
porations. 

(4) If the acquiring corporation suc-
ceeds to the net operating loss 
carryovers of two or more distributor 
or transferor corporations on two or 
more different dates of distribution or 
transfer within one taxable year of the 
acquiring corporation, the limitation 
to be applied under section 381(c)(1)(B) 
to the aggregate of such carryovers 
shall be governed by the rules pre-
scribed in paragraph (b) of § 1.381(c)(1)– 
2. 

(5) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. (i) X Corporation and Y Cor-
poration were organized on January 1, 1956, 
and make their returns on the calendar year 
basis. On December 16, 1957, X Corporation 
transferred all its assets to Y Corporation in 
a statutory merger to which section 361 ap-
plies. The net operating losses and taxable 
income (computed without the net operating 
loss deduction) of the two corporations are 
as follows, the assumption being made that 
none of the modifications specified in section 
172(b)(2)(A) apply to any taxable year: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1956 ............................................... ($35,000) ($5,000) 
Ending 12–16–57 .......................... (30,000) xxx 
1957 ............................................... xxx 36,500 

(ii) The aggregate of the net operating loss 
carryovers of X Corporation carried under 
section 381(c)(1)(A) to Y Corporation’s tax-
able year ending December 31, 1957, is $65,000; 
but pursuant to section 381(c)(1)(B), only 
$1,500 of such aggregate amount ($36,500× 15/ 
365 ) may be used in computing the net oper-
ating loss deduction of Y Corporation for 
such taxable year under section 172(a). This 
limitation applies even though Y Corpora-
tion’s own net operating loss carryover to 
such year is only $5,000, with the result that 
Y Corporation has taxable income under sec-
tion 63 of $30,000 for its taxable year ending 
December 31, 1957, that is, $36,500 less the 
sum of $5,000 and $1,500. 

(iii) For rules determining the portion of 
any given loss of X Corporation or Y Cor-
poration which may be carried to a taxable 
year of Y Corporation following its taxable 
year ending December 31, 1957, see sections 
172(b)(2) and 381(c)(1)(C) and paragraph (f) of 
this section. 

Example 2. (i) X Corporation was organized 
on January 1, 1954, and Y Corporation was 
organized on January 1, 1956. Each corpora-
tion makes its return on the basis of the cal-
endar year. On December 31, 1956, X Corpora-
tion transferred all its assets to Y Corpora-
tion in a statutory merger to which section 
361 applies. The net operating losses and the 
taxable income (computed without any net 
operating loss deduction) of the two corpora-
tions are as follows, the assumption being 
made that none of the modifications speci-
fied in section 172(b)(2)(A) apply to any tax-
able year: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1954 ............................................... ($5,000) xxx 
1955 ............................................... (15,000) xxx 
1956 ............................................... (10,000) $20,000 
1957 ............................................... xxx 40,000 

(ii) The aggregate of the net operating loss 
carryovers of X Corporation carried under 
section 381(c)(1)(A) to Y Corporation’s tax-
able year 1957 is $30,000, and the full amount 
of such carryovers is allowed in such taxable 
year to Y Corporation as a deduction under 
section 172(a), since such amount does not 
exceed the limitation ($40,000× 365/365 ) for 
such taxable year under section 381(c)(1)(B). 

Example 3. (i) X Corporation, Y Corpora-
tion, and Z Corporation were organized on 
January 1, 1954, and each corporation makes 
its return on the basis of the calendar year. 
On September 30, 1956, X Corporation and Y 
Corporation transferred all their assets to Z 
Corporation in a statutory merger to which 
section 361 applies. The net operating losses 
and the taxable income (computed without 
any net operating loss deduction) of the 
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three corporations are as follows, the as-
sumption being made that none of the modi-
fications specified in section 172(b)(2)(A) 
apply to any taxable year: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion (trans-

feror) 

Z Corpora-
tion 

(acquirer) 

1954 ......................... ($5,000) ($3,000) ($40,000) 
1955 ......................... (4,000) (2,000) 10,000 
Ending 9–30–56 ...... (1,000) (9,000) xxx 
1956 ......................... xxx xxx 73,200 

(ii) The aggregate of the net operating loss 
carryovers of X Corporation and Y Corpora-
tion carried under section 381(c)(1)(A) to Z 
Corporation’s taxable year 1956 is $24,000; 
but, pursuant to section 381(c)(1)(B), only 
$18,400 of such aggregate amount ($73,200× 92/ 
366 ) may be used in computing the net oper-
ating loss deduction of Z Corporation for 
such taxable year under section 172(a). For 
this purpose, Z Corporation may not use the 
total of the aggregate carryovers ($10,000) 
from X Corporation plus the aggregate 
carryovers ($14,000) from Y Corporation, even 
though each such aggregate of carryovers is 
separately less than the limitation ($18,400) 
applicable under section 381(c)(1)(B) and this 
section. 

(iii) For rules determining the portion of 
any given loss of X Corporation, Y Corpora-
tion, or Z Corporation which may be carried 
to a taxable year of Z Corporation following 
its taxable year ending December 31, 1956, see 
sections 172(b)(2) and 381(c)(1)(C) and para-
graph (f) of this section. 

(e) Computation of carryovers and 
carrybacks; general rule—(1) Sequence for 
applying losses and computation of tax-
able income. The portion of any net op-
erating loss which is carried back or 
carried over to any taxable year is the 
excess, if any, of the amount of the loss 
over the sum of the taxable income for 
each of the prior taxable years to 
which the loss may be carried under 
sections 172(b)(1) and 381. In deter-
mining the taxable income for each 
such prior taxable year for this pur-
pose, the various net operating loss 
carryovers and carrybacks to such 
prior taxable year are considered to be 
applied in reduction of the taxable in-
come in the order of the taxable years 
in which the net operating losses are 
sustained, beginning with the loss for 
the earliest taxable year. The applica-
tion of this rule to the taxable income 
of the acquiring corporation for any 
taxable year ending after the date of 
distribution or transfer involves the 
use of carryovers of the distributor or 

transfer corporation, and of carryovers 
and carrybacks of the acquiring cor-
poration. In such instance, the se-
quence for the use of loss years re-
mains the same, and the requirement is 
to begin with the net operating loss of 
the earliest taxable year, whether or 
not it is a loss of the distributor, trans-
feror, or acquiring corporation. The 
taxable income of the acquiring cor-
poration for any taxable year ending 
after the date of distribution or trans-
fer shall be determined in the manner 
prescribed by section 172(b)(2), except 
that, if the date of distribution or 
transfer is on a day other than the last 
day of a taxable year of the acquiring 
corporation, the taxable income of 
such corporation for the taxable year 
which includes such date shall be com-
puted in the special manner prescribed 
by section 381(c)(1)(C) and paragraph (f) 
of this section. 

(2) Loss year of transferor or distributor 
considered prior taxable year. Section 
381(c)(1)(C) provides that, for the pur-
pose of determining the net operating 
loss carryovers under section 172(b)(2), 
a net operating loss for a loss year of a 
distributor or transferor corporation 
which ends on or before the last day of 
a loss year of the acquiring corporation 
shall be considered to be a net oper-
ating loss for a year prior to such loss 
year of the acquiring corporation. In a 
case where the acquiring corporation 
has acquired the assets of two or more 
distributor or transferor corporations 
on the same date of distribution or 
transfer, the loss years of the dis-
tributor or transferor corporations 
shall be taken into account in the 
order in which such loss years termi-
nate; if any one of the loss years of a 
distributor or transferor corporation 
ends on the same day as the loss year 
of another distributor or transferor 
corporation, either loss year may be 
taken into account before the other. 

(3) Years to which losses may be car-
ried. The taxable years to which a net 
operating loss shall be carried back or 
carried over are prescribed by section 
172(b)(1). Since the taxable year of the 
distributor or transferor corporation 
ends with the close of the date of dis-
tribution or transfer, such taxable year 
and the first taxable year of the acquir-
ing corporation which ends after that 
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date shall be considered two separate 
taxable years to which a net operating 
loss of the distributor or transferor 
corporation for any taxable year end-
ing before that date may be carried 
over. This rule applies even though the 
taxable year of the distributor or 
transferor corporation which ends on 
the date of distribution or transfer is a 
period of less than twelve months. 
However, for the purpose of deter-
mining under section 172(b)(1) the tax-
able years to which a net operating 
loss of the acquiring corporation is car-
ried over or carried back, the first tax-
able year of the acquiring corporation 
which ends after the date of distribu-
tion or transfer shall be treated as only 
one taxable year even though such tax-
able year is considered under section 
381(c)(1)(C) and paragraph (f)(2) of this 
section as two taxable years. The appli-
cation of this subparagraph may be il-
lustrated by the following example: 

Example. X Corporation was organized on 
January 1, 1954, and thereafter it sustained 
net operating losses in its calendar years 
1954, 1955, and 1956. On June 30, 1957, X Cor-
poration transferred all its assets to Y Cor-
poration, which was organized on January 1, 
1955, in a statutory merger to which section 
361 applies. In its taxable year ending June 
30, 1957, X Corporation sustained a net oper-
ating loss. Y Corporation sustained net oper-
ating losses in its calendar years 1955, 1956, 
and 1958, but had taxable income for the year 
1957. The years to which these losses of X 
Corporation and Y Corporation shall be car-
ried, and the sequence in which carried, are 
as follows: 

Loss year 

X 1954 ...................... X 1955, X 1956, X 6/30/57, Y 1957, Y 
1958. 

X 1955 ...................... X 1954, X 1956, X 6/30/57, Y 1957, Y 
1958, Y 1959. 

Y 1955 ...................... Y 1956, Y 1957, Y 1958, Y 1959, Y 
1960. 

X 1956 ...................... X 1954, X 1955, X 6/30/57, Y 1957, Y 
1958, Y 1959, Y 1960. 

Y 1956 ...................... Y 1955, Y 1957, Y 1958, Y 1959, Y 
1960, Y 1961. 

X 6–30–57 ................ X 1955, X 1956, Y 1957, Y 1958, Y 
1959, Y 1960, Y 1961. 

Y 1958 ...................... Y 1955, Y 1956, Y 1957, Y 1959, Y 
1960, Y 1961, Y 1962, Y 1963. 

(4) Computation of carryovers in a case 
where the date of distribution or transfer 
occurs on last day of acquiring corpora-
tion’s taxable year. The computation of 
the net operating loss carryovers from 
the distributor or transferor corpora-

tion and from the acquiring corpora-
tion in a case where the date of dis-
tribution or transfer occurs on the last 
day of a taxable year of the acquiring 
corporation may be illustrated by the 
following example: 

Example. X Corporation and Y Corporation 
were organized on January 1, 1955, and each 
corporation makes its return on the basis of 
the calendar year. On December 31, 1956, X 
Corporation transferred all its assets to Y 
Corporation in a statutory merger to which 
section 361 applies. The net operating losses 
and the taxable income (computed without 
any net operating loss deduction) of the two 
corporations are as follows, the assumption 
being made that none of the modifications 
specified in section 172(b)(2)(A) apply to any 
taxable year: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1955 ............................................... ($2,000) ($11,000) 
1956 ............................................... (3,000) 10,000 
1957 ............................................... xxx (15,000) 

The sequence in which the losses of X Cor-
poration and Y Corporation are applied, and 
the computation of the carryovers to Y Cor-
poration’s calendar year 1958, may be illus-
trated as follows: 

(i) X Corporation’s 1955 loss. The carryover 
to 1958 is $2,000, computed as follows: 
Net operating loss ................................................ $2,000 
Less: 

X’s 1956 taxable income .......... 0 
Y’s 1957 taxable income .......... 0 

0 

Carryover .................................................. 2,000 

(ii) Y Corporation’s 1955 loss. The carryover 
to 1958 is $1,000, computed as follows: 
Net operating loss ................................................ $11,000 
Less: 

Y’s 1956 taxable income ........ $10,000 
Y’s 1957 taxable income ........ 0 

10,000 

Carryover .................................................. 1,000 

(iii) X Corporation’s 1956 loss. The carryover 
to 1958 is $3,000, computed as follows: 
Net operating loss .................................................. $3,000 
Less: 

X’s 1955 taxable income ............ 0 
Y’s 1957 taxable income ............ 0 

0 

Carryover .................................................... 3,000 

(iv) Y Corporation’s 1957 loss. The carryover 
to 1958 is $15,000, computed as follows: 
Net operating loss ................................................ $15,000 
Less: 

Y’s 1955 taxable income .................. 0 
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Y’s 1956 taxable in-
come before net op-
erating loss deduc-
tion .......................... $10,000 

Minus Y’s 1956 net 
operating loss de-
duction (i.e., Y’s 
1955 carryover) ....... 11,000 0 

0 

Carryover .................................................. 15,000 

(v) Summary of carryovers to 1958. The ag-
gregate of the net operating loss carryovers 
to 1958 is $21,000, computed as follows: 
X’s 1955 loss ......................................................... $2,000 
Y’s 1955 loss ......................................................... 1,000 
X’s 1956 loss ......................................................... 3,000 
Y’s 1957 loss ......................................................... 15,000 

Total ............................................................ 21,000 

(f) Computation of carryovers and 
carrybacks when date of distribution or 
transfer is not on last day of acquiring 
corporation’s taxable year—(1) General 
rule. Pursuant to the provisions of sec-
tion 381(c)(1)(C), the taxable income of 
the acquiring corporation for its tax-
able year which is a prior taxable year 
for purposes of section 172(b)(2) and 
paragraph (e) of this section shall be 
determined in the manner prescribed in 
this paragraph, if the date of distribu-
tion or transfer occurs within, but not 
on the last day of, such taxable year. 

(2) Taxable year considered as two tax-
able years. Such taxable year of the ac-
quiring corporation shall be considered 
as though it were two taxable years, 
but only for the limited purpose of ap-
plying section 172(b)(2). The first of 
such two taxable years shall be re-
ferred to in this section as the 
preacquisition part year; the second, as 
the postacquisition part year. For pur-
poses of section 172(b)(2), a net oper-
ating loss of the acquiring corporation 
shall be carried to the preacquisition 
part year and then to the 
postacquisition part year, whereas a 
net operating loss of a distributor or 
transferor corporation shall be carried 
to the postacquisition part year and 
then to the acquiring corporation’s 
subsequent taxable years. In deter-
mining under section 172(b)(2) and this 
paragraph the portion of any net oper-
ating loss of a distributor or transferor 
corporation which is carried to any 
taxable year of the acquiring corpora-
tion ending after the postacquisition 
part year, the taxable income (as deter-
mined under this paragraph) of the 

postacquisition part year shall be 
taken into account but the taxable in-
come of the preacquisition part year 
(as so determined) shall not be taken 
into account. Though considered as 
two separate taxable years for purposes 
of section 172(b)(2), the preacquisition 
part year and the postacquisition part 
year are treated as one taxable year in 
determining the years to which a net 
operating loss is carried under section 
172(b)(1). See paragraph (e)(3) of this 
section. 

(3) Preacquisition part year. The 
preacquisition part year shall begin 
with the beginning of such taxable year 
of the acquiring corporation and shall 
end with the close of the date of dis-
tribution or transfer. 

(4) Postacquisition part year. The 
postacquisition part year shall begin 
with the day following the date of dis-
tribution or transfer and shall end with 
the close of such taxable year of the ac-
quiring corporation. 

(5) Division of taxable income. The tax-
able income for such taxable year 
(computed with the modifications spec-
ified in section 172(b)(2)(A) but without 
any net operating loss deduction) of 
the acquiring corporation shall be di-
vided between the preacquisition part 
year and the postacquisition part year 
in proportion to the number of days in 
each. Thus, if in a statutory merger to 
which section 361 applies Y Corporation 
acquires the assets of X Corporation on 
June 30, 1960, and Y Corporation has 
taxable income (computed in the man-
ner so prescribed) of $36,600 for its cal-
endar year 1960, then the 
preacquisition part year taxable in-
come would be $18,200 ($36,600× 182/366 ) 
and the postacquisition part year tax-
able income would be $18,400 ($36,600× 
184/366 ). 

(6) Net operating loss deduction. After 
obtaining the taxable income of the 
preacquisition part year and of the 
postacquisition part year in the man-
ner described in subparagraph (5) of 
this paragraph, it is necessary to com-
pute the net operating loss deduction 
for each such part year. This deduction 
shall be determined in the manner pre-
scribed by section 172(b)(2)(B) but sub-
ject to the provisions of this subpara-
graph. The net operating loss deduc-
tion for the preacquisition part year 
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shall, for purposes of section 172(b)(2) 
only, be determined in the same man-
ner as that prescribed by section 
172(b)(2)(B) but shall be computed with-
out taking into account any net oper-
ating loss of the distributor or trans-
feror corporation. Therefore, only net 
operating loss carryovers and 
carrybacks of the acquiring corpora-
tion to the preacquisition part year 
shall be taken into account in com-
puting the net operating loss deduction 
for such part year. The net operating 
loss deduction for the post- acquisition 
part year shall, for purposes of section 
172(b)(2) only, be determined in the 
same manner as that prescribed by sec-
tion 172(b)(2)(B) and shall be computed 
by taking into account all the net op-
erating loss carryovers available to the 
distributor or transferor corporation as 
of the close of the date of distribution 
or transfer, as well as the net operating 
loss carryovers and carrybacks of the 
acquiring corporation to the 
postacquisition part year. The se-
quence in which the net operating 
losses of the two corporations shall be 
applied for purposes of this subpara-
graph shall be determined in the man-
ner prescribed in paragraph (e) of this 
section. 

(7) Limitation on taxable income. In no 
case shall the taxable income of the 
preacquisition part year or the 
postacquisition part year, as computed 
under this paragraph, be considered to 
be less than zero. 

(8) Cross reference. If the acquiring 
corporation succeeds to the net oper-
ating loss carryovers of two or more 
distributors or transferor corporations 
on two or more dates of distribution or 
transfer during the same taxable year 
of the acquiring corporation, the deter-
mination of the taxable income of the 
acquiring corporation for such year 
pursuant to section 381(c)(1)(C) shall be 
governed by the rules prescribed in 
paragraph (c) of § 1.381(c)(1)–2. 

(9) Illustration. The application of this 
paragraph may be illustrated by the 
following example: 

Example. (i) Facts. X Corporation was orga-
nized on January 1, 1955, and Y Corporation 
was organized on January 1, 1954. Each cor-
poration makes its return on the basis of the 
calendar year. On June 30, 1956, X Corpora-
tion transferred all its assets to Y Corpora-

tion in a statutory merger to which section 
361 applies. The net operating losses and the 
taxable income (computed without any net 
operating loss deduction) of the two corpora-
tions are as follows, the assumption being 
made that none of the modifications speci-
fied in section 172(b)(2)(A) apply to any tax-
able year: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1954 ............................................... xxx ($5,000) 
1955 ............................................... ($65,000) (20,000) 
Ending June 30, 1956 ................... 1,000 xxx 
1956 ............................................... xxx 36,600 

(ii) Y Corporation’s 1954 loss. The carryover 
to 1957 is $0, computed as follows: 
Net operating loss .................................................. $5,000 
Less: 

Y’s 1955 taxable income ................................ 0 

Carryover to Y’s preacquisition part year 5,000 
Less: 

Y’s preacquisition part year tax-
able income computed under 
subparagraph (5) of this 
paragraph ($36,600× 182/366 
) ............................................. $18,200 

Minus Y’s net operating loss 
deduction for preacquisition 
part year ................................ xxx 18,200 

Carryover to Y’s postacquisition part 
year and also to Y 1957 ...................... 0 

(iii) X Corporation’s 1955 loss. The carryover 
to 1957 is $45,600, computed as follows: 
Net operating loss ................................................ $65,000 
Less: 

X’s 6/30/56 year taxable income .................. 1,000 

Carryover to Y’s postacquisition part 
year .................................................... 64,000 

Less: 
Y’s postacquisition part year 

taxable income computed 
under subparagraph (5) of 
this paragraph 
($36,600×184/366) .............. $18,400 

Minus Y’s net operating loss 
deduction for 
postacquisition part year 
(i.e., Y’s 1954 carryover of 
$0 to such part year) .......... $18,400 

Carryover to Y 1957 .............................. 45,600 

(iv) Y Corporation’s 1955 loss. The carryover 
to 1957 is $6,800, computed as follows: 
Net operating loss ................................................ $20,000 
Less: 

Y’s 1954 taxable income .............................. 0 

Carryover to Y’s preacquisition part 
year .................................................... 20,000 

Less: 
Y’s preacquisition part year 

taxable income computed 
under subparagraph (5) of 
this paragraph ..................... $18,200 
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Minus Y’s net operating loss 
deduction for preacquisition 
part year (i.e., Y’s 1954 car-
ryover to such part year) .... 5,000 

13,200 

Carryover to Y’s postacquisition part 
year .................................................... 6,800 

Less: 
Y’s postacquisition part year 

taxable income computed 
under subparagraph (5) of 
this paragraph ..................... $18,400 

Minus Y’s net operating loss 
deduction for 
postacquisition part year 
(i.e., Y’s 1954 carryover of 
$0, and X’s 1955 carryover 
of $64,000, to such part 
year) .................................... 64,000 

0 

Carryover to Y 1957 .............................. 6,800 

(v) Summary of carryovers to 1957. The ag-
gregate of the net operating loss carryovers 
to 1957 is $52,400, determined as follows: 
Y’s 1954 loss ....................................................... 0 
X’s 1955 loss ....................................................... $45,600 
Y’s 1955 loss ....................................................... 6,800 

Total .............................................................. 52,400 

(g) Successive acquiring corporations. 
An acquiring corporation which, in a 
distribution or transfer to which sec-
tion 381(a) applies, acquires the assets 
of a distributor or transferor corpora-
tion which previously acquired the as-
sets of another corporation in a trans-
action to which section 381(a) applies, 
shall succeed to and take into account, 
subject to the conditions and limita-
tions of sections 172 and 381, the net op-
erating loss carryovers available to the 
first acquiring corporation under sec-
tions 172 and 381. 

(h) Illustration. The application of 
this section may be further illustrated 
by the following example: 

Example. (1) Facts. X Corporation was orga-
nized on January 1, 1954, and Y Corporation 
was organized on January 1, 1955. Each cor-
poration makes its return on the basis of the 
calendar year. On August 31, 1957, X Corpora-
tion transferred all its assets to Y Corpora-
tion in a statutory merger to which section 
361 applies. The net operating losses and the 
taxable income of the two corporations for 
the taxable years involved are set forth in 
the tabulation below. The taxable income so 
shown is computed without the modifica-
tions required by section 172(b)(2)(A) and 
without the benefit of any net operating loss 
deduction. In its calendar year 1957, Y Cor-
poration had a deduction of $365 which is dis-
allowed by section 172(b)(2)(A). 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1954 ............................................... ($7,000) xxx 
1955 ............................................... (10,000) ($10,000) 
1956 ............................................... (25,000) (15,000) 
Ending 8–31–57 ............................ 1,000 xxx 
1957 ............................................... xxx 54,750 
1958 ............................................... xxx (5,000) 
1959 ............................................... xxx 50,000 

(2) Computation of carryovers and 
carrybacks. The sequence in which the losses 
of X Corporation and Y Corporation are ap-
plied and the computation of the carryovers 
to Y Corporation’s calendar year 1959 may be 
illustrated as follows: 

(i) X Corporation’s 1954 loss. The carryover 
to 1958, which is the last year to which this 
loss may be carried, is $0, computed as fol-
lows: 
Net operating loss ................................................ $7,000 
Less: 

X’s 1955 taxable income ........ 0 
X’s 1956 taxable income ........ 0 

0 

Carryover to X’s 8/31/57-year ............... 7,000 
Less: 

X’s 8/31/57-year taxable income .................. 1,000 

Carryover to Y’s postacquisition part 
year .................................................... 6,000 

Less: 
Y’s postacquisition part year 

taxable income computed 
under paragraph (f)(5) of 
this section 
(($54,750+$365) × 122/365) $18,422 

Minus Y’s net operating loss 
deduction for 
postacquisition part year ..... xxx 

18,422 

Carryover to Y 1958 .............................. 0 

(ii) X Corporation’s 1955 loss. The carryover 
to 1959 is $0, computed as follows: 
Net operating loss ................................................ $10,000 
Less: 

X’s 1954 taxable income ........ 0 
X’s 1956 taxable income ........ 0 

0 

Carryover to X’s 8/31/57-year ............... 10,000 
Less: 

X’s 8/31/57-year taxable in-
come before net operating 
loss deduction ..................... $1,000 

Minus X’s net operating loss 
deduction for 8/31/57-year 
(i.e., X’s 1954 carryover) .... 7,000 

0 

Carryover to Y’s postacquisition part 
year .................................................... 10,000 
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Less: 
Y’s postacquisition part year 

taxable income computed 
under paragraph (f)(5) of 
this section .......................... $18,422 

Minus Y’s net operating loss 
deduction for 
postacquisition part year 
(i.e., X’s 1954 carryover to 
such part year) .................... 6,000 

12,422 

Carryover to Y 1958 and Y 1959 .......... 0 

(iii) Y Corporation’s 1955 loss. The carryover 
to 1959 is $0, computed as follows: 
Net operating loss ................................................ $10,000 
Less: 

Y’s 1956 taxable income .............................. 0 

Carryover to Y’s preacquisition part 
year .................................................... 10,000 

Less: 
Y’s preacquisition part year 

taxable income computed 
under paragraph (f)(5) of 
this section 
(($54,750+$365) × 243/365) $36,693 

Minus Y’s net operating loss 
deduction for preacquisition 
part year .............................. xxx 

36,693 

Carryover to Y’s postacquisition part 
year, to Y 1958, and to Y 1959 ......... 0 

(iv) X Corporation’s 1956 loss. The carryover 
to 1959 is $22,578, computed as follows: 
Net operating loss .............................................. $25,000 
Less: 

X’s 1954 taxable income ............ 0 
X’s 1955 taxable income ............ 0 
X’s 8/31/57-year 

taxable income 
before net oper-
ating loss deduc-
tion .................... $1,000 

Minus X’s net op-
erating loss de-
duction for 8/31/ 
57-year (i.e., X’s 
1954 carryover 
of $7,000 and 
X’s 1955 carry-
over of $10,000) $17,000 0 0 

Carryover to Y’s postacquisition part year $25,000 
Less: 

Y’s postacquisition part year tax-
able income computed under 
paragraph (f)(5) of this section $18,422 

Minus Y’s net operating loss de-
duction for postacquisition part 
year (i.e., X’s 1954 carryover 
of $6,000, X’s 1955 carryover 
of $10,000 and Y’s 1955 car-
ryover of $0, to such part 
year) ........................................ 16,000 

2,422 

Carryover to Y 1958 ................................... 22,578 

Less: 
Y’s 1958 taxable income ................................ 0 

Carryover to Y 1959 ................................... 22,578 

(v) Y Corporation’s 1956 loss. The carryover 
to 1959 is $0, computed as follows: 
Net operating loss ................................................ $15,000 
Less: 

Y’s 1955 taxable income .............................. 0 

Carryover to Y’s preacquisition part 
year .................................................... 15,000 

Less: 
Y’s preacquisition part year 

taxable income computed 
under paragraph (f)(5) of 
this section .......................... $36,693 

Minus Y’s net operating loss 
deduction for preacquisition 
part year (i.e., Y’s 1955 car-
ryover to such part year) .... 10,000 

26,693 

Carryover to Y’s postacquisition part 
year, to Y 1958, and to Y 1959 ......... 0 

(vi) Y Corporation’s 1958 loss. The carryover 
to 1959 is $0, computed as follows: 
Net operating loss .................................................. $5,000 
Less: 

Y’s 1955 taxable income 1 ........ 0 
Y’s 1956 taxable income .......... 0 

0 

Carryback to Y’s preacquisition part year $5,000 
Less: 

Y’s preacquisition part year tax-
able income computed under 
paragraph (f)(5) of this sec-
tion ........................................ $36,693 

Minus Y’s net operating loss 
deduction for preacquisition 
part year (i.e., Y’s 1955 car-
ryover of $10,000, and Y’s 
1956 carryover of $15,000, to 
such part year) ...................... 25,000 

11,693 
Carryback to Y’s postacquisition part 

year and carryover to Y 1959 .............. 0 
1 Three-year carryback in case of loss years ending after 

December 31, 1957. 

(vii) Summary of carryovers to 1959. The ag-
gregate of the net operating loss carryovers 
to 1959 is $22,578, computed as follows: 
X’s 1955 loss ....................................................... 0 
Y’s 1955 loss ....................................................... 0 
X’s 1956 loss ....................................................... $22,578 
Y’s 1956 loss ....................................................... 0 
Y’s 1958 loss ....................................................... 0 

Total .......................................................... 22,578 

(3) Net operating loss deduction for 1957. (i) 
The net operating loss deduction available to 
Y Corporation under section 172(a) for the 
calendar year 1957, determined in accordance 
with paragraph (d) of this section, is $48,300, 
computed as follows: 
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Aggregate of the net operating 
loss carryovers available to the 
transferor corporation as of the 
close of August 31, 1957, but 
limited by paragraph (d) of this 
section to $18,300 (Y’s 1957 
taxable income of $54,750, com-
puted without any net operating 
loss deduction, multiplied by 
122/365) 

Carryover of X’s 1954 loss ..... $6,000 
Carryover of X’s 1955 loss ..... 10,000 
Carryover of X’s 1956 loss ..... 25,000 

$41,000 
Aggregate of carryovers, limited as above .......... $18,300 
Carryover of Y’s 1955 loss .................................. 10,000 
Carryover of Y’s 1956 loss .................................. 15,000 
Carryback of Y’s 1958 loss ................................. 5,000 

Net operating loss deduction .................... 48,800 

(ii) The taxable income under section 63 for 
1957 is $6,450, computed as follows: 
Taxable income determined without any net op-

erating loss deduction ...................................... $54,750 
Less: 

Net operating loss deduction for 1957, as 
determined under subdivision (i) of this 
subparagraph ............................................ $48,300 

Taxable income under section 63 ............ 6,450 

(4) Net operating loss deduction for 1959. The 
taxable income under section 63 for 1959 is 
$27,422, computed as follows: 
Taxable income determined without any net op-

erating loss deduction ...................................... $50,000 
Less: 

Net operating loss deduction for 1959 (i.e., 
the aggregate carryovers determined 
under subparagraph (2)(vii) of this para-
graph) ........................................................ 22,578 

Taxable income under section 63 ............ 27,422 

(5) Years to which losses may be carried. The 
taxable years to which the losses of X Cor-
poration and Y Corporation may be carried, 
and the sequence in which carried, are as fol-
lows: 

Loss year Carried to 

X 1954 ......... X 1955, X 1956, X 8/31/57, Y 1957, Y 1958. 
X 1955 ......... X 1954, X 1956, X 8/31/57, Y 1957, Y 1958, 

Y 1959. 
Y 1955 ......... Y 1956, Y 1957, Y 1958, Y 1959, Y 1960. 
X 1956 ......... X 1954, X 1955, X 8/31/57, Y 1957, Y 1958, 

Y 1959, Y 1960. 
Y 1956 ......... Y 1955, Y 1957, Y 1958, Y 1959, Y 1960, Y 

1961. 
Y 1958 ......... Y 1955, Y 1956, Y 1957, Y 1959, Y 1960, Y 

1961, Y 1962, Y 1963. 

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as 
amended by T.D. 7564, 43 FR 40493, Sept. 12, 
1978] 

§ 1.381(c)(1)–2 Net operating loss 
carryovers; two or more dates of 
distribution or transfer in the tax-
able year. 

(a) In general. If the acquiring cor-
poration succeeds to the net operating 
loss carryovers of two or more dis-
tributor or transferor corporations on 
two or more dates of distribution or 
transfer within one taxable year of the 
acquiring corporation, the limitation 
to be applied under section 381(c)(1)(B) 
to the aggregate of the net operating 
loss carryovers to that taxable year 
from all of the distributor or transferor 
corporations shall be determined by ap-
plying the rules prescribed in para-
graph (b) of this section, and the tax-
able income of the acquiring corpora-
tion for that taxable year under sec-
tions 381(c)(1)(C) and 172(b)(2) shall be 
determined by applying the rules pre-
scribed in paragraph (c) of this section. 
For purposes of this section, the term 
postacquisition income means 
postacquisition part year taxable in-
come determined under paragraph 
(d)(1) of § 1.381(c)(1)–1 by treating the 
first date of distribution or transfer as 
though it were the only date of dis-
tribution or transfer during the taxable 
year of the acquiring corporation. 

(b) Determination of limitation under 
section 381(c)(1)(B)—(1) In general. If the 
acquiring corporation succeeds to the 
net operating loss carryovers of two or 
more distributor or transferor corpora-
tions on two or more dates of distribu-
tion or transfer during the same tax-
able year of the acquiring corporation, 
and if the amount of the net operating 
loss carryovers acquired on the first 
date of distribution or transfer equals 
or exceeds the postacquisition income, 
then the limitation under section 
381(c)(1)(B) shall be an amount equal to 
such postacquisition income. If the 
amount of the net operating loss 
carryovers acquired on the first date of 
distribution or transfer is less than 
such postacquisition income, then the 
limitation under section 381(c)(1)(B) 
shall be determined as provided in sub-
paragraphs (2) through (5) of this para-
graph. 

(2) Allocation of postacquisition income 
among partial postacquisition years. That 
part of the taxable year of the acquir-
ing corporation beginning on the day 
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following the first date of distribution 
or transfer and ending with the close of 
the taxable year of the acquiring cor-
poration shall be divided into the same 
number of partial postacquisition years 
as the number of dates of distribution 
or transfer on which the acquiring cor-
poration succeeds to net operating loss 
carryovers during its taxable year. The 
first partial postacquisition year shall 
begin with the day following the first 
date of distribution or transfer and 
shall end with the close of the second 
date of distribution or transfer. The 
second and succeeding partial 
postacquisition years shall begin with 
the day following the close of the pre-
ceding such partial year and shall end 
with the close of the succeeding date of 
distribution or transfer, or, if there is 
no such succeeding date, then with the 
close of the taxable year of the acquir-
ing corporation. The postacquisition 
income of the acquiring corporation 
shall be allocated among the partial 
postacquisition years in proportion to 
the number of days in each such partial 
year. 

(3) Two dates of distribution or transfer. 
If the acquiring corporation succeeds 
to the net operating loss carryovers of 

two distributor or transferor corpora-
tions on two dates of distribution or 
transfer during the same taxable year 
of the acquiring corporation, and if the 
amount of the net operating loss 
carryovers acquired on the first date 
equals or exceeds the income for the 
first partial postacquisition year, the 
limitation provided by section 
381(c)(1)(B) shall be the amount of the 
postacquisition income. If the income 
for the first partial postacquisition 
year exceeds the net operating loss 
carryovers acquired on the first date of 
distribution or transfer, the limitation 
provided by section 381(c)(1)(B) shall be 
the amount of the postacquisition in-
come reduced by the amount of such 
excess. The application of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. (i) X Corporation has taxable in-
come (computed without any net operating 
loss deduction) of $36,500 for its calendar 
year 1955. During 1955, X Corporation ac-
quires the assets of Y and Z Corporations in 
statutory mergers to each of which section 
361 applies, the dates of transfer being Janu-
ary 1 and December 1, respectively. The net 
operating loss carryovers of each transferor 
corporation and the income for each partial 
postacquisition year are: 

Corp. Carryovers Income for partial years Reduction 

Y .................. $1,000 $33,400 ($36,500×334/365) $32,400 
Z .................. 50,000 3,000 ($36,500×30/365) 0 

51,000 36,400 32,400 

(ii) The limitation provided by section 
381(c)(1)(B) equals the postacquisition in-
come of $36,400 reduced by $32,400, the excess 
of the income for the first partial year 
($33,400) over the net operating loss 
carryovers acquired on the first date of 
transfer ($1,000). Accordingly, the limitation 
is $4,000 ($36,400 minus $32,400). Therefore, al-
though X Corporation acquired carryovers 
aggregating $51,000 during 1955, it can utilize 
only $4,000 of such carryovers in computing 
its net operating loss deduction for 1955. 

(4) Three dates of distribution or trans-
fer. If the acquiring corporation suc-
ceeds to the net operating loss 
carryovers of three distributor or 
transferor corporations on three dates 
of distribution or transfer during the 
same taxable year of the acquiring cor-
poration, and if the amount of the net 
operating loss carryovers acquired on 

the first date equals or exceeds the in-
come for the first and second partial 
postacquisition years, the limitation 
provided by section 381(c)(1)(B) shall be 
the amount of the postacquisition in-
come. If the amount of the carryovers 
acquired on the first date equals or ex-
ceeds the income for the first partial 
postacquisition year but does not equal 
or exceed the income for the first and 
second partial postacquisition years, 
the limitation shall be the amount of 
the postacquisition income reduced by 
the excess of the income for the first 
and second partial postacquisition 
years over the amount of carryovers 
acquired on the first and second dates 
of distribution or transfer. If the in-
come for the first partial 
postacquisition year exceeds the 
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carryovers acquired on the first date, 
the limitation shall be the 
postacquisition income reduced by the 
sum of the amount of such excess plus 
the amount, if any, by which the in-
come for the second partial 
postacquisition year exceeds the 
carryovers acquired on the second date. 
This subparagraph may be illustrated 
by the following examples: 

Example 1. (i) X Corporation has taxable in-
come (computed without any net operating 
loss deduction) of $36,500 for its calendar 
year 1955. During 1955, X Corporation ac-
quires the assets of M, N, and Z Corporations 
in statutory mergers to each of which sec-
tion 361 applies, the dates of transfer being 
January 1, January 31, and December 1, re-
spectively. The net operating loss carryovers 
of each transferor corporation and the in-
come for each partial postacquisition year 
are: 

Corp. Carryovers Income for partial years Reduction 

M ................. $4,000 $3,000 ($36,500× 30/365) $23,400 
N ................. 6,000 30,400 ($36,500×304/365) 
Z .................. 50,000 3,000 ($36,500× 30/365) 0 

60,000 36,400 23,400 

(ii) Since the carryovers of $4,000 acquired 
on the first date of transfer exceed the in-
come for the first partial year ($3,000), the 
limitation provided by section 381(c)(1)(B) is 
the amount of the postacquisition income 
($36,400) reduced by the excess of the income 
for the first and second partial years ($33,400) 
over the carryovers acquired on the first and 

second dates of transfer ($10,000). Therefore, 
the limitation is $13,000 ($36,400 less $23,400). 

Example 2. (i) Assume the same facts as in 
Example (1) except that the amount of the 
net operating loss carryovers acquired from 
M Corporation is $1,000. The net operating 
loss carryovers of each transferor corpora-
tion and the income for each partial 
postacquisition year are: 

Corp. Carryovers Income for partial years Reduction 

M ................. $1,000 $3,000 ($36,500×30/365) $2,000 
N ................. 6,000 30,400 ($36,500×304/365) 24,400 
Z .................. 50,000 3,000 ($36,500×30/365) 0 

57,000 36,400 26,400 

(ii) Since the income for the first partial 
year ($3,000) exceeds the $1,000 of carryovers 
acquired on the first date by $2,000, the limi-
tation provided by section 381(c)(1)(B) is the 
postacquisition income of $36,400 reduced by 
such excess and also reduced by the excess of 
the income for the second partial year 
($30,400) over the carryovers acquired on the 
second date of transfer ($6,000). Therefore, 

the limitation is $10,000 ($36,400 less the sum 
of $2,000 and $24,400). 

Example 3. (i) Assume the same facts as in 
Example (2) except that the carryovers ac-
quired from N Corporation are $75,000. The 
net operating loss carryovers of each trans-
feror corporation and the income for each 
partial postacquisition year are: 

Corp. Carryovers Income for partial years Reduction 

M ................. $1,000 $3,000 ($36,500× 30/365) $2,000 
N ................. 75,000 30,400 ($36,500×304/365) 0 
Z .................. 50,000 3,000 ($36,500× 30/365) 0 

126,000 36,400 2,000 

(ii) Since the income for the first partial 
year ($3,000) exceeds the $1,000 of carryovers 
acquired on the first date by $2,000, the limi-
tation provided by section 381(c)(1)(B) is the 
postacquisition income of $36,400 reduced by 
$2,000, or $34,400. No further reduction is 
made since the income for the second partial 

year ($30,400) does not exceed the carryovers 
of $75,000 acquired on the second date of 
transfer. 

(5) Four or more dates of distribution or 
transfer. If the acquiring corporation 
succeeds to the net operating loss 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00480 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



471 

Internal Revenue Service, Treasury § 1.381(c)(1)–2 

carryovers of four or more distributor 
or transferor corporations on four or 
more dates of distribution or transfer 
during the same taxable year of the ac-
quiring corporation, the limitation 
provided by section 381(c)(1)(B) shall be 
determined consistently with the 
methods prescribed in subparagraphs 
(3) and (4) of this paragraph. The appli-
cation of this subparagraph may be il-
lustrated by the following example: 

Example. (i) X Corporation has taxable in-
come (computed without any net operating 
loss deduction) of $36,500 for its calendar 
year 1955. During 1955, X Corporation ac-
quired the assets of M, N, O, Y, and Z Cor-
porations in statutory mergers to each of 
which section 361 applied, the dates of trans-
fer being, respectively, January 1, January 
31, March 3, April 2, and December 1. The net 
operating loss carryovers of each transferor 
corporation and the income for each partial 
postacquisition year are: 

Corp. Carryovers Income for partial years Reduction 

M ................. $1,000 $3,000 ($36,500× 30/365) $2,000 
N ................. 4,000 3,100 ($36,500× 31/365) 
O ................. 1,000 3,000 ($36,500× 30/365) 1,100 
Y .................. 10,000 24,300 ($36,500×243/365) 14,300 
Z .................. 20,000 3,000 ($36,500× 30/365) 0 

36,000 36,400 17,400 

(ii) The limitation provided by section 
381(c)(1)(B) equals the postacquisition in-
come of $36,400 reduced by the sum of (a) the 
$2,000 excess of the income for the first par-
tial year ($3,000) over the carryovers ac-
quired from M Corporation ($1,000), (b) the 
$1,100 excess of the income for the second and 
third partial years ($6,100) over the 
carryovers acquired from N and O Corpora-
tions ($5,000), and (c) the $14,300 excess of the 
income for the fourth partial year ($24,300) 
over the carryovers acquired from Y Cor-
poration ($10,000). Accordingly, the limita-
tion is $19,000 ($36,400 minus $17,400). There-
fore, although X Corporation acquired 
carryovers aggregating $36,000 during 1955, it 
can utilize only $19,000 of such carryovers in 
computing its net operating loss deduction 
for 1955. 

(c) Determination of taxable income of 
acquiring corporation under section 
381(c)(1)(C)—(1) In general. If the acquir-
ing corporation succeeds to the net op-
erating loss carryovers of two or more 
distributor or transferor corporations 
on two or more dates of distribution or 
transfer within one taxable year of the 
acquiring corporation, then pursuant 
to section 381(c)(1)(C) the taxable in-
come of the acquiring corporation for 
its taxable year which is a prior tax-
able year for purposes of section 
172(b)(2) and paragraph (e) of 
§ 1.381(c)(1)–1 shall be determined as 
provided in this paragraph. 

(2) Division of taxable income. The tax-
able income of the acquiring corpora-
tion (computed with the modifications 
specified in section 172(b)(2)(A) but 
without any net operating loss deduc-

tion) shall be allocated proportionately 
on a daily basis among a preacquisition 
part year (determined under paragraph 
(f)(3) of § 1.381(c)(1)–1 by treating the 
first date of distribution or transfer as 
though it were the only date of dis-
tribution or transfer during the taxable 
year of the acquiring corporation) and 
two or more partial postacquisition 
years (determined as provided in para-
graph (b)(2) of this section). The 
preacquisition part year and each par-
tial postacquisition year shall be con-
sidered a separate taxable year, but 
only for the limited purpose of apply-
ing sections 172(b)(2) and 381(c)(1)(C). 

(3) Net operating loss deduction. The 
net operating loss deduction of the 
preacquisition part year and the par-
tial postacquisition years shall be de-
termined consistently with the manner 
described in paragraph (f)(6) of 
§ 1.381(c)(1)–1 but by taking into ac-
count, in the case of any partial 
postacquisition year, only the net oper-
ating loss carryovers and carrybacks of 
the acquiring corporation and those 
net operating loss carryovers from a 
distributor or transferor corporation 
which become available to the acquir-
ing corporation as of the close of those 
dates of distribution or transfer which 
occur before the beginning of that spe-
cific partial postacquisition year. The 
sequence in which the net operating 
losses of the distributor or transferor 
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and acquiring corporations shall be ap-
plied for this purpose shall be deter-
mined in the manner described in para-
graph (e) of § 1.381(c)(1)–1. Subject to 
the preceding sentence, the net oper-
ating loss carryovers to any specific 
partial postacquisition year, whether 
from a distributor, transferor, or ac-
quiring corporation, shall be taken 
into account in the order of the taxable 
years in which the net operating losses 
arose, beginning with the loss for the 
earliest taxable year. 

(4) Illustration. The application of this 
paragraph may be illustrated by the 
following example: 

Example. (i) Facts. X Corporation, which 
was organized on January 1, 1957, sustained a 
net operating loss of $20,000 for its calendar 
year 1957 and had taxable income (computed 
without any net operating loss deduction) of 
$36,500 for its calendar year 1958. During 1958, 
X Corporation acquired the assets of Y and Z 
Corporations in statutory mergers to each of 
which section 361 applied, the dates of trans-
fer being June 30 and September 30, respec-
tively. None of the modifications specified in 
section 172(b)(2)(A) apply to any of the cor-
porations for any taxable year. The taxable 
income (computed without any net operating 
loss deduction) and net operating losses of Y 
and Z Corporations (which were organized on 
January 1, 1957, and January 1, 1954, respec-
tively) are set forth below: 

Taxable year 
Acquiring 
corpora-

tion X 

Trans-
feror cor-
poration 

Y 

Transferor 
corporation 

Z 

1954 ............................. xxx xxx ($30,000) 
1955 ............................. xxx xxx 1,000 
1956 ............................. xxx xxx 1,000 
1957 ............................. ($20,000) ($25,000) 1,000 
Ending 6–30–58 .......... xxx 1,000 xxx 
Ending 9–30–58 .......... xxx xxx 1,000 
1958 ............................. 36,500 xxx xxx 

The sequence in which the losses of the ac-
quiring corporation and the transferor cor-
porations are applied and the computation of 
the carryovers to X Corporation’s calendar 
year 1959 are illustrated in the following sub-
divisions of this example. 

(ii) Computation of taxable income. X Cor-
poration’s taxable income, determined in the 
manner described in subparagraph (2) of this 
paragraph, for the preacquisition part year 
and for the partial postacquisition years is 
as follows: 

Year Taxable in-
come Computation 

Preacquisition part year .. $18,100 $36,500×181/365 
Partial No. 1 .................... 9,200 36,500×92/365 

Year Taxable in-
come Computation 

Partial No. 2 .................... 9,200 36,500×92/365 

(iii) Z Corporation’s 1954 loss. The carryover 
to 1959 is $0, computed as follows: 

Net operating loss ............................................. $30,000 
Less: 

Z’s 1955, 1956, 1957, and 9/30/58-3 year 
income .................................................... 4,000 

Net operating loss carryover to Partial No. 2 
year ................................................................ 26,000 

Less: 
Partial No. 2 year taxable income .............. 9,200 

16,800 

The balance of $16,800 is not carried over to 
1959 since X Corporation’s taxable year 1958 
is the last of the five years to which Z’s 1954 
loss may be carried under section 172(b)(1). 

(iv) Y Corporation’s 1957 loss. The carryover 
to 1959 is $14,800, computed as follows: 
Net operating loss .................................................. $25,000 
Less: 

Y’s 6/30/58-year income ................................. 1,000 

Net operating loss carryover to Partial No. 1 year 24,000 
Less: 

Partial No. 1 year taxable income .................. 9,200 

Carryover to Partial No. 2 year ............... 14,800 
Less: 

X’s Partial No. 2 year taxable in-
come ....................................... $9,200 

Minus X’s net operating loss de-
duction for Partial No. 2 year 
(i.e., Z’s 1954 carryover of 
$26,000 to such partial year) .. 26,000 

0 

Carryover to 1959 ................................... 14,800 

(v) X Corporation’s 1957 loss. The carryover 
to 1959 is $1,900, computed as follows: 
Net operating loss .................................................. $20,000 
Less: 

X’s preacquisition part year taxable income .. 18,100 

Carryover to Partial No. 1 year ............... 1,900 
Less: 

Partial No. 1 year taxable in-
come ....................................... $9,200 

Minus X’s net operating loss de-
duction for Partial No. 1 year 
(i.e., Y’s 1957 carryover of 
$24,000 to such partial year) .. 24,000 

0 

Carryover to Partial No. 2 year ............... 1,900 
Less: 

Partial No. 2 year taxable in-
come ....................................... $9,200 

Minus X’s net operating loss de-
duction for Partial No. 2 year 
(i.e., Z’s 1954 carryover of 
$26,000, and Y’s 1957 carry-
over of $14,800, to such par-
tial year ................................... 40,800 
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0 

Carryover to 1959 ................................... $1,900 

(vi) Summary of carryovers to 1959. The ag-
gregate of the net operating loss carryovers 
to 1959 is $16,700, computed as follows: 
Z’s 1954 loss ....................................................... xxx 
Y’s 1957 loss ....................................................... $14,800 
X’s 1957 loss ....................................................... 91,900 

Total .......................................................... 16,700 

§ 1.381(c)(2)–1 Earnings and profits. 
(a) In general. (1) Section 381(c)(2) re-

quires the acquiring corporation in a 
transaction to which section 381(a) ap-
plies to succeed to, and take into ac-
count, the earnings and profits, or def-
icit in earnings and profits, of the dis-
tributor or transferor corporation as of 
the close of the date of distribution or 
transfer. In determining the amount of 
such earnings and profits, or deficit, to 
be carried over, and the manner in 
which they are to be used by the ac-
quiring corporation after such date, 
the provisions of section 381(c)(2) and 
this section shall apply. For purposes 
of section 381(c)(2) and this section, if 
the distributor or transferor corpora-
tion accumulates earnings and profits, 
or incurs a deficit in earnings and prof-
its, after the date of distribution or 
transfer and before the completion of 
the reorganization or liquidation, such 
earnings and profits, or deficit, shall be 
deemed to have been accumulated or 
incurred as of the close of the date of 
distribution or transfer. 

(2) If the distributor or transferor 
corporation has accumulated earnings 
and profits as of the close of the date of 
distribution or transfer, such earnings 
and profits shall (except as hereinafter 
provided in this section) be deemed to 
be received by, and to become a part of 
the accumulated earnings and profits 
of, the acquiring corporation as of such 
time. Similarly, if the distributor or 
transferor corporation has a deficit in 
accumulated earnings and profits as of 
the close of the date of distribution or 
transfer, such deficit shall (except as 
hereinafter provided in this section) be 
deemed to be incurred by the acquiring 
corporation as of such time. In no 
event, however, shall the accumulated 
earnings and profits, or deficit, of the 
distribution or transferor corporation 
be taken into account in determining 
earnings and profits of the acquiring 

corporation for the taxable year during 
which occurs the date of distribution 
or transfer. 

(3) Any part of the accumulated earn-
ings and profits, or deficit in accumu-
lated earnings and profits, of the dis-
tributor or transferor corporation 
which consists of earnings and profits, 
or deficits, accumulated before March 
1, 1913, shall be deemed to become earn-
ings and profits, or deficits, of the ac-
quiring corporation accumulated be-
fore March 1, 1913, and any part of the 
accumulated earnings and profits of 
the distributor or transferor corpora-
tion which consists of increase in value 
of property accrued before March 1, 
1913, shall be deemed to become earn-
ings and profits of the acquiring cor-
poration consisting of increase in value 
of property accrued before March 1, 
1913. 

(4) If the acquiring corporation and 
each distributor or transferor corpora-
tion has accumulated earnings and 
profits as of the close of the date of dis-
tribution or transfer, or if each of such 
corporations has a deficit in accumu-
lated earnings and profits as of such 
time, then the accumulated earnings 
and profits (or deficit) of each such cor-
poration shall be consolidated as of the 
close of the date of distribution or 
transfer in the accumulated earnings 
and profits account of the acquiring 
corporation. See subparagraph (6) of 
this paragraph for determination of the 
accumulated earnings and profits (or 
deficit) of the acquiring corporation as 
of the close of the date of distribution 
or transfer. 

(5) If (i) one or more corporations a 
party to a distribution or transfer has 
accumulated earnings and profits as of 
the close of the date of distribution or 
transfer, and (ii) one or more of such 
corporations has a deficit in accumu-
lated earnings and profits as of such 
time, the total of any such deficits 
shall be used only to offset earnings 
and profits accumulated, or deemed to 
have been accumulated under subpara-
graph (6) of this paragraph, by the ac-
quiring corporation after the date of 
distribution or transfer. In such in-
stance, the acquiring corporation will 
be considered as maintaining two sepa-
rate earnings and profits accounts 
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after the date of distribution or trans-
fer. The first such account shall con-
tain the total of the accumulated earn-
ings and profits as of the close of the 
date of distribution or transfer of each 
corporation which has accumulated 
earnings and profits as of such time, 
and the second such account shall con-
tain the total of the deficits in accu-
mulated earnings and profits of each 
corporation which has a deficit as of 
such time. The total deficit in the sec-
ond account may not be used to reduce 
the accumulated earnings and profits 
in the first account (although such 
earnings and profits may be offset by 
deficits incurred, or deemed to have 
been incurred, after the date of dis-
tribution or transfer) but shall be used 
only to offset earnings and profits ac-
cumulated, or deemed to have been ac-
cumulated under subparagraph (6) of 
this paragraph, by the acquiring cor-
poration after the date of distribution 
or transfer. 

(6) In any case in which it is nec-
essary to compute the accumulated 
earnings and profits, or the deficit in 
accumulated earnings and profits, of 
the acquiring corporation as of the 
close of the date of distribution or 
transfer and such date is a day other 
than the last day of a taxable year of 
the acquiring corporation— 

(i) If the acquiring corporation has 
earnings and profits for its taxable 
year during which occurs the date of 
distribution or transfer, such earnings 
and profits (a) shall be deemed to have 
accumulated as of the close of such 
date in an amount which bears the 
same ratio to the undistributed earn-
ings and profits of such corporation for 
such year as the number of days in the 
taxable year preceding the date fol-
lowing the date of distribution or 
transfer bears to the total number of 
days in the taxable year, and (b) shall 
be deemed to have accumulated after 
the date of distribution or transfer in 
an amount which bears the same ratio 
to the undistributed earnings and prof-
its of such corporation for such year as 
the number of days in the taxable year 
following such date bears to the total 
number of days in such taxable year. 
For purposes of the preceding sentence, 
the undistributed earnings and profits 
of the acquiring corporation for such 

taxable year shall be the earnings and 
profits for such taxable year reduced 
by any distributions made therefrom 
during such taxable year. 

(ii) If the acquiring corporation has 
an operating deficit for its taxable year 
during which occurs the date of dis-
tribution or transfer, then, unless the 
actual accumulated earnings and prof-
its, or deficit, as of such date can be 
shown, such operating deficit shall be 
deemed to have accumulated in a man-
ner similar to that described in sub-
division (i) of this subparagraph. 

(7) This paragraph may be illustrated 
by the following examples, in which it 
is assumed that none of the accumu-
lated earnings and profits, or deficits, 
consist of earnings and profits or defi-
cits accumulated, or increase in value 
of property accrued, before March 1, 
1913. 

Example 1. (i) M and N Corporations make 
their returns on the basis of the calendar 
year. On June 30, 1959, M Corporation trans-
fers all its assets to N Corporation in a stat-
utory merger to which section 361 applies. 
The books of the two corporations reveal the 
following information: 

Description 
M Cor-
poration 

(transferor) 

N Corpora-
tion 

(acquirer) 

Accumulated earnings and profits 
at close of calendar year 1958 .. $100,000 $150,000 

Earnings and profits of taxable 
year ending June 30, 1959 ........ 15,000 ..................

Earnings and profits of calendar 
year 1959 ................................... .................. 36,500 

Distributions during calendar year 
1959 ........................................... 0 0 

(ii) As of the close of June 30, 1959, N ac-
quires from M accumulated earnings and 
profits of $115,000. Since M and N each has 
accumulated earnings and profits as of the 
close of the date of transfer, M’s accumu-
lated earnings and profits are added to N’s 
accumulated earnings and profits as of such 
time. However, no part of M’s accumulated 
earnings and profits is taken into account in 
determining N’s earnings and profits for the 
calendar year 1959. Therefore, N’s earnings 
and profits for the calendar year 1959 are 
$36,500. 

Example 2. (i) X and Y Corporations make 
their returns on the basis of the calendar 
year. On June 30, 1959, X Corporation trans-
fers all its assets to Y Corporation in a stat-
utory merger to which section 361 applies. 
The books of the two corporations reveal the 
following information: 
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Description 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

Accumulated earnings and profits 
at close of calendar year 1958 .. $20,000 $100,000 

Deficit in earnings and profits for 
taxable year ending June 30, 
1959 ........................................... 80,000 ..................

Earnings and profits of calendar 
year 1959 ................................... .................. 36,500 

Distributions during calendar year 
1959 ........................................... 0 0 

(ii) As of the close of June 30, 1959, Y ac-
quires from X a deficit in accumulated earn-
ings and profits in the amount of $60,000. 
This deficit may be used only to reduce those 
earnings and profits of Y which are accumu-
lated, or deemed to have accumulated, after 
June 30, 1959. Accordingly, as of December 31, 
1959, the accumulated earnings and profits of 
Y amount to $118,100; at such time Y also has 
a separate deficit in accumulated earnings 
and profits in the amount of $41,600. These 
amounts are determined as follows: 
Accumulated earnings and profits of Y as of the 

close of 1958 .................................................... $100,000 
Add: 

Portion of undistributed earnings and profits 
of Y for 1959 deemed to have accumu-
lated as of close of June 30, 1959 
($36,500×181/365) .................................... 18,100 

Accumulated earnings and profits of Y 
as of close of June 30, 1959, and 
also as of Dec. 31, 1959 ................... 118,100 

Portion of undistributed earnings and profits 
of Y for 1959 deemed to have accumu-
lated after June 30, 1959 ($36,500×184/ 
365) ........................................................... 18,400 

Less: 
Deficit in accumulated earnings and profits 

acquired by Y from X Corporation as of 
close of June 30, 1959 ............................. 60,000 

Separate deficit in accumulated earn-
ings and profits of Y as of Dec. 31, 
1959 ................................................... 41,600 

Example 3. Assume the same facts as in Ex-
ample (2), except that on September 15, 1959, 
Y Corporation makes a cash distribution of 
$96,500. The entire distribution is a dividend: 
$36,500 from earnings and profits for the tax-
able year 1959 and $60,000 from earnings and 
profits accumulated as of December 31, 1958. 
Accordingly, as of December 31, 1959, Y has 
accumulated earnings and profits of $40,000, 
and also has a separate deficit in accumu-
lated earnings and profits of $60,000. These 
amounts are determined as follows: 
Earnings and profits of Y for calendar year 1959 $36,500 
Accumulated earnings and profits of Y as of close 

of 1958 ............................................................... 100,000 

Total ............................................................ 136,500 
Less: 

Distributions during 1959 ................................ 96,500 

Accumulated earnings and profits of Y 
as of Dec. 31, 1959 ............................. 40,000 

Deficit in accumulated earnings and profits ac-
quired from X as of close of June 30, 1959 ...... $60,000 

Less: 
Portion of Y’s undistributed earnings and 

profits for 1959 deemed to have accumu-
lated after June 30, 1959 ............................ 0 

Separate deficit in accumulated earnings 
and profits of Y as of Dec. 31, 1959 ... 60,000 

Example 4. (i) M and N Corporations make 
their returns on the basis of the calendar 
year. On June 30, 1959, M Corporation trans-
fers all its assets to N Corporation in a stat-
utory merger to which section 361 applies. 
The books of the two corporations reveal the 
following information: 

Description 
M Cor-
poration 

(transferor) 

N Corpora-
tion 

(acquirer) 

Accumulated earnings and profits 
at close of calendar year 1958 .. $100,000 $50,000 

Earnings and profits for taxable 
year ending June 30, 1959 ........ 10,000 

Deficit in earnings and profits for 
calendar year 1959 .................... .................. 146,000 

Distributions during calendar year 
1959 ........................................... 0 0 

(ii) Assuming that N has not shown its ac-
tual accumulated earnings and profits, or 
deficit, as of the close of June 30, 1959, N has 
a deficit in accumulated earnings and profits 
at such time which amounts to $22,400, deter-
mined as follows: 

Accumulated earnings and profits of N as of 
close of 1958 ..................................................... $50,000 

Less: 
Portion of deficit in earnings and profits of N 

for 1959 deemed to have accumulated as 
of close of June 30, 1959 ($146,000×181/ 
365) ............................................................. 72,400 

Deficit in accumulated earnings and 
profits of N as of close of June 30, 
1959, and also as of Dec. 31, 1959 .... 22,400 

As of the close of June 30, 1959, N acquires 
from M accumulated earnings and profits in 
the amount of $110,000, no part of which may 
be offset by N’s own deficit of $22,400; how-
ever, such earnings and profits may be offset 
by deficits incurred, or deemed incurred, by 
N after June 30, 1959. Thus, as of December 
31, 1959, N has the above-mentioned deficit of 
$22,400; at such time N also has accumulated 
earnings and profits in the amount of $36,400, 
determined as follows: 
Accumulated earnings and profits acquired from 

M as of close of June 30, 1959 ....................... $110,000 
Less: 

Portion of deficit in earnings and profits of N 
for 1959 deemed to have accumulated 
after June 30, 1959 ($146,000×184/365) 73,600 

Accumulated earnings and profits of N 
as of Dec. 31, 1959 ........................... 36,400 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00485 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



476 

26 CFR Ch. I (4–1–09 Edition) § 1.381(c)(2)–1 

Example 5. Assume the same facts as in Ex-
ample (4), except that on September 9, 1959, N 
Corporation makes a cash distribution of 
$100,000. The amount of $82,000 is a dividend 
from accumulated earnings and profits, com-
puted as follows: 
Accumulated earnings and profits acquired from 

M as of close of June 30, 1959 ....................... $110,000 
Less: 

Deficit in earnings and profits of N for 1959 
deemed to have accumulated from June 
30 through Sept. 8, 1959 ($146,000×70/ 
365) ........................................................... 28,000 

Accumulated earnings and profits as of 
close of Sept. 8, 1959 ....................... 82,000 

As of December 31, 1959, N Corporation has a 
deficit in accumulated earnings and profits 
of $68,000, computed as follows: 

Deficit in accumulated earnings and profits of N 
as of close of June 30, 1959 ............................. $22,400 

Add: 
Portion of N’s deficit in earnings and profits 

for 1959 deemed to have accumulated 
after Sept. 8, 1959 ($146,000×114/365) .... 45,600 

Deficit in accumulated earnings and 
profits of N as of Dec. 31, 1959 .......... 68,000 

Example 6. (i) X, Y, and Z Corporations 
make their returns on the basis of the cal-
endar year. On June 30, 1959, X Corporation 
and Y Corporation transfer all their assets to 
Z Corporation in a statutory merger to 
which section 361 applies. The books of the 
three corporations reveal the following in-
formation: 

Description 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion (trans-

feror) 

Z Corpora-
tion 

(acquirer) 

Accumulated earnings and profits (or deficit) at close of calendar year 1958 ............. $35,000 ($25,000) ($20,000) 
Earnings and profits (or deficit) for taxable year ended June 30, 1959 ....................... 5,000 (5,000) 
Earnings and profits for calendar year 1959 ................................................................ .................... .................... 36,500 
Distributions during 1959 .............................................................................................. 0 0 0 

(ii) As of the close of June 30, 1959, Z ac-
quires from Y a deficit in accumulated earn-
ings and profits of $30,000. As of such time, 
Z’s own deficit in accumulated earnings and 
profits amounts to $1,900, determined as fol-
lows: 
Deficit in accumulated earnings and profits of Z 

as of close of 1958 .......................................... $20,000 
Less: 

Portion of undistributed earnings and profits 
of Z for 1959 deemed to have accumu-
lated as of close of June 30, 1959 
($36,500×181/365) .................................... 18,100 

Deficit in accumulated earnings and 
profits as of close of June 30, 1959 .. 1,900 

The total deficit of $31,900 may be used only 
to offset earnings and profits of Z accumu-
lated, or deemed to have accumulated, after 
June 30, 1959; such deficit may not be used to 
reduce the accumulated earnings and profits 
of $40,000 acquired from X as of the close of 
June 30, 1959. Thus, as of December 31, 1959, 
the accumulated earnings and profits of Z 
amount to $40,000; at such time Z Corpora-
tion also has a separate deficit in accumu-
lated earnings and profits in the amount of 
$13,500, determined as follows: 
Deficit in accumulated earnings and profits as of 

close of June 30, 1959 .................................... $31,900 
Less: 

Portion of undistributed earnings and profits 
of Z for 1959 deemed to have accumu-
lated after June 30, 1959 ($36,500×184/ 
365) ........................................................... 18,400 

Separate deficit in accumulated earn-
ings and profits as of Dec. 31, 1959 13,500 

Example 7. X and Y Corporations make 
their returns on the basis of the calendar 
year. On December 31, 1954, X transfers all its 
assets to Y in a statutory merger to which 
section 361 applies. The books of the two cor-
porations reveal the following information: 

Description 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

Accumulated earnings and profits 
(or deficit) at close of calendar 
year 1954 ................................... ($50,000) $210,000 

Earnings and profits (or deficit) for 
calendar year: 

1955 ....................................... .................. 5,000 
1956 ....................................... .................. (20,000) 
1957 ....................................... .................. 70,000 
1958 ....................................... .................. 60,000 
1959 ....................................... .................. 55,000 

Cash distributions on: 
Sept. 1, 1957 .......................... .................. 80,000 
Sept. 1, 1958 .......................... .................. 40,000 
Sept. 1, 1959 .......................... .................. 30,000 

The balances in the accumulated earnings 
and profits account and the separate deficit 
account of Y Corporation at the close of the 
taxable year involved are as follows: 

Year 

Deficit ac-
quired 
from X 

Corpora-
tion 

Accumu-
lated earn-
ings and 

profits of Y 
Corpora-

tion 

1954 ............................................... $50,000 $210,000 
1955 ............................................... 45,000 210,000 
1956 ............................................... 45,000 190,000 
1957 ............................................... 45,000 180,000 
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Year 

Deficit ac-
quired 
from X 

Corpora-
tion 

Accumu-
lated earn-
ings and 

profits of Y 
Corpora-

tion 

1958 ............................................... 25,000 180,000 
1959 ............................................... None 180,000 

(b) Successive acquisitions. (1) If, as of 
the date of distribution or transfer, ei-
ther the acquiring corporation, or the 
distributor or transferor corporation, 
or both, is considered under paragraph 
(a) of this section to be maintaining 
separate earnings and profits accounts 
as the result of a prior transaction or 
transactions to which section 381(a) ap-
plied, the accumulated earnings and 
profits, or deficit in accumulated earn-
ings and profits, of each such corpora-
tion shall be combined with the appro-
priate earnings and profits account of 
the other such corporation. For exam-
ple, if, as of the date of transfer, the 
acquiring corporation and the trans-
feror corporation are each maintaining 
separate accounts, one containing ac-
cumulated earnings and profits and the 

other containing a deficit in accumu-
lated earnings and profits, the amounts 
in the two accumulated earnings and 
profits accounts shall be combined into 
one account, and the amounts in the 
two deficit accounts shall be combined 
into a second account, and the amount 
in one combined account may not be 
used to offset the amount in the other 
combined account. 

(2) This paragraph may be illustrated 
by the following examples, in which it 
is assumed that none of the accumu-
lated earnings and profits, or deficits, 
consist of earnings and profits or defi-
cits accumulated, or increase in value 
of property accrued, before March 1, 
1913. 

Example 1. (i) X, Y, and Z Corporations 
make their returns on the basis of the cal-
endar year. On June 30, 1958, X Corporation 
transfers all its assets to Z Corporation in a 
statutory merger to which section 361 ap-
plies, and on August 31, 1958, Y Corporation 
transfers all its assets to Z Corporation in 
another statutory merger to which section 
361 applies. The books of the three corpora-
tions reveal the following information: 

Description 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion (trans-

feror) 

Z Corpora-
tion 

(acquirer) 

Accumulated earnings and profits (deficit) at close of calendar year 1957 ................. ($40,000 $10,000 $60,000 
Deficit in earnings and profits for taxable year ending June 30, 1958 ........................ (5,000) .................... ....................
Earnings and profits for taxable year ending Aug. 31, 1958 ........................................ .................... 2,000 ....................
Earnings and profits of calendar year 1958 .................................................................. .................... .................... 36,500 
Distributions during calendar year 1958 ....................................................................... 0 0 0 

(ii) As of the close of June 30, 1958, Z ac-
quires from X a deficit in accumulated earn-
ings and profits in the amount of $45,000, 
which deficit may be used only to reduce 
those earnings and profits of Z which are ac-
cumulated, or deemed to have been accumu-
lated, after June 30, 1958. As of the close of 
August 31, 1958, Z acquires from Y earnings 
and profits of $12,000, no portion of which 
may be reduced by the deficit acquired by Z 
from X. Accordingly, as of December 31, 1958, 
Z has accumulated earnings and profits of 
$90,100, and also has a separate deficit in ac-
cumulated earnings and profits of $26,600. 
These amounts are determined as follows: 
Accumulated earnings and profits of Z as of 

Dec. 31, 1957 ................................................... $60,000 
Add: 

Portion of undistributed earnings and profits 
of Z for 1958 deemed to have accumu-
lated as of close of June 30, 1958 
($36,500×181/365) .................................... 18,100 

Accumulated earnings and profits of Z as of 
June 30, 1958 .................................................. 78,100 

Add: 
Accumulated earnings and profits acquired 

by Z from Y as of close of Aug. 31, 1958 12,000 

Accumulated earnings and profits of Z as of 
close of Aug. 31, 1958, and also as of Dec. 
31, 1958 ........................................................... 90,100 

Deficit in accumulated earnings and profits ac-
quired by Z from X as of close of June 30, 
1958 ................................................................. 45,000 

Less: 
Portion of undistributed earnings and profits 

of Z for 1958 deemed to have accumu-
lated from June 30 through Aug. 31, 1958 
($36,500×62/365) ...................................... 6,200 

Separate deficit in accumulated earn-
ings and profits of Z as of Aug. 31, 
1958 ................................................... 38,800 

Less: 
Portion of undistributed earnings and profits 

of Z for 1958 deemed to have accumu-
lated after Aug. 31, 1958 ($36,500×122/ 
365) ........................................................... 12,200 
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Separate deficit in accumulated earn-
ings and profits of Z as of Dec. 31, 
1958 ................................................... 26,600 

Example 2. (i) Assume the same facts as in 
Example (1), plus the additional fact that on 
June 30, 1959, Z Corporation transfers all its 
assets to M Corporation (which makes its re-
turn on the basis of the calendar year) in a 
statutory merger to which section 361 ap-
plies, and that as of such time M Corporation 
is considered to be maintaining separate 
earnings and profits accounts as the result of 
a previous transaction to which section 
381(a) applied. The books of the two corpora-
tions reveal the following information: 

Description 
Z Corpora-
tion (trans-

feror) 

M Cor-
poration 

(acquirer) 

Accumulated earnings and profits 
as of Dec. 31, 1958 ................... $90,100 $50,000 

Separate deficit in accumulated 
earnings and profits as of Dec. 
31, 1958 ..................................... 26,600 30,000 

Earnings and profits for taxable 
year ending June 30, 1959 ........ 5,000 ..................

Earnings and profits of calendar 
year 1959 ................................... .................. 36,500 

Distributions during 1959 .............. 0 0 

(ii) As of June 30, 1959, M acquires from Z 
accumulated earnings and profits of $90,100, 
which amount is combined with M’s own ac-
cumulated earnings and profits of $50,000; M 
also acquires from Z a deficit in accumulated 
earnings and profits of $21,600 ($26,600 minus 
$5,000), which amount is combined with M’s 
own deficit of $11,900. The total deficit of 
$33,500 may be used only to reduce earnings 
and profits of M which are accumulated, or 
deemed to have accumulated, after June 30, 
1959. Accordingly, as of December 31, 1959, M 
has accumulated earnings and profits of 
$140,100, and also has a separate deficit in ac-
cumulated earnings and profits in the 
amount of $15,100. These amounts are deter-
mined as follows: 
Deficit of M as of Dec. 31, 1958 ......................... $30,000 
Less: 

Portion of M’s undistributed earnings and 
profits for 1959 deemed to have accumu-
lated as of close of June 30, 1959 
($36,500×181/365) .................................... 18,100 

Deficit of M as of June 30, 1959 ........... 11,900 
Plus: 

Deficit of Z as of June 30, 1959 ................... 21,600 

Combined deficit of M as of close of 
June 30, 1959 .................................... 33,500 

Less: 
Portion of M’s undistributed earnings and 

profits for 1959 deemed to have accumu-
lated after June 30, 1959 ($36,500×184/ 
365) ........................................................... 18,400 

Separate deficit of M as of Dec. 31, 
1959 ................................................... 15,100 

Accumulated earnings and profits of M as of 
Dec. 31, 1958, and also as of June 30, 1959 50,000 

Accumulated earnings and profits of Z as of 
Dec. 31, 1958, and also as of June 30, 1959 90,100 

Combined accumulated earnings and 
profits of M as of close of June 30, 
1959, and also as of Dec. 31, 1959 .. 140,100 

(c) Distribution of earnings and profits 
pursuant to reorganization or liquidation. 
(1) If, in a reorganization to which sec-
tion 381(a)(2) applies, the transferor 
corporation pursuant to the plan of re-
organization distributes to its stock-
holders property consisting not only of 
property permitted by section 354 to be 
received without recognition of gain, 
but also of other property or money, 
then the accumulated earnings and 
profits of the transferor corporation as 
of the close of the date of transfer shall 
be computed by taking into account 
the amount of earnings and profits 
properly applicable to the distribution, 
regardless of whether such distribution 
occurs before or after the close of the 
date of transfer. 

(2) If, in a distribution to which sec-
tion 381(a)(1) (relating to certain liq-
uidations of subsidiaries) applies, the 
acquiring corporation receives less 
than 100 percent of the assets distrib-
uted by the distributor corporation, 
then the accumulated earnings and 
profits of the distributor corporation 
as of the close of the date of distribu-
tion shall be computed by taking into 
account the amount of earnings and 
profits properly applicable to the dis-
tributions to minority stockholders, 
regardless of whether such distribu-
tions occur before or after the close of 
the date of distribution. 

(d) Treatment of earnings and profits 
where assets are transferred to a corpora-
tion controlled by the acquiring corpora-
tion. If, pursuant to the provisions of 
paragraph (b)(2) of § 1.381(a)–1, a cor-
poration is considered to be the acquir-
ing corporation even though a part of 
the acquired assets is transferred to 
one or more corporations controlled by 
the acquiring corporation, or all the 
acquired assets are transferred to two 
or more corporations controlled by the 
acquiring corporation, then whether 
any portion of the earnings and profits 
received by the acquiring corporation 
under section 381(c)(2) is allocable to 
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such controlled corporation or corpora-
tions shall be determined without re-
gard to section 381. See paragraph (a) 
of § 1.312–11. 

[T.D. 6586, 26 FR 12550, Dec. 28, 1961, as 
amended by T.D. 6692, 28 FR 12817, Dec. 3, 
1963] 

§ 1.381(c)(3)–1 Capital loss carryovers. 
(a) Carryover requirement. (1) Section 

381(c)(3) requires the acquiring corpora-
tion in a transaction to which section 
381(a) applies to succeed to, and take 
into account, the capital loss 
carryovers of the distributor or trans-
feror corporation. To determine the 
amount of these carryovers as of the 
close of the date of distribution or 
transfer, and to integrate them with 
the capital loss carryovers of the ac-
quiring corporation for purposes of de-
termining the taxable income of the 
acquiring corporation for taxable years 
ending after the date of distribution or 
transfer, it is necessary to apply the 
provisions of section 1212 in accordance 
with the conditions and limitations of 
section 381(c)(3) and this section. 

(2) The capital loss carryovers of the 
acquiring corporation as of the close of 
the date of distribution or transfer 
shall be determined without reference 
to any capital gains or capital losses of 
the distributor or transferor corpora-
tion. The capital loss carryovers of a 
distributor or transferor corporation as 
of the close of the date of distribution 
or transfer shall be determined without 
reference to any capital gains or cap-
ital losses of the acquiring corporation. 

(3) This section contains rules appli-
cable to capital loss carryovers deter-
mined without reference to the amend-
ment of section 1212(a) made by section 
7 of the Act of September 2, 1964 (Pub-
lic Law 88–571, 78 Stat. 860) in respect of 
foreign expropriation capital losses. If 
the distributor, transferor, or acquir-
ing corporation sustains a net capital 
loss in a taxable year ending after De-
cember 31, 1958, any portion of which is 
attributable to a foreign expropriation 
capital loss, such portion shall be car-
ried over to each of the ten succeeding 
taxable years consistently with the 
rules prescribed in this section and 
paragraph (a)(2) of § 1.1212–1. 

(b) First taxable year to which 
carryovers apply. (1) The capital loss 

carryovers available to the distributor 
or transferor corporation as of the 
close of the date of distribution or 
transfer shall first be carried to the 
first taxable year of the acquiring cor-
poration ending after that date. This 
rule applies irrespective of whether the 
date of distribution or transfer is on 
the last day, or any other day, of the 
acquiring corporation’s taxable year. 

(2) The capital loss carryovers avail-
able to the distributor or transferor 
corporation as of the close of the date 
of distribution or transfer shall be car-
ried to the acquiring corporation with-
out diminution by reason of the fact 
that the acquiring corporation does not 
acquire 100 percent of the assets of the 
distributor or transferor corporation. 

(c) Limitation on capital loss carryovers 
for first taxable year ending after date of 
distribution or transfer. (1) Any capital 
loss carryover of a distributor or trans-
feror corporation which is available to 
the acquiring corporation as of the 
close of the date of distribution or 
transfer shall be a short-term capital 
loss of the acquiring corporation in 
each of the taxable years to which the 
net capital loss giving rise to such car-
ryover may be carried to the extent 
provided in section 1212 and this sec-
tion. However, in the first taxable year 
of the acquiring corporation ending 
after the date of distribution or trans-
fer, the total capital loss carryovers of 
the distributor or transferor corpora-
tion which may be treated in that year 
as short-term capital losses of the ac-
quiring corporation is limited by sec-
tion 381(c)(3)(B) to an amount which 
bears the same ratio to the acquiring 
corporation’s capital gain net income 
(net capital gain for taxable years be-
ginning before January 1, 1977) for such 
first taxable year (determined without 
regard to any capital loss carryovers) 
as the number of days in such first tax-
able year which follow the date of dis-
tribution or transfer bears to the total 
number of days in such taxable year. 
Thus, if the date of distribution or 
transfer is the last day of the acquiring 
corporation’s taxable year, there is no 
limitation under section 381(c)(3)(B) on 
the amount of such carryovers which 
may be treated as short-term capital 
losses of the acquiring corporation for 
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its first taxable year ending after that 
date. 

(2) The limitation provided by sec-
tion 381(c)(3)(B) shall be applied to the 
aggregate of the capital loss carryovers 
of the distributor or transferor cor-
poration without reference to the tax-
able years in which the net capital 
losses giving rise to the carryovers 
were sustained. If the acquiring cor-
poration has acquired the assets of two 
or more distributor or transferor cor-
porations on the same date of distribu-
tion or transfer, then the limitation 
provided by section 381(c)(3)(B) shall be 
applied to the aggregate of the capital 
loss carryovers from all of such dis-
tributor or transferor corporations. 

(3) If the acquiring corporation suc-
ceeds to the capital loss carryovers of 
two or more distributor or transferor 
corporations on two or more dates of 
distribution or transfer during the 
same taxable year of the acquiring cor-
poration, the limitation to be applied 
under section 381(c)(3)(B) to the aggre-
gate of such carryovers shall be deter-
mined consistently with the rules pre-
scribed in paragraph (b) of § 1.381(c)(1)– 
2. 

(4) The application of this paragraph 
may be illustrated by the following ex-
ample: 

Example. (i) X and Y Corporations are orga-
nized on January 1, 1954, and make their re-
turns on the basis of the calendar year. On 
July 4, 1957, X Corporation transfers all its 
assets to Y Corporation in a statutory merg-
er to which section 361 applies. The net cap-
ital losses and the net capital gains (capital 
gain net income for taxable years beginning 
after Dec. 31, 1976), (computed without re-
gard to any capital loss carryovers) of the 
two corporations are as follows: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1954 ............................................... ($5,000) 0 
1955 ............................................... (10,000) $5,000 
1956 ............................................... (25,000) (7,000) 
Ending 7–4–57 .............................. (8,000) ..................
1957 ............................................... .................. 36,500 

(ii) The capital loss carryovers of X Cor-
poration which are available to Y Corpora-
tion as of the close of July 4, 1957, amount to 
$48,000 in the aggregate; but only $18,000 
($36,500 × 180/365 ) of such amount may be 
treated as short-term capital losses of Y Cor-
poration for 1957. 

(d) Computation of carryovers; general 
rule—(1) Sequence for applying losses and 
determination of capital gain net income. 
Section 1212 provides that a net capital 
loss sustained in any taxable year 
(hereinafter referred to as the ‘‘loss 
year’’) shall be carried over to each of 
the five succeeding taxable years and 
treated in each of such succeeding 
years as a short-term capital loss to 
the extent not allowed as a deduction 
against any capital gain net income 
(net capital gain for taxable years be-
ginning before January 1, 1977) of any 
taxable years intervening between the 
loss year and the taxable year to which 
such loss is carried. For this purpose, 
the capital gain net income (net cap-
ital gain for taxable years beginning 
before January 1, 1977) of any inter-
vening taxable year is determined 
without regard to the net capital loss 
for the loss year or for any taxable 
year thereafter, and the various capital 
loss carryovers from taxable years pre-
ceding the loss year to any such inter-
vening taxable year are considered to 
be applied in reduction of the capital 
gain net income (net capital gain for 
taxable years beginning before January 
1, 1977) for such year in the order of the 
taxable years in which the losses were 
sustained, beginning with the loss for 
the earliest preceding taxable year. 
The application of these rules to the 
capital gain net income (net capital 
gain for taxable years beginning before 
January 1, 1977) of the acquiring cor-
poration for any taxable year ending 
after the date of distribution or trans-
fer involves the use of carryovers of the 
distributor or transferor corporation 
and of the acquiring corporation. In de-
termining the order in which the cap-
ital loss carryovers of the distributor 
or transferor and acquiring corpora-
tions from taxable years ending on or 
before the date of distribution or trans-
fer are considered to be applied in re-
duction of the capital gain net income 
(net capital gain for taxable years be-
ginning before January 1, 1977) of the 
acquiring corporation for any inter-
vening taxable year ending after such 
date, the following rules shall apply: 

(i) Each taxable year of the dis-
tributor or transferor and acquiring 
corporations which, with respect to the 
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first taxable year of the acquiring cor-
poration ending after the date of dis-
tribution or transfer, constitutes a 
first preceding taxable year, shall be 
treated as if each such year ended on 
the same day, whether or not such tax-
able years actually end on the same 
day. In like manner, each taxable year 
of the distributor or transferor and ac-
quiring corporations which, with re-
spect to such first taxable year of the 
acquiring corporation ending after the 
date of distribution or transfer, con-
stitutes a second preceding taxable 
year, shall be treated as if each such 
year ended on the same day (whether 
or not such taxable years actually end 
on the same day), and a similar rule 
shall be applied with respect to those 
taxable years of the distributor or 
transferor and acquiring corporations 
which constitute third, fourth, and 
fifth preceding taxable years; 

(ii) If in the same preceding taxable 
year both the distributor or transferor 
and acquiring corporations incurred a 
net capital loss which is a carryover to 
an intervening taxable year of the ac-
quiring corporation ending after the 
date of distribution or transfer, then in 
applying such losses in reduction of the 
capital gain net income (net capital 
gain for taxable years beginning before 
January 1, 1977) for such an intervening 
year, either such loss may be taken 
into account before the other; and 

(iii) The rules of subdivisions (i) and 
(ii) of this subparagraph shall apply re-
gardless of the number of distributor or 
transferor corporations the assets of 
which are acquired by the acquiring 
corporation on the same date of dis-
tribution or transfer. 

(2) Cross reference. If the date of dis-
tribution or transfer is a day other 
than the last day of a taxable year of 
the acquiring corporation, then in de-
termining the capital gain net income 
(net capital gain for taxable years be-
ginning before January 1, 1977) of the 
acquiring corporation for its first tax-
able year ending after the date of dis-
tribution or transfer, section 1212 and 
this paragraph shall be applied in the 
special manner set forth in paragraph 
(e) of this section. 

(3) Years to which losses may be car-
ried. The taxable years to which a net 
capital loss shall be carried are pre-

scribed by section 1212. Since the tax-
able year of a distributor or transferor 
corporation ends with the close of the 
date of distribution or transfer, such 
taxable year and the first taxable year 
of the acquiring corporation which 
ends after that date are considered two 
separate taxable years to which a net 
capital loss of the distributor or trans-
feror corporation for any taxable year 
ending before that date shall be car-
ried. This rule applies even though the 
taxable year of the distributor or 
transferor corporation which ends on 
the date of distribution or transfer is a 
period of less than twelve months. 
However, the distribution or transfer 
has no effect in determining under sec-
tion 1212 the taxable years to which a 
net capital loss of the acquiring cor-
poration is carried. For this purpose, 
the first taxable year of the acquiring 
corporation which ends after the date 
of distribution or transfer constitutes 
only one taxable year even though such 
taxable year is considered under para-
graph (e) of this section as two taxable 
years for certain purposes. The applica-
tion of this subparagraph may be illus-
trated by the following example: 

Example. R and S Corporations are orga-
nized on January 1, 1954, and both corpora-
tions make their returns on the basis of the 
calendar year. R Corporation has net capital 
losses for its years 1954, 1955, and 1957, and S 
Corporation has net capital losses for its 
years 1954 and 1956. On June 30, 1958, R Cor-
poration transfers all its assets to S Corpora-
tion in a statutory merger to which section 
361 applies. The taxable years to which these 
losses of R and S Corporations may be car-
ried are as follows: 

Loss year Carried to 

R1954 .......... R1955, R1956, R1957, R6/30/58, S1958. 
S1954 .......... S1955, S1956, S1957, S1958, S1959. 
R1955 .......... R1956, R1957, R6/30/58, S1958, S1959. 
S1956 .......... S1957, S1958, S1959, S1960, S1961. 
R1957 .......... R6/30/58, S1958, S1959, S1960, S1961. 

(4) Computation of carryovers in case 
where date of distribution or transfer oc-
curs on last day of acquiring corpora-
tion’s taxable year. The computation of 
the capital loss carryovers from the 
distributor or transferor corporation 
and from the acquiring corporation in 
a case where the date of distribution or 
transfer occurs on the last day of a tax-
able year of the acquiring corporation 
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may be illustrated by the following ex-
ample: 

Example. X and Y Corporations are orga-
nized on January 1, 1955, and make their re-
turns on the basis of the calendar year. On 
December 31, 1956, X Corporation transfers 
all its assets to Y Corporation in a statutory 
merger to which section 361 applies. The net 
capital losses and the net capital gains (cap-
ital gain net income for taxable years begin-
ning after December 31, 1976), (computed 
without regard to any capital loss 
carryovers) of the two corporations are as 
follows: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1955 ............................................... ($20,000) ($2,000) 
1956 ............................................... (10,000) (8,000) 
1957 ............................................... .................. 25,000 
1958 ............................................... .................. 10,000 

The sequence in which the net capital losses 
of X and Y Corporations are applied, and the 
computation of the capital loss carryovers to 
Y Corporation’s taxable year 1959, may be il-
lustrated as follows. (For purposes of this ex-
ample, the carryover from a preceding tax-
able year of the transferor corporation will 
be applied before the carryover from the 
same preceding taxable year of the acquiring 
corporation): 

(i) X Corporation’s 1955 loss. The carryover 
to 1959 is $0, computed as follows: 
Net capital loss .................................................... $20,000 
Less: Y’s 1957 net capital gain (computed with-

out regard to any capital loss carryovers) ....... 25,000 

Carryover to Y 1958 and Y 1959 ................. 0 

(ii)Y Corporation’s 1955 loss. The carryover 
to 1959 is $0, computed as follows: 
Net capital loss ...................................................... $2,000 
Less: 

Y’s 1957 net capital gain (com-
puted without regard to any 
capital loss carryovers) ......... $25,000 

Minus capital loss carryovers to 
Y 1957 (i.e., carryover of 
$20,000 from X 1955) ........... 20,000 

5,000 

Carryover to Y 1958 and Y 1959 ............ 0 

(iii) X Corporation’s 1956 loss. The carryover 
to 1959 is $0, computed as follows: 
Net capital loss .................................................... $10,000 
Less: 

Y’s 1957 net capital gain 
(computed without regard to 
any capital loss carryovers) $25,000 

Minus capital loss carryovers 
to Y 1957 (i.e., carryovers 
of $20,000 from X 1955 and 
$2,000 from Y 1955) ........... 22,000 

3,000 

Carryover to Y 1958 .............................. 7,000 
Less: 

Y’s 1958 net capital gain 
(computed without regard to 
any capital loss carryovers) $10,000 

Minus capital loss carryovers 
to Y 1958 ............................ 0 

10,000 

Carryover to Y 1959 .............................. 0 

(iv) Y Corporation’s 1956 loss. The carryover 
to 1959 is $5,000, computed as follows: 
Net capital loss ...................................................... $8,000 
Less: 

Y’s 1957 net capital gain (com-
puted without regard to any 
capital loss carryovers) ......... $25,000 

Minus capital loss carryovers to 
Y 1957 (i.e., carryovers of 
$20,000 from X 1955, $2,000 
from Y 1955, and $10,000 
from X 1956) ......................... 32,000 

0 

Carryover to Y 1958 ................................ 8,000 
Less: 

Y’s 1958 net capital gain (com-
puted without regard to any 
capital loss carryovers) ......... $10,000 

Minus capital loss carryovers to 
Y 1958 (i.e., carryover of 
$7,000 from X 1956) ............. 7,000 

3,000 

Carryover to Y 1959 ................................ 5,000 

(e) Computation of carryovers when 
date of distribution or transfer is not on 
last day of acquiring corporation’s tax-
able year—(1) General rule. If, in deter-
mining under paragraph (d) of this sec-
tion the portion of a net capital loss 
for any taxable year which is carried 
over to a succeeding taxable year, an 
intervening taxable year is a taxable 
year of the acquiring corporation 
which includes, but does not end on, 
the date of distribution or transfer, the 
capital gain net income (net capital 
gain for taxable years beginning before 
January 1, 1977) of such intervening 
year shall be determined by applying 
section 1212 in the special manner pro-
vided by this paragraph. 

(2) Taxable year considered as two tax-
able years. Such intervening taxable 
year of the acquiring corporation shall 
be considered as though it were two 
taxable years, but only for the limited 
purpose of computing capital loss 
carryovers to subsequent taxable 
years. The first of such two taxable 
years shall be referred to in this para-
graph as the preacquisition part year; 
the second, as the postacquisition part 
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year. Though considered as two sepa-
rate taxable years for purposes of this 
paragraph, the preacquisition part year 
and the postacquisition part year are 
treated as one taxable year in deter-
mining the years to which a net capital 
loss is carried under section 1212. See 
paragraph (d)(3) of this section. 

(3) Preacquisition part year. The 
preacquisition part year shall begin 
with the beginning of such taxable year 
of the acquiring corporation and shall 
end with the close of the date of dis-
tribution or transfer. 

(4) Postacquisition part year. The 
postacquisition part year shall begin 
with the day following the date of dis-
tribution or transfer and shall end with 
the close of such taxable year of the ac-
quiring corporation. 

(5) Division of capital gain net income. 
The capital gain net income (net cap-
ital gain for taxable years beginning 
before January 1, 1977) for such inter-
vening taxable year (computed without 
regard to any capital loss carryovers) 
of the acquiring corporation shall be 
divided between the preacquisition 
part year and the postacquisition part 
year in proportion to the number of 
days in each. Thus, if in a statutory 
merger to which section 361 applies Y 
Corporation acquires the assets of X 
Corporation on June 30, 1956, and Y 
Corporation has net capital gain (com-
puted in the manner so prescribed) of 
$36,600 for its calendar year 1956, then 
the preacquisition part year capital 
gain net income (net capital gain for 
taxable years beginning before January 
1, 1977) would be $18,200 ($36,600×182/366) 
and the postacquisition part year cap-
ital gain net income (net capital gain 
for taxable years beginning before Jan-
uary 1, 1977) would be $18,400 
($36,600×184/366). 

(6) Application of capital loss 
carryovers. After obtaining the capital 
gain net income (net capital gain for 
taxable years beginning before January 
1, 1977) of the preacquisition part year 
and postacquisition part year in the 
manner described in subparagraph (5) 
of this paragraph, it is necessary to de-
termine the capital loss carryovers 
which are taken into account with re-
spect to each such part year. The 
carryovers to be taken into account 
and the sequence in which such 

carryovers are applied, shall be deter-
mined in accordance with paragraph 
(d)(1) of this section but subject to the 
provisions of this subparagraph. With 
respect to the preacquisition part year, 
no capital loss carryovers of the dis-
tributor or transferor corporation shall 
be taken into account; that is, only 
capital loss carryovers of the acquiring 
corporation shall be taken into ac-
count. With respect to the 
postacquisition part year, capital loss 
carryovers of both the distributor or 
transferor corporation and the acquir-
ing corporation shall be taken into ac-
count. 

(7) Cross reference. If an intervening 
taxable year is a taxable year of the ac-
quiring corporation during which the 
acquiring corporation succeeds to the 
capital loss carryovers of two or more 
distributor or transferor corporations 
on two or more dates of distribution or 
transfer, the capital gain net income 
(net capital gain for taxable years be-
ginning before January 1, 1977) of the 
acquiring corporation for such inter-
vening taxable year shall be deter-
mined consistently with the rules pre-
scribed in paragraph (c) of § 1.381(c)(1)– 
2, except that the sequence in which 
the capital loss carryovers of the dis-
tributor or transferor and acquiring 
corporations shall be applied shall be 
determined under paragraph (d)(1) of 
this section. 

(8) Illustration. The application of this 
paragraph may be illustrated as fol-
lows: 

Example. X Corporation is organized on 
April 1, 1959, and makes its return on the 
basis of the fiscal year ending March 31. Y 
Corporation is organized on January 1, 1959, 
and makes its return on the basis of the cal-
endar year. On June 30, 1961, X Corporation 
transfers all its assets to Y Corporation in a 
statutory merger to which section 361 ap-
plies. The net capital losses and the net cap-
ital gains (capital gain net income for tax-
able years beginning after December 31, 1976) 
(computed without regard to any capital loss 
carryovers) of the two corporations are as 
follows: 

Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1959 ............................................... .................. ($24,000) 
Ending 3–31–60 ............................ ($19,000) 
1960 ............................................... .................. (6,000) 
Ending 3–31–61 ............................ (5,000) 
Ending 6–30–61 ............................ 0 
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Taxable year 
X Corpora-
tion (trans-

feror) 

Y Corpora-
tion 

(acquirer) 

1961 ............................................... .................. 36,500
1962 ............................................... .................. 12,000

The following table shows those taxable 
years of the transferor and acquiring cor-
porations which, with respect to Y Corpora-
tion’s calendar year 1961, are first, second, 
and third preceding taxable years: 

Taxable year X Corporation (trans-
feror) 

Y Cor-
poration 

(acquirer) 

First preceding year ..... Ending June 30, 1961 1960 
Second preceding year Ending March 31, 1961 1959 
Third preceding year .... Ending March 31, 1960.

The sequence in which the net capital losses 
of X and Y Corporations are applied, and the 
computation of the capital loss carryovers to 
Y Corporation’s calendar year 1963, may be 
illustrated as follows. (For purposes of this 
example, the carryover from a preceding tax-
able year of the acquiring corporation will be 
applied before the carryover from the same 
preceding taxable year of the transferor cor-
poration): 

(i) X Corporation’s 3/31/60 loss. The carry-
over to 1963 is $0, computed as follows: 
Net capital loss .................................................... $19,000 
Less: Y’s postacquisition part year net capital 

gain computed under subparagraph (5) of this 
paragraph ($36,500× 184/365 ) ....................... 18,400 

Carryover to Y 1962 ..................................... 600 
Less: Y’s 1962 net capital gain (computed with-

out regard to any capital loss carryovers) ....... 12,000 

Carryover to Y 1963 ..................................... 0 

(ii) Y Corporation’s 1959 loss. The carryover 
to 1963 is $0, computed as follows: 
Net capital loss .................................................... $24,000 
Less: Y’s preacquisition part year net capital 

gain computed under subparagraph (5) of this 
paragraph ($36,500× 181/365 ) ....................... 18,100 

Carryover to Y’s postacquisition part year ... 5,900 
Less: 

Y’s postacquisition part year 
net capital gain computed 
under subparagraph (5) of 
this paragraph ..................... $18,400 

Minus capital loss carryovers 
to postacquisition part year 
(i.e., carryover of $19,000 
from X 3/31/60) ................... 19,000 0 

Carryover to Y 1962 .............................. 5,900 
Less: 

Y’s 1962 net capital gain 
(computed without regard to 
any capital loss carryovers) $12,000 

Minus capital loss carryovers 
to Y 1962 (i.e., carryover of 
$600 from X 3/31/60) .......... 600 11,400 

Carryover to Y 1963 .............................. 0 

(iii) X Corporation’s 3/31/61 loss. The carry-
over to 1963 is $0, computed as follows: 
Net capital loss ...................................................... $5,000 
Less: 

Y’s postacquisition part year 
net capital gain computed 
under subparagraph (5) of 
this paragraph ....................... $18,400 

Minus capital loss carryovers to 
postacquisition part year (i.e., 
carryovers of $19,000 from X 
3/31/60 and $5,900 from Y 
1959) ..................................... 24,900 

0 

Carryover to Y 1962 ................................ 5,000 
Less: 

Y’s 1962 net capital gain (com-
puted without regard to any 
capital loss carryovers) ......... $12,000 

Minus capital loss carryovers to 
Y 1962 (i.e., carryovers of 
$600 from X 3/31/60 and 
$5,900 from Y 1959) ............. 6,500 

5,500 

Carryover to Y 1963 ................................ 0 

(iv) Y Corporation’s 1960 loss. The carryover 
to 1963 is $5,500, computed as follows: 
Net capital loss ...................................................... $6,000 
Less: 

Y’s preacquisition part year net 
capital gain computed under 
subparagraph (5) of this 
paragraph .............................. $18,100 

Minus capital loss carryovers to 
preacquisition part year (i.e., 
carryover of $24,000 from Y 
1959) ..................................... 24,000 

0 

Carryover to Y’s postacquisition part 
year ...................................................... 6,000 

Less: 
Y’s postacquisition part year 

net capital gain computed 
under subparagraph (5) of 
this paragraph ....................... $18,400 

Minus capital loss carryovers to 
postacquisition part year (i.e., 
carryovers of $19,000 from X 
3/31/60, $5,900 from Y 1959, 
and $5,000 from X 3/31/61) .. 29,900 0 

0 

Carryover to Y 1962 ................................ 6,000 
Less: 

Y’s 1962 net capital gain (com-
puted without regard to any 
capital loss carryovers) ......... $12,000 

Minus capital loss carryovers to 
Y 1962 (i.e., carryovers of 
$600 from X 3/31/60, $5,900 
from Y 1959, and $5,000 
from X 3/31/61) ..................... 11,5000 

$500 

Carryover to Y 1963 ................................ 5,500 
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(f) Successive acquiring corporations. 
An acquiring corporation which, in a 
transaction to which section 381(a) ap-
plies, acquires the assets of a dis-
tributor or transferor corporation 
which previously acquired the assets of 
another corporation in a transaction to 
which section 381(a) applies, shall suc-
ceed to and take into account, subject 
to the conditions and limitations of 
sections 1212 and 381, the capital loss 
carryovers available to the first acquir-
ing corporation under sections 1212 and 
381. 

[T.D. 6552, 26 FR 1985, Mar. 8, 1961, as amend-
ed by T.D. 6867, 30 FR 15094, Dec. 12, 1965; 
T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.381(c)(4)–1 Method of accounting. 
(a) Carryover requirement—(1) General 

rule. (i) Section 381(c)(4) provides that, 
in a transaction to which section 381(a) 
applies, an acquiring corporation shall 
use the same method of accounting 
used by the distributor or transferor 
corporation on the date of distribution 
or transfer unless different methods of 
accounting were used on that date by 
several distributor or transferor cor-
porations or by a distributor or trans-
feror corporation and the acquiring 
corporation. If different methods of ac-
counting were used, the acquiring cor-
poration shall use the method or com-
bination of methods of accounting 
adopted pursuant to this section. 

(ii) The acquiring corporation shall 
take into its accounts the dollar bal-
ances of those accounts of the dis-
tributor or transferor corporation rep-
resenting items of income or deduction 
which, because of its method of ac-
counting, were not required or per-
mitted to be included or deducted by 
the distributor or transferor corpora-
tion in computing taxable income for 
taxable years ending on or before the 
date of distribution or transfer. The ac-
quiring corporation shall similarly 
take into its accounts the dollar bal-
ances of those accounts of the dis-
tributor or transferor corporation 
which represents reserves in respect of 
which the distributor or transferor cor-
poration has taken a deduction for tax-
able years ending on or before the date 
of distribution or transfer. The acquir-
ing corporation shall also take into its 
accounts the dollar balance of that ac-

count of the distributor or transferor 
corporation which represents a sus-
pense account established by the dis-
tributor or transferor corporation 
under section 166(f)(4) in taxable years 
ending on or before the date of dis-
tribution or transfer. Items of income 
and deduction shall have the same 
character in the hands of the acquiring 
corporation as they would have had in 
the hands of the distributor or trans-
feror corporation or corporations if no 
distribution or transfer had occurred. 
This section shall have no application 
to items of income or deduction, or dol-
lar balances, to the extent they are at-
tributable to assets or liabilities not 
distributed or transferred, and shall 
have no application to items the tax 
treatment of which is specifically pro-
vided for in other paragraphs of section 
381(c). In the case of an obligation of 
the distributor or transferor corpora-
tion which is assumed by the acquiring 
corporation and which gives rise to a 
liability (within the meaning of para-
graph (a)(4) of § 1.381(c)(16)–1) after the 
date of distribution or transfer, the de-
ductibility of such an item is deter-
mined under this section if it is not de-
ductible under section 381(c)(16) and 
the regulations thereunder. The 
amount of the adjustments necessary 
to reflect a change in accounting meth-
od pursuant to this section, the man-
ner in which they are to be taken into 
account, and the tax attributable 
thereto shall be determined and com-
puted under section 481 and the regula-
tions thereunder, subject to the rules 
provided in paragraphs (c) and (d) of 
this section. Where such change is a 
change from the accrual to the install-
ment method by a dealer in personal 
property, section 453(c) and the regula-
tions thereunder apply. 

(2) Rules of application. For purposes 
of section 381(c)(4) and this section, the 
term method of accounting shall have 
the same meaning as that provided 
under section 446 and the regulations 
thereunder. This section shall not be 
construed as preventing the exercise of 
any election which may be made by the 
acquiring corporation without consent 
of the Commissioner, or preventing the 
application of section 269 or 482, or the 
regulations thereunder. For provisions 
defining the date of distribution or 
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transfer, see paragraph (b) of § 1.381(b)– 
1. See other paragraphs of section 
381(c) and the regulations thereunder 
for other rules regarding the treatment 
of the carryover of certain items spe-
cifically enumerated therein. See 
§ 1.460–4(k) for rules relating to trans-
fers of contracts accounted for using a 
long-term contract method of account-
ing in a transaction to which section 
381 applies. 

(b) Conditions for continuation of meth-
ods of accounting—(1) No differences in 
methods of accounting. If all the parties 
to a section 381(a) transaction used the 
same method of accounting on the date 
of distribution or transfer, the acquir-
ing corporation shall continue to use 
such method of accounting, unless the 
acquiring corporation has obtained the 
consent of the Commissioner in accord-
ance with paragraph (e) of § 1.446–1 to 
use a different method of accounting. 
This subparagraph may be illustrated 
by the following examples: 

Example 1. X Corporation and Y Corpora-
tion use the accrual method as their overall 
method of accounting. Both corporations 
have established a reserve for bad debts 
under section 166(c). Pursuant to elections 
made by each corporation, they are amor-
tizing trademark and trade name expendi-
tures over a 60-month period under section 
177, expensing intangible drilling and devel-
opment costs under section 263(c), and accru-
ing real property taxes ratably under section 
461(c). It is assumed that there are no other 
items to which paragraph (a) of this section 
might apply. Y Corporation acquires all of 
the assets of X Corporation in a transaction 
to which section 381(a) applies. On and after 
the date of distribution or transfer Y Cor-
poration must continue, without further 
election, to use the same overall method of 
accounting and the same accounting treat-
ment of the specified items, unless consent 
of the Commissioner is obtained in accord-
ance with paragraph (e) of § 1.446–1 to change 
the methods of accounting. Thus, Y Corpora-
tion shall carry over the balance in X Cor-
poration’s reserve for bad debts account, 
shall continue to amortize and deduct over 
the remaining portion of the 60-month period 
the unamortized portion of the trademark 
and trade name expenditures carried over 
from X Corporation, and shall continue the 
same treatment of intangible drilling and de-
velopment costs and of real property taxes. 

Example 2. M Corporation and N Corpora-
tion use the cash receipts and disbursements 
method of accounting. N Corporation ac-
quires all of the assets and assumes all the 
obligations of M Corporation in a trans-

action to which section 381(a) applies. M Cor-
poration, immediately prior to the trans-
action, is entitled to receive $10,000 for 
unbilled services performed, and has billed 
but not received payment for services per-
formed in an amount of $20,000. It has re-
ceived but not paid invoices amounting to 
$18,000, and has received services in the 
amount of $5,000 for which no invoices have 
been received. Since M Corporation and N 
Corporation are both on the cash receipts 
and disbursements method, N Corporation 
must continue to use that method, unless 
consent of the Commissioner is obtained in 
accordance with paragraph (e) of § 1.446–1 to 
change its method of accounting. Accord-
ingly, N Corporation must include in income 
when received the unrealized receivables of 
M Corporation and may deduct the payment 
of those obligations of M Corporation which 
would have been deductible by such corpora-
tion if paid by it. Thus, N Corporation shall 
treat as ordinary income the receipt by it of 
M Corporation’s $30,000 of receivables, and 
may deduct upon payment the amount of M 
Corporation’s $23,000 of payables which 
would have been deductible by it. 

Example 3. S Corporation and T Corpora-
tion are both publishers and use the accrual 
method as their overall method of account-
ing. Both corporations have elected under 
section 455 to defer prepaid subscription in-
come to the taxable years during which the 
liability to furnish the newspaper, magazine, 
or other periodical exists. T Corporation, in 
a transaction to which section 381(a) applies, 
acquires all the assets of S Corporation and 
assumes the liability of such corporation to 
furnish or deliver the newspaper, magazine, 
or other periodical. On and after the date of 
the transfer, T Corporation must continue, 
without further election, to use the accrual 
method as its over-all method of accounting 
and to defer prepaid subscription income 
under section 455, unless consent of the Com-
missioner is obtained in accordance with 
paragraph (e) of § 1.446–1 to change the meth-
od of accounting. T Corporation shall carry 
over the closing balance of S Corporation’s 
prepaid subscription income account. The 
principles in this example would be equally 
applicable if both corporations had been de-
ferring prepaid subscription income under a 
method permitted by subsection (e) of sec-
tion 455. 

(2) Separate businesses. If, after the 
date of distribution or transfer, the 
trades or businesses of the parties to a 
transaction described in section 381(a) 
are operated as separate and distinct 
trades or businesses within the mean-
ing of paragraph (d) of § 1.446–1, then 
the method of accounting employed by 
the parties to the transaction on the 
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date of distribution or transfer with re-
spect to each trade or business shall be 
used by the acquiring corporation, un-
less the acquiring corporation has ob-
tained the consent of the Commis-
sioner in accordance with paragraph (e) 
of § 1.446–1 to use a different method of 
accounting, or unless the Commis-
sioner prescribes a different method of 
accounting under paragraph (b)(1) of 
§ 1.446–1. However, if only a single 
method of accounting may be em-
ployed by a taxpayer with respect to a 
particular item regardless of the num-
ber of separate and distinct trades or 
businesses operated by such taxpayer, 
but different methods were employed 
by the several corporations on the date 
of distribution or transfer with respect 
to such item, then the acquiring cor-
poration shall adopt the principal 
method of accounting determined 
under paragraph (c) of this section (see 
subparagraph (2)(iv) thereof) for such 
item, or the method of accounting de-
termined in accordance with paragraph 
(d) of this section, whichever is appli-
cable. This subparagraph may be illus-
trated by the following examples: 

Example 1. M Corporation is engaged in a 
personal service business and uses the cash 
receipts and disbursements method of ac-
counting. N Corporation is engaged in a re-
tail furniture business and uses the accrual 
method of accounting. N Corporation ac-
quires the assets of M Corporation in a 
transaction to which section 381(a) applies. 
In accordance with paragraph (d) of § 1.446–1, 
N Corporation operates as a separate and dis-
tinct trade or business the personal service 
business formerly operated by M Corpora-
tion. Unless consent of the Commissioner is 
obtained in accordance with paragraph (e) of 
§ 1.446–1 to change the method of accounting, 
N Corporation shall continue to use the cash 
receipts and disbursements method of ac-
counting with respect to the personal service 
business formerly operated by M Corpora-
tion, and shall use the accrual method of ac-
counting with respect to the retail furniture 
business. 

Example 2. Assume the same facts as in Ex-
ample (1), except that M Corporation has 
elected under section 171 to amortize bond 
premium with respect to fully taxable bonds. 
N Corporation has not made the election to 
amortize bond premium with respect to such 
bonds owned by it. N Corporation may not 
continue separate accounting methods as to 
amortizable bond premium but must consist-
ently apply only a single method of account-
ing with respect to such bond premium since 

the election to amortize bond premium ap-
plies to all fully taxable bonds held by the 
taxpayer. N Corporation shall use the prin-
cipal method of accounting determined 
under paragraph (c) of this section for such 
bond premium, unless it is determined in ac-
cordance with paragraph (d) of this section 
that a different method of accounting is to 
be used. However, if such principal or dif-
ferent method of accounting is not to amor-
tize bond premium N Corporation is not pre-
cluded from making a new election to the ex-
tent permitted by section 171. 

(3) Integrated businesses. (i) If, after 
the date of distribution or transfer, 
any of the trades or business of the 
parties to a transaction in section 
381(a) are not operated as separate and 
distinct trades or businesses within the 
meaning of paragraph (d) of § 1.446–1, 
then, to the extent that the same 
methods of accounting were employed 
on the date of distribution or transfer 
by the parties to the transaction with 
respect to any trades or businesses 
which are integrated or are required to 
be integrated in accordance with sec-
tion 446(d) and the regulations there-
under, the acquiring corporation shall 
continue to employ such methods of 
accounting, unless the acquiring cor-
poration has obtained the consent of 
the Commissioner in accordance with 
paragraph (e) of § 1.446–1 to use a dif-
ferent method of accounting, or unless 
the Commissioner prescribes a dif-
ferent method of accounting under 
paragraph (b)(1) of § 1.446–1. 

(ii) If, after the date of distribution 
or transfer, any of the trades or busi-
nesses of the parties to a transaction 
described in section 381(a) are not oper-
ated as separate and distinct trades or 
businesses within the meaning of para-
graph (d) of § 1.446–1, then, to the extent 
that different methods of accounting 
were employed on the date of distribu-
tion or transfer by the parties to the 
transaction with respect to any trades 
or businesses which are integrated or 
required to be integrated in accordance 
with section 446(d) and the regulations 
thereunder, this paragraph shall not 
apply and the acquiring corporation 
shall adopt the principal method of ac-
counting determined under paragraph 
(c) of this section or the method of ac-
counting determined in accordance 
with paragraph (d) of this section, 
whichever is applicable. 
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(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. M Corporation and N Corpora-
tion both use the accrual method as an over-
all method of accounting. M Corporation has 
established a reserve for bad debts while N 
Corporation uses the specific charge-off 
method with respect to its bad debts. N Cor-
poration acquires all of the assets of M Cor-
poration in a transaction to which section 
381(a) applies and integrates the business for-
merly operated by M Corporation into the 
business operated by N Corporation before 
the date of distribution or transfer. N Cor-
poration shall continue to use the accrual 
method as its overall method of accounting, 
unless consent of the Commissioner is ob-
tained in accordance with paragraph (e) of 
§ 1.446–1 to change its method of accounting. 
N Corporation shall use the principal method 
of accounting determined under paragraph 
(c) of this section with respect to bad debts, 
or the method of accounting determined in 
accordance with paragraph (d) of this sec-
tion, whichever is applicable. 

Example 2. X Corporation conducts two sep-
arate and distinct trades or businesses, a 
personal service business with respect to 
which the cash receipts and disbursements 
method of accounting is used and a manufac-
turing business with respect to which the ac-
crual method of accounting is used. Y Cor-
poration conducts a manufacturing business 
and uses the accrual method of accounting. 
Y Corporation acquires all of the assets of X 
Corporation in a transaction to which sec-
tion 381(a) applies. After the date of distribu-
tion or transfer, Y integrates the manufac-
turing business formerly operated by X Cor-
poration into the manufacturing business op-
erated by it and continues to operate as a 
separate and distinct trade or business the 
personal service business formerly operated 
by X Corporation. Unless consent of the 
Commissioner is obtained in accordance with 
paragraph (e) of § 1.446–1 to change the meth-
od of accounting, Y Corporation shall con-
tinue to use the accrual method of account-
ing with respect to the integrated manufac-
turing business and shall continue to use the 
cash receipts and disbursements method of 
accounting with respect to the personal serv-
ice business. 

(4) Rules of application. In any case 
where the method of accounting em-
ployed on the date of distribution or 
transfer is continued, it will be unnec-
essary for the acquiring corporation to 
renew any election previously made by 
it or by any distributor or transferor 
corporation with respect to such meth-
od of accounting. Also, the acquiring 
corporation is bound by any election 

previously made by it or by any dis-
tributor or transferor corporation with 
respect to such method of accounting 
which is in effect on the date of dis-
tribution or transfer to the same ex-
tent as though the distribution or 
transfer had not occurred. If, on the 
date of distribution or transfer, any 
party to a section 381(a) transaction 
had no established method of account-
ing for any item, or came into exist-
ence as a result of the transaction, 
such party shall not be considered to 
be using a method of accounting for 
such item or having an overall method 
of accounting different from that used 
by the other parties to the transaction. 
Where under other sections of the In-
ternal Revenue Code or regulations 
thereunder a taxpayer is permitted to 
elect a method of accounting on a 
project-by-project, job-by-job, or other 
similar basis (such as the election to 
charge taxes and carrying charges to 
capital account under § 1.266–1), that 
method elected with respect to each 
project or job shall be deemed to be an 
established method of accounting only 
for the project or job for which it is 
elected. Accordingly, unless two or 
more of the parties were working on 
the same project or job and were using 
different methods of accounting for 
such project or job before the date of 
distribution or transfer, the method of 
accounting previously elected for each 
project or job must be continued. 

(c) Change of method of accounting 
without consent of Commissioner—(1) 
General rule. If the acquiring corpora-
tion may not continue to use, under 
the provisions of paragraph (b) of this 
section, the method of accounting used 
by it or the distributor or transferor 
corporation or corporations on the date 
of distribution or transfer, the acquir-
ing corporation shall use the principal 
method of accounting of such corpora-
tion (as determined under subpara-
graph (2) of this paragraph), provided 
that (i) such method of accounting 
clearly reflects the income of the ac-
quiring corporation, and (ii) the use of 
such method is not inconsistent with 
the provisions of any closing agree-
ment entered into under section 7121 
and the regulations thereunder. If the 
principal method of accounting does 
not meet these requirements, or if 
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there is no principal method of ac-
counting, see subdivision (i) of para-
graph (d)(1) of this section. If the ac-
quiring corporation wishes to use a 
method of accounting other than the 
principal method of accounting, see 
subdivision (ii) of paragraph (d)(1) of 
this section. Whenever this paragraph 
applies, the increase or decrease in tax 
resulting from the change from the 
method of accounting previously used 
by any of the corporations involved 
shall be taken into account by the ac-
quiring corporation. The adjustments 
necessary to reflect such change and 
such increase or decrease in tax shall 
be determined and computed in the 
same manner as if on the date of dis-
tribution or transfer each of the sev-
eral corporations whose method or 
methods of accounting are required to 
be changed in accordance with this sec-
tion had initiated a change in account-
ing method. In addition, the acquiring 
corporation shall take into account the 
portion of such adjustments which is 
attributable to pre-1954 Code years to 
the extent not taken into account by 
any of the other corporations in ac-
cordance with the rules provided in 
section 481(b)(4) and this paragraph. If 
the principal method of accounting is 
adopted under this paragraph, it will be 
unnecessary for the acquiring corpora-
tion to renew any election previously 
made by it or by any distributor or 
transferor corporation with respect to 
such principal method of accounting. 
Also, in such event, the acquiring cor-
poration is bound by any election pre-
viously made by it or by any dis-
tributor or transferor corporation with 
respect to such principal method of ac-
counting which is in effect on the date 
of distribution or transfer to the same 
extent as though the distribution or 
transfer had not occurred. 

(2) Principal method of accounting. (i) 
The determination of the principal 
method of accounting shall be made 
with respect to each integrated trade 
or business operated by the acquiring 
corporation immediately after the date 
of distribution or transfer, except with 
respect to items for which only a single 
method of accounting may be used by 
any one taxpayer. See subdivision (iv) 
of this subparagraph. Such determina-
tion for an integrated trade or business 

shall be made by reference to the meth-
ods of accounting used immediately 
preceding the date of distribution or 
transfer by each of the component 
trades or businesses which now con-
stitute the integrated trade or business 
of the acquiring corporation. The 
method of accounting for items other 
than those for which special methods 
of accounting are provided under chap-
ter 1 of the Code and the regulations 
thereunder (see § 1.446–1(c)(1)(iii)) shall 
be governed by the principal overall 
method determined for such trade or 
business under subdivision (ii) of this 
subparagraph. The method of account-
ing for items for which special methods 
of accounting are provided under chap-
ter 1 of the Code and the regulations 
thereunder shall be determined under 
subdivision (iii) of this subparagraph. 

(ii) The principal overall method of 
accounting of an integrated trade or 
business is determined by making a 
comparison of— 

(a) The total of the adjusted bases of 
the assets (determined under section 
1011 and the regulations thereunder) 
immediately preceding the date of dis-
tribution or transfer, and 

(b) The gross receipts for a represent-
ative period (ordinarily the most re-
cent period of 12 consecutive calendar 
months ending on or prior to the date 
of distribution or transfer) 
of the component trades or businesses 
which are integrated or are required to 
be integrated. If more than one compo-
nent trade or business used the same 
overall method, then such total assets 
and gross receipts of each of the com-
ponent trades or businesses shall be ag-
gregated and compared with the aggre-
gate of such total assets and gross re-
ceipts of other component trades or 
businesses which used a different over-
all method. If this comparison shows 
that the one or more component trades 
or businesses (using a common overall 
method of accounting) having the 
greatest total of the adjusted bases of 
assets also has the greatest amount of 
gross receipts, then the overall method 
of accounting of such one or more com-
ponent trades or businesses shall be the 
principal overall method of accounting. 
If this comparison shows that the one 
or more component trades or busi-
nesses (using a common overall method 
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of accounting) having the greatest 
total of the adjusted bases of assets 
does not also have the greatest amount 
of gross receipts, then there is no prin-
cipal overall method of accounting, 
and the acquiring corporation shall re-
quest the Commissioner to determine 
the appropriate overall method of ac-
counting for such integrated trade or 
business in accordance with paragraph 
(d) of this section. 

(iii) The principal method of account-
ing for an item for which a special 
method or methods of accounting are 
provided under chapter 1 of the Code 
and the regulations thereunder is de-
termined by comparing the amounts of 
such item and related accounts for the 
component trades or businesses in ac-
cordance with the principles of subdivi-
sion (ii) of this subparagraph. Thus, for 
example, in the case of bad debts, 
trades or businesses which are compo-
nents of the integrated trade or busi-
ness and which had been using the re-
serve method of accounting will be 
compared with the other component 
trades or businesses which had been 
using the specific charge-off method of 
accounting. In such a case, the fol-
lowing factors would ordinarily be used 
in determining the principal method of 
accounting for bad debts: (a) Sales on 
account for the most recent period of 
12 consecutive calendar months ending 
on or prior to the date of distribution 
or transfer, (b) accounts receivable im-
mediately before the date of distribu-
tion or transfer, and (c) the amount of 
debts which became worthless within 
the meaning of section 166(a) and the 
regulations thereunder during the most 
recent period of 12 consecutive cal-
endar months ending on or prior to the 
date of distribution or transfer. If this 
comparison shows that the one or more 
component trades or businesses using 
the same method of accounting with 
respect to bad debts have the greater 
amounts of such sales, accounts receiv-
able, and bad debts, then the method of 
accounting with respect to bad debts 
for such one or more component trades 
or businesses shall be the principal 
method of accounting. If such compari-
son shows that the one or more compo-
nent trades or businesses using the 
same method of accounting with re-
spect to bad debts do not have the 

greater amounts of all of such items, 
then there is no principal method of ac-
counting with respect to bad debts, and 
the acquiring corporation shall request 
the Commissioner to determine the ap-
propriate method of accounting for bad 
debts for such integrated trade or busi-
ness in accordance with paragraph (d) 
of this section. 

(iv) If a single method of accounting 
must be employed by a taxpayer with 
respect to a particular item regardless 
of the number of separate and distinct 
trades or businesses operated by the 
taxpayer, the principal method of ac-
counting for such item shall be deter-
mined by comparing the aggregate 
amount of the item and related ac-
counts for all the parties to the trans-
action using a common method, with 
the aggregate amount of the item and 
related accounts for those parties to 
the transaction which use a different 
common method. The method of ac-
counting of the party having the great-
est aggregate amount of such item and 
related accounts shall be the principal 
method of accounting for such item. 

(3) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. M Corporation, which com-
menced business in 1955, uses the cash re-
ceipts and disbursements method of account-
ing, while N Corporation uses the accrual 
method. On June 30, 1961, N Corporation ac-
quires all of the assets of M Corporation in a 
transaction to which section 381(a) applies. N 
Corporation then integrates its own business 
with that of M Corporation. Immediately 
prior to the transfer the total of the adjusted 
bases of the assets of N Corporation was 
greater than that of M Corporation, and for 
the 12-month period ending on June 30, 1961, 
the gross receipts of N Corporation were 
greater than that of M Corporation. Under 
such circumstances, the accrual method of 
accounting is the principal overall method of 
accounting and N Corporation shall use such 
method for the integrated business, provided 
it clearly reflects income, unless consent of 
the Commissioner is obtained in accordance 
with paragraph (d) of this section to use a 
different method of accounting. Except as to 
items for which N Corporation had no estab-
lished method of accounting and items for 
which a special method of accounting is pro-
vided under chapter 1 of the Code and the 
regulations thereunder, all adjustments nec-
essary to place the accounts of M Corpora-
tion on the accrual method shall be made in 
accordance with section 481. Any increase or 
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decrease in tax resulting from such adjust-
ments shall be taken into account by N Cor-
poration. Such adjustments and such in-
crease or decrease in tax shall be determined 
and computed in the same manner as if M 
Corporation had initiated a change in meth-
od of accounting on June 30, 1961. 

Example 2. Assume the same facts as in Ex-
ample (1) except that the gross receipts of M 
Corporation were greater than those of N 
Corporation for the 12-month period ending 
on June 30, 1961. N Corporation must, under 
such circumstances, request the Commis-
sioner to determine the appropriate overall 
method of accounting, in accordance with 
the provisions of paragraph (d) of this sec-
tion. The necessary adjustments to be made 
by the corporation whose method of account-
ing is changed shall be made in accordance 
with section 481 to place the integrated busi-
ness on the method so adopted. Any increase 
or decrease in tax resulting from such ad-
justments shall be taken into account by N 
Corporation. Such adjustments and such in-
crease or decrease in tax shall be determined 
and computed in the same manner as if the 
corporation whose method is changed had 
initiated a change in method of accounting 
on June 30, 1961. 

Example 3. Assume the same facts as in Ex-
ample (1). Assume further that M Corpora-
tion’s deduction for wages and salaries for 
the 12 calendar months ending on June 30, 
1961, is larger than N Corporation’s deduc-
tion for wages and salaries for such period. 
Since wages and salaries is not an item for 
which a special method of accounting is pro-
vided under chapter 1 of the Code or the reg-
ulations thereunder, the necessary adjust-
ments shall be made in accordance with sec-
tion 481 to place the wages and salary ac-
count of M Corporation on the accrual meth-
od of accounting, provided such accrual 
method clearly reflects income, unless con-
sent of the Commissioner is obtained in ac-
cordance with paragraph (d) of this section 
to use a different method of accounting. Any 
increase or decrease in tax resulting from 
such adjustments shall be taken into ac-
count by N Corporation. Such adjustments 
and such increase or decrease in tax shall be 
determined and computed in the same man-
ner as if M Corporation had initiated a 
change in method of accounting on June 30, 
1961. 

Example 4. Assume the same facts as in Ex-
ample (1). Assume further that M Corpora-
tion used the specific charge-off method with 
respect to bad debts, and that N Corporation 
has established a reserve for bad debts. M 
Corporation’s sales on account and bad debts 
for the 12 calendar months ending June 30, 
1961, were larger than those of N Corpora-
tion. Also M Corporation’s accounts receiv-
able immediately prior to June 30, 1961, were 
larger than those of N Corporation. Since the 
method of accounting for bad debts is a spe-

cial method of accounting under section 166, 
M Corporation’s method of accounting for 
bad debts is the principal method of account-
ing for such item. Assuming such method 
clearly reflects income, appropriate adjust-
ments shall be made in accordance with sec-
tion 481 to the accounts of N Corporation to 
place N Corporation on the specific charge- 
off method with respect to all of its bad 
debts, as if N Corporation had initiated a 
change in method of accounting on June 30, 
1961, and N Corporation shall include the 
amount of its reserve for bad debts in gross 
income, unless consent of the Commissioner 
is obtained in accordance with paragraph (d) 
of this section to use a different method of 
accounting. 

Example 5. Assume the same facts as in Ex-
ample (1) except that M Corporation com-
menced business in 1945. In addition assume 
that N Corporation is a calendar-year tax-
payer and that of the total amount of the ad-
justments required by section 481 to place 
the accounts of M Corporation on the ac-
crual method $40,000 is attributable to pre- 
1954 Code years as described in section 
481(b)(4) and the regulations thereunder. As-
sume further that M Corporation does not 
elect, under section 481(b)(6), to take the 
$40,000 portion of the adjustments into ac-
count in the manner described in section 
481(b)(1) or (2). In computing the increase in 
tax of M Corporation attributable to the 
$40,000 portion of the adjustment for the fis-
cal year ended June 30, 1961, only one-tenth, 
or $4,000, will be taken into account. The re-
sulting increase in tax shall be taken into 
account by N Corporation. The remaining 
nine-tenths of the $40,000 portion of the ad-
justments, or $36,000, shall be taken into ac-
count by N Corporation in the amount of 
$4,000 in each of the calender years 1962 
through 1970. 

(d) Change of method of accounting 
with consent of Commissioner—(1) Gen-
eral rule. (i) If the acquiring corpora-
tion may not continue to use, under 
paragraph (b), the method of account-
ing used by it or the distributor or 
transferor corporation or corporations 
on the date of distribution or transfer, 
and may not under paragraph (c) use 
the principal method of accounting, or, 
if there is no principal method of ac-
counting, then the Commissioner shall 
determine the appropriate method or 
combination of methods of accounting 
to be used. 

(ii) If an acquiring corporation wish-
es to use a method or combination of 
methods of accounting other than the 
principal method of accounting which 
is required to be used by paragraph (c) 
of this section, it shall apply to the 
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Commissioner for permission to use 
such other method or combination of 
methods of accounting. Permission to 
use such other method or combination 
of methods of accounting will not be 
granted unless the acquiring corpora-
tion and the Commissioner agree to the 
terms, conditions, and adjustments 
under which the change to such meth-
od or combination of methods will be 
effected. 

(iii) The increase or decrease in tax 
resulting from the change from the 
method of accounting previously used 
by any of the corporations involved 
shall be taken into account by the ac-
quiring corporation. The adjustments 
necessary to reflect such change and 
such increase or decrease in tax shall 
be determined and computed in the 
same manner as if, on the date of dis-
tribution or transfer, each of the sev-
eral corporations that were not using 
the method or combination of methods 
of accounting adopted pursuant to sub-
division (i) or (ii) of this subparagraph 
had initiated a change in accounting 
method. 

(2) Time and manner of making applica-
tion. Applications under subparagraph 
(1) of this paragraph for permission to 
use a method of accounting or requests 
for determination of the method of ac-
counting to be used shall be filed with 
the Commissioner of Internal Revenue, 
Attention: T:R, Washington, DC, 20224, 
not later than 90 days after the date of 
distribution or transfer, except that in 
cases where the date of distribution or 
transfer occurs before August 5, 1964, 
such applications or requests shall be 
filed not later than November 3, 1964. 
The application shall be accompanied 
by a copy of the statement described in 
paragraph (b)(3) of § 1.381(b)–1, and by a 
statement specifying the nature of the 
transaction which causes section 381 to 
apply; the difference in accounting 
methods used by the corporations con-
cerned; the method or methods of ac-
counting proposed to be used by the ac-
quiring corporation; and the various 
amounts, if any, of items of income or 
deduction which will be duplicated or 
omitted in the computation of taxable 
income under such proposed method or 
methods. The Commissioner may also 
require such other information as may 
be necessary in order to determine the 

appropriate method or combination of 
methods of accounting to be used by 
the acquiring corporation. 

(e) Special rules applicable to distribu-
tions or transfers before August 5, 1964— 
(1) Statute of limitations bars assessment 
or refund. If the date of distribution or 
transfer was before August 5, 1964, and 
if the assessment of any deficiency or 
the refund or credit of any overpay-
ment for the taxable year of the ac-
quiring corporation which includes the 
date of distribution or transfer or any 
subsequent taxable year is prevented 
by the operation of any law or rule of 
law, then this section does not author-
ize the Commissioner or the acquiring 
corporation to change any method or 
methods of accounting in any taxable 
year of the acquiring corporation. How-
ever, the Commissioner or the acquir-
ing corporation may change such 
method or methods of accounting 
under the provisions of section 446 and 
the regulations thereunder or, where 
applicable, any section of the Internal 
Revenue Code (other than section 
381(c)(4)), or the regulations there-
under, in accordance with which such 
changes may be made without the con-
sent of the Commissioner. 

(2) Statute of limitations does not bar 
assessment and refund. Except as pro-
vided in subparagraph (1) of this para-
graph— 

(i) If the date of distribution or 
transfer was before August 5, 1964, and 
the acquiring corporation has, for the 
taxable year which includes the date of 
distribution or transfer, (a) adopted or 
continued a method of accounting con-
sistent with the rules of this section, 
(b) been granted permission by the 
Commissioner in accordance with para-
graph (e) of § 1.446–1 to use a method or 
combination of methods of accounting, 
or (c) adopted a method of accounting 
that under other sections of the Inter-
nal Revenue Code, or regulations there-
under, may be adopted without the 
consent of the Commissioner, then the 
method or methods of accounting 
adopted or continued in the manner de-
scribed in (a), (b), and (c) shall not be 
changed, by reason of the rules con-
tained in this section, by the Commis-
sioner or the acquiring corporation for 
any taxable year ending after the date 
of distribution or transfer. However, 
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the Commissioner or the acquiring cor-
poration may change such methods of 
accounting for any such taxable year 
under the provisions of, and to the ex-
tent permitted by, section 446 and the 
regulations thereunder or, where appli-
cable, any section of the Internal Rev-
enue Code (other than section 381(c)(4)), 
or regulations thereunder, in accord-
ance with which such change may be 
made without the consent of the Com-
missioner. 

(ii) If the date of distribution or 
transfer was before August 5, 1964, and 
the acquiring corporation has, for the 
taxable year which includes the date of 
distribution or transfer, adopted or 
continued a method or methods of ac-
counting other than in the manner de-
scribed in (a), (b), and (c) of subdivision 
(i) of this subparagraph, then the ac-
quiring corporation may— 

(a) Continue to use the method or 
methods of accounting so adopted or 
continued if such method or methods 
clearly reflect income and if proper ad-
justments were made to reflect the 
adoption of such method or methods, 
or 

(b) Adopt the method or methods of 
accounting prescribed by this section. 
Such method or methods of accounting 
shall be adopted by filing an amended 
return (which includes the proper ad-
justments required by this section) for 
the taxable year of the acquiring cor-
poration which includes the date of dis-
tribution or transfer, and by filing 
amended returns for all subsequent 
taxable years of the acquiring corpora-
tion for which returns have previously 
been filed. Such amended return or re-
turns shall be accompanied by a copy 
of the statement described in para-
graph (b)(3) of § 1.381(b)–1, and by a 
statement specifying the nature of the 
transaction which causes section 381 to 
apply; the difference in accounting 
methods used by the corporations con-
cerned; the method or methods of ac-
counting originally adopted by the ac-
quiring corporation; the method or 
methods of accounting adopted on the 
amended return or returns; and the 
computation of the amount of the ad-

justments and the resulting increase or 
decrease in tax. 

[T.D. 6750, 29 FR 11263, Aug. 5, 1964, as amend-
ed by T.D. 8071, 51 FR 2481, Jan. 17, 1986; T.D. 
8995, 67 FR 34605, May 15, 2002] 

§ 1.381(c)(5)–1 Inventories. 
(a) Carryover requirement—(1) General 

rule. Section 381(c)(5) provides that in a 
transaction to which section 381(a) ap-
plies and in which inventories are re-
ceived by the acquiring corporation (as 
defined in § 1.381(a)–1(b)(2)) such inven-
tories shall be taken by the acquiring 
corporation (in determining its in-
come) on the same basis on which such 
inventories were taken by the dis-
tributor or transferor corporation on 
the date of distribution or transfer un-
less different inventory methods were 
used on that date by several dis-
tributor or transferor corporations or 
by a distributor or transferor corpora-
tion and the acquiring corporation. If 
different methods were used, the ac-
quiring corporation shall use the meth-
od or combination of methods of taking 
inventories adopted pursuant to the 
provisions of this section. 

(2) Rules of application. Reference in 
this section to a method or methods of 
taking inventories are to be construed 
as referring to both the method or 
methods of identifying the goods and 
the method or methods of valuing the 
goods. The method or methods of tak-
ing inventories shall be determined on 
the date of distribution or transfer, and 
any corporation, a party to a section 
381(a) transaction whose taxable year 
does not end on such date shall be con-
sidered as using the method or methods 
of taking inventories that it would 
have employed had its taxable year 
ended on such date. The amount of the 
adjustments necessary to reflect the 
change in method of taking inventories 
pursuant to this section, the manner in 
which they are to be taken into ac-
count by the acquiring corporation, 
and the tax attributable thereto shall 
be determined and computed under sec-
tion 481 and the regulations there-
under, subject to the rules provided in 
paragraphs (c) and (d) of this section. 
However, in the case of any party to a 
section 381(a) transaction which 
changes its method of taking inven-
tories to the last-in, first-out method 
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of identification, the adjustments re-
quired by section 472(d) shall be appli-
cable. See paragraph (e) of this section. 
This section shall not be construed as 
preventing any party to a section 381(a) 
transaction from adopting an inven-
tory method which, under the provi-
sions of section 471 or 472, and the regu-
lations thereunder, may be adopted 
without the consent of the Commis-
sioner. For provisions defining the date 
of distribution or transfer, see para-
graph (b) of § 1.381(b)–1. 

(b) Conditions for continuation of meth-
ods of taking inventories—(1) No dif-
ference in method of taking inventories. 
(i) If all the parties to a section 381(a) 
transaction used the same method of 
taking inventories on the date of dis-
tribution or transfer, the acquiring 
corporation, whether or not imme-
diately after the date of distribution or 
transfer it operates separate or inte-
grated trades or businesses, shall con-
tinue to use such method of taking in-
ventories, unless the acquiring cor-
poration has, in accordance with para-
graph (e) of § 1.446–1, obtained the con-
sent of the Commissioner to use a dif-
ferent method of taking inventories. 
For purposes of this determination, a 
corporation shall be deemed to be using 
the last-in, first-out method of taking 
inventories with respect to a particular 
type of goods on the date of the dis-
tribution or transfer, if such corpora-
tion elects, under the provisions of sec-
tion 472, to adopt the last-in, first-out 
method with respect to such goods for 
its taxable year within which or with 
which the date of distribution or trans-
fer occurs. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. O and P corporations are manu-
facturing companies which compute their 
entire inventories by the use of the last-in, 
first-out method of identification and the 
cost basis of valuation. In applying the last- 
in, first-out method both corporations use 
the dollar-value method, use the double-ex-
tension method, pool under the natural busi-
ness unit method, and value annual inven-
tory increases by reference to the actual cost 
of goods most recently purchased. P corpora-
tion acquires the assets of O corporation in 
a transaction to which section 381(a) applies. 
Under the provisions of this subparagraph, 
on and after the date of distribution or 

transfer P corporation must continue to use 
the last-in, first-out method of identifica-
tion, the cost basis of valuation, and, in ap-
plying the last-in, first-out method, must 
continue to use the dollar-value method, use 
the double-extension method, pool under the 
natural business unit method, and value an-
nual inventory increases by reference to the 
actual cost of goods most recently pur-
chased, unless, in accordance with paragraph 
(e) of § 1.446–1, consent of the Commissioner 
is obtained to change the method of taking 
inventories. 

(2) Separate businesses. (i) If, imme-
diately after the date of distribution or 
transfer, any of the trades or busi-
nesses of the parties to a section 381(a) 
transaction are operated as separate 
and distinct trades or businesses with-
in the meaning of paragraph (d) of 
§ 1.446–1, then the method or methods of 
taking inventories employed by such 
parties to the transaction on the date 
of distribution or transfer with respect 
to such trades or businesses shall be 
used by the acquiring corporation, un-
less the acquiring corporation has, in 
accordance with paragraph (e) of 
§ 1.446–1, obtained the consent of the 
Commissioner to use a different meth-
od of taking inventories. This subpara-
graph shall not be construed as pre-
cluding the Commissioner under sec-
tion 471 or 472, and the regulations 
thereunder, from requiring that the 
method of taking inventories used in a 
particular trade or business be used in 
another trade or business with respect 
to similar types of goods, if, in the 
opinion of the Commissioner, the use of 
such method of taking inventories is 
necessary for a clear reflection of in-
come. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. R Corporation is engaged in the 
production of radios and television sets and 
S Corporation is engaged in the production 
of washers and driers. In computing their in-
ventories both corporations use the cost 
basis of valuation. R corporation uses the 
last-in, first-out method of identification, 
whereas S corporation uses the first-in, first- 
out method. T corporation acquires the as-
sets of R corporation and S corporation in a 
transaction to which section 381(a) applies. T 
corporation operates as a separate and dis-
tinct trade or business, within the meaning 
of paragraph (d) of § 1.446–1, each of the busi-
nesses formerly operated by R corporation 
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and S corporation. Under the provisions of 
this subparagraph, T corporation is required 
to continue to use the method of taking in-
ventories previously used by R corporation 
and S corporation, respectively, with respect 
to each trade or business, unless, in accord-
ance with paragraph (e) of § 1.446–1, consent 
of the Commissioner is obtained to change 
the methods of taking inventories, on and 
after the dates of transfer. However, the 
Commissioner may require T corporation, in 
accordance with § 1.472–2, to use the last-in, 
first-out method with respect to that portion 
of the goods in the trades or businesses for-
merly operated by S corporation and T cor-
poration which are similar to goods in the 
trade or business formerly operated by R 
corporation, if, in his opinion, the use of the 
last-in, first-out method with respect to such 
similar goods is necessary for a clear reflec-
tion of income. 

(3) Integrated businesses—(i) Same in-
ventory method. If, immediately after 
the date of distribution or transfer, 
any of the trades or businesses of the 
parties to a section 381(a) transaction 
are not operated as separate and dis-
tinct trades or businesses within the 
meaning of paragraph (d) of § 1.446–1, 
then, to the extent that the same 
methods of taking inventories for par-
ticular types of goods were employed 
on the date of distribution or transfer 
by the parties to the transaction with 
respect to any trades or businesses 
which are integrated or are required to 
be integrated in accordance with para-
graph (d) of § 1.446–1, the acquiring cor-
poration shall continue to employ such 
methods of taking inventories for such 
types of goods, unless, in accordance 
with paragraph (e) of § 1.446–1, the ac-
quiring corporation has obtained the 
consent of the Commissioner to use a 
different method of taking inventories. 
This subdivision shall not be construed 
as precluding the Commissioner under 
section 471 or 472, and the regulations 
thereunder, from requiring that the 
method of taking inventories used with 
respect to particular types of goods in 
a particular trade or business operated 
by the acquiring corporation after the 
date of distribution or transfer be used 
with respect to similar types of goods 
in another trade or business operated 
by it after such date if, in the opinion 
of the Commissioner, the use of such 
method of taking inventories is nec-
essary for a clear reflection of income. 

(ii) Different inventory methods. If, im-
mediately after the date of distribution 
or transfer, any of the trades or busi-
nesses of the parties to a section 381(a) 
transaction are not operated as sepa-
rate and distinct trades or businesses 
within the meaning of paragraph (d) of 
§ 1.446–1, then, to the extent that dif-
ferent methods of taking inventories 
for particular types of goods were em-
ployed on the date of distribution or 
transfer by the parties to the trans-
action with respect to any trades or 
businesses which are integrated or re-
quired to be integrated in accordance 
with paragraph (d) of § 1.446–1, the ac-
quiring corporation shall not be per-
mitted to continue to use such dif-
ferent methods of taking inventories, 
and shall adopt the method of taking 
inventories described in paragraph (c) 
of this section for such types of goods 
unless, in accordance with paragraph 
(d) of this section, consent of the Com-
missioner is obtained to use a different 
method of taking inventories. 

(iii) Examples. The provisions of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. O and P corporations are manu-
facturing companies which compute their 
entire inventories by the use of the last-in, 
first-out method of identification and the 
cost basis of valuation. In applying the last- 
in, first-out method both corporations use 
the dollar-value method and the double-ex-
tension method. However, O corporation 
pools under the natural business unit meth-
od while P corporation pools under the mul-
tiple pool method. In addition, O corporation 
determines the cost of its annual inventory 
increase by reference to the actual cost of 
goods most recently purchased, whereas P 
corporation determines the cost of such in-
crease by reference to the actual cost of the 
goods purchased during the taxable year in 
the order of acquisition. P corporation ac-
quires the assets of O corporation in a trans-
action to which section 381(a) applies and in-
tegrates the business formerly operated by O 
corporation into the business which was op-
erated by P corporation before the date of 
distribution or transfer. Under the provi-
sions of subdivision (i) of this subparagraph 
(relating to the same inventory methods in 
an integrated trade or business), P corpora-
tion shall continue to use the last-in, first- 
out method of identification, the cost basis 
of valuation, and in applying the last-in, 
first-out method, shall continue to use the 
dollar-value method and the double-exten-
sion method, unless, in accordance with 
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paragraph (e) of § 1.446–1, consent of the Com-
missioner is obtained to change the method 
of taking inventories. However, under the 
provisions of subdivision (ii) of this subpara-
graph (relating to different inventory meth-
ods in an integrated trade or business), P 
corporation shall use the method of taking 
inventories described in paragraph (c) of this 
section with respect to the method of pool-
ing and the method of determining the cost 
of annual inventory increases, unless, in ac-
cordance with paragraph (d) of this section, 
consent of the Commissioner is obtained to 
use a different method of taking inventories. 

Example 2. Y and Z corporations are en-
gaged in the manufacture of cereal products. 
Y corporation uses the first-in, first-out 
method of identification and the cost or mar-
ket, whichever is lower, method of valuing 
its inventories, including oats. Z corporation 
uses the first-in, first-out method of identi-
fication and the cost or market, whichever is 
lower, method of valuing its inventories, ex-
cept oats which are valued on the cost meth-
od. Y corporation acquires all of the assets of 
Z corporation in a transaction to which sec-
tion 381(a) applies and integrates the busi-
ness formerly operated by Z corporation into 
the business which was operated by Y cor-
poration before the date of distribution or 
transfer. Under the provisions of subdivision 
(i) of this subparagraph (relating to the same 
inventory methods in an integrated trade or 
business), Y corporation must continue to 
use the first-in, first-out method with re-
spect to all of its inventories and must con-
tinue to use the cost or market, whichever is 
lower, method of valuing all inventories ex-
cept oats, unless, in accordance with para-
graph (e) of § 1.446–1, consent of the Commis-
sioner is obtained to change the method of 
taking inventories. In addition, under the 
provisions of subdivision (ii) of this subpara-
graph (relating to different inventory meth-
ods in an integrated trade or business), Y 
corporation shall use the method described 
in paragraph (c) of this section in valuing its 
inventory of oats, unless, in accordance with 
paragraph (d) of this section, consent of the 
Commissioner is obtained to use a different 
method of valuing its oats. 

(4) Rules of application. (i) In any case 
where the method of taking inventories 
employed on the date of distribution or 
transfer is continued, it will be unnec-
essary for the acquiring corporation to 
renew any election previously made by 
it or by any distributor or transferor 
corporation with respect to such meth-
od of taking inventories, and the ac-
quiring corporation is bound by any 
such elections. If, on the date of dis-
tribution or transfer, any party to a 
section 381(a) transaction had no inven-

tories of a particular type of goods, or 
such party came into existence as a re-
sult of the transaction, such party 
shall not be considered to be using a 
method of taking inventories for the 
particular type of goods different from 
that used by the other parties to the 
transaction. If, on the date of distribu-
tion or transfer, any one of the parties 
to the transaction is using the cash re-
ceipts and disbursements method of ac-
counting and is not required to take in-
ventories, the determination as to 
whether such method of accounting is 
to be continued by the acquiring cor-
poration shall be made in accordance 
with section 381(c)(4) and the regula-
tions thereunder. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. M corporation is engaged in 
manufacturing and computes its inventories 
under the first-in, first-out method of identi-
fication and the cost or market, whichever is 
lower, method of valuation. N corporation is 
also engaged in manufacturing and computes 
its inventories under the first-in, first-out 
method of identification and the cost method 
of valuation. M corporation acquires the as-
sets of N corporation in a transaction to 
which section 381(a) applies and M corpora-
tion integrates the business formerly oper-
ated by N corporation into the business 
which was operated by M corporation before 
the date of distribution or transfer. On the 
date of distribution or transfer, N corpora-
tion has inventories of sheet steel while M 
corporation has no inventories of this par-
ticular type of goods. In all other respects 
the inventories of the two corporations con-
sist of similar types of goods. Under the pro-
visions of this subparagraph, M corporation 
must use the first-in, first-out method of 
identification and the cost method of valu-
ation of inventories of sheet steel, unless, in 
accordance with paragraph (e) of § 1.446–1, 
consent of the Commissioner is obtained to 
change the method of taking such inven-
tories. For other goods in its inventories M 
corporation must use the first-in, first-out 
method of identification (as required by sub-
paragraph (3)(i) of this paragraph), and with 
respect to the method of valuation, must use 
the method of taking inventories described 
in paragraph (c) of this section, unless, in ac-
cordance with paragraph (d) of this section, 
consent of the Commissioner is obtained to 
use a different method of taking inventories. 

Example 2. W corporation is engaged in the 
business of raising cattle and uses the cash 
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receipts and disbursements method of com-
puting taxable income. Inventories, there-
fore, are not required. X corporation is also 
engaged in the business of raising cattle and 
uses the accrual method of computing tax-
able income under which it has elected to 
use the ‘‘farm-price method’’ of valuing in-
ventories. The assets of W corporation are 
acquired by X corporation in a transaction 
to which section 381(a) applies and X cor-
poration integrates the business formerly op-
erated by W corporation into the business 
which was operated by X corporation before 
the date of distribution or transfer. Under 
the provisions of this subparagraph, whether 
X corporation is required to take inventories 
will depend upon which method of account-
ing is used by X corporation after the date of 
distribution or transfer, in accordance with 
the provisions of section 381(c)(4) and the 
regulations thereunder. Therefore, if X cor-
poration uses the cash receipts and disburse-
ments method, it will not be required to take 
inventories into account in computing its 
taxable income. However, if X corporation 
uses the accrual method, it must use the 
‘‘farm-price method’’ of taking inventories, 
unless, in accordance with paragraph (d) of 
this section, consent of the Commissioner is 
obtained to use a different method of taking 
inventories. 

(c) Change of method of taking inven-
tories without consent of Commissioner— 
(1) General rule. If, under the provisions 
of paragraph (b) of this section, the ac-
quiring corporation is not permitted to 
continue to use the method of taking 
inventories used by it or by the dis-
tributor or transferor corporation or 
corporations on the date of distribu-
tion or transfer, the acquiring corpora-
tion shall use the principal method of 
taking inventories for each particular 
type of goods of such corporations, as 
determined under subparagraph (2) of 
this paragraph: Provided, That: 

(i) Such method clearly reflects the 
income of the acquiring corporation 
after the distribution or transfer as 
provided by sections 446(a) and 471 and 
the regulations thereunder, and 

(ii) The use of such method is not in-
consistent with the provisions of any 
closing agreement entered into under 
section 7121 and the regulations there-
under. 
If the principal method does not satisfy 
the requirements of subdivisions (i) and 
(ii) of this subparagraph, or if the ac-
quiring corporation wishes to use a 
method other than the principal meth-
od, see paragraph (d)(1) of this section. 

If the principal method of taking in-
ventories is adopted under this para-
graph, it will not be necessary for the 
acquiring corporation or corporations 
to renew any election previously made 
by it or by the distributor or transferor 
corporation with respect to such prin-
cipal method of taking inventories, and 
the acquiring corporation is bound by 
any such election. 

(2) Principal method of taking inven-
tories. The determination of the prin-
cipal method of taking inventories 
shall be made with respect to each par-
ticular type of goods of each integrated 
trade or business operated by the ac-
quiring corporation immediately after 
the date of distribution or transfer. 
Such determination for each integrated 
trade or business shall be made by ref-
erence to the methods of taking inven-
tories previously used in the compo-
nent trades or businesses for such 
types of goods which constitute the 
subsequent integrated trade or busi-
ness of the acquiring corporation. For 
purposes of this determination, a cor-
poration shall be deemed to be using 
the last-in, first-out method of taking 
inventories with respect to a particular 
type of goods on the date of the dis-
tribution or transfer, if such corpora-
tion elects, under the provisions of sec-
tion 472, to adopt the last-in, first-out 
method with respect to such goods for 
its taxable year within which or with 
which the date of distribution or trans-
fer occurs. The fair market value of the 
particular types of goods of each group 
of component trades or businesses with 
respect to which one method of taking 
inventories common to all was em-
ployed shall be compared with the fair 
market value of comparable types of 
goods of other groups of component 
trades or businesses with respect to 
which another method of taking inven-
tories common to all was employed. 
For purposes of the above comparison 
and to the extent that particular types 
of goods are included in inventory by 
grouping or pooling, then such group or 
pool shall be considered as a single 
unit. The total fair market value of 
such group or pool shall be the basis 
for comparison in determining the 
principal method of taking inventories. 
The method of taking inventories of 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00507 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



498 

26 CFR Ch. I (4–1–09 Edition) § 1.381(c)(5)–1 

the group of component trades or busi-
nesses having the largest fair market 
value of such inventories shall be the 
principal method of taking inventories. 
For purposes of this subparagraph, the 
fair market value of the inventories of 
a component trade or business shall be 
determined immediately after the date 
of distribution or transfer. 

(3) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. (i) X, Y, and Z corporations are 
all engaged in the manufacture of sheet 
metal. In addition, Y and Z corporations are 
engaged in the manufacture of paper con-
tainers. X and Y corporations use the first- 
in, first-out method of identifying goods and 
the cost method of valuing all inventories, 
while Z corporation uses the first-in, first- 
out method of identifying goods and the cost 
or market, whichever is lower, method of 
valuing all inventories. X, Y, and Z corpora-
tions enter into a transaction to which sec-
tion 381(a) applies, and the acquiring cor-
poration integrates the sheet metal busi-
nesses formerly operated by X, Y, and Z cor-
porations and also integrates the paper con-
tainer businesses formerly operated by Y and 
Z corporations. Each corporation has the 
same types of goods in the inventories of its 
sheet metal business and Y and Z corpora-
tions have the same types of goods in the in-
ventories of their paper container businesses. 
Immediately after the date of distribution or 
transfer the fair market values of the respec-
tive inventories are as follows: 

X Y Z 

Sheet metal ............... $10,000 $7,000 $15,000 
Paper container ......... .................. 6,000 7,000 

(ii) Since X, Y, and Z corporations all used 
the first-in, first-out method of identifying 
their inventories as of the date of distribu-
tion or transfer, then, under the provisions 
of paragraph (b)(3)(i) of this section, the ac-
quiring corporation shall continue to use the 
first-in, first-out method of identifying all 
goods unless, in accordance with paragraph 
(e) of § 1.446–1, consent of the Commissioner 
is obtained to change the method of account-
ing. 

(iii) Since the acquired corporations used 
different methods of valuing inventories in 
their sheet metal business and their paper 
container business, when the businesses were 
integrated the acquiring corporation must, 
under the provisions of this paragraph, de-
termine which method of inventory valu-
ation used by the acquired corporations on 
the date of distribution or transfer is the 
principal method of inventory valuation for 
each of such businesses. 

(a) In determining which is the principal 
method of valuing inventories for the sheet 
metal business pursuant to subparagraph (2) 
of this paragraph, the total fair market 
value of the sheet metal inventories of X and 
Y corporations, $17,000 (i.e., $10,000 
+$7,000=$17,000), is compared with the fair 
market value of the sheet metal inventory of 
Z corporation, $15,000. Since the total fair 
market value of the sheet metal inventories 
of X and Y corporations ($17,000) exceeds the 
fair market value of the sheet metal inven-
tory of Z corporation ($15,000), the cost 
method of valuation used by X and Y cor-
porations is the principal method of taking 
such inventories, and must be used by the 
acquiring corporation in valuing such inven-
tories, if the conditions set forth in subpara-
graph (1) of this paragraph are satisfied. 

(b) In determining which is the principal 
method of valuing inventories for the paper 
container business pursuant to subparagraph 
(2) of this paragraph, the fair market value 
of the paper container inventory of Y cor-
poration ($6,000) is compared with the fair 
market value of the paper container inven-
tory of Z corporation ($7,000). Since the fair 
market value of the paper container inven-
tory of Z corporation ($7,000) exceeds the fair 
market value of the paper container inven-
tory of Y corporation ($6,000), the cost or 
market, whichever is lower, method of valu-
ation used by Z corporation is the principal 
method of taking such inventories, and must 
be used by the acquiring corporation in val-
uing such inventories, if the conditions set 
forth in subparagraph (1) of this paragraph 
are satisfied. 

Example 2. (i) X, Y, and Z corporations are 
all engaged in the manufacture of electrical 
appliances. In addition, X and Z corporations 
are engaged in the manufacture of plastic 
containers. X corporation uses the first-in, 
first-out method of identifying goods and the 
cost method of valuing all inventories. Y and 
Z corporations use the last-in, first-out 
method of identifying goods and the cost 
method of valuing all inventories. In apply-
ing the last-in, first-out method, Y corpora-
tion uses the dollar value method, the dou-
ble-extension method, and pools under the 
natural business unit method, while Z cor-
poration uses the dollar value method, the 
double-extension method, and pools under 
the multiple pooling method for all inven-
tories. X, Y, and Z corporations enter into a 
transaction to which section 381(a) applies, 
and the acquiring corporation integrates the 
electric appliance businesses formerly oper-
ated by X, Y, and Z corporations and also in-
tegrates the plastic container businesses for-
merly operated by X and Z corporations. 
Each corporation has the same types of 
goods in the inventories of its electric appli-
ance business and X and Z corporations have 
the same types of goods in the inventories of 
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their plastic container businesses. Imme-
diately after the date of distribution or 
transfer, the fair market values of the re-
spective inventories are as follows: 

X Y Z 

Electric appliance .......... $13,000 $10,000 $5,000 
Plastic container ............ 7,000 .................. 6,000 

(ii) Since X, Y, and Z corporations all used 
the cost method of valuing their inventories 
as of the date of distribution or transfer, 
then, under the provisions of paragraph 
(b)(3)(i) of this section, the acquiring cor-
poration shall continue to use the cost meth-
od of valuing all goods unless, in accordance 
with paragraph (e) of § 1.446–1, consent of the 
Commissioner is obtained to change the 
method of accounting. 

(iii) Since the acquired corporations used 
different methods of identifying inventories 
in their electric appliance business and their 
plastic container business, when the busi-
nesses were integrated the acquiring cor-
poration must, under the provisions of this 
paragraph, determine which method of in-
ventory identification used by the acquired 
corporations on the date of distribution or 
transfer is the principal method of inventory 
identification for each of such businesses. 

(a)(1) In determining which is the principal 
method of identifying inventories for the 
electric appliance business pursuant to sub-
paragraph (2) of this paragraph, the fair mar-
ket value of the electric appliance inventory 
of X corporation, $13,000, is compared with 
the total fair market value of the electric 
appliance inventories of Y and Z corpora-
tions, $15,000 (i.e., $10,000+$5,000 =$15,000). 
Since the total fair market value of the elec-
tric appliance inventories of Y and Z cor-
porations ($15,000) exceeds the fair market 
value of the electric appliance inventory of 
X corporation ($13,000), the last-in, first-out 
method of identification is the principal 
method of taking the electric appliance in-
ventories and must be used by the acquiring 
corporation, if the conditions set forth in 
subparagraph (1) of this paragraph are satis-
fied. 

(2) Since Y and Z corporations used dif-
ferent pooling methods, in applying the last- 
in, first-out method, the acquiring corpora-
tion must, under the provisions of this para-
graph, determine which pooling method as 
used by Y and Z corporations on the date of 
distribution or transfer is the principal 
method. In making such determination pur-
suant to subparagraph (2) of this paragraph, 
the fair market value of the electric appli-
ance inventory of Y corporation ($10,000) is 
compared with the fair market value of the 
electric appliance inventory of Z corporation 
($5,000). Since the fair market value of the 
electric appliance inventory of Y corporation 
($10,000) exceeds the fair market value of the 

electric appliance inventory of Z corporation 
($5,000), the natural business unit method is 
the principal method of pooling and must be 
used by the acquiring corporation in apply-
ing the last-in, first-out method with respect 
to the electric appliance business, if the con-
ditions set forth in subparagraph (1) of this 
paragraph are satisfied. 

In addition, under the provisions of para-
graph (b)(3)(i) of this section, the acquiring 
corporation must use the dollar value meth-
od and the double-extension method for val-
uing goods in its electric appliance inven-
tory since Y and Z corporations both used 
such methods in valuing their electric appli-
ance inventories as of the date of distribu-
tion or transfer, unless, in accordance with 
paragraph (e) of § 1.446–1, consent of the Com-
missioner is obtained to change the method 
of accounting. 

(b) In determining which is the principal 
method of identifying inventories for the 
plastic container business pursuant to sub-
paragraph (2) of this paragraph, the fair mar-
ket value of the plastic container inventory 
of X corporation ($7,000) is compared with 
the fair market value of the plastic con-
tainer inventory of Z corporation ($6,000). 
Since the fair market value of the plastic 
container inventory of X corporation. ($7,000) 
exceeds the fair market value of the plastic 
container inventory of Z corporation ($6,000) 
the first-in, first-out method of identifica-
tion, as used by X corporation, is the prin-
cipal method of taking the plastic container 
inventories and must be used by the acquir-
ing corporation, if the conditions set forth in 
subparagraph (1) of this paragraph are satis-
fied. 

(d) Change of method of taking inven-
tories with consent of the Commissioner— 
(1) General rule—(i) Carryover and prin-
cipal method not permitted. If the acquir-
ing corporation is not permitted, under 
paragraph (b) of this section, to con-
tinue to use the method of taking in-
ventories used by it or the distributor 
or transferor corporation or corpora-
tions on the date of distribution or 
transfer, and is not permitted, under 
paragraph (c) of this section, to use the 
principal method of taking inventories, 
then such acquiring corporation must 
request the Commissioner to determine 
the appropriate method of taking in-
ventories. 

(ii) Principal method required. If the 
acquiring corporation wishes to use a 
method of taking inventories other 
than the principal method of taking in-
ventories which is required to be used 
under paragraph (c) of this section, it 
shall apply to the Commissioner for 
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permission to use such other method of 
taking inventories. Permission to use 
such other method of taking inven-
tories will not be granted unless the 
acquiring corporation and the Commis-
sioner agree to the terms, conditions, 
and adjustments under which the 
change to such method will be effected. 

(2) Time and manner of making applica-
tion. Request for a determination of the 
method of taking inventories to be 
used under subparagraph (1)(i) of this 
paragraph or applications for permis-
sion to use a method of taking inven-
tories under subparagraph (1)(ii) of this 
paragraph shall be filed with the Com-
missioner of Internal Revenue, Atten-
tion: T:I:C, Washington, DC 20224, not 
later than 90 days after the date of dis-
tribution or transfer, except that in 
cases where the date of distribution or 
transfer occurs before January 15, 1975, 
such applications or requests shall be 
filed not later than 90 days after such 
date. The application shall be accom-
panied by a copy of the statement de-
scribed in paragraph (b)(3) of § 1.381(b)– 
1, and by a statement specifying the 
nature of the transaction which causes 
section 381 to apply; the differences in 
methods of taking inventories used by 
the corporations concerned; the meth-
od of taking inventories proposed to be 
used by the acquiring corporations; and 
the amount of adjustments necessary 
to prevent duplication or omission of 
items in the computation of taxable in-
come under such proposed method. The 
Commissioner may also require such 
other information as may be necessary 
in order to determine the proper meth-
od of taking inventories to be used by 
the acquiring corporation. 

(e) Treatment of layers of inventories by 
the acquiring corporation and rules for 
making adjustments—(1) In general. This 
paragraph provides rules for treating 
layers of inventories by the acquiring 
corporation and rules for making ad-
justments, once the acquiring corpora-
tion’s method of taking inventories for 
its taxable year including the date of 
distribution or transfer has been deter-
mined in accordance with the rules set 
forth in paragraphs (a) through (d) of 
this section. Thus, for example, if the 
acquiring corporation uses the last-in, 
first-out method of taking inventories 
for its taxable year including the date 

of distribution or transfer, either be-
cause such corporation elects the last- 
in, first-out method of taking inven-
tories under the provisions of section 
472 for such year or because such meth-
od is otherwise determined to be the 
principal method of taking inventories 
under paragraph (c)(2) of this section, 
then such corporation shall integrate 
its layers of inventories and make the 
necessary adjustments in accordance 
with the rules under paragraph (e)(2) of 
this section. 

(2) Acquiring corporation uses last-in, 
first-out method—(i) Dollar-value meth-
od—(a) Distributor or transferor corpora-
tion using last-in, first-out method. In 
any case where the acquiring corpora-
tion is required or permitted to use the 
dollar value method of pricing inven-
tories on the last-in, first-out method 
for its taxable year including the date 
of distribution or transfer, the inven-
tories of each distributor or transferor 
corporation which used the last-in, 
first-out method for its taxable year in 
which the distribution or transfer oc-
curred shall be placed on the dollar 
value method pursuant to the rules 
contained in paragraph (f) of § 1.472–8, 
and then such inventories shall be inte-
grated with the inventories of the ac-
quiring corporation. If pools of each 
corporation are permitted or required 
to be combined, they shall be combined 
in accordance with the principles set 
forth in paragraph (g)(2) of § 1.472–8. For 
purposes of combining pools, all base- 
year inventories or layers of increment 
which occur in taxable years including 
the same December 31 shall be com-
bined. A base-year inventory or layer 
of increment occurring in any short 
taxable year not including a December 
31 or in the final taxable year of a dis-
tributor or transferor corporation shall 
be merged with and considered a layer 
of increment of its immediately pre-
ceding taxable year. 

(b) Distributor or transferor corporation 
not using last-in, first-out method. In any 
case where the acquiring corporation is 
required or permitted to use the last- 
in, first-out method of taking inven-
tories for its taxable year including the 
date of distribution or transfer, the in-
ventories of each distributor or trans-
feror corporation which did not use the 
last-in, first-out method for its taxable 
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year in which the distribution or trans-
fer occurred shall be treated by the ac-
quiring corporation as having been ac-
quired at their average unit cost in a 
single transaction on the date of dis-
tribution or transfer. Thus, where the 
acquiring corporation is required or 
permitted to use the dollar value meth-
od of pricing inventories, if an item of 
inventory is to be combined in an ex-
isting dollar value pool, such item 
shall be treated as if it were purchased 
at its average unit cost on the date of 
distribution or transfer with respect to 
such pool. On the other hand, if such 
item is not to be combined in an exist-
ing pool and the taxpayer otherwise 
uses LIFO with respect to such item, 
such item will be treated as if it were 
purchased at its average unit cost on 
the date of distribution or transfer 
with respect to a new pool (if any), 
with the base-year being the year of 
distribution or transfer. Adjustments 
resulting from a restoration to cost of 
any write-down to market value of 
such inventories of a distributor or 
transferor corporation shall be taken 
into account by such corporation in its 
final taxable year (where such year is 
closed by reason of section 381(b)). See 
section 472(d). 

(ii) Specific goods method—(a) Dis-
tributor or transferor corporation using 
last-in, first-out method. In any case 
where the acquiring corporation is re-
quired or permitted to use the specific 
goods method of pricing inventories on 
the last-in, first-out method for its tax-
able year including the date of dis-
tribution or transfer, the inventories of 
each distributor or transferor corpora-
tion which used the last-in, first-out 
method for its taxable year in which 
the distribution or transfer occurred 
shall be treated by the acquiring cor-
poration as having the acquisition 
dates and costs of the distributor or 
transferor corporation. 

(b) Distributor or transferor not using 
last-in, first-out method. See paragraph 
(e)(1)(i)(b) of this section. 

(3) Acquiring corporation uses first-in, 
first-out method—(i) Distributor or trans-
feror corporations not using first-in, first- 
out method. In any case where the ac-
quiring corporation is permitted or re-
quired to use the first-in, first-out 
method of taking inventories for its 

taxable year including the date of dis-
tribution or transfer, the inventories of 
each distributor or transferor corpora-
tion which did not use the first-in, 
first-out method shall be treated by 
the acquiring corporation as having 
the same acquisition dates and costs 
which such inventory would have had if 
the distributor or transferor corpora-
tion had been using the first-in, first- 
out method for its taxable year in 
which the distribution or transfer oc-
curred. However, if the acquiring cor-
poration values its inventories at cost 
or market, whichever is lower, then the 
acquired inventories shall be treated as 
having been acquired at cost or mar-
ket, whichever is lower. 

(ii) Distributor or transferor corporation 
using first-in, first-out method. In any 
case where the acquiring corporation is 
required or permitted to use the first- 
in, first-out method of taking inven-
tories for its taxable year including the 
date of distribution or transfer, the in-
ventories of each distributor or trans-
feror corporation which used such 
method for its taxable year in which 
the distribution or transfer occurred 
shall be treated by the acquiring cor-
poration as having the same acquisi-
tion dates and costs as the distributor 
or transferor corporations. However, 
where the acquiring corporation values 
its inventories at cost or market, 
whichever is lower, then the acquiring 
corporation shall treat the acquired in-
ventories as having been acquired at 
cost or market, whichever is lower. 

(4) Adjustments. Except as provided in 
paragraph (e)(1) of this section with re-
spect to any adjustments under section 
472(d), the adjustments necessary to re-
flect the change from the method of 
taking inventories previously used by 
any of the corporations involved (in-
cluding any adjustments required by 
section 481), shall be determined and 
computed in the same manner as if on 
the date of distribution or transfer, 
each of the several corporations that 
were not using the method of taking 
inventories used by the acquiring cor-
poration for its taxable year including 
the date of distribution or transfer had 
initiated a change in the method of 
taking inventories. However, such ad-
justments (as an item of income or de-
duction, as the case may be) shall be 
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taken into account solely by the ac-
quiring corporation in computing its 
taxable income. 

(f) Basis of inventories received. The 
basis of inventories received by the ac-
quiring corporation from a distributor 
or transferor corporation shall be de-
termined in accordance with section 
334(b)(1) or 362(b), and the regulations 
thereunder. See also section 1013, and 
the regulations thereunder. 

(g) Additional rules applicable to dis-
tributions or transfers before January 15, 
1975—(1) Statute of limitations bars as-
sessment or refund. If the date of dis-
tribution or transfer was before Janu-
ary 15, 1975, and if the assessment of 
any deficiency or the refund or credit 
of any overpayment for the taxable 
year of the acquiring corporation 
which includes the date of distribution 
or transfer or any subsequent taxable 
year is prevented by the operation of 
any law or rule of law, then this sec-
tion does not authorize the Commis-
sioner or the acquiring corporation to 
change any method or methods of com-
puting inventories in any taxable year 
of the acquiring corporation. However, 
the Commissioner or the acquiring cor-
poration may change such method or 
methods of computing inventories 
under the provisions of section 446, 471, 
or 472 and the regulations thereunder. 

(2) Statute of limitations does not bar 
assessment and refund. Except as pro-
vided in subparagraph (1) of this para-
graph— 

(i) If the date of distribution or 
transfer was before January 15, 1975, 
and the acquiring corporation has, for 
the taxable year which includes the 
date of distribution or transfer: 

(a) Adopted or continued a method or 
methods of taking inventories con-
sistent with the rules of this section, 

(b) Been granted permission by the 
Commissioner, in accordance with sec-
tion 446, 471, or 472 and the regulations 
thereunder, to use a method or meth-
ods of taking inventories, or 

(c) Adopted a method or methods of 
taking inventories that, under section 
446, 471, or 472 and the regulations 
thereunder may be adopted without the 
consent of the Commissioner, 
then the method or methods of taking 
inventories adopted or continued in the 
manner described in (a), (b), or (c) of 

this subdivision, shall not be changed, 
by reason of the rules contained in this 
section, by the Commissioner or by the 
acquiring corporation for any taxable 
year ending after the date of distribu-
tion or transfer. However, the Commis-
sioner or the acquiring corporation 
may change such method or methods of 
taking inventories for any such taxable 
year under the provisions of, and to the 
extent permitted by, section 446, 471, or 
472 and the regulations thereunder. 

(ii) If the date of distribution or 
transfer was before January 15, 1975, 
and the acquiring corporation has, for 
the taxable year which includes the 
date of distribution or transfer, adopt-
ed or continued a method or methods 
of taking inventories other than in the 
manner described in (a), (b), or (c) of 
subdivision (i) of this subparagraph, 
then the acquiring corporation may— 

(a) Continue to use the method or 
methods of taking inventories so 
adopted or continued if such method or 
methods clearly reflect income and if 
proper adjustments were made to re-
flect the adoption of such method or 
methods, or 

(b) Adopt the method or methods of 
taking inventories prescribed by this 
section. 

Such method or methods of taking in-
ventories shall be adopted by filing an 
amended return (which includes the 
proper adjustments required by this 
section) for the taxable year of the ac-
quiring corporation which includes the 
date of distribution or transfer, and by 
filing amended returns for all subse-
quent taxable years of the acquiring 
corporation for which returns have pre-
viously been filed. Such amended re-
turn or returns shall be accompanied 
by a copy of the statement described in 
paragraph (b)(3) of § 1.381(b)–1, and by a 
statement specifying the nature of the 
transaction which causes section 381 to 
apply; the difference in methods of tak-
ing inventories used by the corporation 
concerned; the method or methods of 
taking inventories originally adopted 
by the acquiring corporation; the 
method or methods of taking inven-
tories adopted on the amended return 
or returns; and the computation of the 
amount of the adjustments and the re-
sulting increase or decrease in tax. 
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(h) Effective date. This section is ap-
plicable with respect to taxable years 
beginning after January 15, 1975. How-
ever, if a taxpayer wishes to rely on 
the rules stated in this section for tax-
able years beginning before January 15, 
1975 it may do so, subject to the provi-
sions of paragraph (g) of this section. 

(Sec. 381(c)(5) and 7805 of the Internal Rev-
enue Code of 1954 (68A Stat. 917; 26 U.S.C. 
381(c)(5) and 7805)) 

[T.D. 7344, 40 FR 2684, Jan. 15, 1975] 

§ 1.381(c)(6)–1 Depreciation method. 
(a) Carryover requirement—(1) Distribu-

tions in taxable years ending before July 
25, 1969. (i) Section 381(c)(6) provides 
that if, in a transaction in a taxable 
year which ends before July 25, 1969, to 
which section 381(a) applies, an acquir-
ing corporation acquires depreciable 
property from a distributor or trans-
feror corporation which computes its 
allowance for the depreciation of the 
property under section 167(b)(2), (3), or 
(4), the acquiring corporation shall 
compute its depreciation allowance by 
the same method used by the dis-
tributor or transferor corporation with 
respect to such property. Thus, if the 
distributor or transferor corporation 
used the sum of the years-digits meth-
od under section 167(b)(3) with respect 
to an asset distributed or transferred 
to an acquiring corporation, the ac-
quiring corporation will be required to 
use the sum of the years-digits method 
with respect to such asset acquired. 
The computation of the depreciation 
allowance with respect to the property 
acquired shall be made under the provi-
sions of section 167 and the regulations 
thereunder. 

(ii) The rules provided in section 
381(c)(6) and subdivision (i) of this sub-
paragraph will apply only with respect 
to that part or all of the basis of the 
property in the hands of the acquiring 
corporation immediately after the date 
of distribution or transfer as does not 
exceed the basis of the property in the 
hands of the distributor or transferor 
corporation on the date of the distribu-
tion or transfer. For this purpose, the 
basis of the property in the hands of 
the distributor or transferor corpora-
tion shall be the adjusted basis pro-
vided in section 1011 for the purpose of 
determining gain on the sale or other 

disposition of such property. For provi-
sions defining the date of distribution 
or transfer see § 1.381(b)–1(b). 

(2) Distributions in taxable years ending 
after July 24, 1969. (i) Section 381(c)(6) 
provides that if, in a transaction in a 
taxable year ending after July 24, 1969, 
to which section 381(a) applies, an ac-
quiring corporation acquires depre-
ciable property from a distributor or 
transferor corporation which computes 
its allowances for the depreciation of 
the property under subsection (b), (j), 
or (k) of section 167, the acquiring cor-
poration shall compute its depreciation 
allowance by the same method used by 
the distributor or transferor corpora-
tion with respect to such property. 
Thus, if the distributor or transferor 
corporation used the straight line 
method under section 167(b)(1) with re-
spect to an asset distributed or trans-
ferred to an acquiring corporation, the 
acquiring corporation will be required 
to use the straight line method with 
respect to such asset. Similarly, if the 
distributor or transferor corporation 
elected to compute depreciation under 
section 167(k) with respect to property 
attributable to rehabilitation expendi-
tures, and such property is transferred 
to an acquiring corporation, the ac-
quiring corporation will be required to 
compute depreciation under section 
167(k) with respect to the property ac-
quired. The computation of the depre-
ciation allowance with respect to the 
property acquired shall be made under 
the provisions of section 167 and the 
regulations thereunder. 

(ii) The rules provided in section 
381(c)(6) and subdivision (i) of this sub-
paragraph shall apply only with re-
spect to that part or all of the basis of 
the property in the hands of the acquir-
ing corporation immediately after the 
date of distribution or transfer as does 
not exceed the basis of the property in 
the hands of the distributor or trans-
feror corporation on the date of the 
distribution or transfer. For this pur-
pose, the basis of the property in the 
hands of the distributor or transferor 
corporation shall be the adjusted basis 
provided in section 1011 for the purpose 
of determining gain on the sale or 
other disposition of such property. For 
provisions defining the date of distribu-
tion or transfer see § 1.38(b)–1(b). 
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(b) Portion in excess of distributor or 
transferor corporation’s basis—(1) General 
rule. With respect to that part of the 
basis of the depreciable property (other 
than certain section 1250 property de-
scribed in subparagraph (2) of this 
paragraph) which in the hands of the 
acquiring corporation exceeds the ad-
justed basis to the distributor or trans-
feror corporation, the acquiring cor-
poration may use any reasonable meth-
od of computing depreciation, other 
than the methods provided in section 
167(b)(2), (3), or (4). See paragraph (b) of 
§ 1.167(b)–0 for methods which are ac-
ceptable under section 167(a) with re-
spect to such property. See also sec-
tions 334(b)(1) and 362(b) for the deter-
mination of basis of property in the 
hands of the acquiring corporation in 
connection with a transaction to which 
section 381(a) applies. 

(2) Section 1250 property. With respect 
to that part of the basis of section 1250 
property acquired after July 24, 1969, 
which in the hands of the acquiring 
corporation exceeds the adjusted basis 
to the distributor or transferor cor-
poration, the acquiring corporation 
shall be subject to the limitations con-
tained in section 167(j)(4) (relating to 
used section 1250 property) or 167(j)(5) 
(relating to used residential rental 
property). Thus, for example, if section 
1250 property which is not residential 
rental property is acquired in a section 
381(a) transaction after July 24, 1969, 
the straight line method of deprecia-
tion (or other method allowable under 
section 167(j)(4)(B)) is the only accept-
able method with respect to that por-
tion of the basis of the property which, 
in the hands of the acquiring corpora-
tion, exceeds the adjusted basis to the 
transferor or distributor corporation. 

(c) Records required. Records shall be 
maintained in sufficient detail to iden-
tify any depreciable property to which 
this section applies, and to establish 
the basis thereof. 

(d) Agreement under section 167(d). To 
the extent not inconsistent with para-
graph (b) of this section, an acquiring 
corporation shall be treated as the dis-
tributor or transferor corporation in 
the case of an agreement between the 
distributor or transferor corporation 
and the district director under section 
167(d) and § 1.167(d)–1 with respect to 

property to which section 381(c)(6) and 
this section apply. Thus, in the case 
where the basis of an asset in the hands 
of an acquiring corporation exceeds the 
basis of such asset in the hands of the 
distributor or the transferor corpora-
tion, such an agreement will not have 
the effect of permitting the acquiring 
corporation to compute its deprecia-
tion allowance with respect to such ex-
cess basis under the methods provided 
in section 167(b)(2), (3), or (4). However, 
the provisions of the agreement will 
continue to apply with respect to the 
useful life of the asset. 

(e) Change of method of depreciation. 
Although the acquiring corporation is 
required to use the method of com-
puting depreciation used by the dis-
tributor or transferor with respect to 
depreciable property to which this sec-
tion applies, such acquiring corpora-
tion may use another method with re-
spect to such property if consent of the 
Commissioner is obtained in accord-
ance with paragraph (e) of § 1.446–1. 
Further, subject to the provisions of 
paragraph (b) of § 1.167(e)–1 the acquir-
ing corporation may change from the 
declining balance method described in 
section 167(b)(2) to the straight line 
method without consent of the Com-
missioner. 

(f) Successive transactions to which sec-
tion 381(a) applies. The provisions of 
this section shall apply in the case of 
successive transactions to which sec-
tion 381(a) applies. Thus, for example, 
if X Corporation, a transferor corpora-
tion, used the sum of the years-digits 
method under section 167(b)(3) with re-
spect to an asset transferred to Y Cor-
poration, an acquiring corporation, in 
a transaction to which section 381(a) 
applies, and subsequently Y Corpora-
tion, using the same method, transfers 
such asset to Z Corporation in a trans-
action to which section 381(a) also ap-
plies, then Z Corporation shall be re-
quired to use the sum of the years-dig-
its method with respect to such asset. 

(g) Illustration. The application of 
this section may be illustrated by the 
following example: 

Example. M and N Corporations compute 
their taxable incomes on the basis of the cal-
endar year. On December 31, 1959, M Corpora-
tion transfers all of its assets to N Corpora-
tion in a transaction to which section 381(a) 
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applies. Included among these assets is an 
item of depreciable property which on that 
date has an adjusted basis (for determining 
gain) of $800,000 after M Corporation takes 
into account for 1959 its allowance for depre-
ciation under section 167(b)(2). The basis at-
tributable to the asset under section 362(b) is 
determined to be $900,000 in the hands of N 
Corporation. Under the provisions of section 
381(c)(6) and paragraph (a) of this section, N 
Corporation is required to compute its allow-
ance for the depreciation of the asset under 
section 167(b)(2) for 1960 and subsequent 
years but only in respect of $800,000 of its 
basis. N Corporation may use any reasonable 
method other than the methods provided in 
section 167(b)(2), (3), or (4) in computing its 
depreciation allowance of the remaining 
$100,000. 

[T.D. 6559, 26 FR 2983, Apr. 7, 1961, as amend-
ed by T.D. 7166, 37 FR 5246, Mar. 11, 1972; 37 
FR 6400, Mar. 29, 1972] 

§ 1.381(c)(8)–1 Installment method. 
(a) Carryover requirement. (1) Section 

381(c)(8) provides that if, in a trans-
action to which section 381(a) applies, 
an acquiring corporation acquires in-
stallment obligations, the income from 
which the distributor or transferor cor-
poration has elected under section 453 
and the regulations thereunder to re-
port on the installment method, then 
the acquiring corporation shall be 
treated as the distributor or transferor 
corporation would have been treated 
under section 453 had it not transferred 
the installment obligations. Thus, if 
the distributor or transferor corpora-
tion had properly elected to return in-
come from the sale or other disposition 
of property giving rise to the obliga-
tions on the installment method, then 
the acquiring corporation shall be re-
quired to return the income from all 
such installment obligations in the 
same manner and to the same extent as 
the distributor or transferor corpora-
tion, unless consent of the Commis-
sioner to use another method is ob-
tained in accordance with paragraph 
(e) of § 1.446–1. Amounts received by the 
acquiring corporation on or after the 
date of distribution or transfer with re-
spect to an installment sale made by 
the distributor or transferor corpora-
tion will not be taken into account in 
applying the limitation under section 
453(b)(2) with respect to the amount of 
payments received in the year of sale 
or other disposition. 

(2) Section 381(c)(8) and this section 
have no application to sales or other 
dispositions of property made by the 
acquiring corporation on or after the 
date of distribution or transfer. For 
provisions defining the date of distribu-
tion or transfer, see § 1.381(b)–1(b). See 
section 381(c)(4) and the regulations 
thereunder for rules relating to the 
proper method or combination of meth-
ods of accounting to be used by the ac-
quiring corporation. 

(b) Basis of obligations. The basis in 
the hands of an acquiring corporation 
of installment obligations described in 
section 381(c)(8) and paragraph (a) of 
this section shall be the same as in the 
hands of the distributor or transferor 
corporation. 

(c) Repossession of property sold in 
prior years. If the acquiring corporation 
repossesses property, previously sold 
by the distributor or transferor cor-
poration, by reason of default by the 
purchaser in payment of the acquired 
installment obligations, then the ac-
quiring corporation shall be treated as 
though it were the vendor corporation 
for purposes of determining, under sec-
tion 453 and the regulations there-
under, the gain, loss, income, or deduc-
tion with respect to the property repos-
sessed. 

[T.D. 6559, 26 FR 2983, Apr. 7, 1961] 

§ 1.381(c)(9)–1 Amortization of bond 
discount or premium. 

(a) Carryover requirement. If, in a 
transaction to which section 381(a) ap-
plies, the acquiring corporation as-
sumes liability for the payment of 
bonds of a distributor or transferor cor-
poration which were issued at a dis-
count or premium, then under the pro-
visions of section 381(c)(9) the acquir-
ing corporation is to be treated as the 
distributor or transferor corporation 
after the date of distribution or trans-
fer for purposes of determining the 
amount of amortization allowable, or 
includible, with respect to such dis-
count or premium in computing tax-
able income. Thus, if subsequent to 
February 28, 1913, a distributor or 
transferor corporation issues bonds at 
a premium and the liability for them is 
assumed by the acquiring corporation 
in a transaction to which section 381(a) 
applies, then the net amount of the 
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premium is income which should be 
prorated or amortized over the life of 
the bonds, including the period during 
which the acquiring corporation is lia-
ble upon the obligations assumed. On 
the other hand, if a distributor or 
transferor corporation issues bonds at 
a discount and the liability for them is 
assumed by the acquiring corporation 
in a transaction to which section 381(a) 
applies, then the net amount of the dis-
count is deductible in computing tax-
able income but should be prorated or 
amortized over the life of the bonds, in-
cluding the period during which the ac-
quiring corporation is liable upon the 
obligations assumed. 

(b) Expense incurred upon issuance of 
bonds. If, in a transaction to which sec-
tion 381(a) applies, the acquiring cor-
poration assumes liability for bonds of 
a distributor or transferor corporation 
which were issued at a discount or pre-
mium, the acquiring corporation shall 
be treated as the distributor or trans-
feror corporation after the date of dis-
tribution or transfer with respect to 
the expense incurred upon the issuance 
of such bonds. 

(c) Purchase of bonds. If, in a trans-
action to which section 381(a) applies, 
the acquiring corporation assumes li-
ability for bonds of a distributor or 
transferor corporation which were 
issued at a discount or premium and if 
the acquiring corporation subsequently 
purchases such bonds, then the acquir-
ing corporation shall be treated as the 
distributor or transferor corporation 
for the purpose of determining the 
amount of any income or deduction re-
sulting from the purchase. See para-
graph (c) of § 1.61–12. For rules relating 
to the exchange or substitution of 
bonds issued by the acquiring corpora-
tion for bonds of a distributor or trans-
feror corporation, see paragraph (d) of 
this section. 

(d) Exchange of new for old bonds. Not-
withstanding any other provision of 
this section, if— 

(1) In a transaction to which section 
381(a) applies, bonds of the acquiring 
corporation are exchanged or sub-
stituted for bonds of a distributor or 
transferor corporation which were 
issued at a discount or premium, or 

(2) Bonds of the acquiring corpora-
tion are exchanged or substituted for 

bonds of a distributor or transferor cor-
poration which were issued at a dis-
count or premium and in respect of 
which the acquiring corporation has 
assumed the liability in a transaction 
to which section 381(a) applies, 
then, with respect to any unamortized 
discount, premium, or expense of 
issuance attributable to such bonds of 
the distributor or transferor corpora-
tion, the acquiring corporation shall be 
treated as the distributor or transferor 
corporation. 

(e) Bonds of a distributor or transferor 
corporation. For purposes of applying 
section 381(c)(9), the term bonds of a 
distributor or transferor corporation in-
cludes not only bonds issued by the dis-
tributor or transferor corporation but 
also bonds for which the distributor or 
transferor corporation has assumed li-
ability. Thus, if the distributor or 
transferor corporation has assumed li-
ability for bonds in a transaction in 
which any unamortized discount or 
premium attributable to such bonds 
carried over to such corporation, then 
the acquiring corporation assuming li-
ability for the bonds shall be treated as 
the distributor or transferor corpora-
tion after the date of distribution or 
transfer for purposes of determining 
the amount of amortization allowable, 
or includible, with respect to such dis-
count or premium. On the other hand, 
if the distributor or transferor corpora-
tion has assumed liability for bonds in 
a transaction in which any 
unamortized discount or premium at-
tributable to such bonds did not carry 
over to such corporation, then there 
can be no carryover to the acquiring 
corporation under this section. 

[T.D. 6532, 26 FR 405, Jan. 19, 1961] 

§ 1.381(c)(10)–1 Deferred exploration 
and development expenditures. 

(a) Carryover requirement. (1) If for 
any taxable year a distributor or trans-
feror corporation has elected under sec-
tion 615 or section 616 (or cor-
responding provisions of prior law) to 
defer and deduct on a ratable basis any 
exploration or development expendi-
tures made in connection with any ore, 
mineral, mine, or other natural deposit 
transferred to the acquiring corpora-
tion in a transaction described in sec-
tion 381(a), then under the provisions of 
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section 381(c)(10) the acquiring corpora-
tion shall be entitled to deduct such 
expenditures on a ratable basis in the 
same manner, and to the same extent, 
as they would have been deductible by 
the distributor or transferor corpora-
tion in the absence of the distribution 
or transfer. For this purpose, the ac-
quiring corporation shall be treated as 
though it were the distributor or trans-
feror corporation. The principles set 
forth in paragraph (e) of § 1.615–3 and 
paragraph (f) of § 1.616–2 are applicable 
in computing the amount of the deduc-
tion allowable to the acquiring cor-
poration in respect of expenditures de-
ferred by a distributor or transferor 
corporation. 

Example. X and Y Corporations are both or-
ganized on January 1, 1955, and both corpora-
tions compute their taxable income on the 
basis of the calendar year. During 1955, X 
Corporation purchases a mineral property 
which it begins to develop in 1956. During 
1956, X Corporation incurs development ex-
penditures of $500,000 in respect of such prop-
erty which it elects to defer under section 
616(b). On December 31, 1956, Y Corporation 
acquires all of the assets of X Corporation in 
a reorganization to which section 381(a) ap-
plies, no gain being recognized to X Corpora-
tion on the transfer. In 1957, Y Corporation 
sells 150,000 units of produced ore benefited 
by the development expenditures incurred 
and deferred by X Corporation, and the num-
ber of units remaining as of the end of 1957, 
plus the number of units sold during that 
year, is estimated to be 1,000,000. In addition 
to its deduction for depletion, Y Corporation 
is, in 1957, entitled to a deduction under sec-
tions 616(b) and 381(c)(10) of $75,000 of the de-
velopment expenditures previously deferred 
by X Corporation, that is, $500,000 × 150,000/ 
1,000,000. 

(2) If a distributor or transferor cor-
poration has elected under section 615 
or section 616 (or corresponding provi-
sions of prior law) to defer exploration 
or development expenditures in respect 
of a mine or other natural deposit 
which it subsequently disposes of ex-
cept for a retained economic interest 
therein, such as the right to royalty in-
come or in-ore payments, and such re-
tained economic interest is transferred 
to the acquiring corporation in a trans-
action to which section 381(a) applies, 
then the acquiring corporation shall be 
entitled to deduct such deferred ex-
penditures attributable to the eco-
nomic interest retained on a ratable 

basis to the same extent they would 
have been deductible by the distributor 
or transferor corporation in the ab-
sence of the distribution or transfer. 
See paragraph (c) of § 1.615–3 and para-
graph (c) of § 1.616–2. 

(3) For purposes of this section, the 
terms exploration expenditures and de-
velopment expenditures shall have the 
same meaning as that ascribed to them 
in the regulations under sections 615 
and 616 of the Internal Revenue Code of 
1954, or under sections 23(cc) and 23(ff) 
of the Internal Revenue Code of 1939, 
whichever applies. See, for example, 
paragraph (a) of § 1.615–1 and paragraph 
(a) of § 1.616–1. 

(b) Effect and identification of election 
previously made. (1) The election made 
by a distributor or transferor corpora-
tion under the provisions of section 615 
or section 616 (or corresponding provi-
sions of prior law) to defer exploration 
or development expenditures in respect 
of any taxable year may not be revoked 
by the acquiring corporation for any 
reason whatsoever. 

(2) When filing its return for the first 
taxable year for which it deducts explo-
ration or development expenditures 
which were deferred under section 615 
or section 616 (or corresponding provi-
sions of prior law) by a distributor or 
transferor corporation, the acquiring 
corporation shall attach thereto a 
statement properly identifying the tax-
able year for which the election to 
defer was made by the distributor or 
transferor corporation, the name of the 
corporation which made the election, 
and the district director with whom 
the election was filed. 

(3) It is unnecessary for an acquiring 
corporation to renew an election to 
defer exploration or development ex-
penditures which was made by a dis-
tributor or transferor corporation. 

(c) Successive transactions to which sec-
tion 381(a) applies. If, by virtue of sec-
tion 381(c)(10), the acquiring corpora-
tion is entitled to deduct exploration 
or development expenditures deferred 
by a distributor or transferor corpora-
tion, then such acquiring corporation 
shall be deemed to have made the elec-
tion to defer such expenditures for pur-
poses of applying section 381(c)(10) to 
any subsequent transaction in which 
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such acquiring corporation is a dis-
tributor or transferor corporation. 

(d) Carryover of limitation require-
ments. (1) If a distributor or transferor 
corporation transfers any mineral 
property to the acquiring corporation 
in a transaction described in section 
381(a) and the acquiring corporation 
pays or incurs exploration expenditures 
in a taxable year ending after the date 
of the distribution or transfer, then in 
applying the 4-year or $400,000 limita-
tions described in section 615(c) and 
paragraphs (a) and (b) of § 1.615–4, 
whichever is applicable, the acquiring 
corporation shall be deemed to have 
been allowed any deduction which, for 
any taxable year ending on or before 
the date of distribution or transfer, 
was allowed to the distributor or trans-
feror corporation under section 615(a), 
or under section 23(ff)(1) of the Internal 
Revenue Code of 1939, or to have made 
any election which, for any such pre-
ceding year, was made by the dis-
tributor or transferor corporation 
under section 615(b), or under section 
23(ff)(2) of the Internal Revenue Code of 
1939. Thus, in such instance, the acquir-
ing corporation shall take into account 
the years in which the distributor or 
transferor corporation exercised the 
election to deduct or defer exploration 
expenditures and any amounts so de-
ducted or deferred. For this purpose, it 
is immaterial whether the deduction 
has been allowed to, or the election has 
been made by, the distributor or trans-
feror corporation with respect to the 
specific mineral property transferred 
by that corporation to the acquiring 
corporation. 

(2) Generally, for purposes of apply-
ing the 4-year limitation described in 
paragraph (a) of § 1.615–4, if there are 
two or more distributor or transferor 
corporations that transfer any mineral 
property to the acquiring corporation, 
each taxable year of any such corpora-
tion ending on or before the date of dis-
tribution or transfer in which explo-
ration expenditures were deducted or 
deferred shall be treated as a separate 
taxable year regardless of the fact that 
the taxable years of two or more such 
corporations normally end on the same 
date. However, if the date of distribu-
tion or transfer is the same with re-
spect to more than one distributor or 

transferor corporation, then the tax-
able years of such corporations ending 
on the same date of distribution or 
transfer shall be considered as one tax-
able year for purposes of applying the 
4-year limitation even though more 
than one such corporation deducted or 
deferred exploration expenditures for 
such taxable years. 

(3) For purposes of applying the 
$400,000 limitation described in para-
graph (b) of § 1.615–4, if there are two or 
more distributor or transferor corpora-
tions that transfer any mineral prop-
erty to the acquiring corporation, any 
exploration expenditures which were 
deducted or treated as deferred ex-
penses by such corporations for taxable 
years ending after December 31, 1950, 
shall be taken into account by the ac-
quiring corporation. 

(4) If a distributor or transferor cor-
poration that transfers any mineral 
property to the acquiring corporation 
was required to take into account any 
taxable years or amounts of its trans-
feror, as provided by paragraph (e) of 
§ 1.615–4, for purposes of either the 4- 
year limitation described in paragraph 
(a) of § 1.615–4 or the $400,000 limitation 
described in paragraph (b) of § 1.615–4, 
then the acquiring corporation shall 
also take these taxable years and 
amounts into account in applying the 
same limitations. 

(5) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. M and N Corporations were or-
ganized on January 1, 1956, and each corpora-
tion computes its taxable income on the 
basis of the calendar year. For each of its 
taxable years 1956 and 1957, M Corporation 
expended $60,000 for exploration expenditures 
and exercised the option to deduct such 
amounts under section 615(a). N Corporation 
made no exploration expenditures during its 
taxable years 1956 and 1957. On December 31, 
1957, M Corporation transferred all of its as-
sets to N Corporation in a transaction to 
which section 381(a) applies, no gain being 
recognized to the transferor corporation on 
the transfer. N Corporation made explo-
ration expenditures of $100,000, $120,000, 
$110,000, and $100,000 for the years 1958, 1959, 
1960, and 1961, respectively, which expendi-
tures it desired to deduct under section 
615(a) to the extent allowable. On the basis of 
these facts, N Corporation may deduct up to 
$100,000 for each of the years 1958 and 1959. No 
deduction or deferral is allowable for 1960 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00518 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



509 

Internal Revenue Service, Treasury § 1.381(c)(10)–1 

since the benefits of section 615(c) were pre-
viously availed of for 4 taxable years. How-
ever, N Corporation may deduct $80,000 for 
1961 (the 4-year limitation not applying to 
such year) but, if such deduction is made, N 
Corporation will not be allowed any further 
deductions or deferrals since the $400,000 lim-
itation of paragraph (b) of § 1.615–4 will have 
been reached. 

Example 2. R and S Corporations were orga-
nized on January 1, 1955, and each corpora-
tion computes its income on the basis of the 
calendar year. For the 1955 taxable year nei-
ther corporation made any exploration ex-
penditures under section 615(a). On June 30, 
1956, R Corporation transferred all its assets 
to S Corporation in a transaction to which 
section 381(a) applies, no gain being recog-
nized to the transferor corporation on the 
transfer. During its short taxable year end-
ing June 30, 1956, R Corporation made explo-
ration expenditures of $60,000 which it elect-
ed to deduct under section 615. For its tax-
able year ending December 31, 1956, S Cor-
poration may deduct or defer exploration ex-
penditures up to $100,000 since this is a sepa-
rate election for purposes of utilizing section 
615 and is not affected by the $60,000 pre-
viously deducted by R Corporation. Assum-
ing S Corporation exercises an election 
under section 615 for its taxable year ending 
December 31, 1956, S Corporation may elect 
to apply the benefits of section 615 to explo-
ration expenditures for two more taxable 
years. However, for taxable years beginning 
after July 6, 1960 (the 4-year limitation not 
applying), S Corporation is entitled under 
section 615 to deduct or defer exploration ex-
penditures made in such years to the extent 
that the combined deductions and deferrals 
by R and S Corporations in prior years did 
not exceed $400,000. 

Example 3. O and P Corporations were orga-
nized on January 1, 1955, and each corpora-
tion computes its taxable income on the 
basis of the calendar year. For their taxable 
years 1955, 1956, and 1957, each corporation 
deducted exploration expenditures made in 
such years under section 615(a). On June 30, 
1958, O Corporation transferred all its assets 
to P Corporation in a transaction to which 
section 381(a) applies, no gain being recog-
nized to the transferor corporation on the 
transfer. If, during its short taxable year 
ending June 30, 1958, O Corporation made ad-
ditional exploration expenditures, it may de-
duct or defer such expenditures (up to 
$100,000) under section 615 since O Corpora-
tion has utilized section 615 in only three 
previous taxable years. For its taxable years 
ending after June 30, 1958, and beginning be-
fore July 7, 1960, P Corporation may not de-
duct or defer exploration expenditures under 
section 615, since the benefits of that section 
were utilized by O and P Corporations for 4 
taxable years. However, for taxable years be-
ginning after July 6, 1960 (the 4-year limita-

tion not applying), P is entitled under sec-
tion 615 to deduct or defer exploration ex-
penditures made in such years to the extent 
that the combined deductions and deferrals 
by O and P Corporations in prior years do 
not exceed $400,000. See paragraph (b) of 
§ 1.615–4. 

Example 4. X, Y, and Z Corporations were 
organized on January 1, 1955, and each cor-
poration computes its taxable income on the 
basis of the calendar year. For their taxable 
years ending December 31, 1955, X and Y Cor-
porations each deferred $100,000 for explo-
ration expenditures made in such taxable 
years under section 615(b). Z Corporation 
made no exploration expenditures during its 
taxable year ending December 31, 1955. On 
March 31, 1956, X and Y Corporations trans-
ferred all their assets to Z Corporation in a 
transaction to which section 381(a) applies, 
no gain being recognized to the transferor 
corporations on the transfer. X and Y Cor-
porations each made exploration expendi-
tures of $75,000 during their short taxable 
years ending March 31, 1956, which they de-
ducted under section 615(a). For purposes of 
taxable years beginning before July 7, 1960, Z 
Corporation must take into account the tax-
able years in which X and Y Corporations de-
ducted or deferred exploration expenditures. 
In so doing, each taxable year in which ex-
ploration expenditures were deducted or de-
ferred must be taken into account except 
that the taxable years of X and Y Corpora-
tions ending on March 31, 1956, shall be con-
sidered as one taxable year. Therefore, Z 
Corporation may deduct or defer exploration 
expenditures in accordance with section 615 
for any one taxable year ending after March 
31, 1956, and beginning before July 7, 1960. 
However, for taxable years beginning after 
July 6, 1960 (the 4-year limitation not apply-
ing), Z Corporation must take into account 
for purposes of the $400,000 limitation all of 
the $350,000 of exploration expenditures de-
ducted or deferred by X, Y, and Z Corpora-
tions during taxable years ending after De-
cember 31, 1950. Therefore, Z Corporation, as-
suming it has not deducted or deferred any 
exploration expenditures, is entitled under 
section 615 to deduct or defer in taxable 
years beginning after July 6, 1960, up to 
$50,000 for exploration expenditures made in 
such years. 

Example 5. For purposes of this example, 
assumethat each taxpayer computes taxable 
income on the basis of the calendar year. 
Taxpayer A, an individual who has deducted 
exploration expenditures of $75,000 under sec-
tion 23(ff) of the Internal Revenue Code of 
1939 for each of his taxable years 1952 and 
1953, transferred a mineral property to K 
Corporation on January 1, 1954, in a trans-
action in which the basis of the mineral 
property in the hands of K Corporation is de-
termined under section 362(a). For its tax-
able year 1954 and pursuant to section 615(a)., 
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K Corporation deducted exploration expendi-
tures of $100,000 which it made in such year. 
K Corporation had made no exploration ex-
penditures in any preceding taxable year. On 
December 31, 1954, K Corporation transferred 
all its assets to L Corporation in a reorga-
nization to which section 381(a) applies, no 
gain being recognized to the transferor cor-
poration on the transfer. Assuming that L 
Corporation has not deducted or deferred ex-
ploration expenditures in any preceding tax-
able year, L Corporation may deduct or defer 
exploration expenditures (up to $100,000) in 
accordance with section 615 for any one tax-
able year ending after December 31, 1954, and 
beginning before July 7, 1960, in view of the 
4-year limitation. However, if L Corporation 
does not deduct or defer exploration expendi-
tures in that period, then for taxable years 
beginning after July 6, 1960 (the 4-year limi-
tation not applying), L Corporation is enti-
tled to deduct or defer up to $150,000 (but not 
to exceed $100,000 per year) for exploration 
expenditures made in such years. See para-
graph (b) of § 1.615–4. 

[T.D. 6552, 26 FR 1988, Mar. 8, 1961, as amend-
ed by T.D. 6685, 28 FR 11406, Oct. 24, 1963] 

§ 1.381(c)(11)–1 Contributions to pen-
sion plan, employees’ annuity plans, 
and stock bonus and profit-sharing 
plans. 

(a) Carryover requirement. Section 
381(c)(11) provides that, for purposes of 
determining amounts deductible under 
section 404 for any taxable year, the ac-
quiring corporation shall be considered 
after the date of distribution or trans-
fer to be the distributor or transferor 
corporation in respect of any pension, 
annuity, stock bonus, or profit-sharing 
plan. 

(b) Nature of carryover. (1) Primarily, 
section 381(c)(11) and this section apply 
to the amount of any unused deduc-
tions or excess contributions 
carryovers which, in the absence of the 
transaction causing section 381 to 
apply, would have been available to the 
distributor or transferor corporation 
under section 404. Thus, for example, 
this section applies to unused deduc-
tions under a profit-sharing or stock 
bonus trust which, in accordance with 
the second sentence of section 
404(a)(3)(A) and § 1.404(a)–9, would have 
been available in succeeding taxable 
years to the transferor corporation if 
the transfer of assets to the acquiring 
corporation had not occurred. 

(2) Section 381(c)(11) also permits or 
requires the acquiring corporation to 

be treated as though it were the dis-
tributor or transferor corporation for 
the purpose of satisfying any condi-
tions which would have been required 
of the distributor or transferor cor-
poration in the absence of the distribu-
tion or transfer, so that it may be de-
termined whether the distributor or 
transferor corporation, or the acquir-
ing corporation, is entitled to take a 
deduction under section 404 in respect 
of a trust or plan established by the 
distributor or transferor corporation. 
Thus, for example, in a case when the 
taxable year of the transferor corpora-
tion ends on the date of transfer pursu-
ant to section 381(b)(1), that corpora-
tion is entitled, pursuant to the provi-
sions of section 404(a)(6) and paragraph 
(c) of § 1.404(a)–1, to a deduction in such 
taxable year for a payment to a quali-
fied trust of that corporation made by 
the acquiring corporation after the 
close of such taxable year but within 
the time specified in section 404(a)(6). 
In further illustration, if the transferor 
corporation were to establish a quali-
fied plan, and if the plan were main-
tained as a qualified plan by the ac-
quiring corporation, then any contribu-
tions paid under the plan by the ac-
quiring corporation (other than those 
which are deductible by the transferor 
corporation by reason of section 
404(a)(6)) would be deductible under 
section 404 by the acquiring corpora-
tion even though the plan were exclu-
sively for the benefit of former employ-
ees of the transferor corporation. Also, 
for example, if the transferor corpora-
tion were to adopt an annuity plan dur-
ing its taxable year ending on the date 
of transfer, the acquiring corporation 
would be entitled, subject to the provi-
sions of section 401(b) and § 1.401–5, to 
amend the plan so as to make it retro-
actively satisfy the requirements of 
section 401(a)(3), (4), (5), and (6) for the 
period beginning with the date on 
which the plan was put into effect. 

(c) Taxable year of deduction. The first 
taxable year of the acquiring corpora-
tion in which any amount shall be al-
lowed as a deduction to that corpora-
tion by reason of section 381(c)(11) and 
this section shall be its first taxable 
year ending after the date of distribu-
tion or transfer. 
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(d) Requirements for deductions. (1) In 
order for any amount paid by the ac-
quiring corporation (other than 
amounts deductible under section 
404(a)(5)) to be deductible by the ac-
quiring corporation by reason of this 
section in respect of a trust or 
nontrusteed annuity plan which is es-
tablished by a distributor or transferor 
corporation and maintained by the ac-
quiring corporation, the contributions 
must be paid (or deemed to have been 
paid under section 404(a)(6)) by the ac-
quiring corporation in a taxable year of 
that corporation which ends with or 
within a year of the trust for which it 
is exempt under section 501(a), or, in 
the case of a nontrusteed annuity plan, 
for which it meets the requirements of 
section 404(a)(2). See, however, section 
404(a)(4) and § 1.404(a)–11 for rules relat-
ing to deductions for contributions to 
foreign-situs trusts. The trust or plan 
which is established by the distributor 
or transferor corporation and main-
tained by the acquiring corporation 
may separately satisfy the require-
ments of section 401(a) or section 
404(a)(2) or may, together with other 
trusts or plans of the acquiring cor-
poration, constitute a single plan 
which qualifies under section 401(a) or 
meets the requirements of section 
404(a)(2). 

(2) Excess contributions paid under a 
qualified trust or plan established by 
the transferor or distributor corpora-
tion may be carried over and, subject 
to the applicable limitations, deducted 
by the acquiring corporation in a tax-
able year ending after the date of dis-
tribution or transfer regardless of 
whether the trust is exempt, or the 
plan meets the requirements of section 
404(a)(2), during such taxable year. 
There are, however, special rules for 
computing the limitations on the 
amount of excess contributions which 
are deductible in a taxable year ending 
after the trust or plan has terminated 
(see § 1.404(a)–7, paragraph (e) of 
§ 1.404(a)–9, and paragraph (a) of 
§ 1.404(a)–13). For this purpose, the pen-
sion, annuity, stock bonus, or profit- 
sharing plan of the distributor or 
transferor corporation under which the 
excess contributions were made shall 
be considered continued (and not ter-
minated) by the acquiring corporation 

if, after the date of distribution or 
transfer, the acquiring corporation 
continues the plan as a separate and 
distinct plan of its own which con-
tinues to qualify under section 401(a), 
or to meet the requirements of section 
404(a)(2), or consolidates or replaces 
that plan with a comparable plan. See 
subparagraph (4) of this paragraph for 
rules relating to what constitutes a 
‘‘comparable’’ plan. 

(3) In order for any amount paid by 
the acquiring corporation to be deduct-
ible by the acquiring corporation as an 
unused deduction carried over from a 
qualified profit-sharing or stock bonus 
trust established by a distributor or 
transferor corporation, the acquiring 
corporation must continue such trust 
established by the distributor or trans-
feror corporation as a separate and dis-
tinct trust of its own which continues 
to qualify under section 401(a), or must 
consolidate or replace that trust with a 
comparable trust. In addition, the 
amount paid by the acquiring corpora-
tion will be deductible as an unused de-
duction carried over from the trans-
feror or distributor corporation only if 
it is paid into the profit-sharing or 
stock bonus trust established by the 
transferor or distributor corporation, 
or the comparable trust, in a taxable 
year of the acquiring corporation 
which ends with or within a year of 
such trust (or such comparable trust) 
for which it meets the requirements of 
section 401(a) and is exempt under sec-
tion 501(a). See subparagraph (4) of this 
paragraph for rules relating to what 
constitutes a ‘‘comparable’’ trust. 

(4) For purposes of subparagraphs (2) 
and (3) of this paragraph, a plan under 
which deductions are determined pur-
suant to paragraph (1) or (2) of section 
404(a) shall be considered comparable 
to another plan under which deduc-
tions are determined pursuant to ei-
ther of those paragraphs, and a plan 
under which deductions are determined 
pursuant to paragraph (3) of section 
404(a) shall be considered comparable 
to another plan under which deduc-
tions are determined pursuant to such 
paragraph (3). Thus, a profit-sharing 
plan (which qualifies under section 
401(a)) established by the transferor or 
distributor corporation shall, for pur-
poses of subparagraphs (2) and (3) of 
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this paragraph, be considered termi-
nated if, after the date of distribution 
or transfer, the acquiring corporation 
transfers the funds accumulated under 
the profit-sharing plan into a pension 
plan covering the same employees. In 
such a case, excess contributions paid 
under the profit-sharing plan by the 
distributor or transferor corporation 
may be carried over and deducted by 
the acquiring corporation in a taxable 
year ending after the date of distribu-
tion or transfer subject to the limita-
tions in section 404(a)(3)(A) computed 
in accordance with the rules in para-
graph (e)(2) of § 1.404(a)–9 for computing 
limitations when a profit-sharing plan 
has terminated. On the other hand, un-
used deductions attributable to the 
profit sharing plan may not be carried 
over and used by the acquiring corpora-
tion as a basis for deducting amounts 
contributed by it to the pension plan. 

(e) Effect of consolidation or replace-
ment of plan on prior contributions. If a 
pension, annuity, stock bonus, or prof-
it-sharing plan which was established 
by a distributor or transferor corpora-
tion is terminated after the date of dis-
tribution or transfer because of con-
solidation or replacement with a com-
parable plan of the acquiring corpora-
tion, then the contributions paid to or 
under its plan by the distributor or 
transferor corporation on or before the 
date of distribution or transfer shall 
not be disallowed under section 404 
merely because of the termination of 
the plan which was established by that 
corporation, provided that the termi-
nation does not cause the plan to fail 
to qualify under section 401(a). 

(f) Amounts deductible under section 
404. Section 381(c)(11) and this section 
apply only to amounts which are other-
wise deductible under section 404 and 
the regulations thereunder. See 
§§ 1.404(a)–1 through 1.404(d)–1. Thus, to 
be deductible by reason of this section, 
contributions paid by the acquiring 
corporation must be expenses which 
otherwise satisfy the conditions of sec-
tion 162 (relating to trade or business 
expenses). No deduction shall be al-
lowed by reason of section 381(c)(11) 
and this section for a contribution 
which is allowable under section 162 
but is not allowable under section 404. 
Thus, the acquiring corporation shall 

not be allowed a deduction by reason of 
this section in respect of a plan estab-
lished by a distributor or transferor 
corporation if the contribution would 
not otherwise be deductible under sec-
tion 404 by reason of section 404(c) and 
§ 1.404(c)–1. On the other hand, any un-
used deductions or excess contributions 
of a distributor or transferor corpora-
tion which are carried over from 1939 
Code years shall be deductible by the 
acquiring corporation if the require-
ments of this section, section 404(d), 
and § 1.404(d)–1 are satisfied. 

(g) Cost of past service credits. In com-
puting the cost of past service credits 
under a plan with respect to employees 
of the distributor or transferor cor-
poration, the acquiring corporation 
may include the cost of credits for peri-
ods during which the employees were 
in the service of the distributor or 
transferor corporation. 

(h) Separate carryovers required. The 
excess contributions which are avail-
able to a distributor or transferor cor-
poration under the provisions of sec-
tion 404(a)(1)(D) and section 404(a)(3)(A) 
at the close of the date of distribution 
or transfer and are carried over to the 
acquiring corporation under this sec-
tion shall be kept separate and distinct 
from each other and from any excess 
contributions which are available to 
the distributor or transferor corpora-
tion at that time under the provisions 
of section 404(a)(7) and are carried over 
to the acquiring corporation under this 
section. If there are excess contribu-
tions carried over to the acquiring cor-
poration from more than one trans-
feror or distributor corporation, the ex-
cess contributions of each transferor or 
distributor corporation shall be kept 
separate and distinct from those of the 
other transferor or distributor corpora-
tions and, with respect to each such 
transferor or distributor corporation, 
shall be kept separate and distinct as 
provided in the preceding sentence. 
See, however, paragraph (i) of this sec-
tion for rules for applying the provi-
sions of section 404(a)(3)(A) when the 
acquiring corporation maintains two or 
more profit-sharing or stock bonus 
trusts, one or more of which was estab-
lished by a distributor or transferor 
corporation. The requirements in this 
paragraph shall apply with respect to 
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any excess contributions which are car-
ried over to the acquiring corporation 
from a distributor or transferor cor-
poration under the provisions of sec-
tion 404(d) and this section. 

(i) Limitations applicable to profit-shar-
ing or stock bonus trusts. When contribu-
tions are paid by the acquiring cor-
poration after the date of distribution 
or transfer to two or more profit-shar-
ing or stock bonus trusts, and one or 
more of such trusts was established by 
a distributor or transferor corporation, 
such trusts shall be considered as a sin-
gle trust in applying the provisions of 
section 404(a)(3)(A) under this section. 
Accordingly, in determining its sec-
ondary limitation, and its excess con-
tributions carryover, under section 
404(a)(3)(A) and § 1.404(a)–9 in any tax-
able year ending after the date of dis-
tribution or transfer, the acquiring 
corporation shall take into accounts 
its primary limitations, and the deduc-
tions allowed or allowable to it, for all 
prior years under the limitations pro-
vided in those sections, and also the 
primary limitations of, and deductions 
allowed or allowable to, the distributor 
or transferor corporation or corpora-
tions for all prior years under the limi-
tations provided in those sections. 

(j) Successive carryovers. The provi-
sions of section 381(c)(11) and this sec-
tion shall apply to an acquiring cor-
poration which, in a distribution or 
transfer to which section 381(a) applies 
acquires the assets of a distributor or 
transferor corporation which has pre-
viously acquired the assets of another 
corporation in a transaction to which 
section 381(a) applies, even though, in 
computing an unused deductions or ex-
cess contributions carryover to the sec-
ond acquiring corporation, it is nec-
essary to take into account contribu-
tions paid by, and limitations applica-
ble to, the first distributor or trans-
feror corporation. 

(k) Information to be furnished by ac-
quiring corporation. The acquiring cor-
poration shall furnish such information 
with respect to a plan established by a 
distributor or transferor corporation as 
will, consistently with the principles of 
section 404, establish that the provi-
sions of such section and this section 
apply. For purposes of this section, the 
district director may require any other 

information that he considers nec-
essary to determine deductions allow-
able under section 404 and this section 
or qualification under section 401. Any 
unused deductions or excess contribu-
tions carried over from a distributor or 
transferor corporation pursuant to this 
section shall be properly identified 
with the corporation which would have 
been permitted to use those deductions 
or contributions in the absence of the 
transaction causing section 381 to 
apply. 

(l) Illustration. The application of this 
section may be illustrated by the fol-
lowing example: 

Example. In 1955, X Corporation, which 
makes its return on the basis of the calendar 
year, paid $400,000 to completely fund past 
service credits under a qualified pension plan 
and deducted 10 percent ($40,000) of that cost 
in each of the taxable years 1955, 1956, and 
1957. The pension plan established by X Cor-
poration had an anniversary date of January 
1. On December 31, 1957, on which date the 
undeducted part of the cost amounted to 
$280,000, X Corporation transferred all its as-
sets to Y Corporation in a statutory merger 
to which section 361 applies. Y Corporation, 
which also makes its return on the basis of 
the calendar year, had a qualified pension 
plan and trust which also had an anniversary 
date of January 1. Since Y Corporation had 
many more employees than X Corporation 
on the date of transfer, it covered the former 
employees of X Corporation under its own 
plan. Y Corporation is entitled to deductions 
under section 404(a)(1)(D) and this section in 
1958 and succeeding taxable years, in order of 
time, with respect to the undeducted balance 
of $280,000, to the extent of the difference be-
tween the amount paid and deductible by 
that corporation in each such taxable year 
and the maximum amount deductible by 
that corporation for such taxable year in ac-
cordance with the applicable limitations of 
section 404(a)(1). In computing the maximum 
amount deductible by Y Corporation for 1958 
and 1959 under section 404(a)(1)(C), that cor-
poration may include $40,000 for each year, 
the amount that X Corporation could have 
included for each of those years in com-
puting the maximum amount that would 
have been deductible by X Corporation under 
section 404(a)(1)(C) if the merger had not oc-
curred. Thus, assuming that Y Corporation’s 
appropriate limitation so computed under 
section 404(a)(1)(C) is $1,000,000 (including the 
$40,000 carried over from X Corporation 
under this section) for each of those taxable 
years, and that Y Corporation contributed 
$925,000 to its trust in 1958 and $975,000 in 
1959, then Y Corporation is entitled under 
section 404(a)(1)(D) and this section to deduct 
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in 1958 $75,000, and in 1959 $25,000, of the 
amount ($280,000) carried over from X Cor-
poration. The undeducted balance of such 
amount ($180,000) available to Y Corporation 
on December 31, 1959, would be deductible by 
that corporation in succeeding taxable years 
in accordance with section 404(a)(1)(D) and 
this section. 

[T.D. 6556, 26 FR 2405, Mar. 22, 1961, as amend-
ed by T.D. 7168, 37 FR 5024, Mar. 9, 1972] 

§ 1.381(c)(12)–1 Recovery of bad debts, 
prior taxes, or delinquency 
amounts. 

(a) Carryover requirement. (1) If, as a 
result of a distribution or transfer to 
which section 381(a) applies, the acquir-
ing corporation is entitled to the re-
covery of a bad debt, prior tax, or de-
linquency amount on account of which 
a deduction or credit was allowed to a 
distributor or transferor corporation 
for a prior taxable year, and such debt, 
tax, or amount is recovered by the ac-
quiring corporation after the date of 
distribution or transfer, then under the 
provisions of section 381(c)(12) the ac-
quiring corporation is required to in-
clude in its gross income for the tax-
able year of recovery the same amount 
of income attributable to the recovery 
as the distributor or transferor cor-
poration would have been required to 
include under section 111 and the regu-
lations thereunder had the distribution 
or transfer not occurred. 

(2) The rule prescribed by paragraph 
(a)(1) of this section and by section 
381(c)(12) with respect to bad debts, 
prior taxes, and delinquency amounts 
applies equally with respect to the re-
covery by the acquiring corporation of 
all other losses, expenditures, and ac-
cruals made on the basis of deductions 
from the gross income of a distributor 
or transferor corporation for prior tax-
able years, including war losses re-
ferred to in section 127 of the Internal 
Revenue Code of 1939, but not including 
deductions with respect to deprecia-
tion, depletion, amortization, or amor-
tizable bond premiums. An item which 
is not a ‘‘section 111 item’’ for purposes 
of the regulations under section 111 is 
not subject to the provisions of section 
381(c)(12). The provisions of section 
111(c) shall be applied with respect to a 
recovery by the acquiring corporation 
in the same manner as they would have 

been applied by the distributor or 
transferor corporation. 

(b) Amount of recovery exclusion allow-
able for year of recovery. For the year of 
any recovery by the acquiring corpora-
tion, the amount of the recovery exclu-
sion for the original taxable year shall 
be determined in accordance with para-
graph (b) of § 1.111–1. For the purpose of 
this paragraph and section 381(c)(12), 
the recovery exclusion for any year 
with respect to section 111 items of the 
acquiring corporation shall be kept 
separate from the recovery exclusion 
for any year with respect to section 111 
items of each distributor or transferor 
corporation. The recovery by the ac-
quiring corporation of any section 111 
item of such corporation after the date 
of the distribution or transfer shall be 
considered separately from recoveries 
by the acquiring corporation of any 
such item which was deducted or cred-
ited by a distributor or transferor cor-
poration. Any recovery by the acquir-
ing corporation of a section 111 item 
shall be excluded from the gross in-
come of the acquiring corporation to 
the extent of the recovery exclusion (1) 
determined for the original year for 
which that item was deducted or cred-
ited by the specific corporation which 
claimed the deduction or credit and (2) 
reduced by the excludable recoveries 
(whether made by the acquiring cor-
poration, or by the distributor or 
transferor corporation) in intervening 
years with respect to the recovery ex-
clusion of such corporation for such 
original year. There shall be taken into 
account the effect of net operating loss 
carryovers and carrybacks or capital 
loss carryovers. 

(c) Illustration of carryover of recovery 
exclusion—(1) Facts. (i) The application 
of section 381(c)(12) may be illustrated 
by the following example. M and N Cor-
porations are both organized on Janu-
ary 1, 1957, and both corporations com-
pute their taxable income on the basis 
of the calendar year. On December 31, 
1959, M Corporation transfers all its as-
sets to N Corporation in a reorganiza-
tion to which section 381(a) applies. 

(ii) The section 111 items of the two 
corporations for the following taxable 
years are as follows, identification of 
such items being made by an appro-
priate letter: 
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Taxable year of deduction or credit 
M Cor-
poration 

(transferor) 

N Corpora-
tion 

(acquirer) 

1957 ............................................... $500(g) $200(h) 
1958 ............................................... 300(i) 400(j) 
1959 ............................................... 600(k) 100(m) 

(iii) The recovery exclusions in re-
spect of such taxable years, computed 
in accordance with § 1.111–1(b)(2), are 
assumed to be as follows: 

Taxable year 
M Cor-
poration 

(transferor) 

N Corpora-
tion 

(acquirer) 

1957 ............................................... $400 $150 
1958 ............................................... 200 300 
1959 ............................................... 500 75 

(iv) The recoveries of the above-men-
tioned section 111 items by the two cor-
porations are as follows: 

Taxable year of recovery 
M Cor-
poration 

(transferor) 

N Corpora-
tion 

(acquirer) 

1958 ............................................... $25 (g) $50 (h) 
1959 ............................................... 50 (g) 

30 (i) 
20 (h) 
15 (j) 

1960 ............................................... .................. 350 (g) 
225 (i) 

550 (k) 
100 (h) 
350 (j) 
85 (m) 

(2) M Corporation’s 1958 recovery. 
Total recovery of section 111 items for 1957 ................ $25 

Less: Recovery exclusion for 1957 ........................ 400 

Amount included in gross income of M Cor-
poration for 1958 ......................................... 0 

(3) M Corporation’s 1959 recoveries. 
(i) Total recovery of section 111 items for 1957 ........... $50 

Less: Recovery exclusion for 1957 ............ $400 
Minus excludable recovery ......................... 25 

375 
Amount included in gross income of M Cor-

poration for 1959 ......................................... 0 
(ii) Total recovery of section 111 items for 1958 .......... 30 

Less: Recovery exclusion for 1958 ........................ 200 

Amount included in gross income of M Cor-
poration for 1959 ......................................... 0 

(4) N Corporation’s 1958 recovery. 
Total recovery of section 111 items for 1957 ................ $50 

Less: Recovery exclusion for 1957 ........................ 150 

Amount included in gross income of N Cor-
poration for 1958 ......................................... 0 

(5) N Corporation’s 1959 recoveries. 
(i) Total recovery of section 111 items for 1957 ........... $20 

Less: Recovery exclusion for 1957 ............ $150 
Minus excludable recovery in 1958 ............ 50 

100 
Amount included in gross income of N Cor-

poration for 1959 ......................................... 0 
(ii) Total recovery of section 111 items for 1958 .......... 15 

Less: Recovery exclusion for 1958 ........................ 300 

Amount included in gross income of N Cor-
poration for 1959 ......................................... 0 

(6) N Corporation’s 1960 recoveries. 
(i) Total recovery of section 111 items of M Corpora-

tion for 1957 ............................................................... $350 
Less: Recovery exclusion of M Corporation for 

1957 .................................................................... $400 
Minus: 

Excludable recovery in 
1959 .............................. $50 

Excludable recovery in 
1958 .............................. 25 

75 
325 

Amount included in gross income of N 
Corporation for 1960 ............................ 25 

(ii) Total recovery of section 111 items of M Corpora-
tion for 1958 ............................................................... 225 

Less: Recovery exclusion of M Corporation 
for 1958 ................................................... $200 

Minus excludable recovery in 1959 .... 30 

170 
Amount included in gross income of N 

Corporation for 1960 ............................ 55 
(iii) Total recovery of section 111 items of M Corpora-

tion for 1959 ............................................................... 550 
Less: Recovery exclusion of M Corporation for 

1959 .................................................................... 500 

Amount included in gross income of N 
Corporation for 1960 ............................ 50 

(iv) Total recovery of section 111 items of N Corpora-
tion for 1957 ............................................................... 100 

Less: Recovery exclusion of N Corporation 
for 1957 ................................................... $150 

Minus: 
Excludable recovery in 

1959 .............................. $20 
Excludable recovery in 

1958 .............................. 50 

70 
80 

Amount included in gross income of 
N Corporation for 1960 ................. 20 

(v) Total recovery of section 111 items of N Corpora-
tion for 1958 ............................................................... $350 

Less: Recovery exclusion of N Corporation 
for 1958 ................................................... $300 

Minus excludable recovery in 1959 ............ 15 

285 
Amount included in gross income of N Cor-

poration for 1960 ......................................... 65 
(vi) Total recovery of section 111 items of N Corpora-

tion for 1959 ............................................................... 85 
Less: Recovery exclusion of N Corporation for 

1959 .................................................................... 75 

Amount included in gross income of N Cor-
poration for 1960 ......................................... 10 

(7) Summary of recoveries included in 
gross income of N Corporation for 1960. 
(i) Recovery of M Corporation items for: 

1957 ............................................................ $25 
1958 ............................................................ 55 
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1959 ............................................................ 50 

$130 

(ii) Recovery of N corporation items for: 
1957 ............................................................ 20 
1958 ............................................................ 65 
1959 ............................................................ 10 

95 

Total amount included in gross income .......... 225 

[T.D. 6559, 26 FR 2984, Apr. 7, 1961] 

§ 1.381(c)(13)–1 Involuntary conver-
sions. 

(a) Carryover requirement—(1) General 
rule. Section 381(c)(13) requires that 
after the date of distribution or trans-
fer the acquiring corporation, in a 
transaction to which section 381(a) ap-
plies, shall be treated as the dis-
tributor or transferor corporation for 
purposes of applying section 1033, relat-
ing to involuntary conversions. This 
rule shall apply even though the prop-
erty similar or related in service or use 
to the property converted, or the stock 
of a corporation owning such similar 
property, is purchased by the acquiring 
corporation after the date of distribu-
tion or transfer and is not received 
from the distributor or transferor cor-
poration in the transaction to which 
section 381(a) applies. Accordingly, if 
any factor essential to the application 
of section 1033 occurs on or before the 
date of distribution or transfer and any 
other such factor also occurs after that 
date, then, in accordance with section 
381(c)(13) and this section, the provi-
sions of section 1033 shall apply to the 
acquiring corporation in the same 
manner that they would have applied 
to the distributor or transferor cor-
poration in the absence of the distribu-
tion or transfer. For purposes of this 
section, the terms involuntary conver-
sion and disposition of the converted 
property shall have the meaning as-
cribed to them by the regulations 
under section 1033. 

(2) Application to other transactions. 
The provisions of this section shall 
apply to any transaction which, under 
provisions of the Internal Revenue 
Code of 1954, is treated as though it 
were an involuntary conversion within 
the meaning of section 1033. See, for ex-
ample, section 1071, relating to gain 
from a sale or exchange to effectuate 

the policies of the Federal Communica-
tions Commission; and sections 
1332(b)(3) and 1333(3), relating to war 
loss recoveries. 

(b) Conversion into similar property. 
Section 1033(a)(1) provides that no gain 
shall be recognized if property is invol-
untarily converted only into property 
which is similar or related in service or 
use to the property so converted. If 
there is a disposition of property of a 
distributor or transferor corporation 
and, subsequent to the date of distribu-
tion or transfer, property similar or re-
lated in service or use to the property 
disposed of is received by the acquiring 
corporation as compensation for the 
property so disposed of, then no gain 
shall be recognized to the acquiring 
corporation, provided that no gain 
would have been recognized under sec-
tion 1033(a)(1) if the similar property 
had been received directly by the dis-
tributor or transferor corporation. 

Example. Property of S Corporation with 
an adjusted basis of $100 is condemned by the 
local government. Shortly after the property 
is so condemned, S Corporation liquidates 
and distributes its assets to P Corporation in 
a distribution to which section 381(a) applies. 
Subsequent to the date of distribution, P 
Corporation receives from the government 
(in settlement of the condemnation pro-
ceedings) property with a market value of 
$500 which is similar or related in service or 
use to the property so condemned. No gain is 
recognized to either corporation upon P Cor-
poration’s receipt of the similar property, 
and the property so received has a basis of 
$100 in the hands of P Corporation on the 
date of its acquisition. 

(c) Conversion into money or dissimilar 
property when disposition occurs after 
December 31, 1950—(1) General rule. Sec-
tion 1033(a)(3) and § 1.1033(a)–2 provide 
rules for involuntary conversions of 
property into money or dissimilar 
property where the disposition of the 
converted property occurs after De-
cember 31, 1950. In such a case, the gain 
on the conversion, if any, shall be rec-
ognized, at the election of the tax-
payer, only to the extent that the 
amount realized on the conversion ex-
ceeds the cost of other property pur-
chased by the taxpayer which is simi-
lar or related in service or use to the 
property so converted, or exceeds the 
cost of stock purchased by the tax-
payer in the acquisition of control of a 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00526 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



517 

Internal Revenue Service, Treasury § 1.381(c)(13)–1 

corporation owning such other prop-
erty, provided (i) the taxpayer pur-
chases such other property or stock for 
the purpose of replacing the property 
so converted and (ii) the purchase oc-
curs during the period of time specified 
in section 1033(a)(3)(B). The provisions 
of this paragraph shall apply to invol-
untary conversions where the disposi-
tion of the property occurs after De-
cember 31, 1950, and where the election 
to have section 1033(a)(3) apply to the 
treatment of the gain upon the conver-
sion is contingent upon activities of 
both the distributor or transferor cor-
poration and the acquiring corpora-
tion. For purposes of section 381(c)(13), 
the period of time specified in section 
1033(a)(3)(B) shall be determined by 
taking into account taxable years of, 
and extensions of time granted to, both 
the distributor or transferor corpora-
tion and the acquiring corporation. 

(2) Replacement period. The period 
during which the purchase of similar 
property or stock must be made in 
order to prevent the recognition of 
gain on the involuntary conversion ter-
minates 2 years (or, in the case of a dis-
position occurring before Dec. 31, 1969, 
1 year) after the close of the first tax-
able year in which any part of the gain 
upon the conversion is realized, or at 
the close of such later date as may be 
designated pursuant to an application 
of the taxpayer. See paragraph (c)(3) of 
§ 1.1033(a)–2. Therefore, if, in a case to 
which this subparagraph applies, the 
first taxable year in which gain is real-
ized is the taxable year of the dis-
tributor or transferor corporation end-
ing with the close of the date of dis-
tribution or transfer, the acquiring 
corporation will have a maximum of 
only 2 years (or, in the case of a dis-
position occurring before Dec. 31, 1969, 
1 year) after that date in which to pur-
chase the similar property or stock, 
unless an extension of time has been 
granted upon application by the dis-
tributor, transferor, or acquiring cor-
poration within the time prescribed. 
See paragraph (a) of § 1.381(b)–1 as to 
the termination of the taxable year of 
the distributor or transferor corpora-
tion. See paragraph (c)(3) of § 1.1033(a)– 
2 as to applications to extend the pe-
riod within which to replace the con-
verted property. In addition to the in-

formation otherwise required under 
paragraph (c)(3) of § 1.1033(a)–2, the ap-
plication shall contain sufficient detail 
in connection with the distribution or 
transfer to establish that section 
381(c)(13) applies to the involuntary 
conversion involved. 

(3) Examples. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. A and B Corporations compute 
their taxable income on the basis of the cal-
endar year, and both corporations use the 
cash method of accounting. During 1970 prop-
erty of A Corporation is destroyed by fire, 
and in January 1971, A Corporation receives 
$15,000 from an insurance company as com-
pensation for its loss of property. The ad-
justed basis of the property on the date of 
destruction is $10,000; as a consequence, A 
Corporation realizes a gain of $5,000 on the 
involuntary conversion. On June 30, 1971, B 
Corporation acquires all of the assets of A 
Corporation in a reorganization to which 
section 381(a) applies. In accordance with 
paragraph (c)(2) of § 1.1033(a)–2, A Corpora-
tion reports in its return for the short tax-
able year ending June 30, 1971, all the details 
in connection with the involuntary conver-
sion but does not include the realized gain in 
gross income, thereby electing to have the 
gain recognized only to the extent provided 
in section 1033(a)(3). On June 15, 1973, B Cor-
poration purchases for $20,000 property which 
is similar or related in service or use to the 
property previously destroyed. In its return 
for 1973, B Corporation reports all of the de-
tails in connection with its replacement of 
the property, as required by paragraph (c)(2) 
of § 1.1033(a)–2. As a result of this replace-
ment by B Corporation, none of the gain re-
alized by A Corporation is recognized. The 
replacement property which is purchased by 
B Corporation has a basis to that corpora-
tion of $15,000 on the date of its purchase, 
that is, the cost of such property ($20,000) de-
creased by the amount of gain not recognized 
to A Corporation on the involuntary conver-
sion ($5,000). 

Example 2. Assume the same facts as in Ex-
ample (1), except that B Corporation does not 
purchase similar property on or before June 
30, 1973, and does not apply on or before that 
date (in accordance with paragraph (c)(3) of 
§ 1.1033(a)–2) for an extension of time in 
which to make a replacement. In such event, 
the gain realized by A Corporation is recog-
nized to that corporation for its taxable year 
ending June 30, 1971. A Corporation’s tax li-
ability for such taxable year must be recom-
puted in accordance with paragraph (c)(2) of 
§ 1.1033(a)–2 in order to reflect this additional 
income. 
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Example 3. Assume the same facts as in Ex-
ample (1), except that the property of A Cor-
poration is destroyed in 1968, A Corporation 
receives the $15,000 from an insurance com-
pany in January 1969, B Corporation acquires 
all of the assets of A Corporation on June 30, 
1969, and A Corporation’s return is filed for 
the short taxable year ending June 30, 1969. B 
Corporation would have to purchase property 
which is similar or related in service or use 
to the property previously destroyed by June 
30, 1970, in order to take advantage of the 
provisions of section 1033. 

Example 4. M and N Corporations compute 
their taxable income on the basis of the cal-
endar year, and both corporations use the 
cash method of accounting. During 1970, 
property of M Corporation is destroyed by 
fire. The adjusted basis of the property on 
the date of destruction is $10,000. The prop-
erty is insured against loss by fire, but the 
insurance claim is not satisfied on or before 
June 30, 1971, the date on which N Corpora-
tion acquires all of the assets (including the 
insurance claim) of M Corporation in a reor-
ganization to which section 381(a) applies. On 
September 1, 1972, N Corporation receives 
$15,000 from the insurance company as com-
pensation for the fire loss suffered by M Cor-
poration. Upon receipt of the insurance pro-
ceeds, N Corporation realizes a gain of $5,000 
upon the involuntary conversion; however, 
in its return for 1972, N Corporation elects 
under the provisions of paragraph (c)(2) of 
§ 1.1033(a)–2 to have the gain recognized only 
to the extent provided by section 1033(a)(3). 
On December 30, 1974, N Corporation pur-
chases for $20,000 property which is similar 
or related in service or use to the property 
previously destroyed in the hands of M Cor-
poration. As a result of this replacement by 
N Corporation, none of the gain realized by N 
Corporation in 1972 is recognized. The re-
placement property which is purchased by N 
Corporation has a basis to that corporation 
of $15,000 on the date of its purchase, that is, 
the cost of such property ($20,000) decreased 
by the amount of gain not recognized to N 
Corporation on the involuntary conversion 
($5,000). 

Example 5. R and S Corporations compute 
their taxable income on the basis of the cal-
endar year, and both corporations use the 
cash method of accounting. During 1970 prop-
erty of R Corporation is destroyed by fire. 
The adjusted basis of the property on the 
date of destruction is $10,000. In anticipation 
of taking the benefit of section 1033(a)(3), R 
Corporation purchases for $20,000 on June 1, 
1971, property which is similar or related in 
service or use to the destroyed property. In 
its return for 1971, R Corporation reports all 
of the details in connection with the replace-
ment of the property, as required by para-
graph (c)(2) of § 1.1033(a)–2. The property de-
stroyed in 1970 is insured against loss by fire, 
but the insurance claim is not satisfied on or 

before March 1, 1972, the date on which S 
Corporation acquires all of the assets (in-
cluding the insurance claim) of R Corpora-
tion in a reorganization to which section 
381(a) applies. On October 1, 1972, S Corpora-
tion receives $12,000 from the insurance com-
pany as compensation for the fire loss suf-
fered by R Corporation. Upon receipt of the 
insurance proceeds, S Corporation realizes a 
gain of $2,000 upon the involuntary conver-
sion; however, in its return for 1972, S Cor-
poration elects under the provisions of para-
graph (c)(2) of § 1.1033(a)–2 to have the gain 
recognized only to the extent provided by 
section 1033(a)(3). As a result of the replace-
ment by R Corporation, none of the gain re-
alized by S Corporation in 1972 is recognized. 
Assuming there are no adjustments for de-
preciation, the replacement property has a 
basis on October 1, 1972, of $18,000, that is, 
the cost of such property ($20,000) decreased 
by the amount of gain not recognized to S 
Corporation on the involuntary conversion 
($2,000) 

(d) Conversion into money when dis-
position occurs before January 1, 1951. 
Section 1033(a)(2) provides that, if prop-
erty is disposed of in an involuntary 
conversion before January 1, 1951, and 
money is received as compensation for 
the conversion, no gain shall be recog-
nized if such money is forthwith ex-
pended in the acquisition of other prop-
erty similar or related in service or use 
to the property so converted, or in the 
acquisition of control of a corporation 
owning such other property, or in the 
establishment of a replacement fund. 
That section also provides that, if any 
part of the money is not so expended, 
the gain, if any, shall be recognized to 
the extent of the money which is not so 
expended. For example, if, pursuant to 
section 381(c)(13) and section 1033(a)(2), 
property of a distributor or transferor 
corporation is disposed of before Janu-
ary 1, 1951, in an involuntary conver-
sion, and the proceeds from the conver-
sion are received by the acquiring cor-
poration so that the gain on the con-
version is realized by that corporation, 
the acquiring corporation may avoid 
recognition of the gain if it complies 
with the provisions of section 1033(a)(2) 
for nonrecognition of gain. Thus, the 
acquiring corporation must forthwith 
expend the proceeds in the acquisition 
of similar property or stock, or in the 
establishment of a replacement fund, 
in order to avoid recognition of the 
gain, if the disposition occurred before 
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January 1, 1951. See the provisions of 
§§ 1.1033(a)–3 and 1.1033(a)–4 relating to 
involuntary conversions and replace-
ment funds when disposition of the 
converted property occurred before 
January 1, 1951. 

(e) Successive acquiring corporations. 
An acquiring corporation which, in a 
transaction to which section 381(a) ap-
plies, acquires the assets of a corpora-
tion which previously acquired the as-
sets of another corporation in a trans-
action to which section 381(a) applies, 
shall be treated as such other corpora-
tion for purposes of applying sections 
381(c)(13) and 1033 (relating to involun-
tary conversions). Thus, for example, if 
any factor essential to the application 
of section 1033 occurs on or before the 
date of distribution or transfer in one 
transaction to which section 381(a) ap-
plies, and any other such factor occurs 
after the date of distribution or trans-
fer in a subsequent transaction to 
which section 381(a) applies, then the 
acquiring corporation in such subse-
quent transaction shall be treated as 
the first distributor or transferor cor-
poration subject to the rules and limi-
tations of this section for purposes of 
sections 381(c)(13) and 1033. 

[T.D. 6552, 26 FR 1989, Mar. 8, 1961, as amend-
ed by T.D. 7075, 35 FR 17995, Nov. 24, 1970] 

§ 1.381(c)(14)–1 Dividend carryover to 
personal holding company. 

(a) Carryover requirement. Section 
381(c)(14) provides that an acquiring 
corporation shall succeed to and take 
into account the dividend carryover 
(described in section 564) of a dis-
tributor or transferor corporation in 
computing its dividends paid deduction 
under section 561 for taxable years end-
ing after the date of distribution or 
transfer for which the acquiring cor-
poration is a personal holding company 
under section 542. To determine the 
amount of such dividend carryover and 
to integrate it with the dividend carry-
over of the acquiring corporation in 
computing the dividends paid deduc-
tion for taxable years ending after the 
date of distribution or transfer, it is 
necessary to apply the provisions of 
section 564 and § 1.564–1 in accordance 
with this section. 

(b) Manner of computing dividend car-
ryover—(1) Preceding taxable years. If 

the acquiring corporation is a personal 
holding company under section 542 for 
its first taxable year ending after the 
date of distribution or transfer, the 
taxable year of the distributor or 
transferor corporation ending with 
such date is a first preceding taxable 
year for purposes of section 564, and 
the taxable year of the distributor or 
transferor corporation immediately 
preceding such first preceding year is a 
second preceding taxable year for pur-
poses of section 564. If the acquiring 
corporation is a personal holding com-
pany for its second taxable year ending 
after the date of distribution or trans-
fer, the taxable year of the distributor 
or transferor corporation ending with 
such date is a second preceding taxable 
year for purposes of section 564. 

(2) Determination of dividends paid de-
duction and taxable income. The divi-
dends paid deduction of any distributor 
or transferor corporation (determined 
under section 561 but without regard to 
any dividend carryover) and the tax-
able income of any such corporation 
(adjusted as provided in section 545(b)) 
for any taxable year ending on or be-
fore the date of distribution or transfer 
shall be determined without reference 
to any dividends paid deduction, or 
taxable income, of the acquiring cor-
poration or any other distributor or 
transferor corporation; in like manner, 
the dividends paid deduction and the 
taxable income of the acquiring cor-
poration for any such taxable year 
shall be determined without reference 
to any dividends paid deduction, or 
taxable income, of a distributor or 
transferor corporation. 

(3) Computation of dividend carryover. 
(i) For the purpose of determining the 
dividend carryover to the first taxable 
year of the acquiring corporation end-
ing after the date of distribution or 
transfer, the amount of the dividend 
carryover from the distributor or 
transferor corporation shall be deter-
mined under section 564 without ref-
erence to the dividends paid deduction 
or taxable income of the acquiring cor-
poration or any other corporation. If 
two or more transactions to which sec-
tion 381(a) applies have the same date 
of distribution or transfer, or if a par-
ticular taxable year of the acquiring 
corporation is the first taxable year 
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ending after the dates of distribution 
or transfer of two or more such trans-
actions occurring on different dates, 
the amount of the dividend carryover 
from each distributor or transferor cor-
poration shall be determined sepa-
rately as provided in the preceding sen-
tence. Except as provided in subdivi-
sion (iii) of this subparagraph, the ag-
gregate of the dividend carryovers from 
each distributor or transferor corpora-
tion and the dividend carryover of the 
acquiring corporation (computed with-
out regard to this section) shall con-
stitute the dividend carryover under 
section 561(a)(3) of the acquiring cor-
poration for its first taxable year end-
ing after the date (or dates) of distribu-
tion or transfer. 

(ii) For the purpose of determining 
the dividend carryover to the second 
taxable year of the acquiring corpora-
tion ending after the date (or dates) of 
distribution or transfer, the excess, if 
any, of the dividends paid deduction 
(determined under section 561 without 
regard to any dividend carryover) over 
the taxable income (adjusted as pro-
vided in section 545(b)) for the taxable 
year of each distributor or transferor 
corporation and the acquiring corpora-
tion referred to as a second preceding 
taxable year shall be determined sepa-
rately without reference to the divi-
dends paid deduction or taxable income 
of any other of such corporations. The 
excesses thus determined shall be ag-
gregated, and such aggregate shall be— 

(a) Increased by the excess of the 
dividends paid deduction (determined 
without regard to any dividend carry-
over) over the taxable income (adjusted 
as provided in section 545(b)), or 

(b) Reduced by the excess of the tax-
able income (adjusted as provided in 
section 545(b)) over the dividends paid 
deduction (determined without regard 
to any dividend carryover), 
for the first preceding taxable year of 
the acquiring corporation. Except as 
provided in subdivision (iii) of this sub-
paragraph, the amount thus deter-
mined shall constitute the dividend 
carryover under section 561(a)(3) of the 
acquiring corporation for its second 
taxable year ending after the date (or 
dates) of distribution or transfer. 

(iii) If a particular taxable year of 
the acquiring corporation is its first 

taxable year ending after the date (or 
dates) of distribution or transfer of one 
or more transactions to which section 
381(a) applies, and if the same taxable 
year of the acquiring corporation is 
also its second taxable year ending 
after the date (or dates) of distribution 
or transfer of one or more other trans-
actions to which section 381(a) applies, 
then, for the purpose of determining 
the dividend carryover to such taxable 
year of the acquiring corporation, the 
rules contained in both subdivisions (i) 
and (ii) of this subparagraph shall be 
applied. Insofar as such taxable year 
constitutes the first taxable year end-
ing after the date (or dates) of distribu-
tion or transfer of any transaction, the 
amount of the dividend carryover from 
any distributor or transferor corpora-
tion involved in such transaction shall 
be determined separately as provided 
in subdivision (i) of this subparagraph. 
Insofar as such taxable year con-
stitutes the second taxable year ending 
after the date (or dates) of distribution 
or transfer of any transaction, the 
amount of the dividend carryover from 
any distributor or transferor corpora-
tion involved in the transaction and 
the acquiring corporation shall be de-
termined as provided in subdivision (ii) 
of this subparagraph. The aggregate of 
the dividend carryovers thus deter-
mined shall constitute the dividend 
carryover under section 561(a)(3) of the 
acquiring corporation for such taxable 
year. See Example (4) in paragraph (c) 
of this section. 

(c) Illustrations. The rules set forth in 
paragraphs (a) and (b) of this section 
may be illustrated by the following ex-
amples: 

Example 1. (i) Facts. N Corporation acquired 
on June 30, 1960, all the assets of M Corpora-
tion in a reorganization to which section 
381(a) applies. Both corporations compute 
taxable income on the basis of the calendar 
year. N Corporation is a personal holding 
company for its taxable years ending Decem-
ber 31, 1960, and December 31, 1961. 

(ii) Dividend carryover to N Corporation’s 
taxable year ending December 31, 1960. With re-
spect to N Corporation’s taxable year ending 
December 31, 1960, the taxable years referred 
to as first preceding taxable years and sec-
ond preceding taxable years are— 

(a) M Corporation’s taxable years ending 
June 30, 1960, and December 31, 1959, respec-
tively; and 
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(b) N Corporation’s taxable years ending 
December 31, 1959, and December 31, 1958, re-
spectively. 

The dividend carryover to N Corporation’s 
taxable year ending December 31, 1960, is 

$22,000 computed as follows, assuming the 
dividends paid deduction before dividend 
carryovers, and the taxable income after sec-
tion 545(b) adjustments, to be as stated in 
the computation: 

M Corporation N Corporation 
Second preceding taxable year: 

Dividends paid deduction ............................................................... $25,000 $12,000 
Taxable income .............................................................................. 15,000 13,000 

Excess dividends paid deduction ........................................................................... $10,000 
First preceding taxable year: 

Dividends paid deduction ............................................................... 23,000 20,000 
Taxable income .............................................................................. 21,000 10,000 

Excess dividends paid deduction ................................................... 2,000 $10,000 
Separate dividend carryovers ................................................................ 12,000 10,000 

The aggregate dividend carryover of $22,000 
is the sum of $12,000 (the separate dividend 
carryover from M Corporation) and $10,000 
(the separate dividend carryover from N Cor-
poration’s own preceding taxable years). 

(iii) Dividend carryover to N Corporation’s 
taxable year ending December 31, 1961. With re-
spect to N Corporation’s taxable year ending 
December 31, 1961, the first preceding taxable 
year is N Corporation’s taxable year ending 
December 31, 1960; and the taxable years re-
ferred to as second preceding taxable years 
are M Corporation’s taxable year ending 
June 30, 1960, and N Corporation’s taxable 
year ending December 31, 1959. The dividend 
carryover to N Corporation’s taxable year 
ending December 31, 1961, is $17,000 computed 
as follows, assuming the dividends paid de-
duction before dividend carryovers, and the 
taxable income after section 545(b) adjust-
ments, to be as stated in the computation: 

Second preceding taxable year M Cor-
poration 

N Corpora-
tion 

Dividends paid deduction .............. $23,000 $20,000 
Taxable income ............................. 21,000 10,000 

Separate excess of dividends paid 
deduction over taxable income .. 2,000 10,000 

The aggregate excess of dividends paid de-
duction over taxable income for the second 
preceding taxable year is $12,000, the sum of 
$2,000 (separate excess from N Corporation) 
and $10,000 (separate excess from N Corpora-
tion). Such aggregate excess is increased by 
the excess dividends paid deduction, or is re-
duced by the excess of taxable income, for 
the first preceding taxable year as follows: 

Aggregate excess of dividends 
paid deduction for second pre-
ceding taxable year .................... $12,000 

Dividends paid deduction of N Cor-
poration for first preceding tax-
able year .................................... $50,000 

Taxable income of N Corporation 
for first preceding taxable year .. 45,000 

$5,000 
Dividend carryover to N Corpora-

tion’s taxable year ending De-
cember 31, 1961 ........................ 17,000 

Example 2. (i) Facts. X Corporation is orga-
nized on May 1, 1956, and computes its tax-
able income on the basis of the fiscal year 
ending April 30. Y Corporation and Z Cor-
poration are both organized on January 1, 
1955, and both compute their taxable income 
on the basis of the calendar year. On July 31, 
1957, X Corporation and Y Corporation trans-
fer all their assets to Z Corporation in a 
statutory merger to which section 381(a) ap-
plies. For its taxable years ending December 
31, 1957, and December 31, 1958, Z Corporation 
is a personal holding company. 

(ii) Dividend carryover to Z Corporation’s 
taxable year ending December 31, 1957. With re-
spect to Z Corporation’s taxable year ending 
December 31, 1957, the taxable years referred 
to as first preceding taxable years and sec-
ond preceding taxable years are— 

(a) X Corporation’s taxable years ending 
July 31, 1957, and April 30, 1957, respectively; 

(b) Y Corporation’s taxable years ending 
July 31, 1957, and December 31, 1956, respec-
tively; and 

(c) Z Corporation’s taxable years ending 
December 31, 1956, and December 31, 1955, re-
spectively. 

The dividend carryover to Z Corporation’s 
taxable year ending December 31, 1957, is 
$40,000 computed as follows, assuming the 
dividends paid deduction before dividend 
carryovers, and the taxable income after sec-
tion 545(b) adjustments, to be as stated in 
the computation: 
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X Corporation Y Corporation Z Corporation 
Second preceding taxable year: 

Dividends paid deduction ................ $56,000 $19,000 $6,000 
Taxable income ............................... 24,000 17,000 5,000 ....................

Excess ............................................................. $32,000 $2,000 $1,000 
First preceding taxable year: 

Dividends paid deduction ................ 9,000 4,000 10,000 
Taxable income ............................... 7,000 8,000 5,000 

Excess ............................................................. 2,000 (4,000) 5,000 

Separate dividend carryovers ........................................ 34,000 0 6,000 

The aggregate dividend carryover of $40,000 is the sum of $34,000 (the separate dividend carryover from X Corporation) and 
$6,000 (the separate dividend carryover from Z Corporation’s own preceding taxable years). 

(iii) Dividend carryover to Z Corporation’s 
taxable year ending December 31, 1958. With re-
spect to Z Corporation’s taxable year ending 
December 31, 1958, the first preceding taxable 
year is Z Corporation’s taxable year ending 
December 31, 1957; and the taxable years re-
ferred to as second preceding taxable years 
are X Corporation’s taxable year ending July 
31, 1957, Y Corporation’s taxable year ending 

July 31, 1957, and Z Corporation’s taxable 
year ending December 31, 1956. The dividend 
carryover to Z Corporation’s taxable year 
ending December 31, 1958, is $1,000 computed 
as follows, assuming the dividends paid de-
duction before dividend carryovers, and the 
taxable income after section 545(b) adjust-
ments, to be as stated in the computation: 

X Corpora-
tion 

Y Corpora-
tion 

Z Corpora-
tion 

Second preceding taxable year: 
Dividends paid deduction ....................................................................................... $9,000 $4,000 $10,000 
Taxable income ...................................................................................................... 7,000 8,000 5,000 

Separate excess of dividends paid deduction over taxable income ............................. 2,000 0 5,000 

The aggregate excess of dividends paid de-
duction over taxable income for the second 
preceding taxable year is $7,000, the sum of 
$2,000 (separate excess from X Corporation) 
and $5,000 (separate excess from Z Corpora-
tion). Such aggregate excess is increased by 
the excess dividends paid deduction, or is re-
duced by the excess of taxable income, for 
the first preceding taxable year as follows: 
Aggregate excess of dividends paid 

deduction for second preceding tax-
able year .......................................... .................. $7,000 

Dividends paid deduction of Z Cor-
poration for first preceding taxable 
year .................................................. $102,000 

Taxable income of Z Corporation for 
first preceding taxable year .............. 108,000 (6,000) 

Dividend carryover to Z Corporation’s 
taxable year ending December 31, 
1958 ................................................. .................. 1,000 

Example 3. Assume the facts stated in Ex-
ample (2), except that Y Corporation trans-
ferred all its assets to Z Corporation on May 
31, 1957. Assume also that the facts for Y Cor-
poration’s taxable year ending May 31, 1957, 
are otherwise the same as those stated for 
its taxable year in Example (2) ending July 
31, 1957. In such case, the dividend carryovers 
to Z Corporation’s taxable years ending on 
December 31, 1957, and December 31, 1958, are 

the same as in Example (2) notwithstanding 
the fact that the transfers from X Corpora-
tion and Y Corporation occurred on the dif-
ferent dates. 

Example 4. (i) Facts. T Corporation acquired 
on June 30, 1960, all the assets of U Corpora-
tion in a statutory merger to which section 
381(a) applies, and in a like transaction ac-
quired on June 30, 1961, all the assets of V 
Corporation. Such corporations all compute 
taxable income on the basis of the calendar 
year. T Corporation is a personal holding 
company for its taxable years 1960 and 1961. 

(ii) Dividend carryover to T Corporation’s 
taxable year 1960. With respect to T Corpora-
tion’s taxable year ending December 31, 1960, 
the taxable years referred to as first pre-
ceding taxable years and second preceding 
taxable years are— 

(a) U Corporation’s taxable years ending 
June 30, 1960, and December 31, 1959, respec-
tively; and 

(b) T Corporation’s taxable years ending 
December 31, 1959, and December 31, 1958, re-
spectively. 

The dividend carryover to T Corporation’s 
taxable year ending December 31, 1960, is 
$7,000 computed as follows, assuming the 
dividends paid deduction before dividend 
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carryovers, and the taxable income after sec-
tion 545(b) adjustments, to be as stated in 
the computation: 

U Corporation T Corporation 
Second preceding taxable year: 

Dividends paid deduction ............................................................... $16,000 $10,000 
Taxable income .............................................................................. 12,000 13,000 

Excess ............................................................................................................. $4,000 0 
First preceding taxable year: 

Dividends paid deduction ............................................................... 7,000 17,000 
Taxable income .............................................................................. 5,000 16,000 

Excess ............................................................................................................. 2,000 $1,000 

Separate dividend carryovers ........................................................................................ 6,000 1,000 

The aggregate dividend carryover of $7,000 is 
the sum of $6,000 (the separate dividend car-
ryover from U Corporation) and $1,000 (the 
separate dividend carryover from T Corpora-
tion’s own first preceding taxable year). 

(iii) Dividend carryover to T Corporation’s 
taxable year 1961. Inasmuch as T Corpora-
tion’s taxable year 1961 is the second taxable 
year ending after the date of distribution or 
transfer from U Corporation, paragraph 
(b)(3)(ii) of this section governs the deter-
mination of the dividend carryover from tax-
able years of T Corporation and U Corpora-
tion. On the other hand, inasmuch as T Cor-
poration’s taxable year 1961 is the first tax-
able year ending after the date of distribu-
tion or transfer from V Corporation, para-
graph (b)(3)(i) governs the determination of 
the dividend carryover from taxable years of 
V Corporation. 

(a) Application of paragraph (b)(3)(ii) of this 
section. With respect to T Corporation’s tax-
able year 1961, the first preceding taxable 
year is T Corporation’s taxable year ending 
December 31, 1960; and the taxable years re-
ferred to as second preceding taxable year 
are T Corporation’s taxable year ending De-
cember 31, 1959, and U Corporation’s taxable 
year ending June 30, 1960. The dividend car-
ryover from taxable years of T Corporation 
and U Corporation is $1,500 computed as fol-
lows, assuming the dividends paid deduction 
before dividend carryovers, and the taxable 
income after section 545(b) adjustments, to 
be as stated in the computation: 

Second preceding taxable year U Corpora-
tion 

T Corpora-
tion 

Dividends paid deduction .............. $7,000 $17,000 
Taxable income ............................. 5,000 16,000 

Separate excess of dividends paid 
deduction over taxable income .. 2,000 1,000 

The aggregate excess of dividends paid de-
duction over taxable income for the second 
preceding taxable year is $3,000, the sum of 
$2,000 (separate excess from U Corporation) 
and $1,000 (separate excess from T Corpora-

tion). Such aggregate is increased by the ex-
cess dividends paid deduction, or is reduced 
by the excess of taxable income, for the first 
preceding taxable year as follows: 

T Corpora-
tion 

Aggregate excess of dividends paid deduction 
for second preceding taxable year .................. $3,000 

First preceding taxable year: 
Dividends paid deduction of T 

Corporation ......................... $21,000 
Taxable income of T Corpora-

tion ...................................... 22,500 
Excess taxable income ................................. (1,500) 

Separate dividend carryover (without regard to V 
Corporation) ..................................................... 1,500 

(b) Application of paragraph (b)(3)(i) of this 
section. With respect to T Corporation’s tax-
able year 1961, V Corporation’s taxable year 
ending June 30, 1961, is a first preceding tax-
able year, and its taxable year ending De-
cember 31, 1960, is a second preceding taxable 
year. The separate dividend carryover from 
V Corporation is $8,000 computed as follows, 
assuming the dividends paid deduction be-
fore dividend carryovers, and the taxable in-
come after section 545(b) adjustments, to be 
as stated in the computation: 

Second preceding taxable year 
V Corporation 

Dividends paid deduction ................ $11,000 
Taxable income ............................... 6,000 

Excess ...................................... .................. $5,000 
First preceding taxable year: 

Dividends paid deduction ......... $9,000 
Taxable income ........................ 6,000 

Excess ...................................... 3,000 

Separate dividend carryover from V 
Corporation ................................... 8,000 

(c) Dividend carryover. The dividend carry-
over to T Corporation’s taxable year 1961 is 
$9,500, the sum of $8,000 (the separate divi-
dend carryover from V Corporation) and 
$1,500 (the aggregate dividend carryover from 
T Corporation and U Corporation). 
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(d) Successive carryovers. The provi-
sions of this section shall apply for the 
purpose of determining a dividend car-
ryover to an acquiring corporation 
which, in a distribution or transfer to 
which section 381(a) applies, acquires 
the assets of a distributor or transferor 
corporation which has previously ac-
quired the assets of another corpora-
tion in a transaction to which section 
381(a) applies; even though, in com-
puting the dividend carryover to such 
second acquiring corporation, it is nec-
essary to take into account the deduc-
tion for dividends paid, and the ad-
justed taxable income, of the first dis-
tributor or transferor corporation. 

(e) Acquiring corporation not receiving 
all the assets. The dividend carryover 
acquired from a distributor or trans-
feror corporation by an acquiring cor-
poration in a transaction to which sec-
tion 381(a) applies is not reduced by 
reason of the fact that the acquiring 
corporation does not acquire 100 per-
cent of the assets of the distributor or 
transferor corporation. 

(f) Dividends paid after the close of tax-
able year. A transaction to which sec-
tion 381(a) applies does not prevent the 
application of section 563(b) to a divi-
dend paid by a distributor or transferor 
corporation after the close of its tax-
able year ending with the date of dis-
tribution or transfer but on or before 
the 15th day of the third month fol-
lowing the close of such taxable year. 
However, dividends paid by the acquir-
ing corporation may not be taken into 
account under section 563(b) for the 
purpose of determining the dividends 
paid deduction of the distributor or 
transferor corporation for its taxable 
year ending with the date of distribu-
tion or transfer. 

[T.D. 6532, 26 FR 406, Jan. 19, 1961] 

§ 1.381(c)(15)–1 Indebtedness of certain 
personal holding companies. 

(a) Qualified indebtedness—(1) Carry-
over requirement. If, in a transaction to 
which section 381(a) applies, the acquir-
ing corporation assumes liability for 
any indebtedness which was qualified 
indebtedness (as defined in section 
545(c) and § 1.545–3) in the hands of the 
distributor or transferor corporation 
immediately before the assumption of 
such indebtedness, then, under section 

381(c)(15), in computing its undistrib-
uted personal holding company income 
for any taxable year beginning after 
December 31, 1963, and ending after the 
date of distribution or transfer, the ac-
quiring corporation shall be considered 
the distributor or transferor corpora-
tion for purposes of computing the de-
duction under section 545(c) and § 1.545– 
3. Such deduction shall be allowed to 
the acquiring corporation in accord-
ance with section 545(c) and § 1.545–3. 

(2) Successive transactions to which sec-
tion 381(a) applies. If in a transaction to 
which section 381(a) applies, an acquir-
ing corporation assumes liability for 
qualified indebtedness, such acquiring 
corporation shall be deemed to have in-
curred such qualified indebtedness for 
the purpose of applying section 
381(c)(15) to any subsequent trans-
action in which such acquiring cor-
poration is the distributor or trans-
feror corporation. 

(b) Pre-1934 indebtedness—(1) Carryover 
requirement. If, in a transaction to 
which section 381(a) applies, the acquir-
ing corporation assumes liability for 
any indebtedness incurred, or assumed, 
before January 1, 1934, by a distributor 
or transferor corporation, then under 
section 381(c)(15) the acquiring corpora-
tion shall be allowed, in computing its 
undistributed personal holding com-
pany income for any taxable year end-
ing after the date of distribution or 
transfer, a deduction under section 
545(b)(7) for amounts used or irrev-
ocably set aside to pay or to retire 
such indebtedness. Such deduction 
shall be allowed to the acquiring cor-
poration in accordance with section 
545(b)(7) and paragraph (g) of § 1.545–2 as 
though the indebtedness had been in-
curred, or assumed, by the acquiring 
corporation before January 1, 1934. 

(2) Successive transactions to which sec-
tion 381(a) applies. If, in a transaction 
to which section 381(a) applies, an ac-
quiring corporation assumes liability 
for indebtedness described in subpara-
graph (1) of this paragraph, such ac-
quiring corporation shall be deemed to 
have incurred the indebtedness before 
January 1, 1934, for the purpose of ap-
plying section 381(c)(15) to any subse-
quent transaction in which such ac-
quiring corporation is the distributor 
or transferor corporation. 
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(c) Special rule. For purposes of this 
section, if, in a transaction otherwise 
described in this section, an acquiring 
corporation acquires real estate—(1) of 
which the distributor or transferor cor-
poration is the legal or equitable owner 
immediately before the acquisition, 
and (2) which is subject to indebtedness 
that, with respect to the distributor or 
transferor corporation, is indebtedness 
described in this section immediately 
before the acquisition, then the acquir-
ing corporation will be treated as hav-
ing assumed such indebtedness, pro-
vided it shows to the satisfaction of the 
Commissioner that under all the facts 
and circumstances it bears the burden 
of discharging such indebtedness. 

[T.D. 6949, 33 FR 5524, Apr. 9, 1968; 33 FR 6091, 
Apr. 20, 1968] 

§ 1.381(c)(16)–1 Obligations of dis-
tributor or transferor corporation. 

(a) Deduction allowed to acquiring cor-
poration. (1) If, in a transaction to 
which section 381(a) applies, the acquir-
ing corporation assumes an obligation 
of a distributor or transferor corpora-
tion which gives rise to a liability after 
the date of distribution or transfer and 
if the distributor or transferor corpora-
tion would be entitled to deduct such 
liability in computing taxable income 
were it paid or accrued after that date 
by such corporation, then, under the 
provisions of section 381(c)(16) and this 
section, the acquiring corporation shall 
be entitled to deduct such liability as if 
it were the distributor or transferor 
corporation. However, in the case of a 
transaction to which section 381(a)(2) 
applies, section 381(c)(16) shall not 
apply to an obligation which is re-
flected in the amount of consideration, 
that is, the stock, securities, or other 
property, transferred by the acquiring 
corporation to a transferor corporation 
or its shareholders in exchange for the 
property of that transferor corpora-
tion. An obligation which is so re-
flected in the amount of consideration 
will be treated as an item or tax at-
tribute not specified in section 
381(c)(16). Such an obligation is subject 
to section 381(c)(4). See subparagraph 
(2) of this paragraph. Any deduction al-
lowed under section 381(c)(16) to the ac-
quiring corporation shall be taken by 
that corporation in the taxable year 

ending after the date of distribution or 
transfer in which the liability is paid 
or accrued by that corporation, as the 
case may be. 

(2) In order to determine whether, in 
the case of obligations of a distributor 
or transferor corporation assumed by 
an acquiring corporation, section 
381(c)(16) and this section, or section 
381(c)(4) and the regulations there-
under, apply, the following rules shall 
govern: 

(i) If the obligation gave rise to a li-
ability before the date of distribution 
or transfer, see section 381(c)(4) and the 
regulations thereunder. 

(ii) If the obligation gives rise to a li-
ability after the date of distribution or 
transfer, and the obligation was not re-
flected in the amount of consideration 
transferred by the acquiring corpora-
tion to the distributor or transferor 
corporation or its shareholders in ex-
change for the property of the dis-
tributor or transferor corporation, 
then section 381(c)(16) and this section 
shall apply. 

(iii) In the case of a transaction to 
which section 381(a)(1) applies, if the 
obligation gives rise to a liability after 
the date of a distribution, and the obli-
gation was reflected in the amount of 
consideration transferred by the ac-
quiring corporation to the distributor 
corporation or its shareholders in ex-
change for the property of the dis-
tributor corporation, then section 
381(c)(16) and this section shall apply. 

(iv) In the case of a transaction to 
which section 381(a)(2) applies, if the 
obligation gives rise to a liability after 
the date of a transfer, and the obliga-
tion was reflected in the amount of 
consideration transferred by the ac-
quiring corporation to the transferor 
corporation or its shareholders in ex-
change for the property of the trans-
feror corporation, then see section 
381(c)(4) and the regulations there-
under. 

(3) The rules of this section apply to 
obligations assumed by agreement of 
the parties as well as by operation of 
law. 

(4) For purposes of this section, an 
obligation of a distributor or transferor 
corporation gives rise to a liability 
when the liability would be accruable 
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by a taxpayer using the accrual meth-
od of accounting notwithstanding the 
fact that the distributor or transferor 
corporation is not using the accrual 
method of accounting. See paragraph 
(a)(2) of § 1.461–1. 

(5) In the case of a transaction to 
which section 381(a)(2) applies, the de-
termination as to whether or not an 
obligation was reflected in the amount 
of consideration transferred by the ac-
quiring corporation to the transferor 
corporation or its shareholders in ex-
change for the property of the trans-
feror corporation shall be made on the 
basis of all the facts of each particular 
transfer. Where, on the date of dis-
tribution or transfer, the parties were 
aware of the existence of a specific ob-
ligation and reduced the amount of 
consideration to be transferred by the 
acquiring corporation by a specific 
amount because of the existence of 
such obligation, then such obligation 
shall be considered to have been re-
flected in the amount of consideration 
transferred. In the absence of such 
facts, it shall be presumed that the ob-
ligation was not reflected in the 
amount of consideration transferred. 

(b) Distribution or transfer occurring 
under the Internal Revenue Code of 1939. 
Subject to the provisions of section 
381(c)(16) and this section, a corpora-
tion which would have been an acquir-
ing corporation (under the provisions 
of paragraph (b) of § 1.381(a)–1) in a 
transaction to which section 381(a) ap-
plies if the date of distribution or 
transfer had occurred on or after the 
effective date of the provisions of sub-
chapter C, chapter 1 of the Internal 
Revenue Code of 1954, applicable to a 
liquidation or reorganization, as the 
case may be, shall be entitled to take a 
deduction for amounts paid or accrued 
in any taxable year beginning after De-
cember 31, 1953, in respect of any obli-
gation which it has assumed from a 
corporation which would have been a 
distributor or transferor corporation in 
such transaction. However, this para-
graph shall have no application to a 
situation described in paragraph 
(a)(2)(iv) of this section. 

(c) Examples. The application of the 
foregoing rules may be illustrated by 
the following examples: 

Example 1. X Corporation and Y Corpora-
tion compute their taxable income on the 
basis of the calendar year, and both corpora-
tions use an accrual method of accounting. 
On December 31, 1954, Y Corporation acquires 
the assets of X Corporation in a transfer to 
which section 381(a)(2) applies. By reason of 
State law, Y Corporation assumes responsi-
bility for all of the obligations for which X 
Corporation is then, or may become, liable. 
The parties have no knowledge of any spe-
cific obligations of X Corporation which are 
not yet fixed and ascertainable, but it is 
agreed to reduce the amount of consider-
ation that Y Corporation is to transfer in ex-
change for the assets of X Corporation by 
$5,000 to reflect any unforeseen contingent li-
abilities of X Corporation for which Y Cor-
poration might subsequently become liable. 
After the date of the transfer, a claim for 
damages on account of the alleged neg-
ligence of an alleged agent of X Corporation 
is filed. After commencement of legal action 
by the claimant and in order to eliminate 
the possibility of injury to its business, Y 
Corporation settles the claim in 1955 by pay-
ing the claimant the amount of $3,000. As-
suming that such sum would have been de-
ductible under section 162 if paid by X Cor-
poration, Y Corporation is entitled to deduct 
such sum in accordance with the provisions 
of section 381(c)(16) and this section in com-
puting its taxable income for 1955, since the 
claim gave rise to a liability after the date 
of transfer, the parties were not aware of a 
specific obligation, and the specific obliga-
tion was not reflected in the consideration 
transferred by Y Corporation in exchange for 
the assets of X Corporation. 

Example 2. Assume the same facts as in Ex-
ample (1), except that the claim for damages 
was filed prior to the transfer of X Corpora-
tion’s assets to Y Corporation, but the par-
ties considered the chances for recovery by 
the claimant so remote that no specific 
amount other than the $5,000 reduction in 
consideration for all contingent liabilities as 
a whole is reflected in the consideration 
transferred by Y Corporation in exchange for 
the assets of X Corporation. Assuming that 
such sum would have been deductible under 
section 162 if paid by X Corporation, the 
$3,000 paid by Y Corporation in 1955 is de-
ductible in accordance with the provisions of 
section 381(c)(16) and this section in 1955. 

Example 3. Assume the same facts as in Ex-
ample (1), except that the parties consider 
the chances of recovery by the claimant of 
sufficient probability that Y Corporation re-
duces the amount of consideration it trans-
fers in exchange for the assets of X Corpora-
tion by $1,000 in addition to the $5,000 reduc-
tion for all other contingent liabilities. The 
$3,000 paid by Y Corporation in 1955 is not de-
ductible under section 381(c)(16) and this sec-
tion, since the specific obligation was re-
flected in the consideration transferred by Y 
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Corporation in exchange for the assets of X 
Corporation. The deductibility of the pay-
ment is accordingly governed by the provi-
sions of section 381(c)(4) and the regulations 
thereunder. Similarly, if in this case Y Cor-
poration had transferred $10,000 less in con-
sideration for the assets of X Corporation be-
cause of this particular claim, Y Corporation 
would not be entitled to any deduction for 
the $3,000 paid in 1955 under section 381(c)(16) 
and this section, and the deductibility of the 
payment would be governed by the provi-
sions of section 381(c)(4) and the regulations 
thereunder. If the date of transfer of X Cor-
poration’s assets had occurred prior to the 
effective date of subchapter C, chapter 1 of 
the Internal Revenue Code of 1954, applicable 
to a reorganization, no deduction would be 
allowed to Y Corporation under that section. 

[T.D. 6750, 29 FR 11267, Aug. 5, 1964] 

§ 1.381(c)(17)–1 Deficiency dividend of 
personal holding company. 

(a) Carryover requirement. If a deter-
mination (as defined in section 547(c)) 
establishes that a distributor or trans-
feror corporation in a transaction to 
which section 381(a) applies is liable for 
personal holding company tax imposed 
by section 541 (or by a corresponding 
provision of prior income tax law) for 
any taxable year ending on or before 
the date of distribution or transfer, 
then in computing such tax the deduc-
tion described in section 547 shall be al-
lowed pursuant to section 381(c)(17) to 
such corporation for the amount of de-
ficiency dividends paid by the acquir-
ing corporation with respect to the dis-
tributor or transferor corporation. Ex-
cept as otherwise provided in this sec-
tion, the provisions of section 547 and 
the regulations thereunder apply with 
respect to a deficiency dividend deduc-
tion allowable pursuant to section 
381(c)(17). 

(b) Deficiency dividends paid by the ac-
quiring corporation with respect to the 
distributor or transferor corporation. A 
deficiency dividend paid by the acquir-
ing corporation with respect to the dis-
tributor or transferor corporation is a 
distribution that would satisfy the def-
inition of a deficiency dividend under 
section 547(d)(1) if paid by the dis-
tributor or transferor corporation to 
its own shareholders except that it 
shall be paid by the acquiring corpora-
tion to its own shareholders and shall 
be paid after the date of distribution or 
transfer and on, or within 90 days after, 

the date of the determination but be-
fore the acquiring corporation files 
claim under paragraph (c) of this sec-
tion. 

(c) Claim for deduction. A claim for a 
deduction under this section shall be 
made by the acquiring corporation on 
Form 976, and shall be filed within 120 
days after the date of the determina-
tion. The form shall contain, or be ac-
companied by, the information re-
quired under paragraph (b)(2) of § 1.547– 
2 in sufficient detail to properly iden-
tify the facts with the distributor or 
transferor corporation and the acquir-
ing corporation. The statement re-
quired with respect to the shareholders 
on the date of payment of the defi-
ciency dividend shall relate to the 
shareholders of the acquiring corpora-
tion, and the required certified copy of 
the resolution authorizing the payment 
of the dividend shall be that of the 
board of directors, or other authority, 
of the acquiring corporation. Necessary 
changes may be made in Form 976 in 
order to carry out the provisions of 
this paragraph. The claim shall be filed 
with the district director for the inter-
nal revenue district in which the re-
turn of the distributor or transferor 
corporation to which such claim re-
lates was filed. 

(d) Effect on dividends paid deduction. 
A deficiency dividend paid by the ac-
quiring corporation, which is allowable 
as a deduction to a distributor or 
transferor corporation pursuant to sec-
tion 381(c)(17), shall not become a part 
of the dividends paid deduction of the 
acquiring corporation under section 561 
for any taxable year. 

(e) Successive transactions to which sec-
tion 381(a) applies. The provisions of 
this section shall apply in the case of 
successive transactions to which sec-
tion 381(a) applies. Thus, if X Corpora-
tion transfers its assets to Y Corpora-
tion in a transaction to which section 
381(a) applies and if Y Corporation 
transfers its assets to Z Corporation in 
a subsequent transaction to which sec-
tion 381(a) applies, then, subject to the 
provisions of this section, X Corpora-
tion may take a deficiency dividend de-
duction for the amount of deficiency 
dividends paid by Z Corporation with 
respect to X Corporation. 
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(f) Example. The provisions of this 
section may be illustrated by the fol-
lowing example: 

Example. M Corporation, a personal holding 
company, computes its taxable income on 
the basis of the calendar year. On December 
31, 1956, N Corporation acquires the assets of 
M Corporation in a transaction to which sec-
tion 381(a) applies. On July 31, 1958, a deter-
mination (as defined in section 547(c)) estab-
lishes that M Corporation is liable for the 
taxable year 1955 for personal holding com-
pany tax in the amount of $35,500 based on 
undistributed personal holding company in-
come of $42,000 for such taxable year. N Cor-
poration complies with the provisions of this 
section and on September 30, 1958, distrib-
utes $42,000 to its shareholders as deficiency 
dividends with respect to M Corporation’s 
taxable year 1955. The distribution of $42,000 
by N Corporation is a taxable dividend under 
section 316(b)(2) regardless of whether N Cor-
poration is a personal holding company for 
the taxable year 1958 or whether it had any 
current or accumulated earnings and profits. 
See Example (3) in paragraph (e) of § 1.316–1. 
Because N Corporation has paid deficiency 
dividends of $42,000 in accordance with this 
section, M Corporation is entitled to a defi-
ciency dividend deduction of $42,000 for the 
taxable year 1955 and is thus relieved of its 
liability for personal holding company tax of 
$35,500 for such taxable year. To prevent a 
duplication of deductions, the amount dis-
tributed by N Corporation in 1958 does not 
become a part of N Corporation’s dividends 
paid deduction under section 561 for any tax-
able year. 

[T.D. 6532, 26 FR 409, Jan. 19, 1961, as amend-
ed by T.D. 7604, 44 FR 18661, Mar. 29, 1979; 
T.D. 7767, 45 FR 11264, Feb. 6, 1981] 

§ 1.381(c)(18)–1 Depletion on extrac-
tion of ores or minerals from the 
waste or residue of prior mining. 

(a) Carryover requirement. Section 
381(c)(18) provides that the acquiring 
corporation in a transaction described 
in section 381(a) shall be considered as 
though it were the distributor or trans-
feror corporation after the date of dis-
tribution or transfer for the purpose of 
determining the applicability of sec-
tion 613(c)(3) (relating to extraction of 
ores or minerals from the ground). 
Thus, an acquiring corporation which 
has acquired the waste or residue of 
prior mining from a distributor or 
transferor corporation in a transaction 
described in section 381(a) shall be enti-
tled, after the date of distribution or 
transfer, to an allowance for depletion 
under section 611 in respect of ores or 

minerals extracted from such waste or 
residue if the distributor or transferor 
corporation would have been entitled 
to such an allowance for depletion in 
the absence of the distribution or 
transfer. See paragraph (f) of § 1.613–4 
to determine whether a distributor or 
transferor corporation is entitled to an 
allowance for depletion with respect to 
the waste or residue of prior mining. 

(b) Application of section 614 to waste 
or residue of prior mining. If, in a trans-
action described in section 381(a), the 
acquiring corporation acquires waste 
or residue of prior mining from a dis-
tributor or transferor corporation, 
then the acquiring corporation shall be 
considered as though it were the dis-
tributor or transferor corporation for 
the purpose of applying section 614 and 
the regulations thereunder to the 
waste or residue so acquired. Thus, if 
the distributor or transferor corpora-
tion was required under paragraph (c) 
of § 1.614–1 to treat the waste or residue 
as part of the mineral deposit from 
which it was extracted and if the ac-
quiring corporation acquires both the 
waste or residue and the mineral de-
posit from which it was extracted in a 
transaction described in section 381(a), 
then such waste or residue shall be 
treated as a part of such mineral de-
posit in the hands of the acquiring cor-
poration. On the other hand, if the 
waste or residue was required to be 
treated as a separate mineral deposit 
in the hands of the distributor or trans-
feror corporation, such waste or res-
idue shall be treated as a separate min-
eral deposit in the hands of the acquir-
ing corporation. 

[T.D. 6552, 26 FR 1991, Mar. 8, 1961, as amend-
ed by T.D. 7170, 37 FR 5373, Mar. 15, 1972] 

§ 1.381(c)(19)–1 Charitable contribu-
tion carryovers in certain acquisi-
tions. 

(a) Carryover requirement. Section 
381(c)(19) provides that, in computing 
taxable income for its taxable years 
which begin after the date of distribu-
tion or transfer to which section 381(a) 
applies, the acquiring corporation shall 
take into account any charitable con-
tributions made by a distributor or 
transferor corporation during the tax-
able year ending on the date of dis-
tribution or transfer, and in certain 
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immediately preceding taxable years, 
which are in excess of the maximum 
amount deductible for those taxable 
years under section 170(b)(2) in the fol-
lowing manner: 

(1) If the taxable year of the dis-
tributor or transferor corporation end-
ing on the date of distribution or trans-
fer begins before January 1, 1962, the 
acquiring corporation shall, in com-
puting taxable income for its first 2 
taxable years which begin after the 
date of such distribution or transfer, 
take into account the excess contribu-
tions made by the distributor or trans-
feror corporation in the taxable year 
ending on the date of distribution or 
transfer and in the immediately pre-
ceding taxable year; 

(2) If the taxable year of the dis-
tributor or transferor corporation end-
ing on the date of distribution or trans-
fer begins after December 31, 1961, the 
acquiring corporation shall, in com-
puting taxable income for certain tax-
able years which begin after the date of 
distribution or transfer, take into ac-
count the excess contributions made by 
the distributor or transferor corpora-
tion in the taxable year ending on such 
date of distribution or transfer and in 
any of the four taxable years imme-
diately preceding such taxable year but 
excluding any taxable year beginning 
before January 1, 1962 (see paragraph 
(c)(3) of this section). Notwithstanding 
the preceding sentence, if the taxable 
year of the distributor or transferor 
corporation ending on the date of dis-
tribution or transfer begins after De-
cember 31, 1961, and before January 1, 
1963, the acquiring corporation shall, in 
computing taxable income for its first 
taxable year which begins after the 
date of distribution or transfer, also 
take into account the excess contribu-
tions made by the distributor or trans-
feror corporation in the taxable year 
immediately preceding the taxable 
year of the distributor or transferor 
corporation ending on the date of dis-
tribution or transfer (see paragraph 
(c)(2) of this section). 
To determine the amount of excess 
contributions made by a distributor or 
transferor corporation and to integrate 
them with contributions made by the 
acquiring corporation for the purpose 
of determining the charitable contribu-

tions deductible by the acquiring cor-
poration for its taxable years begin-
ning immediately after the date of dis-
tribution or transfer, it is necessary to 
apply the provisions of section 170(b)(2) 
and § 1.170–3 (or, if applicable, section 
170(b)(2) and (d)(2) and § 1.170A–11) in ac-
cordance with the conditions and limi-
tations of section 381(c)(19) and this 
section. For taxable years beginning 
before January 1, 1970, see section 170 
for provisions of section 170(b)(2) as re-
ferred to in this section. For taxable 
years beginning after December 31, 
1969, see section 170A for provisions of 
section 170(b)(2) or (d)(2) as referred to 
in this section. For special rules for ap-
plying section 170(d)(2) with respect to 
contributions paid, or treated as paid, 
in taxable years beginning before Janu-
ary 1, 1970, see paragraph (d) of § 1.170A– 
11. 

(b) Manner of computing excess chari-
table contribution carryovers. (1) The 
amount of any charitable contribution 
made by a distributor or transferor 
corporation in any taxable year ending 
on or before the date of distribution or 
transfer, or made by the acquiring cor-
poration in any taxable year before its 
taxable year beginning after the date 
of distribution or transfer, in excess of 
the amount allowable as a deduction to 
such corporation for such taxable year 
under section 170(b)(2) shall be deter-
mined by taking into account the tax-
able income of, and the contributions 
made by, that corporation only. 

(2) An acquiring corporation which, 
in a distribution or transfer to which 
section 381(a) applies, acquires the as-
sets of a distributor or transferor cor-
poration which previously acquired the 
assets of another corporation in a 
transaction to which section 381(a) ap-
plies, shall succeed to and take into ac-
count, subject to the conditions and 
limitations of sections 170 and 381, the 
charitable contribution carryovers 
available to the first acquiring cor-
poration under sections 170 and 381, in-
cluding those derived by such first ac-
quiring corporation from its dis-
tributor or transferor corporation. 

(3) The excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
ending on the date of distribution or 
transfer and in certain immediately 
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preceding taxable years (see paragraph 
(c) of this section) which are not de-
ductible by the distributor or trans-
feror corporation because of the 5-per-
cent limitation of section 170(b)(2) 
shall be available to the acquiring cor-
poration without diminution by reason 
of the fact that the acquiring corpora-
tion does not acquire 100 percent of the 
assets of the distributor or transferor 
corporation. Thus, if a parent corpora-
tion owning 80 percent of all classes of 
stock of its subsidiary corporation 
were to acquire its share of the assets 
of the subsidiary corporation upon a 
complete liquidation described in para-
graph (b)(1)(i) of § 1.381(a)–1, then, sub-
ject to the conditions and limitations 
of this section, 100 percent of the ex-
cess contributions made by the sub-
sidiary corporation would be available 
to the acquiring corporation. 

(c) Taxable years to which carryovers 
apply and amount deductible—(1) Taxable 
years beginning before January 1, 1962. If 
the taxable year of the distributor or 
transferor corporation ending on the 
date of distribution or transfer begins 
before January 1, 1962: 

(i) The excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
immediately preceding that ending on 
the date of distribution or transfer, to 
the extent not deductible by it because 
of the limitations of section 170(b)(2) in 
its taxable year ending on that date, 
shall be deductible by the acquiring 
corporation to the extent prescribed by 
section 170(b)(2) in its first taxable year 
beginning after the date of distribution 
or transfer. Any portion of such excess 
which is not deductible under this sec-
tion by the acquiring corporation in 
such first taxable year shall not be de-
ducted by that corporation in any 
other taxable year. 

(ii) The excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
ending on the date of distribution or 
transfer shall first be deductible by the 
acquiring corporation to the extent 
prescribed by section 170(b)(2) and this 
section in its first taxable year begin-
ning after that date and then, to the 
extent prescribed by section 170(b)(2) 
and this section, in its second taxable 
year beginning after that date. Any 

portion of such excess which is not de-
ductible under this section by the ac-
quiring corporation in such first and 
second taxable years shall not be de-
ducted by that corporation in any 
other taxable year. 

(2) Taxable years beginning in 1962. If 
the taxable year of the distributor or 
transferor corporation ending on the 
date of distribution or transfer begins 
after December 31, 1961, and before Jan-
uary 1, 1963: 

(i) The excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
immediately preceding that ending on 
the date of distribution or transfer, to 
the extent not deductible by it because 
of the limitations of section 170(b)(2) in 
its taxable year ending on that date, 
shall be deductible by the acquiring 
corporation to the extent prescribed by 
section 170(b)(2) in its first taxable year 
beginning after the date of distribution 
or transfer. Any portion of such excess 
which is not deductible under this sec-
tion by the acquiring corporation in 
such first year shall not be deducted by 
that corporation in any other taxable 
year. 

(ii) The excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
ending on the date of distribution or 
transfer and beginning after December 
31, 1961, and before January 1, 1963, 
shall first be deductible by the acquir-
ing corporation to the extent pre-
scribed by section 170(b)(2) and this sec-
tion in its first taxable year beginning 
after that date and then, to the extent 
prescribed by section 170(b)(2) and this 
section, in its second, third, fourth, 
and fifth taxable year, in order of time, 
beginning after that date. Any portion 
of such excess which is not deductible 
under this section by the acquiring cor-
poration in such 5 taxable years shall 
not be deducted by that corporation in 
any other taxable year. 

(3) Taxable years beginning after De-
cember 31, 1962. (i) If the taxable year of 
the distributor or transferor corpora-
tion ending on the date of distribution 
or transfer begins after December 31, 
1962, the excess charitable contribu-
tions made by a distributor or trans-
feror corporation in its taxable year 
ending on the date of distribution or 
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transfer and in each of its four imme-
diately preceding taxable years (ex-
cluding any taxable year beginning be-
fore January 1, 1962), to the extent not 
deductible by it because of the limita-
tions of section 170(b)(2) in its taxable 
year ending on the date of distribution 
or transfer or its prior taxable years, 
shall be deductible by the acquiring 
corporation to the extent prescribed by 
section 170(b)(2) (or, if applicable, sec-
tion 170(d)(2)) and subdivision (ii) of 
this subparagraph, in its taxable years 
which begin after the date of distribu-
tion or transfer. However, any portion 
of the excess charitable contributions 
made by a distributor or transferor 
corporation in a particular taxable 
year, to which this subparagraph is ap-
plicable, which is not deductible under 
this section within the 5 taxable years 
immediately following the taxable year 
in which the contribution was paid by 
the distributor or transferor corpora-
tion shall not be deductible by the ac-
quiring corporation in any other tax-
able year. 

(ii) For purposes of determining the 5 
taxable years in which the excess con-
tributions may be deducted, all taxable 
years of the distributor or transferor 
corporation subsequent to the taxable 
year in which the excess contribution 
was made, including the taxable year 
ending on the date of distribution or 
transfer shall be treated as taxable 
years of the acquiring corporation. 

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. X Corporation and Y Corporation 
both compute taxable income on the cal-
endar year basis. X Corporation has excess 
charitable contributions for 1962 and 1964. On 
December 31, 1966, X Corporation distributes 
all its assets to Y Corporation in a complete 
liquidation to which section 381(a) applies. 
The excess 1962 charitable contributions of X 
Corporation (to the extent not deductible by 
X because of the limitations of section 
170(b)(2) in its taxable years 1963 through 
1966) may be deducted by Y Corporation only 
in 1967. Y Corporation’s taxable year 1967 is 
the fifth taxable year succeeding the taxable 
year 1962 (the year in which the excess con-
tributions were made), and the portion of 
such excess contributions which is not de-
ductible in the 5 taxable years immediately 
succeeding 1962 (1963 through 1967) is not de-
ductible by Y Corporation in any other tax-
able year. Any excess charitable contribu-

tions for 1964 to which Y Corporation may be 
entitled must be deducted by Y Corporation 
(if deductible at all) in 1967, 1968, and 1969 
since such years are the third, fourth, and 
fifth taxable years succeeding the taxable 
year 1964 (the year in which the excess con-
tributions were paid). 

(4) General rules. No excess charitable 
contributions made by a distributor or 
transferor corporation shall be deduct-
ible by the acquiring corporation in its 
taxable year which includes the date of 
distribution or transfer. In addition, an 
excess charitable contribution made by 
a distributor or transferor corporation 
in a taxable year prior to the taxable 
year of the transfer is only deductible 
by the distributor or transferor cor-
poration, subject to the limitations of 
section 170(b)(2) (or, if applicable, sec-
tion 170(d)(2)), in its subsequent taxable 
years which begin on or before the date 
of distribution or transfer, and by the 
acquiring corporation in its taxable 
year or years beginning after the date 
of distribution or transfer. 

(d) Rules governing amounts deductible 
by acquiring corporations. (1) In applying 
the provisions of section 170(b)(2) (or, if 
applicable, section 170(d)(2)) for the 
purpose of determining the amount of 
excess charitable contributions which 
are deductible by the acquiring cor-
poration in its taxable years beginning 
after the date of distribution or trans-
fer, all taxable years of the distributor 
or tranferor and acquiring corporations 
which, with respect to a particular tax-
able year beginning after the date of 
distribution or transfer, constitute the 
same numbered preceding taxable year 
shall together be considered as a 1 tax-
able year even though the taxable 
years involved may not end on the 
same date. Thus, for example, all tax-
able years of the distributor or trans-
feror and acquiring corporations which, 
with respect to the first taxable year of 
the acquiring corporation beginning 
after the date of distribution or trans-
fer, constitutes the second preceding 
taxable year shall together be consid-
ered as 1 taxable year even though the 
taxable years involved may not end on 
the same date. Any excess charitable 
contributions carried over from pre-
ceding taxable years which are consid-
ered as 1 taxable year shall be taken 
into account by the acquiring corpora-
tion as one amount, without regard to 
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the extent to which the contributions 
were made by a distributor or trans-
feror corporation or the acquiring cor-
poration. 

(2) For purposes of this paragraph, 
each taxable year of the distributor or 
transferor corporation beginning on or 
before the date of distribution or trans-
fer shall be treated as a preceding tax-
able year with reference to the acquir-
ing corporation’s taxable years begin-
ning after such date. For example, the 
taxable year of a distributor or trans-
feror corporation which ends on the 
date of distribution or transfer shall be 
considered a first preceding taxable 
year with reference to the acquiring 
corporation’s first taxable year begin-
ning after that date, a second pre-
ceding taxable year with reference to 
the acquiring corporation’s second tax-
able year beginning after that date, 
and so forth with respect to succeeding 
taxable years of the acquiring corpora-
tion. Also, for example, the taxable 
year of a distributor or transferor cor-
poration which immediately precedes 
its taxable year ending on the date of 
distribution or transfer shall be consid-
ered a second preceding taxable year 
with reference to the acquiring cor-
poration’s first taxable year beginning 
after that date. 

(e) Illustration. The application of 
this section may be illustrated by the 
following example: 

Example. (i) X Corporation is organized on 
April 1, 1956, and computes its taxable in-
come on the basis of the fiscal year ending 
March 31. Y Corporation is organized on July 
1, 1955, and computes its taxable income on 
the basis of the fiscal year ending June 30. Z 
Corporation is organized on January 1, 1956, 
and computes its taxable income on the basis 
of the calendar year. On June 30, 1957, X Cor-
poration distributes all its assets to Y Cor-
poration in a complete liquidation to which 
section 381(a) applies. On November 30, 1957, 
Y Corporation transfers all its assets to Z 
Corporation in a statutory merger to which 
section 381(a) applies. 

(ii) The 5-percent limitation (computed in 
the manner prescribed by section 170(b)(2)), 
the charitable contributions actually paid, 
and the excess contributions with respect to 
each such corporation during the taxable 
years involved are as follows: 

Name of corporation X  X
Taxable year ending 3–31–57 6–30–57 

5-percent limitation ......... $20,000 $9,000 
Current contributions ...... 32,000 15,000 

(Excess contributions) (12,000) (6,000) 

Name of corporation Y  Y  Y
Taxable year ending 6–30–56 6–30–57 11–30–57 

5-percent limitation ......... $15,000 $10,000 $18,000 
Current contributions ...... 29,000 0 17,000 

(Excess contributions) (14,000) ................ ................

Balance of 5-percent 
limitation .................. ................ 10,000 1,000 

Name of corporation Z  Z  Z
Taxable year ending 12–31–56 12–31–57 12–31–58 

5-percent limitation ......... $10,000 $30,000 $58,000 
Current contributions ...... 40,000 28,000 92,000 

(Excess contributions) (30,000) ................ ................

Balance of 5-percent 
limitation .................. ................ 2,000 56,000 

(iii) X Corporation was in existence for two 
taxable years, in each of which it made char-
itable contributions in excess of the max-
imum amount deductible for those years 
under section 170(b)(2). The excess contribu-
tions made in the year ending March 31, 1957, 
of $12,000, are deductible by X Corporation in 
its short taxable year ending June 30, 1957, 
and then by Y Corporation in its short tax-
able year ending November 30, 1957, in each 
instance in the manner and to the extent 
prescribed by section 170(b)(2) and this sec-
tion. The excess contributions made by X 
Corporation in the year ending June 30, 1957, 
of $6,000, are deductible by Y Corporation in 
its short taxable year ending November 30, 
1957, and then by Z Corporation in its taxable 
year 1958, in each instance in the manner and 
to the extent prescribed by section 170(b)(2) 
and this section. 

(iv) Y Corporation was in existence for 
three taxable years. In the year ended June 
30, 1956, its contributions in excess of the 
amount deductible for that year under sec-
tion 170(b)(2) amounted to $14,000. Such ex-
cess is deductible by Y Corporation in its 
taxable year ending June 30, 1957, and, to-
gether with X Corporation’s excess contribu-
tions of $18,000, in its short taxable year end-
ing November 30, 1957, in each instance in 
the manner and to the extent prescribed by 
section 170(b)(2) and this section. Accord-
ingly, since Y Corporation made no contribu-
tions in its taxable year ending June 30, 1957, 
its deduction for that year on account of ex-
cess contributions carried over is $10,000, an 
amount equal to the 5-percent limitation of 
section 170(b)(2). The deduction is attrib-
utable to excess contributions made by Y 
Corporation in the taxable year ended June 
30, 1956; thus, the excess of those contribu-
tions over $10,000, namely, $4,000, is deduct-
ible by Y Corporation in its short taxable 
year ending November 30, 1957, in the manner 
and to the extent prescribed by section 
170(b)(2) and this section. With respect to the 
short taxable year ending November 30, 1957, 
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the excess contributions of the second pre-
ceding year are X Corporation’s excess con-
tributions of $12,000 made in the year ending 
March 31, 1957, and Y Corporation’s excess 
contributions of $4,000 made in the year end-
ing June 30, 1956, which were not deductible 
by Y Corporation in the taxable year ending 
June 30, 1957, because of the 5-percent limita-
tion prescribed by section 170(b)(2), an aggre-
gate of $16,000. Inasmuch as Y Corporation’s 
limitation for the short taxable year ended 
November 30, 1957, exceeds the contributions 
made in that year by $1,000, the excess con-
tributions of the second preceding taxable 
year are deductible in the taxable year end-
ing November 30, 1957, to the extent of $1,000 
and the remainder ($15,000) is not deductible 
by any corporation in any taxable year. The 
excess contributions of the first preceding 
taxable year, namely, X Corporation’s excess 
contributions made in the short taxable year 
ending June 30, 1957, are deductible by Z Cor-
poration in its taxable year 1958, in the man-
ner and to the extent prescribed in section 
170(b)(2) and this section. 

(v) Z Corporation has been in existence for 
3 taxable years. The contributions made in 
1956 in excess of the amount deductible for 
that year under section 170(b)(2) amounted to 
$30,000. Such excess is deductible by Z Cor-
poration in its taxable year 1957 and, to-
gether with X Corporation’s excess contribu-
tions of $6,000 (derived through Y Corpora-
tion) made in the taxable year ending June 
30, 1957, in the taxable year 1958, in each in-
stance in the manner and to the extent pre-
scribed by section 170(b)(2) and this section. 
Thus, $2,000 of the $30,000 excess contribu-
tions made in the year 1956 are deducted in 
1957 and the remainder ($28,000), together 
with X Corporation’s excess contributions of 
$6,000 made in the short taxable year ending 
June 30, 1957, are deducted in 1958 since the 
aggregate of such amounts plus the contribu-
tions actually made in that year does not ex-
ceed the 5-percent limitation prescribed by 
section 170(b)(2). 

[T.D. 6552, 26 FR 1992, Mar. 8, 1961, as amend-
ed by T.D. 6900, 31 FR 14642, Nov. 17, 1966; 
T.D. 7207, 37 FR 20795, Oct. 5, 1972] 

§ 1.381(c)(21)–1 Pre-1954 adjustments 
resulting from change in method of 
accounting. 

(a) Carryover requirement. Section 
381(c)(21) provides that, in a trans-
action to which section 381(a) applies, 
an acquiring corporation shall take 
into account the net amount of any ad-
justments described in section 481(b)(4) 
(relating to adjustments arising from 
changes in accounting methods initi-
ated by the taxpayer attributable to 
pre-1954 Code years) of the distributor 

or transferor corporation to the extent 
that such net amount of such adjust-
ments has not been taken into account 
in any taxable year, including a short 
taxable year, by the distributor or 
transferor corporation. The acquiring 
corporation shall take into account in 
each taxable year beginning with the 
taxable year ending after the date of 
distribution or transfer the net amount 
of such adjustments in the same man-
ner and at the same time as such net 
amount would have been taken into ac-
count by the distributor or transferor 
corporation. Thus, the amount of any 
such adjustment which the acquiring 
corporation shall take into account in 
each taxable year shall be the same 
amount that would have been taken 
into account in each taxable year by 
the distributor or transferor corpora-
tion. 

(b) This section may be illustrated by 
the following example: 

Example. On January 1, 1960, X Corpora-
tion, a calendar year taxpayer, voluntarily 
changed its method of accounting giving rise 
to a $50,000 adjustment under section 481(a), 
of which $20,000 is attributable to pre-1954 
Code years. Under section 481(b)(4) the $20,000 
adjustment is to be spread over 1960 and the 
following 9 years at the rate of $2,000 each 
year. On November 1, 1963, all the assets of X 
Corporation are acquired by Y Corporation 
in a transaction to which section 381(a) ap-
plies. Y Corporation reports its income on a 
fiscal year ending June 30. X and Y Corpora-
tions must take into account the $20,000 ad-
justment at the rate of $2,000 in each taxable 
year in the following time and manner: 

X Corporation 

Calendar years 1960–62 ($2,000×3) $6,000 
Short taxable year ending Nov. 1, 

1963 ($2,000×1) ............................. 2,000 $8,000 

Y Corporation 
Fiscal years ending: 

June 30, 1964 ($2,000×1) .......... 2,000 
June 30, 1965–69 ($2,000×5) .... 10,000 12,000 

20,000 

(c) Successive transactions to which sec-
tion 381(a) applies. The provisions of 
this section shall apply in the case of 
successive transactions to which sec-
tion 381(a) applies. Thus, if R Corpora-
tion, which was taking into account 
adjustments described in section 
481(b)(4), distributes or transfers its as-
sets to S Corporation in a transaction 
to which section 381(a) applies, and S 
Corporation was required to take into 
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account any remaining portion of such 
adjustments under section 381(c)(21) 
and this section, and if subsequently S 
Corporation distributes or transfers its 
assets to T Corporation in a trans-
action to which section 381(a) applies, 
then T Corporation, under section 
381(c)(21) and this section, shall take 
into account any remaining portion of 
such adjustments not previously taken 
into account by R and S Corporations. 

(d) Acquiring corporation not receiving 
all the assets. The adjustments de-
scribed in this section acquired from a 
distributor or transferor corporation 
by an acquiring corporation in a trans-
action to which section 381(a) applies is 
not reduced by reason of the fact that 
the acquiring corporation does not ac-
quire 100 percent of the assets of the 
distributor or transferor corporation. 

[T.D. 6553, 26 FR 2171, Mar. 15, 1961] 

§ 1.381(c)(22)–1 Successor life insur-
ance company. 

(a) Carryover requirement. If in a tax-
able year beginning after December 31, 
1957, a distributor or transferor cor-
poration which is an insurance com-
pany is acquired by a corporation 
which is an insurance company in a 
transaction to which section 381(a) ap-
plies, section 381(c)(22) provides that 
the acquiring corporation shall take 
into account the appropriate items 
which the distributor or transferor cor-
poration was required to take into ac-
count for purposes of part I, subchapter 
L, chapter 1 of the Internal Revenue 
Code. Furthermore, except as other-
wise provided by this section, the ac-
quiring corporation shall take into ac-
count the items described in para-
graphs (2) through (21), other than 
paragraphs (14), (15), and (17), of section 
381(c) and the regulations thereunder. 
For example, the acquiring corporation 
shall take into account the reserves de-
scribed in section 810(c) distributed or 
transferred to it as of the close of the 
date of distribution or transfer by the 
distributor or transferor corporation in 
accordance with the provisions of sec-
tion 381(c)(4) and the regulations there-
under. For provisions defining the date 
of distribution or transfer, see para-
graph (b) of § 1.381(b)–1. 

(b) Items required to be taken into ac-
count by acquiring corporation. If a 

transaction meets the requirements of 
paragraph (a) of this section, the ac-
quiring corporation shall, except as 
otherwise provided, take into account 
as of the close of the date of distribu-
tion or transfer the following items of 
the distributor or transferor corpora-
tion: 

(1) The operations loss carryovers (as 
determined under section 812), subject 
to conditions and limitations con-
sistent with the conditions and limita-
tions prescribed in section 381(c)(1) and 
the regulations thereunder. For exam-
ple, a loss from operations for a loss 
year of a distributor or transferor cor-
poration which ends on or before the 
last day of a loss year of the acquiring 
corporation shall be considered to be a 
loss from operations for a year prior to 
such loss year of the acquiring corpora-
tion. All references in section 381(c)(1) 
and the regulations thereunder to sec-
tion 172 shall be construed as referring 
to the appropriate corresponding provi-
sions of section 812. Thus, a reference 
to section 172(b) shall be construed as 
referring to section 812 (b) and (d). In 
determining the span of years for 
which a loss from operations may be 
carried, the number of taxable years 
for which the distributor or transferor 
corporation was authorized to do busi-
ness as an insurance company shall be 
taken into account. For purposes of 
this determination, the taxable year of 
the distributor or transferor corpora-
tion which ends on the date of distribu-
tion or transfer shall be taken into ac-
count even though such taxable year is 
a period of less than 12 months. 

(2)(i) The investment yield and the 
beginning of the year asset balance for 
the distributor or transferor corpora-
tion’s taxable year ending with the 
close of the date of distribution or 
transfer. Such items shall be inte-
grated with the investment yield and 
beginning of the year asset balance of 
the acquiring corporation for its first 
taxable year ending after such date of 
distribution or transfer for purposes of 
determining the current earnings rate 
of the acquiring corporation for such 
taxable year. Furthermore, for pur-
poses of determining the average earn-
ings rate of the acquiring corporation, 
the investment yield and mean of the 
assets of the distributor or transferor 
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corporation for its 4 taxable years im-
mediately preceding its taxable year 
which closes with the date of distribu-
tion or transfer shall be integrated 
with the investment yield and mean of 
the assets of the acquiring corporation 
for such corresponding taxable years. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. X qualified as a life insurance 
company in 1949. Y qualified as a life insur-
ance company in 1951. On June 30, 1961, at 
which time both X and Y were life insurance 
companies (as defined in section 801(a)), X 
transferred all its assets to Y in a statutory 
merger to which section 361 applies. For its 
taxable year ending on June 30, 1961, X had 

investment yield of $15 and assets at the be-
ginning of such taxable year of $450. For pur-
poses of determining its current earnings 
rate for its taxable year ending on December 
31, 1961, Y had investment yield of $45 (in-
cluding the $15 of investment yield of X), as-
sets at the beginning of such taxable year of 
$1,250 (including the $450 of X’s assets at the 
beginning of its taxable year 1961), and assets 
at the end of such taxable year of $1,750 
(after the application of section 806(a)). 
Under the provisions of subdivision (i) of this 
subparagraph, the current earnings rate of Y 
for the taxable year 1961 would be 3 percent, 
determined by dividing the investment yield 
of Y, $45, by the mean of the assets of Y, 
$1,500 ($1,250+$1,750÷2). In order to determine 
its average earnings rate and adjusted re-
serves rate for the taxable year 1961, Y would 
make up the following schedule: 

Investment yield Mean of assets Current 
earnings 
rate of Y 

Taxable year Column 1— 
X 

Column 2— 
Y 

Column 3 
(Col. 1 + 

Col. 2) inte-
grated in-
vestment 

yield 

Column 4— 
X 

Column 5— 
Y 

Column 6 
(Col. 4 + 

Col. 5) inte-
grated 

means of 
assets 

Column 7 
(Col. 3 ÷ 
Col. 6) 

1960 .............................. $16 $26 $42 $400 $800 $1,200 3.5 
1959 .............................. 16 24 40 500 750 1,250 3.2 
1958 .............................. 17 22 39 650 650 1,300 3.0 
1957 .............................. 19 21 40 700 500 1,200 3.3 

For the taxable year 1961, Y would have an 
average earnings rate of 3.2 percent, com-
puted by taking into account the current 
earnings rates for the taxable year 1961 and 
each of the 4 taxable years immediately pre-
ceding such taxable year. The adjusted re-
serves rate for such taxable year would be 3 
percent since the current earnings rate of 3 
percent for 1961 is lower than the average 
earnings rate of 3.2 percent. 

Example 2. The facts are the same as in Ex-
ample (1), except that the taxable year in 
issue is 1962, and the current earnings rate of 
Y for such taxable year was 3.8 percent. For 
the taxable year 1962, Y would have an aver-
age earnings rate of 3.3 percent, computed by 
taking into account only the current earn-
ings rates for the taxable year 1962 and each 
of the 4 taxable years immediately preceding 
such taxable year. The adjusted reserves rate 
for such taxable year would be 3.3 percent 
since the average earnings rate of 3.3 percent 
is lower than the 1962 current earnings rate 
of 3.8 percent. 

(3) To the extent there are any 
amounts accrued for discounts in the 
nature of interest which have not been 
included as interest paid under section 
805(e)(3), the acquiring corporation 
shall be treated as the distributor or 
transferor corporation for purposes of 

including such amounts as interest 
paid. 

(4) Any adjustment required by sec-
tion 806(b) with respect to an item de-
scribed in section 810(c) shall be made 
by the acquiring corporation in its first 
taxable year which begins after the 
date of distribution or transfer. 

(5) The amount of the deduction pro-
vided by section 809(d)(6), as limited by 
section 809(f), for all taxable years of 
the distributor or transferor corpora-
tion which end on and before the date 
of distribution or transfer (irrespective 
of whether or not the distributor or 
transferor corporation claimed this de-
duction for such taxable years) for the 
purpose of determining the limitation 
under section 809(d)(6). 

(6)(i) To the extent there are any re-
maining net increases or net decreases 
in reserves required to be taken into 
account by the distributor or trans-
feror corporation under section 
810(d)(1), the acquiring corporation 
shall be treated as the distributor or 
transferor corporation as of its first 
taxable year which begins after the 
date of distribution or transfer. 
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(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. Assume that the amount of an 
item described in section 810(c) of X, a life 
insurance company, at the beginning of the 
taxable year 1959 is $100. Assume that at the 
end of the taxable year 1959, as a result of a 
change in the basis used in computing such 
item during the taxable year, the amount of 
the item (computed on the new basis) is $200 
but computed on the old basis would have 
been $150. Since the amount of the item at 
the end of the taxable year computed on the 
new basis, $200, exceeds the amount of the 
item at the end of the taxable year computed 
on the old basis, $150, by $50, section 810(d)(1) 
provides that one-tenth of the amount of 
such excess, or $5, shall be taken into ac-
count by X as a net increase referred to in 
section 809(d)(2) and paragraph (a)(2) of 
§ 1.809–5 in determining gain or loss from op-
erations for each of the 10 taxable years im-
mediately following the taxable year 1959. 
Assume further that on June 30, 1961, X 
transferred all its assets to Y, a life insur-
ance company, in a statutory merger to 
which section 361 applies. Under the provi-
sions of section 810(d)(1), X would include $5 
as a net increase under section 809(d)(2) and 
paragraph (a)(2) of § 1.809–5 in determining 
gain or loss from operations for its taxable 
years 1960 and 1961. Thus, the remaining net 
increase to be taken into account by X under 
section 810(d)(1) is $40 (eight-tenths of $50). 
Accordingly, Y shall take into account $5 as 
a net increase referred to in section 809(d)(2) 
and paragraph (a)(2) of § 1.809–5 in deter-
mining gain or loss from operations for each 
of its 8 taxable years beginning in 1962 
($5×8=$40). 

(7)(i) The dollar balances in the 
shareholders surplus account, policy-
holders surplus account, and other ac-
counts provided, however, that the ac-
quiring corporation is a stock life in-
surance company. The dollar balance 
in the policyholders surplus account 
shall reflect the amount (if any) treat-
ed as a subtraction from such account 
by reason of the application of the lim-
itation provided under section 815(d)(4) 
immediately prior to the close of the 
date of distribution or transfer. To the 
extent that any amount must be added 
to the shareholders surplus account as 
a result of the application of the limi-
tation provided under section 815(d)(4), 
the acquiring corporation shall be 
treated as the distributor or transferor 
corporation as of its first taxable year 
which begins after the date of distribu-

tion or transfer. However, any amounts 
attributable to money or other prop-
erty not permitted to be received with-
out the recognition of gain (i.e., boot) 
distributed to a person other than the 
acquiring corporation under section 
381(a) shall be treated as a distribution 
under section 815. 

(ii) Notwithstanding paragraph 
(b)(7)(i) of this section, if the dis-
tributor or transferor corporation dis-
tributes or transfers less than 50 per-
cent of its insurance business to the ac-
quiring corporation, then the acquiring 
corporation shall succeed to a ratable 
portion of the dollar balances in the 
distributor’s or transferor’s share-
holders surplus account, policyholders 
surplus account, and other accounts. 
The percentage of the accounts to 
which the acquiring corporation suc-
ceeds is determined by the ratio of the 
distributor’s or transferor’s insurance 
reserves for the contracts transferred 
to the acquiring corporation, as main-
tained under section 816(b), to the dis-
tributor’s or transferor’s reserves for 
all of its contracts maintained under 
section 816(b) immediately before the 
earlier of the distribution or transfer 
or the adoption of the plan of liquida-
tion or reorganization. For trans-
actions in which the distributor 
liquidates pursuant to an election 
under section 338(h)(10), see § 1.338–11(f) 
for the treatment of its remaining pol-
icyholders surplus account. For all 
other transactions subject to this para-
graph, the distributor or transferor 
must take into account as income its 
remaining policyholders surplus ac-
count to the extent the fair market 
value of its assets (net of liabilities) 
distributed or transferred to the ac-
quiring corporation or to the trans-
feror’s shareholders pursuant to the 
plan of liquidation or reorganization 
exceeds the distributor’s or transferor’s 
remaining shareholders surplus ac-
count. 

(iii) If, pursuant to a plan in exist-
ence at the time of the liquidation or 
reorganization, the acquiring corpora-
tion transfers any insurance or annuity 
contract it received in the liquidation 
or reorganization to another person, 
then, for purposes of paragraph 
(b)(7)(ii) of this section, that contract 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00546 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



537 

Internal Revenue Service, Treasury § 1.381(c)(22)–1 

shall be deemed to have been trans-
ferred by the transferor to that other 
person after the adoption of the plan of 
liquidation or reorganization. If the 
transferor is an old target within the 
meaning of § 1.338(h)(10)-1(d)(2), any 
transfer by the acquiring corporation 
to the purchasing corporation (as de-
fined in § 1.338–2(c)(11)) or to any person 
related to the purchasing corporation 
within the meaning of section 
197(f)(9)(C) within two years of the 
transfer described in section 381(a) will 
be presumed to have been pursuant to 
a plan in existence at the time of the 
liquidation or reorganization. 

(iv) If the acquiring corporation is a 
mutual life insurance company, the 
dollar balances in the shareholders sur-
plus account, policyholders surplus ac-
count, and other accounts shall not be 
taken into account by such acquiring 
corporation and the distributor or 
transferor corporation shall be subject 
to the provisions of section 815(d)(2)(A) 
as of the close of the date of distribu-
tion or transfer. 

(v) The provisions of this paragraph 
(b)(7) are illustrated by the following 
examples: 

Example 1. P buys the stock of insurance 
company target, T, from S for $16, and P and 
S make a section 338(h)(10) election for T. T 
transfers no insurance contracts to S, or any 
related party, in connection with the trans-
action. Further, assume that T had $10 in its 
policyholders surplus account and no balance 
in its shareholders surplus account or other 
accounts. Immediately before the deemed 
asset sale, old T is required to include as or-
dinary income the $10 in the policyholders 
surplus account. 

Example 2. Assume the same facts as in Ex-
ample 1, except that T holds a block of life 
insurance contracts P does not wish to ac-
quire, and, immediately before the sale of T 
stock, S causes T to distribute the unwanted 
block of insurance contracts to S. Further, 
assume that S is an insurance company, that 
the distribution of contracts is one of series 
of distributions in complete cancellation or 
redemption of all of its stock (the others oc-
curring under § 1.338(h)(10)-1(d)(4)(i)) that 
qualifies as a complete liquidation under sec-
tion 332, and that old T’s tax reserves with 
respect to the distributed contracts rep-
resent one-tenth of old T’s tax reserves with 
respect to all of its life insurance contracts. 
Because T transfers less than 50 percent of 
its life insurance business to S in a trans-
action to which section 381(a) applies, S suc-
ceeds to a ratable portion of old T’s policy-

holders surplus account ($1), and old T in-
cludes as ordinary income the remaining $9 
of that account. 

Example 3. Assume the same facts as in Ex-
ample 2, except that 14 months after the 
deemed asset sale, S and X, a person related 
to new T under section 197(f)(9)(C), engage in 
an indemnity reinsurance transaction in-
volving the contracts transferred to S from 
old T. Because X is related to the purchasing 
corporation (P) under section 197(f)(9)(C), and 
X receives contracts from the acquiring cor-
poration (S) that S acquired from old T with-
in two years of the transfer from old T to S, 
the contracts are presumed to have been 
transferred pursuant to a plan in existence 
at the time of old T’s liquidation. If S cannot 
establish otherwise, old T is treated as hav-
ing distributed the remainder of its policy-
holders surplus account. In that case, in the 
taxable year of the indemnity reinsurance 
transaction, S takes into account as ordi-
nary income the portion of the old T’s ac-
counts ($1) that old T or S has not previously 
taken into account as income. 

(8) To the extent that any amount 
must be added to the shareholders sur-
plus account as a result of an election 
made under section 815(d)(1) by the dis-
tributor or transferor corporation, the 
acquiring corporation shall be treated 
as the distributor or transferor cor-
poration as of its first taxable year 
which begins after the date of distribu-
tion or transfer. 

(9) The amount of the life insurance 
reserves at the end of 1958, but only for 
the purpose of applying the limitation 
provided under section 815(d)(4)(B). 

(10) To the extent there are amounts 
subject to the provisions of section 
817(d), the acquiring corporation shall 
be treated as the distributor or trans-
feror corporation. 

(11) To the extent there are any in-
stallments of tax imposed by section 
818(e)(3)(A) remaining to be paid, the 
acquiring corporation shall be treated 
as the distributor or transferor cor-
poration for the purpose of paying such 
installments. 

(12) The capital loss carryovers, sub-
ject to conditions and limitations con-
sistent with the conditions and limita-
tions prescribed in section 381(c)(3) and 
the regulations thereunder, except that 
any net capital loss of the distributor 
or transferor corporation for a taxable 
year beginning before January 1, 1959, 
shall not be taken into account. See 
section 817(c). 
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(13)(i) The transferor’s unamortized 
policy acquisition expenses or positive 
or negative capitalization require-
ments on its specified insurance con-
tracts. 

(ii) Notwithstanding paragraph 
(b)(13)(i) of this section, if the dis-
tributor or transferor corporation 
transfers less than 50 percent of its in-
surance business to the acquiring cor-
poration, then the acquiring corpora-
tion shall succeed to a ratable portion 
of the transferor’s unamortized policy 
acquisition expenses or positive or neg-
ative capitalization requirements on 
its specified insurance contracts. The 
percentage of such acquisition ex-
penses or positive or negative capital-
ization requirements to which the ac-
quiring corporation succeeds is deter-
mined by the ratio of the distributor’s 
or transferor’s insurance reserves for 
the contracts transferred to the acquir-
ing corporation, as maintained under 
section 816(b), to the distributor’s or 
transferor’s reserves for all of its con-
tracts maintained under section 816(b) 
immediately before the earlier of the 
distribution or transfer or the adoption 
of the plan of liquidation or reorganiza-
tion. For amounts of the distributor’s 
or transferor’s unamortized policy ac-
quisition expenses or positive or nega-
tive capitalization requirements on its 
specified insurance contracts to which 
the acquirer does not succeed to under 
this paragraph, and, for transactions in 
which the transferor liquidates pursu-
ant to an election under section 
338(h)(10), see § 1.338–11(f) for the treat-
ment of its capitalized amounts under 
section 848. 

(iii) If, pursuant to a plan in exist-
ence at the time of the liquidation or 
reorganization, the acquiring corpora-
tion transfers any insurance or annuity 
contract it received in the liquidation 
or reorganization to another person, 
then, for purposes of paragraph 
(b)(13)(ii) of this section, that contract 
shall be deemed to have been trans-
ferred by the transferor to that other 
person after the adoption of the plan of 
liquidation or reorganization. If the 
transferor is an old target within the 
meaning of § 1.338(h)(10)–1(d)(2), any 
transfer by the acquiring corporation 
to the purchasing corporation (as de-
fined in § 1.338–2(c)(11)) or to any person 

related to the purchasing corporation 
within the meaning of section 
197(f)(9)(C) within two years of the 
transfer described in section 381(a) will 
be presumed to have been pursuant to 
a plan in existence at the time of the 
liquidation or reorganization. 

(14) The special loss discount ac-
count, provided, however, that the ac-
quiring corporation will succeed to the 
special loss discount account only to 
the extent that it is attributable to the 
portion of the transferor’s insurance 
business acquired by the acquiring cor-
poration in the section 381 transaction. 

(c) Effective dates—(1) In general. This 
section applies to the acquisition of as-
sets of an insurance company by an-
other insurance company in a trans-
action to which section 381 applies for 
taxable years beginning after Decem-
ber 31, 1957. 

(2) Special rules for section 381 trans-
actions. Paragraphs (a), (b)(7), (b)(13), 
and (b)(14) of this section apply to the 
acquisition of assets of an insurance 
company by another insurance com-
pany in a transaction to which section 
381 applies on or after April 10, 2006. 

(3) Joint retroactive election. The dis-
tributor or transferor and the acquir-
ing corporation may jointly make an 
irrevocable election to apply para-
graphs (a), (b)(7), (b)(13), and (b)(14) of 
this section to a transaction to which 
section 381 applies occurring before 
April 10, 2006 provided that the taxable 
year that includes the acquisition and 
all subsequent affected taxable years of 
both the distributor or transferor and 
the acquiring corporation are years for 
which an assessment of deficiency or a 
refund for overpayment is not pre-
vented by any law or rule of law. 

(4) Time and manner of making the 
joint election. The distributor or trans-
feror and the acquiring corporation 
may make an election described in 
paragraph (c)(2) of this section by each 
attaching a statement to its original or 
amended income tax return for the tax-
able year that includes the acquisition 
of assets in a transaction to which sec-
tion 381 applies. The statement must be 
entitled ‘‘Election to retroactively 
apply the rules of section 1.381(c)(22)–1 
to a transaction completed before April 
10, 2006’’ and must include the fol-
lowing information— 
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(i) The name and EIN of the dis-
tributor or transferor and the acquir-
ing corporation; and 

(ii) The following declaration (or a 
substantially similar declaration): The 
distributor or transferor and the ac-
quiring corporation have each amended 
its income tax returns for the taxable 
year that includes the acquisition of 
assets in a transaction to which sec-
tion 381 applies and for all affected sub-
sequent years to reflect the rules in 
paragraphs (a), (b)(7), (b)(13), and (b)(14) 
of section 1.381(c)(22)–1. 

[T.D. 6625, 27 FR 12541, Dec. 19, 1962, as 
amended by T.D. 9257, 71 FR 18004, Apr. 10, 
2006; T.D. 9377, 73 FR 3873, Jan. 23, 2007] 

§ 1.381(c)(23)–1 Investment credit 
carryovers in certain corporate ac-
quisitions. 

(a) Carryover requirement. (1) Section 
381(c)(23) requires the acquiring cor-
poration in a transaction to which sec-
tion 381 applies to succeed to and take 
into account under such regulations as 
may be prescribed by the Secretary or 
his delegate, the investment credit 
carryovers of the distributor or trans-
feror corporation. To determine the 
amount of these carryovers as of the 
close of the date of distribution or 
transfer, and to integrate them with 
any carryovers and carrybacks of the 
acquiring corporation for purposes of 
determining the amount of credit al-
lowed by section 38 to the acquiring 
corporation for taxable years ending 
after the date of distribution or trans-
fer, it is necessary to apply the provi-
sions of sections 46, 47, and 48 in ac-
cordance with the conditions and limi-
tations of this section. 

(2) The investment credit carryovers 
and carrybacks of the acquiring cor-
poration determined as of the close of 
the date of distribution or transfer 
shall be computed without reference to 
any unused credit of a distributor or 
transferor corporation. The investment 
credit carryovers of a distributor or 
transferor corporation as of the close 
of the date of distribution or transfer 
shall be determined without reference 
to any unused credit of the acquiring 
corporation. 

(b) Carryback of unused credits. An un-
used credit of the acquiring corpora-
tion for any taxable year ending after 

the date of distribution or transfer 
shall not be carried back in computing 
the credit allowed by section 38 to a 
distributor or transferor corporation. 
However, an unused credit of the ac-
quiring corporation for any such tax-
able year shall be carried back in ac-
cordance with section 46(b)(1) in com-
puting the credit allowed to the acquir-
ing corporation for a taxable year end-
ing on or before the date of distribu-
tion or transfer. If a distributor or 
transferor corporation remains in ex-
istence after the date of distribution or 
transfer, an unused credit sustained by 
it for any taxable year beginning after 
such date shall be carried back in ac-
cordance with section 46(b)(1) in com-
puting the credit allowed by section 38 
to such corporation for a taxable year 
ending on or before that date, but may 
not be carried back or over in com-
puting the credit allowed by section 38 
to the acquiring corporation. 

(c) Computation of carryovers and 
carrybacks. (1) Subject to the modifica-
tions set forth in this paragraph, the 
provisions of § 1.46–2 shall apply in com-
puting carryovers and carrybacks of 
unused credits to taxable years of the 
acquiring corporation. 

(2)(i) The investment credit 
carryovers available to the distributor 
or transferor corporation as of the 
close of the date of distribution or 
transfer shall first be carried to the 
first taxable year of the acquiring cor-
poration ending after that date. This 
rule applies whether the date of dis-
tribution or transfer is on the last day, 
or any other day, of the acquiring cor-
poration’s taxable year. 

(ii) The investment credit carryovers 
available to the distributor or trans-
feror corporation as of the close of the 
date of distribution or transfer shall be 
carried to the acquiring corporation 
without diminution by reason of the 
fact that the acquiring corporation 
does not acquire 100 percent of the as-
sets of the distributor or transferor 
corporation. 

(3) An unused credit of a distributor 
or transferor corporation for a taxable 
year which ends on or before the last 
day of a taxable year of the acquiring 
corporation shall be considered to be 
an unused credit for a year prior to 
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such taxable year of the acquiring cor-
poration. If the acquiring corporation 
has acquired the assets of two or more 
distributor or transferor corporations 
on the same date of distribution or 
transfer, the unused credit years of the 
distributor or transferor corporations 
shall be taken into account in the 
order in which such years terminate. If 
any one of the unused credit years of a 
distributor or transferor corporation 
ends on the same day as the unused 
credit year of another distributor or 
transferor corporation, either unused 
credit year may be taken into account 
before the other. 

(4) The extent to which an invest-
ment credit carryover of a distributor 
or transferor corporation or of an ac-
quiring corporation from an unused 
credit year ending before January 1, 
1971, may be taken into account by the 
acquiring corporation for a taxable 
year beginning after December 31, 1970, 
shall be determined without regard to 
the credit earned by the acquiring cor-
poration for such year. Thus, in such a 
case, the amount of unused credit from 
such unused credit years which may be 
taken into account in a taxable year of 
the acquiring corporation beginning 
after December 31, 1970, shall be deter-
mined solely with reference to the lim-
itation based on amount of tax for such 
taxable year (without reduction for the 
credit earned for such year). 

(d) Computation of carryovers when 
date of distribution or transfer occurs on 
last day of acquiring corporation’s tax-
able year. The computation of the in-
vestment credit carryovers from the 
distributor or transferor corporation 
and from the acquiring corporation in 
a case where the date of distribution or 
transfer occurs on the last day of a tax-
able year of the acquiring corporation 
may be illustrated by the following ex-
ample: 

Example. X Corporation and Y Corporation 
were organized on January 1, 1971, and each 
corporation files its return on the calendar 
year basis. On December 31, 1972, X transfers 
all its assets to Y in a statutory merger to 
which section 361 applies. X’s credit earned 
and its limitation based on amount of tax for 
its taxable years 1971 and 1972 are as follows: 

X Corporation’s taxable 
year Credit earned 

Limitation 
based on 

amount of tax 

1971 ............................... $10,000 $5,000 
1972 ............................... 5,000 3,000 

Y’s credit earned and its limitation based on 
amount of tax for its taxable years 1971 
through 1973 are as follows: 

Y Corporation’s Credit earned 
Limitation 
based on 

amount of tax 

1971 ............................... $6,000 $5,000 
1972 ............................... 5,000 3,000 
1973 ............................... 3,000 10,000 

The sequence for the allowance of unused 
credits of X Corporation and Y Corporation, 
and the computation of the carryovers to Y 
Corporation’s calendar year 1974, may be il-
lustrated as follows: 

(1) X Corporation’s 1971 unused credit.—The 
carryover to Y 1974 is $0, computed as fol-
lows: 
Unused credit ......................................................... $5,000 

Excess of X’s 1972 limitation based on tax 
over credit earned ....................................... 0 

Carryover to Y’s year 1973 ................................... 5,000 
Excess of Y’s 1973 limitation based on tax 

over credit earned ....................................... 7,000 

Carryover to Y’s year 1974 ................................... 0 

(2) Y Corporation’s 1971 unused credit.—The 
carryover to Y 1974 is $0, computed as fol-
lows: 
Unused credit ......................................................... $1,000 

Excess of Y’s 1972 limitation based on tax 
over credit earned ....................................... 0 

Carryover to Y’s year 1973 ................................... 1,000 

Excess of Y’s 1973 limitation based on tax 
over credit earned ....................................... 7,000 

Less: X’s $5,000 carryover from 1971 ........... 5,000 

2,000 

Carryover to Y’s year 1974 ................................... 0 

(3) X Corporation’s 1972 unused credit.—The 
carryover to Y 1974 is $1,000, computed as fol-
lows: 
Unused credit ......................................................... $2,000 

Excess of Y’s 1973 limitation based on tax 
over credit earned ....................................... 7,000 

Less: X’s $5,000 carryover from 1971 and 
Y’s $1,000 carryover from 1971 ................. 6,000 

1,000 

Carryover to Y’s year 1974 ............................ 1,000 

(4) Y Corporation’s 1972 unused credit.—The 
carryover to Y 1974 is $2,000, computed as fol-
lows: 
Unused credit ......................................................... $2,000 
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Excess of Y’s 1973 limitation based on tax over 
credit earned ...................................................... 7,000 

Less: X’s $5,000 carryover from 1971 Y’s $1,000 
carryover from 1971 and X’s $1,000 carryover 
from 1972 ........................................................... 7,000 

0 

Carryover to Y’s year 1974 ................................... 2,000 

(5) The aggregate of the investment credit 
carryovers to Y’s year 1974 is $3,000, com-
puted as follows: 
X’s 1972 unused credit .......................................... $1,000 
Y’s 1972 unused credit .......................................... 2,000 

Total ......................................................... 3,000 

(e) Computation of carryovers when 
date of distribution or transfer is not on 
last day of acquiring corporation’s tax-
able year. (1) If the date of distribution 
or transfer occurs on any day other 
than the last day of a taxable year of 
the acquiring corporation, the amount 
which may be added to the amount al-
lowable as a credit by section 38 for the 
first taxable year of the acquiring cor-
poration ending after the date of dis-
tribution or transfer (hereinafter 
called the ‘‘year of acquisition’’) shall 
be determined in the following manner. 
The year of acquisition shall be consid-
ered as though it were 2 taxable years. 
The first of such 2 taxable years shall 
be referred to in this paragraph as the 
preacquisition part year and shall 
begin with the beginning of the year of 
acquisition and end with the close of 
the date of distribution or transfer. 
The second of such 2 taxable years 
shall be referred to in this paragraph as 
the postacquisition part year and shall 
begin with the day following the date 
of distribution or transfer and shall 
end with the close of the year of acqui-
sition. 

(2) The excess limitation for the year 
of acquisition (i.e., the excess of the 
limitation based on the amount of tax 
for such year over the amount of credit 
earned for such year) shall be divided 
between the preacquisition part year 
and the postacquisition part year in 
proportion to the number of days in 
each. Thus, if in a statutory merger to 
which section 361 applies Y Corpora-
tion, a calendar year taxpayer, ac-
quires the assets of X Corporation on 
June 30, 1975, and Y Corporation has an 
excess limitation of $36,500 for its cal-
endar year 1975, then the excess limita-
tion for the preacquisition part year 

would be $18,100 ($36,500×181/365) and the 
excess limitation for the 
postacquisition part year would be 
$18,400 ($36,500×184/365). 

(3) An unused credit of the acquiring 
corporation shall be carried to and ap-
plied against the excess limitation for 
the preacquisition part year and then 
carried to and applied against the ex-
cess limitation for the postacquisition 
part year, whereas an unused credit of 
the distributor or transferor corpora-
tion shall not be carried to the 
preacquisition part year but shall only 
be carried to and applied against the 
excess limitation for the 
postacquisition part year. For special 
rule relating to carryovers from tax-
able years ending before January 1, 
1971, to taxable years beginning after 
December 31, 1970, see subparagraph (6) 
of this paragraph. 

(4) Though considered as two sepa-
rate taxable years for purposes of this 
paragraph, the preacquisition part year 
and the postacquisition part year are 
treated as one taxable year in deter-
mining the years to which an unused 
credit is carried under section 46(b)(1). 

(5) The preceding subparagraphs may 
be illustrated by the following exam-
ple: 

Example. X Corporation and Y Corporation 
were organized on January 1, 1971, and each 
corporation files its return on the calendar 
year basis. On May 1, 1972, X transfers all its 
assets to Y in a statutory merger to which 
section 361 applies. X’s credit earned and its 
limitation based on amount of tax for its 
taxable years 1971 and ending May 1, 1972, are 
as follows: 

X Corporation’s taxable 
year Credit earned 

Limitation 
based on 

amount of tax 

1971 ............................... $11,000 $5,000 
Ending 5–1–72 .............. 3,000 6,000 

Y’s credit earned and its limitation based on 
amount of tax for its taxable years 1971 and 
1972 are as follows: 

Y Corporation’s taxable 
year Credit earned 

Limitation 
based on 

amount of tax 

1971 ............................... $7,000 $3,000 
1972 ............................... 3,000 9,000 

The sequence for the allowance of unused 
credits of X Corporation and Y Corporation, 
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and the computation of carryovers to Y Cor-
poration’s calendar year 1973, may be illus-
trated as follows: 

(i) X Corporation’s 1971 unused credit. The 
carryover to Y 1973 is $0, computed as fol-
lows: 
Unused credit ......................................................... $6,000 

Excess of X’s 5–1–72 limitation based on tax 
over credit earned ....................................... 3,000 

Carryover to Y’s postacquisition part year 1972 ... 3,000 
Excess limitation for Y’s postacquisition part 

year ($6,000× 244/366) .............................. 4,000 

Carryover to Y’s year 1973 ................................... 0 

(ii) Y Corporation’s 1971 unused credit. The 
carryover to Y 1973 is $1,000, computed as fol-
lows: 
Unused credit ......................................................... $4,000 

Excess limitation for Y’s preacquisition part 
year ($6,000×122/ 366) .............................. 2,000 

Carryover to Y’s postacquisition part year ............ 2,000 

Excess limitation for Y’s postacquisition part 
year ($6,000× 244/366) .............................. 4,000 

Less: X’s $3,000 carryover from 1971 ........... 3,000 

1,000 

Carryover to Y’s year 1973 ............................ 1,000 

(iii) The aggregate of the investment cred-
it carryovers to Y’s year 1973 is $1,000, com-
puted as follows: 
X’s 1971 unused credit .......................................... 0 
Y’s 1971 unused credit .......................................... $1,000 

Total ......................................................... 1,000 

(6) If the year of acquisition is a tax-
able year beginning after December 31, 
1970, and if there is an unused credit of 
the distributor or transferor corpora-
tion or of the acquiring corporation 
arising in an unused credit year ending 
before January 1, 1971, which may be 
carried to such year of acquisition (see 
paragraph (c)(4) of this section), then 
in applying subparagraphs (1), (2), and 
(3) of this paragraph, in lieu of dividing 
the excess limitation for the year of 
acquisition between the preacquisition 
and postacquisition part years, only 
the limitation based on the amount of 
tax for such year (i.e., without reduc-
tion for the credit earned) shall be di-
vided between the preacquisition and 
postacquisition part years. If there is 
also an unused credit arising in an un-
used credit year ending after December 
31, 1970, which may be carried to the 
year of acquisition, then for the pur-
pose of determining the amount of such 
unused credit which may be taken into 
account for such year of acquisition, 
the credit earned for the year of acqui-

sition shall first be applied against the 
limitation based on amount of tax for 
the preacquisition part year (reduced 
by any investment credit carryovers to 
such part year from unused credit 
years ending before January 1, 1971) 
and the excess, if any, shall then be ap-
plied against the limitation based on 
amount of tax for the postacquisition 
part year (also reduced by any invest-
ment credit carryovers to such part 
year from unused credit years ending 
before January 1, 1971). 

(7) Subparagraph (6) of this para-
graph may be illustrated by the fol-
lowing example: 

Example. X Corporation and Y Corporation 
were organized on January 1, 1970, and each 
corporation files its return on the calendar 
year basis. On May 1, 1972, X transfers all its 
assets to Y in a statutory merger to which 
section 361 applies. X’s credit earned and its 
limitation based on amount of tax for its 
taxable years 1970, 1971, and ending May 1, 
1972, are as follows: 

X Corporation’s taxable 
year Credit earned 

Limitation 
based on 

amount of tax 

1970 ............................... $300 
1971 ............................... 100 
Ending 5–1–72 .............. 200 

Y’s credit earned and its limitation based on 
amount of tax for its taxable years 1970 
through 1972 are as follows: 

Y Corporation’s taxable 
year Credit earned 

Limitation 
based on 

amount of tax 

1970 ............................... $100 
1971 ............................... 200 
1972 ............................... 300 $900 

The sequence for the allowance of unused 
credits of X Corporation and Y Corporation, 
and the computation of carryovers to Y Cor-
poration’s calendar year 1973, may be illus-
trated as follows: 

(i) X Corporation’s 1970 unused credit.—The 
carryover to Y 1973 is $0, computed as fol-
lows: 
Unused credit ......................................................... $300 

X Corporation’s 1971 limitation based on tax 0 
X Corporation’s 5–1–72 limitation based on 

tax ............................................................... 0 

Carryover to Y’s postacquisition part year 
1972 ............................................................ 300 

Limitation based on tax for Y’s 
postacquisition part year 1972 ($900×244/ 
366) ............................................................. 600 

Carryover to Y’s year 1973 ................................... 0 
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(ii) Y Corporation’s 1970 unused credit.—The 
carryover to Y 1973 is $0, computed as fol-
lows: 
Unused credit ......................................................... $100 

Y Corporation’s 1971 limitation based on tax 0 

Carryover to Y’s preacquisition part year 1972 ..... 100 

Limitation based on tax for Y’s preacquisition 
part year 1972 ($900×122/366) .................. 300 

Carryover to Y’s postacquisition part year 1972 ... 0 

(iii) Y Corporation’s credit earned for 1972.— 
The carryover to Y 1973 is $0, computed as 
follows: 
Credit earned ......................................................... $300 

Limitation based on tax for preacquisition 
part year 1972 ($900×122/366) .................. 300 

Less: Y’s $100 carryover from 1970 .............. 100 

$200 

Carryover to Y’s postacquisition part year 1972 ... 100 

Limitation based on tax for postacquisition 
part year 1972 ($900×244/366) .................. 600 

Less: X’s $300 carryover from 1970 .............. $300 

300 

Carryover to Y’s year 1973 ................................... 0 

(iv) X Corporation’s 1971 unused credit.—The 
carryover to Y 1973 is $0, computed as fol-
lows: 
Unused credit ......................................................... $100 

Excess of X’s 1972 limitation based on tax 
over credit earned ....................................... 0 

Carryover to Y’s postacquisition part year 1972 ... 100 
Limitation based on tax for postacquisition 

part year 1972 ($900×244/366) .................. 600 

Less: 
X’s $300 carryover from 1970 ................. 300 
Y’s 1972 credit earned for 

postacquisition part year ...................... 100 

400 

200 

Carryover to Y’s year 1973 ................................... 0 

(v) Y Corporation’s 1971 unused credit.—The 
carryover to Y 1973 is $100, computed as fol-
lows: 
Unused credit ......................................................... $200 

Limitation based on tax for preacquisition 
part year 1972 ($900×122/366) .................. 300 

Less: 
Y’s $100 carryover from 1970 ................. 100 

Y’s 1972 credit earned for preacquisition 
part year 1972 ..................................... 200 

300 

0 

Carryover to Y’s postacquisition part year ............ 200 

Limitation based on tax for postacquisition 
part year 1972 ($900×244/366) .................. 600 

Less: 
X’s $300 carryover from 1970 ................. 300 
Y’s 1972 credit earned for 

postacquisition part year 1972 ............ 100 
X’s $100 carryover from 1971 ................. 100 

500 

100 

Carryover to Y’s year 1973 ................................... 100 

(vi) X Corporation’s 5–1–72 unused credit.— 
The carryover to Y 1973 is $200, computed as 
follows: 
Unused credit ......................................................... $200 

Limitation based on tax for postacquisition 
part year 1972 ($900×244/366) .................. 600 

Less: 
X’s $300 carryover from 1970 ................. 300 
Y’s 1972 credit earned for 

postacquisition part year 1972 ............ 100 
X’s $100 carryover from 1971, and Y’s 

$100 carryover from 1971 ................... 200 

600 

0 

Carryover to Y’s year 1973 ................................... 200 

(vii) The aggregate of the investment cred-
it carryovers to Y 1973 is $300, computed as 
follows: 
Y’s 1971 unused credit .......................................... $100 
X’s 1972 unused credit .......................................... 200 

Total ......................................................... 300 

(8) If the year of acquisition is a tax-
able year to which the limitation pro-
vided in § 1.46–2(b)(2) (relating to 20- 
percent limitation on carryovers and 
carrybacks to certain taxable years) 
applies, then for purposes of applying 
such limitation the preacquisition part 
year and the postacquisition part year 
shall each be considered a fractional 
part of a year, but, if the date of dis-
tribution or transfer is not on the last 
day of a month, the entire month in 
which the date of distribution or trans-
fer occurs shall be considered as in-
cluded in the preacquisition part year 
and no portion thereof shall be consid-
ered as included in the postacquisition 
part year. 

(9) If the acquiring corporation suc-
ceeds to the investment credit 
carryovers of two or more distributor 
or transferor corporations on two or 
more dates of distribution or transfer 
during the same taxable year of the ac-
quiring corporation, the manner in 
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which the unused credits of the dis-
tributor or transferor corporations 
shall be applied shall be determined 
consistently with the rules prescribed 
in paragraph (c) of § 1.381(c)(1)–2. 

(f) Successive acquiring corporations. 
An acquiring corporation which, in a 
distribution or transfer to which sec-
tion 381(a) applies, acquires the assets 
of a distributor or transferor corpora-
tion which previously acquired the as-
sets of another corporation in a trans-
action to which section 381(a) applies, 
shall succeed to and take into account, 
subject to the conditions and limita-
tions of § 1.46–2 and this section, the in-
vestment credit carryovers available to 
the first acquiring corporation under 
§ 1.46–2 and this section. 

(g) Recomputation of credit allowed by 
section 38 on certain property of acquiring 
corporation. If section 38 property ac-
quired by an acquiring corporation in a 
transaction to which section 381(a) ap-
plies is disposed of, or otherwise ceases 
to be section 38 property (or becomes 
public utility property) with respect to 
the acquiring corporation, before the 
close of the estimated useful life which 
was taken into account in computing 
the distributor or transferor corpora-
tion’s qualified investment, see para-
graph (e) of § 1.47–3. 

(h) Electing small business corporation. 
An unused credit of a distributor or 
transferor corporation arising in an un-
used credit year for which such cor-
poration is not an electing small busi-
ness corporation (as defined in section 
1371(b)) may not be carried over in a 
transaction to which section 381 ap-
plies to a taxable year of the acquiring 
corporation for which such corporation 
is an electing small business corpora-
tion and may not be added to the 
amount allowable as a credit under sec-
tion 38 to the shareholders of the ac-
quiring corporation for such taxable 
year. However, in such a case, a tax-
able year for which the acquiring cor-
poration is an electing small business 
corporation shall be counted as a tax-
able year for purposes of determining 
the taxable years to which such unused 
credit may be carried. 

(i) [Reserved] 
(j) Carryover of operating capacity for 

qualified intercity bus. For rules for de-
termining an acquiring corporation’s 

qualified investment for the energy 
credit for a qualified intercity bus, see 
§ 1.48–9(q)(11). 

(Sec. 38(b) (76 Stat. 963, 26 U.S.C. 38(b)), 
48(l)(16) (94 Stat. 264, 26 U.S.C. 48(l)(16)), and 
7805 (68A Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7289, 38 FR 30554, Nov. 6, 1973, as amend-
ed by T.D. 7982, 49 FR 39544, Oct. 9, 1984; 49 
FR 41246, Oct. 22, 1984] 

§ 1.381(c)(24)–1 Work incentive pro-
gram credit carryovers in certain 
corporate acquisitions. 

The computation of carryovers and 
carrybacks of unused WIN credits in a 
transaction to which section 381 ap-
plies shall be made under the principles 
of § 1.381(c)(23)–1 (relating to the com-
putation of carryovers and carrybacks 
of unused investment credits), except 
that the provisions of paragraph (c)(4) 
and paragraph (e)(6), (7), and (8) of such 
section shall not apply. 

(Secs. 381(c)(23), 76 Stat. 971 (26 U.S.C. 
381(c)(23), 381(c)(24)) 85 Stat. 557 (26 U.S.C. 
381(c)(24)), 7805, 68A Stat. 917 (26 U.S.C. 7805)) 

[T.D. 7289, 38 FR 30557, Nov. 6, 1973] 

§ 1.381(c)(25)–1 Deficiency dividend of 
a qualified investment entity. 

(a) Carryover requirement. If a dis-
tributor or transferor corporation in a 
transaction to which section 381(a) ap-
plies— 

(1) Was a qualified investment entity 
(within the meaning of section 860(b)) 
for any taxable year ending on or be-
fore the date of distribution or trans-
fer, and 

(2) A determination (as defined in 
section 860(e)) establishes that the 
transferor or distributor corporation is 
liable for the tax imposed by section 
11(a), 56(a), 852(b), 857(b)(1), 857(b)(3)(A), 
or 1201(a) for such taxable year,then in 
determining the liability for such tax 
the deduction described in section 860 
shall be allowed pursuant to section 
381(c)(25) to such corporation for the 
amount of deficiency dividends paid by 
the acquiring corporation with respect 
to the distributor or transferor cor-
poration. Except as otherwise provided 
in this section, the provisions of sec-
tion 860 and the regulations thereunder 
apply with respect to a deficiency divi-
dend deduction allowable pursuant to 
section 381(c)(25). 
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(b) Deficiency dividends paid by the ac-
quiring corporation with respect to the 
distributor or transferor corporation. A 
deficiency dividend paid by the acquir-
ing corporation with respect to the dis-
tributor or transferor corporation must 
be a distribution that would satisfy the 
definition of a deficiency dividend 
under section 860(f) if paid by the dis-
tributor or transferor corporation to 
its own shareholders. The distribution, 
however, shall be paid by the acquiring 
corporation to its own shareholders. 
The distribution also shall be paid 
after the date of distribution or trans-
fer and on, or within 90 days after, the 
date of the determination but before 
the acquiring corporation files a claim 
under paragraph (c) of this section. 

(c) Claim for deduction. A claim for de-
duction under this section shall be 
made by the acquiring corporation on 
Form 976 and shall be filed within 120 
days after the date of the determina-
tion. The form shall contain, or be ac-
companied by, the information re-
quired under § 1.860–2(b)(2) in sufficient 
detail to properly identify the facts 
with respect to the distributor or 
transferor corporation and the acquir-
ing corporation. The required certified 
copy of the resolution authorizing the 
payment of the dividend shall be that 
of the trustees, board of directors, or 
other authority, of the acquiring cor-
poration. Necessary changes may be 
made in Form 976 in order to carry out 
the provisions of this paragraph. The 
claim shall be filed with the district di-
rector, or director of the internal rev-
enue service center, with whom the re-
turn of the distributor or transferor 
corporation to which the claim relates 
was filed. 

(d) Effect on dividends paid deduction. 
A deficiency dividend paid by the ac-
quiring corporation that is allowable 
as a deduction to a distributor or 
transferor corporation pursuant to sec-
tion 381(c)(25) shall not become a part 
of the dividends paid deduction of the 
acquiring corporation under section 561 
for any taxable year. 

(e) Successive transactions to which sec-
tion 381(a) applies. The provisions of 
this section shall apply in the case of 
successive transactions to which sec-
tion 381(a) applies. Thus, if X corpora-
tion transfers its assets to Y corpora-

tion in a transaction to which section 
381(a) applies and if Y corporation 
transfers its assets to Z corporation in 
a subsequent transaction to which sec-
tion 381(a) applies, then, subject to the 
provisions of this section, X corpora-
tion may take a deficiency dividend de-
duction for the amount of deficiency 
dividends paid by Z corporation with 
respect to X corporation. 

(Sec. 860(l) (92 Stat. 2849, 26 U.S.C. 860(l)); sec. 
860(g) (92 Stat. 2850, 26 U.S.C. 860(g)); and sec. 
7805 (68A Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7767, 46 FR 11264, Feb. 6, 1981, as amend-
ed by T.D. 7936, 49 FR 2106, Jan. 18, 1984] 

§ 1.381(c)(26)–1 Credit for employment 
of certain new employees. 

(a) Carryovers and carrybacks. For 
taxable years beginning before January 
1, 1984, the computation of carryovers 
and carrybacks of unused targeted jobs 
credit (new jobs credit in the case of 
wages paid before 1979) under section 
44B (as in effect prior to enactment of 
the Tax Reform Act of 1984) in a trans-
action to which section 381(a) applies 
shall be made under the principles of 
§ 1.381(c)(23)–1 (relating to the computa-
tion of carryovers and carrybacks of 
unused investment credit), except that 
the provisions of paragraph (c)(4) and 
paragraph (e)(6), (7) and (8) of such sec-
tion shall not apply. 

(b) Other items. See § 1.51–1(h) for a 
rule that applies to certain transfers of 
a trade or business in which a member 
of a targeted group is employed. 

[T.D. 8062, 50 FR 46003, Nov. 6, 1985] 

§ 1.381(d)–1 Operations loss carryovers 
of life insurance companies. 

For the application of part V, sub-
chapter C, chapter 1 of the Code to op-
erations loss carryovers of life insur-
ance companies, see section 812(f) and 
§ 1.812–7 and section 381(c)(22) and 
§ 1.381(c)(22)–1. 

[T.D. 6625, 27 FR 12543, Dec. 19, 1962] 

§ 1.382–1 Table of contents. 

This section lists the captions that 
appear in the regulations for §§ 1.382– 
1T, 1.382–2, 1.382–2T, and 1.382–3 through 
1.382–11. 
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§ 1.382–1T [Reserved] 

§ 1.382–2 General rules for ownership change. 

(a) Certain definitions for purposes of sec-
tions 382 and 383 and the regulations there-
under. 

(1) Loss corporation. 
(i) In general. 
(ii) Distributor of transferor loss corpora-

tion in a transaction under section 381. 
(iii) Separate accounting required for 

losses and credits of an acquiring corpora-
tion and a distributor or transferor loss cor-
poration. 

(iv) End of separate accounting for losses 
and credits of distributor or transferor cor-
poration. 

(v) Application to other successor corpora-
tions. 

(2) Pre-change loss. 
(3) Stock. 
(i) In general. 
(ii) Convertible stock. 
(4) Testing date. 
(i) In general. 
(ii) Exceptions. 
(5) Successor corporation. 
(6) Predecessor corporation. 
(b) Effective dates. 
(1) In general. [Reserved] 
(2) Rules provided in paragraph (a)(3)(ii) of 

this section. 
(i) In general. 
(ii) Certain convertible preferred stock. 
(3) Rules provided in paragraph (a)(4) of 

this section. 

§ 1.382–2T Definition of ownership change 
under section 382, as amended by the Tax Re-
form Act of 1986 (temporary). 

(a) Ownership change. (1) In general. 
(2) Events requiring a determination of 

whether an ownership change has occurred. 
(i) Testing dates prior to November 5, 1992. 
(ii) [Reserved] 
(iii) Records to be maintained by loss cor-

poration. 
(A) Exception. 
(B) Statement with respect to prior peri-

ods. 
(b) Nomenclature and assumptions. 
(c) Computing the amount of increases in per-

centage ownership. (1) In general. 
(2) Example. 
(3) Related and unrelated increases in per-

centage stock ownership. 
(4) Example. 
(d) Testing period. (1) In general. 
(2) Effect of a prior ownership change. 
(3) Commencement of the testing period. 
(i) In general. 
(ii) Exception for corporations with net un-

realized built-in loss. 
(4) Disregarding testing dates. 
(5) Example. 
(e) Owner shift and equity structure shift. 

(1) Owner shift. 
(i) Defined. 
(ii) Transactions between persons who are 

not 5-percent shareholders disregarded. 
(iii) Examples. 
(2) Equity structure shift. 
(i) Tax-free reorganizations. 
(ii) Transactions designated under section 

382(g)(3)(B) treated as equity structure 
shifts. 

(iii) Overlap of owner shift and equity 
structure shift. 

(iv) Examples. 
(f) Definitions. (1) Loss corporation. 
(2) Old loss corporation. 
(3) New loss corporation. 
(4) Successor corporation. 
(5) Predecessor corporation. 
(6) Shift. 
(7) Entity. 
(8) Director ownership interest. 
(9) First tier entity. 
(10) 5-percent owner. 
(11) Public shareholder. 
(12) Public owner. 
(13) Public group. 
(14) Higher tier entity. 
(15) Indirect ownership interest. 
(16) Highest tier entity. 
(17) Next lower tier entity. 
(18) Stock. 
(i) In general. 
(ii) Treating stock as not stock. 
(iii) Treating interests not constituting 

stock as stock. 
(iv) Stock of the loss corporation. 
(19) Change date. 
(20) Year. 
(21) Old section 382. 
(22) Pre-change loss. 
(23) Unrelated. 
(24) Percentage ownership interest. 
(g) 5-percent shareholder. (1) In general. 
(2) Determination of whether a person is a 

5-percent shareholder. 
(3) Determination of the percentage stock 

ownership interest of a 5-percent share-
holder. 

(4) Examples. 
(5) Stock ownership presumptions in con-

nection with certain acquisitions and dis-
positions of loss corporation stock. 

(i) In general. 
(ii) Example. 
(h) Constructive ownership of stock. (1) In 

general. 
(2) Attribution from corporations, partner-

ships, estates and trusts. 
(i) In general. 
(ii) Limitation on attribution from entities 

with respect to certain interests. 
(iii) Limitation on attribution from cer-

tain entities. 
(iv) Examples. 
(3) Attribution to corporations, partner-

ships, estates and trusts. 
(4) Option attribution. 
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(i) In general. 
(ii) Examples. 
(iii) Contingencies. 
(iv) Series of options. 
(v) Interests that are similar to options. 
(vi) Actual exercise of options. 
(A) In general. 
(B) Actual exercise within 120 days of 

deemed exercise. 
(vii) Effect of deemed exercise of options 

on the outstanding stock of the loss corpora-
tion. 

(A) Right of obligation to issue stock. 
(B) Right or obligation to acquire out-

standing stock by the loss corporation. 
(C) Effect on value of old loss corporation. 
(viii) Options that lapse or are forfeited. 
(ix) Option rule inapplicable if pre-change 

losses are de minimis. 
(x) Options not subject to attribution 
(A) Long-held options with respect to ac-

tively traded stock. 
(B) Right to receive or obligation to issue 

a fixed dollar amount of value of stock upon 
maturity of certain debt. 

(C) Right or obligation to redeem stock of 
the loss corporation. 

(D) Options exercisable only upon death, 
disability or mental incompetency. 

(E) Right to receive or obligation to issue 
stock as interest or dividends. 

(F) Options outstanding following an own-
ership change. 

(1) In general. 
(2) Example. 
(G) Right to acquire loss corporation stock 

pursuant to a default under loan agreement. 
(H) Agreement to acquire or sell stock 

owned by certain shareholders upon retire-
ment. 

(I) [Reserved] 
(J) Title 11 of similar case. 
(K)–(Y) [Reserved] 
(xi) Certain transfers of options dis-

regarded. 
(xii) Exercise of an option that has not 

been treated as stock. 
(xiii) Effective date. 
(5) Stock transferred under certain agree-

ments. 
(6) Family attribution. 
(i) [Reserved] 
(j) Aggregation and segregation rules. (1) Ag-

gregation of public shareholders and public 
owners into public groups. 

(i) Public group. 
(ii) Treatment of public group that is a 5- 

percent shareholder. 
(iii) Presumption of no cross-ownership. 
(iv) Identification of the public groups 

treated as 5-percent shareholders. 
(A) Analysis of highest tier entities. 
(B) Analysis of other higher tier entities 

and first tier entities. 
(C) Aggregation of the public shareholders. 
(v) Appropriate adjustments. 
(vi) Examples. 

(2) Segregation rules applicable to trans-
actions involving the loss corporation. 

(i) In general. 
(ii) Direct public group. 
(iii) Transactions to which segregation 

rules apply. 
(A) In general. 
(B) Certain equity structure shifts and 

transactions to which section 1032 applies. 
(1) In general. 
(2) Examples. 
(C) Redemption-type transactions. 
(1) In general. 
(2) Examples. 
(D) Acquisition of loss corporation stock as 

the result of the ownership of a right to ac-
quire stock. 

(1) In general. 
(2) Example. 
(E) Transactions identified in the Internal 

Revenue Bulletin. 
(F) Issuance of rights to acquire loss cor-

poration stock. 
(1) In general. 
(2) Example. 
(iv) Combination of de minimis public 

groups. 
(A) In general. 
(B) Example. 
(v) Multiple transactions. 
(A) In general. 
(B) Example. 
(vi) Acquistions made by either a 5-percent 

shareholder or the loss corporation following 
application of the segregation rules. 

(3) Segregation rules applicable to trans-
actions involving first tier entities or higher 
tier entities. 

(i) Dispositions. 
(ii) Example. 
(iii) Other transactions affecting direct 

public groups of a first tier entity or higher 
tier entity. 

(iv) Examples. 
(v) Acquistions made by a 5-percent share-

holder, a higher tier entity, or a first tier en-
tity following application of the segregation 
rules. 

(k) Operating rules. (1) Presumptions re-
garding stock ownership. 

(i) Stock subject to regulation by the Secu-
rities and Exchange Commission. 

(ii) Statements under penalties of perjury. 
(2) Actual knowledge regarding stock own-

ership. 
(3) Duty to inquire as to actual stock own-

ership in the loss corporation. 
(4) Ownership interests structured to avoid 

the section 382 limitation. 
(5) Example. 
(6) First tier entity or higher tier entity 

that is a foreign corporation or entity. [Re-
served.] 

(l) Changes in percentage ownership which 
are attributable to fluctuations in value. [Re-
served] 

(m) Effective date. (1) In general. 
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(2) Plan of reorganization. 
(3) Earliest commencement of the testing 

period. 
(4) Transitional rules. 
(i) Rules provided in paragraph (j) of this 

section for testing dates before September 4, 
1987. 

(ii) Example. 
(iii) Rules provided in paragraph (j) of this 

section for testing dates on or after Sep-
tember 4, 1987. 

(iv) Rules provided in paragraphs (f)(18)(ii) 
and (iii) of this section. 

(v) Rules provided in paragraph (a)(2)(ii) of 
this section. 

(vi) Rules provided in paragraph (h)(4) of 
this section. 

(vii) Rules provided in paragraph (a)(2)(i) of 
this section. 

(5) Bankruptcy proceedings. 
(i) In general. 
(ii) Example. 
(6) Transactions of domestic building and 

loan associations. 
(7) Transactions not subject to section 382. 
(i) Application of old section 382. 
(ii) Effect on testing period. 
(iii) Termination of old section 382. [Re-

served] 
(8) Options issued or transferred before 

January 1, 1987. 
(i) Options issued before May 6, 1986. 
(ii) Options issued on or after May 6, 1986 

and before September 18, 1986. 
(iii) Options issued on or after September 

18, 1986 and before January 1, 1987. 
(9) Examples. 

§ 1.382–3 Definitions and rules relating to a 5- 
percent shareholder. 

(a) Definitions. 
(1) Entity. 
(i) In general. 
(ii) Examples. 
(iii) Effective date. 
(A) In general 
(B) Special rule. 
(C) Example. 
(2) [Reserved] 
(b)–(i) [Reserved] 
(j) Modification of the segregation rules of 

§ 1.382–2T(j)(2)(iii) in the case of certain 
issuances of stock. 

(1) Introduction. 
(2) Small issuance exception. 
(i) In general. 
(ii) Small issuance defined. 
(iii) Small issuance limitation. 
(A) In general. 
(B) Class of stock defined. 
(C) Adjustments for stock splits and simi-

lar transactions. 
(D) Exception. 
(iv) Short taxable years. 
(3) Other issuances of stock for cash. 
(i) In general. 
(ii) Solely for cash. 

(A) In general. 
(B) Related issuances. 
(iii) Coordination with paragraph (j)(2) of 

this section. 
(4) Limitation on exempted stock. 
(5) Proportionate acquisition of exempted 

stock. 
(i) In general. 
(ii) Actual knowledge of greater overlap-

ping ownership. 
(6) Exception for equity structure shifts. 
(7) Transitory ownership by underwriter 

disregarded. 
(8) Certain related issuances. 
(9) Application to options. 
(10) Issuance of stock pursuant to the exer-

cise of certain options. 
(11) Application to first tier and higher tier 

entities. 
(12) Certain non-stock ownership interests. 
(13) Examples. 
(14) Effective date. 
(i) In general. 
(ii) Effective date for paragraph (j)(10) of 

this section. 
(iii) Election to apply this paragraph (j) 

retroactively. 
(A) Election. 
(B) Amended returns. 
(C) Revised information statements. 
(k) Special rules for certain regulated in-

vestment companies. 
(1) In general. 
(2) Effective date. 
(i) General rule. 
(ii) Election to apply prospectively. 

§ 1.382–4 Constructive ownership of stock. 

(a) In general. [Reserved] 
(b) Attribution from corporations, partner-

ships, estates and trusts. 
(1) [Reserved] 
(2) Limitation. 
(c) Attribution to corporations, partner-

ships, estates and trusts. [Reserved] 
(d) Treatment of options as exercised. 
(1) General rule. 
(2) Options treated as exercised. 
(i) Issuance or transfer. 
(ii) Subsequent testing dates. 
(3) The ownership test. 
(4) The control test. 
(i) In general. 
(ii) Operating rules. 
(A) Person and related persons. 
(B) Indirect ownership interest. 
(5) The income test. 
(6) Application of the ownership, control, 

and income tests. 
(i) In general. 
(ii) Application of ownership test. 
(iii) Application of control test. 
(iv) Application of income test. 
(7) Safe harbors. 
(i) Contracts to acquire stock. 
(ii) Escrow, pledge, or other security agree-

ments. 
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(iii) Compensatory options. 
(iv) Options exercisable only upon death, 

disability, mental incompetency or retire-
ment. 

(v) Rights of first refusal. 
(vi) Options designated in the Internal 

Revenue Bulletin. 
(8) Additional rules. 
(i) Contracts to acquire stock. 
(ii) Indirect transfer of an option. 
(iii) Options related to interests in non- 

corporate entities. 
(iv) Puts. 
(9) Definition of option. 
(i) In general. 
(ii) Convertible stock. 
(iii) Series of options. 
(iv) General principles of tax law. 
(10) Subsequent treatment of options treat-

ed as exercised on a change date. 
(i) In general. 
(ii) Alternative look-back rule for options 

exercised within 3 years after change date. 
(11) Transfers not subject to deemed exer-

cise. 
(12) Certain rules regarding non-stock in-

terests as stock. 
(e) Stock transferred under certain agree-

ments. [Reserved] 
(f) Family attribution. [Reserved] 
(g) Definitions. 
(h) Effective date. 
(1) In general. [Reserved] 
(2) Option attribution rules. 
(i) General rule. 
(ii) Special rule for control test. 
(iii) Convertible stock issued prior to July 

20, 1988. 
(A) In general. 
(B) Exceptions. 
(1) Nonvoting convertible preferred stock. 
(2) Other convertible stock. 
(iv) Convertible stock issued on or after 

July 20, 1988, and before November 5, 1992. 
(v) Certain options in existence imme-

diately before and after an ownership 
change. 

(vi) Election to apply § 1.382–2T(h)(4). 
(A) In general. 
(B) Additional consequences of election. 
(C) Time and manner of making the elec-

tion. 
(D) Amended returns. 
(3) Special rule for options subject to attri-

bution under § 1.382–2T(h)(4). 

§ 1.382–5 Section 382 limitation. 

(a) Scope. 
(b) Computation of value. 
(c) Short taxable year. 
(d) Successive ownership changes and ab-

sorption of a section 382 limitation. 
(1) In general. 
(2) Recognized built-in gains and losses. 
(3) Effective date. 
(e) Controlled groups. 
(f) Effective date. 

§ 1.382–6 Allocation of income and loss to peri-
ods before and after the change date for pur-
poses of section 382. 

(a) General rule. 
(b) Closing-of-the-books election. 

(1) In general. 
(2) Making the closing-of-the-books elec-

tion. 
(i) Time and manner. 
(ii) Election irrevocable. 
(3) Special rules relating to consolidated 

and controlled groups. 
(i) Consolidated groups. 
(ii) Controlled groups. 

(c) Operating rules for determining net oper-
ating loss, taxable income, net capital 
loss, modified capital gain net income, 
and special allocations. 

(1) In general. 
(2) Adjustment to net operating loss. 
(i) Determination of remaining capital 

gain. 
(ii) Reduction of net operating loss by re-

maining capital gain. 
(d) Coordination with rules relating to the 

allocation of income under § 1.1502–76(b). 
(e) Allocation of certain credits. 
(f) Examples. 
(g) Definitions and nomenclature. 

(1) Change year. 
(2) Pre-change period. 
(3) Post-change period. 
(4) Modified capital gain net income. 

(h) Effective date. 

§ 1.382–7 Built-in gains and losses. [Reserved] 

§ 1.382–8 Controlled groups. 

(a) Introduction. 
(b) Controlled group loss and controlled 

group with respect to a controlled group 
loss. 

(1) In general. 
(2) Presumption regarding net unrealized 

built-in loss. 
(c) Computation of value. 
(1) Reduction in value by the amount re-

stored. 
(2) Restoration of value. 
(3) Reduction in value by the amount re-

stored. 
(4) Appropriate adjustments. 
(5) Certain reductions in the value of mem-

bers of a controlled group. 
(d) No double reduction. 
(e) Definitions and nomenclature. 
(1) Definitions in Section 382 and the regu-

lations thereunder. 
(2) Controlled group. 
(3) Component member. 
(4) Foreign component member. 
(i) In general. 
(ii) Exception. 
(5) Predecessor and successor corporation. 
(f) Coordination between consolidated 

groups and controlled groups. 
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(g) Examples. 
(h) Time and manner of filing election to 

restore. 
(1) Statements required. 
(i) Filing by loss corporation. 
(ii) Filing by electing member. 
(iii) Agreement. 
(2) Special rule for foreign component 

members. 
(i) Deemed election to restore full value. 
(ii) Election not to restore full value. 
(iii) Agreement. 
(3) Revocation of election. 
(i) [Reserved] 
(j) Effective date. 
(1) In general. 
(2) Transition rule. 
(i) In general. 
(ii) Special transition rules for controlled 

groups that had ownership changes before 
January 29, 1991. 

(3) Amended returns. 
(4) Effective/applicability date. 

§ 1.382–9 Special rules under section 382 for cor-
porations under the jurisdiction of a court in 
a title 11 or similar case. 

(a) Introduction. 
(b) Application of section 382(1)(5). 
(c) [Reserved] 
(d) Rules for determining whether stock of 

the loss corporation is owned as a result of 
being a qualified creditor. 

(1) Qualified creditor. 
(2) General rules for determining whether 

indebtedness is qualified indebtedness. 
(i) Definition. 
(ii) Determination of beneficial ownership. 
(iii) Duty of inquiry. 
(iv) Ordinary course indebtedness. 
(3) Treatment of certain indebtedness as 

continuously owned by the same owner. 
(i) In general. 
(ii) Operating rules. 
(iii) Indebtedness owned by beneficial 

owner who becomes a 5-percent shareholder 
or 5-percent entity. 

(iv) Example. 
(4) Special rule if indebtedness is a large 

portion of creditor’s assets. 
(i) In general. 
(ii) Applicable period. 
(iii) Determination of ownership change. 
(iv) Reliance on statement. 
(5) Tacking of ownership periods. 
(i) Transferee treated as owning indebted-

ness for period owned by transferor. 
(ii) Qualified transfer. 
(iii) Exception. 
(iv) Debt-for-debt exchanges. 
(6) Effective date. 
(i) In general. 
(ii) Elections and amended returns. 
(A) Election to apply this paragraph (d) 

retroactively. 
(B) Election to revoke section 382(l)(5)(H) 

election. 

(C) Amended returns. 
(e) Option attribution for purposes of de-

termining stock ownership under section 
382(1)(5)(A)(ii). 

(1) In general. 
(2) Special rules. 
(i) Lapse or forfeiture of options deemed 

exercised. 
(ii) Actual exercise of options not deemed 

exercised. 
(iii) Amended returns. 
(3) Examples. 
(4) Effective dates. 
(i) In general. 
(ii) Special rule for interest or dividends. 
(f)–(h) [Reserved] 
(i) Election not to apply section 382(l)(5). 
(j) Value of the loss corporation in an own-

ership change to which section 382(l)(6) ap-
plies. 

(k) Rules for determining the value of the 
stock of the loss corporation. 

(1) Certain ownership interests treated as 
stock. 

(2) Coordination with section 382(e)(2). 
(3) Coordination with section 382(e)(3). 
(4) Coordination with section 382(l)(1). 
(5) Coordination with section 382(l)(4). 
(6) Special rule for stock not subject to the 

risk of corporate business operations. 
(i) In general. 
(ii) Coordination of special rule and other 

rules affecting value. 
(7) Limitation on value of stock. 
(l) Rules for determining the value of the 

loss corporation’s pre-change assets. 
(1) In general. 
(2) Coordination with section 382(e)(2). 
(3) Coordination with section 382(e)(3). 
(4) Coordination with section 382(l)(1). 
(5) Coordination with section 382(l)(4). 
(m) Continuity of business requirement. 
(1) Under section 382(1)(5). 
(2) Under section 382(l)(6). 
(n) Ownership change in a title 11 or simi-

lar case succeeded by another ownership 
change within two years. 

(1) Section 382(l)(5) applies to the first own-
ership change. 

(2) Section 382(l)(6) applies to the first own-
ership change. 

(o) Options not subject to attribution. 
(p) Effective date for rules relating to sec-

tion 382(l)(6). 
(1) In general. 
(2) Ownership change to which section 

382(l)(6) applies occurring before March 17, 
1994. 

§ 1.382–10 Special rules for determining time 
and manner of acquisition of an interest in a 
loss corporation. 

§ 1.382–11 Reporting requirements. 

(a) Information statement required. 
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(b) Effective/applicability date. 

[T.D. 8149, 52 FR 29674, Aug. 11, 1987, as 
amended by T.D. 8264, 54 FR 38666, Sept. 20, 
1989; T.D. 8352, 56 FR 29434, June 27, 1991. Re-
designated by T.D. 8440, 57 FR 45711, Oct. 5, 
1992; T.D. 8490, 58 FR 51573, Oct. 4, 1993; T.D. 
8531, 59 FR 12835, Mar. 18, 1994; T.D. 8530, 59 
FR 12842, Mar. 18, 1994; T.D. 8529, 59 FR 12846, 
Mar. 18, 1994; T.D. 8546, 59 FR 32080, June 22, 
1994; T.D. 8679, 61 FR 33314, June 27, 1996; T.D. 
8825, 64 FR 36177, July 2, 1999; T.D. 9063, 68 FR 
38177, June 27, 2003; T.D. 9063, 68 FR 53219, 
Sept. 9, 2003; T.D. 9264, 71 FR 30598, May 30, 
2006; T.D. 9269, 71 FR 36677, June 28, 2006; T.D. 
9329, 72 FR 32801, June 14, 2007] 

§ 1.382–1T [Reserved] 

§ 1.382–2 General rules for ownership 
change. 

(a) Certain definitions for purposes of 
sections 382 and 383 and the regulations 
thereunder. The following definitions 
apply for purposes of sections 382 and 
383 and the regulations thereunder. 

(1) Loss corporation—(i) In general. 
The term loss corporation means a cor-
poration which— 

(A) Is entitled to use a net operating 
loss carryforward, a capital loss carry-
over, a carryover of excess foreign 
taxes under section 904(c), a 
carryforward of a general business 
credit under section 39, or a carryover 
of a minimum tax credit under section 
53, 

(B) For the taxable year that in-
cludes a testing date, as defined in 
paragraph (a)(4) of this section or 
§ 1.382–2T(a)(2)(i), whichever is applica-
ble (determined for purposes of this 
paragraph (a)(1) without regard to 
whether the corporation is a loss cor-
poration), has a net operating loss, a 
net capital loss, excess foreign taxes 
under section 904(c), unused general 
business credits under section 38, or an 
unused minimum tax credit under sec-
tion 53, or 

(C) Has a net unrealized built-in loss 
(determined for purposes of this para-
graph (a)(1) by treating the date on 
which such determination is made as 
the change date). See section 382(h)(3) 
for the definition of net unrealized 
built-in loss. 
See section 383 and § 1.383–1 for rules re-
lating to a loss corporation that has an 
ownership change and has capital 
losses, excess foreign taxes, general 

business credits or minimum tax cred-
its. Any predecessor or successor to a 
loss corporation described in this para-
graph (a)(1) is also a loss corporation. 

(ii) Distributor or transferor loss cor-
poration in a transaction under section 
381. Notwithstanding that a loss cor-
poration ceases to exist under state 
law, if its net operating loss 
carryforwards, excess foreign taxes, or 
other items described in section 381(c) 
are succeeded to and taken into ac-
count by an acquiring corporation in a 
transaction described in section 381(a), 
such loss corporation shall be treated 
as continuing in existence until— 

(A) Any pre-change losses (excluding 
pre-change credits described in § 1.383– 
1(c)(3)), determined as if the date of 
such transaction were the change date, 
are fully utilized or expire under either 
section 172 or section 1212, 

(B) Any net unrealized built-in 
losses, determined as if the date of 
such transaction were the change date, 
may no longer be treated as pre-change 
losses, and 

(C) Any pre-change credits (described 
in § 1.383–1(c)(3)), determined as if the 
date of such transaction were the 
change date, are fully utilized or expire 
under sections 39, 53, or 904(c). 

Following a transaction described in 
the preceding sentence, the stock of 
the acquiring corporation shall be 
treated as the stock of the loss cor-
poration for purposes of determining 
whether an ownership change occurs 
with respect to the pre-change losses 
and net unrealized built-in losses that 
may be treated as pre-change losses of 
the distributor or transferor corpora-
tion. 

(iii) Separate accounting required for 
losses and credits of an acquiring corpora-
tion and a distributor or transferor loss 
corporation. Except as provided in para-
graph (a)(1)(iv) of this section, pre- 
change losses (determined as if the 
testing date were the change date and 
treating the amount of any net unreal-
ized built-in loss as a pre-change loss), 
that are succeeded to and taken into 
account by an acquiring corporation in 
a transaction to which section 381(a) 
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applies must be accounted for sepa-
rately from losses and credits of the ac-
quiring corporation for purposes of ap-
plying this section. See Example (2) of 
§ 1.382–2T(e)(2)(iv) of this section. 

(iv) End of separate accounting for 
losses and credits of distributor or trans-
feror loss corporation. The separate 
tracking of owner shifts of the stock of 
an acquiring corporation required by 
paragraph (a)(1)(iii) of this section with 
respect to the net operating loss 
carryovers and other attributes de-
scribed in paragraph (a)(1)(ii) of this 
section ends when a fold-in event oc-
curs. A fold-in event is either an own-
ership change of the distributor or 
transferor corporation in connection 
with, or after, the transaction to which 
section 381(a) applies, or a period of 5 
consecutive years following the section 
381(a) transaction during which the dis-
tributor or transferor corporation has 
not had an ownership change. Starting 
on the day after the earlier of the 
change date (but not earlier than the 
day of the section 381(a) transaction) or 
the last day of the 5 consecutive year 
period, the losses and other attributes 
of the distributor or transferor cor-
poration are treated as losses and at-
tributes of the acquiring corporation 
for purposes of determining whether an 
ownership change occurs with respect 
to such losses. Also, for purposes of de-
termining the beginning of the acquir-
ing corporation’s testing period, such 
losses are considered to arise either in 
a taxable year that begins not earlier 
than the later of the day following the 
change date or the day of the section 
381(a) transaction, or in a taxable year 
that begins 3 years before the end of 
the 5 consecutive year period. Pre- 
change losses of a distributor or trans-
feror corporation that are subject to a 
limitation under section 382 continue 
to be subject to the limitation notwith-
standing the occurrence of a fold-in 
event. Any ownership change that oc-
curs in connection with, or subsequent 
to, the section 381 transaction may re-
sult in an additional, lesser limitation 
with respect to such pre-change losses. 
This paragraph (a)(1)(iv) applies to any 
testing date occurring on or after Jan-
uary 29, 1991. 

(v) Application to other successor cor-
porations. This paragraph (a)(1) also ap-

plies, as the context may require, to 
successor corporations other than suc-
cessors in section 381(a) transactions. 
For example, if a corporation receives 
assets from the loss corporation that 
have basis in excess of value, the re-
cipient corporation’s basis for the as-
sets is determined, directly or indi-
rectly, in whole or in part, by reference 
to the loss corporation’s basis, and the 
amount by which basis exceeds value is 
material, the recipient corporation is a 
successor corporation subject to this 
paragraph (a)(1). This paragraph 
(a)(1)(v) applies to any testing date oc-
curring on or after January 1, 1997. 

(2) Pre-change loss. The term pre- 
change loss means— 

(i) Any net operating loss 
carryforward of the old loss corpora-
tion to the taxable year ending on the 
change date or in which the change 
date occurs, 

(ii) Any net operating loss of the old 
loss corporation for the taxable year in 
which the ownership change occurs to 
the extent such loss is allocable to the 
period in such year on or before the 
change date. 

(iii) Any recognized built-in loss for 
any recognition period taxable year 
(within the meaning of 382(h)), 

(iv) Any pre-change capital losses de-
scribed in § 1.383-1T(c)(2)(i) and (ii), and 

(v) Any pre-change credits described 
in 1.383-1T(c)(3). 

(3) Stock—(i) In general. Except as 
provided in this paragraph (a)(3)(i) and 
§ 1.382–2T(f)(18)(ii) and (iii), the term 
stock means stock other than stock de-
scribed in section 1504(a)(4). Notwith-
standing the preceding sentence, stock 
that is not described in section 
1504(a)(4) solely because it is entitled 
to vote as a result of dividend arrear-
ages shall be treated as so described 
and thus shall not be considered stock. 
Stock described in section 1504(a)(4), 
however, is not excluded for purposes 
of determining the value of the loss 
corporation under section 382(e). The 
determination of the percentage of 
stock of any corporation owned by any 
person shall be made on the basis of 
the relative fair market value of the 
stock owned by such person to the 
total fair market value of the out-
standing stock of the corporation. 
Solely for purposes of determining the 
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percentage of stock owned by a person, 
each share of all the outstanding 
shares of stock that have the same ma-
terial terms is treated as having the 
same value. Thus, for example, a con-
trol premium or blockage discount is 
disregarded in determining the per-
centage of stock owned by any person. 
The previous two sentences of this 
paragraph (a)(3)(i) apply to any testing 
date occurring on or after January 29, 
1991. 

(ii) Convertible stock. The term stock 
includes any convertible stock. For 
rules regarding the treatment of cer-
tain convertible stock as an option, see 
§ 1.382–4(d)(9)(ii). 

(4) Testing date—(i) In general. Except 
as provided in paragraph (a)(4)(ii) of 
this section, a loss corporation is re-
quired to determine whether an owner-
ship change has occurred immediately 
after any owner shift, or issuance or 
transfer (including an issuance or 
transfer described in § 1.382–4(d)(8)(i) or 
(ii)) of an option with respect to stock 
of the loss corporation that is treated 
as exercised under § 1.382–4(d)(2). Each 
date on which a loss corporation is re-
quired to make a determination of 
whether an ownership change has oc-
curred is referred to as a testing date. 
All computations of increases in per-
centage ownership are to be made as of 
the close of the testing date and any 
transactions described in this para-
graph (a)(4) that occur on that date are 
treated as occurring simultaneously at 
the close of the testing date. See 
§ 1.382–2T(e)(1) for the definition of 
owner shift. The term option, as used in 
this paragraph (a)(4), includes interests 
that are treated as options under 
§ 1.382–4(d)(9). For rules regarding the 
determination of whether dates prior 
to November 5, 1992, are testing dates, 
see § 1.382–2T(a)(2)(i). 

(ii) Exceptions. A loss corporation is 
not required to determine whether an 
ownership change has occurred imme-
diately after— 

(A) Any transfer of stock, or an op-
tion with respect to stock, of the loss 
corporation in any of the cir-
cumstances described in section 
382(l)(3)(B) (death, gift, divorce, etc.); 
or 

(B) The transfer of an option de-
scribed in § 1.382–4(d)(11)(i) or (ii) (relat-

ing to transfers between persons who 
are not 5-percent shareholders or be-
tween members of certain public 
groups). 

(5) Successor corporation. A successor 
corporation is a distributee or trans-
feree corporation that succeeds to and 
takes into account items described in 
section 381(c) from a corporation as the 
result of an acquisition of assets de-
scribed in section 381(a). A successor 
corporation also includes, as the con-
text may require, a corporation which 
receives an asset or assets from an-
other corporation if the corporation’s 
basis for the asset(s) is determined, di-
rectly or indirectly, in whole or in 
part, by reference to the other corpora-
tion’s basis and the amount by which 
basis differs from value is, in the aggre-
gate, material. The previous sentence 
of this paragraph (a)(5) applies to any 
testing date occurring on or after Jan-
uary 1, 1997. 

(6) Predecessor corporation. A prede-
cessor corporation is a distributor or 
transferor corporation that distributes 
or transfers its assets to an acquiring 
corporation in a transaction described 
in section 381(a). A predecessor cor-
poration also includes, as the context 
may require, a corporation which 
transfers an asset or assets to another 
corporation if the transferee’s basis for 
the asset(s) is determined, directly or 
indirectly, in whole or in part, by ref-
erence to the corporation’s basis and 
the amount by which basis differs from 
value is, in the aggregate, material. 
The previous sentence of this para-
graph (a)(6) applies to any testing date 
occurring on or after January 1, 1997. 

(b) Effective dates—(1) In general. [Re-
served] 

(2) Rules provided in paragraph 
(a)(3)(ii) of this section—(i) In general. 
Except as provided in paragraph 
(b)(2)(ii) of this section, the rules pro-
vided in paragraph (a)(3)(ii) of this sec-
tion apply with respect to any convert-
ible stock. 

(ii) Certain convertible preferred stock. 
Convertible stock that, when issued, 
would be described in section 1504(a)(4) 
by disregarding subparagraph (D) 
thereof and by ignoring the potential 
participation in corporate growth that 
the conversion feature may offer is 
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treated as stock described in that sec-
tion (and thus is not treated as stock 
for the purpose of determining whether 
an ownership change occurs, but is 
taken into account for the purpose of 
determining the value of the loss cor-
poration immediately before an owner-
ship change; see sections 382(e)(1) and 
382(k)(6)(A)) if— 

(A) The stock was issued on or after 
July 20, 1988, and prior to November 5, 
1992; or 

(B) The stock was issued prior to 
July 20, 1988, and the loss corporation 
makes the election described in Notice 
88–67, 1988–1 C.B. 555, (see 
§ 601.601(d)(2)(ii)(b) of this chapter for 
availability of Cumulative Bulletins 
(C.B.)) on or before the earlier of the 
date prescribed in the Notice or De-
cember 7, 1992. 

(3) Rules provided in paragraph (a)(4) 
of this section. The rules provided in 
paragraph (a)(4) of this section apply to 
determine whether dates on or after 
November 5, 1992, are testing dates. 

[T.D. 8352, 56 FR 29434, June 27, 1991, as 
amended by T.D. 8405, 57 FR 10740, Mar. 30, 
1992; 57 FR 24188, June 8, 1992; T.D. 8531, 59 
FR 12836, Mar. 18, 1994; T.D. 8679, 61 FR 33315, 
June 27, 1996; T.D. 8825, 64 FR 36177, 36178, 
July 2, 1999] 

§ 1.382–2T Definition of ownership 
change under section 382, as 
amended by the Tax Reform Act of 
1986 (temporary). 

(a) Ownership change—(1) In general. 
A corporation is a new loss corporation 
and thus subject to limitation under 
section 382 only if an ownership change 
has occurred with respect to such cor-
poration. An ownership change occurs 
with respect to a corporation if it is a 
loss corporation on a testing date and, 
immediately after the close of the test-
ing date, the percentage of stock of the 
corporation owned by one or more 5- 
percent shareholders has increased by 
more than 50 percentage points over 
the lowest percentage of stock of such 
corporation owned by such share-
holders at any time during the testing 
period. See paragraph (a)(2)(i) of this 
section for the definition of testing 
date. See paragraph (d) of this section 
for the definition of testing period. See 
§ 1.382–2(a)(1) and paragraph (f)(3) of 
this section for the respective defini-
tion of loss corporation and new loss 

corporation. See paragraph (g) of this 
section for the definition of 5-percent 
shareholder. See section 383 and § 1.383– 
1 for rules relating to loss corporations 
that have an ownership change and 
have capital loss carryovers, excess for-
eign taxes carried over under section 
904(c), carryovers of general business 
credits under section 39, or unused 
minimum tax credits under section 53. 

(2) Events requiring a determination of 
whether an ownership change has oc-
curred—(i) Testing dates prior to Novem-
ber 5, 1992. Except as otherwise pro-
vided in this paragraph (a)(2)(i), a loss 
corporation is required to determine 
whether an ownership change has oc-
curred immediately after any owner 
shift, any equity structure shift, or any 
transaction in which an option with re-
spect to stock of the loss corporation 
is— 

(A) Transferred to (or by) a 5-percent 
shareholder (or a person who would be 
5-percent shareholder if the option 
were treated as exercised), or 

(B) Issued by the loss corporation, a 
first tier entity, or a higher tier entity 
that owns five percent or more of the 
loss corporation (determined without 
regard to the application of paragraph 
(h)(2)(i)(A) of this section). Notwith-
standing the preceding sentence, any 
transfer of stock of the loss corpora-
tion (or an option with respect to such 
stock) in any of the circumstances de-
scribed in section 382(l)(3)(B), or any 
equity structure shift that is not also 
an owner shift, is not an event that re-
quires the loss corporation to make a 
determination of whether an ownership 
change has occurred. For purposes of 
this section, each date on which a loss 
corporation is required to make a de-
termination of whether an ownership 
change has occurred is referred to as a 
testing date, all computations of in-
creases in percentage ownership are to 
be made as of the close of the testing 
date, and any transactions described in 
this paragraph (a)(2)(i) that occur on 
that date are treated as occurring si-
multaneously at the close of the test-
ing date. See paragraphs (e)(1) and (2) 
of this section for the respective defini-
tions of owner shift and equity struc-
ture shift. See paragraphs (f)(9) and (14) 
of this section for the respective defini-
tions of first tier entity and higher tier 
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entity. See paragraph (m)(4)(vii) of this 
section for special rules regarding the 
effective date of the provisions of this 
paragraph (a)(2)(i). 

(ii) [Reserved].For further guidance, 
see § 1.382–11(a). 

(iii) Records to be maintained by loss 
corporation. A loss corporation shall 
keep such records as are necessary to 
determine: (A) The identity of its 5-per-
cent shareholders, (B) the percentage 
of its stock owned by each such 5-per-
cent shareholder, and (C) whether the 
section 382 limitation is applicable. 
Such records shall be retained so long 
as they may be material in the admin-
istration of any internal revenue law. 

(b) Nomenclature and assumptions. For 
purposes of the example in this sec-
tion— 

(1) L is a loss corporation, and, if 
there is more than one loss corpora-
tion, they are designated as L1, L2, L3, 
etc. 

(2) P is a corporation that is not a 
loss corporation, and, if there is more 
than one such corporation, they are 
designated as P1, P2, P3, etc. 

(3) HC is a corporation whose assets 
consist solely of the stock of other cor-
porations. 

(4) E is an entity other than a cor-
poration (e.g., a partnership), and, if 
there is more than one such entity, 
they are designated as E1, E2, E3, etc. 

(5) Unless otherwise stated— 
(i) A, B, C, D, AA, BB, CC, and DD are 

unrelated individuals who own inter-
ests in corporations or other entities 
only to the extent expressly stated, 

(ii) All corporations have one class of 
stock outstanding and each share of 
stock has the same fair market value 
as each other share, 

(iii) The capital structure of the loss 
corporation and its business do not 
change over time, and 

(iv) The rules of paragraphs (k)(2) and 
(4) of this section are not applicable. 

(6) Public L represents a group of un-
related individuals and entities that 
own direct (and not indirect) stock 
ownership interests in loss corporation 
L, each of whom owns less than five 
percent of the stock of the loss cor-
poration, and, if there is more than one 
loss corporation, such groups are des-
ignated as Public L1, Public L2, Public 
L3, etc. 

(7) Public P represents a group of un-
related individuals and entities that 
own direct (and not indirect) stock 
ownership interests in corporation P, 
each of whom owns less than five per-
cent of the stock of the corporation, 
and, if there is more than one corpora-
tion, such groups are designated as 
Public P1, P2, P3, etc. 

(8) Public E represents a group of un-
related individuals and entities that 
own direct (and not indirect) ownership 
interests in entity E, each of whom 
owns less than five percent of the enti-
ty, and, if there is more than one enti-
ty, such groups are designated as Pub-
lic E1, Public E2, Public E3, etc. 

(c) Computing the amount of increases 
in percentage ownership—(1) In general. 
In order to determine whether an own-
ership change has occurred on a testing 
date, the loss corporation must iden-
tify each 5-percent shareholder whose 
percentage of stock ownership in the 
loss corporation immediately after the 
close of the testing date has increased, 
compared to such shareholder’s lowest 
percentage of stock ownership in such 
corporation at any time during the 
testing period. The amount of the in-
crease in the percentage of stock own-
ership in the loss corporation of each 5- 
percent shareholder must be computed 
separately by comparing the percent-
age ownership of each such 5-percent 
shareholder immediately after the 
close of the testing date to such share-
holder’s lowest percentage ownership 
at any time during the testing period. 
Each such increase in the percentage 
ownership of a 5-percent shareholder is 
then added together with any other 
such increases of other 5-percent share-
holders to determine whether an own-
ership change has occurred. Because 
only those 5-percent shareholders 
whose percentages of stock ownership 
have increased are taken into account, 
a 5-percent shareholder is disregarded 
if his percentage of stock ownership, 
immediately after the close of the test-
ing date, has decreased (or has re-
mained the same), compared to his low-
est percentage ownership interest on 
any previous date during the testing 
period. 

(2) Example. 

Example. (i) A and B each own 40 percent of 
the outstanding L stock. The remaining 20 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00565 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



556 

26 CFR Ch. I (4–1–09 Edition) § 1.382–2T 

percent of the L stock is owned by 100 unre-
lated individuals, none of whom own as much 
as five percent of L stock (‘‘Public L’’). C ne-
gotiates with A and B to purchase all their 
stock in L. 

(ii) The acquisitions from both A and B are 
completed on September 13, 1990. C’s acquisi-
tion of 80 percent of L stock results in an 
ownership change because C’s percentage 
ownership has increased by 80 percentage 
points as of the testing date, compared to his 
lowest percentage ownership in L at any 
time during the testing period (0 percent). 

(3) Related and unrelated increases in 
percentage stock ownership. The deter-
mination whether an ownership change 
has occurred is made without regard to 
whether the changes in stock owner-
ship of the loss corporation (by one or 
more 5-percent shareholders) result 
from related or unrelated events. 

(4) Example. 

Example. (i) L has outstanding 200 shares of 
common stock. A, B and C respectively own 
100, 50 and 50 shares of the L stock. On Janu-
ary 2, 1988, A sells 60 shares of L stock to B. 
Thus, B’s percentage ownership interest in L 
increases by 30 percentage points, from 50 
shares to 110 shares. On January 1, 1989, A 
purchases C’s entire interest in L. Thus, A’s 
percentage ownership interest in L increases 
by 25 percentage points, compared to his low-
est percentage ownership interest in L, from 
40 shares immediately following the January 
2, 1988 sale to B to 90 shares. Even though A’s 
ownership interest in L as of January 1, 1989 
has decreased, compared to his 50 percent 
ownership interest at the beginning of the 
testing period, A is a 5-percent shareholder 
who must be taken into account for purposes 
of the computation required under paragraph 
(c)(1) of this section because his interest in L 
on that testing date (45 percent) has in-
creased, compared to his lowest percentage 
ownership interest in L at any time during 
the testing period (20 percent following the 
sale to B). 

(ii) Accordingly, although A and B jointly 
have increased their aggregate total owner-
ship interest in L between January 2, 1988 
and January 1, 1989 by only 25 percentage 
points (i.e., the total ownership interest in L 
held by A and B at all times is not less than 
a 75 percent interest), the total of their sepa-
rate increases in the percentage stock own-
ership of L, compared to their respective 
lowest percentage ownership interests at any 
time during the testing period, is 55 percent-
age points. Thus, an ownership change oc-
curs as a result of A’s acquisition of L stock 
on January 1, 1989. 

(d) Testing period—(1) In general. Ex-
cept as otherwise provided in para-
graphs (d) and (m) of this section, the 

testing period for any testing date is 
the three-year period ending on the 
testing date. See paragraph (a)(2)(i) of 
this section for the definition of test-
ing date. 

(2) Effect of a prior ownership change. 
Following an ownership change, the 
testing period for determining whether 
a subsequent ownership change has oc-
curred shall begin no earlier than the 
first day following the change date of 
the most recent ownership change. See 
paragraph (f)(19) of this section for the 
definition of change date. 

(3) Commencement of the testing pe-
riod—(i) In general. Except as otherwise 
provided in paragraph (d)(3)(ii) of this 
section, the testing period for any loss 
corporation shall not begin before the 
earlier of the first day of either— 

(A) The first taxable year from which 
there is a loss or excess credit 
carryforward to the first taxable year 
ending after the testing date, or 

(B) The taxable year in which the 
testing date occurs. 

(ii) Exception for corporations with net 
unrealized built-in loss. Paragraph 
(d)(3)(i) of this section shall not apply 
if the corporation has a net unrealized 
built-in loss (determined after applica-
tion of section 382(h)(3)(B)) on the test-
ing date, unless the loss corporation es-
tablishes the taxable year in which the 
net unrealized built-in loss first ac-
crued. 

In that event, the testing period shall 
not begin before the earlier of— 

(A) The first day of the taxable year 
in which the net unrealized built-in 
loss first accrued, or 

(B) The day described in paragraph 
(d)(3)(i) of this section. See section 
382(h) for the definition of net unreal-
ized built-in loss. 

(4) Disregarding testing dates. Any 
testing date that occurs before the be-
ginning of the testing period shall be 
disregarded for purposes of this sec-
tion. 

(5) Example. 

Example. (i) A owns all 100 outstanding 
shares of L stock. A sells 40 shares to B on 
January 1, 1988. C purchases 20 shares of L 
stock from A on July 1, 1991. In determining 
if an ownership change occurs on the July 1, 
1991 testing date, B’s acquisition of L stock 
is disregarded because it occurred before the 
testing period that ends on such testing 
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date. Thus, B’s ownership interest in L does 
not increase during the testing period, and 
no ownership change results from C’s acqui-
sition. 

(ii) The facts are the same as in (i), except 
that throughout the period during which B 
negotiated his stock purchase transaction 
with A, B knew that C intended to attempt 
to acquire a significant stock interest in L. 
Also, B and C have been partners in a num-
ber of significant business ventures. The re-
sult is the same as in (i). 

(e) Owner shift and equity structure 
shift—(1) Owner shift—(i) Defined. For 
purposes of this section, an owner shift 
is any change in the ownership of the 
stock of a loss corporation that affects 
the percentage of such stock owned by 
any 5-percent shareholder. See para-
graph (g) of this section for the defini-
tion of a 5-percent shareholder. An 
owner shift includes, but is not limited 
to, the following transactions: 

(A) A purchase of disposition of loss 
corporation stock by a 5-percent share-
holder, 

(B) A section 351 exchange that af-
fects the percentage of stock owned by 
a 5-percent shareholder, 

(C) A redemption or a recapitaliza-
tion that affects the percentage of 
stock owned by a 5-percent share-
holder, 

(D) An issuance of loss corporation 
stock that affects the percentage of 
stock owned by a 5-percent share-
holder, and 

(E) An equity structure shift that af-
fects the percentage of stock owned by 
a 5-percent shareholder. 

(ii) Transactions between persons who 
are not 5-percent shareholders dis-
regarded. Transfers of loss corporation 
stock between persons who are not 5- 
percent shareholders of such corpora-
tion (and between members of separate 
public groups resulting from the appli-
cation of the segregation rules of para-
graphs (j)(2) and (3)(iii) of this section) 
are not owner shifts and thus are not 
taken into account. See paragraph 
(h)(4)(xi) of this section for a similar 
rule applicable to transfers of options. 

(iii) Examples. 

Example 1. A has owned all 1000 shares of 
outstanding L stock for more than three 
years. On June 15, 1988, A sells 300 of his L 
shares to B. This transaction is an owner 
shift. No other 5-percent shareholder has in-
creased his percentage ownership of L stock 

during the testing period. Thus, the owner 
shift resulting from B’s acquisition does not 
result in an ownership change, because B has 
increased his stock ownership in L by only 30 
percentage points. 

Example 2. The facts are the same as in Ex-
ample (1). In addition, on June 15, 1989, L 
issues 100 shares to each of C, D and AA. The 
stock issuance is an owner shift. The trans-
action, however, does not result in an owner-
ship change, because B, C, D and AA (the 5- 
percent shareholders whose stock ownership 
has increased as of the testing date, com-
pared to any other time during the testing 
period) have increased their percentage of 
stock ownership in L by a total of only 46.2 
percentage points during the testing period 
(by 23.1 percentage points [300 shares/1300 
shares] for B, and 7.7 percentage points [100 
shares/1300 shares] for each of C, D and AA). 

Example 3. All 1000 shares of L stock are 
owned by a group of 100 unrelated individ-
uals, none of whom own as much as five per-
cent of L stock (‘‘Public L’’). Several of the 
members of Public L sell their L stock, 
amounting to a 30 percent ownership interest 
in L, to B on June 15, 1988. The sale of stock 
to B is an owner shift. Between June 16, 1988 
and June 15, 1989, each of the remaining indi-
viduals in Public L sells his stock to another 
person who is not a 5-percent shareholder. 
Under paragraph (e)(1)(ii) of this section, 
trading activity among the members of Pub-
lic L is disregarded and does not result in an 
owner shift. On June 15, 1989, L issues 100 
shares to each of C, D and AA. The only sale 
transactions by members of Public L that 
are taken into account in determining 
whether an ownership change occurs on June 
15, 1989 are the sales to B on June 15, 1988. 
Because B, C, D and AA together have in-
creased their percentage ownership of L 
stock as a result of B’s purchase and the 
stock issuance by an amount not in excess of 
50 percentage points during the testing pe-
riod ending on June 15, 1988, an ownership 
change does not occur on that date. 

Example 4. The facts are the same as in Ex-
ample (2). In addition, on December 15, 1989, L 
redeems 200 of the L shares from A. The re-
demption is an owner shift that results in an 
ownership change, because B, C, D and AA 
are 5-percent shareholders whose percentage 
ownership of L increase by a total of 54.6 per-
centage points during the testing period (by 
27.3 percentage points [300 shares/1100 shares] 
for B and 9.1 percentage points [100 shares/ 
1100 shares] for each of C, D and AA). 

Example 5. L is owned entirely by 10,000 un-
related shareholders, none of whom owns as 
much as five percent of the stock of L 
(‘‘Public L’’). Accordingly, Public L is L’s 
only 5-percent shareholder. See paragraph 
(j)(1) of this section. There are one million 
shares of common stock outstanding. On De-
cember 1, 1988, L issues two million new 
shares of its common stock to members of 
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the public, none of whom owned any L stock 
prior to the issuance. Following the public 
offering, no shareholder of L owns, directly 
or indirectly, five percent or more of L 
stock. Under paragraph (j)(2) of this section, 
however, all of the newly issued stock is 
treated as acquired by a 5-percent share-
holder (‘‘Public NL’’) that is unrelated to 
Public L. Therefore, the public offering con-
stitutes an owner shift that results in an 
ownership change because Public NL’s per-
centage of stock ownership in L increased by 
662⁄3 percentage points (two million shares 
acquired in the public offering/three million 
shares outstanding following the offering) 
over its lowest percentage ownership during 
the testing period (0 percent prior to the of-
fering). 

Example 6. The facts are the same as in Ex-
ample (5), except that L issues only 500,000 
new shares of L stock on December 1, 1988, 
and Public NL’s percentage ownership inter-
est in L increases by only 331⁄3 percentage 
points (500,000 shares acquired in the public 
offering/1.5 million shares outstanding fol-
lowing the offering). During the two years 
following December 2, 1988, 14 percent of the 
stock outstanding on that date is sold over a 
public stock exchange. On December 3, 1990, 
A purchases five percent of L stock (75,000 
shares) over a public stock exchange. The 
purchase of five percent of L stock by A is an 
owner shift and is presumed to have been 
made proportionately from Public L and 
Public NL under paragraph (j)(1)(vi) of this 
section. Under paragraph (e)(1)(ii) of this sec-
tion, transfers of L stock in transactions not 
involving A (i.e., in transactions among or 
between members of separate public groups 
resulting from the application of paragraphs 
(j)(2) and (3) of this section) are not taken 
into account, and do not constitute owner 
shifts. (Transfers between members of Public 
NL and Public L, which are treated as sepa-
rate 5-percent shareholders solely by virtue 
of paragraph (j)(2) of this section, are dis-
regarded even if L has actual knowledge of 
any such transfers.) A and Public NL, the 
only 5-percent shareholders whose interests 
in L have increased during the testing pe-
riod, have increased their respective stock 
ownership by only 362⁄3 percentage points— 
five percentage points for A [75,000 shares/1.5 
million shares outstanding] and 312⁄3 percent-
age points for Public NL [((500,000 shares 
issued in the public offering)—(5 percent × 
500,000 shares presumed to have been ac-
quired by A)) /1.5 million shares out-
standing]. Accordingly, there is no owner-
ship change with respect to L notwith-
standing that, taking into account the pub-
lic trading, a change of more than 50 per-
centage points in the ultimate beneficial 
ownership of L stock occurred during the 
three-year period ending on the December 3, 
1990 testing date. 

Example 7. The facts are the same as in Ex-
ample 6, except that five percent of the L 
stock has always been owned by P which, in 
turn, has always been owned by Public P. On 
December 6, 1990, P sells all of its L stock 
over a public stock exchange. Although the 
trading of P stock among persons that are 
not 5-percent share-holders (without regard 
to the segregation rules of paragraph (j) of 
this section) are disregarded under para-
graph (e)(1)(ii) of this section, the disposition 
of the L stock by P is not disregarded be-
cause the L stock is transferred in a trans-
action that is subject to paragraph (j)(3)(i) of 
this section. 

(2) Equity structure shift—(i) Tax-free 
reorganizations. An equity structure 
shift is any reorganization within the 
meaning of section 368 with respect to 
which the loss corporation is a party to 
the reorganization, except that such 
term does not include a reorganization 
described in— 

(A) Section 368(a)(1)(D) or (G) unless 
the requirements of section 354(b)(1) 
are met, or 

(B) Section 368(a)(1)(F). 
(ii) Transactions designated under sec-

tion 382(g)(3)(B) treated as equity struc-
ture shifts. [Reserved] 

(iii) Overlap of owner shift and equity 
structure shift. Any equity structure 
shift that affects the percentage of loss 
corporation stock owned by a 5-percent 
shareholder also constitutes an owner 
shift. See paragraph (e)(i)(E) of this 
section 

(iv) Examples. 

Example 1. A owns all of the stock of L and 
B owns all of the stock of P. On October 13, 
1988, L merges into P in a reorganization de-
scribed in section 368a(1)(A). As a result of 
the merger, A and B own 25 and 75 percent, 
respectively, of the stock of P. The merger is 
an equity structure shift (and, because it af-
fects the percentage of L stock owned by 5- 
percent shareholders, it also constitutes an 
owner shift). On the October 13, 1988 testing 
date, B is a 5-percent shareholder whose 
stock ownership in the loss corporation fol-
lowing the merger has increased by 75 per-
centage points over his lowest percentage of 
stock ownership in L at any time during the 
testing period (0 percent prior to the merg-
er). Accordingly, an ownership change occurs 
as a result of the merger. P is thus a new loss 
corporation and L’s pre-change losses are 
subject to limitation under section 382. 

Example 2. (i) A owns 100 percent of L1 
stock and B owns 100 percent of L2 stock. On 
January 1, 1988, L1 merges into L2 in a reor-
ganization described in section 368(a)(1)(A). 
Immediately after the merger, A and B own 
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40 percent and 60 percent, respectively, of the 
L2 stock. There is an equity structure shift 
(as well as an owner shift) with respect to 
both L1 and L2 on January 1, 1988. 

(ii) Because the percentage of L2 stock 
owned by B immediately after the merger (60 
percent) increases by more than 50 percent-
age points over the lowest percentage of the 
stock of L1 owned by B during the testing pe-
riod (0 percent prior to the merger), there is 
an ownership change with respect to L1. L2 is 
a new loss corporation and thus, under 
§ 1.382–2(a)(1)(iii) of this section, the pre- 
change losses of L1 must be accounted for 
separately by L2 from the losses of L2 (imme-
diately before the ownership change) and are 
subject to limitation under section 382. See 
§ 1.382–2(a)(1)(iv) of this section for rules that 
end separate accounting for L1’s pre-change 
losses on any testing date occurring on or 
after January 29, 1991. 

(iii) L2 is a new loss corporation because it 
is a successor corporation to L1. There is no 
ownership change with respect to L2, how-
ever, because A’s stock ownership in L2 in-
creased by only 40 percentage points (to 40 
percent) over the amount owned by A prior 
to the merger (0 percent). Therefore, the pre- 
change losses of L2 are not limited under sec-
tion 382 as a result of the merger. 

Example 3. The result in Example (2) would 
be the same if L1 had survived the merger 
(i.e., L2 merged into L1) with A and B owning 
40 and 60 percent, respectively, of L1 stock. 
L1’s pre-change losses would be accounted for 
separately and limited under section 382 and 
the pre-change losses of L2 would be ac-
counted for separately under § 1.382– 
2(a)(1)(iii) of this section, but would not be 
limited under section 382. See § 1.382– 
2(a)(1)(ii) for the treatment of L2 following 
the transaction. 

Example 4. The facts are the same as Exam-
ple (2), except, instead of acquiring L1 in a 
merger, L2 acquires all of the L1 stock from 
A on January 1, 1988, solely in exchange for 
stock representing a 40 percent interest in 
L2, in a reorganization described in section 
368(a)(1)(B). The acquisition of stock by L2 is 
an equity structure shift (as well as an owner 
shift) with respect to L1 that results in an 
ownership change with respect to L1 because 
the percentage of L1 stock owned by B imme-
diately after the reorganization (60 percent, 
by virtue of B’s ownership of L2, through the 
operation of the constructive ownership 
rules of paragraph (h) of this section) in-
creases by more than 50 percentage points 
over the lowest percentage of L1 stock owned 
by B at any time during the testing period (0 
percent prior to the reorganization). The ac-
quisition also results in an equity structure 
shift and an owner shift with respect to L2, 
but L2 incurs no ownership change, because 
A’s stock ownership in L2 increased by only 
40 percentage points over the percentage of 

L2 stock owned by A prior to the reorganiza-
tion (0 percent). 

(f) Definitions. For purposes of this 
section— 

(1) Loss corporation. See section 382 
and § 1.382–2(a)(1) for the definition of a 
loss corporation. 

(2) Old loss corporation. The term old 
loss corporation means any corporation 
with respect to which there is an own-
ership change and that was a loss cor-
poration immediately before the own-
ership change. 

(3) New loss corporation. The term new 
loss corporation means a corporation 
with respect to which there is an own-
ership change if, immediately after 
such change, it is a loss corporation. A 
successor corporation to the corpora-
tion described in the preceding sen-
tence also is a new loss corporation. 

(4) Successor corporation. See § 1.382– 
2(a)(5) for the definition of successor 
corporation. 

(5) Predecessor corporation. See § 1.382– 
2(a)(6) for the definitions of predecessor 
corporation. 

(6) Shift. As the context may require, 
a shift means an equity structure shift, 
an owner shift or both. 

(7) Entity. See § 1.382–3(a)(1) for the 
definition of an entity. 

(8) Direct ownership interest. A direct 
ownership interest means the interest a 
person owns in an entity, including a 
loss corporation, without regard to the 
constructive ownership rules of para-
graph (h) of this section. 

(9) First tier entity. A first tier entity 
is an entity that, at any time during 
the testing period, owns a five percent 
or more direct ownership interest in 
the loss corporation. 

(10) 5-percent owner. A 5-percent 
owner is any individual that, at any 
time during the testing period, owns a 
five percent or more direct ownership 
interest in a first tier entity or a high-
er tier entity. See paragraph (g) of this 
section for rules to determine whether, 
as a result of the constructive owner-
ship rules of paragraph (h) of this sec-
tion, a 5-percent owner is a 5-percent 
shareholder. 

(11) Public shareholder. A public 
shareholder is any individual, entity, 
or other person with a direct ownership 
interest in a loss corporation of less 
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than five percent at all times during 
the testing period. 

(12) Public owner. A public owner is 
any individual, entity, or other person 
that, at all times during the testing pe-
riod, owns less than a five percent di-
rect ownership interest in a first tier 
entity or any higher tier entity. 

(13) Public group. A public group is a 
group of individuals, entities, or other 
persons each of whom owns, directly or 
constructively, less than five percent 
of the loss corporation. See paragraphs 
(g) and (j) of this section for the rules 
applicable to identify public groups 
and to determine whether a public 
group is a 5-percent shareholder. 

(14) Higher tier entity. A higher tier 
entity is any entity that, at any time 
during the testing period, owns a five 
percent or more direct ownership inter-
est in a first tier entity or in any high-
er tier entity. 

(15) Indirect ownership interest. An in-
direct ownership is an interest a person 
owns in an entity determined solely as 
a result of the application of the con-
structive ownership rules of paragraph 
(h) of this section and without regard 
to any direct ownership interest (or 
other beneficial ownership interest) in 
the entity. 

(16) Highest tier entity. A highest tier 
entity is a first tier entity or a higher 
tier entity that is not owned, in whole 
or in part, at any time during the test-
ing period by a higher tier entity. 

(17) Next lower tier entity. The next 
lower tier entity with respect to a first 
tier entity is the loss corporation. The 
next lower tier entity with respect to a 
higher tier entity is any first tier enti-
ty or other higher tier entity in which 
the higher tier entity owns, at any 
time during the testing period, a five 
percent or more direct ownership inter-
est. 

(18) Stock—(i) In general. For further 
guidance, see § 1.382–2(a)(3)(i). 

(ii) Treating stock as not stock. Any 
ownership interest that otherwise 
would be treated as stock under para-
graph (f)(18)(i) of this section shall not 
be treated as stock if— 

(A) As of the time of its issuance or 
transfer to (or by) a 5-percent share-
holder, the likely participation of such 
interest in future corporate growth is 
disproportionately small when com-

pared to the value of such stock as a 
proportion of the total value of the 
outstanding stock of the corporation, 

(B) Treating the interest as not con-
stituting stock would result in an own-
ership change, and 

(C) The amount of the pre-change 
loss (determined as if the testing date 
were the change and treating the 
amount of any net unrealized built-in 
loss as a pre-change loss) is more than 
twice the amount determined by multi-
plying 

(1) the value of the loss corporation 
(as determined under section 382(e)) on 
the testing date, by 

(2) the long-term tax exempt rate (as 
defined in section 382(f)) for the cal-
endar month in which the testing date 
occurs. 

Stock that is not treated as stock 
under this paragraph (f)(18)(ii), how-
ever, is taken into account for purposes 
of determining the value of the loss 
corporation under section 382(e). 

(iii) Treating interests not constituting 
stock as stock. Any ownership interest 
that would not be treated as stock 
under paragraph (f)(18)(i) of this sec-
tion (other than an option that is sub-
ject to paragraph (h)(4) of this section) 
shall be treated as constituting stock 
if— 

(A) As of the time of its issuance or 
transfer to (or by) a 5-percent share-
holder (or a person who would be a 5- 
percent shareholder if the interest not 
constituting stock were treated as 
stock), such interest offers a potential 
significant participation in the growth 
of the corporation, 

(B) Treating the interest as consti-
tuting stock would result in an owner-
ship change, and 

(C) The amount of the pre-change 
losses (determined as if the testing 
date were the change date and treating 
the amount of any net unrealized built- 
in loss as a pre-change loss) is more 
than twice the amount determined by 
multiplying 

(1) The value of the loss corporation 
(as determined under section 382(e)) on 
the testing date, by 

(2) The long-term tax exempt rate (as 
defined in section 382(f)) for the cal-
endar month in which the testing date 
occurs. 
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An ownership interest is that treated 
as stock under this paragraph 
(f)(18)(iii) is taken into account for pur-
poses of determining the value of the 
loss corporation under section 382(e). 
See § 1.382–4(d)(12) for rules that apply 
with respect to options and this para-
graph (f)(18)(iii). 

(iv) Stock of the loss corporation. The 
stock of the loss corporation means stock 
of such corporation within the meaning 
of this paragraph (f)(18) and, as the 
context may require, includes any indi-
rect ownership interest in the loss cor-
poration. 

(19) Change date. The change date 
means the date on which a shift (or any 
other transaction described in para-
graph (a)(2)(i) of this section) that is 
the last component of an ownership 
change occurs. 

(20) Year. A year, or any multiple 
thereof, means a 365-day period (or a 
366-day period in the case of a leap 
year), or any multiple thereof, unless 
the year is specifically identified as a 
taxable year. 

(21) Old section 382. ‘‘Old section 382’’ 
means section 382, as in effect prior to 
the effective date of section 382 in the 
Tax Reform Act of 1986 (the ‘‘Act’’), but 
taking into account section 621(f)(2) of 
the Act. 

(22) Pre-change loss. See section 382 
and § 1.382–2(a)(2) for the definition of 
pre-change loss. 

(23) Unrelated. Any two persons are 
unrelated if the constructive ownership 
rules of paragraph (h) of this section do 
not apply to treat either person as 
owning stock that is owned, directly or 
constructively, by the other person. 

(24) Percentage ownership interest. A 
person’s percentage ownership interest 
in— 

(i) A corporation shall be determined 
under the rules of this section that are 
applicable to the determination of a 
shareholder’s percentage stock owner-
ship interest in a loss corporation (see 
paragraphs (f)(18)(i) through (iii) of this 
section), 

(ii) A partnership shall be equal to 
the relative fair market value of such 
person’s partnership interest to the 
total fair market value of all out-
standing partnership interests, deter-
mined without regard to any limited 
and preferred partnership interest that 

is described in paragraph (h)(2)(ii)(C) of 
this section, 

(iii) A trust shall be determined in 
accordance with the principles of sec-
tion 318(a)(2)(B) for determining the 
constructive ownership of stock, 

(iv) An estate shall be determined in 
accordance with the principles of sec-
tion 318(a)(2)(A) for determining the 
constructive ownership of stock, and 

(v) All other entities shall be deter-
mined by reference to the person’s rel-
ative economic interest in the entity, 
taking into account all of the relevant 
facts and circumstances. 

(g) 5-percent shareholder—(1) In gen-
eral. Subject to the rules of paragraphs 
(k)(2) and (4) of this section, the term 
5-percent shareholder means— 

(i) An individual that owns, at any 
time during the testing period, 

(A) A direct ownership interest in the 
stock of the loss corporation of five 
percent or more or 

(B) An indirect ownership interest in 
the stock of the loss corporation of five 
percent or more by virtue of an owner-
ship interest in any one first tier enti-
ty or higher tier entity, 

(ii) A public group, of either a first 
tier entity or a higher tier entity, iden-
tified as a 5-percent shareholder under 
paragraph (j)(1)(iv)(A) or (B) of this 
section, 

(iii) A public group of the loss cor-
poration identified as a 5-percent 
shareholder under paragraph 
(j)(1)(iv)(C) of this section, and 

(iv) A public group, of the loss cor-
poration, a first tier entity or a higher 
tier entity, identified as a 5-percent 
shareholder under paragraph (j)(2) or 
(3) of this section. An individual own-
ing five percent or more of the stock of 
the loss corporation at any time during 
the testing period is a 5-percent share-
holder notwithstanding that the indi-
vidual may own less than five percent 
of the stock of the loss corporation on 
the testing date. See paragraph 
(g)(5)(i)(B) of this section for rules per-
mitting a loss corporation to make an 
adjustment in cases described in the 
preceding sentence. 

(2) Determination of whether a person is 
a 5-percent shareholder. Except as pro-
vided in paragraphs (k)(2) and (4) of 
this section, a person shall be treated 
as constructively owning stock of the 
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loss corporation pursuant to paragraph 
(h)(2) of this section only if the loss 
corporation stock is attributed to such 
person in the person’s capacity as a 
higher tier entity or a 5-percent owner 
of the first tier entity or higher tier 
entity from which such stock is attrib-
uted. See paragraph (k)(3) of this sec-
tion for rules explaining the extent of 
the obligation of the loss corporation 
to determine the identity of its 5-per-
cent shareholders. Nothing in this 
paragraph (g)(2), however, shall limit 
the attribution of loss corporation 
stock under section 318(a)(2) and para-
graph (h) of this section to a public 
owner. 

(3) Determination of the percentage 
stock ownership interest of a 5-percent 
shareholder. Subject to the rules of 
paragraphs (k)(2) and (4) of this sec-
tion, in determining a 5-percent share-
holder’s percentage ownership interest 
in the loss corporation, the share-

holder’s direct ownership interest, if 
any, and each indirect ownership inter-
est that he may have in the loss cor-
poration in his capacity as a 5-percent 
owner of any one first tier entity or 
higher tier entity, if any, are required 
to be added together and taken into ac-
count with respect to such shareholder 
only to the extent that each such di-
rect or indirect ownership interest con-
stitutes five percent or more of the 
stock of the loss corporation. 

(4) Examples. 

Example 1. (i) Twenty percent of L stock is 
owned by A, 10 percent is owned by P1, 20 
percent is owned by E, a joint venture, and 
the remaining 50 percent of L stock is owned 
by Public L. P1 is owned 15 percent by B and 
85 percent by Public P1. E is owned 30 per-
cent by P2 and 70 percent by P3, which, in 
turn, are owned by Public P2 and Public P3, 
respectively. 

(ii) The ownership structure of L is illus-
trated by the following chart: 
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(iii) P1 and E, each of which has a direct 
ownership interest in L of five percent or 
more, are first tier entities. The share-
holders with direct ownership interests in L 
who individually own less than five percent 
of L are public shareholders (Public L). B, 
who has a direct ownership interest of five 
percent or more in P1, is a 5-percent owner of 
P. P2 and P3, and P3, each of which has a di-
rect ownership interest in a first tier entity 
(E) of five percent or more, are higher tier 
entities with respect to L and, because nei-
ther entity is owned at any time during the 
testing period by a higher tier entity, they 
also are highest tier entities. The share-
holders of P2 and P3 (Public P2 and Public P3, 
respectively) are public owners of such enti-
ties, because none of those shareholders own 
five percent or more of either entity at any 
time during the testing period. 

(iv) A, who has a 20 percent direct owner-
ship interest in L, is a 5-percent shareholder 

of L. Because, by application of the construc-
tive ownership rules of paragraph (h) of this 
section, B owns only 1.5 percent of L stock in 
his capacity as a 5-percent owner of P1 (15 
percent ownership of P1 × 10 percent owner-
ship of L), B is not a 5-percent shareholder of 
L, even though he is a 5-percent owner of P1. 
Under the rules of paragraph (j) of this sec-
tion, therefore, B is treated as a member of 
Public P1. See Example (3) of paragraph 
(j)(1)(vi) of this section for a determination 
of which public owners and public share-
holders constitute public groups that are 
treated as 5-percent shareholders of L. 

Example 2. (i) The facts are the same as in 
Example (1), except that P3 is owned 60 per-
cent by C, 30 percent by P4, and 10 percent by 
Public P3. The stock of P4 is owned by a 
group of persons (Public P4), none of whom 
own five percent or more of the stock of P4. 

(ii) The ownership structure of L is illus-
trated by the following chart: 
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(iii) The defined terms are the same as in 
Example (1), except that P3 is a higher tier 
entity, not a highest tier entity, because five 
percent or more of P3 is, in turn, owned by 
another entity (P4 ). P4, which owns five per-
cent or more of a higher tier entity (P3), also 
is a higher tier entity and, because it is not 
owned at any time during any testing period 
by any entity that is also a higher tier enti-
ty, P4 is a highest tier entity. All of the 
shareholders of P4, none of which own a di-
rect ownership interest of five percent or 
more in P4, are public owners of P4. 

(iv) C is a 5-percent owner of P3 and, under 
the constructive ownership rules of para-

graph (h) of this section, C indirectly owns 
8.4 percent of L ([60 percent ownership of P3] 
× [70 percent ownership of E] × [20 percent 
ownership of L]), in his capacity as a 5-per-
cent owner of P3. B is a 5-percent owner of P1 
and, under the constructive ownership rules 
of paragraph (h) of his section, B owns 1.5 
percent of L ([15 percent ownership of P1] × 
[10 percent ownership of L]) in his capacity 
as a 5-percent owner of P1. Therefore, C is a 
5-percent shareholder of L, but B is not a 5- 
percent shareholder of L, even though he is 
a 5-percent owner of P1. See Example (4) of 
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paragraph (j)(1)(vi) of this section for a de-
termination of which public owners and pub-
lic shareholders constitute public groups 
that are treated as separate 5-percent share-
holders of L. 

Example 3. (i) L is owned 30 percent by A 
and 70 percent by P. A owns six percent of P 
stock and the balance (94 percent) is owned 
equally by 500 unrelated shareholders (‘‘Pub-
lic P’’). 

(ii) A is a 5-percent shareholder because he 
directly owns 30 percent of L. Even though A 
is a 5-percent owner of P, A’s 4.2 percent in-
direct ownership interest in L (six percent 
ownership interest in P × P’s 70 percent own-
ership of L) is generally not taken into ac-
count in determining A’s ownership interest, 
because such indirect ownership interest is 
less than five percent. Instead, A’s 4.2 per-
cent indirect interest is treated under para-
graph (j)(1)(iv) of this section as owned by 
Public P. If, however, L has actual knowl-
edge of A’s less-than-five-percent indirect 
ownership interest in L and is thus subject 
to paragraph (k)(2) of this section, or para-
graph (k)(4) of this section otherwise applies, 
L must take A’s total 34.2 percent ownership 
interest into account in determining A’s per-
centage ownership in L. 

Example 4. The facts are the same as in Ex-
ample (3), except that A owns ten percent of 
P’s stock. Because A’s indirect ownership in-
terest in L in his capacity as a 5-percent 
owner of P is five percent or more, both A’s 
30 percent direct ownership interest in L and 
his seven percent indirect ownership interest 
in L (10 percent ownership interest in P × P’s 
70 percent ownership of L) are taken into ac-
count in determining his ownership interest 
in L, without regard to L’s actual knowledge 
or whether paragraph (k)(4) of this section 
applies. 

Example 5. See § 1.382–3(a)(1)(ii) for addi-
tional examples with respect to the defini-
tion of an entity. 

(5) Stock ownership presumptions in 
connection with certain acquisitions, and 
dispositions of loss corporation stock—(i) 
In general. For purposes of this sec-
tion— 

(A) If an individual owns less than 
five percent of the stock of a loss cor-
poration during the testing period (ex-
cluding the testing date) and acquires 
an amount of such stock so that the in-
dividual becomes a 5-percent share-
holder on the testing date, the loss cor-
poration may treat any interest in the 
loss corporation owned by such indi-
vidual prior to that acquisition as 
owned by a public group during the pe-
riod of such individual’s ownership of 
that interest and as not owned by the 

5-percent shareholder during the same 
period, and 

(B) If a 5-percent shareholder’s per-
centage ownership interest in the loss 
corporation is reduced to less than five 
percent, the loss corporation may pre-
sume that the remaining stock owned 
by such 5-percent shareholder imme-
diately after such reduction is the 
stock owned by such shareholder for 
each subsequent testing date having a 
testing period that includes the date on 
which the reduction occurred as long 
as such shareholder continues to own 
less than five percent of the stock of 
the loss corporation. In that event, 
such ownership interest shall be treat-
ed as owned by a separate public group 
for purposes of the rules of paragraph 
(j)(2)(vi) of this section. 

(ii) Example. 

Example. L has 100,000 shares of stock out-
standing. All of the L stock is owned equally 
by 40 unrelated, individual shareholders, in-
cluding A (who owns 2.5 percent of L stock). 
Because no person owns as much as five per-
cent of L stock, Public L is the only 5-per-
cent shareholder of L. See paragraph (j)(1) of 
this section. A purchases 5,000 shares of L 
stock over a public stock exchange on June 
8, 1989. The purchase is an owner shift. When 
added to his ownership interest before that 
date (the testing date), A owns 7,500 shares of 
L stock (7.5 percent). Under paragraph 
(g)(5)(i)(A) of this section, L may treat A and 
Public L as having owned 0 percent and 100 
percent, respectively, at all times prior to 
June 8, 1989 (rather than having owned 2.5 
percent by A and 97.5 percent by Public L, 
even if L has actual knowledge of A’s less 
than five percent ownership interest). The 
increase in A’s stock ownership of L as of 
June 8, 1989 thus would be 7.5 percentage 
points, rather than 5.0 percentage points, for 
purposes of determining whether an owner-
ship change occurs on that testing date and 
any subsequent testing date. 

(h) Constructive ownership of stock—(1) 
In general. Subject to certain modifica-
tions set forth in this section and sec-
tion 382(l)(3), the constructive owner-
ship rules of section 318(a) generally 
apply for purposes of determining own-
ership of loss corporation stock. 

(2) Attribution from corporations, part-
nerships, estates and trusts—(i) In gen-
eral. Stock owned (directly or indi-
rectly) by an entity shall be attributed 
to its owners— 
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(A) Except as otherwise provided in 
this section, by treating the stock at-
tributed pursuant to section 318(a)(2) as 
no longer being owned by the entity 
from which it is attributed, and 

(B) If attribution is from a corpora-
tion, without regard to the 50 percent 
stock ownership limitation contained 
in section 318(a)(2)(C). 

(ii) Limitation on attribution from enti-
ties with respect to certain interests. Sec-
tion 318(a)(2) shall not apply to treat 
the stock of the loss corporation that 
is owned directly by a first tier entity 
(or indirectly by any higher tier enti-
ty) as being indirectly owned by any 
person that has an ownership interest 
in the first tier entity (or any higher 
tier entity) to the extent that such in-
terest is (or is attributable to)— 

(A) Stock of any such entity that is 
described in section 1504(a)(4), 

(B) Any ownership interest in any 
such entity that does not constitute 
stock under paragraph (f)(18)(ii) of this 
section, or 

(C) If the entity is not a corporation, 
any ownership interest in any such en-
tity that has characteristics similar to 
the interests described in paragraph 
(h)(2)(ii)(A) or (B) of this section. 

The ownership interests described in 
this paragraph (h)(2)(ii) shall not be 
taken into account in determining a 
person’s percentage ownership interest 
in an entity under paragraph (f)(24) of 
this section. 

(iii) Limitation on attribution from cer-
tain entities. For purposes of this sec-
tion, except as provided in paragraphs 
(k)(2) and (4) of this section, each of the 
following shall be treated as an indi-
vidual who is unrelated to any other 
owner (direct or indirect) of the loss 
corporation— 

(A) Any entity other than a higher 
tier entity that owns five percent or 
more of the loss corporation stock (de-
termined without regard to paragraph 
(h)(2)(i)(A) of this section) on a testing 
date, a first tier entity or the loss cor-
poration, 

(B) A qualified trust described in sec-
tion 401(a), 

(C) Any State, any possession of the 
United States, the District of Colum-
bia, the United States (or any agency 
or instrumentality thereof), any for-

eign government, or any political sub-
division of any of the foregoing, and 

(D) Any other person designated by 
the Internal Revenue Service in the In-
ternal Revenue Bulletin. 
Stock of a loss corporation that is 
owned by any such person shall thus 
not be attributed to any other person 
for purposes of this section. See para-
graph (g)(2) of this section limiting at-
tribution from a first tier entity or a 
higher tier entity to any person that is 
not a 5-percent owner or a higher tier 
entity. 

(iv) Examples. 

Example 1. All the stock of L is owned by A. 
B and C respectively own 70 and 30 percent of 
the outstanding P stock. P acquires 60 per-
cent of the outstanding L stock from A on 
July 1, 1988 (a testing date). After the acqui-
sition, P is a first tier entity and a higher 
tier entity of L. B and C are each 5-percent 
owners of P and also are 5-percent share-
holders of L having a 42 percent and 18 per-
cent stock ownership interest in L, respec-
tively, through the operation of the con-
structive ownership rules of paragraph (h) of 
this section. Because B and C together have 
increased their ownership in L by more than 
50 percentage points during the testing pe-
riod ending on the testing date (60 percent on 
the testing date and 0 percent prior thereto), 
an ownership change occurs with respect to 
L on July 1, 1988. 

Example 2. The facts are the same as in Ex-
ample (1), except that B and C are not share-
holders in a corporation, but instead are 
partners in a general partnership, E. B and C 
respectively own 70 percent and 30 percent of 
E. E acquires 60 percent of the L stock on 
July 1, 1988. The results are the same as in 
Example (1). 

Example 3. The facts are the same as in Ex-
ample (1), except that the acquisition is ac-
complished in a transaction that qualifies 
under section 351(a). In that transaction, HC 
is formed through (i) a contribution of 
money by P in exchange for 60 shares of HC 
common stock and (ii) a contribution of all 
the outstanding shares of L stock plus cash 
by A in exchange for 40 shares of HC common 
stock and 30 shares of HC preferred stock 
that is described in section 1504(a)(4). The re-
spective values of each share of HC stock, 
common and preferred, are equal. The stock 
of L is attributed to A through his interest 
in HC common stock, but not through his in-
terest in HC preferred stock (see paragraph 
(h)(2)(ii)(A) of this section). Thus, A is treat-
ed as owning indirectly only 40 percent of L. 
B and C are 5-percent shareholders of L hav-
ing indirect ownership interests in L of 42 
percent and 18 percent, respectively, through 
their ownership of HC common stock. The 
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results are therefore the same as in Example 
(1). 

(3) Attribution to corporations, partner-
ships, estates and trusts. Except as oth-
erwise provided by regulation under 
section 382 or by the Internal Revenue 
Service in the Internal Revenue Bul-
letin, the rules of section 318(a)(3) shall 
not apply in determining the ownership 
of stock under this section. 

(4) Option attribution—(i) In general. 
Solely for the purpose of determining 
whether there is an ownership change 
on any testing date, stock of the loss 
corporation that is subject to an option 
shall be treated as acquired on any 
such date, pursuant to an exercise of 
the option by its owner on that date, if 
such deemed exercise would result in 
an ownership change. The preceding 
sentence shall be applied separately 
with respect to— 

(A) Each class of options (i.e., options 
with terms that are identical, issued by 
the same issuer, and issued on the 
same date) owned by each 5-percent 
shareholder (or person who would be a 
5-percent shareholder if the option 
were treated as exercised), and 

(B) Each 5-percent shareholder, each 
owner of an option who would be a 5- 
percent shareholder if the option were 
treated as exercised, and each com-
bination of such persons. 

(ii) Examples. 

Example 1. (i) A owns all of the 100 shares 
of outstanding L stock. A grants options for 
the purchase of his L stock, exercisable for 
10 years from the date of issuance, in the fol-
lowing transactions: An option to B for four 
shares (issued January 1, 1988), an option to 
C for six shares (issued June 1, 1989), and an 
option to D for 15 shares (issued July 30, 
1989). On July 30, 1990, A sells 41 shares of his 
L stock to BB. 

(ii) Pursuant to paragraph (a)(2)(i) of this 
section, the date on which each option is ac-
quired is a testing date. The issuance of op-
tions to acquire L stock to each of B, C, and 
D is not treated as an acquisition of the un-
derlying stock on any such testing date since 
such treatment with respect to any one of 
the option owners (or any combination 
thereof) would not have resulted in an own-
ership change on any of those testing dates. 

(iii) The date on which BB acquires 41 
shares also is a testing date. BB’s acquisition 
of 41 percent of the L stock, taken together 
with the shift in ownership that would result 
if the options held by B, C and D were exer-
cised, would result in an ownership change, 

because the stock owned or treated as owned 
by Public L (a group including only B, the 
sole shareholder who owns less than five per-
cent of L stock), C, D and BB would have in-
creased by 66 percentage points (four, six, 15, 
and 41 percentage points, respectively) dur-
ing the testing period. Subject to paragraph 
(h)(4)(ix) of this section, the options are 
treated as exercised and an ownership 
change occurs on July 30, 1990, pursuant to 
paragraph (h)(4)(i) of this section. Accord-
ingly, no new testing period can begin before 
July 31, 1990. Under paragraph (h)(4)(x)(F) of 
this section, the option attribution rules of 
paragraph (h)(4)(i) of this section shall not be 
applicable with respect to any of the options 
owned by B, C, and D immediately before the 
ownership change until such time, if any, 
that such options are transferred to (or by) 5- 
percent shareholder (or a person who would 
be a 5-percent shareholder if such option 
were exercised). In addition, the subsequent 
exercise of any of those options by A, B, or 
C (the persons owning such options imme-
diately before the ownership change) is dis-
regarded. See paragraph (h)(4)(vi) of this sec-
tion. Also see paragraph (h)(4)(viii) of this 
section for the treatment of options that 
lapse or are forfeited. 

(iv) The facts are the same as in (i), except 
that the sale of A’s 41 shares of L stock to 
BB occurs on July 30, 1995. Because the op-
tions are treated as exercised and the related 
stock is treated as acquired on the July 30, 
1995 testing date, the results are the same as 
described in (iii). 

Example 2. (i) A owns all of the outstanding 
100 shares of the stock of L. On July 22, 1988, 
the value of A’s stock in L is $500 and the fol-
lowing agreements are entered into: (i) A 
sells 40 shares of his L stock to B for $200, (ii) 
in exchange for $10, A grants B an option to 
acquire the balance of his L stock for $305 at 
any time before July 22, 1992, and (iii) L 
grants A an option to acquire 100 shares of L 
stock at a price of $600 exercisable until such 
time as B’s option is no longer outstanding. 

(ii) If the stock subject to the options 
owned by both A and B were treated as ac-
quired on the July 22, 1988 testing date, B 
would have increased his ownership interest 
in L by only 50 percentage points to 50 per-
cent ([40 shares purchased + 60 shares ac-
quired pursuant to the option]/200 out-
standing shares of L stock, including 100 
shares deemed outstanding pursuant to the 
option issued to A by L) as compared with 0 
percent prior to July 22, 1988. In determining 
whether the options with respect to the 
stock of L would, if exercised, result in an 
ownership change, paragraph (h)(4)(i)(B) of 
this section requires that such options be 
treated as exercised separately with respect 
to each 5-percent shareholder, each person 
who would be a 5-percent shareholder if the 
option were treated as exercised or each 
combination of such persons. Therefore, by 
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treating the option owned by A as not having 
been exercised and the option owned by B as 
having been exercised, B’s interest in L in-
creases by 100 percentage points during the 
testing period. An ownership change with re-
spect to L therefore results from the trans-
actions occurring on July 22, 1988. 

(iii) Contingencies. Except as provided 
in paragraph (h)(4)(x)(D) of this sec-
tion, the extent to which an option is 
contingent or otherwise not currently 
exercisable shall be disregarded for 
purposes of this section. 

(iv) Series of options. For purposes of 
this section, an option to acquire an 
option with respect to the stock of the 
loss corporation, and each one of a se-
ries of such options, shall be considered 
as an option to acquire such stock. 

(v) Interests that are similar to options. 
For purposes of this section, 

(A) An interest that is similar to an 
option includes, but is not limited to, a 
warrant, a convertible debt instru-
ment, an instrument other than debt 
that is convertible into stock, a put, a 
stock interest subject to risk of for-
feiture, and a contract to acquire or 
sell stock, and 

(B) Any such interest shall be treated 
as an option. 

(vi) Actual exercise of options—(A) In 
general. The actual exercise of any op-
tion in existence immediately before 
and after an ownership change, wheth-
er or not the option was treated as ex-
ercised in connection with the owner-
ship change under paragraph (h)(4)(i) of 
this section, shall be disregarded for 
purposes of this section, but only if the 
option is exercised by the 5-percent 
shareholder (or person who would have 
been a 5-percent shareholder if the op-
tions owned by such person had been 
exercised immediately before the own-
ership change) who owned the option 
immediately before and after such 
ownership change. 

(B) Actual exercise within 120 days of 
deemed exercise. If the actual exercise of 
an option occurs on or before the end of 
the period which is 120 days after the 
date on which the option is treated as 
exercised under paragraph (h)(4)(i) of 
this section, the loss corporation may 
elect to treat paragraphs (h)(4)(i) and 
(vi)(A) of this section as not applying 
to such option and take into account 
only the acquisition of loss corporation 
stock resulting from the actual exer-

cise of the option. An election under 
this paragraph (h)(4)(vi)(B) shall have 
no effect on the determination of 
whether an ownership change occurs, 
but shall apply only for the purpose of 
determining the date on which the 
change date occurs. An election under 
this paragraph (h)(4)(vi)(B) shall be 
made in the statement described in 
§ 1.382–11(a). 

(vii) Effect of deemed exercise of options 
on the outstanding stock of the loss cor-
poration—(A) Right or obligation to issue 
stock. Solely for purposes of deter-
mining whether an ownership change 
has occurred under paragraph (h)(4)(i) 
of this section, the deemed exercise of 
an option with respect to unissued 
stock (or treasury stock) of a corpora-
tion shall result in a corresponding in-
crease in the amount of its total out-
standing stock. 

(B) Right or obligation to acquire out-
standing stock by the loss corporation. 
Solely for purposes of determining 
whether an ownership change has oc-
curred under paragraph (h)(4)(i) of this 
section, the deemed exercise of a right 
to transfer outstanding stock to the 
issuing corporation (or a right of the 
issuing corporation to acquire its 
stock) shall result in a corresponding 
decrease in the amount of its total out-
standing stock. 

(C) Effect on value of old loss corpora-
tion. The deemed exercise of an option 
with respect to unissued stock (or 
treasury stock) under paragraph 
(h)(4)(i) of this section shall have no ef-
fect on the determination of the value 
of the old loss corporation and the 
computation of the section 382 limita-
tion. See section 382(l)(1)(B) dis-
regarding capital contributions made 
during the two-year period preceding 
the change date for purposes of com-
puting the section 382 limitation. 

(viii) Options that lapse or are for-
feited. If an option that is treated as ex-
ercised under paragraph (h)(4)(i) of this 
section lapses unexercised or the owner 
of such option irrevocably forfeits his 
right to acquire stock pursuant to the 
option, the option shall be treated for 
purposes of this section as if it never 
had been issued. In that case, the loss 
corporation may file an amended re-
turn for prior years (subject to any ap-
plicable statute of limitations) if the 
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section 382 limitation was thus inappli-
cable. If paragraph (h)(4)(i) of this sec-
tion applied to an option (or options) 
with respect to a taxable year for 
which an income tax return has not 
been filed by the date that the option 
(or options) lapses or is irrevocably for-
feited, the loss corporation may treat 
paragraph (h)(4)(i) of this section as in-
applicable to such option (or options). 

(ix) Option rule inapplicable if pre- 
change losses are de minimis. Paragraph 
(h)(4)(i) of this section shall not apply 
to treat the stock of the loss corpora-
tion as acquired by the owner of an op-
tion if, on a testing date, the amount 
of pre-change losses (determined as if 
the testing date were a change date 
and treating the amount of any net un-
realized built-in loss as a pre-change 
loss) is less than twice the amount de-
termined by multiplying. 

(A) The value of the loss corporation 
(as determined under section 382(e)) on 
the testing date, by 

(B) The long-term tax exempt rate 
(as defined in section 382(f)) for the cal-
endar month in which the testing date 
occurs. 

(x) Options not subject to attribution. 
Paragraph (h)(4)(i) of this section shall 
not apply to— 

(A) Long-held options with respect to 
actively traded stock. Any option with 
respect to stock of the loss corporation 
which stock is actively traded on an es-
tablished securities market (within the 
meaning of section 1273(b)) for which 
market quotations are readily avail-
able, if such option has been continu-
ously owned by the same 5-percent 
shareholder (or a person who would be 
a 5-percent shareholder if such option 
were exercised) for at least three years, 
but only until the earlier of such time 
as— 

(1) The option is transferred by or to 
a 5-percent shareholder (or a person 
who would be a 5-percent shareholder if 
such option were exercised), or 

(2) The fair market value of the stock 
that is subject to the option exceeds 
the exercise price for such stock on the 
testing date. For purposes of this para-
graph (h)(4)(x)(A), options with respect 
to the stock of a loss corporation that 
are assumed (or substituted) in a reor-
ganization and converted into options 
with respect to the stock of another 

party to the reorganization shall not 
be treated as transferred, provided that 
there are no changes in the terms of 
the options, other than that the stock 
that may be acquired pursuant to the 
option is that of another party to the 
reorganization and that the amount of 
stock subject to the option is adjusted 
only to reflect the exchange ratio for 
the exchange of stock of the loss cor-
poration in the reorganization. 

(B) Right to receive or obligation to 
issue a fixed dollar amount of value of 
stock upon maturity of certain debt. Any 
right to receive or obligation to issue 
stock pursuant to the terms of a debt 
instrument that, in economic terms, is 
equivalent to nonconvertible debt be-
cause the right to receive stock of the 
issuer of a fixed dollar amount is based 
upon the fair market value for such 
stock determined at or about the date 
the stock is transferred pursuant to 
such right or obligation (i.e., the 
amount of the stock transferred pursu-
ant to the option is equal to a fixed 
dollar amount, divided by the value of 
each share of such stock at or about 
the date of the stock transfer). This 
paragraph (h)(4)(x)(B) shall not apply if 
the method for determining the fair 
market value of the stock of the issuer 
is intended to or, in fact, provides the 
owner of the debt instrument with a 
participation in any appreciation of 
any stock of the issuer. 

(C) Right or obligation to redeem stock 
of the loss corporation. Any right or ob-
ligation of the loss corporation to re-
deem any of its stock at the time such 
stock is issued, but only to the extent 
such stock is issued to persons who are 
not 5-percent shareholders imme-
diately before the issuance. 

(D) Options exercisable only upon 
death, disability or mental incompetency. 
Any option entered into between own-
ers of the same entity (or an owner and 
the entity in which the owner has a di-
rect ownership interest) with respect 
to such owner’s ownership interest in 
the entity that is exercisable only upon 
the death, complete disability or men-
tal incompetency of such owner. 

(E) Right to receive or obligation to 
issue stock as interest or dividends. Any 
right to receive or obligation to issue 
stock of a corporation in payment of 
interest or dividends by the issuing 
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corporation. (For an example illus-
trating this exception, see paragraph 
(j)(2)(iv)(B) of this section.) 

(F) Options outstanding following an 
ownership change—(1) In general. Any 
option in existence immediately before 
and after an ownership change, wheth-
er or not the option was treated as ex-
ercised in connection with the owner-
ship change under paragraph (h)(4)(i) of 
this section, but only so long as the op-
tion continues to be owned by the 5- 
percent shareholder (or person who was 
treated as a 5-percent shareholder) who 
owned the option immediately before 
and after such ownership change. 

(2) Example (i) A, B, C and D own all 
of the outstanding stock of L. A owns 
70 shares of L stock and each of B, C 
and D own 10 shares of L stock. On 
July 12, 1988, L issues warrants to each 
of its shareholders entitling them to 
acquire an additional 8.5 shares of L 
stock for each share of stock owned. 

(ii) If B, C and D, but not A, each ex-
ercise their respective rights to acquire 
an additional 85 shares of L stock (10 
shares × 8.5 shares that may be ac-
quired for each share owned) on July 
12, 1988, their combined ownership in-
terest in L on that date would exceed 
80 percent (255 shares deemed to be ac-
quired + 30 shares actually owned)/355 
shares outstanding (actual and 
deemed)). B, C and D thus would in-
crease their ownership interest in L by 
50.3 percentage points during the test-
ing period, causing an ownership 
change, because, under paragraph 
(h)(4)(i)(B) of this section, the options 
are treated as exercised if the exercise 
would cause an ownership change. 

(iii) Following the ownership change, 
paragraph (h)(4)(i) of this section ap-
plies to prevent A’s right to acquire 595 
shares of L stock (70 shares × 8.5 shares 
that may be acquired for each share 
owned) or the rights held by B, C, or D, 
to be treated as exercised on any subse-
quent testing date, except to the ex-
tent that those rights are transferred. 
To the extent any of those options are 
transferred following the ownership 
change, paragraph (h)(4)(i) of this sec-
tion will apply to any such options on 
the date of the transfer and on any sub-
sequent testing date. 

(G) Right to acquire loss corporation 
stock pursuant to a default under a loan 

agreement. Any right to acquire stock 
of a corporation by a bank (as that 
term is defined in section 581), an in-
surance company (as that term is de-
fined in § 1.801–3(a)), or a trust qualified 
under section 401(a) solely as the result 
of a default under a loan agreement en-
tered into in the ordinary course of the 
trade or business of such bank, life in-
surance company or qualified trust. 

(H) Agreement to acquire or sell stock 
owned by certain shareholders upon re-
tirement. Any option entered into be-
tween noncorporate owners of the same 
entity (or a noncorporate owner and 
the entity in which the owner has a di-
rect ownership interest) with respect 
to such owner’s ownership interest in 
the entity, but only if each of such 
owners actively participate in the man-
agement of the entity’s trade or busi-
ness, the option is issued at a time that 
the loss corporation is not a loss cor-
poration and the option is exercisable 
solely upon the retirement of such 
owner. An option with terms described 
in both this paragraph (h)(4)(x)(H) and 
in paragraph (h)(4)(x)(D) of this section 
shall also not be subject to paragraph 
(h)(4)(i) of this section. 

(I) [Reserved] 
(J) Title 11 or similar case. See § 1.382– 

9(o) which excepts certain options cre-
ated by or under a plan of reorganiza-
tion in a title 11 or similar case from 
the operation of paragraph (h)(4)(i) of 
this section. 

(K)–(Y) [Reserved] 
(xi) Certain transfers of options dis-

regarded. Transfers of options between 
persons who are not 5-percent share-
holders (and between members of sepa-
rate public groups resulting from the 
application of the segregation rules of 
paragraphs (j)(2) and (3)(iii) of this sec-
tion) are not taken into account. 
Transfers of options in any of the cir-
cumstances described in section 
382(l)(3)(B) are also disregarded and the 
transferee shall be treated as having 
owned the option for the period that it 
was owned by the transferor. 

(xii) Exercise of an option that has not 
been treated as stock. The acquisition of 
stock pursuant to the actual exercise 
of an option (other than an option de-
scribed in paragraph (h)(4)(vi)(A) of 
this section) shall not be disregarded. 
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(xiii) Effective date. See paragraph 
(m)(4)(vi) of this section for special 
rules regarding the effective date of 
the provisions of this paragraph (h)(4). 

(5) Stock transferred under certain 
agreements. Notwithstanding paragraph 
(h)(4) of this section, no shift results 
solely because under section 1058(a)— 

(i) A shareholder transfers stock of a 
corporation pursuant to an agreement 
that meets the requirements of section 
1058(b), or 

(ii) A person having rights under 
such an agreement exchanges those 
rights for stock identical to the stock 
transferred pursuant to the agreement. 

(6) Family attribution. For purposes of 
this section— 

(i) Paragraphs (1) and (5)(B) of sec-
tion 318(a) shall not apply, 

(ii) An individual and all members of 
his family described in section 318(a)(1) 
shall be treated as one individual, 

(iii) Subject to paragraph (k)(2) of 
this section, paragraph (h)(6)(ii) of this 
section shall not apply to members of a 
family who, without regard to that 
paragraph (h)(6)(ii), would not be 5-per-
cent shareholders, and 

(iv) If under paragraph (h)(6)(ii) of 
this section, an individual may be 
treated as a member of more than one 
family, and each family that is treated 
as one individual is a 5-percent share-
holder (or would be treated as a 5-per-
cent shareholder if such individual 
were treated as a member of such fam-
ily), then such individual shall be 
treated only as a member of the family 
that results in the smallest increase in 
the total percentage stock ownership 
of the 5-percent shareholders on the 
testing date and shall not be treated as 
the member of any other family. 

(i) [Reserved] 
(j) Aggregation and segregation rules. 

For purposes of this section, except as 
provided in paragraphs (k)(2) and (4) of 
this section— 

(1) Aggregation of public shareholders 
and public owners into public groups—(i) 
Public group. Under this paragraph (j), 
a loss corporation or other entity can 
be treated as owned, in whole or in 
part, by one or more public groups. A 
public group can include public share-
holders, public owners, and 5-percent 
owners who are not 5-percent share-
holders of the loss corporation. 

(ii) Treatment of a public group that is 
a 5-percent shareholder. Each public 
group that is treated as a 5-percent 
shareholder under paragraph (g)(1)(ii), 
(iii) or (iv) of this section shall be 
treated as one individual. See para-
graph (j)(2)(iv) for a rule combining 
certain de minimis public groups. 

(iii) Presumption of no cross-ownership. 
The public owners, 5-percent owners 
who are not 5-percent shareholders and 
public shareholders in any public 
group, subject to paragraphs (j)(2)(iii), 
(k)(2) and (k)(4) of this section, are pre-
sumed not to be members of any other 
public group. It also is presumed that 
each such person is unrelated to all 
other shareholders (direct and indirect) 
of the loss corporation. See paragraph 
(h)(6)(iii) of this section. The members 
of a public group that exists by virtue 
of its direct ownership interest in an 
entity are presumed not to be members 
(and not to be related to a member) of 
any other public group that exists at 
any time by virtue of its direct owner-
ship interest in any other entity. To 
the extent that the presumptions 
adopted in this paragraph (j)(1)(iii) are 
not applicable because the loss cor-
poration has actual knowledge of facts 
to the contrary and is thus subject to 
paragraph (k)(2) of this section, public 
shareholders, public owners and 5-per-
cent owners who are not 5-percent 
shareholders may be aggregated into 
additional public groups. 

(iv) Identification of the public groups 
treated as 5-percent shareholders—(A) 
Analysis of highest tier entities. The loss 
corporation must identify first tier en-
tities and higher tier entities in order 
to identify any highest tier entities 
that must be identified under para-
graph (k)(3) of this section. The loss 
corporation must then identify any 5- 
percent owners of each such highest 
tier entity who indirectly own, at any 
time during the testing period, five 
percent or more of the loss corporation 
through the ownership interest in such 
highest tier entity. Under paragraph 
(g)(1)(i)(B) of this section, any such 5- 
percent owner is a 5-percent share-
holder. See paragraph (k)(3) of this sec-
tion for rules explaining the extent of 
the obligation of the loss corporation 
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to determine the identity of its share-
holders. Each person who has an owner-
ship interest in any highest tier entity 
and who is not treated as a 5-percent 
shareholder (i.e., persons who are pub-
lic owners or 5-percent owners who are 
not 5-percent shareholders) is a mem-
ber of the public group of that highest 
tier entity. A public group, so identi-
fied, that indirectly owns five percent 
or more of the loss corporation on the 
testing date is treated under paragraph 
(g)(1)(ii) of this section as a 5-percent 
shareholder. If the public group so 
identified owns less than five percent 
of the loss corporation on the testing 
date, such public group is treated as 
part of the public group of the next 
lower tier entity. 

(B) Analysis of other higher tier entities 
and first tier entities. The analysis and 
aggregation of public groups described 
in paragraph (j)(1)(iv)(A) of this section 
is repeated for any next lower tier enti-
ty and successively for any next lower 
tier entity of any entity described in 
this paragraph (j)(1)(iv)(B) until ap-
plied to each first tier entity. 

(C) Aggregation of the public share-
holders. The public shareholders are ag-
gregated and, under paragraph 
(g)(1)(iii) of this section, are treated as 
a public group that is a 5-percent 
shareholder without regard to whether 
such group, at any time during the 
testing period, owns five percent or 
more of the loss corporation. For this 
purpose, if the public group of any first 
tier entity indirectly owns less than 
five percent of the loss corporation on 
the testing date, and is thus not treat-
ed as a 5-percent shareholder, but is 
treated as part of the public group of 
the loss corporation under paragraph 
(j)(1)(iv)(A) or (B) of this section, the 
ownership interest of that group is in-
cluded in the public group of the loss 
corporation referred to in the pre-
ceding sentence. 

(v) Appropriate adjustments. A loss 
corporation may apply the principles of 
paragraph (g)(5) of this section with re-
spect to— 

(A) Any public group that is treated 
as a 5-percent shareholder on the test-
ing date if such public group, at any 
time during the testing period, was 
treated as part of the public group of 
the next lower tier entity, or 

(B) Any public group that is treated 
as part of the public group of a next 
lower tier entity if such public group, 
at any time during the testing period, 
was part of the public group of a higher 
tier entity that was treated as a 5-per-
cent shareholder and had a direct or in-
direct ownership interest in such lower 
tier entity. 

(vi) Examples. 

Example 1. (i) All of the stock of L is owned 
by 1,000 shareholders, none of whom own as 
much as five percent of L stock (‘‘Public L’’). 
All of the stock of P is owned by 150,000 
shareholders, none of whom own as much as 
five percent of P stock (‘‘Public P’’). Be-
tween July 12, 1988 and August 13, 1988, P 
purchases all of the L stock through a series 
of transactions on the public stock exchange. 
P’s percentage of direct stock ownership in L 
increases from 4.9 percent to five percent on 
July 15, 1988, and from 50 percent to 51 per-
cent on July 30, 1988. 

(ii) Before July 15, 1988, P is a public share-
holder of L. On and after July 15, 1988, P is 
a first tier entity (and a highest tier entity) 
of L. Accordingly, under the rules of para-
graph (j)(1) of this section, Public P, on and 
after July 15, 1988, is treated as a public 
group that is a 5-percent shareholder. Each 
acquisition by P on and after such date af-
fects the percentage of L stock that is owned 
by Public P and thus constitutes an owner 
shift. 

(iii) Immediately after the transaction on 
July 30, 1988, P owns 51 percent of L stock. 
Under paragraph (j)(1)(iv)(A) of this section, 
Public P thus owns 51 percent of L. Under 
paragraph (j)(1)(iv)(C) of this section, Public 
L, the public group that includes the public 
shareholders of L, is treated as a 5-percent 
shareholder that owns 49 percent of L. Under 
paragraph (j)(1)(iii) of this section, Public L 
and Public P are presumed not to have any 
common members and it is also presumed 
that no member of either public group is re-
lated to any other member of either of the 
two public groups. 

(iv) Assuming that the presumption pro-
vided in paragraph (j)(1)(iii) of this section 
(i.e., that no person owns stock in both P and 
L) is not rebutted to any extent, Public P is 
treated as a 5-percent shareholder whose 
stock ownership in L, as of the July 30, 1988 
testing date, has increased by 51 percentage 
points over its lowest percentage of stock 
ownership in L at any time during the test-
ing period (0 percent prior to July 12, 1988). 
Accordingly, an ownership change with re-
spect to L occurs as a result of P’s acquisi-
tion on July 30, 1988. L is thus a new loss cor-
poration and its pre-change losses are sub-
ject to limitation under section 382. 

Example 2. (i) All of the stock of P is owned 
by 1,000 unrelated shareholders, none of 
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whom owns as much as five percent of P 
stock. L1 is a wholly owned subsidiary of P. 
On January 2, 1988, P distributes all of the L1 
stock pro rata to its shareholders. 

(ii) Prior to the stock distribution, the 
public owners of P are members of a public 
group (‘‘Public P’’) that is treated as a 5-per-
cent shareholder owning 100 percent of the 
stock of L1. 

See paragraph (j)(1)(iv)(A) of this section. 
Following the stock distribution to the P 
shareholders, L1 is owned by 1,000 public 
shareholders that are members of a public 
group (‘‘Public L1’’) that is treated as a 5- 
percent shareholder owning 100 percent of 
the stock of L1. See paragraph (j)(1)(iv)(C) of 
this section. 

(iii) Public P and Public L1 are treated as 
unrelated, individual 5-percent shareholders 
under paragraph (j)(1)(iii) of this section. Al-
though the members of one public group are 
presumed not to be members of any other 
public group under paragraph (j)(1)(iii) of 
this section, L1 has actual knowledge that 
all of its public shareholders immediately 
following the distribution (Public L1) re-
ceived L1 stock pro rata in respect to the 
outstanding P stock and thus were also 
members of Public P. Applying paragraph 
(k)(2) of this section, the loss corporation 
may take into account the identity of owner-
ship interests between Public L1 and Public 
P to establish that Public L1 did not increase 
its percentage ownership in L1. Accordingly, 
the transaction would not constitute an 
owner shift. 

Example 3. (i) The facts are the same as in 
Example 1 of paragraph (g)(4) of this section. 
Thus, 20 percent of L stock is owned by A, 10 
percent is owned by P1, 20 percent is owned 
by E, a joint venture, and the remaining 50 
percent of L stock is owned by Public L. P1 
is owned 15 percent by B and 85 percent by 
Public P1. E is owned 30 percent by P2 and 70 
percent by P3, which are owned by Public P2 
and Public P3, respectively. See Example 
(1)(ii) of paragraph (g)(4) of this section for a 
chart illustrating this ownership structure. 

(ii) The public owners of P2 and P3 (Public 
P2 and Public P3, respectively), are public 
groups that are treated as 5-percent share-
holders of L, because each such public group 
indirectly owns five percent or more of L 
stock (six percent by Public P2 [(30 percent 
ownership of E)×(20 percent ownership of L)] 
and 14 percent by Public P3 [(70 percent own-
ership of E)×(20 percent ownership of L)]). 
The public owners of P1 (‘‘Public P1’’), who 
indirectly own 8.5 percent of L stock [(85 per-
cent ownership of P1)×(10 percent ownership 

of L)] and B, who indirectly owns 1.5 percent 
of L and is thus included in Public P1 under 
paragraph (j)(1)(iv)(A) of this section, are 
members of a public group that is treated as 
a 5-percent shareholder of L that owns ten 
percent of L stock. Finally, the public group 
of L (‘‘Public L’’) is a 5-percent shareholder 
that owns 50 percent of L. Accordingly, A, 
Public L, Public P1 (including B), Public P2, 
and Public P3 are the only 5-percent share-
holders of L. 

Example 4. (i) The facts are the same as Ex-
ample 3 above, except that P3 is owned 60 per-
cent by C, 30 percent by P4, and 10 percent by 
P3. The stock of P4 is publicly traded and is 
owned by Public P4. The facts are thus the 
same as in Example (2) in paragraph (g)(4) of 
this section. See Example (2)(ii) of paragraph 
(g)(4) of this section for a chart illustrating 
this ownership structure. 

(ii) The public owners of P4 (a highest tier 
entity) are members of a public group that 
indirectly owns 4.2 percent of L ([30 percent 
ownership of P3]×[70 percent ownership of 
E]×[20 percent ownership of L]). For purposes 
of identifying public groups that are 5- 
.percent shareholders, L is not required to 
identify P4 as a highest tier entity under 
paragraph (k)(3) of this section because P4 
does not own five percent or more of L stock. 
Moreover, under paragraph (h)(2)(iii) of this 
section, P4 generally is treated as an indi-
vidual from which there is no attribution of 
loss corporation stock. The public group of 
P3 (including P4) indirectly owns 5.6 percent 
of L ([40 percent of P3]×[70 percent ownership 
of E]×[20 percent of L]), and is thus a 5-per-
cent shareholder of L. The public groups of 
P2 and P1 (both Public P1 and B), respec-
tively, also own five percent or more of L 
stock and are thus 5-percent shareholders of 
L. In addition, the public group of L is a 5- 
percent shareholder regardless of whether it 
owns five percent of L stock. Accordingly, A, 
Public L, Public P3 (including P4), Public P2, 
and Public P1 (including B), are the only 5- 
percent shareholders of L. 

Example 5(i) On September 4, 1987, L is 
owned 14 percent by each of A and B, 30 per-
cent by each of P1 and P2, four percent by 
each of C and P3, and two percent by each of 
D and AA. P1 is owned 30 percent by each of 
A, B, and P4 and 10 percent by D. P2 is owned 
70 percent by A, 10 percent by each of B and 
D, six percent by DD and four percent by C. 
AA owns 100 percent of the stock of P3. P4 is 
owned 60 percent by C and 20 percent by each 
of BB and CC. 

(ii) The ownership structure of L is illus-
trated by the following chart: 
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(iii) In order to identify L’s 5-percent 
shareholders and their respective ownership 
interests in L on September 4, 1987, the rules 
of paragraph (j)(1) of this section apply to 
identify the public groups that are treated as 
separate 5-percent shareholders. Analysis be-
gins with any highest tier entity, such as P4. 
Each of P4’s shareholders is a 5-percent 
owner of P4. C4 owns 5.4 percent of L in his 
capacity as a 5-percent owner of P4 and 
therefore is a 5-percent shareholder. Not-
withstanding that C actually owns, directly 
and by attribution, 10.6 percent of L (four 
percent directly, 5.4 percent indirectly 
through P4, and 1.2 percent through P2), C’s 
ownership interest in L as a 5-percent share-
holder is presumed to include only the 5.4 
percent indirect ownership through P4. 
(Under paragraphs (g) and (k)(2) of this sec-
tion, however, L must account for C’s direct 
and indirect ownership interests in deter-

mining whether an ownership change occurs 
on any testing date if it has actual knowl-
edge of such ownership on or berfore the date 
that its income tax return is filed for the 
taxable year that includes the testing date). 
Although BB and CC are each 5-percent own-
ers of P4, they are not 5-percent shareholders 
and therefore are members of the public 
group of P4. Because the public group of P4 
indirectly owns only 3.6 percent of L, it is 
treated under paragraph (j)(1)(iv)(A) of this 
section as part of the public group of the 
next lower tier entity, P1. 

(iv) With respect to P1, a first tier entity, 
each of its shareholders are 5-percent own-
ers. Because A and B each indirectly own 
nine percent of L as 5-percent owners of P1 
and A indirectly owns 21 percent of L as a 5- 
percent owner of P2, they are each 5-percent 
shareholders without regard to their direct 
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ownership interests in L. A’s ownership in-
terest in L as a 5-percent shareholder is 44 
percent (14 percent directly, nine percent in 
his capacity as a 5-percent owner of P1, and 
21 percent in his capacity as a 5-percent 
owner of P2). B’s ownership interest in L as 
a 5-percent shareholder is 23 percent (14 per-
cent directly and nine percent in his capac-
ity as a 5-percent and nine percent in his ca-
pacity as a 5-percent owner of P1). B’s owner-
ship interest as a 5-percent shareholder does 
not include the three percent interest he 
owns indirectly through P2. (Under para-
graphs (g) and (k)(2) of this section, however, 
L must account for B’s direct and indirect 
ownership interests, including his three per-
cent interest through P2, in determining 
whether an ownership change occurs on any 
testing date if L has actual knowledge of 
such ownership on or before the date that its 
income tax return is filed for the taxable 
year that includes the testing date.) D is a 5- 
percent owner of P1. Although D owns eight 
percent of L (two percent directly, three per-
cent indirectly through P1, and three percent 
indirectly through P2), he is not a 5-percent 
shareholder because he does not own five 
percent or more of L stock either directly or 
in his capacity as a 5-percent owner of either 
P1 or P2. (Under paragraphs (g) and (k)(2) of 
this section, however, L must account for 
D’s direct and indirect ownership interests in 
determining whether an ownership change 
occurs on any testing date to the extent L 
has actual knowledge of such ownership 
amounting to five percent or more of L stock 
before the date that its income tax return is 
filed for the taxable year that includes the 
testing date.) The public group of P1 (com-
prised of the public group of P4 and D’s di-
rect ownership interest in P1) has a 6.6 per-
cent interest in L and is therefore treated as 
a separate 5-percent shareholder. 

(v) With respect to highest tier entity P2, 
D is a 5-percent owner who is not a 5-percent 
shareholder for the reason described in the 
preceding subdivision. DD is a 5-percent 
owner of P2, who is not a 5-percent share-
holder, because DD indirectly owns only 1.8 
percent of L. Assuming that L does not have 
actual knowledge of B’s and C’s direct own-
ership interest in P2, those interests are ac-
counted for in computing the ownership in-
terest are accounted for in computing the 
ownership interest of the public group of P2. 
Therefore, each of P2’s shareholders, except 
A who is a 5-percent shareholder in his ca-
pacity as a 5-percent owner of P2, are treated 
as members of the public group of P2 that 
owns nine percent of L and is thus treated as 
a separate 5-percent shareholder. 

(vi) Because the direct ownership interest 
of P3 is less than five percent, it is a public 
shareholder. Therefore, assuming that L does 
not have actual knowledge of C’s, D’s, or 
AA’s direct and/or indirect ownership inter-
ests in L, the public group of L is a separate 

5-percent shareholder owning 12 percent of L 
(comprised of the direct ownership interests 
of C, D, AA and P3). 

(2) Segregation rules applicable to 
transactions involving the loss corpora-
tion—(i) In general. For purposes of this 
section, if— 

(A) A transaction is described in 
paragraph (j)(2)(iii) of this section, and 

(B) The loss corporation has one or 
more direct public groups immediately 
before and after the transaction, 

the stock owned by such direct public 
group or groups is subject to the seg-
regation rules described in paragraph 
(j)(2)(iii) of this section for purposes of 
determining whether an ownership 
change has occurred on the date of the 
transaction (and on any subsequent 
testing date with a testing period that 
includes the date of such transaction). 
See paragraph (j)(3) of this section for 
the application of the rules of this 
paragraph (j)(2) to transactions involv-
ing first tier entities or higher tier en-
tities. 

(ii) Direct public group. For purposes 
of this section, a direct public group is 
any public group of the loss corpora-
tion described in paragraph (j)(1)(iv)(C) 
of this section or any public group of 
the loss corporation resulting from the 
application of paragraph (j)(2)(iii) or 
(j)(3)(i) of this section. 

(iii) Transactions to which segregation 
rules apply—(A) In general. The segrega-
tion rules of this paragraph (j)(2)(iii) 
apply to any transaction described in 
paragraph (j)(2)(iii)(B), (C), (D), (E), or 
(F) of this section in the manner speci-
fied. The presumptions adopted by this 
paragraph (j)(2)(iii) shall not apply 
only if, and to the extent that, the loss 
corporation either has actual knowl-
edge of facts to the contrary regarding 
its stock ownership and is thus subject 
to paragraph (k)(2) of this section, or is 
subject to paragraph (k)(4) of this sec-
tion. Any direct public group that is 
required to be identified as a result of 
a transaction described in paragraph 
(j)(2)(iii) of this section shall be treated 
as a 5-percent shareholder under para-
graph (g)(1)(iv) of this section without 
regard to whether such group, at any 
time during the testing period, owns 
five percent or more of the loss cor-
poration stock. To the extent that the 
presumptions are rebutted, the public 
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shareholders, public owners and 5-per-
cent owners who are not 5-percent 
shareholders may be aggregated into 
additional public groups. For an excep-
tion applicable to certain regulated in-
vestment companies, see § 1.382–3(k)(1). 

(B) Certain equity structure shifts and 
transactions to which section 1032 ap-
plies—(1) In general. In the case of— 

(i) A transaction that is an equity 
structure shift that also is described in 
section 381(a)(2) and in which the loss 
corporation is a party to the reorga-
nization, or 

(ii) A transfer of the stock of the loss 
corporation (including treasury stock) 
by the loss corporation in any other 
transaction to which section 1032 ap-
plies, 
each direct public group that exists im-
mediately after such transaction shall 
be segregated so that each direct public 
group that existed immediately before 
the transaction is treated separately 
from the direct public group that ac-
quires stock of the loss corporation in 
the transaction. The direct public 
group that acquires stock of the loss 
corporation in the transaction is pre-
sumed not to include any members of 
any direct public group that existed 
immediately before the transaction. 
For purposes of this paragraph 
(j)(2)(iii)(B), a person is treated as ac-
quiring stock of the loss corporation in 
a reorganization as the result of the 
person’s ownership interest in another 
corporation that succeeds to the loss 
corporation’s pre-change losses (deter-
mined as if the testing date were the 
change date and treating the amount 
of any net unrealized built-in loss as a 
pre-change loss) in a transaction to 
which section 381(a)(2) applies. In de-
termining whether a transaction is de-
scribed in section 1032 for purposes of 
this paragraph (j)(2)(iii)(B), the trans-
fer by the loss corporation of any inter-
est not constituting stock that is 
treated as stock under paragraph 
(f)(18)(iii) of this section shall be treat-
ed as the transfer of stock. See § 1.382– 
3(j) for exceptions to the segregation 
rules of this paragraph (j)(2)(iii)(B)(1). 

(2) Examples. 

Example 1. (i) P1 owns 60 percent of the 
stock of L. The remaining L stock (40 per-
cent) is owned by Public L. A owns 40 per-
cent of the P1 stock. The remaining P1 stock 

(60 percent) is owned by Public P1. P2 is a 
publicly traded corporation owned by share-
holders who each own less than five percent 
of P2 stock (Public P2). 

(ii) On May 22, 1988, L merges into P2 in a 
transaction described in section 368(a)(1)(A), 
with the shareholders of L receiving an 
amount of P2 stock equal to 70 percent of the 
value of P2 immediately after the reorga-
nization. 

(iii) Immediately before the merger, L’s 5- 
percent shareholders were Public L (40 per-
cent), Public P1 (36 percent), and A (24 per-
cent). Although the shareholders of P2 (im-
mediately before the merger) do not acquire 
any stock in the merger, they are treated as 
acquiring a direct ownership interest in the 
loss corporation in the reorganization be-
cause P2 succeeds to the pre-change losses of 
L in a transaction to which section 381(a)(2) 
applies. As a result of the merger, which con-
stitutes a transaction described in 
(j)(2)(iii)(B)(1) of this section, L’s direct pub-
lic group, Public L, must be segregated from 
the direct public group that would otherwise 
exist after the transaction (Public L and 
Public P2). Public L, the direct public group 
that exists before the merger, has a con-
tinuing 28 percent interest in the loss cor-
poration [70 percent of P2 shares received in 
the merger × 40 percent shares of L owned 
prior to the merger] that must be segregated 
from the interests acquired by Public P2. 

(iv) In addition, Public P1, which owns five 
percent or more of the stock of P2 through 
P1’s ownership interest in P2, also is seg-
regated from any other public group (i.e., 
both Public L and Public P2) under para-
graph (j)(1) of this section. Therefore, under 
paragraphs (j)(1) and (2) of this section, Pub-
lic P2 (excluding the members of Public L 
and Public P1 immediately before the merg-
er) is treated as a separate public group and 
5-percent shareholder. 

(v) The only 5-percent shareholder whose 
interest in the loss corporation, P2, has in-
creased during the testing period is Public 
P2. Its interest has increased by 30 percent-
age points. Accordingly, no ownership 
change results from the merger. For pur-
poses of measuring the shift in ownership of 
P2 on any subsequent testing date with a 
testing period that includes May 22, 1988 (the 
date on which L merged into P2), Public P2 
will continue to be treated as a direct public 
group, separate from Public L (the members 
of which own P2 stock as a result of the 
merger) and Public P1. 

Example 2. (i) P and L are each owned by 21 
equal shareholders. Each of 14 of the share-
holders of P and L are owners of both cor-
porations (‘‘common owners’’). L has actual 
knowledge of this cross ownership. therefore, 
as a group, these persons own 662⁄3 percent of 
each of P and L. P stock has a value of $600 
and L stock has a value of $400. 
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(ii) P merges into L under section 
368(a)(1)(A) on June 10, 1988. Ordinarily, the 
direct public group of L that exists imme-
diately before the transaction would be seg-
regated from the direct public group that ac-
quires stock in the merger (the public group 
of P immediately before the merger). In view 
of the common ownership of P and L, how-
ever, a third group may be created under 
paragraph (j)(2)(iii)(A) of this section so that 
L’s owners following the merger would be: 
The common owners (662⁄3 percent), Public L, 
less the common owners, 13 1/3 percent), and 
Public P, less the common owners (20 per-
cent). Accordingly, the only 5-percent share-
holder increasing its ownership interest by 
20 percentage points and no ownership 
change occurs as a result of the merger. 

Example 3. (i) L is entirely owned by Public 
L. L commences and completes a public of-
fering of common stock on January 22, 1988, 
with the result that its outstanding stock in-
creases from 100,000 shares to 300,000 shares. 
No person owns as much as five percent of L 
stock following the public offering. 

(ii) The public offering of L stock is a 
transaction to which section 1032 applies. 
Immediately before the public offering, L’s 
only 5-percent shareholder was Public L, a 
direct public group. Therefore, Public L (as 
in existence immediately before the trans-
action) must be segregated from the direct 
public group that would otherwise exist im-
mediately after the transaction. Under para-
graph (j)(2)(iii)(B)(1) of this section, the ac-
quisition of 200,000 shares of L stock in the 
public offering must be treated as acquired 
by a direct public group (‘‘New Public L’’) 
that is separate from Public L. Each such 
public group is treated as an individual that 
is a separate 5-percent shareholder. See para-
graphs (g)(1)(iv) and (j)(1)(ii) of this section. 

(iii) As a result of the public offering, L 
has two 5-percent shareholders, Public L and 
New Public L, which own 331⁄3 percent and 
662⁄3 percent of the stock of L, respectively. 
Because the members of New Public L are 
presumed not to be members of Public L (and 
not to be related to any such members), the 
ownership interest of New Public L imme-
diately prior to the offering of stock was 0 
percent. 

(iv) New Public L is a 5-percent share-
holder that has increased its ownership in-
terest in L by more than 50 percentage 
points during the testing period (by 662⁄3 per-
centage points). Thus, there is an ownership 
change with respect to L. For purposes of 
subsequent transactions, Public L and New 
Public L will not be segregated into two pub-
lic groups because a new testing period com-
mences on the day following the change 
date, January 23, 1988 (i.e., any subsequent 
testing date will not have a testing period 
that includes the date of the public offering). 

Example 4. The facts are the same as in Ex-
ample 3, but L establishes that 60,000 shares 

of the newly issued L stock were acquired by 
its shareholders of record on the date of the 
stock issuance (i.e., members of Public L, re-
ferred to as Acquiring Public L) by persons 
owning 27 percent of the L stock imme-
diately before the stock issuance. Accord-
ingly, L has actual knowledge that New Pub-
lic L acquired no more than 140,000 shares of 
L stock in the public offering. Under para-
graphs (j)(2)(iii) and (k)(2) of this section, 
New Public L may be treated as having in-
creased its ownership interest in L by 462⁄3 
percentage points (140,000 shares acquired in 
the offering/300,000 shares outstanding). L 
also has actual knowledge that the members 
of Public L owning 27 percent of L stock im-
mediately before the stock issuance (27,000 
shares/100,000 shares outstanding) own 29 per-
cent of L stock immediately after such 
issuance ([27,000 shares + 60,000 shares ac-
quired in the offering]/300,000 shares out-
standing). Assuming that L chooses to take 
its actual knowledge into account for pur-
poses of determining whether an ownership 
change occurred on January 22, 1988, Public 
L is segregated into two direct public groups 
immediately before the stock issuance so 
that the two percentage point increase in the 
ownership interest in L by Acquiring Public 
L is taken into account. The total increased 
ownership interest in L by New Public L and 
Acquiring Public L on the testing date over 
their lowest ownership interest during the 
testing period is 48 2/3 percent. Thus, no own-
ership change occurs with respect to L. 

Example 5. (i) L is owned entirely by 10,000 
unrelated individuals, none of whom own as 
much as five percent of L stock (‘‘Public L’’). 
P is owned entirely by 1,500 unrelated indi-
viduals, none of whom own as much as five 
percent of P stock (‘‘Public P’’). On Decem-
ber 22, 1988, L acquires all of the P stock 
from Public P in exchange for L stock rep-
resenting 25 percent of the value of L, in a 
transaction described in section 368(a)(1)(B). 

(ii) Under paragraph (j)(2)(iii)(B)(1) of this 
section, Public L, the direct public group 
that owns L stock immediately before and 
after the transaction to which section 1032 
applies, is treated separately from Public P, 
the direct public group that acquires L stock 
in the transaction. Because Public P’s per-
centage ownership interest in L increases to 
only 25 percent (as compared with 0 percent 
before the acquisition), no ownership change 
occurs. For purposes of determining whether 
an ownership change occurs on any testing 
date with a testing period that includes De-
cember 22, 1988, Public L and Public P will 
continue to be treated as separate 5-percent 
shareholders. 

(iii) See Example (4) in paragraph (j)(3)(iv) 
of this section for the application of para-
graph (j)(2)(iii)(B) of this section to a reorga-
nization under section 368(a)(1)(B) in which 
the loss corporation is acquired. 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00587 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



578 

26 CFR Ch. I (4–1–09 Edition) § 1.382–2T 

(C) Redemption-type transactions—(1) 
In general. In the case of a transaction 
in which the loss corporation acquires 
its stock in exchange for property, 
each direct public group that exists im-
mediately before the transaction shall 
be segregated at that time (and there-
after) so that the stock that is ac-
quired in the transaction is treated as 
owned by a separate public group from 
each public group that owns the stock 
that is not acquired. For purposes of 
the preceding sentence, the term prop-
erty shall include stock described in 
section 1504(a)(4) and stock described in 
paragraph (f)(18)(ii) of this section. 
Each direct public group that owned 
the stock that is acquired in the trans-
action is presumed not to own any such 
stock immediately after the trans-
action. 

(2) Examples. 

Example 1. L is entirely owned by Public L. 
There are 500,000 shares of L stock out-
standing. On July 12, 1988, L acquires 150,000 
shares of its stock for cash. Because L’s ac-
quisition is a redemption, Public L is seg-
regated into two different public groups im-
mediately before the transaction (and there-
after) so that the redeemed interests (‘‘Pub-
lic RL’’) are treated as part of a public group 
that is separate from the ownership interests 
that are not redeemed (‘‘Public CL’’). There-
fore, as a result of the redemption, Public 
CL’s interest in L increases by 30 percentage 
points (from 70 percent (350,000/500,000) to 100 
percent) on the July 12, 1988 testing date. Be-
cause the resulting increase is not more than 
50 percentage points, no ownership change 
occurs. For purposes of determining whether 
an ownership change occurs on any subse-
quent testing date having a testing period 
that includes such redemption, Public CL is 
treated as a 5-percent shareholder whose per-
centage ownership interests in L increased 
by 30 percentage points as a result of the re-
demption. 

Example 2. L is entirely owned by Public L. 
There are 250,000 shares of L common stock 
outstanding. On April 22, 1988, L acquires 
100,000 shares of its outstanding common 
stock in exchange for 100,000 shares of pre-
ferred stock described in section 1504(a)(4). 
(The transaction thus constitutes a recapi-
talization within the meaning of section 
368(a)(1)(E).) As a result of the recapitaliza-
tion, which is a transaction described in 
paragraph (j)(2)(iii)(C) of this section, Public 
L is segregated into two different public 
groups immediately before the transaction 
(and thereafter) so that the stock acquired 
by L is treated as owned by a public group 
(‘‘Public RL’’) that is separate from the pub-

lic group that owns the stock that is not so 
acquired (‘‘Public CL’’). Therefore, as a re-
sult of the transaction, Public CL’s interest 
in L increases by 40 percentage points (from 
60 percent to 100 percent). Because the re-
sulting increase is not more than 50 percent-
age points, no ownership change occurs. For 
purposes of determining whether an owner-
ship change occurs on any subsequent test-
ing date with a testing period that includes 
the date of the recapitalization, Public CL is 
treated as a separate 5-percent shareholder 
whose percentage ownership interest in-
creased by 40 percentage points as a result of 
the redemption type transaction. 

(D) Acquisition of loss corporation stock 
as the result of the ownership of a right to 
acquire stock—(1) In general. In the case 
of a deemed acquisition of stock of the 
loss corporation as the result of the 
ownership of a right issued by the loss 
corporation to acquire such stock (see 
paragraph (h)(4) of this section), each 
direct public group that exists imme-
diately after such acquisition shall be 
segregated so that each direct public 
group that existed immediately before 
the transaction is treated separately 
from the direct public group that is 
deemed to acquire stock of the loss cor-
poration as a result of the ownership of 
the right to acquire such stock. The di-
rect public group that is treated as ac-
quiring stock of the loss corporation in 
the transaction is presumed not to in-
clude any members of any direct public 
group that existed immediately before 
the transaction. In applying the rules 
of paragraph (h)(4) of this section, the 
segregation rules of this paragraph 
(j)(2)(iii)(D) shall apply before making 
the determination required under that 
paragraph (h)(4) of this section. See 
§ 1.382–3(j)(9) for rules relating to this 
paragraph (j)(2)(iii)(D). 

(2) Example. 

Example. (i) L has 700,000 shares of common 
stock outstanding. Public L owns all of the 
outstanding L common stock. On May 20, 
1988, L issues a class of debentures to the 
public that, in the aggregate, may be con-
verted into 300,000 shares of L common 
stock. On September 7, 1988, P1 acquires 
210,000 shares of L common stock over a pub-
lic stock exchange. None of the L debentures 
have been converted as of that date. 

(ii) By virtue of L’s issuance of convertible 
debentures, May 20, 1988 is a testing date. 
See paragraph (a)(2)(i) of this section. Imme-
diately before the issuance of the convertible 
debentures, L’s only 5-percent shareholder 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00588 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



579 

Internal Revenue Service, Treasury § 1.382–2T 

was Public L, a direct public group. There-
fore, under paragraph (j)(2)(iii)(D) of this sec-
tion, Public L must be segregated from the 
direct public group that would otherwise 
exist immediately after the transaction for 
the purpose of applying paragraph (h)(4) of 
this section, so that any acquisition of L 
stock through the conversion of L’s deben-
tures is treated as made by a public group 
other than Public L (‘‘New Public L’’). As-
suming the largest increase in the total per-
centage stock ownership of New Public L on 
the testing date (see paragraph (h)(4) of this 
section), New Public L would have increased 
its ownership interest in L by 30 percentage 
points. Therefore, the stock of L would not 
be treated as acquired pursuant to a deemed 
conversion of the L debentures on May 20, 
1988, under paragraph (h)(4) of this section, 
because the conversion would not cause an 
ownership change. 

(iii) P1’s acquisition of L common stock re-
sults in second testing date. For the purpose 
of applying paragraph (h)(4) of this section, 
Public L must again be segregated from the 
direct public group that would otherwise re-
sult from conversion of the debentures, so 
that a deemed acquisition of L stock through 
the conversion of L’s debentures on Sep-
tember 7, 1988 is treated as made by a public 
group other than Public L (‘‘New Public L’’). 
As on the previous testing date, New Public 
L would have increased its ownership inter-
est in L by 30 percentage points if it were 
treated as having acquired L common stock 
pursuant to the conversion of the L deben-
tures. The increase in New Public L’s owner-
ship, taken together with P1’s 21 percentage 
point ownership increase in L during the 
testing period [210,000 shares deemed con-
verted/(700,000 (actual) + 300,000 (deemed) 
shares outstanding)], results in an ownership 
change. 

(E) Transactions identified in the Inter-
nal Revenue Bulletin. Any transaction 
that is designated by the International 
Revenue Service in the Internal Rev-
enue Bulletin shall be subject to the 
rules, as provided in such bulletin, 
similar to the rules described in this 
paragraph (j)(2)(iii). 

(F) Issuance of rights to acquire loss 
corporation stock—(1) In general. In the 
case of any transaction that is de-
scribed in paragraph (j)(2)(iii)(B), (D) or 
(E) of this section in which the loss 
corporation issues rights to acquire its 
stock to the members of more than one 
public group, those rights shall be pre-
sumed to be exercised pro rata by each 
such public group as those rights are 
actually exercised. See § 1.382–3(j)(10) 
for an exception to the application of 
the rule of this paragraph 

(j)(2)(iii)(F)(1) to stock issued on the 
exercise of a transferable option. 

(2) Example. 

Example. (i) L, which has six million shares 
outstanding, is owned entirely by Public L 
and P is owned entirely by Public P. On No-
vember 30, 1988, P merges into L in a trans-
action qualifying under section 368(a)(1)(A) 
with Public P receiving four million shares 
of L stock as a result of the reorganization. 
Under paragraph (j)(2)(iii)(B) of this section, 
Public L and Public P continue to be treated 
as separate public groups following the 
merger. Pursuant to the plan of reorganiza-
tion, L also issues an amount of warrants in 
L stock pro rata to Public L and Public P 
that, if exercised, would result in the 
issuance of an additional two million shares 
of L stock. On November 30, 1989, when only 
one-half of the outstanding warrants have 
been exercised, A acquires all of the 
unexercised warrants. 

(ii) Without regard to the warrants distrib-
uted in reorganization, Public P’s ownership 
interest in L increases by 40 percentage 
points on November 30, 1988, relative to its 
lowest ownership interest in L at any time 
during the testing period (0 percent prior to 
the merger). For purposes of determining 
whether an ownership change occurs on No-
vember 30, 1988, the segregation rules of 
paragraphs (j)(2)(iii)(B) and (D) of this sec-
tion does not require that a third direct pub-
lic group be separately identified and treated 
as acquiring the warrants, because L has ac-
tual knowledge that Public L and Public P 
acquired the distributed warrants in propor-
tion to their respective ownership interests 
in L stock. Because the largest increase in 
the ownership of L on the testing date re-
sults from treating only Public P as exer-
cising the distributing warrants, in which 
event, its ownership interest would increase 
by 44.4 percentage points ([four million 
shares acquired in the merger + 800,000 
shares deemed acquired]/10.8 million (actual 
and deemed) shares outstanding), the 
issuance of the warrants by L does not cause 
an ownership change on November 30, 1988. 

(iii) Under paragraph (j)(2)(iii)(F)(1) of this 
section, each actual exercise of warrants to 
acquire one million shares of L stock be-
tween November 30, 1988 and November 30, 
1989 is treated as made pro rata by Public L 
and Public P (600,000 shares to Public L and 
400,000 shares to Public P). Accordingly, as a 
result of the actual exercises of warrants 
during that period the ownership interests of 
the only 5-percent shareholders, Public L 
and Public P, are proportionately increased. 

(iv) A’s acquisition of the all of the out-
standing warrants on November 30, 1989 re-
quires the determination whether there has 
been an ownership change with respect to L, 
because A would be 5-percent shareholder 
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under paragraph (g)(1)(i) of this section own-
ing 81⁄3 percent of the L stock if the acquired 
warrants were exercised (one million shares 
deemed acquired/12 million (actual and 
deemed) shares outstanding). See paragraph 
(a)(2)(i) of this section. Under paragraph 
(h)(4)(i) of this section, A is not treated as 
having exercised those warrants, because an 
ownership change would not results. (Public 
P’s 362⁄3 percentage point increase [(four mil-
lion shares acquired in the merger + 400,000 
shares deemed acquired)/12 million (actual 
and deemed) shares outstanding] and A’s 81⁄3 
percentage point increase is not greater than 
50 percentage points). 

(iv) Combination of de minimis public 
groups—(A) In general. Notwithstanding 
paragraph (j)(2)(iii)(A) of this section, 
any public group first identified during 
a taxable year, as a result of any trans-
action described in paragraph 
(j)(2)(iii)(B), (D), (E), or (F) of this sec-
tion, that owns less than five percent 
of loss corporation stock may be com-
bined, at the option of the loss corpora-
tion, with any other such groups also 
first identified as a result of any such 
transaction that occurs during such 
taxable year. 

(B) Example. 

Example. (i) L is widely held with no person 
owning as much as five percent of the L 
stock at any time (‘‘Public L’’). L’s taxable 
year ends on December 31. On January 1, 
1989, L issues a class of debt maturing on De-
cember 31, 2019 (‘‘Class A Debentures’’) with 
respect to which it will semi-annually issue 
L stock in discharge of its interest obliga-
tion. In addition, L issues an amount of L 
stock to the public in two separate trans-
actions during 1989. As a percentage of the L 
stock outstanding at the close of L’s taxable 
year on December 31, 1989, L issued .45 per-
cent of its stock on each of two dates in pay-
ment of interest with respect to the Class A 
Debentures, 4.5 percent of its stock in the 
first stock offering and six percent of its 
stock in the second stock offering. During 
1990, L did not issue stock other than in pay-
ment of interest with respect to the Class A 
Debentures. As a percentage of L stock out-
standing on December 31, 1990, L issued .41 
percent of its stock on each of two dates dur-
ing 1990 with respect to its outstanding debt. 

(ii) Under paragraph (h)(4)(x)(E) of this sec-
tion, L’s obligation to issue stock in satis-
faction of the interest with respect to the 
Class A Debentures until December 31, 2019, 
is not subject to paragraph (h)(4)(i) of this 
section and thus is taken into account only 
as such stock is issued. 

(iii) The application of the segregation 
rules of paragraphs (j)(2)(iii)(B) and (iv) of 
this section require the identification of at 

least two additional, separate direct public 
groups during 1989. First, the persons who ac-
quire six percent of L stock in a public offer-
ing to which section 1032 applies must be 
treated as a separate 5-percent shareholder 
(‘‘Public 1L’’). See paragraph (j)(2)(iii)(B) of 
this section. Even though this group was 
first identified in 1989, it may not be com-
bined with other public groups also first 
identified in 1989 because it owns five percent 
or more of L stock. Second, although each of 
the three other issuances of L stock during 
the year ordinarily result in the identifica-
tion of an additional, separate direct public 
group, each such direct public group may be 
combined with the two other such groups 
into a single public group (‘‘Public 2L’’). As 
of the end of 1989, Public 2L would own a 
total of 5.4 percent of the stock of L. 

(iv) The application of the segregation 
rules of paragraphs (j)(2)(iii)(B) and (iv) of 
this section require the identification of at 
least one additional, direct public group dur-
ing 1990. Because each additional, direct pub-
lic group first identified in 1990 acquires less 
than five percent of L stock, they may be 
combined into a single public group (‘‘Public 
3L’’) owning .82 percent of the stock of L. 
Public 3L is treated as a five percent share-
holder even though it owns less than five 
percent of the stock of L. See paragraph 
(j)(2)(iv)(A) of this section. 

(v) Multiple transactions—(A) In gen-
eral. If a transaction (or any part 
thereof) is described by more than one 
subdivision of paragraph (j)(2)(iii) of 
this section, each such subdivision 
shall apply to the transaction (or each 
part of the transaction) in the manner 
that results in the largest increase in 
the percentage stock ownership by the 
5-percent shareholders. 

(B) Example. 

Example. (i) All of the common stock of L 
is owned by 1,000 unrelated persons, none of 
whom owns as much as five percent of the L 
stock (‘‘Public CL’’). L has outstanding a 
class of preferred stock described in section 
1504(a)(4) that is owned in equal amounts by 
500 unrelated persons (‘‘Public PL’’). 

(ii) On September 4, 1988, L rearranges its 
capital structure by redeeming 70 percent of 
the common stock owned by 700 of the share-
holders in exchange for cash. In addition, all 
of the preferred stock is exchanged for a new 
class of common stock (nonvoting) rep-
resenting 40 percent of the value of L. 

(iii) With respect to the part of the trans-
action that is treated as a redemption under 
paragraph (j)(2)(iii)(C) of this section (the ex-
change of common stock for cash), Public CL 
is segregated into two different public groups 
immediately before the transaction (and 
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thereafter) so that the owners of the re-
deemed stock (‘‘Public RCL’’) are treated as 
part of a public group that is separate from 
the public group comprised of the owners of 
the stock that is not redeemed (‘‘Public 
CCL’’). As a result of the redemption, Public 
CCL’s percentage ownership interest in L 
thus increases by 30 percentage points from 
30 percent to 60 percent (taking into account 
all transactions occurring on the testing 
date, because the change in ownership is 
measured under paragraph (a)(1)(i) of this 
section by reference to each 5-percent share-
holder’s ownership interest immediately 
after the testing date). In addition, the ex-
change of preferred stock for nonvoting com-
mon stock is a transaction to which section 
1032 applies. Under paragraph (j)(2)(v) of this 
section, the part of the transaction to which 
section 1032 applies is also subject to the seg-
regation rules in the manner specified in 
paragraph (j)(2)(iii)(B) of this section. Ac-
cordingly, Public PL, the direct public group 
that acquires L nonvoting common stock in 
exchange for L preferred stock, must be 
treated as a separate public group from the 
other direct public groups, Public CCL and 
Public RCL. As a separate public group, Pub-
lic PL’s percentage stock ownership in L in-
creases by 40 points (as compared to 0 per-
cent prior to the transaction). 

(iv) In summary, Public CCL increases its 
percentage ownership in L by 30 percentage 
points and Public PL increases its percent-
age ownership by 40 percentage points. Con-
sequently, an ownership change occurs with 
respect to L on September 4, 1988. 

(vi) Acquisitions made by either a 5-per-
cent shareholder or the loss corporation 
following application of the segregation 
rules. Unless a different proportion is 
established by either the loss corpora-
tion or the Internal Revenue Service, 
the acquisition of loss corporation 
stock by either a 5-percent shareholder 
or the loss corporation on any date on 
which more than one public group of 
the loss corporation exists by virtue of 
the application of the rules of this 
paragraph (j)(2) shall be treated as 
being made proportionately from each 
public group existing immediately be-
fore such acquisition. See paragraph 
(g)(5)(i)(B) of this section for the appli-
cation of this paragraph to the owner-
ship interest of a 5-percent shareholder 
that owns less than five percent of the 
stock of the loss corporation on the 
testing date. 

(3) Segregation rules applicable to 
transactions involving first tier entities or 
higher tier entities—(i) Dispositions. If a 
loss corporation is owned, in whole or 

in part, by a public group (or groups), 
the rules of paragraphs (j)(2)(iii)(B) and 
(iv) of this section shall apply to any 
transaction in which a first tier entity 
or an individual that owns a direct 
ownership interest in the loss corpora-
tion of five percent or more transfers a 
direct ownership interest in the loss 
corporation to public shareholders. 
Therefore, each direct public group 
that exists immediately after such a 
disposition shall be segregated so that 
the ownership interests of each public 
group that existed immediately before 
the transaction are treated separately 
from the public group that acquires 
stock of the loss corporation as a re-
sult of the disposition by the individual 
or first tier entity. The principles of 
this paragraph (j)(3)(i) shall also apply 
to transactions in which an ownership 
interest in a higher tier entity that 
owns five percent or more of the loss 
corporation (determined without re-
gard to the application of paragraph 
(h)(2)(i)(A) of this section) or a first 
tier entity is transferred to a public 
owner or 5-percent owner who is not a 
5-percent shareholder. 

(ii) Example. 

Example. (A) L is owned equally by Public 
L, P and E. Public L consists of 150 equal, 
unrelated shareholders. P is owned by Public 
P, a group consisting of 1,500 equal, unre-
lated shareholders. E is a partnership and 
none of its partners are 5-percent owners. On 
October 22, 1988, E sells its entire interest in 
L over a public stock exchange. No indi-
vidual or entity acquires as much as five per-
cent of L’s stock as the result of E’s disposi-
tion of the L stock. 

(B) The disposition of the L stock by E is 
a transaction that causes the segregation of 
L’s direct public group that exists imme-
diately before the transaction (Public L) 
from the direct public group that acquires L 
stock in the transaction (Public EL). As a re-
sult, L has three 5-percent shareholders, 
Public L, Public P (through the application 
of paragraph (j)(1) of this section) and Public 
EL, each of which owns 331⁄3 percent of L 
stock. Therefore, Public EL is a 5-percent 
shareholder that has increased its ownership 
interest in L by 331⁄3 percentage points dur-
ing the testing period. For purposes of subse-
quent transactions, Public L and Public EL 
will continue to be treated as separate direct 
public groups until any subsequent testing 
date that does not have a testing period that 
includes E’s disposition of L stock. 
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(iii) Other transactions affecting direct 
public groups of a first tier entity or high-
er tier entity. The rules of paragraphs 
(j)(2)(i), (iii), (iv) and (v) of this section 
shall apply to transactions described in 
such paragraphs that involve either a 
higher tier entity that owns five per-
cent or more of the loss corporation 
(determined without regard to the ap-
plication of paragraph (h)(2)(i)(A) of 
this section) or a first tier entity. In 
applying those rules for purposes of 
this paragraph (j)(3)(iii), each direct 
public group of a first tier entity or a 
higher tier entity is any public group 
of any such entity identified in para-
graph (j)(1)(iv)(A) or (B) of this section 
or resulting from the application of 
this paragraph (j)(3)(iii). The principles 
of paragraph (j)(2)(iii)(C) of this section 
also shall apply to any transaction 
that has the effect of a redemption- 
type transaction (e.g., an acquisition 
by the loss corporation of stock in a 
first tier entity). 

(iv) Examples. 

Example 1. The facts are the same as in Ex-
ample 1 of paragraph (j)(2)(iii)(B)(2) of this 
section, except that Public L and P1 own 40 
percent and 60 percent, respectively, of the 
stock of HC which, in turn, owns 100 percent 
of L and HC merges into P2. Under paragraph 
(j)(3)(iii) of this section, the rules of para-
graph (j)(2)(iii)(B) of this section apply to 
segregate HC’s direct public group (Public L) 
immediately before the merger from the di-
rect public group (Public P2) that acquires 
loss corporation stock in the merger. The 
consequences of the merger of HC into P2 are 
thus the same as in Example (1) of paragraph 
(j)(2)(iii)(B)(2) of this section. 

Example 2. (i) Twenty-five individual share-
holders each own four percent of L (‘‘Public 
L’’). Public L is therefore the only 5-percent 
shareholder of L. Each of the shareholders of 
L contribute their L stock to a newly formed 
corporation, HC. In exchange for their con-
tribution of L stock, HC issues 100 percent of 
each of its two classes of common stock (vot-
ing and nonvoting). 

(ii) The formation of HC, a first tier entity 
of L, is a transaction to which section 1032 
applies. Under paragraph (j)(3)(iii) of this 
section, the rules of paragraphs (j)(1)(iii) and 
(j)(2)(iii)(B) of this section are applied to this 
transaction with the result that the share-
holders of HC, immediately after the 
issuance of HC stock, are presumed not to in-
clude any persons that previously had a di-
rect or indirect ownership interest in L. The 
presumption underlying those rules, how-
ever, is rebutted by establishing that all of 
the HC stock outstanding immediately after 

the transaction was issued solely in ex-
change for L stock. Thus, Public HC (imme-
diately after the transaction) and Public L 
(immediately before the transaction) would 
be treated owned by the same direct public 
group. 

Example 3. (i) All of the stock of L is owned 
by unrelated shareholders, none of whom 
owns as much as five percent of L stock. P 
also is owned by unrelated shareholders, 
none of whom owns as much as five percent 
of P stock. On November 22, 1988, P incor-
porates P1 with a contribution of P stock. 
Immediately thereafter, P1 acquires all of 
the properties of L in exchange for its P 
stock in a forward triangular merger quali-
fying under sections 368 (a)(1)(A) and 
(a)(2)(D). The P stock transferred by P1 
equals 45 percent of the total outstanding P 
stock. 

(ii) Immediately before the merger of L 
into P1, P’s only 5-percent shareholder was 
Public P, a direct public group of P. The 
rules of paragraph (j)(2)(iii)(B) of this section 
thus apply to the transaction under para-
graph (j)(3)(i) of this section since P, a first 
tier entity, is a party to the reorganization 
described in such paragraph. Although Pub-
lic P does not acquire any stock in the merg-
er, it is treated as acquiring stock in the loss 
corporation, P1, because such corporation 
succeeds to the pre-change losses of L in a 
transaction to which 381(a) applies. As a re-
sult of the merger, Public P, the direct pub-
lic group of P that exists immediately before 
the merger, must be segregated from the di-
rect public groups acquiring P stock in the 
reorganization. Public P is, therefore, treat-
ed as acquiring 55 percent of the outstanding 
stock of the loss corporation, P1, in the 
transaction. The transaction, therefore, re-
sults in an ownership change for P1. 

Example 4. (i) L is owned 20 percent by A 
and 80 percent by 1,000 unrelated individuals 
and entities, none of whom owns as much as 
five percent of L stock (‘‘Public L’’). P is 
owned 10 percent by B, 40 percent by E, and 
50 percent by 5,000 unrelated individuals, 
none of whom owns as much as five percent 
of P stock (‘‘Public P’’). E is owned 30 per-
cent by C and 70 percent by 30 unrelated indi-
viduals, none of whom owns as much as five 
percent of E (‘‘Public E’’). 

(ii) On October 31, 1987, P acquires all of 
the L stock from A and Public L in exchange 
for P stock representing 20 percent of the 
value of P (determined immediately after 
the acquisition) in a transaction described in 
section 368(a)(1)(B). After the acquisition, P 
is owned eight percent by B, 32 percent by E, 
four percent by A, and 56 percent by 6,000 un-
related individuals, none of whom owns as 
much as five percent of P. Because L is whol-
ly owned by P immediately after the acquisi-
tion, L, under paragraph (j)(1) of this section, 
is treated as owned as follows: Eight percent 
by B, 9.6 percent by C (through C’s ownership 
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interest in E, a highest tier entity, and E’s 
ownership interest in P, a first tier entity), 
22.4 percent by Public E (through its owner-
ship interest in E and E’s ownership interest 
in P), four percent by A, and 56 percent by 
the shareholders who each own less than five 
percent of L through their ownership inter-
est in P. 

(iii) Under paragraph (j)(3)(iii) of this sec-
tion, the rules of paragraph (j)(2)(iii)(B) of 
this section apply to the reorganization 
since the transaction involved a first tier en-
tity of L. Thus, the direct public group of P 
that exists immediately after the trans-
action must be segregated into two public 
groups—the direct public group of P that ex-
isted immediately before the acquisition 
(Public P) is treated separately from the di-
rect public group consisting of the persons 
who acquire P stock in the transaction (Pub-
lic L). Accordingly, immediately after the 
reorganization, Public P and Public L own 40 
percent and 16 percent of L, respectively. See 
paragraph (h) of this section. (Under para-
graph (g)(5)(ii)(B) of this section, L may 
treat the four percent of L stock owned by A 
immediately after the reorganization as the 
amount of L stock owned by A for each sub-
sequent testing date having a testing period 
that includes the reorganization.) 

(iv) In summary, after applying the rules 
of paragraphs (j)(1) and (3) of this section, L 
is treated as owned as follows: 

5-percent shareholder 
Percentage 

ownership in-
terest 

A ...................................................................... 4.0 
B ...................................................................... 8.0 
C ...................................................................... 9.6 
Public E ........................................................... 22.4 
Public P ........................................................... 40.0 
Public L ............................................................ 16.0 

(v) The reorganization results in an owner-
ship change, because B, C, Public E and Pub-
lic P, all of whom are 5-percent shareholders, 
together have increased their percentage 
ownership in L by 80 percentage points as 
compared to their lowest percentage owner-
ship in L at any time during the testing pe-
riod (0 percent prior to the acquisition). 

(v) Acquisitions made by a 5-percent 
shareholder, a higher tier entity, or a first 
tier entity following application of the 
segregation rules. The rules of paragraph 
(j)(2)(vi) of this section shall apply to 
the acquisition of an ownership inter-
est in a first tier entity (or higher tier 
entity) if more than one direct public 
group of any such entity are segregated 
under the rules of this paragraph (j)(3). 
Accordingly, an acquisition by such an 
entity or a 5-percent shareholder of 
any ownership interest in such an enti-

ty shall be treated as made proportion-
ately from the direct public groups re-
sulting from the application of this 
paragraph (j)(3). 

(k) Operating rules—(1) Presumptions 
regarding stock ownership. Subject to 
paragraphs (k)(2) and (4) of this sec-
tion, for purposes of applying para-
graphs (f), (g), (h), and (j)(1) of this sec-
tion— 

(i) Stock subject to regulation by the Se-
curities and Exchange Commission. With 
respect to loss corporation stock that 
is described in Rule 13d–1(d) of Regula-
tion 13D-G (or any rule or regulation to 
generally the same effect), promul-
gated by the Securities and Exchange 
Commission under the Securities and 
Exchange Act of 1934 (‘‘registered 
stock’’), a loss corporation may rely on 
the existence and absence of filings of 
Schedules 13D and 13G (or any similar 
schedules) as of any date to identify all 
of the corporation’s shareholders who 
have a direct ownership interest of five 
percent or more (both individuals and 
first tier entities) on such date. A loss 
corporation may similarly rely on the 
existence and absence of such filings as 
of any date with respect to registered 
stock of any first tier entity or any 
higher tier entity to identify the 5-per-
cent owners of any such entities on 
such date who indirectly own five per-
cent or more of the loss corporation 
stock, and are thus 5-percent share-
holders, and to identify any higher tier 
entities of such entities. 

(ii) Statements under penalties of per-
jury. A loss corporation may rely on a 
statement, signed under penalties of 
perjury, by an officer, director, part-
ner, trustee, executor or similar re-
sponsible person, on behalf of a first 
tier entity or a higher tier entity to es-
tablish the extent, if any, to which the 
ownership interests of any 5-percent 
owners or higher tier entities with re-
spect to such entities have changed 
during a testing period. A loss corpora-
tion may not rely on such a statement 
(A) that it knows to be false or (B) that 
is made by either a first tier entity or 
higher tier entity that owns 50 percent 
or more of the stock of the loss cor-
poration. For purposes of the preceding 
sentence, any first tier entities and 
higher tier entities that are known by 
the loss corporation to be members of 
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the same controlled group (within the 
meaning of section 267(f)) shall be 
treated as one corporation. 

(2) Actual knowledge regarding stock 
ownership. For purposes of this section 
(other than paragraphs (g)(5) and 
(j)(1)(v) of this section), to the extent 
that the loss corporation has actual 
knowledge of stock ownership on any 
testing date (or acquires such knowl-
edge before the date that the income 
tax return is filed for the taxable year 
in which the testing date occurs) by— 

(i) An individual who would be a 5- 
percent shareholder, but for the appli-
cation of paragraphs (h)(2)(iii), 
(h)(6)(iii) or (g)(2) of this section, or 

(ii) A 5-percent shareholder that 
would be taken into account, but for 
paragraphs (h)(2)(iii), (h)(6)(iii) or (g)(3) 
of this section, 
the loss corporation must take such 
stock ownership into account for pur-
poses of determining whether an own-
ership change has occurred on that 
testing date. If a loss corporation ac-
quires such knowledge after such in-
come tax return is filed, the loss cor-
poration may take such ownership into 
account for purposes of determining 
whether an ownership change occurred 
on that testing date and, if appro-
priate, file an amended income tax re-
turn (subject to any applicable statute 
of limitations). To the extent the loss 
corporation has actual knowledge on or 
after any testing date regarding the 
ownership interest in the loss corpora-
tion by members of one public group 
(described in paragraphs (g)(1)(ii), (iii) 
or (iv) of this section) and the owner-
ship interest of those members in the 
loss corporation as members in another 
such public group, the loss corporation 
may take such ownership into account 
for purposes of determining whether an 
ownership change occurred on that 
testing date. 

(3) Duty to inquire as to actual stock 
ownership in the loss corporation. For 
purposes of this section, the loss cor-
poration is required to determine the 
stock ownership on each testing date 
(and, except as otherwise provided in 
this section, the changes in the stock 
ownership during the testing period) 
of— 

(i) Any individual shareholder who 
has a direct ownership interest of five 

percent or more in the loss corpora-
tion, 

(ii) Any first tier entity, 
(iii) Any higher tier entity that has 

an indirect ownership interest of five 
percent or more in the loss corporation 
(determined without regard to para-
graph (h)(2)(i)(A) of this section), and 

(iv) Any 5-percent owner who indi-
rectly owns five percent or more of the 
stock of the loss corporation in his ca-
pacity as a 5-percent owner in any one 
first tier entity or higher tier entity. 
The loss corporation does not have any 
obligation to inquire or to determine 
facts relating to the stock ownership of 
any shareholders other than those de-
scribed in the preceding sentence. In 
addition, the loss corporation does not 
have any obligation to inquire or to de-
termine if the actual facts relating to 
the stock ownership of any shareholder 
are consistent with the ownership in-
terests of the loss corporation as deter-
mined by applying the presumptions 
and other rules of paragraphs (g), (h), 
(j) or (k)(1) of this section. 

(4) Ownership interest structured to 
avoid the section 382 limitation. For pur-
poses of this section, if the ownership 
interests in a loss corporation are 
structured by a person with a direct or 
indirect ownership interest in the loss 
corporation to avoid treating a person 
as a 5-percent shareholder (or to permit 
the loss corporation to rely on the pre-
sumption provided in paragraph 
(g)(5)(i)(B) of this section) for a prin-
cipal purpose of circumventing the sec-
tion 382 limitation, then— 

(i) Paragraph (h)(2)(iii) of this section 
shall not apply with respect to the 
ownership interests so structured and 
the constructive ownership rules of 
paragraph (h)(2)(i) of this section shall 
thus apply to attribute stock from any 
entity without regard to the amount of 
stock it owns in the loss corporation or 
any other corporation, 

(ii) Paragraphs (g)(2) and (3) of this 
section shall be modified with respect 
to the ownership interests so struc-
tured so that the ownership interest of 
a person includes all of an individual’s 
direct and indirect ownership in the 
loss corporation, without regard to 
whether each such interest represents 
five percent or more of the stock of the 
loss corporation, and 
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(iii) Paragraph (g)(5)(i)(B) of this sec-
tion shall not apply with respect to the 
ownership interests so structured so 
that the ownership interest of a person 
takes into account his actual owner-
ship interest in the loss corporation. 
This paragraph (k)(4) shall apply, how-
ever, only if application would result in 
an ownership change. 

(5) Example. 

Example. L is owned by 25 individuals who 
each own four percent of the outstanding L 
stock. A purchases 40 percent of L stock 
from such shareholders on August 13, 1988. 
Thereafter, B plans to acquire 15 percent of 
the L stock. B is advised concerning the po-
tential application of section 382 to L. On 
February 1, 1989, B acquires a 15 percent in-
terest in L pursuant to a program in which 
each of four corporations, P1 through P4, 
each of which is wholly-owned by B, acquire 
a 3.75 percent interest in L. A principal pur-
pose of acquiring the L stock through four 
corporations is to avoid treating B as owning 
any ownership interest in L amounting to as 
much as five percent, and thus to circumvent 
the section 382 limitation by avoiding an 
ownership change. Under paragraph (k)(4) of 
this section, the limitation on the construc-
tive ownership rules of paragraph (h)(2)(iii) 
of this section are disregarded and B is treat-
ed as a 5-percent shareholder owning 15 per-
cent of the stock of L by virtue of his owner-
ship interests in P1 through P4, notwith-
standing paragraph (g)(2) of this section. Ac-
cordingly, an ownership change occurs with 
respect to L. 

(6) First tier entity or higher tier entity 
that is a foreign corporation or entity. 
[Reserved] 

(l) Changes in percentage ownership 
which are attributable to fluctuations in 
value. [Reserved] 

(m) Effective date—(1) In general. Ex-
cept as provided in this paragraph (m), 
section 382 shall apply to any owner-
ship change that occurs immediately 
after an owner shift or an equity struc-
ture shift that occurs after December 
31, 1986, or any other event occurring 
after such date that requires the deter-
mination of whether an ownership 
change has occurred under paragraph 
(a)(2)(i) of this section. In the case of 
an equity structure shift (including an 
equity structure shift that also con-
stitutes an owner shift), any equity 
structure shift completed pursuant to a 
plan of reorganization adopted before 
January 1, 1987, shall be treated as oc-
curring on the date such plan was 

adopted. Therefore, section 382 shall 
apply to any ownership change occur-
ring immediately after— 

(i) An owner shift (excluding an 
owner shift that also constitutes an eq-
uity structure shift) that occurs on or 
after January 1, 1987, 

(ii) An equity structure shift that oc-
curs after December 31, 1986, if it is 
completed pursuant to a plan of reorga-
nization adopted on or after January 1, 
1987, or 

(iii) Any transfer or issuance of an 
option, or other interest that is similar 
to an option, that occurs on or after 
January l, 1987 and that is taken into 
account under paragraph (a)(2)(i) of 
this section. 
With respect to equity structure shifts 
completed pursuant to plans adopted 
before January 1, 1987, section 382 shall 
be inapplicable only if the equity 
structure shift that is treated as occur-
ring on the date the plan of reorganiza-
tion for such shift was adopted (or 
other event occurring after the adop-
tion of such plan) results in an owner-
ship change before January 1, 1987. In 
that event, a new testing period for the 
loss corporation shall begin on the day 
after such ownership change. 

(2) Plan of reorganization. For pur-
poses of paragraph (m)(1) of this sec-
tion, a plan of reorganization shall be 
treated as adopted on the earlier of— 

(i) The first date that the boards of 
directors of all the parties to the reor-
ganization have adopted the plan or 
have recommended adoption to their 
shareholders, or 

(ii) The date the shareholders ap-
prove such reorganization. 
If there is an ownership change with 
respect to a subsidiary as the result of 
a reorganization of the parent, the 
treatment of the subsidiary under this 
paragraph (m)(2) shall be governed by 
the classification of the parent-level 
transaction. For purposes of the pre-
ceding sentence, a corporation shall be 
treated as a subsidiary of another cor-
poration only if the other corporation 
owns stock in that corporation meet-
ing the requirements of section 
1504(a)(2). 

(3) Earliest commencement of the testing 
period. For purposes of determining if 
an ownership change has occurred at 
any time after May 5, 1986, the testing 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00595 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



586 

26 CFR Ch. I (4–1–09 Edition) § 1.382–2T 

period shall begin no earlier than May 
6, 1986. Under paragraph (d)(4) of this 
section, therefore, shifts in the owner-
ship of stock of the loss corporation 
prior to May 6, 1986 are disregarded. 

(4) Transitional rules—(i) Rules pro-
vided in paragraph (j) of this section for 
testing dates before September 4, 1987. For 
purposes of determining whether an 
ownership change occurs for any test-
ing date before September 4, 1987. 

(A) The rules of paragraph (j)(1) of 
this section shall apply only to stock 
of the loss corporation acquired after 
May 5, 1986, by any first tier entity or 
higher tier entity and shall not apply 
to any stock acquired by such an enti-
ty on or before that date, 

(B) The rules of paragraph (j)(2) of 
this section shall apply only to equity 
structure shifts in which more than 
one corporation is a party to the reor-
ganization and shall not apply to any 
other transactions, and 

(C) The rules of paragraph (j)(3) of 
this section shall apply only to— 

(1) Dispositions of stock acquired by 
an individual, a first tier entity or 
higher tier entity after May 5, 1986 (and 
shall not apply to dispositions of stock 
acquired on or before such date), and 

(2) Equity structure shifts in which 
more than one corporation is a party 
to the reorganization (and shall not 
apply to any other transactions). 
For any testing date before September 
4, 1987, however, the loss corporation is 
permitted to apply all of the rules of 
paragraph (j) of this section. A loss cor-
poration that applies the rules of para-
graph (j) of this section under the pre-
ceding sentence must apply all of the 
rules of such paragraph in determining 
whether any ownership change occurs 
on any testing dates after May 5, 1986. 

(ii) Example. 

Example. (i) L is owned entirely by 10,000 
unrelated individuals, none of whom owns as 
much as five percent of the stock of L 
(‘‘Public L’’). P is owned entirely by 1,000 un-
related individuals, none of whom owns as 
much as five percent of the stock of P 
(‘‘Public P’’). 

(ii) Between March 1, 1987 and June 1, 1987, 
P acquires 45 percent of L stock in a series 
of transactions. On June 15, 1987, L redeems 
20 percent of the L stock from Public L. 

(iii) Under paragraph (m)(4)(i)(A) of this 
section, the rules of paragraph (j)(1) of this 
section apply to the acquisitions made by P, 

because they occurred after May 5, 1986. Ac-
cordingly, following those acquisitions, the 
stock of L is owned 45 percent by Public P 
and 55 percent by Public L. Because the in-
crease in the percentage ownership by Public 
P as a result of P’s stock purchases is not 
more than 50 percent, no ownership change 
occurs as the result of P’s purchases. 

(iv) On or after September 4, 1987, the rules 
of paragraph (j)(2)(iii)(C) of this section 
apply to treat any L stock that is redeemed 
as owned by a public group that is separate 
from the public group owning the stock that 
is not redeemed. (Under paragraph 
(j)(2)(iii)(C) of this section, the continuing 
shareholders of Public L, who owned 35 per-
cent of the stock of L before the redemption 
([55 percent—20 percent]/100 percent) increase 
their ownership interest in L by 8.8 percent-
age points as a result of such redemption 
(43.8 percent—35 percent)). Those rules, how-
ever, do not apply to the June 15, 1987 re-
demption because it occurs before the date 
that paragraph (j)(2)(iii) of this section gen-
erally is effective. (Until September 4, 1987, 
paragraph (j)(2)(iii) of this section generally 
is effective only for equity structure shifts in 
which more than one corporation is a party 
to the reorganization.) Solely because of the 
application of paragraph (j)(1) of this section 
to P’s acquisitions of L stock, Public P’s 
ownership interest in L as a result of the re-
demption has increased from 45 percentage 
points to 56.2 percentage points which, com-
pared to its lowest percentage ownership in-
terest at any time during the testing period 
(0 percent prior to March 1, 1987), is a more 
than 50 percentage point increase thus caus-
ing an ownership change with respect to L on 
June 15, 1987. 

(iii) Rules provided in paragraph (j) of 
this section for testing dates on or after 
September 4, 1987. For purposes of deter-
mining whether an ownership change 
occurs for any testing date on or after 
September 4, 1987, the rules of para-
graphs (j)(2) and (3) of this section shall 
not apply to identify any public group 
resulting from— 

(A) Any transaction described in such 
paragraphs (j)(2) and (3), unless that 
transaction is also described in para-
graph (m)(4)(i)(B) or (C) of this section, 
or 

(B) Any disposition of stock acquired 
on or before May 5, 1986, but only if 
such disposition or other transaction 
occurs before September 4, 1987. Thus, 
for example, the rules of paragraph 
(j)(2)(iii)(D) of this section shall apply 
only to rights to acquire stock of the 
loss corporation issued on or after such 
date. 
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(iv) Rules provided in paragraphs 
(f)(18)(ii) and (iii) of this section. For 
purposes of determining whether an 
ownership change occurs for any test-
ing date, the rules of paragraphs 
(f)(18)(ii) and (iii) of this section apply 
only to stock (or any other ownership 
interest) that is— 

(A) Issued on or after September 4, 
1987, or 

(B) Transferred to (or by) a person 
who is a 5-percent shareholder (or 
would be a 5-percent shareholder if 
paragraph (f)(18)(iii) of this section 
were applicable) on or after September 
4, 1987. 

(v) Rules provided in paragraph 
(a)(2)(ii) of this section. The information 
statement required under paragraph 
(a)(2)(ii) of this section is not required 
to be filed with respect to any taxable 
year for which the due date (including 
extensions) of the income tax return of 
the loss corporation is on or before Oc-
tober 5, 1987. 

(vi) Rules provided in paragraph (h)(4) 
of this section. The rules provided in 
paragraph (h)(4) of this section do not 
apply on any testing date on or after 
November 5, 1992. The rule provided in 
paragraph (h)(4)(viii) of this section ap-
plies to the lapse or forfeiture of any 
option treated as exercised under para-
graph (h)(4)(i) of this section. If an op-
tion is treated as exercised under para-
graph (h)(4)(i) of this section, and the 
option is actually exercised on a day 
that is within 120 days after the date 
on which the option is treated as exer-
cised, the rule provided in paragraph 
(h)(4)(vi)(B) of this section applies 
(even if the actual exercise of the op-
tion occurs on a date on which the 
rules of paragraph (h)(4) of this section 
would not otherwise apply). Thus, in 
such a case, the loss corporation may 
elect to treat paragraphs (h)(4)(i) and 
(vi)(A) of this section as not applying 
to the option and take into account 
only the acquisition of loss corporation 
stock resulting from the actual exer-
cise of the option. 

(vii) Rules provided in paragraph 
(a)(2)(i) of this section. The rules pro-
vided in paragraph (a)(2)(i) of this sec-
tion apply to determine whether dates 
prior to November 5, 1992, are testing 
dates. For rules regarding the deter-
mination of whether dates on or after 

November 5, 1992, are testing dates, see 
§ 1.382–2(a)(4). 

(5) Bankruptcy proceedings—(i) In gen-
eral. In the case of a reorganization de-
scribed in section 368(a)(1)(G) or an ex-
change of debt for stock in a title 11 or 
similar case (within the meaning of 
section 368(a)(3)), section 382 shall not 
apply to any ownership change result-
ing from such a reorganization or pro-
ceeding if a petition in such case was 
filed with the court before August 14, 
1986. Accordingly, any shift in owner-
ship in the loss corporation arising out 
of such reorganization or proceeding 
shall not be taken into account for pur-
poses of determining whether an own-
ership change occurs on any testing 
date that occurs after December 31, 
1986. 

(ii) Example. 

Example. (i) L filed a petition in bank-
ruptcy on September 29, 1985. As a result of 
a title 11 bankruptcy reorganization of L 
that is confirmed by a court on February 2, 
1988, there is a shift in the ownership of L so 
that JK increased her interest in L by 24 per-
centage points relative to her lowest owner-
ship interest in L during the testing period. 
JK is the only 5-percent shareholder of L fol-
lowing the reorganization whose interest in 
L increased as a result of the transaction. On 
December 25, 1988, GK purchases 42 percent 
of the outstanding stock of L from share-
holders other than JK. 

(ii) There is no ownership change on De-
cember 25, 1988 because the 24 percentage 
point increase in JK’s ownership interest in 
L is not taken into account under paragraph 
(m)(6)(i) of this section. 

(iii) The facts are the same as in (i), except 
that the acquisitions by JK and GK occurred 
on August 5, 1986 and September 26, 1986, re-
spectively. Because paragraph (m)(6)(i) of 
this section is only applicable with respect 
to the determination of whether an owner-
ship change has occurred on any testing date 
that occurs after December 31, 1986, there is 
an ownership change as a result of GK’s ac-
quisition on September 26, 1986. Accordingly, 
section 382 is inapplicable to such ownership 
change under paragraph (m)(1) of this section 
because it occurred prior to January 1, 1987. 
Under paragraph (d)(2) of this section, the 
testing period for determining whether an 
ownership change occurs on any subsequent 
testing date shall commence no earlier than 
September 27, 1986. 

(6) Transactions of domestic building 
and loan associations. The rules of para-
graph (j)(2)(iii)(B) of this section (and 
the application of those rules by virtue 
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of paragraph (j)(3) of this section) shall 
not apply to a public offering of stock 
by a domestic building and loan asso-
ciation described in section 591 (or any 
corporation that owns stock in the as-
sociation meeting the requirements of 
section 1504(a)(2)) prior to January 1, 
1989. In the case of any transaction de-
scribed in the preceding sentence, any 
transitory ownership of stock by any 
entity that is an underwriter shall be 
disregarded so that the rules of para-
graph (j)(1) of this section shall not 
apply to treat such stock as owned by 
the owners of the underwriter and thus 
the rules of paragraph (j)(3)(i) of this 
section shall not apply to the disposi-
tion of such stock by the underwriter. 
For purposes of this paragraph (m)(7)— 

(i) Ownership shall be considered 
transitory only with respect to an un-
derwriter acquiring stock in a firm 
commitment underwriting to the ex-
tent the stock is disposed of pursuant 
to the offer (but in no event later than 
sixty (60) days after the initial offer-
ing) and, 

(ii) To the extent a transaction may 
be described both by paragraph 
(j)(2)(iii)(B) of this section and any 
other provision of paragraph (j)(2)(iii) 
or (3) of this section, paragraph 
(j)(2)(v)(A) of this section shall not 
apply and the transaction shall be 
treated as described solely by para-
graph (j)(2)(iii)(B) of this section. 

(7) Transactions not subject to section 
382—(i) Application of old section 382. Old 
section 382 shall not apply to a loss 
corporation on or after the date on 
which an ownership change occurs, but 
only if such ownership change results 
in the application of the section 382 
limitation (as defined in section 382(b)) 
with respect to the loss corporation. 

(ii) Effect on testing period. The appli-
cation of old section 382 to a trans-
action is disregarded for purposes of 
paragraph (d)(2) of this section unless 
the transaction that results in such ap-
plication is the last component of an 
ownership change after May 5, 1986 that 
is not subject to section 382 under the 
effective date rules of this paragraph 
(m) (e.g., an ownership change occur-
ring as the result of an individual’s 
purchase of more than 50 percent of L 
stock on any date on or before Decem-
ber 31, 1986). 

(iii) Termination of old section 382. [Re-
served] 

(8) Options issued or transferred before 
January 1, 1987—(i) Options issued before 
May 6, 1986. An option issued before 
May 6, 1986, is subject to the rules of 
paragraph (h)(4) of this section only if 
it is transferred by (or to) a 5-percent 
shareholder (or a person who would be 
a 5-percent shareholder if the option 
were treated as exercised) on or after 
such date. In all other cases, such an 
option shall not be subject to para-
graph (h)(4)(i) of this section, but shall 
be subject to paragraph (h)(4)(xii) of 
this section. Thus, for example, a war-
rant to acquire stock of the loss cor-
poration issued before May 6, 1986 shall 
not be subject to paragraph (h)(4) of 
this section unless the warrant is 
transferred by (or to) a 5-percent share-
holder. The exercise of such a warrant, 
however, would be taken into account 
as required by this paragraph (m)(8)(i) 
and paragraph (h)(4)(xii) of this sec-
tion. 

(ii) Options issued on or after May 6, 
1986 and before September 18, 1986. An op-
tion issued or transferred on or after 
May 6, 1986, and before September 18, 
1986, is subject to the rules of para-
graph (h)(4) of this section. 

(iii) Options issued on or after Sep-
tember 18, 1986 and before January 1, 
1987. An option issued or transferred on 
or after September 18, 1986, and before 
January 1, 1987, is subject to the rules 
of paragraph (h)(4) of this section, ex-
cept that the option shall be treated 
for purposes of this section as if it 
never had been issued in the event that 
either— 

(A) The option lapses unexercised or 
is irrevocably forfeited by the holder 
thereof, or 

(B) On the date the option was 
issued, there was no significant likeli-
hood that such option would be exer-
cised within the five-year period from 
the date of such issuance and a purpose 
for the issuance of the option was to 
cause an ownership change prior to 
January 1, 1987. 

(9) Examples. The rules of this para-
graph (m) may be illustrated by the 
following examples. 

Example 1. (i) A owns all 100 outstanding 
shares of L stock. A sells 11 shares to B on 
January 1, 1986. The January 1, 1986 testing 
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date is disregarded under paragraph (m)(3) of 
this section. A sells another 40 shares to B on 
January 1, 1988. B’s second stock purchase is 
an owner shift that does not result in an 
ownership change. B’s percentage ownership 
interest on the testing date (51 percent) is 
only 40 percentage points greater than the 
lowest percentage of L stock owned by B at 
any time during the testing period (11 per-
cent on and after May 6, 1986). 

(ii) The facts are the same as in (i). In addi-
tion A sells 20 shares of his L stock to C on 
July 1, 1990. C’s stock purchase is an owner 
shift. Because B and C together have in-
creased their respective ownership interests 
in L by 40 and 20 percentage points relative 
to their lowest percentage stock ownership 
interests in L at any time during the testing 
period, C’s purchase causes an ownership 
change. The testing period for any subse-
quent ownership change begins on the first 
day following C’s acquisition, July 2, 1990. 

Example 2. (i) C has owned 100 percent of L 
since March 22, 1980. On October 13, 1986, P 
merges into L. As a result of the merger, 40 
percent of L stock is acquired by A, the sole 
shareholder of P. The merger of P into L is 
both an equity structure shift and an owner 
shift. The transaction, however, is not an 
ownership change with respect to L, because 
A’s percentage ownership interest has in-
creased by only 40 percentage points. On Au-
gust 22, 1987, B purchases 15 percent of the L 
stock from C. B’s purchase constitutes an 
owner shift resulting in an ownership change 
that is subject to section 382 because the ag-
gregate increases in percentage ownership by 
B and C (respectively 40 percent and 15 per-
cent) is more than 50 percentage points. 

(ii) The facts are the same as in (i), except 
that the plan of reorganization is adopted on 
October 13, 1986, and the merger is completed 
on July 22, 1987. The result is the same as in 
(i). 

(iii) The facts are the same as in (ii), ex-
cept that the reorganization is completed on 
August 22, 1987, and B’s purchase of the L 
stock occurs one month earlier, on July 22, 
1987. Assume that after the reorganization on 
August 22, 1987, A and B own 40 percent and 
15 percent, respectively, of L stock. Al-
though the merger occurred pursuant to a 
plan of reorganization adopted before 1987, L 
is subject to section 382 following the equity 
structure shift, because the merger would 
not have caused an ownership change if it 
had been completed in 1986 after the com-
mencement of the L’s testing period. 

(iv) The facts are the same as in (ii), except 
that B’s purchase occurs on June 7, 1986. As-
sume that immediately after the reorganiza-
tion on August 22, 1987, A and B own 40 per-
cent and 15 percent, respectively, of L stock. 
Since the reorganization pursuant to a plan 
adopted before 1987, taken together with the 
other shifts in the ownership of L’s stock be-
tween May 5, 1986, and December 31, 1986, 

would have caused an ownership change, sec-
tion 382 does not apply as a result of the 
merger. Since an ownership change occurs as 
a result of the merger, L’s testing period for 
purposes of any subsequent ownership 
change begins on October 14, 1986. 

(v) The facts are the same as in (iv), except 
that B makes an additional purchase from C 
of one percent of L’s stock on February 14, 
1987. The result is the same as in (iv). B’s ad-
ditional purchase, however, is taken into ac-
count for the purpose of determining wheth-
er there is a second ownership change with 
respect to L. 

[T.D. 8149, 52 FR 29675, Aug. 11, 1987, as 
amended by T.D. 8264, 54 FR 38666, Sept. 20, 
1989; T.D. 8277, 54 FR 52936, Dec. 26, 1989; T.D. 
8352, 56 FR 29434, June 27, 1991; T.D. 8405, 57 
FR 10741, Mar. 30, 1992; T.D. 8407, 57 FR 12210, 
Apr. 9, 1992; T.D. 8428, 57 FR 38282, Aug. 24, 
1992; T.D. 8440, 57 FR 45712, Oct. 5, 1992; 57 FR 
52827, Nov. 5, 1992; T.D. 8490, 59 FR 51573, Oct. 
4, 1993; T.D. 8531, 59 FR 12837, Mar. 18, 1994; 
T.D. 8679, 61 FR 33315, June 27, 1996; T.D. 8825, 
64 FR 36177, July 2, 1999; T.D. 9264, 71 FR 
30599, 30607, May 30, 2006; T.D. 9329, 72 FR 
32808, June 14, 2007] 

§ 1.382–3 Definitions and rules relating 
to a 5-percent shareholder. 

(a) Definitions—(1) Entity—(i) In gen-
eral. An entity is any corporation, es-
tate, trust, association, company, part-
nership or similar organization. An en-
tity includes a group of persons who 
have a formal or informal under-
standing among themselves to make a 
coordinated acquisition of stock. A 
principal element in determining if 
such an understanding exists is wheth-
er the investment decision of each 
member of a group is based upon the 
investment decision of one or more 
other members. However, the partici-
pation by creditors in formulating a 
plan for an insolvency workout or a re-
organization in a title 11 or similar 
case (whether as members of a credi-
tors’ committee or otherwise) and the 
receipt of stock by creditors in satis-
faction of indebtedness pursuant to the 
workout or reorganization do not cause 
the creditors to be considered an enti-
ty. 

(ii) Examples. The following examples 
illustrate the provisions of paragraph 
(a)(1)(i) of this section. 

Example 1. (i) L corporation has 1,000 shares 
of common stock outstanding. For the three- 
year period ending on October 1, 1992, L’s 
stock was owned by unrelated individuals, 
none of whom owned five percent or more of 
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L. A group of 20 individuals who previously 
owned no stock (the ‘‘Group’’) agree among 
themselves to acquire more than 5 percent of 
L’s stock. The Group is not a corporation, 
trust, association, partnership or company. 
On October 1, 1992, pursuant to their under-
standing, the members of the Group pur-
chase 600 shares of L common stock from the 
old shareholders of L (a total of 60 percent of 
L stock), with each member purchasing 30 
shares. 

(ii) Before the members of the Group ac-
quired L’s stock on October 1, 1992, no indi-
vidual or entity owned, directly or indi-
rectly, five percent or more of the stock of L. 
As a result, all shareholders were aggregated 
into a public group and L was considered to 
be owned by a single 5-percent shareholder 
(‘‘Public L’’) in accordance with § 1.382–2T 
(g)(1) and (j)(1). 

(iii) Under paragraph (a)(1)(i) of this sec-
tion, the members of the Group have a for-
mal or informal understanding among them-
selves to make a coordinated acquisition of 
stock and, therefore, the Group is an entity. 
Thus, the acquisition of more than five per-
cent of the stock of L on October 1, 1992, by 
members of the Group is not disregarded 
under § 1.382–2T(e)(1)(ii). Because no member 
of the Group owns, directly or indirectly, 
five percent or more of the stock of L, 
§§ 1.382–2T (g)(1) and (j)(1) require that the 
members of the Group be aggregated into a 
separate public group, which will be pre-
sumed to consist of persons unrelated to the 
members of Public L. Because there is a shift 
of more than fifty percentage points in the 
ownership of L stock during the three-year 
testing period ending on October 1, 1992, an 
ownership change occurs on October 1, 1992, 
as a result of the Group’s purchase of the 600 
shares. 

Example 2. (i) Prior to October 1, 1992, L’s 
1,000 shares of outstanding stock were owned 
by unrelated individuals, none of whom 
owned five percent or more of the stock of L. 
L’s management is concerned that L may be-
come subject to a takeover bid. In separate 
meetings, L’s management meets with po-
tential investors who own no stock and are 
friendly to management to convince them to 
acquire L’s stock based on an understanding 
that L will assemble a group that in the ag-
gregate will acquire more than 50 percent of 
L’s stock. On October 1, 1992, 15 of these in-
vestors each purchase 4 percent of L’s stock. 

(ii) Under paragraph (a)(1)(i) of this sec-
tion, the 15 investors (the ‘‘Group’’) are 
treated as an entity because the members of 
the Group purchase L stock pursuant to a 
formal or informal understanding among 
themselves to make a coordinated acquisi-
tion of stock. Sections 1.382–2T (g)(1) and 
(j)(1) require that on October 1, 1992, the 
Group be aggregated into a separate public 
group, which has increased its ownership of 
L stock by 60 percentage points over its low-

est level of ownership in the three-year pe-
riod ending on October 1, 1992. Accordingly, 
an ownership change occurs on that date. 

Example 3. (i) Prior to October 1, 1992, L’s 
1,000 shares of outstanding stock were owned 
by unrelated individuals, none of whom 
owned five percent or more of the stock of L. 
On October 1, 1992, an investment advisor ad-
vises its clients that it believes L’s stock is 
undervalued and recommends that they ac-
quire L stock. Acting on the investment ad-
visor’s recommendation, 20 unrelated indi-
viduals purchase 6 percent of L’s stock in ag-
gregate, with each individual purchasing less 
than 5 percent. Each client’s decision was 
not based upon the investment decisions 
made by one or more other clients. 

(ii) Because there is no formal or informal 
understanding among the clients to make a 
coordinated acquisition of L stock, their pur-
chase of stock is not made by an entity 
under paragraph (a)(1)(i) of this section. As a 
result, they remain part of the public group 
which owns L stock, and no owner shift re-
sults upon their purchase of L stock under 
§ 1.382–2T(e)(1)(ii). 

(iii) The result in this example would be 
the same under paragraph (a)(3)(i) of this 
section if the only additional fact was that 
the investment advisor is also the under-
writer (without regard to whether it is a 
firm commitment or best efforts under-
writing) for a primary or secondary offering 
of L stock. 

(iv) Assume that the facts are the same ex-
cept that, instead of an investment advisor 
recommending that clients purchase L stock, 
the trustee of several trusts qualified under 
section 401(a) sponsored by unrelated cor-
porations causes each trust to purchase the 
L stock. In this case, the result is the same, 
so long as the investment decision made on 
behalf of each trust was not based on the in-
vestment decision made on behalf of one or 
more of the other trusts. 

(iii) Effective date. (A) In general. The 
second, third and fourth sentences of 
paragraph (a)(1)(i) of this section and 
Examples 1, 2 and 3 of paragraph 
(a)(1)(ii) of this section apply to testing 
dates (determined by applying such 
sentence and examples) on or after No-
vember 20, 1990, but with respect to any 
group of persons that pursuant to a for-
mal or informal understanding among 
themselves makes a coordinated acqui-
sition of stock before November 20, 
1990, only if the group increases or de-
creases its ownership of stock of the 
loss corporation relative to its percent-
age ownership interest at the close of 
November 19, 1990, by five percentage 
points or more on or after November 
20, 1990. 
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(B) Special rule. If pursuant to a for-
mal or informal understanding among 
themselves a group consisting only of 
regulated investment companies under 
section 851, qualified trusts under sec-
tion 401, common trust funds under 
section 584, or trusts or estates that 
are clients of a trust department of a 
bank under section 581, make a coordi-
nated acquisition of stock before No-
vember 20, 1990, the second, third and 
fourth sentences of paragraph (a)(1)(i) 
of this section and Examples 1, 2, and 3 
of paragraph (a)(1)(ii) of this section 
apply for testing dates (determined by 
applying such sentences and examples) 
on or after November 20, 1990, only if 
the group increases its ownership of 
stock of the loss corporation relative 
to its percentage ownership interest at 
the close of November 19, 1990, by five 
percentage points or more on or after 
November 20, 1990. 

(C) Example. The following example 
illustrates the provisions of paragraph 
(a)(1)(iii) of this section. 

Example. Prior to November 1, 1990, L, a 
loss, corporation, is owned entirely by 1,000 
unrelated individuals, none of whom owns as 
much as 5 percent of the stock of L (‘‘Public 
L’’). On November 1, 1990, 15 individuals (the 
‘‘Group’’) each acquired 3 percent, or 45 per-
cent, in total, of L stock pursuant to an un-
derstanding among themselves to make a co-
ordinated acquisition of stock. The Group is 
not a corporation, trust, association, part-
nership or company. On March 1, 1992, six 
members of the Group each purchased an ad-
ditional one percent of L stock, or 6 percent, 
in total, pursuant to the understanding. Ac-
cordingly, the Group increased its ownership 
in L stock by 51 percentage points during the 
three-year testing period ending on March 1, 
1992. As a result, an ownership change of L 
occurs on March 1, 1992. 

(2) [Reserved] 
(b)–(i) [Reserved] 
(j) Modification of the segregation rules 

of § 1.382–2T(j)(2)(iii) in the case of certain 
issuances of stock—(1) Introduction. This 
paragraph (j) exempts, in whole or in 
part, certain issuances of stock by a 
loss corporation from the segregation 
rules of § 1.382–2T(j)(2)(iii)(B). Terms 
and nomenclature used in this para-
graph (j), and not otherwise defined 
herein, have the same meanings as in 
section 382 and the regulations there-
under. 

(2) Small issuance exception—(i) In gen-
eral. Section 1.382–2T(j)(2)(iii)(B) does 

not apply to a small issuance (as de-
fined in paragraph (j)(2)(ii) of this sec-
tion), except to the extent that the 
total amount of stock issued in that 
issuance and all other small issuances 
previously made in the same taxable 
year (determined in each case on 
issuance) exceeds the small issuance 
limitation. This paragraph (j)(2) does 
not apply to an issuance of stock that, 
by itself, exceeds the small issuance 
limitation. 

(ii) Small issuance defined. ‘‘Small 
issuance’’ means an issuance (other 
than an issuance described in para-
graph (j)(6) of this section) by the loss 
corporation of an amount of stock not 
exceeding the small issuance limita-
tion. For purposes of this paragraph 
(j)(2)(ii), all stock issued in the 
issuance is taken into account, includ-
ing stock owned immediately after the 
issuance by a 5-percent shareholder 
that is not a direct public group. 

(iii) Small issuance limitation—(A) In 
general. For each taxable year, the loss 
corporation may, at its option, apply 
this paragraph (j)(2)— 

(1) On a corporation-wide basis, in 
which case the small issuance limita-
tion is 10 percent of the total value of 
the loss corporation’s stock out-
standing at the beginning of the tax-
able year (excluding the value of stock 
described in section 1504(a)(4)); or 

(2) On a class-by-class basis, in which 
case the small issuance limitation is 10 
percent of the number of shares of the 
class outstanding at the beginning of 
the taxable year. 

(B) Class of stock defined. For pur-
poses of this paragraph (j)(2)(iii), a 
class of stock includes all stock with 
the same material terms. 

(C) Adjustments for stock splits and 
similar transactions. Appropriate adjust-
ments to the number of shares of a 
class outstanding at the beginning of a 
taxable year must be made to take into 
account any stock split, reverse stock 
split, stock dividend to which section 
305(a) applies, recapitalization, or simi-
lar transaction occurring during the 
taxable year. 

(D) Exception. The loss corporation 
may not apply this paragraph (j)(2)(iii) 
on a class-by-class basis if, during the 
taxable year, more than one class of 
stock is issued in a single issuance (or 
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in two or more issuances that are 
treated as a single issuance under para-
graph (j)(8)(ii) of this section). 

(iv) Short taxable years. In the case of 
a taxable year that is less than 365 
days, the small issuance limitation is 
reduced by multiplying it by a frac-
tion, the numerator of which is the 
number of days in the taxable year, 
and the denominator of which is 365. 

(3) Other issuances of stock for cash— 
(i) In general. If the loss corporation 
issues stock solely for cash, § 1.382– 
2T(j)(2)(iii)(B) does not apply to such 
stock in an amount equal (as a percent-
age of the total stock issued) to one- 
half of the aggregate percentage owner-
ship interest of direct public groups 
immediately before the issuance. 

(ii) Solely for cash—(A) In general. A 
share of stock is not issued solely for 
cash if— 

(1) The acquiror, as a condition of ac-
quiring that share for cash, is required 
to purchase other stock for consider-
ation other than cash; or 

(2) The share is acquired upon the ex-
ercise of an option that was not issued 
solely for cash or was not distributed 
with respect to stock. 

(B) Related issuances. Paragraph 
(j)(8)(i) of this section (relating to the 
treatment of one or more issuances as 
a single issuance) does not apply in de-
termining whether stock is issued sole-
ly for cash. 

(iii) Coordination with paragraph (j)(2) 
of this section. This paragraph (j)(3) does 
not apply to a small issuance exempted 
in whole from § 1.382–2T(j)(2)(iii)(B) 
under paragraph (j)(2) of this section. 
In the case of a small issuance exempt-
ed in part from § 1.382–2T(j)(2)(iii)(B) 
under paragraph (j)(2) of this section, 
this paragraph (j)(3) applies only to the 
portion of the issuance not so exempt-
ed, and that portion is treated as a sep-
arate issuance for purposes of this 
paragraph (j)(3). 

(4) Limitation on exempted stock. The 
total amount of stock that is exempted 
from the application of § 1.382– 
2T(j)(2)(iii)(B) under paragraphs (j)(2) 
and (j)(3) of this section cannot exceed 
the total amount of stock issued in the 
issuance less the amount of that stock 
owned by a 5-percent shareholder 
(other than a direct public group) im-
mediately after the issuance. Except to 

the extent that the loss corporation 
has actual knowledge to the contrary, 
any increase in the amount of the loss 
corporation’s stock owned by a 5-per-
cent shareholder on the day of the 
issuance is considered to be attrib-
utable to an acquisition of stock in the 
issuance. 

(5) Proportionate acquisition of exempt-
ed stock—(i) In general. Each direct pub-
lic group that exists immediately be-
fore an issuance to which paragraph 
(j)(2) or (j)(3) of this section applies is 
treated as acquiring its proportionate 
share of the amount of stock exempted 
from the application of § 1.382– 
2T(j)(2)(iii)(B) under paragraph (j)(2) or 
(j)(3) of this section. 

(ii) Actual knowledge of greater over-
lapping ownership. Under the last sen-
tence of § 1.382–2T(k)(2), the loss cor-
poration may treat direct public 
groups existing immediately before an 
issuance to which paragraph (j)(2) or 
(j)(3) of this section applies as acquir-
ing in the aggregate more stock than 
the amount determined under para-
graph (j)(5)(i) of this section, but only 
if the loss corporation actually knows 
that the aggregate amount acquired by 
those groups in the issuance exceeds 
the amount so determined. 

(6) Exception for equity structure shifts. 
This paragraph (j) does not apply to 
any issuance of stock in an equity 
structure shift, except that paragraph 
(j)(2) of this section applies (if its re-
quirements are met) to the issuance of 
stock in a recapitalization under sec-
tion 368(a)(1)(E). 

(7) Transitory ownership by underwriter 
disregarded. For purposes of § 1.382– 
2T(g)(1) and (j), and this paragraph (j), 
the transitory ownership of stock by an 
underwriter of the issuance is dis-
regarded. 

(8) Certain related issuances. For pur-
poses of this paragraph (j), two or more 
issuances (including issuances of stock 
by first tier or higher tier entities) are 
treated as a single issuance if— 

(i) The issuances occur at approxi-
mately the same time pursuant to the 
same plan or arrangement; or 

(ii) A principal purpose of issuing the 
stock in separate issuances rather than 
in a single issuance is to minimize or 
avoid an owner shift under the rules of 
this paragraph (j). 
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(9) Application to options. The prin-
ciples of this paragraph (j) apply for 
purposes of applying § 1.382– 
2T(j)(2)(iii)(D) (relating to the deemed 
acquisition of stock as a result of the 
ownership of an option). 

(10) Issuance of stock pursuant to the 
exercise of certain options. If stock is 
issued on the exercise of a transferable 
option issued by the loss corporation, 
§ 1.382–2T(j)(2)(iii)(F) does not apply 
and, in applying the last sentence of 
§ 1.382–2T(k)(2), the loss corporation 
must take into account any transfers 
of the option (including transfers de-
scribed in § 1.382–2T(h)(4)(xi)). There-
fore, even if transferable options are 
distributed pro rata to members of ex-
isting public groups, the actual knowl-
edge exception of § 1.382–2T(k)(2) ap-
plies only to the extent that the loss 
corporation actually knows that the 
persons acquiring stock on exercise of 
the options are members of a pre-exist-
ing public group. Moreover, if transfer-
able options are issued to more than 
one public group, § 1.382–2T(j)(2)(iii)(F) 
does not apply to treat the options as 
exercised pro rata by each such public 
group as the options are actually exer-
cised. 

(11) Application to first tier and higher 
tier entities. The principles of this para-
graph (j) apply to issuances of stock by 
a first tier entity or a higher tier enti-
ty that owns 5 percent or more of the 
loss corporation’s stock (determined 
without regard to § 1.382–2T(h)(2)(i)(A)). 

(12) Certain non-stock ownership inter-
ests. As the context may require, a non- 
stock ownership interest in an entity 
other than a corporation is treated as 
stock for purposes of this paragraph (j). 

(13) Examples. The provisions of this 
paragraph (j) are illustrated by the fol-
lowing examples: 

Example 1. (i) L corporation is a calendar 
year taxpayer. On January 1, 1994, L has 1,000 
shares of a single class of common stock out-
standing, all of which are owned by a single 
direct public group (Public L). On February 
1, 1994, L issues to employees as compensa-
tion 60 new common shares of the same 
class. On May 1, 1994, L issues 50 new com-
mon shares of the same class solely for cash. 
Following each issuance, L’s stock is owned 
entirely by public shareholders. No other 
changes in the ownership of L’s stock occur 
prior to May 1, 1994. L chooses to determine 
its small issuance limitation for 1994 on a 

class-by-class basis under paragraph 
(j)(2)(iii)(A)(2) of this section. 

(ii) The February issuance is a small 
issuance because the number of shares issued 
(60) does not exceed 100, the small issuance 
limitation (10 percent of the number of com-
mon shares outstanding on January 1, 1994). 
Under paragraph (j)(2) of this section, the 
segregation rules of § 1.382–2T(j)(2)(iii)(B) do 
not apply to the February issuance. Under 
paragraph (j)(5) of this section, Public L is 
treated as acquiring all 60 shares issued. 

(iii) The May issuance is a small issuance 
because the number of shares issued (50) does 
not exceed 100, the small issuance limitation 
(10 percent of the number of common shares 
outstanding on January 1, 1994). However, 
under paragraph (j)(2) of this section, only 40 
of the 50 shares issued are exempted from the 
segregation rules of § 1.382–2T(j)(2)(iii)(B) be-
cause the total number of shares of common 
stock issued in the February and May 
issuances exceeds 100, the small issuance 
limitation, by 10. Because the May issuance 
is solely for cash, paragraph (j)(3) of this sec-
tion exempts 5 of the 10 remaining shares 
from the segregation rules of § 1.382– 
2T(j)(2)(iii)(B) (10 shares multiplied by 50 per-
cent, one-half of Public L’s 100 percent own-
ership interest immediately before the May 
issuance—1,060 shares/1,060 shares). Accord-
ingly, under paragraph (j)(5) of this section, 
Public L is treated as acquiring 45 shares in 
the May issuance. Section 1.382– 
2T(j)(2)(iii)(B) applies to the remaining 5 
shares issued, which are treated as acquired 
by a direct public group separate from Public 
L. Each such public group is treated as an in-
dividual who is a separate 5-percent share-
holder. See § 1.382–2T (g)(1)(iv) and (j)(1)(ii). 

(iv) Assume that L actually knows that at 
least 10 shares of the May issuance are ac-
quired by members of Public L. The result is 
the same. See paragraph (j)(5)(ii) of this sec-
tion. 

(v) Assume instead that L actually knows 
that all 50 shares of the May issuance are ac-
quired by members of Public L. Under para-
graph (j)(5)(ii) of this section, L may treat 
Public L as acquiring 50 shares in the May 
issuance. 

Example 2. (i) L corporation is a calendar 
year taxpayer. On January 1, 1995, L has 1,000 
shares of Class A common stock outstanding, 
the aggregate value of which is $1,000. Five 
hundred shares are owned by one direct pub-
lic group (Public 1), and 500 shares are owned 
by another direct public group (Public 2). On 
August 1, 1995, L issues 200 shares of Class B 
common stock for $200 cash. A, an indi-
vidual, acquires 120 Class B shares in the 
transaction. The remaining 80 Class B shares 
are acquired by public shareholders. No 
other changes in ownership of L’s stock 
occur prior to August 1, 1995. 

(ii) The August issuance is not a small 
issuance. The total value of the Class B 
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stock issued ($200) exceeds $100, the small 
issuance limitation as calculated under para-
graph (j)(2)(iii)(A)(1) of this section (10 per-
cent of the value of L’s stock on January 1, 
1995). The total number of Class B shares 
issued (200) exceeds 0, the small issuance lim-
itation as calculated under paragraph 
(j)(2)(iii)(A)(2) of this section (10 percent of 
the number of Class B shares outstanding on 
January 1, 1995). Accordingly, paragraph 
(j)(2) of this section does not apply to the 
August issuance. 

(iii) Paragraph (j)(3) of this section, as lim-
ited by paragraph (j)(4) of this section, ex-
empts 80 Class B shares from the segregation 
rule of § 1.382–2T(j)(2)(iii)(B). Paragraph (j)(3) 
of this section, without regard to paragraph 
(j)(4) of this section, would exempt 100 Class 
B shares: the product of the 200 Class B 
shares issued and 50 percent (one-half of the 
combined 100 percent pre-issuance ownership 
interest of Public 1 and Public 2). Paragraph 
(j)(4), however, limits the total number of 
Class B shares that may be excluded to 80 
Class B shares: the difference between the 200 
shares issued and the 120 shares acquired by 
A. Under paragraph (j)(5) of this section, 
Public 1 and Public 2 are treated as acquir-
ing the 80 exempted Class B shares. Because 
Public 1 and Public 2 each owned 500 Class A 
shares prior to the issuance, Public 1 and 
Public 2 are considered to acquire 40 Class B 
shares each. 

Example 3. (i) L has 1,000 shares of a single 
class of common stock outstanding, all of 
which are owned by a direct public group 
(Public L). At the same time pursuant to the 
same plan, L issues 500 shares of its stock to 
its creditors in exchange for its outstanding 
debt and 500 shares of its stock to the public 
for cash. Assume that the separate issuances 
of stock for debt and stock for cash do not 
have a principal purpose of minimizing or 
avoiding an owner shift. L has no individual 
5-percent shareholders immediately after the 
issuances. 

(ii) The 500 shares of stock issued by L to 
its former creditors were not issued solely 
for cash. Therefore, paragraph (j)(3) of this 
section does not apply to those 500 shares, 
which are treated as owned by a public group 
separate from Public L. See § 1.382– 
2T(j)(2)(iii)(B)(1)(ii). 

(iii) Paragraph (j)(3) of this section applies 
to the 500 shares of stock issued by L to the 
public because that stock was issued solely 
for cash. Because the two issuances occur at 
the same time pursuant to the same plan, 
they are generally treated as a single 
issuance for purposes of this paragraph (j). 
See paragraph (j)(8)(i) of this section. The 
treatment of the two issuances as a single 
issuance does not apply, however, for the 
purpose of determining whether the stock 
issued to the public was issued solely for 
cash. See paragraph (j)(3)(ii)(B) of this sec-
tion. 

(iv) Paragraph (j)(3) of this section applies 
to exempt 250 of the 500 shares issued solely 
for cash from the segregation rules of § 1.382– 
2T(j)(2)(iii)(B) (the product of the 500 shares 
issued for cash and 50 percent (one-half of 
the 100 percent pre-issuance ownership inter-
est of Public L)). The creditors that receive 
stock in exchange for their debt would not be 
treated as acquiring any of the 250 exempted 
shares even if their exchange of debt for 
stock occurs prior to the cash issuance. 
Paragraph (j)(5)(i) of this section allocates 
exempted shares among the direct public 
groups that exist immediately before an 
issuance. Because the issuance for cash and 
the issuance for debt are generally treated as 
a single issuance, the public group comprised 
of the former creditors of L was not a public 
group that existed immediately before the 
issuance. 

(v) Three public groups owning L stock 
exist immediately after the two issuances. 
Public L owns 1,250 shares—the 1,000 shares 
it owned prior to the issuances plus the 250 
shares it is treated as acquiring in the cash 
issuance. A separate group comprised of the 
former creditors of L owns the 500 shares 
issued for debt. A third public group owns 
the 250 shares that are not treated as ac-
quired by Public L in the cash issuance. 

Example 4. (i) L has 1,000 shares of a single 
class of common stock outstanding, all of 
which are owned by a direct public group 
(Public L). L issues 1,000 shares pursuant to 
an offer under which 500 shares must be ac-
quired in exchange for debt and the remain-
der may be acquired for cash. Under the 
terms of the offer, only persons that acquire 
stock for debt are eligible to acquire stock 
for cash. L has no 5-percent shareholders 
other than direct public groups immediately 
after the issuance. 

(ii) As a condition of acquiring shares for 
cash, the creditors are required to purchase 
stock for debt. Therefore, paragraph (j)(3) of 
this section does not apply to any part of the 
issuance because it is not an issuance of 
stock solely for cash. The segregation rules 
of § 1.382–2T(j)(2)(iii)(B) apply to treat all 
1,000 shares as acquired by a new public 
group separate from Public L. 

(14) Effective date—(i) In general. Ex-
cept as otherwise provided in this para-
graph (j)(14), this paragraph (j) applies 
to issuances or deemed issuances of 
stock in taxable years beginning on or 
after November 4, 1992. 

(ii) Effective date for paragraph (j)(10) 
of this section. Paragraph (j)(10) of this 
section applies to stock issued on the 
exercise of an option issued on or after 
November 4, 1992, unless the option was 
issued before May 4, 1993, and the 
issuer, on or before November 4, 1992, 
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filed a registration statement with the 
Securities and Exchange Commission 
(or a comparable document with a 
State agency regulating securities) for 
the specific purpose of such issuance. 

(iii) Election to apply this paragraph (j) 
retroactively—(A) Election. A loss cor-
poration may elect to apply paragraphs 
(j)(1) through (j)(13) of this section to 
all issuances or deemed issuances of 
stock to which § 1.382–2T(j)(2)(iii)(B) or 
(D) applied (or would have applied tak-
ing paragraph (j)(7) of this section into 
account) occurring in taxable years be-
ginning prior to November 4, 1992. This 
election is made by filing with the loss 
corporation’s first income tax return 
filed more than 60 days after October 4, 
1993, the statement, ‘‘This is an Elec-
tion to Apply § 1.382–3(j) Retro-
actively,’’ accompanied by the amend-
ed returns and revised information 
statements described in paragraphs 
(j)(14)(iii)(B) and (C) of this section. An 
election under this paragraph (j)(14)(iii) 
is irrevocable. 

(B) Amended returns. If the retro-
active application of the rules of this 
paragraph (j) affects the amount of tax-
able income or loss for a prior taxable 
year, then, except as precluded by the 
applicable statute of limitations, the 
loss corporation (or the common par-
ent of any consolidated group of which 
the loss corporation was a member for 
the year) must file an amended return 
for the year that reflects the effects of 
the retroactive application of the rules 
of this paragraph (j). If the statute of 
limitations precludes the filing of an 
amended return for one or more such 
prior taxable years, the loss corpora-
tion (or the common parent) must 
make appropriate adjustments under 
the principles of section 382(l)(2)(A) in 
subsequent taxable years to reflect the 
difference between the losses and cred-
its actually used in such prior taxable 
years and the amount that would have 
been used in those years applying the 
rules of this paragraph (j). 

(C) Revised information statements. If 
the retroactive application of the rules 
of this paragraph (j) affects the infor-
mation reported on an information 
statement filed for any prior taxable 
year pursuant to § 1.382–2T(a)(2)(ii), 
then the loss corporation (or the com-
mon parent of any consolidated group 

of which the loss corporation was a 
member for the year) must file a re-
vised information statement for the 
year that reflects the retroactive appli-
cation of the rules of this paragraph (j). 

(k) Special rules for certain regulated 
investment companies—(1) In general. 
The segregation rules of § 1.382–2T(j)(2) 
do not apply to the issuance (as de-
scribed in § 1.382–2T(j)(2)(iii)(B)(1)(ii)) or 
the redemption (as described in § 1.382– 
2T(j)(2)(iii)(C)) of any redeemable secu-
rity, as defined in 15 U.S.C. 80a–2(a)(32), 
by a regulated investment company in 
the ordinary course of business. 

(2) Effective date—(i) General rule. 
Paragraph (k)(1) of this section applies 
to testing dates after December 31, 
1986. A corporation may file an amend-
ed return for taxable years ending be-
fore August 21, 1992 (subject to any ap-
plicable statute of limitations) to take 
into account paragraph (k)(1) of this 
section only if corresponding adjust-
ments are made in amended returns for 
all affected taxable years ending after 
December 31, 1986 (subject to any appli-
cable statute of limitations). 

(ii) Election to apply prospectively. A 
corporation may elect to apply para-
graph (k)(1) of this section only to test-
ing dates on or after October 29, 1991. 
The election must be made on the first 
return which is filed after October 20, 
1992 by stating on such return, ‘‘This is 
an Election To Apply § 1.382–3(k)(1) 
Only to Testing Dates on or After Oc-
tober 29, 1991.’’ 

[T.D. 8428, 57 FR 38282, Aug. 24, 1992. Redesig-
nated by T.D. 8440, 57 FR 45712, Oct. 5, 1992; 
57 FR 52827, Nov. 5, 1992; T.D. 8490, 59 FR 
51573, Oct. 4, 1993] 

§ 1.382–4 Constructive ownership of 
stock. 

(a) In general. [Reserved] 
(b) Attribution from corporations, part-

nerships, estates and trusts. (1) [Re-
served]. 

(2) Limitation. Section 1.382– 
2T(h)(2)(i)(A) applies solely for pur-
poses of determining whether a loss 
corporation has an ownership change. 

(c) Attribution to corporations, partner-
ships, estates and trusts. [Reserved] 

(d) Treatment of options as exercised— 
(1) General rule. Except as provided in 
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paragraph (d)(2) of this section, an op-
tion is not treated as exercised under 
section 382(l)(3)(A). 

(2) Options treated as exercised—(i) 
Issuance or transfer. For purposes of de-
termining whether an ownership 
change occurs, an option is treated as 
exercised on the date of its issuance or 
transfer if, on that date, the option 
satisfies— 

(A) The ownership test of paragraph 
(d)(3) of this section, 

(B) The control test of paragraph 
(d)(4) of this section, or 

(C) The income test of paragraph 
(d)(5) of this section. 

(ii) Subsequent testing dates. Except as 
provided in paragraph (d)(10) of this 
section, an option that is treated as ex-
ercised on the date of its issuance or 
transfer is treated as exercised on any 
subsequent testing date (as defined in 
§ 1.382–2(a)(4)) for purposes of deter-
mining whether an ownership change 
occurs. 

(3) The ownership test. An option sat-
isfies the ownership test if a principal 
purpose of the issuance, transfer, or 
structuring of the option (alone or in 
combination with other arrangements) 
is to avoid or ameliorate the impact of 
an ownership change of the loss cor-
poration by providing the holder of the 
option, prior to its exercise or transfer, 
with a substantial portion of the at-
tributes of ownership of the underlying 
stock. 

(4) The control test—(i) In general. An 
option satisfies the control test if— 

(A) A principal purpose of the 
issuance, transfer, or structuring of the 
option (alone or in combination with 
other arrangements) is to avoid or 
ameliorate the impact of an ownership 
change of the loss corporation, and 

(B) The holder of the option and any 
persons related to the option holder 
have, in the aggregate, a direct and in-
direct ownership interest in the loss 
corporation of more than 50 percent 
(determined as if the increase in such 
persons’ percentage ownership interest 
that would result from the exercise of 
the option in question and any other 
options to acquire stock held by such 
persons, and any other intended in-
creases in such persons’ percentage 
ownership interest, actually occurred 

on the date the option is issued or 
transferred). 

(ii) Operating rules—(A) Person and re-
lated persons. For purposes of this para-
graph (d)(4)— 

(1) The term person includes an indi-
vidual or entity, but not a public 
group, as defined in § 1.382–2T(f)(13), and 

(2) Persons are related if they bear a 
relationship specified in section 267(b) 
or 707(b) or if they have a formal or in-
formal understanding among them-
selves to make a coordinated acquisi-
tion of stock, within the meaning of 
§ 1.382–3(a)(1)(i). 

(B) Indirect ownership interest. The in-
direct ownership interest that the 
holder of the option and any persons 
related to the holder have in the loss 
corporation is determined by applying 
the constructive ownership rules of 
§ 1.382–2T(h), other than § 1.382– 
2T(h)(2)(i)(A) (which treats stock at-
tributed pursuant to section 318(a)(2) as 
no longer being owned by the entity 
from which it is attributed) and § 1.382– 
2T(h)(4) (which treats options as exer-
cised in certain circumstances). If, 
however, the application of such con-
structive ownership rules without re-
gard to § 1.382–2T(h)(2)(i)(A) would re-
sult in the same stock of the loss cor-
poration being owned by two or more 
such persons, appropriate adjustments 
must be made so that such stock is not 
counted more than once in computing 
the aggregate ownership interests of 
such persons. 

(5) The income test. An option satisfies 
the income test if a principal purpose 
of the issuance, transfer, or structuring 
of the option (alone or in combination 
with other arrangements) is to avoid or 
ameliorate the impact of an ownership 
change of the loss corporation by fa-
cilitating the creation of income (in-
cluding accelerating income or defer-
ring deductions) or value (including un-
realized built-in gains) prior to the ex-
ercise or transfer of the option. 

(6) Application of the ownership, con-
trol, and income tests—(i) In general. 
Whether an option satisfies the owner-
ship, control, or income test depends 
on all the relevant facts and cir-
cumstances. Among the factors that 
are relevant in applying all three tests 
are any business purposes for the 
issuance, transfer, or structure of the 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00606 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



597 

Internal Revenue Service, Treasury § 1.382–4 

option, the likelihood of exercise of the 
option (taking into account, for exam-
ple, any contingencies to its exercise), 
transactions related to the issuance or 
transfer of the option, and the con-
sequences of treating the option as ex-
ercised. 

An option is not treated as exercised 
under any of the three tests, however, 
if a principal purpose of its issuance, 
transfer, or structuring is to avoid an 
ownership change by having it treated 
as exercised. Paragraphs (d)(6)(ii), (iii) 
and (iv) of this section describe addi-
tional examples of factors that are rel-
evant in applying each test. The weight 
given to any factor depends on all the 
facts and circumstances. The presence 
or absence of any factor described in 
this paragraph (d)(6) does not create a 
presumption. 

(ii) Application of ownership test. 
Among the additional factors that are 
taken into account in applying the 
ownership test are the relationship, at 
the time of issuance or transfer of the 
option, between the exercise price of 
the option and the value of the under-
lying stock, whether the option pro-
vides its holder or a related person 
with the right to participate in the 
management of the loss corporation or 
with other rights that ordinarily would 
be afforded to owners of the underlying 
stock, and the existence of reciprocal 
options (e.g., a call option held by the 
prospective purchaser and a cor-
responding put option held by the pro-
spective seller). The ability of the hold-
er of an option with a fixed exercise 
price to share in future appreciation of 
the underlying stock is also a relevant 
factor, but is not sufficient, by itself, 
for the option to satisfy the ownership 
test. Conversely, the fact that the 
holder of such an option does not bear 
the risk of loss due to declines in value 
of the underlying stock does not pre-
clude the option from satisfying the 
ownership test. 

(iii) Application of control test. Among 
the additional factors that are taken 
into account in applying the control 
test are the economic interests in the 
loss corporation of the option holder or 
related persons and the influence of 
those persons over the management of 
the loss corporation (in either case, 

through the option or a related ar-
rangement, or through rights in stock). 

(iv) Application of income test. Among 
the additional factors that are taken 
into account in applying the income 
test are whether, in connection with 
the issuance or transfer of the option, 
the loss corporation engages in income 
acceleration transactions or the holder 
of the option or a related person pur-
chases stock (including section 
1504(a)(4) stock) from, or makes a cap-
ital contribution or loan to, the loss 
corporation that can reasonably be ex-
pected to avoid or ameliorate the im-
pact of an ownership change. Examples 
of income acceleration transactions 
are those outside the ordinary course 
of the loss corporation’s business that 
accelerate income or gain into the pe-
riod prior to the exercise of the option 
(or defer deductions to the period after 
the exercise of the option). A stock 
purchase, capital contribution, or loan 
is more probative toward an option sat-
isfying the income test the larger the 
amount received by the loss corpora-
tion in the transaction or related 
transactions. A stock purchase, capital 
contribution, or loan is generally not 
taken into account in applying the in-
come test if it is made to enable the 
loss corporation to continue basic oper-
ations of its business (e.g., to meet the 
monthly payroll or fund other oper-
ating expenses of the loss corporation). 

(7) Safe harbors. Except as provided in 
paragraph (d)(7)(i) of this section, an 
option described in this paragraph 
(d)(7) is not treated as exercised pursu-
ant to the ownership, control, or in-
come test. The failure of an option to 
be described in this paragraph (d)(7) 
does not affect the determination of 
whether the option satisfies the owner-
ship, income, or control test. The fol-
lowing options are described in this 
paragraph (d)(7): 

(i) Contracts to acquire stock. A stock 
purchase agreement or a similar ar-
rangement, the terms of which are 
commercially reasonable, in which the 
parties’ obligations to complete the 
transaction are subject only to reason-
able closing conditions, and which is 
closed on a change date within one 
year after it is entered into. An option 
is not exempt from the income test of 
paragraph (d)(5) of this section solely 
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by reason of its description in this 
paragraph (d)(7)(i). 

(ii) Escrow, pledge, or other security 
agreements. An option that is part of a 
security arrangement in a typical lend-
ing transaction (including a purchase 
money loan), if the arrangement is sub-
ject to customary commercial condi-
tions. For this purpose, a security ar-
rangement includes, for example, an 
agreement for holding stock in escrow 
or under a pledge or other security 
agreement, or an option to acquire 
stock contingent upon a default under 
a loan. 

(iii) Compensatory options. An option 
to acquire stock in a corporation with 
customary terms and conditions pro-
vided to an employee, director, or inde-
pendent contractor in connection with 
the performance of services for the cor-
poration or a related person (and that 
is not excessive by reference to the 
services performed) and which— 

(A) Is nontransferable within the 
meaning of § 1.83–3(d); and 

(B) Does not have a readily ascertain-
able fair market value as defined in 
§ 1.83–7(b) on the date the option is 
issued. 

(iv) Options exercisable only upon 
death, disability, mental incompetency, or 
retirement. An option entered into be-
tween stockholders of a corporation (or 
a stockholder and the corporation) 
with respect to stock of either stock-
holder, that is exercisable only upon 
the death, disability, mental incom-
petency of the stockholder, or, in the 
case of stock acquired in connection 
with the performance of services for 
the corporation or a related person 
(and that is not excessive by reference 
to the services performed), the stock-
holder’s retirement. 

(v) Rights of first refusal. A bona fide 
right of first refusal with customary 
terms, entered into between stock-
holders of a corporation (or between 
the corporation and a stockholder), and 
regarding the corporation’s stock. 

(vi) Options designated in the Internal 
Revenue Bulletin. An option designated 
by the Internal Revenue Service in the 
Internal Revenue Bulletin as being ex-
empt from one or more of the owner-
ship, control, or income tests. See 
§ 601.601(d)(2)(ii) of this chapter (relat-
ing to the Internal Revenue Bulletin). 

(8) Additional rules—(i) Contracts to ac-
quire stock. For purposes of this para-
graph (d), a contract is considered to be 
issued or transferred on the date it is 
entered into or assigned, respectively. 

(ii) Indirect transfer of an option. If an 
entity is formed or availed of for a 
principal purpose of facilitating an in-
direct transfer of an option by issuing 
or transferring interests in the entity, 
an issuance or transfer of an interest in 
the entity will be treated as a transfer 
of the option for purposes of applying 
the ownership, control, and income 
tests of paragraphs (d)(3) through (5) of 
this section. 

(iii) Options related to interests in non- 
corporate entities. The rules of this para-
graph (d) apply, with appropriate ad-
justments, to options to acquire or 
transfer interests in non-corporate en-
tities. 

(iv) Puts. In applying the rules of this 
section to puts, appropriate adjust-
ments must be made to take into ac-
count that the put provides its holder 
with a right to transfer, instead of ac-
quire, stock. 

(9) Definition of option—(i) In general. 
Any contingent purchase, warrant, 
convertible debt, put, stock subject to 
a risk of forfeiture, contract to acquire 
stock, or similar interest is treated as 
an option for purposes of this para-
graph (d), regardless of whether it is 
contingent or otherwise not currently 
exercisable. 

(ii) Convertible stock. Convertible 
stock is treated as an option for pur-
poses of this paragraph (d) (in addition 
to being treated as stock under § 1.382– 
2(a)(3)(ii)) only if the terms of the con-
version feature permit or require con-
sideration other than the stock being 
converted. 

(iii) Series of options. For purposes of 
this paragraph (d), an option to acquire 
an option with respect to the stock of 
the loss corporation, and each one of a 
series of such options, is treated as an 
option to acquire such stock. 

(iv) General principles of tax law. This 
paragraph (d) does not affect the deter-
mination under general principles of 
tax law (such as substance over form) 
of whether an instrument is an option 
or stock. 

(10) Subsequent treatment of options 
treated as exercised on a change date—(i) 
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In general. The following rules apply to 
options that are treated as exercised 
under paragraph (d)(2) of this section 
on a change date: 

(A) The option is not treated as exer-
cised under paragraph (d)(2) of this sec-
tion on any testing date after the 
change date and prior to a transfer of 
the option that would itself (i.e., with-
out regard to the purposes for the 
issuance or any prior transfers of the 
option) cause the option to satisfy the 
ownership test of paragraph (d)(3) of 
this section, the control test of para-
graph (d)(4) of this section, or the in-
come test of paragraph (d)(5) of this 
section; and 

(B) The exercise of the option, if by 
the person who owned the option im-
mediately after the ownership change 
(or by a transferee of the option who 
acquired the option, directly or indi-
rectly, from that person in one or more 
transfers described in paragraph (d)(11) 
of this section), does not contribute to 
another ownership change on any test-
ing date on or after the date of exer-
cise. 

(ii) Alternative look-back rule for op-
tions exercised within 3 years after 
change date. If a loss corporation, on its 
return, as originally filed, for a taxable 
year that includes a change date, prop-
erly treats an option as exercised under 
paragraph (d)(2) of this section on the 
change date, and the option is actually 
exercised within three years after the 
change date, the loss corporation may 
treat the rules of paragraph (d)(10)(i) of 
this section as inapplicable to the op-
tion and instead treat the option as 
having been exercised on the change 
date for the purpose of determining 
whether an ownership change occurs on 
any and all testing dates after the 
change date (filing such amended re-
turns as may be necessary for taxable 
years ending after the change date and 
before the date of exercise of the op-
tion). A transfer after the change date 
of an option to which this paragraph 
(d)(10)(ii) applies is treated as a trans-
fer of the stock subject to the option. 
The exercise of an option to which this 
paragraph (d)(10)(ii) applies is not 
taken into account for the purpose of 
determining whether an ownership 
change occurs on or after the date of 
exercise. 

(11) Transfers not subject to deemed ex-
ercise. Paragraph (d)(2) of this section 
does not apply to the transfer of an op-
tion (including a transfer described in 
paragraph (d)(8)(i) or (ii) of this sec-
tion), if— 

(i) Neither the transferor nor the 
transferee is a 5-percent shareholder 
and neither person would be a 5-percent 
shareholder if all options held by that 
person to acquire stock were treated as 
exercised; 

(ii) The transfer is between members 
of separate public groups resulting 
from the application of the segregation 
rules of § 1.382–2T(j)(2) and (3)(iii); or 

(iii) The transfer occurs in any of the 
circumstances described in section 
382(l)(3)(B) (relating to stock acquired 
by reason of death, gift, divorce, sepa-
ration, etc.). 

(12) Certain rules regarding non-stock 
interests as stock. Section 1.382– 
2T(f)(18)(iii) does not apply to treat an 
option (whether or not treated as exer-
cised under this paragraph (d)) as 
stock. 

(e) Stock transferred under certain 
agreements. [Reserved] 

(f) Family attribution. [Reserved] 
(g) Definitions. The terms and nomen-

clature used in this section, and not 
otherwise defined herein, have the 
same meaning as in section 382 and the 
regulations thereunder. 

(h) Effective date—(1) In general. [Re-
served] 

(2) Option attribution rules—(i) General 
rule. The rules of paragraph (d) of this 
section apply, instead of the rules of 
§ 1.382–2T(h)(4), on any testing date on 
or after November 5, 1992. See para-
graph (h)(2)(vi) of this section for an 
election relating to the effective date. 

(ii) Special rule for control test. An op-
tion issued on or before March 17, 1994, 
or an option issued within 60 days after 
that date pursuant to a plan existing 
before that date, is not treated as exer-
cised under the control test provided in 
paragraph (d)(4) of this section on any 
testing date prior to a transfer of the 
option after March 17, 1994 that would 
itself cause the option to satisfy the 
control test. 

(iii) Convertible stock issued prior to 
July 20, 1988—(A) In general. Except as 
provided in paragraph (h)(2)(iii)(B) of 
this section, convertible stock issued 
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prior to July 20, 1988, is not treated as 
an option subject to the rules of § 1.382– 
2T(h)(4) or paragraph (d)(2) of this sec-
tion. 

(B) Exceptions—(1) Nonvoting convert-
ible preferred stock. Convertible stock 
issued prior to July 20, 1988, is treated 
as an option subject to the rules of 
§ 1.382–2T(h)(4) or paragraph (d)(2) of 
this section if— 

(i) The stock, when issued, would be 
described in section 1504(a)(4) by dis-
regarding subparagraph (D) thereof and 
by ignoring the potential participation 
in corporate growth that the conver-
sion feature may offer; and 

(ii) The loss corporation makes the 
election described in Notice 88–67, 1988– 
1 C.B. 555 (see § 601.601(d)(2)(ii)(b) of this 
chapter for availability of Cumulative 
Bulletins (C.B.)), on or before the ear-
lier of the date prescribed in Notice 88– 
67 or December 7, 1992. 

(2) Other convertible stock. Convertible 
stock issued prior to July 20, 1988, is 
treated as an option subject to the 
rules of § 1.382–2T(h)(4) or paragraph 
(d)(2) of this section if— 

(i) The terms of the conversion fea-
ture permit or require the tender of 
consideration other than the stock 
being converted; and 

(ii) The loss corporation makes the 
election described in Notice 88–67 on or 
before the date prescribed in the No-
tice. 

(iv) Convertible stock issued on or after 
July 20, 1988, and before November 5, 1992. 
Convertible stock issued on or after 
July 20, 1988, and before November 5, 
1992, is treated as an option subject to 
the rules of § 1.382–2T(h)(4) or paragraph 
(d) of this section only if— 

(A) The stock, when issued, would be 
described in section 1504(a)(4) by dis-
regarding subparagraph (D) thereof and 
by ignoring the potential participation 
in corporate growth that the conver-
sion feature may offer; or 

(B) The terms of the conversion fea-
ture permit or require the tender of 
consideration other than the stock 
being converted. 

(v) Certain options in existence imme-
diately before and after an ownership 
change. If an option existed imme-
diately before and after an ownership 
change occurring on a testing date to 
which § 1.382–2T(h)(4) applies— 

(A) The option is not treated as exer-
cised under paragraph (d)(2) of this sec-
tion on any testing date after the 
change date and prior to a transfer of 
the option that would itself cause the 
option to satisfy the ownership test of 
paragraph (d)(3) of this section, the 
control test of paragraph (d)(4) of this 
section, or the income test of para-
graph (d)(5) of this section; and 

(B) Except as provided in § 1.382– 
2T(m)(4)(vi) (which relates to the effec-
tive date of the rules provided in 
§ 1.382–2T(h)(4) and includes a special 
rule related to options that are actu-
ally exercised within 120 days after 
they are treated as exercised under 
that section), the actual exercise of the 
option, if by the person who owned the 
option immediately after the owner-
ship change (or by a transferee of the 
option who acquired the option, di-
rectly or indirectly, from that person 
in one or more transfers described in 
paragraph (d)(11) of this section), will 
not contribute to an ownership change 
on any testing date on or after the date 
of exercise. 

(vi) Election to apply § 1.382–2T(h)(4)— 
(A) In general. If a loss corporation 
makes an election under this para-
graph (h)(2)(vi), §§ 1.382–2T(a)(2)(i) and 
(h)(4) (relating to testing dates and op-
tion attribution) apply (instead of the 
definition of testing date in § 1.382– 
2(a)(4) and paragraph (d) of this sec-
tion) for the purpose of determining 
whether an ownership change occurs— 

(1) On any testing date on or before 
May 17, 1994, or 

(2) In the case of a loss corporation 
that is under the jurisdiction of a court 
in a title 11 or similar case filed on or 
before May 17, 1994, subject to § 1.382– 
9(o)(1), on any testing date at or before 
the time the plan of reorganization be-
comes effective. 

(B) Additional consequences of election. 
If a loss corporation makes an election 
under this paragraph (h)(2)(vi)— 

(1) In determining whether any con-
vertible preferred stock issued by the 
loss corporation during the period that 
the election is in effect is treated as 
stock or as an option, the convertible 
preferred stock is treated as if it were 
issued on November 4, 1992, and 

(2) The special effective date for the 
control test provided in paragraph 
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(h)(2)(ii) of this section does not apply 
to any option with respect to stock of 
the loss corporation. 

(C) Time and manner of making the 
election. The election described in para-
graph (h)(2)(vi)(A) of this section is 
made by attaching a statement to the 
loss corporation’s income tax return 
for the first taxable year ending after 
November 4, 1992, in which a testing 
date (within the meaning of § 1.382– 
2T(a)(2)(i)) occurs, or if such return is 
filed on or before May 17, 1994, with its 
first return filed after May 17, 1994. 
However, a loss corporation that is 
under the jurisdiction of a court in a 
title 11 or similar case filed on or be-
fore May 17, 1994, may make the elec-
tion described in paragraph 
(h)(2)(vi)(A) by attaching a statement 
to its tax return for its first taxable 
year ending after that date. The state-
ment must say ‘‘THIS IS AN ELEC-
TION UNDER § 1.382–4(h)(2)(vi) TO 
APPLY § 1.382–2T(h)(4) ON OR AFTER 
NOVEMBER 5, 1992.’’ Any amended re-
turns required by paragraph 
(h)(2)(vi)(D) of this section must ac-
company the return with which the 
election is made. An election under 
paragraph (h)(2)(vi)(A) of this section is 
irrevocable. 

(D) Amended returns. If an election 
under this paragraph (h)(2)(vi) affects 
the amount of taxable income or loss 
for a prior taxable year, the loss cor-
poration (or the common parent of any 
consolidated group of which the loss 
corporation was a member for the year) 
must file an amended return for the 
year that reflects the effect of the elec-
tion. 

(3) Special rule for options subject to at-
tribution under § 1.382–2T(h)(4). Section 
§ 1.382–2T(h)(4)(i) does not apply to any 
option designated by the Internal Rev-
enue Service in the Internal Revenue 
Bulletin as being excepted from the op-
eration of § 1.382–2T(h)(4)(i). 

[T.D. 8531, 59 FR 12837, Mar. 18, 1994, as 
amended by T.D. 8825, 64 FR 36178, July 2, 
1999] 

§ 1.382–5 Section 382 limitation. 
(a) Scope. Following an ownership 

change, the section 382 limitation for 
any post-change year is an amount 
equal to the value of the loss corpora-
tion multiplied by the long-term tax- 

exempt rate that applies with respect 
to the ownership change, and adjusted 
as required by section 382 and the regu-
lations thereunder. See, for example, 
section 382(b)(2) (relating to the 
carryforward of unused section 382 lim-
itation), section 382(b)(3)(B) (relating 
to the section 382 limitation for the 
post-change year that includes the 
change date), section 382(m)(2) (relat-
ing to short taxable years), and section 
382(h) (relating to recognized built-in 
gains and section 338 gains). 

(b) Computation of value. [Reserved] 
(c) Short taxable year. The section 382 

limitation for any post-change year 
that is less than 365 days is the amount 
that bears the same ratio to the sec-
tion 382 limitation determined under 
section 382(b)(1) as the number of days 
in the post-change year bears to 365. 
The section 382 limitation, as so deter-
mined, is adjusted as required by sec-
tion 382 and the regulations there-
under. This paragraph (c) does not 
apply to a 52–53 week taxable year that 
is less than 365 days unless a return is 
required under section 443 (relating to 
short periods) for such year. 

(d) Successive ownership changes and 
absorption of a section 382 limitation—(1) 
In general. If a loss corporation has two 
(or more) ownership changes, any 
losses attributable to the period pre-
ceding the earlier ownership change 
are treated as pre-change losses with 
respect to both ownership changes. 
Thus, the later ownership change may 
result in a lesser (but never in a great-
er) section 382 limitation with respect 
to such losses. In any case, the amount 
of taxable income for any post-change 
year that can be offset by pre-change 
losses may not exceed the section 382 
limitation for such ownership change, 
reduced by the amount of taxable in-
come offset by pre-change losses sub-
ject to any earlier ownership change(s). 

(2) Recognized built-in gains and losses. 
[Reserved] 

(3) Effective date. This paragraph (d) 
applies to taxable years of a loss cor-
poration beginning on or after January 
1, 1997. 

(e) Controlled groups. See § 1.382–8 for 
rules for determining the value of a 
loss corporation that is a member of a 
controlled group. 
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(f) Effective date. Except as otherwise 
provided, this section applies to a loss 
corporation that has an ownership 
change to which section 382(a), as 
amended by the Tax Reform Act of 
1986, applies. 

[T.D. 8679, 61 FR 33316, June 27, 1996, as 
amended by T.D. 8825, 64 FR 36178, July 2, 
1999] 

§ 1.382–6 Allocation of income and loss 
to periods before and after the 
change date for purposes of section 
382. 

(a) General rule. Except as provided in 
paragraphs (b) and (d) of this section, a 
loss corporation must allocate its net 
operating loss or taxable income (see 
section 382(k)(4)), and its net capital 
loss (see section 1222(10)) or modified 
capital gain net income (as defined in 
paragraph (g)(4) of this section), for the 
change year between the pre-change 
period and the post-change period by 
ratably allocating an equal portion to 
each day in the year. 

(b) Closing-of-the-books election—(1) In 
general. Subject to paragraphs (b)(3)(ii) 
and (d) of this section, a loss corpora-
tion may elect to allocate its net oper-
ating loss or taxable income and its net 
capital loss or modified capital gain 
net income for the change year be-
tween the pre-change period and the 
post-change period as if the loss cor-
poration’s books were closed on the 
change date. An election under this 
paragraph (b)(1) does not terminate the 
loss corporation’s taxable year as of 
the change date (e.g., the change year 
is a single tax year for purposes of sec-
tion 172). 

(2) Making the closing-of-the-books 
election—(i) Time and manner. A loss 
corporation makes the closing-of-the- 
books election by including the fol-
lowing statement on the information 
statement required by § 1.382–11(a) for 
the change year: ‘‘THE CLOSING-OF- 
THE-BOOKS ELECTION UNDER 
§ 1.382–6(b) IS HEREBY MADE WITH 
RESPECT TO THE OWNERSHIP 
CHANGE OCCURRING ON [INSERT 
DATE].’’ The election must be made on 
or before the due date (including exten-
sions) of the loss corporation’s income 
tax return for the change year. 

(ii) Election irrevocable. An election 
under this paragraph (b) is irrevocable. 

(3) Special rules relating to consolidated 
and controlled groups—(i) Consolidated 
groups. If an election under this para-
graph (b) is made with respect to an 
ownership change occurring in a con-
solidated return year, all allocations 
under this section with respect to that 
ownership change must be consistent 
with the election. 

(ii) Controlled groups. If paragraph 
(b)(3)(i) of this section does not apply, 
and if, as part of the same plan or ar-
rangement, two or more members of a 
controlled group (as defined in section 
1563(a), determined by substituting ‘‘50 
percent’’ for ‘‘80 percent’’ each place 
that it appears, and without regard to 
section 1563(a)(4)), have ownership 
changes and continue to be members of 
the controlled group (or become mem-
bers of the same other controlled 
group), a closing-of-the-books election 
applies only if the election is made by 
all members having the ownership 
changes. 

(c) Operating rules for determining net 
operating loss, taxable income, net capital 
loss, modified capital gain net income, 
and special allocations. For purposes of 
this section, for the change year— 

(1) In general—(i) Net operating loss 
or taxable income is determined with-
out regard to gains or losses on the 
sale or exchange of capital assets; and 

(ii) Net operating loss or taxable in-
come and net capital loss or modified 
capital gain net income are determined 
without regard to the section 382 limi-
tation and do not include the following 
items, which are allocated entirely to 
the post-change period— 

(A) Any income, gain, loss, or deduc-
tion to which section 382(h)(5)(A) ap-
plies; and 

(B) Any income or gain recognized on 
the disposition of assets transferred to 
the loss corporation during the post- 
change period for a principal purpose of 
ameliorating the section 382 limita-
tion. 

(2) Adjustment to net operating loss—(i) 
Determination of remaining capital gain. 
The amount of modified capital gain 
net income (defined in paragraph (g)(4) 
of this section) allocated to each period 
is offset by capital losses to which sec-
tion 382(h)(5)(A) applies and capital 
loss carryovers, subject to the section 
382 limitation (in the case of modified 
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capital gain net income allocated to 
the post-change period). 

(ii) Reduction of net operating loss by 
remaining capital gain. The amount of 
net operating loss allocated to each pe-
riod is reduced (but not below zero) 
without regard to the section 382 limi-
tation, first by the modified capital 
gain net income remaining in the same 
period, and then by the modified cap-
ital gain net income remaining in the 
other period. 

(d) Coordination with rules relating to 
the allocation of income under § 1.1502– 
76(b). If § 1.1502–76 applies (relating to 
the taxable year of members of a con-
solidated group), an allocation of items 
under paragraph (a) or (b) of this sec-
tion is determined after applying 
§ 1.1502–76. Thus, if a short taxable year 
under § 1.1502–76 is a change year for 
which an allocation under this section 
is to be made, the allocation under this 
section applies only to the items allo-
cated to that short taxable year under 
§ 1.1502–76. 

(e) Allocation of certain credits. The 
principles of this section apply for pur-
poses of allocating, under section 383, 
excess foreign taxes under section 
904(c), current year business credits 
under section 38, and the minimum tax 
credit under section 53. The loss cor-
poration must use the same method of 
allocation (ratable allocation or clos-
ing-of-the-books) for purposes of sec-
tions 382 and 383. 

(f) Examples. The rules of this section 
are illustrated by the following exam-
ples: 

Example 1. (i) Assume that the loss cor-
poration, L, a calendar year taxpayer with a 
May 26, 1995, change date, determines a sec-
tion 382 limitation under section 382(b)(1) of 
$100,000. Thus, for the change year, its sec-
tion 382 limitation is $100,000 × (219/ 
365)=$60,000. L makes the closing-of-the- 
books election under paragraph (b) of this 
section. 

(ii) Assume that L has a $150,000 capital 
loss carryover (from its 1994 taxable year) 
and a $300,000 net operating loss carryover 
(from its 1994 taxable year) to the change 
year. L recognizes, in the pre-change period, 
$200,000 of ordinary loss, and, in the post- 
change period, $150,000 of capital gain and 
$100,000 of ordinary income. Assume that sec-
tion 382(h) does not apply to the capital gain 
or the ordinary income. 

(iii) L has a $100,000 net operating loss for 
the change year ($200,000 pre-change loss less 

$100,000 post-change income), as determined 
under paragraph (c)(1)(i) of this section. Be-
cause L has no current year capital losses, 
L’s $150,000 capital gain recognized in the 
post-change period is its modified capital 
gain net income for the change year (as de-
fined at paragraph (g)(4) of this section). L 
allocates $100,000 of net operating loss to the 
pre-change period and $150,000 of modified 
capital gain net income to the post-change 
period. 

(iv) Under paragraph (c)(2)(i) of this sec-
tion, L uses its capital loss carryover to off-
set its modified capital gain net income allo-
cated to the post-change period, subject to 
its section 382 limitation. L’s section 382 lim-
itation is $60,000, so L uses $60,000 of its cap-
ital loss carryover to offset $60,000 of its 
$150,000 modified capital gain net income. L 
has absorbed its entire section 382 limitation 
for the change year and has $90,000 of modi-
fied capital gain net income remaining in 
the post-change period. 

(v) Under paragraph (c)(2)(ii) of this sec-
tion, L offsets its $100,000 net operating loss 
allocated to the pre-change period by the 
$90,000 of modified capital gain net income 
remaining in the post-change period, without 
regard to the section 382 limitation, thereby 
reducing its pre-change net operating loss to 
$10,000. 

(vi) From its 1994 taxable year, L will carry 
over $90,000 of capital loss and $300,000 of net 
operating loss to its 1996 taxable year. From 
its 1995 taxable year, L will carry over $10,000 
of net operating loss subject to the section 
382 limitation to its 1996 taxable year. 

Example 2. (i) Assume the facts of Example 
1, except that L does not make the closing- 
of-the-books election under paragraph (b) of 
this section. 

(ii) L ratably allocates its $100,000 net oper-
ating loss and its $150,000 of modified capital 
gain net income for the change year. $40,000 
of net operating loss ($100,000 × (146/365)) and 
$60,000 of modified capital gain net income 
($150,000 × (146/365)) are allocated to the pre- 
change period. $60,000 of net operating loss 
($100,000 × (219/365)) and $90,000 of modified 
capital gain net income ($150,000 × (219/365)) 
are allocated to the post-change period. 

(iii) Under paragraph (c)(2)(i) of this sec-
tion, L uses its capital loss carryovers to off-
set modified capital gain net income. The 
capital loss carryovers offset the $60,000 
modified capital gain net income allocated 
to the pre-change period without limitation. 
Subject to the section 382 limitation, the re-
maining $90,000 of capital loss carryovers off-
set the modified capital gain net income al-
located to the post-change period. Accord-
ingly, L uses $60,000 of its capital loss 
carryovers to offset $60,000 of its $90,000 
modified capital gain net income allocated 
to the post-change period. L has absorbed its 
entire section 382 limitation for the change 
year. 
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(iv) Under paragraph (c)(2)(ii) of this sec-
tion, L’s $60,000 net operating loss allocated 
to the post-change period is offset by its re-
maining $30,000 of post-change modified cap-
ital gain net income, reducing its post- 
change net operating loss to $30,000. 

(v) From its 1994 taxable year, L will carry 
over $30,000 of capital loss and $300,000 of net 
operating loss to its 1996 taxable year. From 
its 1995 taxable year, L will carry over $70,000 
of net operating loss ($40,000 pre-change 
+$30,000 post-change) to its 1996 taxable year. 
The $40,000 pre-change portion of that carry-
over is subject to the section 382 limitation. 

(g) Definitions and nomenclature. The 
terms and nomenclature used in this 
section and not otherwise defined here-
in have the same meanings as in sec-
tions 382 and 383 and the regulations 
thereunder. For purposes of this sec-
tion: 

(1) Change year. A loss corporation’s 
taxable year that includes the change 
date is its change year. 

(2) Pre-change period. The pre-change 
period is the portion of the change year 
ending on the close of the change date. 

(3) Post-change period. The post-change 
period is the portion of the change year 
beginning with the day after the 
change date. 

(4) Modified capital gain net income. A 
loss corporation’s modified capital gain 
net income is the excess of the gains 
from sales or exchanges of capital as-
sets over the losses from such sales or 
exchanges for the change year, deter-
mined by excluding any short-term 
capital losses under section 1212. 

(h) Effective date. This section applies 
to ownership changes occurring on or 
after June 22, 1994. 

[T.D. 8546, 59 FR 32080, June 22, 1994, as 
amended by T.D. 9264, 71 FR 30607, May 30, 
2006; T.D. 9329, 72 FR 32808, June 14, 2007] 

§ 1.382–7 Built-in gains and losses. [Re-
served] 

§ 1.382–7T Built-in gains and losses 
(temporary). 

(a) Treatment of prepaid income. For 
purposes of section 382(h), prepaid in-
come is not recognized built-in gain. 
The term prepaid income means any 
amount received prior to the change 
date that is attributable to perform-
ance occurring on or after the change 
date. Examples to which this para-
graph (a) will apply include, but are 

not limited to, income received prior 
to the change date that is deferred 
under section 455, § 1.451–5, or Rev. 
Proc. 2004–34 (2004–1 CB 991) (or any suc-
cessor revenue procedure) (see 
§ 601.601(d)(2) of this chapter). 

(b) Effective/applicability date. (1) This 
section applies to loss corporations 
that have undergone an ownership 
change on or after June 14, 2007. 

(2) The applicability of this section 
expires on June 14, 2010. 

[T.D. 9330, 72 FR 32794, June 14, 2007; 72 FR 
41890, Aug. 1, 2007] 

§ 1.382–8 Controlled groups. 
(a) Introduction. This section provides 

rules to adjust the value of a loss cor-
poration that is a member of a con-
trolled group of corporations on a 
change date so that the same value is 
not included more than once in com-
puting the limitations under section 
382 for the loss corporations that are 
members of the controlled group. In 
general, the adjustment is made under 
paragraph (c) of this section by reduc-
ing the value of the loss corporation by 
the value of the stock of each compo-
nent member of the controlled group 
that the loss corporation owns imme-
diately after the ownership change. 
The loss corporation’s value may, how-
ever, be increased under paragraph (c) 
of this section by any amount of value 
that the other member elects to re-
store to the loss corporation. 

(b)(1) Controlled group loss and con-
trolled group with respect to a controlled 
group loss—(1) In general. A controlled 
group loss is a pre-change loss (or a net 
unrealized built-in loss) of a loss cor-
poration that is attributable to a tax-
able year of the corporation with re-
spect to which the corporation is a 
component member of a controlled 
group (as defined by paragraphs (e)(2) 
and (3) of this section). The controlled 
group with respect to each controlled 
group loss is composed of the loss cor-
poration and each other corporation 
that is a component member of a con-
trolled group that includes the loss 
corporation both— 

(1)(i) With respect to the taxable year 
to which the controlled group loss is 
attributable; and 

(1)(ii) On the date the loss corpora-
tion has an ownership change. 
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(2) Presumption regarding net unreal-
ized built-in loss. For purposes of deter-
mining whether a net unrealized built- 
in loss of a loss corporation is attrib-
utable to a taxable year (the deter-
mination year) with respect to which 
the corporation is a component mem-
ber of a controlled group, the built-in 
loss in a prior change date asset is 
deemed to be attributable to a period 
ending before the determination year. 
A prior change date asset is any asset 
held by the loss corporation at all 
times during the period beginning on 
the change date of its most recent own-
ership change after 1986 (the first 
change date), and ending on the first 
day of the determination year. The 
built-in loss in a prior change date 
asset is the amount by which the ad-
justed basis of the asset on the first 
change date exceeds the fair market 
value of the asset on that date. The 
principles of this paragraph (b)(2) also 
apply to items described in section 
382(h)(6)(B). 

(c) Computation of value. For purposes 
of computing the limitation under sec-
tion 382 with respect to each controlled 
group loss, the value of the stock of 
each component member of the con-
trolled group with respect to that loss 
is determined immediately before the 
ownership change, and is adjusted by 
applying the following rules: 

(1) Reduction in value. The value of 
the stock of each component member 
is reduced by the value (immediately 
before the ownership change and with-
out regard to any restoration of value 
or other adjustment under this section) 
of the stock of any other component 
member directly owned by the compo-
nent member immediately after the 
ownership change. 

(2) Restoration of value. After the 
value of the stock of each component 
member is reduced pursuant to para-
graph (c)(1) of this section, the value of 
the stock of each component member 
is increased by the amount of value, if 
any, restored to the component mem-
ber by another component member (the 
electing member) pursuant to this 
paragraph (c)(2). The electing member 
may elect (or may be deemed to elect 
under paragraph (h)(2)(i) of this section 
in the case of a foreign component 
member) to restore value to another 

component member in an amount that 
does not exceed the lesser of— 

(i) The sum of— 
(A) The value, determined imme-

diately before the ownership change, of 
the electing member’s stock (after ad-
justment under paragraph (c)(1) of this 
section and before any restoration of 
value under this paragraph (c)(2)); plus 

(B) Any amount of value restored to 
the electing member by another com-
ponent member under this paragraph 
(c)(2); or 

(ii) The value, determined imme-
diately before any ownership change, of 
the electing member’s stock (without 
regard to any adjustment under this 
section) that is directly owned by the 
other component member immediately 
after the ownership change. 

(3) Reduction in value by the amount 
restored. The value of the stock of the 
electing member is reduced by any 
amount of value that the electing 
member elects to restore under para-
graph (c)(2) of this section to another 
component member. 

(4) Appropriate adjustments. Appro-
priate additional adjustments con-
sistent with paragraphs (c)(1), (2), and 
(3) of this section must be made to pre-
vent any duplication of value. Thus, for 
example, adjustments must be made to 
reflect— 

(i) Any indirect ownership interest in 
another component member; 

(ii) Any cross ownership of stock by 
component members of the controlled 
group with respect to the controlled 
group loss; and 

(iii) Any value used to determine a 
limitation under section 382 with re-
spect to controlled group losses from 
the same period. 

(5) Certain reductions in the value of 
members of a controlled group. A loss 
corporation that has an ownership 
change is required to make adjust-
ments consistent with this paragraph 
(c) with respect to its stock if the 
stock of another corporation in which 
it had a direct or indirect ownership in-
terest was disposed of before the own-
ership change, and; 

(i) Both corporations were compo-
nent members of a controlled group— 

(A) With respect to a taxable year to 
which a controlled group loss of the 
loss corporation is attributable; and 
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(B) At any time during the 2 year pe-
riod before the ownership change; and 

(ii) Both corporations are component 
members of a controlled group at any 
time during the 2 year period following 
the ownership change. 

(d) No double reduction. To the extent 
consistent with the purposes of this 
section, section 382 and this section 
shall not be applied to duplicate a re-
duction in the value of a loss corpora-
tion. Thus, for example, if the value of 
a loss corporation is reduced under sec-
tion 382(l)(1) to reflect a capital con-
tribution of stock of a component 
member, it is not again reduced by 
such amount under paragraph (c)(1) of 
this section. If this paragraph (d) ap-
plies to prevent a reduction in value 
from being duplicated, the application 
of the other rules of this section, such 
as those relating to the restoration of 
value, is correspondingly limited in a 
manner consistent with the principles 
of this section. 

(e) Definitions and nomenclature—(1) 
Definitions in section 382 and the regula-
tions thereunder. Except as otherwise 
provided, the definitions and nomen-
clature contained in section 382 and the 
regulations thereunder apply to this 
section. 

(2) Controlled group. Controlled group 
has the same meaning as in section 
1563(a), determined by substituting ‘‘50 
percent’’ for ‘‘80 percent’’ each place 
that it appears, and without regard to 
section 1563(a)(4). 

(3) Component member. Component 
member has the same meaning as in 
section 1563(b), determined by sub-
stituting ‘‘December 31 (or the change 
date, if earlier)’’ for ‘‘December 31’’ 
each place it appears, and without re-
gard to section 1563 (b)(2), (b)(3)(C), and 
(b)(4). 

(4) Foreign component member—(i) In 
general. Except as provided in para-
graph (e)(4)(ii) of this section, foreign 
component member means a compo-
nent member that is a foreign corpora-
tion. 

(ii) Exception. A foreign component 
member shall not include a foreign cor-
poration that has items treated as con-
nected with the conduct of a trade or 
business in the United States that it 
takes into account in determining its 
value pursuant to section 382(e)(3). 

(5) Predecessor and successor corpora-
tion. As the context may require, a ref-
erence to a corporation, or component 
member includes a reference to a pred-
ecessor or successor corporation. 

(f) Coordination between consolidated 
groups and controlled groups. Some or 
all of the component members of a con-
trolled group may also be members of a 
consolidated group, and a controlled 
group loss may be subject to a consoli-
dated section 382 limitation or sub-
group section 382 limitation deter-
mined under § 1.1502–93. Except as oth-
erwise provided in this paragraph (f) 
and §§ 1.1502–91 through 1.1502–99, 
§ 1.1502–93 applies instead of this sec-
tion when both sections, by their 
terms, are otherwise applicable. This 
section is applicable and may require 
an adjustment to value if a member of 
a consolidated group, a loss group, or 
loss subgroup (as those terms are de-
fined in §§ 1.1502–1(h) and 1.1502–91) is 
also a component member of a con-
trolled group with respect to a con-
trolled group loss. Solely for purposes 
of applying this section, a consolidated 
group, loss group, or loss subgroup is 
treated as a single corporation. Thus to 
determine the limitation with respect 
to any portion of the pre-change con-
solidated attributes or pre-change sub-
group attributes of the loss group or 
loss subgroup that is a controlled 
group loss, the consolidated section 382 
limitation or subgroup section 382 limi-
tation is computed by treating the loss 
group or the loss subgroup as a single 
corporation, and adjusting value in ac-
cordance with paragraph (c) of this sec-
tion. See paragraph (g) Example 4 of 
this section. 

(g) Examples. For purposes of the ex-
amples in this section, unless other-
wise stated, the nomenclature and as-
sumptions of the examples in § 1.382– 
2T(b) apply, all corporations file sepa-
rate income tax returns on a calendar 
year basis, the only 5-percent share-
holder of a corporation is a public 
group, and the facts set forth the only 
owner shifts with respect to the cor-
porations during the testing period. 

Example 1. Controlled group with respect to a 
controlled group loss. (a) Public L owns all of 
the L stock, L and Public L1 own 30 percent 
and 70 percent, respectively, of the L1 stock, 
and L1 owns all of the corporation T stock. 
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L1 has a net operating loss arising in Year 1 
that is carried over to Year 4. L has a net op-
erating loss arising in Year 2 that is carried 
over to Year 4. On August 1, Year 3, L ac-
quires 30 percent of the stock of L1, thereby 
increasing its percentage ownership interest 
in L1 to 60 percent. On December 1, Year 3, 
L1 purchases all of the stock of corporation 

S from Public S. On November 1, Year 4, P 
acquires all of the L stock. The acquisition 
by P of all of the L stock on November 1, 
Year 4, causes ownership changes of both L 
and L1 under the rules of § 1.382–2T. The fol-
lowing is a graphic illustration of these 
facts. 
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(b)(1) Under paragraph (b) of this section, 
the Year 1 net operating loss carryover of L1 
is a controlled group loss because L1 is a 
component member of a controlled group 

with respect to Year 1, the year to which the 
loss is attributable. L1 and T compose a con-
trolled group with respect to the net oper-
ating loss carryover because L1 and T are 
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component members of a controlled group 
both— 

(A) With respect to the taxable year to 
which L1’s net operating loss carryover is at-
tributable (i.e., Year 1); and 

(B) On November 1, Year 4, L1’s change 
date. Although L and S are component mem-
bers of L1’s controlled group on L1’s change 
date, they are not component members of 
the controlled group with respect to the 
Year 1 net operating loss carryover because 
they were not component members with re-
spect to the year to which the net operating 
loss carryover is attributable. 

(2) The value of L1’s stock must therefore 
be adjusted in accordance with paragraph (c) 
of this section to take into account an ad-
justment with respect to the T stock (but 
not the S stock) in computing L1’s limita-
tion under section 382 with respect to its net 
operating loss carryover. 

(c) Although L is a member of a controlled 
group composed of L, L1, S, and T on Novem-
ber 1, Year 4, L’s change date, it is not a 
component member of a controlled group 
with respect to Year 2, the taxable year to 
which its net operating loss carryover is at-

tributable. Therefore, L’s Year 2 net oper-
ating loss carryover is not a controlled group 
loss under paragraph (b) of this section and 
the value of L’s stock is not adjusted in ac-
cordance with paragraph (c) of this section 
to compute L’s limitation under section 382 
with respect to the Year 2 net operating loss 
carryover. 

Example 2. Adjustments to value of the con-
trolled group members. (a) Since Year 1, A has 
owned all of the stock of L, L and B have 
owned 80 percent and 20 percent, respec-
tively, of the stock of corporation P, and P 
and C have owned 75 percent and 25 percent, 
respectively, of the stock of L1. L and L1 
each has a net operating loss for the Year 6 
taxable year that is carried over to its re-
spective Year 7 taxable year. On December 1, 
Year 7, A sells all of the L stock to D. The 
sale results in ownership changes of both L 
and L1. Immediately before the ownership 
changes, the total value of the L1 stock is 
$40, the total value of the P stock (including 
the value of its L1 stock) is $100, and the 
total value of the L stock (including the 
value of the P stock) is $200. The following is 
a graphic illustration of these facts. 
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(b) Under paragraph (b) of this section, the 
Year 6 net operating loss carryovers of each 
of L and L1 are controlled group losses be-
cause each of L and L1 is a component mem-
ber of a controlled group with respect to 
Year 6, the year to which the losses are at-
tributable. L, P, and L1 compose controlled 
groups with respect to both Year 6 net oper-
ating loss carryovers because L, P, and L1 
are component members of a controlled 
group both— 

(1) With respect to the taxable years to 
which the net operating loss carryovers are 
attributable (i.e., Year 6); and 

(2) On December 1, Year 7, the change date. 
(c) The value of the stock of L1 for pur-

poses of determining its limitation under 
section 382 with respect to its net operating 
loss carryover from Year 6 is $40. L1 does not 
elect to restore any value to P paragraph 
(c)(2) of this section. 

(d) The value of the stock of P ($100) is re-
duced under paragraph (c)(1) of this section 
by the value of the stock of L1 that it di-

rectly owns, $30 (75%×$40). Following the ad-
justment, the value of the stock of P is $70. 
P elects to restore this entire $70 of value to 
L. 

(e) The value of the stock of L, $200, is re-
duced under paragraph (c)(1) of this section 
by the value of the stock of P it directly 
owns, i.e., $80 (80%×$100), and increased para-
graph (c)(2) of this section by the amount P 
elects to restore to L, i.e., $70. Thus, the 
value of the L stock for purposes of deter-
mining L’s limitation under section 382 with 
respect to its net operating loss carryover 
from Year 6 is $190 ($200¥$80+$70). 

Example 3. Limitation on restoration of value. 
(a) The facts are the same as in Example 2, 
except that L1 elects to restore $20 to P. For 
purposes of determining L1’s limitation 
under section 382 with respect to the Year 6 
net operating loss carryover, the value of the 
stock of L1 is $20 ($40¥$20) because the value 
of its stock is reduced under paragraph (c)(3) 
of this section by the $20 of value it elects to 
restore to P. 
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(b) The value of the stock of P ($100) is re-
duced under paragraph (c)(1) of this section 
by the value of the L1 stock it directly owns 
($30), and is increased paragraph (c)(2) of this 
section by the value that L1 elects to restore 
to P ($20). Thus, the value of the P stock is 
$90 ($100¥$30+$20). 

(c)(1) P elects to restore to L the maximum 
value permitted under this section. The 
value of the stock of L, $200, is reduced under 
paragraph (c)(1) of this section by the value 
of the P stock it directly owns ($80), and is 
increased by the value that P elects to re-
store to L. P may elect to restore to L the 
lesser of— 

(A) The sum of the value of its stock im-
mediately after adjustment under paragraph 
(c)(1) of this section (i.e., $70) plus the value 
restored to it by L1 (i.e., $20) (a total of $90); 
or 

(B) The value of the P stock (without re-
gard to the adjustment required by para-
graph (c)(1) and (2) of this section) that is di-
rectly owned by L immediately before the 
ownership change (i.e., $80). 

(2) Thus, $80 is the maximum amount that 
P may elect to restore to L. Following the 
restoration of value by P, the value of the L 
stock for purposes of determining L’s limita-
tion under section 382 is $200 ($200 ¥$80 + 
$80). 

Example 4. Coordination with consolidated re-
turn regulations. (a) P and its wholly owned 
subsidiary L file a consolidated return. L 
owns 79 percent of the outstanding stock of 
L1. P acquired the stock of L in Year 1 and 
L acquired the stock of L1 in Year 2. The P 
consolidated group has a consolidated net 
operating loss arising in the Year 6 consoli-
dated return year that is carried over to 
Year 8. L1 has a net operating loss arising in 
its Year 6 taxable year that is also carried 
over to Year 8. On January 1, Year 8, the P 
consolidated group has an ownership change 
under § 1.1502–92(b)(1)(i) and L1 has an owner-
ship change under § 1.382–2T. 

(b)(1) Under paragraph (b) of this section, 
the Year 6 net operating loss carryover of 
the P group is a controlled group loss be-
cause P, L, and L1 are component members 
of a controlled group with respect to Year 6, 
the year to which the loss is attributable. P, 
L, and L1 compose a controlled group with 
respect to the Year 6 net operating loss car-
ryover of the P loss group because they are 
component members of a controlled group 
both— 

(A) With respect to the taxable years to 
which the net operating loss carryover is at-
tributable (i.e., Year 6); and – 

(B) On January 1, Year 8, the P group’s 
change date. 

(2) Because P and L compose a loss group 
(within the meaning of § 1.1502–91(c)) with re-
spect to its Year 6 net operating loss carry-
over, the P loss group must compute a con-
solidated section 382 limitation with respect 

to its Year 6 net operating loss carryover as 
a result of the ownership change. 

(c) In computing the consolidated section 
382 limitation under § 1.1502–93 with respect 
to the Year 6 net operating loss carryover, 
the value of the P stock immediately before 
the ownership change is reduced under para-
graphs (c)(1) and (f) of this section by the 
value immediately before the ownership 
change of the L1 stock directly owned by L 
immediately after the ownership change. L1 
may, however, elect to restore such value to 
the P consolidated group to the extent per-
mitted under paragraph (c)(2) of this sec-
tion§ 1.382–8T. 

Example 5. Appropriate adjustments for indi-
rect ownership interest. (a) Individual A owns 
all of the stock of L, L owns an 80 percent in-
terest in the capital and profits of partner-
ship PS, and PS owns 75 percent of the stock 
of L1. Both L and L1 have net operating 
losses for the Year 1 taxable year that are 
carried over to their respective Year 2 tax-
able years. On December 19, Year 2, A sells 
all of the L stock to an unrelated individual. 
The sale results in an ownership change of L 
and L1. 

(b) Under paragraph (b) of this section, the 
Year 1 net operating loss carryovers of each 
of L and L1 are controlled group losses be-
cause each of L and L1 is a component mem-
ber of a controlled group with respect to 
Year 1, the year to which the losses are at-
tributable. L and L1 compose controlled 
groups with respect to each corporation’s net 
operating loss carryovers because L and L1 
are component members of a controlled 
group both— 

(1) With respect to the taxable years to 
which the net operating loss carryovers are 
attributable (i.e., Year 1); and 

(2) On December 19, Year 2, the change 
date. 

(c) L has an indirect ownership interest in 
L1 which, under paragraph (c)(4) of this sec-
tion, must be taken into account in applying 
this section. As a result, the value of the L 
stock for purposes of determining its limita-
tion under section 382 with respect to the 
Year 1 net operating loss carryover must be 
reduced by the value of L’s indirect owner-
ship interest in the L1 stock (60 percent) 
that it owns through PS immediately before 
the ownership change, and is increased by 
the amount (if any) that L1 elects to restore 
to L under paragraph (c)(2) of this section. 
The value of L1 is reduced under paragraph 
(c)(3) of this section to the extent that L1 
elects to restore value to L. 

(h) Time and manner of filing election 
to restore—(1) Statements required—(i) 
Filing by loss corporation. The election 
to restore value described in paragraph 
(c)(2) of this section must be in the 
form set forth in this paragraph 
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(h)(1)(i). It must be filed by the loss 
corporation by including a statement 
on or with its income tax return for 
the taxable year in which the owner-
ship change occurs (or with an amend-
ed return for that year filed on or be-
fore the due date (including extensions) 
of the income tax return of any compo-
nent member with respect to the tax-
able year in which the ownership 
change occurs). The common parent of 
a consolidated group must make the 
election on behalf of the group. The 
election is made in the form of a state-
ment entitled, ‘‘STATEMENT PURSU-
ANT TO § 1.382–8(h)(1) TO ELECT TO 
RESTORE ALL OR PART OF THE 
VALUE OF [INSERT NAME AND EM-
PLOYER IDENTIFICATION NUMBER 
(IF ANY) OF THE ELECTING MEM-
BER] TO [INSERT NAME AND EM-
PLOYER IDENTIFICATION NUMBER 
(IF ANY) OF THE CORPORATION TO 
WHICH VALUE IS RESTORED].’’ The 
statement must include the amount of 
the value being restored and must also 
indicate that an agreement signed and 
dated by both parties, as described in 
paragraph (h)(1)(iii) of this section, has 
been entered into. Each such party 
must retain either the original or a 
copy of this agreement as part of its 
records. See § 1.6001–1(e). 

(ii) Filing by electing member. An elect-
ing member must include a statement 
identical to the one described in para-
graph (h)(1)(i) of this section on or with 
its income tax return (or with an 
amended return for that year filed on 
or before the due date (including exten-
sions) of the income tax return of any 
component member with respect to the 
taxable year in which the ownership 
change occurs) (if any) for the taxable 
year which includes the change date in 
connection with which the election de-
scribed in paragraph (c)(2) of this sec-
tion is made. If the electing member is 
a controlled foreign corporation (with-
in the meaning of section 957), each 
United States shareholder (within the 
meaning of section 951(b)) with respect 
thereto must include this statement on 
or with its return. It is not necessary 
for the electing member (or the United 
States shareholder, as the case may be) 
to include this statement on or with its 
return if the loss corporation includes 

an identical statement on or with the 
same return for the same election. 

(iii) Agreement. Both the electing 
member and the corporation to which 
value is restored must sign and date an 
agreement. The agreement must— 

(A) Identify the change date for the 
loss corporation in connection with 
which the election is made; 

(B) State the value of the electing 
member’s stock (without regard to any 
adjustment under paragraph (c) of this 
section) immediately before the owner-
ship change; 

(C) State the amount of any reduc-
tion required under paragraph (c)(1) of 
this section with respect to stock of 
the electing member that is owned di-
rectly or indirectly by the corporation 
to which value is restored; 

(D) State the amount of value that 
the electing member elects to restore 
to the corporation; and 

(E) State whether the value of either 
component member’s stock was ad-
justed pursuant to paragraph (c)(4) of 
this section. 

(2) Special rule for foreign component 
members—(i) Deemed election to restore 
full value. Unless the election described 
in paragraph (h)(2)(ii) of this section is 
made for a foreign component member, 
each foreign component member of the 
controlled group is deemed to have 
elected to restore to each other compo-
nent member the maximum value al-
lowable under paragraph (c)(2) of this 
section, taking into account the limi-
tations of this section. 

(ii) Election not to restore full value. 
(A) A loss corporation may elect to re-
duce the amount of value restored from 
a foreign component member (the 
electing foreign component member) to 
another component member under 
paragraph (h)(2)(i) of this section in the 
form set forth in this paragraph 
(h)(2)(ii). It must be filed by the loss 
corporation by including a statement 
on or with its income tax return for 
the taxable year in which the owner-
ship change occurs (or with an amend-
ed return for that year filed on or be-
fore the due date (including extensions) 
of the income tax return of any compo-
nent member with respect to the tax-
able year in which the ownership 
change occurs). The common parent of 
a consolidated group must make the 
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election on behalf of the group. The 
election is made in the form of a state-
ment entitled, ‘‘STATEMENT PURSU-
ANT TO § 1.382–8(h)(2)(ii) TO ELECT 
NOT TO RESTORE FULL VALUE OF 
[INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF ELECTING FOREIGN COMPO-
NENT MEMBER] TO [INSERT NAME 
AND EMPLOYER IDENTIFICATION 
NUMBER (IF ANY) OF THE COR-
PORATION TO WHICH SUCH VALUE 
IS NOT TO BE RESTORED].’’ The 
statement must include the amount of 
the value not being restored and must 
also indicate that an agreement signed 
and dated by both parties, as described 
in paragraph (h)(2)(iii) of this section, 
has been entered into. Each such party 
must retain either the original or a 
copy of the agreement as part of its 
records. See § 1.6001–1(e). 

(B) An electing foreign component 
member must include a statement 
identical to the one described in para-
graph (h)(2)(ii)(A) of this section on or 
with its income tax return (or with an 
amended return for that year filed on 
or before the due date (including exten-
sions) of the income tax return of any 
component member with respect to the 
taxable year in which the ownership 
change occurs) (if any) for the taxable 
year which includes the change date in 
connection with which the election de-
scribed in paragraph (h)(2)(ii)(A) of this 
section is made. If the electing foreign 
component member is a controlled for-
eign corporation (within the meaning 
of section 957), each United States 
shareholder (within the meaning of sec-
tion 951(b)) with respect thereto must 
include this statement on or with its 
return. It is not necessary for the 
electing foreign component member (or 
United States shareholder, as the case 
may be) to include this statement on 
or with its return if the loss corpora-
tion includes an identical statement on 
or with the same return for the same 
election. 

(iii) Agreement. Both the electing for-
eign component member and the cor-
poration to which full value is not re-
stored must sign and date an agree-
ment. The agreement must— 

(A) Identify the change date for the 
loss corporation in connection with 
which the election is made; 

(B) State the value of the electing 
foreign component member’s stock 
(without regard to any adjustment 
under paragraph (c) of this section) im-
mediately before the ownership 
change; 

(C) State the amount of any reduc-
tion required under paragraph (c)(1) of 
this section with respect to stock of 
the electing foreign component mem-
ber that is owned directly or indirectly 
by the corporation to which value is 
not restored; 

(D) State the amount of value that 
the electing foreign component mem-
ber elects not to restore to the corpora-
tion; and 

(E) State whether the value of either 
component member’s stock was ad-
justed pursuant to paragraph (c)(4) of 
this section. 

(3) Revocation of election. An election 
(other than the deemed election de-
scribed in paragraph (h)(2)(i) of this 
section) made under this section is rev-
ocable only with the consent of the 
Commissioner. 

(i) References to former temporary regu-
lations. As the context requires, a ref-
erence in this section to § 1.382–8 in-
cludes a reference to § 1.382–8T in effect 
prior to June 25, 1999, as contained in 26 
CFR part 1 revised as of April 1, 1999, a 
reference to §§ 1.1502–91, 1.1502–92, 
1.1502–93, and §§ 1.1502–91 through 1.1502– 
99 includes a reference to §§ 1.1502–91A, 
1.1502–92A, 1.1502–93A and §§ 1.1502–91A 
through 1.1502–99A. 

(j) Effective date—(1) In general. This 
section applies to a loss corporation 
that has an ownership change with re-
spect to a controlled group loss on or 
after January 1, 1997. 

(2) Transition rule—(i) In general. The 
members of a controlled group on Jan-
uary 1, 1997, that have had an owner-
ship change with respect to a con-
trolled group loss before January 1, 
1997, must determine the limitations 
under section 382 for any post-change 
year with respect to controlled group 
losses by using a reasonable method to 
preclude the value of stock of a compo-
nent member that was owned directly 
or indirectly by another member im-
mediately after an ownership change 
from being taken into account more 
than once in determining the limita-
tions under section 382 with respect to 
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controlled group losses. If such a rea-
sonable method was not used for a 
post-change year, subject to the excep-
tion in paragraph (j)(3) of this section, 
the members of the controlled group 
described in the preceding sentence 
must reduce their limitations under 
section 382 for post-change years for 
which the income tax return is filed 
after January 1, 1997, to recapture, as 
quickly as possible, any limitation 
that members took into account in ex-
cess of the amount that would be al-
lowable under this section. 

(ii) Special transition rule for controlled 
groups that had ownership changes before 
January 29, 1991. For purposes of this 
section, in the case of an ownership 
change occurring before January 29, 
1991, the controlled group with respect 
to a controlled group loss does not in-
clude a corporation that is not a com-
ponent member of the controlled group 
on January 29, 1991. Thus, in the case of 
an ownership change occurring before 
January 29, 1991, paragraph (c) of this 
section does not require that a loss cor-
poration that is a component member 
of a controlled group to disregard the 
value of stock of another corporation 
directly owned immediately after the 
ownership change in determining the 
value of its own stock unless the other 
corporation is a component member of 
the controlled group on January 29, 
1991. 

(3) Amended returns. A taxpayer that 
has had an ownership change before 
January 1, 1997, may file an amended 
return for any taxable year to modify 
the amount of a limitation under sec-
tion 382 with respect to a controlled 
group loss only if— 

(i) The modification complies with 
the rules contained in this section for 
computing a limitation under section 
382; 

(ii) Any other component member of 
the controlled group with respect to 
the controlled group loss who elects to 
restore value and whose taxable in-
come is affected by the election to re-
store value also files amended returns 
that comply with such rules; and 

(iii) Corresponding adjustments are 
made in amended returns for all tax-
able years ending after December 31, 
1986. 

(4) Effective/applicability date. Para-
graphs (c)(2), (e)(4) and (h) of this sec-
tion apply to any taxable year begin-
ning on or after May 30, 2006. However, 
taxpayers may apply paragraphs (c)(2), 
(e)(4) and (h) of this section to any 
original Federal income tax return (in-
cluding any amended return filed on or 
before the due date (including exten-
sions) of such original return) timely 
filed on or after May 30, 2006. For tax-
able years beginning before May 30, 
2006, see § 1.382–8 as contained in 26 CFR 
part 1 in effect on April 1, 2006. 

[T.D. 8679, 61 FR 33316, June 27, 1996, as 
amended by T.D. 8825, 64 FR 36178, July 2, 
1999; T.D. 9264, 71 FR 30599, 30607, May 30, 
2006; T.D. 9329, 72 FR 32801, June 14, 2007] 

§ 1.382–9 Special rules under section 
382 for corporations under the ju-
risdiction of a court in a title 11 or 
similar case. 

(a) Introduction. Either section 
382(l)(5) or section 382(l)(6) may apply 
to an ownership change which occurs 
in a title 11 or similar case (as defined 
in section 368(a)(3)(A)) if the trans-
action resulting in the ownership 
change is ordered by the court or is 
pursuant to a plan approved by the 
court. Terms and nomenclature used in 
this section, and not otherwise defined 
herein (including the nomenclature 
and assumptions in § 1.382–2T(b) relat-
ing to the examples) have the same re-
spective meanings as in section 382 and 
the regulations thereunder. 

(b) Application of section 382(l)(5). sec-
tion 382(a) does not apply to any own-
ership change if— 

(1) The old loss corporation is (imme-
diately before the ownership change) 
under the jurisdiction of the court in a 
title 11 or similar case; and 

(2) The pre-change shareholders and 
qualified creditors of the old loss cor-
poration (determined immediately be-
fore the ownership change) own (after 
the ownership change and as a result of 
being pre-change shareholders or quali-
fied creditors immediately before the 
ownership change) stock of the new 
loss corporation (or stock of a control-
ling corporation if also in bankruptcy) 
that meets the requirements of section 
1504(a)(2) (determined by substituting 
‘‘50 percent’’ for ‘‘80 percent’’ each 
place it appears). 
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(c) [Reserved] 
(d) Rules for determining whether stock 

of the loss corporation is owned as a re-
sult of being a qualified creditor—(1) 
Qualified creditor. A qualified creditor 
is the beneficial owner, immediately 
before the ownership change, of quali-
fied indebtedness of the loss corpora-
tion. A qualified creditor owns stock of 
the new loss corporation (or a control-
ling corporation) as a result of being a 
qualified creditor only to the extent 
that the qualified creditor receives 
stock in full or partial satisfaction of 
qualified indebtedness (including inter-
est accrued on such indebtedness) in a 
transaction that is ordered by the 
court or is pursuant to a plan approved 
by the court in a title 11 or similar 
case. For purposes of this paragraph 
(d)(1), ownership of stock after the 
ownership change is determined with-
out applying the attribution rules gen-
erally applicable under section 
382(l)(3)(A) or § 1.382–2T(h). 

(2) General rules for determining wheth-
er indebtedness is qualified indebtedness— 
(i) Definition. Indebtedness of the loss 
corporation is qualified indebtedness if 
it— 

(A) Has been owned by the same ben-
eficial owner since the date that is 18 
months before the date of the filing of 
the title 11 or similar case; or 

(B) Arose in the ordinary course of 
the trade or business of the loss cor-
poration and has been owned at all 
times by the same beneficial owner. 

(ii) Determination of beneficial owner-
ship. For purposes of paragraph (d)(2)(i) 
of this section, beneficial ownership of 
indebtedness is determined without ap-
plying attribution rules. 

(iii) Duty of inquiry. The loss corpora-
tion must determine that indebtedness 
that the loss corporation treats as 
qualified indebtedness, other than in-
debtedness to which paragraph (d)(3)(i) 
of this section applies, has been owned 
for the requisite period by the bene-
ficial owner who owns the indebtedness 
immediately before the ownership 
change. The loss corporation may rely 
on a statement, signed under penalties 
of perjury, by a beneficial owner re-
garding the amount of indebtedness the 
beneficial owner owns and the length of 
time that the beneficial owner has 
owned the indebtedness. 

(iv) Ordinary course indebtedness. For 
purposes of this paragraph (d)(2), in-
debtedness arises in the ordinary 
course of the loss corporation’s trade 
or business only if the indebtedness is 
incurred by the loss corporation in con-
nection with the normal, usual, or cus-
tomary conduct of business, deter-
mined without regard to whether the 
indebtedness funds ordinary or capital 
expenditures of the loss corporation. 
For example, indebtedness (other than 
indebtedness acquired for a principal 
purpose of being exchanged for stock) 
arises in the ordinary course of the loss 
corporation’s trade or business if it is 
trade debt; a tax liability; a liability 
arising from a past or present employ-
ment relationship, a past or present 
business relationship with a supplier, 
customer, or competitor of the loss 
corporation, a tort, a breach of war-
ranty, or a breach of statutory duty; or 
indebtedness incurred to pay an ex-
pense deductible under section 162 or 
included in the cost of goods sold. A 
claim that arises upon the rejection of 
a burdensome contract or lease pursu-
ant to the title 11 or similar case is 
treated as arising in the ordinary 
course of the loss corporation’s trade 
or business if the contract or lease so 
arose. 

(3) Treatment of certain indebtedness as 
continuously owned by the same owner— 
(i) In general. For purposes of para-
graph (d)(2) of this section, a loss cor-
poration may treat indebtedness as al-
ways having been owned by the bene-
ficial owner of the indebtedness imme-
diately before the ownership change if 
the beneficial owner is not, imme-
diately after the ownership change, ei-
ther a 5-percent shareholder or an enti-
ty through which a 5-percent share-
holder owns an indirect ownership in-
terest in the loss corporation (a 5-per-
cent entity). This paragraph (d)(3)(i) 
does not apply to indebtedness bene-
ficially owned by a person whose par-
ticipation in formulating a plan of re-
organization makes evident to the loss 
corporation (whether or not the loss 
corporation had previous knowledge) 
that the person has not owned the in-
debtedness for the requisite period. 

(ii) Operating rules. For purposes of 
paragraph (d)(3)(i) of this section: (A) If 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00625 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



616 

26 CFR Ch. I (4–1–09 Edition) § 1.382–9 

a loss corporation has actual knowl-
edge of a coordinated acquisition of its 
indebtedness by a group of persons, 
through a formal or informal under-
standing among themselves, for a prin-
cipal purpose of exchanging the indebt-
edness for stock, the indebtedness (and 
any stock received in exchange there-
for) is treated as owned by an entity. A 
principal element in determining if an 
understanding exists among members 
of a group is whether the investment 
decision of each member is based upon 
the investment decision of one or more 
other members. 

(B) If the loss corporation has actual 
knowledge regarding stock ownership 
described in § 1.382–2T(k)(2), the loss 
corporation must take that ownership 
into account in determining which ben-
eficial owners of indebtedness are, im-
mediately after the ownership change, 
5-percent shareholders or 5-percent en-
tities. The loss corporation is not re-
quired to take into account an owner-
ship interest described in § 1.382– 
2T(k)(4) unless the loss corporation has 
actual knowledge of the ownership in-
terest. 

(C) The term 5-percent shareholder in-
cludes any person who is a 5-percent 
shareholder of the loss corporation 
within the meaning of § 1.382–2T(g), 
without regard to the option attribu-
tion rules of section 382(l)(3)(A) or 
§ 1.382–4(d) (or, if applicable, § 1.382– 
2T(h)(4)). 

(D) Paragraph (d)(3)(i) of this section 
does not apply to indebtedness if the 
loss corporation has actual knowledge 
immediately after the ownership 
change that the exercise of an option 
to acquire or dispose of stock of the 
loss corporation would cause the bene-
ficial owner of the indebtedness imme-
diately before the ownership change to 
be, after the ownership change, either a 
5-percent shareholder or a 5-percent en-
tity. An interest that is treated as an 
option under § 1.382–4(d)(9) (or § 1.382– 
2T(h)(4)(v) if applicable) is treated as 
an option for purposes of this para-
graph (d)(3)(ii)(D). 

(iii) Indebtedness owned by beneficial 
owner who becomes a 5-percent share-
holder or 5-percent entity. If the bene-
ficial owner of indebtedness imme-
diately before the ownership change is 
a 5-percent shareholder or 5-percent en-

tity immediately after the ownership 
change, the general rules of paragraph 
(d)(2) of this section apply to determine 
whether the indebtedness has been 
owned for the requisite period by the 
beneficial owner. 

(iv) Example. The following example 
illustrates paragraph (d)(3) of this sec-
tion. 

Example. (A)(1) L is a loss corporation in a 
title 11 case. The plan of reorganization of L 
approved by the bankruptcy court provides 
for the satisfaction of claims by the issuance 
of new L common stock to its creditors as 
follows: 
A—2 percent 
B—7.5 percent 
C—2.5 percent 
P1—3 percent 
P2—10 percent 
P3—4.9 percent 
P4—4.9 percent 
P5—4.9 percent 

(2) P2 is owned by Public P2. B owns 10 per-
cent of the stock of P1 and L has no actual 
knowledge of this ownership. L has actual 
knowledge that D owns P3, P4 and P5. In ad-
dition, L has actual knowledge, immediately 
after the ownership change, that C owns an 
option to acquire newly-issued stock of L 
that, if exercised, would increase C’s per-
centage ownership of L stock from 2.5 per-
cent to 8 percent. An ownership change of L 
occurs on the date the plan becomes effec-
tive. 

(B) Under paragraph (d)(3)(i) of this sec-
tion, L may treat the indebtedness owned by 
A and P1 immediately before the ownership 
change as always having been owned by A 
and P1. Neither A nor P1 is a 5-percent share-
holder immediately after the ownership 
change. Further, because P1 owns less than 5 
percent of the L stock (and L has no actual 
knowledge of B’s ownership interest in P1), 
P1 is treated as an individual, and the L 
stock owned by P1 is not attributed to any 
other person, including B. See § 1.382– 
2T(h)(2)(iii). Therefore, P1 is not a 5-percent 
entity. 

(C) Paragraph (d)(3)(i) of this section does 
not apply to the indebtedness owned by B, C, 
P2, P3, P4, or P5. B is a 5-percent shareholder 
immediately after the ownership change. L 
has actual knowledge immediately after the 
ownership change that the exercise of C’s op-
tion would cause C to be a 5-percent share-
holder immediately after the ownership 
change. (L does not take into account the ef-
fect of the exercise of the option, however, in 
determining the percentage stock ownership 
of any person other than C because the 
deemed exercise would not cause any other 
person to be a 5-percent shareholder or a 5- 
percent entity after the ownership change.) 
P2 is a 5-percent entity, because Public P2, a 
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5-percent shareholder, owns an indirect own-
ership interest in L through P2. P3, P4, and 
P5 are 5-percent entities because D, a 5-per-
cent shareholder, owns an indirect ownership 
interest in L through P3, P4, and P5. Because 
L has actual knowledge that D would be a 5- 
percent shareholder but for the application 
of § 1.382–2T(h)(2)(iii), that section does not 
apply to P3, P4, or P5. See § 1.382–2T(k)(2). 
Thus, under § 1.382–2T(h)(2)(i), the L stock 
owned by P3, P4, and P5 is attributed to D, 
and D is a 5-percent shareholder. Because 
paragraph (d)(3)(i) of this section does not 
apply to the indebtedness owned by B, C, P2, 
P3, P4, and P5, L may treat as qualified in-
debtedness only indebtedness that it deter-
mines had been owned by such persons for 
the requisite period. See paragraph (d)(2)(iii) 
of this section. 

(4) Special rule if indebtedness is a large 
portion of creditor’s assets—(i) In general. 
Indebtedness is not qualified indebted-
ness if— 

(A) The beneficial owner of the in-
debtedness is a corporation or other en-
tity that had an ownership change on 
any day during the applicable period; 

(B) The indebtedness represents more 
than 25 percent of the fair market 
value of the total gross assets (exclud-
ing cash or cash equivalents) of the 
beneficial owner on its change date; 
and 

(C) The beneficial owner is a 5-per-
cent entity immediately after the own-
ership change of the loss corporation 
(determined by applying the rules of 
paragraph (d)(3) of this section). 

(ii) Applicable period. For purposes of 
paragraph (d)(4)(i) of this section, the 
term applicable period means the period 
beginning on the day 18 months before 
the filing of the title 11 or similar case 
(or the day on which the beneficial 
owner acquired the indebtedness, if 
later) and ending with the change date 
of the loss corporation. 

(iii) Determination of ownership 
change. For purposes of paragraph 
(d)(4)(i) of this section, the determina-
tion whether a beneficial owner of in-
debtedness has an ownership change is 
made under the principles of section 
382 and the regulations thereunder, 
without regard to whether the bene-
ficial owner is a loss corporation and 
by beginning the testing period no ear-
lier than the latest of the day three 
years before the change date, the day 
18 months before the filing of the title 
11 or similar case, or the day on which 

the beneficial owner acquired the in-
debtedness. 

(iv) Reliance on statement. Paragraph 
(d)(4)(i) of this section does not apply 
to indebtedness if the loss corporation 
obtains a statement, signed under pen-
alties of perjury, by the beneficial 
owner of the indebtedness that states 
that paragraph (d)(4)(i) of this section 
does not apply to the indebtedness. 

(5) Tacking of ownership periods—(i) 
Transferee treated as owning indebtedness 
for period owned by transferor. To deter-
mine whether indebtedness transferred 
in a qualified transfer is qualified in-
debtedness, the transferee is treated as 
having owned the indebtedness for the 
period that it was owned by the trans-
feror. 

(ii) Qualified transfer. For purposes of 
paragraph (d)(5)(i) of this section, a 
transfer of indebtedness is a qualified 
transfer if— 

(A) The transfer is between parties 
who bear a relationship to each other 
described in section 267(b) or 707(b) 
(substituting at least 80 percent for 
more than 50 percent each place it ap-
pears in section 267(b) (and section 
267(f)(1)) or 707(b)); 

(B) The transfer is a transfer of a 
loan within 90 days after its origina-
tion, pursuant to a customary syndica-
tion transaction; 

(C) The transfer is a transfer of newly 
incurred indebtedness by an under-
writer that owned the indebtedness for 
a transitory period pursuant to an un-
derwriting; 

(D) The transferee’s basis in the in-
debtedness is determined under section 
1014 or 1015 or with reference to the 
transferor’s basis in the indebtedness; 

(E) The transfer is in satisfaction of 
a right to receive a pecuniary bequest; 

(F) The transfer is pursuant to any 
divorce or separation instrument 
(within the meaning of section 
71(b)(2)); 

(G) The transfer is pursuant to a sub-
rogation in which the transferee ac-
quires a claim against the loss corpora-
tion by reason of a payment to the 
claimant pursuant to an insurance pol-
icy or a guarantee, letter of credit or 
similar security arrangement; or 

(H) The transfer is a transfer of an 
account receivable in a customary 
commercial factoring transaction 
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made within 30 days after the account 
arose to a transferee that regularly en-
gages in such transactions. 

(iii) Exception. A transfer of indebted-
ness is not a qualified transfer for pur-
poses of paragraph (d)(5)(i) of this sec-
tion if the transferee acquired the in-
debtedness for a principal purpose of 
benefiting from the losses of the loss 
corporation by— 

(A) Exchanging the indebtedness for 
stock of the loss corporation pursuant 
to the title 11 or similar case; or 

(B) Selling the indebtedness at a 
profit that reflects the expectation 
that, by reason of section 382(l)(5), sec-
tion 382(a) will not apply to any owner-
ship change resulting from the title 11 
or similar case. 

(iv) Debt-for-debt exchanges. If the loss 
corporation satisfies its indebtedness 
with new indebtedness, either through 
an exchange of new indebtedness for 
old indebtedness or a change in the 
terms of indebtedness that results in 
an exchange under section 1001— 

(A) The owner of the new indebted-
ness is treated as having owned that 
indebtedness for the period that it 
owned the old indebtedness; and 

(B) The new indebtedness is treated 
as having arisen in the ordinary course 
of the trade or business of the loss cor-
poration if the old indebtedness so 
arose. 

(6) Effective date—(i) In general. This 
paragraph (d) applies to ownership 
changes occurring on or after March 17, 
1994. 

(ii) Elections and amended returns—(A) 
Election to apply this paragraph (d) retro-
actively. A loss corporation may elect 
to apply this paragraph (d) to an own-
ership change occurring prior to March 
17, 1994. This election must be made by 
the later of the due date (including any 
extensions of time) of the loss corpora-
tion’s tax return for the taxable year 
which includes the change date or the 
date that the loss corporation files its 
first tax return after May 16, 1994. The 
election is made by attaching the fol-
lowing statement to the return: ‘‘This 
is an Election to Apply § 1.382–9(d) 
Retroactively with Respect to the 
Ownership Change on [Insert Date of 
Ownership Change] That Occurred in 
Connection with the Title 11 or Similar 
Case filed on [Insert Date of Filing].’’ 

This statement must be accompanied 
by the amended returns described in 
paragraph (d)(6)(ii)(C) of this section. 
An election under this paragraph (d)(6) 
is irrevocable. 

(B) Election to revoke section 
382(l)(5)(H) election. A loss corporation 
may elect to revoke a prior election 
made under section 382(l)(5)(H) with re-
spect to an ownership change occurring 
before March 17, 1994 by including the 
following statement with its election 
to apply § 1.382–9(d) retroactively: 
‘‘This is an Election to Revoke a Prior 
Election Made Under Section 
382(l)(5)(H) With Respect to the Owner-
ship Change on [Insert Date of Owner-
ship Change] That Occurred in Connec-
tion With the Title 11 or Similar Case 
Filed on [Insert Date of Filing].’’ 

(C) Amended returns. If the retro-
active application of this paragraph (d) 
affects the amount of taxable income 
or loss for a prior taxable year, then, 
except as precluded by the applicable 
statute of limitations, the loss corpora-
tion (or the common parent of any con-
solidated group of which the loss cor-
poration was a member for the year) 
must file an amended return for the 
year that reflects the effects of the ret-
roactive application of the rules of this 
paragraph (d). If the statute of limita-
tions precludes the filing of an amend-
ed return for one or more such prior 
taxable years, the loss corporation (or 
the common parent) must make appro-
priate adjustments under the principles 
of section 382(l)(2)(A) in subsequent 
taxable years to reflect the difference 
between the losses and credits actually 
used in such prior taxable years and 
the amount that would have been used 
in those years applying the rules of 
this paragraph (d). 

(e) Option attribution for purposes of 
determining stock ownership under sec-
tion 382(l)(5)(A)(ii)—(1) In general. Solely 
for purposes of determining whether 
the stock ownership requirements of 
section 382(l)(5)(A)(ii) are satisfied at 
the time of an ownership change, stock 
of the loss corporation (or of a control-
ling corporation if also in bankruptcy) 
that is subject to an option is treated 
as acquired at that time, pursuant to 
an exercise of the option by its owner, 
if such deemed exercise would cause 
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the pre-change shareholders and quali-
fied creditors of the loss corporation to 
own (after such ownership change and 
as a result of being pre-change share-
holders or qualified creditors imme-
diately before such change) less than 
an amount of such stock sufficient to 
satisfy the ownership requirements of 
section 382(l)(5)(A)(ii). An option that 
is owned as a result of being a pre- 
change shareholder or qualified cred-
itor and that, if exercised, would result 
in the ownership of stock by a pre- 
change shareholder or qualified cred-
itor is not treated as exercised under 
this paragraph (e). For purposes of this 
paragraph (e)(1), rules similar to those 
option attribution rules under § 1.382– 
2T(h)(4)(iii), (iv), (v), (vii), and (x)(A), 
(B) (except with respect to a debt in-
strument that was issued after the fil-
ing of the petition in the title 11 or 
similar case), (D), (E) (except with re-
spect to a right to receive or obligation 
to issue stock as interest or dividends 
on a debt instrument or stock that was 
issued after the filing of the petition in 
the title 11 or similar case), (G), (H), 
and (Z), apply. 

(2) Special rules—(i) Lapse or forfeiture 
of options deemed exercised. A loss cor-
poration may apply rules similar to the 
rules of § 1.382–2T(h)(4)(viii) with re-
spect to an option except to the extent 
any person owning the option at any 
time on or after the change date ac-
quires additional stock or an option to 
acquire additional stock during the pe-
riod of time on or after the ownership 
change and on or before the lapse or 
forfeiture of the option. 

(ii) Actual exercise of options not 
deemed exercised. In determining wheth-
er the ownership change pursuant to 
the plan of reorganization qualifies 
under section 382(l)(5), a loss corpora-
tion may take into account stock ac-
quired pursuant to the actual exercise 
of an option issued pursuant to the 
plan of reorganization if that option 
was not deemed exercised under para-
graph (e)(1) of this section. However, 
this paragraph (e)(2)(ii) applies only if 
the option is actually exercised within 
the 3 years of the ownership change by 
the 5-percent shareholder who, as a re-
sult of being a pre-change shareholder 
or qualified creditor, acquired the op-
tion under the plan. 

(iii) Amended returns. A loss corpora-
tion may file an amended return for a 
prior taxable year (subject to any ap-
plicable statute of limitations) if it de-
termines that section 382(l)(5) applies 
to an ownership change as a result of 
the operation of paragraph (e)(2)(i) or 
(ii) of this section, but only if the loss 
corporation makes corresponding ad-
justments on amended returns for all 
affected taxable years (subject to any 
applicable statute of limitations). 

(3) Examples. In each of the examples 
in this paragraph (e)(3), assume that 
there is an ownership change of loss 
corporation L on the date the plan of 
reorganization is effective. 

Example 1. L is a loss corporation in a title 
11 case. The plan of reorganization of L ap-
proved by the bankruptcy court provides for 
the cancellation of all existing L stock, the 
issuance of 100 shares of new L common 
stock to qualified creditors, and the issuance 
of an option to a new investor to acquire, at 
any time during the next 3 years, 90 shares of 
new L common stock from L at its fair mar-
ket value on the date the plan becomes effec-
tive. Under paragraph (e)(1) of this section, 
on the date the plan becomes effective, the 
option held by the new investor is deemed 
exercised if the exercise would cause the 
qualified creditors of L to own less than 50 
percent of the total voting power or value of 
the L stock after the ownership change. Be-
cause the qualified creditors would receive 
at least 50 percent of the voting power and 
value of the new L common stock even if the 
option were deemed exercised, the stock 
ownership requirements of section 
382(l)(5)(A)(ii) are satisfied. 

Example 2. The facts are the same as in Ex-
ample 1, except that L issues an option to the 
new investor to acquire 110 shares of new L 
common stock. This option is deemed exer-
cised under paragraph (e)(1) of this section 
on the date the plan becomes effective, be-
cause, as a result of the deemed exercise, the 
qualified creditors would own only 100 of 210 
shares of the new L common stock (approxi-
mately 48 percent) after the ownership 
change. Accordingly, the stock ownership re-
quirements of section 382(l)(5)(A)(ii) are not 
satisfied and section 382(a) applies to the 
ownership change. 

Example 3. (a) L is a loss corporation in a 
title 11 case. The plan of reorganization of L 
approved by the bankruptcy court provides 
for the cancellation of all existing L stock, 
the issuance of new L common stock and 5- 
year options to acquire L common stock as 
follows: 

(i) To qualified creditors—100 shares of 
stock and options to acquire 50 shares; 
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(ii) To a new investor—options to acquire 
110 shares. 

(b) Under paragraph (e)(1) of this section, 
the option held by the new investor is 
deemed exercised on the date the plan be-
comes effective because the exercise would 
cause the qualified creditors of L to own less 
than 50 percent of the total voting power and 
value of the L stock after the ownership 
change (100 of 210 shares or approximately 48 
percent). Accordingly, the stock ownership 
requirements of section 382(l)(5)(A)(ii) are 
not satisfied initially and section 382(a) ap-
plies to the ownership change. 

(c) Assume, however, that the qualified 
creditors actually exercise enough options 
that were acquired pursuant to the plan of 
reorganization to purchase 30 additional 
shares during the 3 year period after the plan 
becomes effective. Under paragraph (e)(2)(ii) 
of this section, L may take into account the 
30 shares purchased by the qualified credi-
tors by the exercise of the options in deter-
mining whether the stock ownership require-
ments of section 382(l)(5)(A)(ii) were satisfied 
on the date the plan of reorganization be-
came effective. If L takes such purchases 
into account, the qualified creditors of L are 
deemed to own as of the date of the owner-
ship change more than 50 percent of the total 
voting power or value of the L stock after 
the ownership change (130 of 240 shares or ap-
proximately 54 percent), with the result that 
the stock ownership requirements of section 
382(l)(5)(A)(ii) are satisfied and section 
382(l)(5) applies to the ownership change as of 
the effective date of the plan. 

(d) Assume instead that the qualified credi-
tors acquire 30 additional shares by exercise 
of options more than 3 years after the plan 
becomes effective. Such exercise is not taken 
into account under paragraph (e)(2)(ii) of 
this section for purposes of determining 
whether the stock ownership requirements of 
section 382(l)(5)(A)(ii) are satisfied as of the 
effective date of the plan. Thus, the qualified 
creditors are deemed to own less than 50 per-
cent of the total voting power and value of 
the L stock after the ownership change (100 
of 210 shares) and section 382(l)(5) does not 
apply to the ownership change. 

(e) Assume instead that, during the 3 year 
period after the plan becomes effective, the 
new investor exercises part of his option and 
purchases 105 shares of stock. The exercise 
causes a lapse of the rights to acquire the re-
maining 5 shares of stock. Also during that 
time, the qualified creditors exercise part of 
their options and acquire 6 additional shares 
of stock. Under paragraph (e)(2)(i) of this 
section, L may treat the lapse of that part of 
the new investor’s option to acquire 5 shares 
of stock as if that part of the option had 
never been issued for purposes of deter-
mining whether the stock ownership require-
ments of section 382(l)(5)(A)(ii) are satisfied 
as of the effective date of the plan. Also, 

under paragraph (e)(2)(ii) of this section, L 
may take into account the 6 shares pur-
chased by the qualified creditors by the exer-
cise of the options in determining whether 
the stock ownership requirements of section 
382(l)(5)(A)(ii) are satisfied as of the effective 
date of the plan. If L takes all of this infor-
mation into account, the qualified creditors 
are deemed to own more than 50 percent of 
the total voting power or value of the L 
stock after the ownership change (106 of 211 
shares or approximately 50.2 percent) and 
section 382(l)(5) applies to the ownership 
change as of the effective date of the plan. 

(4) Effective dates—(i) In general. This 
paragraph (e) applies to ownership 
changes occurring on or after Sep-
tember 5, 1990. 

(ii) Special rule for interest or divi-
dends. Rules similar to the rules of 
§ 1.382–2T(h)(4)(x)(E) (relating to option 
attribution for purposes of determining 
whether an ownership change occurs) 
apply to a right to receive or obliga-
tion to issue stock as interest or divi-
dends on a debt instrument or stock 
that was issued after the filing of the 
petition in the title 11 or similar case 
for ownership changes occurring before 
April 8, 1992. 

(f)–(h) [Reserved] 
(i) Election not to apply section 

382(l)(5). Under section 382(l)(5)(H), a 
loss corporation may elect not to have 
the provisions of section 382(l)(5) apply 
to an ownership change in a title 11 or 
similar case. This election is irrev-
ocable and must be made by the due 
date (including any extensions of time) 
of the loss corporation’s tax return for 
the taxable year which includes the 
change date. The election is to be made 
by attaching the following statement 
to the tax return of the loss corpora-
tion for that taxable year: ‘‘This is an 
Election Under § 1.382–9(i) not to Apply 
the Provisions of Section 382(l)(5) to 
the Ownership Change Occurring Pur-
suant to a Plan of Reorganization Con-
firmed by the Court on [Insert Con-
firmation Date].’’ 

(j) Value of the loss corporation in an 
ownership change to which section 
382(l)(6) applies. Section 382(l)(6) applies 
to any ownership change occurring 
pursuant to a plan of reorganization in 
a title 11 or similar case to which sec-
tion 382(l)(5) does not apply. In such 
case, the value of the loss corporation 
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under section 382(e) is equal to the less-
er of— 

(1) The value of the stock of the loss 
corporation immediately after the 
ownership change (determined under 
the rules of paragraph (k) of this sec-
tion); or 

(2) The value of the loss corporation’s 
pre-change assets (determined under 
the rules of paragraph (l) of this sec-
tion). 

(k) Rules for determining the value of 
the stock of the loss corporation—(1) Cer-
tain ownership interests treated as stock. 
For purposes of paragraph (j)(1) of this 
section— 

(i) Stock includes stock described in 
section 1504(a)(4) and any stock that is 
not treated as stock under § 1.382– 
2T(f)(18)(ii) for purposes of determining 
whether a loss corporation has an own-
ership change; and 

(ii) Stock does not include an owner-
ship interest that is treated as stock 
under § 1.382–2T(f)(18)(iii) for purposes 
of determining whether a loss corpora-
tion has an ownership change. 

(2) Coordination with section 382(e)(2). 
In the case of a redemption or other 
corporate contraction occurring after 
and in connection with the ownership 
change, the value of the stock of the 
loss corporation under paragraph (j)(1) 
of this section is reduced under section 
382(e)(2). 

(3) Coordination with section 382(e)(3). 
If the loss corporation is a foreign cor-
poration, in determining the value of 
the stock under paragraph (j)(1) of this 
section, only items treated as con-
nected with the conduct of a trade or 
business in the United States are taken 
into account. 

(4) Coordination with section 382(l)(1). 
Section 382(l)(1) does not apply in de-
termining the value of the stock of the 
loss corporation under paragraph (j)(1) 
of this section. 

(5) Coordination with section 382(l)(4). 
If, immediately after the ownership 
change, the loss corporation has sub-
stantial nonbusiness assets (as deter-
mined under section 382(l)(4)(B) taking 
into account only those assets the loss 
corporation held immediately before 
the ownership change), the value of the 
stock of the loss corporation under 
paragraph (j)(1) of this section is re-
duced by the excess of the value of such 

nonbusiness assets over those assets’ 
share of the loss corporation’s indebt-
edness (determined under section 
382(l)(4)(D) taking into account the loss 
corporation’s assets and liabilities im-
mediately after the ownership change). 

(6) Special rule for stock not subject to 
the risk of corporate business operations— 
(i) In general. The value of the stock of 
the loss corporation under paragraph 
(j)(1) of this section is reduced by the 
value of stock that is issued as part of 
a plan one of the principal purposes of 
which is to increase the section 382 
limitation without subjecting the in-
vestment to the entrepreneurial risks 
of corporate business operations. 

(ii) Coordination of special rule and 
other rules affecting value. If the value 
of the loss corporation is modified 
under another rule affecting value, ap-
propriate adjustments are to be made 
so that such modification is not dupli-
cated under this paragraph (k)(6). 

(7) Limitation on value of stock. For 
purposes of paragraph (j)(1) of this sec-
tion, the value of stock of the loss cor-
poration issued in connection with the 
ownership change cannot exceed the 
cash and the value of any property (in-
cluding indebtedness of the loss cor-
poration) received by the loss corpora-
tion in consideration for the issuance 
of that stock. 

(l) Rules for determining the value of 
the loss corporation’s pre-change assets— 
(1) In general. Except as otherwise pro-
vided in this paragraph (l), the value of 
the loss corporation’s pre-change as-
sets is the value of its assets (deter-
mined without regard to liabilities) im-
mediately before the ownership 
change. 

(2) Coordination with section 382(e)(2). 
Section 382(e)(2) does not apply in de-
termining the value of the pre-change 
assets of the loss corporation under 
paragraph (j)(2) of this section. 

(3) Coordination with section 382(e)(3). 
If the loss corporation is a foreign cor-
poration, in determining the value of 
the pre-change assets under paragraph 
(j)(2) of this section, only assets treat-
ed as connected with the conduct of a 
trade or business in the United States 
are taken into account. 

(4) Coordination with section 382(l)(1). 
For purposes of paragraph (j)(2) of this 
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section, the value of the pre-change as-
sets of the loss corporation is deter-
mined without regard to the amount of 
any capital contribution to which sec-
tion 382(l)(1) applies. For purposes of 
applying this paragraph (l)(4), the re-
ceipt of cash or property by the loss 
corporation in exchange for the 
issuance of indebtedness is considered a 
capital contribution if it is part of a 
plan one of the principal purposes of 
which is to increase the value of the 
loss corporation under paragraph (j) of 
this section. 

(5) Coordination with section 382(l)(4). 
If, immediately after the ownership 
change, the loss corporation has sub-
stantial nonbusiness assets (as deter-
mined under section 382(l)(4)(B) taking 
into account only those assets the loss 
corporation held immediately before 
the ownership change), the value of the 
loss corporation’s pre-change assets is 
reduced by the value of the nonbusi-
ness assets. 

(m) Continuity of business require-
ment—(1) Under section 382(l)(5). If sec-
tion 382(l)(5) applies to an ownership 
change of a loss corporation, section 
382(c) and the regulations thereunder 
do not apply with respect to the owner-
ship change. 

(2) Under section 382(l)(6). If section 
382(l)(6) applies to an ownership change 
of a loss corporation, section 382(c) and 
the regulations thereunder apply to the 
ownership change. 

(n) Ownership change in a title 11 or 
similar case succeeded by another owner-
ship change within two years—(1) Section 
382(l)(5) applies to the first ownership 
change. If section 382(l)(5) applies to an 
ownership change and, within the two- 
year period immediately following 
such ownership change, a second own-
ership change occurs, section 382(l)(5) 
cannot apply to the second ownership 
change and the section 382(a) limita-
tion with respect to the second owner-
ship change is zero. 

(2) Section 382(l)(6) applies to the first 
ownership change. If the value of a loss 
corporation in an ownership change 
was determined under section 382(l)(6) 
and a second ownership change occurs 
within the two-year period imme-
diately following the first ownership 
change, the value of the loss corpora-
tion under section 382(e) with respect 

to the second ownership change is not 
reduced under section 382(l)(1) for any 
increase in value of the loss corpora-
tion previously taken into account 
under section 382(l)(6) with respect to 
the first ownership change. 

(o) Treatment of certain options for 
ownership change purposes—(1) Neither 
§ 1.382–2T(h)(4)(i) nor § 1.382–4(d) (relat-
ing to the treatment of options as exer-
cised) applies to the following options 
to acquire stock of a loss corporation 
reorganized pursuant to a plan of reor-
ganization that is confirmed in a title 
11 or similar case (within the meaning 
of section 368(a)(3)(A)) but only until 
the time the plan becomes effective— 

(i) Any option created by the solici-
tation or receipt of acceptances to the 
plan; 

(ii) The option created by the con-
firmation of the plan; and 

(iii) Any option created under the 
plan. 

(2) This paragraph (o) generally ap-
plies to any testing date occurring on 
or after September 5, 1990. However, 
this paragraph (o) does not apply on 
any testing date occurring on or after 
April 8, 1992, if, in connection with the 
plan of reorganization, the loss cor-
poration issues stock (including stock 
described in section 1504(a)(4)) or other-
wise receives a capital contribution be-
fore the effective date of the plan for a 
principal purpose of using before the 
effective date losses and credits that 
would be subject to limitation under 
section 382(a) or would be eliminated 
under section 382(l)(5)(B) or (C) if this 
paragraph (o) did not apply on the test-
ing date. A loss corporation may elect 
to apply this paragraph (o) to any test-
ing date occurring before September 5, 
1990, by filing a statement substan-
tially similar to the following with its 
income tax return: ‘‘THIS IS AN 
ELECTION TO APPLY § 1.382–3(o) (OR 
§ 1.382–9(o) AFTER REDESIGNATION) 
FOR TESTING DATES PRIOR TO 
SEPTEMBER 5, 1990, TO OPTIONS 
CREATED BY OR UNDER A PLAN OF 
REORGANIZATION CONFIRMED IN A 
TITLE 11 OR SIMILAR CASE.’’ A loss 
corporation may elect to not apply this 
paragraph (o) to testing dates occur-
ring on or after September 5, 1990, to 
April 8, 1992, by filing a statement sub-
stantially similar to the following with 
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its income tax return: ‘‘THIS IS AN 
ELECTION TO NOT APPLY § 1.382–3(o) 
(OR § 1.382–9(o) AFTER REDESIGNA-
TION) FOR TESTING DATES OCCUR-
RING ON OR AFTER SEPTEMBER 5, 
1990, TO APRIL 8, 1992, TO OPTIONS 
CREATED BY OR UNDER A PLAN OF 
REORGANIZATION CONFIRMED IN A 
TITLE 11 OR SIMILAR CASE.’’ 

(p) Effective date for rules relating to 
section 382(l)(6)—(1) In general. Para-
graphs (i), (j), (k), (l), (m)(2), and (n)(2) 
of this section apply to any ownership 
change occurring on or after March 17, 
1994. 

(2) Ownership change to which section 
382(l)(6) applies occurring before March 
17, 1994. In the case of an ownership 
change occurring before March 17, 1994, 
the loss corporation may elect to apply 
the rules of paragraphs (j), (k), (l), 
(m)(2), and (n)(2) of § 1.382–9 in their en-
tirety. The election must be made by 
the later of the due date (including any 
extensions of time) of the loss corpora-
tion’s tax return for the taxable year 
which includes the change date or the 
date that the loss corporation files its 
first tax return after May 16, 1994. The 
election is made by attaching the fol-
lowing statement to the return: ‘‘This 
is an Election to Apply §§ 1.382–9 (j), (k), 
(l), (m)(2), and (n)(2) of the Income Tax 
Regulations to the Ownership Change 
Occurring Pursuant to a Plan of Reor-
ganization Confirmed by the Court on 
[Insert Confirmation Date].’’ In con-
nection with making this election, on 
the same return the loss corporation 
may also elect not to apply section 
382(l)(5) to the ownership change under 
paragraph (i) of this section (if the loss 
corporation has not already done so 
pursuant to § 301.9100–7T(a) of this 
chapter). If, under the applicable stat-
ute of limitations, the loss corporation 
may file amended returns for the year 
of the ownership change and all subse-
quent years (an open year), an electing 
loss corporation must file an amended 
return for each prior affected year to 
reflect the elections. If, under the ap-
plicable statute of limitations, the loss 
corporation may not file an amended 
return for the year of the ownership 
change or any subsequent year (a 
closed year), an electing loss corpora-
tion must file an amended return for 
each affected open year to reflect the 

elections and the section 382 limitation 
resulting from the ownership change 
must be appropriately adjusted for the 
earliest open year (or years) to reflect 
the difference between the amount of 
pre-change losses actually used in 
closed years and the amount of pre- 
change losses that would have been 
used in such years applying the rules of 
paragraphs (j), (k), (l), (m)(2), (n)(2) of 
this section to the ownership change. 

[T.D. 8388, 57 FR 346, Jan. 6, 1992; T.D. 8407, 57 
FR 12210, Apr. 9, 1992. Redesignated by T.D. 
8440, 57 FR 45712, 45713, Oct. 5, 1992; 57 FR 
52827, Nov. 5, 1992; T.D. 8531, 59 FR 12840, Mar. 
18, 1994; T.D. 8530, 59 FR 12843, Mar. 18, 1994; 
T.D. 8529, 59 FR 12846, Mar. 18, 1994] 

§ 1.382–10 Special rules for deter-
mining time and manner of acquisi-
tion of an interest in a loss corpora-
tion. 

(a) Distributions from qualified trusts— 
(1) In general. For purposes of § 1.382–2T, 
if a qualified trust described in section 
401(a) (qualified trust) distributes an 
ownership interest in an entity (as de-
fined in § 1.382–3(a)(1)), then for testing 
dates on or after the date of the dis-
tribution, the distributed ownership in-
terest is treated as having been ac-
quired by the distributee on the date 
and in the manner acquired by the 
trust and not as having been acquired 
or disposed of by the trust. The dis-
tribution does not cause the day of the 
distribution to be a testing date. 

(2) Accounting for dispositions—(i) Gen-
eral rule. For purposes of this para-
graph (a), in order to determine which 
ownership interest in an entity is dis-
tributed from a qualified trust, a loss 
corporation must either specifically 
identify the ownership interests that 
are the subject of all dispositions by 
the qualified trust of ownership inter-
ests in an entity, or apply the first-in, 
first-out (FIFO) method to all such dis-
positions. 

(ii) Special rules. For purposes of this 
paragraph (a)(2): 

(A) The FIFO method must be ap-
plied on a class-by-class basis; and 

(B) The term dispositions includes dis-
tributions, sales, and other transfers. 
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(3) Examples. The following examples 
illustrate the principles of this para-
graph (a). For purposes of these exam-
ples, unless otherwise stated, the no-
menclature and assumptions of the ex-
amples in § 1.382–2T(b) apply, all cor-
porations file separate income tax re-
turns on a calendar year basis, the only 
5-percent shareholder of a loss corpora-
tion is a public group, and the facts set 
forth the only acquisitions of stock by 
any participants in a qualified plan and 
the only owner shifts with respect to 
the loss corporation during the testing 
period. The examples are as follows: 

Example 1. (i) Facts. In 1994, E, a qualified 
trust established under Plan F, acquires 10 
percent of L stock. A is a participant in Plan 
F. On January 1, 2002, A acquires 4 percent of 
L stock, and B, who is not a participant or a 
beneficiary of a participant in Plan F, ac-
quires 5 percent of L stock. On January 1, 
2004, E distributes 2 percent of L stock to A. 
On July 1, 2004, A acquires 1 percent of L 
stock. 

(ii) Analysis. January 1, 2002, is a testing 
date because B’s acquisition of 5 percent of L 
stock causes an increase in the percentage 
ownership of B, a 5-percent shareholder. As 
of the close of that testing date, A is treated 
as owning only 4 percent of L stock. There-
fore, A is treated as a member of the public 
group of L. In addition, E is treated as own-
ing 10 percent of L stock that it acquired in 
1994. 

(iii) As a result of the application of para-
graph (a)(1) of this section to E’s distribution 
of 2 percent of L stock to A on January 1, 
2004, for testing dates on and after January 1, 
2004, A is treated as having acquired that 2 
percent interest in L in 1994, and E is treated 
as having acquired only 8 percent of L stock 
in 1994. Because there are no owner shifts on 
January 1, 2004, that date is not a testing 
date. 

(iv) July 1, 2004, is a testing date because 
on that date A, a 5-percent shareholder, ac-
quires 1 percent of L stock. As of the close of 
that testing date, A’s percentage of owner-
ship of L stock is 7 percent, and A’s lowest 
percentage of ownership of L stock at any 
time within the testing period is 2 percent 
(deemed acquired in 1994), representing an 
increase of 5 percentage points. In addition, 
as of the close of July 1, 2004, B’s percentage 
of ownership of L stock is 5 percent, and B’s 
lowest percentage of ownership of L stock at 
any time within the testing period is 0 per-
cent, representing an increase of 5 percent-
age points. Thus, on July 1, 2004, L must 
take into account an increase of 10 (5 + 5) 
percentage points in determining whether it 
has an ownership change. 

Example 2. (i) Facts. E is a qualified trust 
established under Plan F. L, a publicly trad-
ed corporation, has 100x shares of stock out-
standing. As of January 1, 2006, C owns 5x 
shares of L stock and is not a participant or 
beneficiary of a participant in Plan F. At all 
times prior to January 1, 2006, E owns no L 
stock. On January 1, 2006, E acquires 10x 
shares of L stock from members of the public 
group of L. On December 1, 2007, E distrib-
utes 5x shares of L stock to some of the par-
ticipants in Plan F. No one participant ac-
quires all 5x shares as a result of the dis-
tribution. On February 1, 2008, C purchases 
1x shares of L stock from the public group of 
L. 

(ii) Analysis. Because E’s acquisition of 10x 
shares of L stock on January 1, 2006, is an 
owner shift, that date is a testing date. As of 
the close of that date, E’s percentage of 
stock ownership in L has increased by 10 per-
centage points. 

(iii) As a result of the application of para-
graph (a)(1) of this section to E’s distribution 
of 5x shares of L stock to some Plan F par-
ticipants on December 1, 2007, for testing 
dates on and after December 1, 2007, those 
distributees are treated as having acquired 
those shares of stock on January 1, 2006, 
from members of the public group of L, and 
E is not treated as having acquired those 
shares on that date. E’s distribution of the 5x 
shares is not an owner shift. Therefore, De-
cember 1, 2007, is not a testing date. 

(iv) February 1, 2008, is a testing date be-
cause on that date an owner shift results 
from C’s purchase of 1x shares of L stock. As 
of the close of that testing date, the 
distributees of 5x shares of L stock are treat-
ed as members of the public group of L hav-
ing acquired 5x shares of L stock from other 
members of the public group of L on January 
1, 2006. Because those acquisitions are not by 
5-percent shareholders, L does not take them 
into account. In addition, as of the close of 
February 1, 2008, E’s percentage of stock 
ownership in L is 5 percent, and E’s lowest 
percentage of stock ownership in L at any 
time within the testing period is 0 percent, 
representing an increase of 5 percentage 
points. In addition, as of the close of Feb-
ruary 1, 2008, C’s percentage of stock owner-
ship in L is 6 percent, and C’s lowest percent-
age of stock ownership in L at any time 
within the testing period is 5 percent, rep-
resenting an increase of 1 percentage point. 
Therefore, on February 1, 2008, L must take 
into account an increase of 6 (5 + 1) percent-
age points in determining whether it has an 
ownership change. 

(4) Effective dates. This section ap-
plies to all distributions after June 23, 
2006. For distributions on or before 
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June 23, 2006, see § 1.382–10T as con-
tained in 26 CFR part 1, revised April 1, 
2006. 

(b) [Reserved] 

[T.D. 9269, 71 FR 36677, June 28, 2006] 

§ 1.382–11 Reporting requirements. 

(a) Information statement required. A 
loss corporation must include a state-
ment entitled, ‘‘STATEMENT PURSU-
ANT TO § 1.382–11(a) BY [INSERT 
NAME AND EMPLOYER IDENTIFICA-
TION NUMBER OF TAXPAYER], A 
LOSS CORPORATION,’’ on or with its 
income tax return for each taxable 
year that it is a loss corporation in 
which an owner shift, equity structure 
shift or other transaction described in 
§ 1.382–2T(a)(2)(i) occurs. The statement 
must include the date(s) of any owner 
shifts, equity structure shifts, or other 
transactions described in § 1.382– 
2T(a)(2)(i), the date(s) on which any 
ownership change(s) occurred, and the 
amount of any attributes described in 
§ 1.382–2(a)(1)(i) that caused the cor-
poration to be a loss corporation. A 
loss corporation may also be required 
to include certain elections on this 
statement, including— 

(1) An election made under § 1.382– 
2T(h)(4)(vi)(B) to disregard the deemed 
exercise of an option if the actual exer-
cise of that option occurred within 120 
days of the ownership change; and 

(2) An election made under § 1.382– 
6(b)(2) to close the books of the loss 
corporation for purposes of allocating 
income and loss to periods before and 
after the change date for purposes of 
section 382. 

(b) Effective/applicability date. This 
section applies to any taxable year be-
ginning on or after May 30, 2006. How-
ever, taxpayers may apply this section 
to any original Federal income tax re-
turn (including any amended return 
filed on or before the due date (includ-
ing extensions) of such original return) 
timely filed on or after May 30, 2006. 
For taxable years beginning before 
May 30, 2006, see § 1.382–2T as contained 
in 26 CFR part 1 in effect on April 1, 
2006. 

[T.D. 9329, 72 FR 32803, June 14, 2007] 

§ 1.383–0 Effective date. 
(a) The regulations under section 383 

(other than the regulations described 
in paragraph (b) of this section) reflect 
the amendments made to sections 382 
and 383 by the Tax Reform Act of 1986. 
See § 1.383–1(j) for effective date rules. 

(b) Sections 1.383–1A, 1.383–2A, and 
1.383–3A do not reflect the amendments 
made to sections 382 and 383 by the Tax 
Reform Act of 1986. 

[T.D. 8352, 56 FR 29434, June 27, 1991] 

§ 1.383–1 Special limitations on certain 
capital losses and excess credits. 

(a) Outline of topics. In order to facili-
tate the use of this section, this para-
graph lists the paragraphs, subpara-
graphs and subdivisions contained in 
this section. 

(a) Outline of topics. 
(b) In general. 
(c) Definitions. 
(1) Coordination with definitions and no-

menclature used in section 382. 
(2) Pre-change capital loss. 
(3) Pre-change credit. 
(4) Pre-change loss. 
(5) Regular tax liability. 
(6) Section 383 credit limitation. 
(i) Definition. 
(ii) Example. 
(d) Limitation on use of pre-change losses 

and pre-change credits. 
(1) In general. 
(2) Ordering rules for utilization of pre- 

change losses and pre-change credits and for 
absorption of the section 382 limitation and 
the section 383 credit limitation. 

(3) Coordination with other limitations. 
(i) In general. 
(ii) Examples. 
(e) Carryforward of unused section 382 limi-

tation. 
(1) Computation of carryforward amount. 
(2) Section 383 credit reduction amount. 
(3) Computation of section 383 credit reduc-

tion amount; illustration using tax rates and 
brackets in effect for calendar year 1988. 

(4) Special rules for determining the sec-
tion 383 credit reduction amount. 

(i) Ordering rules. 
(ii) Special rule for credits under section 

38(a). 
(f) Examples. 
(g) Coordination with section 382 and the 

regulations thereunder. 
(h) Alternative minimum tax. 
(i) [Reserved] 
(j) Effective date. 
(k) Transitional rules regarding informa-

tion statements 

VerDate Nov<24>2008 15:13 May 18, 2009 Jkt 217087 PO 00000 Frm 00635 Fmt 8010 Sfmt 8010 Y:\SGML\217087.XXX 217087er
ow

e 
on

 P
R

O
D

1P
C

63
 w

ith
 C

F
R



626 

26 CFR Ch. I (4–1–09 Edition) § 1.383–1 

(b) In general. Under section 383, if an 
ownership change occurs with respect 
to a loss corporation, the section 382 
limitation and the section 383 credit 
limitation (as defined in paragraph 
(c)(6) of this section) for a post-change 
year shall apply to limit the amount of 
taxable income and regular tax liabil-
ity, respectively, that can be offset by 
pre-change capital losses and pre- 
change credits of the new loss corpora-
tion. The section 383 credit limitation 
for a post-change year bears a direct 
relationship to the amount, if any, of 
the section 382 limitation that remains 
after taking into account the reduction 
in the loss corporation’s taxable in-
come during a post-change year as a re-
sult of its pre-change losses (as defined 
in paragraph (c)(4) of this section). In 
general, the section 383 credit limita-
tion is an amount equal to the tax li-
ability of the new loss corporation for 
the post-change year which is attrib-
utable to so much of the corporation’s 
taxable income that would be reduced 
by allowing as a deduction its section 
382 limitation remaining after account-
ing for the use of pre-change losses. As 
pre-change losses and pre-change cred-
its of a corporation are used, they ab-
sorb the section 382 limitation and the 
section 383 credit limitation, respec-
tively, in the manner prescribed by 
paragraph (d) of this section. See also 
section 382 and the regulations there-
under. 

(c) Definitions—(1) Coordination with 
definitions and nomenclature used in sec-
tion 382. Terms and nomenclature used 
in this section, and not otherwise de-
fined herein, shall have the same re-
spective meanings as in section 382 and 
the regulations thereunder, taking into 
account that the limitations of section 
383 and this section apply to pre- 
change capital losses and pre-change 
credits. 

(2) Pre-change capital loss. The term 
pre-change capital loss means— 

(i) Any capital loss carryover under 
section 1212 of the old loss corporation 
to the taxable year ending on the 
change date or in which the change 
date occurs, 

(ii) Any net capital loss of the old 
loss corporation for the taxable year in 
which the ownership change occurs, to 
the extent such loss is allocable to the 

period in such year ending on or before 
the change date, and 

(iii) If the old loss corporation has a 
net unrealized built-in loss, any recog-
nized built-in loss for any recognition 
period taxable year (within the mean-
ing of section 382(h)) that is a capital 
loss. 

(3) Pre-change credit. The term pre- 
change credit means— 

(i) Any excess foreign taxes under 
section 904(c) of the old loss corpora-
tion— 

(A) carried forward to the taxable 
year ending on the change date or in 
which the change date occurs, or 

(B) carried forward from the taxable 
year that includes the change date, to 
the extent such credit is allocable to 
the period in such year ending on or be-
fore the change date, 

(ii) Any credit under section 38 of the 
old loss corporation— 

(A) carried forward to the taxable 
year ending on the change date or in 
which the change date occurs, or 

(B) carried forward from a taxable 
year that includes the change date to 
the extent such credit is allocable to 
the period in such year ending on or be-
fore the change date, and 

(iii) The available minimum tax cred-
it of the old loss corporation under sec-
tion 53 to the extent attributable to pe-
riods ending on or before the change 
date. 

(4) Pre-change loss. Solely for pur-
poses of this section, the term 
prechange loss means any pre-change 
loss described in § 1.382–2(a)(2) other 
than pre-change credits described in 
paragraph (c)(3) of this section. 

(5) Regular tax liability. For purposes 
of this section, the term regular tax li-
ability has the same meaning as pro-
vided in section 26(b). 

(6) Section 383 credit limitation—(i) Def-
inition. The section 383 credit limitation 
for a post-change year of a new loss 
corporation is an amount equal to the 
excess of— 

(A) The new loss corporation’s reg-
ular tax liability for the post-change 
year, over 

(B) The new loss corporation’s reg-
ular tax liability for the post-change 
year computed, for this purpose, by al-
lowing as an additional deduction an 
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amount equal to the section 382 limita-
tion remaining after the application of 
paragraphs (d)(2)(i) through (iv) of this 
section. 

(ii) Example. 

Example. L, a new loss corporation, is a cal-
endar year taxpayer. L has an ownership 
change on December 31, 1987. For 1988, L has 
taxable income (prior to the use of any pre- 
change losses) of $100,000. In addition, L has 
a section 382 limitation of $25,000, a pre- 
change net operating loss carryover of 
$12,000, a pre-change minimum tax credit of 
$50,000, and no pre-change capital losses. L’s 
section 383 credit limitation is the excess of 
its regular tax liability computed after al-
lowing a $12,000 net operating loss deduction 
(taxable income of $88,000; regular tax liabil-
ity of $18,170), over its regular tax liability 
computed after allowing an additional de-
duction in the amount of L’s section 382 lim-
itation remaining after the application of 
paragraphs (d)(2)(i) through (iv) of this sec-
tion, or $13,000 (taxable income of $75,000; 
regular tax liability of $13,750). L’s section 
383 credit limitation is therefore $4,420 
($18,170 minus $13,750). 

(d) Limitation on use of pre-change 
losses and pre-change credits—(1) In gen-
eral. The amount of taxable income of 
a new loss corporation for any post- 
change year that may be offset by pre- 
change losses shall not exceed the 
amount of the section 382 limitation 
for the post-change year. The amount 
of the regular tax liability of a new 
loss corporation for any post-change 
year that may be offset by pre-change 
credits shall not exceed the amount of 
the section 383 credit limitation for the 
post-change year. 

(2) Ordering rules for utilization of pre- 
change losses and pre-change credits and 
for absorption of the section 382 limitation 
and the section 383 credit limitation. Pre- 
change losses described in any subdivi-
sion of this paragraph (d)(2) can offset 
taxable income in a post-change year 
only to the extent that the section 382 
limitation for that year has not been 
absorbed by pre-change losses de-
scribed in any lower-numbered subdivi-
sions. Pre-change credits described in 
any subdivision of this paragraph (d)(2) 
can offset regular tax liability in a 
post-change year only to the extent 
that the section 383 credit limitation 
for that year has not been absorbed by 
pre-change credits described in any 
lower numbered subdivisions. The sec-
tion 382 limitation is absorbed by one 

dollar for each dollar of pre-change loss 
that is used to offset taxable income. 
The section 383 credit limitation is ab-
sorbed by one dollar for each dollar of 
pre-change credit that is used to offset 
regular tax liability. For each post- 
change year, the section 382 limitation 
and the section 383 credit limitation of 
a new loss corporation are absorbed by 
such corporation’s pre-change losses 
and pre-change credits in the following 
order: 

(i) Pre-change capital losses de-
scribed in paragraph (c)(2)(iii) of this 
section that are recognized and are 
subject to the section 382 limitation in 
such post-change year, 

(ii) Pre-change capital losses de-
scribed in paragraphs (c)(2)(i) and (ii) of 
this section, 

(iii) Pre-change losses that are de-
scribed in § 1.382–2(a)(2) (other than 
losses that are pre-change capital 
losses) that are recognized and are sub-
ject to the section 382 limitation in 
such post-change year, 

(iv) Pre-change losses not described 
in paragraphs (d)(2)(i) through (iii) of 
this section, 

(v) Pre-change credits described in 
paragraph (c)(3)(i) of this section (ex-
cess foreign taxes), 

(vi) Pre-change credits described in 
paragraph (c)(3)(ii) of this section 
(business credits), and 

(vii) Pre-change credits described in 
paragraph (c)(3)(iii) of this section 
(minimum tax credit). 

(3) Coordination with other limita-
tions—(i) In general. Paragraphs (d)(1) 
and (2) of this section shall be applied 
after the application of all other limi-
tations contained in subtitle A which 
are applicable to the use of a pre- 
change loss or pre-change credit in a 
post-change year. Thus, only otherwise 
currently allowable pre-change losses 
and pre-change credits will result in 
the absorption of the section 382 limi-
tation and the section 383 credit limi-
tation. 

(ii) Examples: 

Example 1. L is a calendar year taxpayer 
and has an ownership change on December 
31, 1987. For 1988, L has taxable income of 
$300,000, a regular tax liability of $100,250 and 
a tentative minimum tax of $90,000. L has no 
pre-change losses, but has a business credit 
carryforward from 1985 of $25,000, no portion 
of which is due to the regular percentage of 
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the investment tax credit under section 46. L 
has a section 382 limitation for 1988 of $50,000. 
L’s section 383 credit limitation is $19,500, 
i.e., an amount equal to the excess of L’s reg-
ular tax liability ($100,250) over its regular 
tax liability calculated by allowing an addi-
tional deduction of $50,000. Pursuant to the 
limitation contained in section 38(c), how-
ever, L is entitled to use only $10,250 of its 
business credit carryforward in 1988. The 
unabsorbed portion of L’s section 382 limita-
tion (computed pursuant to paragraph (e) of 
this section) is carried forward under section 
382(b)(2). The unused portion of L’s business 
credit carryforward, $14,750, is carried for-
ward to the extent provided in section 39. 

Example 2. Assume the same facts as in Ex-
ample (1), except that L’s tentative minimum 
tax is $70,000. L’s use of its investment tax 
credit carryforward is no longer limited by 
section 38(c); however, pursuant to section 
383 and this section, L is entitled to use only 
$19,500 of its business credit carryforward in 
1988. The unused portion of L’s business cred-
it carryforward, $5,500, is carried forward to 
the extent provided in section 39. There is no 
unused section 382 limitation to be carried 
forward. 

(e) Carryforward of unused section 382 
limitation—(1) Computation of 
carryforward amount. The section 382 
limitation that can be carried forward 
under section 382(b)(2) is the excess, if 
any, of (i) the section 382 limitation for 
the post-change year remaining after 
the application of paragraphs (d)(2)(i) 
through (iv) of this section, over (ii) 
the section 383 credit reduction amount 
for that post-change year. 

(2) Section 383 credit reduction amount. 
The section 383 credit reduction 
amount for a post-change year is equal 
to the amount of taxable income at-
tributable to the portion of the new 
loss corporation’s regular tax liability 
for the year that is offset by pre- 
change credits. Each dollar of regular 
tax liability that is offset by a dollar of 
pre-change credit is divided by the ef-
fective marginal rate at which that 
dollar of tax was imposed to determine 
the amount of taxable income that re-
sulted in that particular dollar of reg-
ular tax liability. The sum of these 
‘‘grossed-up’’ amounts for the taxable 
year is the section 383 credit reduction 
amount. In determining the effective 
marginal rate at which a dollar of tax 
was imposed, special rules regarding 
rates of tax (e.g., sections 11(b)(2) and 
(15) or taxable income brackets (e.g., 
section 1561), or both, shall be taken 

into account. See Example (3) in para-
graph (f) of this section illustrating the 
effect of section 1561(a). Paragraph 
(e)(3) of this section illustrates the 
gross-up computation of the section 383 
credit reduction amount based on the 
tax table and the rates of tax pre-
scribed by section 11(b) as in effect for 
taxable years beginning on January 1, 
1988. 

(3) Computation of section 383 credit re-
duction amount; illustration using tax 
rates and brackets in effect for calendar 
year 1988. (i) Assuming no special rules 
regarding rates of tax or taxable in-
come brackets apply, the section 383 
credit reduction amount for a new loss 
corporation is the sum of the amounts 
determined under paragraphs (e)(3)(ii), 
(iii), (iv), (v), and (vi) of this section. 

(ii) The amount determined under 
this subdivision (ii) is the amount (if 
any) by which pre-change credits offset 
so much of the new loss corporation’s 
regular tax liability as exceeds $113,900, 
divided by 0.34. 

(iii) The amount determined under 
this subdivision (e)(3)(iii) is the 
amount (if any) by which pre-change 
credits offset so much of the new loss 
corporation’s regular tax liability as 
exceeds $22,250 (but does not exceed 
$113,900), divided by 0.39. 

(iv) The amount determined under 
this subdivision (e)(3)(iv) is the amount 
(if any) by which pre-change credits 
offset so much of the new loss corpora-
tion’s regular tax liability as exceeds 
$13,750 (but does not exceed $22,250), di-
vided by 0.34. 

(v) The amount determined under 
this subdivision (e)(3)(v) is the amount 
(if any) by which pre-change credits 
offset so much of the new loss corpora-
tion’s regular tax liability as exceeds 
$7,500 (but does not exceed $13,750), di-
vided by 0.25. 

(vi) The amount determined under 
this subdivision (e)(3)(vi) is the amount 
(if any) by which pre-change credits 
offset so much of the new loss corpora-
tion’s regular tax liability as does not 
exceed $7,500, divided by 0.15. 

(4) Special rules for determining the sec-
tion 383 credit reduction amount—(i) Or-
dering rules. For purposes of this para-
graph (e), credits, including pre-change 
credits, are considered to offset regular 
tax liability in the order that such 
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credits are applied under the ordering 
rules of part IV of subchapter A of 
chapter 1 and section 904. For example, 
for purposes of this paragraph (e), ex-
cess foreign taxes carried over under 
section 904(c) (whether or not a pre- 
change credit) are considered (under 
section 38(c)) to offset regular tax li-
ability before the general business 
credit carryovers to the taxable year 
are considered (under section 39) to off-
set regular tax liability before general 
business credits arising in the taxable 
year. 

(ii) Special rule for credits under section 
38(a). For purposes of applying this 
paragraph (e), credits under section 
38(a) that, under section 38(c)(2) as ap-
plicable, taking into account amend-
ments made by section 11813 of the 
Revenue Reconciliation Act of 1990, ef-
fectively offset both regular tax liabil-
ity and the tax imposed by section 55 
(relating to minimum tax), are consid-
ered to offset regular tax liability. 

(f) Examples. The following examples 
illustrate the operation of paragraphs 
(b) through (e) of this section. For pur-
poses of these examples, the term modi-
fied tax liability means the amount de-
termined under paragraph (c)(6)(i)(B) of 
this section. 

Example 1. (i) L, a calendar year taxpayer, 
has an ownership change on December 31, 
1987. Before the application of carryovers, L, 
a new loss corporation, has $60,000 of capital 
gain, $100,000 of ordinary taxable income and 
a section 382 limitation of $100,000 for its 
first post-change year beginning after the 
change date. L’s only carryovers are an 
$80,000 capital loss carryover and a $100,000 
net operating loss carryover. Both 
carryovers are from taxable years ending be-
fore the change date and thus are pre-change 
losses. 

(ii) L first uses $60,000 of its pre-change 
capital loss carryover to offset its capital 
gain. This reduces its section 382 limitation 
to $40,000 (i.e., $100,000¥$60,000). L’s pre- 
change net operating loss carryover can 
therefore be used only to the extent of 
$40,000. L’s remaining $20,000 pre-change cap-
ital loss carryover and remaining $60,000 pre- 
change net operating loss carryover are car-
ried to later years to the extent permitted 
under this section and sections 172, 382(l)(2) 
and 1212. 

Example 2. (i) L, a calendar year taxpayer, 
has an ownership change on December 31, 
1987. L has $750,000 of ordinary taxable in-
come (before the application of carryovers) 
and a section 382 limitation of $1,500,000 for 

1988. L’s only carryovers are from pre-1987 
taxable years and consist of a $500,000 net op-
erating loss (‘‘NOL’’) carryover and a $200,000 
foreign tax credit carryover, all of which 
may be used under the section 904 limitation. 
The NOL carryover is a pre-change loss, and 
the foreign tax credit carryover is a pre- 
change credit. L has no other credits which 
can be used for 1988 and is not liable for an 
alternative minimum tax for 1988. 

(ii) The following computation illustrates 
the application of this section for 1988: 

1. Taxable income before carryovers .............. $750,000 
2. Pre-change NOL carryover ......................... 500,000 
3. Section 382 limitation .................................. 1,500,000 
4. Amount of pre-change NOL carryover that 
can be used (lesser of line 1, 2, or 3) ........... 500,000 

5. Taxable income (line 1 minus line 4) .......... 250,000 
6. Section 382 limitation remaining (line 3 
minus line 4) ................................................... 1,000,000 

7. Pre-change credit carryover ........................ 200,000 
8. Regular tax liability (line 5 × section 11 
rates): 

$50,000×0.15=$7,500 
25,000×0.25=6,250 
25,000×0.34=8,500 

150,000×0.39=58,500 ......................... 80,750 
9. Modified tax liability (line 5 minus line 6 
(but not less than zero)) × section 11 rates) 0 

10. Section 383 credit limitation (line 8 minus 
line 9) ............................................................. 80,750 

11. Amount of pre-change credits that can be 
used (lesser of line 7 or line 10) .................... 80,750 

12. Amount of pre-change credits to be carried 
over to 1989 under section 904(c) (line 7 
minus line 11) ................................................. 119,250 

13. Section 383 credit reduction amount: 
($80,750 minus $22,250)/ 

0.39=$150,000 
($22,250 minus $13,750)/0.34=25,000 
($13,750 minus $7,500)/0.25=25,000 
$7,500/0.15=50,000 ............................ 250,000 

14. Section 382 limitation to be carried to 1989 
under section 382(b)(2) (Line 6 minus line 
13) .................................................................. 750,000 

Example 3. (i) Assume the same facts as in 
Example (2), except that, for purposes of sec-
tion 1561(a), L is a component member of a 
controlled group of corporations and the tax-
able income of the controlled group of cor-
porations for 1988 is $2,000,000. 

(ii) The following computation illustrates 
the application of this section for 1988: 

1. Taxable income before carryovers .............. $750,000 
2.Pre-change NOL carryover ........................... 500,000 
3. Section 382 limitation .................................. 1,500,000 
4. Amount of pre-change NOL carryover that 
can be used (lesser of line 1, 2, or 3) ........... 500,000 

5. Taxable income (line 1 minus line 4) .......... 250,000 
6. Section 382 limitation remaining (line 3 
minus line 4) ................................................... 1,000,000 

7. Pre-change credit carryover ........................ 200,000 
8. Regular tax liability (line 5×0.34 (the effec-
tive section 11 rate under section 1561(a))) .. 85,000 

9. Modified tax liability (line 5 minus line 6 
(but not less than zero)) × section 11 rates) 0 

10. Section 383 credit limitation (line 8 minus 
line 9) ............................................................. 85,000 

11. Amount of pre-change credits that can be 
used (lesser of line 7 or line 10) .................... 85,000 

12. Amount of pre-change credits to be carried 
over to 1989 under section 904(c) (line 7 
minus line 11) ................................................. 115,000 
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13. Section 383 credit reduction amount (line 
11 divided by 0.34) ........................................ 250,000 

14. Section 383 limitation to be carried to 1989 
under section 382(b)(2) (line 6 minus line 13) 750,000 

Example 4. (i) L, a calendar year taxpayer, 
has an ownership change on December 31, 
1987. L has $80,000 of ordinary taxable income 
(before the application of carryovers) and a 
section 382 limitation of $25,000 for 1988, a 
post-change year. L’s only carryover is from 
a pre-1987 taxable year and is a general busi-
ness credit carryforward under section 39 in 
the amount of $10,000 (no portion of which is 
attributable to the investment tax credit 
under section 46). The general business credit 
carryforward is a pre-change credit. L has no 
other credits which can be used for 1988 and 
is not liable for an alternative minimum tax 
for 1988. 

(ii) The following computation illustrates 
the application of this section: 
1. Taxable income ............................................. $80,000 
2. Section 382 limitation .................................... 25,000 
3. Pre-change credit carryover .......................... 10,000 
4. Regular tax liability (line 1 × section 11 

rates): 
$50,000×0.15=$7,500 
25,000×0.25=6,250 
5,000×0.34=1,700 ............................... 15,450 

5. Modified tax liability ((line 1 minus line 2) × 
section 11 rates): 

$50,000×0.15=$7,500 
5,000×0.25=1,250 ............................... 8,750 

6. Section 383 credit limitation (line 4 minus 
line 5) ............................................................. 6,700 

7. Amount of pre-change credits that can be 
used (lesser of line 3 or line 6) ...................... 6,700 

8. Amount of pre-change credits to be carried 
over to 1989 under sections 39 and 382(l)(2) 
(line 3 minus line 7) ....................................... 3,300 

9. Regular tax payable (line 4 minus line 7) ..... 8,750 
10. Section 383 credit reduction amount: 

($15,450 minus $13,750)/0.34=$5,000 
($13,750 minus $8,750)/0.25=20,000 25,000 

11. Section 382 limitation to be carried to 1989 
under section 382(b)(2) (line 2 minus line 10) 0 

(g) Coordination with section 382 and 
the regulations thereunder. The rules 
and principles of section 382 (including, 
for example, section 382(b)(3) and sec-
tion 382(l)(2)) and the regulations 
thereunder shall also apply with re-
spect to section 383 and this section. To 
the extent section 382(h)(6) applies to 
credits, the principles of this section 
apply to such credits. In applying the 
rules and principles of section 382 and 
the regulations thereunder, appro-
priate adjustments shall be made to 
take into account that section 383 and 
this section apply to pre-change capital 
losses and pre-change credits. For ex-
ample, in applying § 1.382–2T 
(f)(18)(ii)(C), (f)(18)(iii)(C) and (h)(4)(ix), 
any pre-change credits, as defined in 
paragraph (c)(3) of this section, must 
be converted to a deduction equivalent 

by dividing the amount of such credits 
by the maximum effective rate of tax 
provided for under section 11 (e.g., 0.34 
for taxable years beginning in 1989). 

(h) Alternative minimum tax. See 
§ 1.383–2T for the application of the lim-
itations contained in sections 382 and 
383 in computing the alternative min-
imum tax under section 55. 

(i) [Reserved] 
(j) Effective date. Subject to any ex-

ception from the application of section 
382 or the section 382 limitation with 
respect to a loss corporation, section 
383 and this section apply to any loss 
corporation with respect to which an 
ownership change occurs after Decem-
ber 31, 1986. See § 1.382–2T(m) for effec-
tive date rules relating to ownership 
changes. If section 383 was not taken 
into account or was applied other than 
in accordance with this section in a 
prior taxable year with respect to 
which section 383 applies, the taxpayer 
should, within the period of limitation, 
file an amended return and pay any ad-
ditional tax due plus interest. 

(k) Transitional rules regarding in-
formation statements—(1) Exception. 
An information statement described in 
§ 1.382–2T(a)(2)(ii) of this section that 
would be required to be filed solely by 
reason of the loss corporation having 
pre-change capital losses (as defined in 
§ 1.382–2T (a)(2)(ii)(A) and (B) or pre- 
change credits (as defined in paragraph 
(c)(3) of this section) is not required to 
be filed with the income tax return of 
the loss corporation for any taxable 
year for which the due date (including 
extensions) of the income tax return is 
on or before November 20, 1989, or for 
which the income tax return is filed on 
or before October 10, 1989. 

(2) Statement with respect to prior peri-
ods. A corporation which is a loss cor-
poration for any taxable year ending in 
1987, 1988 or 1989 solely because it has 
pre-change capital losses (as defined in 
paragraphs (c)(2)(i) and (ii) of this sec-
tion or pre-change credits (as defined 
in paragraph (c)(3) of this section) must 
attach a separate information state-
ment to its 1988 and 1989 income tax re-
turns. Such information statement 
must (i) include the information speci-
fied in § 1.382–2T (a)(2)(ii)(A) and (B) 
(without regard to testing dates before 
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May 6, 1986) for each taxable year end-
ing on or after May 6, 1986 for which 
the corporation was a loss corporation, 
(ii) state whether and to what extent 
pre-change capital losses (as defined in 
paragraphs (c)(2)(i) and (ii) of this sec-
tion) or pre-change credits (as defined 
in paragraph (c)(3) of this section) uti-
lized by the corporation in a taxable 
year to which the section 382 limita-
tion applied, exceeded the amount per-
mitted under this section, and (iii) be 
labeled ‘‘Information Statement with 
Respect to Transition Periods.’’ For 
purposes of the preceding sentence, in-
formation previously reported in an in-
formation statement, including a 

statement filed with a 1988 return, may 
be excluded. The requirements of this 
paragraph (k)(2) apply only with re-
spect to 1988 and 1989 taxable years 
with respect to which the due date of 
the income tax return (including exten-
sions) is after November 20, 1989, and 
for which the income tax return is not 
filed on or before October 10, 1989. 

[T.D. 8264, 54 FR 38668, Sept. 20, 1989; T.D. 
8264, 54 FR 46187, Nov. 1, 1989; T.D. 8264, 54 FR 
50043, Dec. 4, 1989. Redesignated and amended 
by T.D. 8352, 56 FR 29434, June 27, 1991] 

§ 1.383–2 Limitations on certain capital 
losses and excess credits in com-
puting alternative minimum tax. 
[Reserved] 
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