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For each failure to furnish a statement required
by section 6039C(b)(3) ($25 per day×10 state-
ments×the 334 days from February 1, 1983 to
December 31, 1983 ($83,500) but not more
than $19,250 (which when added to $5,750
would total $25,000)) ........................................ 19,250

Total .................................................................. 25,000

Since Y has incurred the maximum penalty
for failure to file its return and statements
required for 1982 by the end of calendar year
1983, no further penalty for these failures is
imposed.

Example (4). Under section 6039C(c) foreign
person Y is required to make a return for
calendar year 1982. Y does not file such re-
turn on May 15, 1983 and the failure is not
due to reasonable cause. No security has
been furnished in lieu of filing. All properties
owned by Y in 1982 are U.S. real property in-
terests. Y purchased property M in January
1982 when its fair market value was $10,000.
In March, Y purchased property N when its
fair market value was $15,000. In November,
Y sold property M for $20,000. The fair mar-
ket value of property N on December 31, 1982,
was $20,000. The total of the fair market val-
ues of M and N (M as of the date of its sale
and N as of December 31, 1982) is $40,000. The
maximum penalty which may be imposed on
Y for failure to meet the requirements of
section 6093C(c) for any calendar year is the
lesser of $25,000 or 5 percent of the aggregate
of the fair market values of the U.S. real
property interests owned by Y at any time
during such calendar year. Since $2,000 (5
percent of $40,000) is less than $5,750 ($25
times 230 days, the number of days in cal-
endar year 1983 for which the failure contin-
ues), the maximum penalty which may be
imposed on Y in 1983 is $2,000. Since the max-
imum penalty for the failure to file the 1982
return is incurred in 1983, no amount may be
imposed for Y’s continuing failure to file the
return for calendar year 1982 during calendar
years after 1983.

(h) Effective date. This section shall
apply to 1980 and subsequent calendar
years. The calendar year 1980 shall be
treated as beginning on June 19, 1980
and ending on December 31, 1980.

[T.D. 7866, 48 FR 648, Jan. 6, 1983]

PART 7—TEMPORARY INCOME TAX
REGULATIONS UNDER THE TAX
REFORM ACT OF 1976

Sec.
7.48–1 Election to have investment credit

for movie and television films deter-
mined in accordance with previous liti-
gation.

7.48–2 Election of forty-percent method of
determining investment credit for movie
and television films placed in service in a
taxable year beginning before January 1,
1975.

7.48–3 Election to apply the amendments
made by sections 804 (a) and (b) of the
Tax Reform Act of 1976 to property de-
scribed in section 50(a) of the Code.

7.57(d)–1 Election with respect to straight
line recovery of intangibles.

7.105–1 Questions and answers relating to
exclusions of certain disability income
payments.

7.105–2 Substantial gainful activity.
7.367(b)–1 Other transfers.
7.367(b)–2 Definitions.
7.367(b)–3 Special rules.
7.367(b)–4 Certain exchanges described in

more than one Code provision.
7.367(b)–5 Complete liquidation of foreign

subsidiary.
7.367(b)–6 Exchange of stock in a foreign in-

vestment company.
7.367(b)–7 Exchange of stock described in

section 354.
7.367(b)–8 Transfer of assets by a foreign

corporation in an exchange described in
section 351.

7.367(b)–9 Attribution of earnings and prof-
its on an exchange described in section
351, 354, or 356.

7.367(b)–10 Distribution of stock described
in section 355.

7.367(b)–11 Deficit in earnings and profits.
7.367(b)–12 Subsequent treatment of

amounts attributed or included in in-
come.

7.367(b)–13 Examples.
7.367(c)–1 Section 355 distribution treated as

an exchange.
7.367(c)–2 Contribution of capital to con-

trolled corporations.
7.465–1 Amounts at risk with respect to ac-

tivities begun prior to effective date; in
general.

7.465–2 Determination of amount at risk.
7.465–3 Allocation of loss for different tax-

able years.
7.465–4 Insufficient records.
7.465–5 Examples.
7.704–1 Partner’s distributive share.
7.936–1 Qualified possession source invest-

ment income.
7.999–1 Computation of the international

boycott factor.
7.6039A–1 Information regarding carryover

basis property acquired from a decedent.
7.6041–1 Return of information as to pay-

ments of winnings from bingo, keno, and
slot machines.

AUTHORITY: 26 U.S.C. 7805, unless otherwise
stated.

Section 7.367 (b)–1 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–2 also issued under 26
U.S.C. 367 (b).
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Section 7.367 (b)–3 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–4 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–5 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–6 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–7 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–8 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–9 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–10 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–11 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–12 also issued under 26
U.S.C. 367 (b).

Section 7.367 (b)–13 also issued under 26
U.S.C. 367 (b).

§ 7.48–1 Election to have investment
credit for movie and television
films determined in accordance
with previous litigation.

(a) Generally. Under section 804(c)(3)
of the Tax Reform Act of 1976 (Pub. L.
94–455, 90 Stat. 1595), any taxpayer who
filed an action in any court of com-
petent jurisdiction before January 1,
1976, for a determination of such tax-
payer’s rights to investment credit
under section 38 of the Internal Reve-
nue Code of 1954 with respect to any
film placed in service in any taxable
year beginning before January 1, 1975,
may elect to have investment credit on
all films placed in service in taxable
years beginning before January 1, 1975,
(except those subject to an election
under section 804(e)(2) of the Act), de-
termined as though section 804 of the
Act (except section 804(c)(3) of the Act)
had not been enacted.

(b) Manner of making the election. The
election allowed by section 804(c)(3) of
the Act may be made by a notification
in the form of a letter signed by the
taxpayer or an authorized representa-
tive of the taxpayer stating:

(1) The taxpayer’s name, address, and
identification number;

(2) The taxable years in which the
films were placed in service with re-
spect to which the election shall apply;
and

(3) The court in which the litigation
was commenced and information ade-
quate to identify the particular litiga-
tion, for example, the names of the liti-

gants, the date the suit was com-
menced, and the court case or docket
number of the litigation.

The letter should be sent to the Deputy
Commissioner of Internal Revenue, At-
tention: CC:RL:Br2, Room 4617, 1111
Constitution Avenue, N.W., Washing-
ton, DC 20224.

(c) Time for making the election. The
election under section 804(c)(3) of the
Act must be made not later than Janu-
ary 3, 1977. If mailed, the cover con-
taining the notification of such elec-
tion must be postmarked not later
than January 3, 1977.

(d) Revocation of election. An election
under section 804(c)(3) of the Act, once
made, shall be irrevocable.

[T.D. 7449, 41 FR 56629, Dec. 29, 1976]

§ 7.48–2 Election of forty-percent meth-
od of determining investment credit
for movie and television films
placed in service in a taxable year
beginning before January 1, 1975.

(a) General rule. Under section
804(c)(2) of the Tax Reform Act of 1976
(90 Stat. 1595), taxpayers who placed
movie or television films (here- inafter
referred to as films and tapes) in serv-
ice during taxable years beginning be-
fore January 1, 1975, may elect to have
their investment credit on all such
films and tapes determined under sec-
tion 46(c) of the Code using an amount
equal to 40 percent of aggregate pro-
duction costs in lieu of the basis of
such property. If the election is made,
100 percent is the applicable percentage
used in determining qualified invest-
ment under section 46(c) of the Code re-
gardless of actual useful life. The elec-
tion can be made only with respect to
qualified films and tapes that are new
section 38 property and the investment
credit is allowed only to the extent
that a taxpayer has an ownership inter-
est in the film or tape. No investment
credit is allowed under section 804(c)(2)
of the Act on any film or tape that is
not section 38 property or that was pro-
duced and shown exclusively outside of
the United States. Thus, no election
may be made under this section with
respect to a film or tape which is sus-
pension period property to which sec-
tion 48(h) applies or to a film or tape
which is termination period property
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to which section 49(a) applies. Any in-
vestment credit taken on any film or
tape subject to the election is not sub-
ject to recapture because of an early
disposition or because a film or tape
otherwise ceases to be section 38 prop-
erty under section 47(a) of the Code.
Thus, there will be no recapture be-
cause a film or tape is used outside the
United States under section 48(a)(2) of
the Code or section 804(c)(1)(C) of the
Act, or because of any disposition
under section 47(a)(7)(B) of the Code.

(b) Time and manner of making an
election—(1) Time for making the elec-
tion. The election under section
804(c)(2) of the Act must be made not
later than April 25, 1977.

(2) Manner of making the election. An
election under this section must be
made by filing amended income tax re-
turns for each taxable year beginning
before January 1, 1975, in which films
and tapes subject to the election were
placed in service, together with a
statement signed by the taxpayer con-
taining the information described
below. The amended returns and the
statement must be filed with the dis-
trict director having audit jurisdiction
over the last return filed to which the
election relates. Each amended return
shall contain a schedule listing by
name all films and tapes placed in serv-
ice during the year to which the
amended return relates and setting
forth all computations necessary to de-
termine the aggregate production costs
of each such film or tape listed and the
ownership interest of the taxpayer in
each film or tape listed. In the case of
a taxpayer which is a partner, share-
holder of an electing small business
corporation, or beneficiary of a trust or
estate, such computations must be ade-
quate to determine the ownership in-
terest of the partnership, electing
small business corporation, or trust or
estate in each such film or tape, (a tax-
payer which is a partner, shareholder,
or beneficiary may satisfy the require-
ments of the preceding sentence by at-
taching to his amended return a copy
of an amended return, if one is filed, of
the partnership, electing small busi-
ness corporation, or trust or estate
which sets forth computations nec-
essary to determine the ownership in-
terest of the entity in each such film or

tape.) No amended return need be filed
for a taxable year if application of the
election to films and tapes placed in
service during that year would not af-
fect tax liability for any taxable year.

The statement shall contain the fol-
lowing information:

(i) The taxpayer’s name and taxpayer
identification number (under section
6109 of the Code).

(ii) A statement that the taxpayer is
making the election under section
804(c)(2) of the Act.

(iii) A statement that the taxpayer
agrees that the period for assessment
and collection under section 6501 of the
Code will remain open until December
31, 1978, solely with respect to adjust-
ments of tax liability attributable to
investment credit allowed on films and
tapes placed in service in each year
covered by the election. Unless the dis-
trict director notifies the taxpayer
within 7 days of receipt of the state-
ment that such extension is denied, it
will be presumed that the district di-
rector consents to such extension. Of
course, the period covered by this
statement may be extended beyond De-
cember 31, 1978 by mutual agreement.
This statement does not shorten the
regular statutory period for any year
or take precedence over a previous or
subsequent agreement with the Inter-
nal Revenue Service extending the
statutory period for any year.

(iv) A list of the addresses used by
the taxpayer on each return filed dur-
ing each taxable year subject to the
election.

(v) A statement that the taxpayer
consents to join in judicial proceedings
to determine the investment credit al-
lowable and entitlement to investment
credit on any film or tape subject to
the election, which meets all of the re-
quirements set forth in paragraph (b)(3)
of this section.

(vi) A statement as to whether an
election has been made by the taxpayer
under section 804(e)(2) of the Act for
films and tapes which are property de-
scribed in section 50(a) of the Code
which were placed in service in taxable
years beginning before January 1, 1975.

(vii) A list by name of all films or
tapes placed in service during the years
to which the election relates.
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(viii) With respect to each film or
tape listed in paragraph (b)(2)(vii) of
this section, a list of all producers, dis-
tributors, and persons with a participa-
tion interest (with addresses where
available).

(ix) In the case of an election made
by a partner, shareholder of an electing
small business corporation (as defined
in section 1371(b) of the Code), or bene-
ficiary, a statement indicating the
name, taxpayer identification number,
and address for tax return purposes of
the respective partnership, electing
small business corporation, or trust or
estate.

(3) Consent to join in judicial proceed-
ings. No election may be made by any
taxpayer unless the statement made
under paragraph (b)(2)(v) of this section
provides that the taxpayer shall:

(i) Treat the determination of the in-
vestment credit allowable on each film
or tape subject to an election as a sepa-
rate cause of action;

(ii) Make all reasonable efforts nec-
essary to join in or intervene in any ju-
dicial proceeding in any court for de-
termining the person entitled to, and
the amount of, the investment credit
allowable with respect to any film or
tape covered by the election after re-
ceiving notice from the Commissioner
of Internal Revenue or his delegate in-
dicating that a conflicting claim to the
investment credit for such film or tape
is being asserted in such court by an-
other person; and

(iii) Consent to revocation of the
election by the Commissioner of Inter-
nal Revenue or his delegate with re-
spect to all films and tapes placed in
service in taxable years for which the
election applies, if the taxpayer fails to
make all reasonable efforts necessary
to join in or intervene in any judicial
proceeding under paragraph (b)(3)(ii) of
this section.

(4) Who makes the election. The elec-
tion must be made separately by each
person who has an ownership interest.
However, where a film or tape is owned
by a partnership, electing small busi-
ness corporation (as defined in section
1371(b) of the Code), or trust or estate,
the election must be made separately
by each partner, shareholder or bene-
ficiary. The election is not to be made
by a partnership or electing small busi-

ness corporation, and is to be made by
a trust or estate only if the trust or es-
tate in determining its tax liability
would be allowed investment credit on
a film or tape subject to the election.
The election of any partner, share-
holder, beneficiary or trust or estate
shall be effective regardless of whether
any related partner, shareholder, bene-
ficiary, or trust or estate makes the
election.

(5) Additional time to perfect election. A
taxpayer that by April 25, 1977, files a
statement containing the information
described in paragraph (b)(2) (i)
through (v) of this section shall be
deemed to have made a timely election
under paragraph (b)(2) of this section if
by July 5, 1977, the taxpayer has com-
plied with all of the requirements of
paragraph (b)(2) of this section. If a
taxpayer demonstrates to the satisfac-
tion of the district director that it is
unable to meet the July 5, 1977, date
even though it has made a good faith
effort to do so, the district director
may at his discretion extend that date
to no later than October 4, 1977, for
that taxpayer. Requests for extensions
of the July 5, 1977, date should be ad-
dressed to the district director with
whom the statement was filed.

(c) Revocation of election—(1) Revoca-
tion by taxpayer. (i) Except as provided
in paragraph (c)(1)(ii) of this section,
an election made under section 804(c)(2)
of the Act may not be revoked by a
taxpayer unless consent to revoke the
election is obtained from the Commis-
sioner of Internal Revenue or his dele-
gate. Application for consent to revoke
the election will be accepted only if
permanent regulations are issued
which contain rules which may not
reasonably have been anticipated by
taxpayers at the time the election was
made. Any permanent regulations will
provide a reasonable period of time
within which taxpayers will be per-
mitted to apply for consent to revoke
the election and will allow revocation
(where revocation is not barred by the
limitations on credit or refund inspec-
tion 6511 of the Code) in the event of a
determination by the Commissioner of
Internal Revenue or his delegate that
such permanent regulations contain
provisions that may not reasonably
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have been anticipated by taxpayers at
the time of making such election.

(ii) An election properly made under
section 804(e)(2) of the Act, to have sec-
tions 48(k) and 47 (a)(7) of the Code
apply to films and tapes which are
property described in section 50(a) of
the Code and which were placed in
service in taxable years beginning be-
fore January 1, 1975, shall automati-
cally revoke any election under section
804(c)(2) of the Act with respect to such
films and tapes. Such revocation does
not require the consent of the Commis-
sioner of Internal Revenue or his dele-
gate.

(2) Revocation by Commissioner. The
Commissioner of Internal Revenue or
his delegate shall revoke an election
made under section 804(c)(2) of the Act
if a taxpayer fails to make all reason-
able efforts necessary to join in or in-
tervene, in a judicial proceeding for de-
termination of the person entitled to,
and the amount of, the investment
credit allowable with respect to any
film or tape covered by the election
after receiving notice from the Com-
missioner or his delegate which indi-
cates that a conflicting claim to the in-
vestment credit for such film or tape is
being asserted in court by another per-
son.

(d) Furnishing of supplementary infor-
mation required. If these regulations are
revised to require the furnishing of in-
formation in addition to that which
was furnished with the amended re-
turns and statement of election filed
pursuant to paragraph (b) (2) and (3) of
this section, the taxpayer must furnish
such additional information in a state-
ment addressed to the district director
with whom the amended return and
statement of election were filed.

((68A Stat. 917; 26 U.S.C. 7804); sec. 804(c)(2)
(C) and (D) of the Tax Reform Act of 1976 (90
Stat. 1595))

[T.D. 7474, 42 FR 17123, Mar. 31, 1977; T.D.
7480, 42 FR 19479, Apr. 14, 1977]

§ 7.48–3 Election to apply the amend-
ments made by sections 804 (a) and
(b) of the Tax Reform Act of 1976 to
property described in section 50(a)
of the Code.

(a) General rule. Under section
804(e)(2) of the Tax Reform Act of 1976

(90 Stat. 1596), taxpayers may elect to
apply the amendments made by section
804 (a) and (b) of the Act to movie and
television films that are property de-
scribed in section 50(a) of the Code and
that were placed in service in taxable
years beginning before January 1, 1975.

(b) Time for and manner of making
election—(1) Time for making election.
The election under section 804(e)(2) the
Act must be made not later than Octo-
ber 4, 1977.

(2) Manner of making election. The
election under section 804(e)(2) shall be
made by applying the same rules appli-
cable under section 804(c)(2) as de-
scribed in § 7.48–2(b) (2), (3), and (4) ex-
cept that § 7.48–2(b)(2)(ii) shall be read
to require a statement that the tax-
payer is making an election under sec-
tion 804(e)(2) of the Act, and § 7.48–
2(b)(2)(vi) shall not apply. An election
properly made under section 804(e)(2) of
the Act may not be revoked after Octo-
ber 4, 1977.

(Sec. 804(e)(2), Tax Reform Act of 1976 (90
Stat. 1596))

[T.D. 7509, 42 FR 47828, Sept. 22, 1977]

§ 7.57(d)–1 Election with respect to
straight line recovery of intangi-
bles.

(a) Purpose. This section prescribes
rules for making the election per-
mitted under section 57(d)(2), as added
by the Tax Reform Act of 1976. Under
this election taxpayers may use cost
depletion to compute straight line re-
covery of intangibles.

(b) Election. The election under sec-
tion 57(d) is subject to the following
rules:

(1) The election is made within the
time prescribed by law (including ex-
tensions thereof) for filing the return
for the taxable year in which the intan-
gible drilling costs are paid or incurred
or, if later, by July 25, 1978.

(2) The election is made separately
for each well. Thus, a taxpayer may
make the election for only some of his
or her wells.

(3) The election is made by using, for
the well or wells to which the election
applies, cost depletion to compute
straight line recovery of intangibles for
purposes of determining the amount of
the preference under section 57(a)(11).
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(4) The election may be made wheth-
er or not the taxpayer uses cost deple-
tion in computing taxable income.

(5) The election is made by a partner-
ship rather than by each partner.

(c) Computation of cost depletion. For
purposes of computing straight line re-
covery of intangibles through cost de-
pletion, both depletable and depre-
ciable intangible drilling and develop-
ment costs for the taxable year are
taken into account. They are treated
as if capitalized, added to basis, and re-
covered under § 1.611–2(a). Costs paid or
incurred in other taxable years are not
taken into account.

(Secs. 57(d) and 7805 of the Internal Revenue
Code of 1954 (90 Stat. 1551; 68A Stat. 917; 26
U.S.C. 57(d), 7805))

[T.D. 7541, 43 FR 17816, Apr. 26, 1978; 43 FR
18993, May 3, 1978]

§ 7.105–1 Questions and answers relat-
ing to exclusions of certain disabil-
ity income payments.

The following questions and answers
relate to the exclusion of certain dis-
ability income payments under section
105(d) of the Internal Revenue Code of
1954, as amended by sections 505 (a) and
(c) of the Tax Reform Act of 1976 (90
Stat. 1566):

Q–1: What effect on the sick pay exclusion
does the new law have?

A–1: The ‘‘sick pay’’ provisions of prior law
(which allowed a limited exclusion from
gross income of sick pay received before
mandatory retirement age by active employ-
ees temporarily absent from work because of
sickness or injury, as well as by disability
retirees) have been replaced by provisions of
the new law (which provide for a limited ex-
clusion of disability payments but restrict
its application to individuals retired on dis-
ability who meet certain requirements as to
permanent and total disability, age, etc.) (Q–
4). As a result of the more restrictive provi-
sions of the new law, many taxpayers who
qualified for the exclusion in previous tax-
able years will not be eligible to claim the
disability payments exclusion beginning
with the effective date of the new law.

Q–2: What is the effective date of the new law
relating to disability exclusion?

A–2: The disability income exclusion and
related annuity provisions of the Tax Reform
Act of 1976 are effective for taxable years be-
ginning on or after January 1, 1977. In addi-
tion, the Tax Reduction and Simplification
Act of 1977 allows certain taxpayers to begin
excluding pension or annuity costs in tax-

able years beginning in 1976. In the case of a
retiree who uses the cash receipts and dis-
bursements method of accounting, the new
law applies to payments received on or after
the effective date even if the payment is for
a period before the effective date. Thus, a
payment for December 1976 that is received
in January 1977 by a calendar-year, cash-
basis taxpayer is controlled by the new law.

Q–3: What are disability payments?
A–3: In general, disability payments are

amounts constituting wages or payments in
lieu of wages made under provisions of a plan
providing for the payment of such amounts
to an employee for a period during which the
employee is absent from work on account of
permanent and total disability. Amounts
paid to such an employee after mandatory
retirement age is attained are not wages or
payments in lieu of wages for purposes of the
disability income exclusion.

Q–4: Who is eligible to exclude disability pay-
ments?

A–4: A taxpayer who receives disability
payments in lieu of wages under a plan pro-
viding for the payment of such amounts may
qualify for the exclusion provided all of the
following requirements are met:

(1) The taxpayer has not reached age 65
(see Q–9) before the end of the taxable year;

(2) The taxpayer has not reached manda-
tory retirement age (see Q–8) before the be-
ginning of the taxable year;

(3) The taxpayer retired on disability (see
Q–10) (or if retired prior to January 1, 1977
and did not retire on disability, would have
been eligible to retire on disability at the
time of such retirement);

(4) The taxpayer was permanently and to-
tally disabled (see Q–11) when the taxpayer
retired (or if the taxpayer retired before Jan-
uary 1, 1977, was permanently and totally
disabled on January 1, 1976, or January 1,
1977); and

(5) The taxpayer has not made an irrev-
ocable election not to claim the disability
income exclusion (see Q–17 through Q–19).

Q–5: What limitations are placed on the
amounts excludable?

A–5: The amount of disability income that
is excludable:

(a) Cannot exceed the amount of the dis-
ability income payments received for any
pay period;

(b) Cannot exceed a maximum weekly rate
of $100 per taxpayer. Thus, the maximum dis-
ability income exclusion allowable on a joint
return (see Q–7) in the usual case where one
spouse receives disability payments, gen-
erally, would be $5,200, and if both spouses
received disability payments the maximum
exclusion, generally, would be $10,400 ($5,200
for each spouse);

(c) Cannot exceed, in the case of a disabil-
ity income payment for a period of less than
a week, a prorated portion of the amount
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otherwise excludable for that week (see Q–6);
and

(d) Cannot exceed, for the entire taxable
year, the total amount otherwise excludable
for such taxable year reduced, dollar for dol-
lar, by the amount by which the taxpayer’s
adjusted gross income (determined without
regard to the disability income exclusion)
exceeds $15,000. Where a disability income
exclusion is claimed by either or both
spouses on a joint return, the taxpayer’s ad-
justed gross income means the total adjusted
gross income of both spouses combined (de-
termined without regard to the disability in-
come exclusion) (see also Q–7).

Q–6: On what occasion is a taxpayer likely to
receive part-week disability payments? How do
you prorate such payments?

A–6: Such part-week payments may be re-
ceived when one of the following events oc-
curs after the first day of the taxpayer’s nor-
mal workweek: (a) the disability retirement
commences: (b) the taxpayer reaches manda-
tory retirement age in a taxable year prior
to the taxable year in which such taxpayer
attains age 65; or (c) the taxpayer dies. To
prorate a part-week disability income pay-
ment for purposes of the exclusion, the tax-
payer must:

(1) Determine the ‘‘daily exclusion,’’ which
is the lesser of—

(a) The taxpayer’s daily rate of disability
pay, or

(b) $100 divided by the number of days in
the taxpayer’s normal workweek.

(2) Multiply the daily exclusion by the
number of days for which the part-week pay-
ment was made.
Thus, for a taxpayer whose normal work-
week was Monday through Friday and whose
retirement on permanent and total disability
began on Wednesday, the first disability in-
come payment would include a payment for
a part-week consisting of three days. Assum-
ing that the daily exclusion determined in
(1), above, is $20, the taxpayer’s exclusion for
the first week would be $60 ($20×3).

Q–7: What filing restrictions apply to a mar-
ried taxpayer who claims a disability income ex-
clusion?

A–7: A taxpayer married at the close of the
taxable year who lived with his or her spouse
at any time during such taxable year must
file a joint return in order to claim the dis-
ability income exclusion. However, a tax-
payer married at the close of the taxable
year who lived apart from his or her spouse
for the entire taxable year may claim the ex-
clusion on either a joint or separate return.

Q–8: What is ‘‘mandatory retirement age’’?
A–8: Generally, mandatory retirement age

is the age at which the taxpayer would have
been required to retire under the employer’s
retirement program, had the taxpayer not
become disabled.

Q–9: Does a taxpayer reach age 65 on the day
before his or her 65th birthday for purposes of

the disability income exclusion, as is the case for
purposes of the exemption for age and the credit
for the elderly?

A–9: No. For purposes of the disability in-
come exclusion, a taxpayer reaches age 65 on
the day of his or her 65th birthday anniver-
sary. Thus, a taxpayer whose 65th birthday
occurs on January 1, 1978, is not considered
to reach age 65 during 1977, for purposes of
the disability income exclusion.

Q–10: What does ‘‘retired on disability’’ mean?
A–10: Generally, it means that an employee

has ceased active employment in all respects
because of a disability and has retired under
a disability provision of a plan for employ-
ees. However, an employee who has actually
ceased active employment in all respects be-
cause of a disability may be treated as ‘‘re-
tired on disability’’ even though the em-
ployee has not yet gone through formal ‘‘re-
tirement’’ procedures, as for example, where
an employer carries the disabled employee in
a non-retired status under the disability pro-
visions of the plan solely for the purpose of
continuing such employee’s eligibility for
certain employer-provided fringe benefits. In
addition, such an employee may be treated
as ‘‘retired on disability’’ even though the
initial period immediately following his or
her ceasing of employment on account of a
disability must first be used against accumu-
lated ‘‘sick leave’’ or ‘‘annual leave’’ prior to
the employee being formally placed in dis-
ability retirement status.

Q–11: What is permanent and total disability?
A–11: It is the inability to engage in any

substantial gainful activity by reason of any
medically determinable physical or mental
impairment that:

(a) Can be expected to result in death;
(b) Has lasted for a continuous period of

not less than 12 months; or
(c) Can be expected to last for a continuous

period of not less than 12 months. The sub-
stantial gainful activity referred to is not
limited to the activity, or a comparable ac-
tivity, in which the individual customarily
engaged prior to such individual’s retirement
on disability.

See § 7.105–2 for additional information re-
lating to substantial gainful activity.

Q–12: If a taxpayer retired on disability but it
is not clear until the following taxable year that
the disability as of the date of such retirement
was permanent and total (so that the employee
did not exclude any amount as disability income
in the earlier taxable year), may the taxpayer
file an amended return to claim the disabil-
ity income exclusion for the taxable year in
which such taxpayer retired on disability
which was permanent and total?

A–12: Yes.
Q–13: What proof must a taxpayer furnish to

establish the existence of permanent and total
disability?
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A–13: If retired on disability before Janu-
ary 1, 1977: A certificate from a qualified
physician attesting that—

(a) The taxpayer was permanently and to-
tally disabled on January 1, 1976 or January
1, 1977; or

(b) The records of the Veterans Adminis-
tration show that the taxpayer was perma-
nently and totally disabled as defined in 38
CFR 3.340 or 3.342 on January 1, 1976 or Janu-
ary 1, 1977.

If retired on disability during 1977 or there-
after: A certificate from a qualified physi-
cian attesting that—

(a) The taxpayer was permanently and to-
tally disabled on the date he or she retired;
or

(b) The records of the Veterans Adminis-
tration show that the taxpayer was perma-
nently and totally disabled as defined in 38
CFR 3.340 or 3.342 on the date he or she re-
tired.

In either case, the taxpayer must attach
the certificate or a copy of the certificate to
his or her income tax return. The certificate
shall give the physician’s name and address.
No certificate from any employer is required
with regard to the determination of perma-
nent and total disability.

Q–14: For what period does a taxpayer eligible
(see Q–4) for the disability income exclusion
(without regard to the $15,000 income phaseout
explained in Q–5) continue to be eligible for
such exclusion?

A–14: Unless the taxpayer earlier makes
the irrevocable election not to claim the dis-
ability income exclusion described in Q–17
through Q–19, such taxpayer continues to be
eligible until the earlier of:

(a) The beginning of the taxable year in
which the taxpayer reaches age 65; and

(b) The day on which the taxpayer reaches
mandatory retirement age.

Q–15: May a taxpayer while eligible (see Q–4)
for the disability income exclusion under the
new law, exclude any applicable pension or an-
nuity costs?

A–15: No. This is true even though while el-
igible for the disability income exclusion,
such taxpayer is unable to exclude any
amount of the disability income payments
because of the $15,000 income phaseout (see
Q–5).

Q–16: When will a taxpayer who is eligible
(see Q–4) to exclude disability income payments
(without regard to the $15,000 phaseout ex-
plained in Q–5) under the new law be able to ex-
clude any applicable pension or annuity costs?

A–16: In general, such a taxpayer will begin
to exclude any of his or her pension or annu-
ity costs under applicable rules of the Code
beginning on the first day of the taxable
year in which he or she attains age 65 or, if
mandatory retirement age is attained in an
earlier taxable year, beginning on the day
the taxpayer attains mandatory retirement
age.

Q–17: May a taxpayer who is eligible (see Q–
4) to exclude disability income payments (with-
out regard to the $15,000 phaseout explained in
Q–5) under the new law begin to exclude appli-
cable pension or annuity costs in an earlier tax-
able year?

A–17: Yes, but such a taxpayer must make
the election described in Q–18 and Q–19 in
which case the taxpayer would no longer be
eligible for the disability income exclusion.

Q–18: What is an election not to claim the dis-
ability income exclusion?

A–18: It is an irrevocable election for the
taxable year for which the election is made,
and each taxable year thereafter. If such an
election is made the taxpayer will begin to
recover tax-free, out of the payments, his or
her annuity costs as provided under the ap-
plicable provision of the Code.

Q–19: How does a taxpayer who is eligible to
exclude disability income payments (without re-
gard to the $15,000 phaseout explained in Q–5)
under the new law make this election?

A–19: The election is made by means of a
statement attached to the taxpayer’s income
tax return (or amended return) for the tax-
able year in which the taxpayer wishes to
have the applicable annuity rule apply. The
statement shall set forth the taxpayers
qualifications to make the election (i.e., that
the taxpayer is eligible (see Q–4) to exclude
disability income payments (without regard
to the $15,000 income phaseout explained in
Q–5)) and that such taxpayer irrevocably
elects not to claim the benefit of excluding
disability income payments under section
105(d), as amended, for such taxable year and
each taxable year thereafter. The election
cannot be made for any taxable year begin-
ning before January 1, 1976.

Q–20: Did the changes made by the Tax Re-
duction and Simplification Act provide any re-
lief to taxpayers eligible for the sick pay exclu-
sion in taxable years beginning in 1976?

A–20: Yes. As originally enacted, the more
restrictive provisions of the disability in-
come exclusion applied to taxable years be-
ginning in 1976. The Tax Reduction and Sim-
plification Act postponed the effective date
of these provisions for 1 year. Thus, tax-
payers may claim the sick pay exclusion in
taxable years beginning in 1976.

(Secs. 105(d) and 7805 of the Internal Revenue
Code of 1954 (90 Stat. 1566; 68A Stat. 917; 26
U.S.C. 105(d); 7805))

[T.D. 7450, 41 FR 56630, Dec. 29, 1976, as
amended at 42 FR 2954, Jan. 14, 1977; T.D.
7544, 43 FR 19655, May 8, 1978]

§ 7.105–2 Substantial gainful activity.

(a) Purpose. This section defines sub-
stantial gainful activity for purposes of
section 105(d) and § 7.105–1, prescribes
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rules for determining whether a tax-
payer has the ability to engage in sub-
stantial gainful activity, and provides
examples of the application of the defi-
nition and rules in specific factual situ-
ations.

(b) Definition. Substantial gainful ac-
tivity is the performance of significant
duties over a reasonable period of time
in work for remuneration or profit (or
in work of a type generally performed
for remuneration or profit).

(c) General rules. (1) Full-time work
under competitive circumstances gen-
erally indicates ability to engage in
substantial gainful activity.

(2) Work performed in self-care or the
taxpayer’s own household tasks, and
nonremunerative work performed in
connection with hobbies, institutional
therapy or training, school attendance,
clubs, social programs, and similar ac-
tivities is not substantial gainful activ-
ity. However, the nature of the work
performed may be evidence of ability
to engage in substantial gainful activ-
ity.

(3) The fact that a taxpayer is unem-
ployed for any length of time is not, of
itself, conclusive evidence of inability
to engage in substantial gainful activ-
ity.

(4) Regular performance of duties by
a taxpayer in a full-time, competitive
work situation at a rate of pay at or
above the minimum wage will conclu-
sively establish the taxpayer’s ability
to engage in substantial gainful activ-
ity. For purposes of paragraphs (c)(4)
and (c)(5) of this section, the minimum
wage is the minimum wage prescribed
by section 6(a)(1) of the Fair Labor
Standards Act of 1938, as amended, 29
U.S.C. 206(a)(1).

(5) Regular performance of duties by
a taxpayer in a part-time, competitive
work situation at a rate of pay at or
above the minimum wage will conclu-
sively establish the taxpayer’s ability
to engage in substantial gainful activ-
ity, if the duties are performed at the
employer’s convenience.

(6) In situations other than those de-
scribed in paragraphs (c)(4) and (c)(5) of
this section, other factors, such as the
nature of the duties performed, may es-
tablish a taxpayer’s ability to engage
in substantial gainful activity.

(d) Examples. The following examples
illustrate the application of the defini-
tion in paragraph (b) of this section
and the rules in paragraph (c) of this
section in specific factual situations.
In examples 1 through 5, the facts es-
tablish that the taxpayers are able to
engage in substantial gainful activity
and, therefore, are not entitled to
claim the disability income exclusion
of section 105(d). In examples 6 through
9, the facts do not, of themselves, es-
tablish the taxpayers’ ability or inabil-
ity to engage in substantial gainful ac-
tivity. In these situations, all the facts
and circumstances must be examined
to determine whether the taxpayers
are able to engage in substantial gain-
ful activity.

Example (1). Before retirement on disabil-
ity, taxpayer worked for a hotel as night
desk clerk. After retirement, the taxpayer is
hired by another hotel as night desk clerk at
a rate of pay exceeding the minimum wage.
Since the taxpayer regularly performs duties
in a full-time competitive work situation at
a rate of pay at or above the minimum wage,
he or she is able to engage in substantial
gainful activity.

Example (2). A taxpayer who retired on dis-
ability from employment as a sales clerk is
employed as a full-time babysitter at a rate
of pay equal to the minimum wage. Since the
taxpayer regularly performs duties in a full-
time, competitive work situation at a rate of
pay at or above the minimum wage, he or
she is able to engage in substantial gainful
activity.

Example (3). A taxpayer retired on disabil-
ity from employment as a teacher because of
terminal cancer. The taxpayer’s physician
recommended continuing employment for
therapeutic reasons and taxpayer accepted
employment as a part-time teacher at a rate
of pay in excess of the minimum wage. The
part-time teaching work is done at the em-
ployer’s convenience. Even though the tax-
payer’s illness is terminal, the employment
was recommended for therapeutic reasons,
and the work is part-time, the fact that the
work is done at the employer’s convenience
demonstrates that the taxpayer is able to en-
gage in substantial gainful activity.

Example (4). A taxpayer who retired on dis-
ability, is employed full-time in a competi-
tive work situation that is less demanding
than his or her former position. The rate of
pay exceeds the minimum wage but is about
half of the taxpayer’s rate of pay in the
former position. It is immaterial that the
new work activity is less demanding or less
gainful than the work in which the taxpayer
was engaged before his or her retirement on
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disability. Since the taxpayer regularly per-
forms duties in a full-time, competitive work
situation at a rate of pay at or above the
minimum wage, he or she is able to engage
in substantial gainful activity.

Example (5). A taxpayer who retired on dis-
ability from employment as a bookkeeper
drives trucks for a charitable organization at
the taxpayer’s convenience. The taxpayer re-
ceives no compensation, but duties of this
nature generally are performed for remu-
neration or profit. Some weeks the taxpayer
works 10 hours, some weeks 40 hours, and
over the year the taxpayer works an average
of 20 hours per week. Even though the tax-
payer receives no compensation, works part-
time, and at his or her convenience, the na-
ture of the duties performed and the average
number of hours worked per week conclu-
sively establish the taxpayer’s ability to en-
gage in substantial gainful activity.

Example (6). A taxpayer who retired on dis-
ability was instructed by a doctor that unin-
terrupted bedrest was vital to the treatment
of his or her disability. However, because of
financial need, the taxpayer secured new em-
ployment in a sedentary job. After attempt-
ing the new employment for approximately
two months, the taxpayer was physically un-
able to continue the employment. The fact
that the taxpayer attempted to work and
did, in fact, work for two months, does not,
of itself, conclusively establish the tax-
payer’s ability to engage in substantial gain-
ful activity.

Example (7). A taxpayer who retired on dis-
ability accepted employment with a former
employer on a trial basis. The purpose of the
employment was to determine whether the
taxpayer was employable. The trial period
continued for an extended period of time and
the taxpayer was paid at a rate equal to the
minimum wage. However, because of the tax-
payer’s disability only light duties of a non-
productive make-work nature were assigned.
Unless the activity is both substantial and
gainful, the taxpayer is not engaged in sub-
stantial gainful activity. The activity was
gainful because the taxpayer was paid at a
rate at or above the minimum wage. How-
ever, the activity was not substantial be-
cause the duties were of a nonproductive,
make-work nature. Accordingly, these facts
do not, of themselves, establish the tax-
payer’s ability to engage in substantial gain-
ful activity.

Example (8). A taxpayer who retired on dis-
ability from employment as a bookkeeper
lives with a relative who manages several
motel units. The taxpayer assisted the rel-
ative for one or two hours a day by perform-
ing duties such as washing dishes, answering
phones, registering guests, and bookkeeping.
The taxpayer can select the times during the
day when he or she feels most fit to perform
the tasks undertaken. Work of this nature,
performed off and on during the day at the

taxpayer’s convenience, is not activity of a
‘‘substantial and gainful’’ nature even if the
individual is paid for the work. The perform-
ance of these duties does not, of itself, show
that the taxpayer is able to engage in sub-
stantial gainful activity.

Example (9). A taxpayer who retired on dis-
ability because of a physical or mental im-
pairment accepts sheltered employment in a
protected environment under an institu-
tional program. Sheltered employment is of-
fered in sheltered workshops, hospitals and
similar institutions, homebound programs,
and Veterans Administration domiciliaries.
Typically, earnings are lower in sheltered
employment than in commercial employ-
ment. Consequently, impaired workers nor-
mally do not seek sheltered employment if
other employment is available. The accept-
ance of sheltered employment by an im-
paired taxpayer does not necessarily estab-
lish his or her ability to engage in substan-
tial gainful activity.

(Secs. 105(d) and 7805 of the Internal Revenue
Code of 1954 (90 Stat. 1566; 68A Stat. 917; 26
U.S.C. 105(d); 7805))

[T.D. 7544, 43 FR 19656, May 8, 1978]

§ 7.367(b)–1 Other transfers.
(a) Scope. This section and §§ 7.367(b)–

2 through 7.367(b)–12 apply to ex-
changes to which section 367(b), as
amended by section 1042(a) of the Tax
Reform Act of 1976, applies. This sec-
tion sets forth certain general rules re-
garding the extent to which a foreign
corporation shall be considered to be a
corporation in connection with an ex-
change to which section 367(b) applies.
An exchange to which section 367(b) ap-
plies is an exchange described in sec-
tion 367(b) and in section 332, 351, 354,
355, 356, or 361 with respect to which
the status of a foreign corporation as a
corporation is relevant for determining
the extent to which gain shall be recog-
nized and in connection with which
there is no transfer described in section
367(a). An election by a domestic cor-
poration under section 1504(d) to treat
a corporation organized under the laws
of a contiguous foreign country as a
domestic corporation shall be consid-
ered to be a transfer of property made
pursuant to an exchange to which sec-
tion 367(b) applies.

(b) General rule. If section 367(b) ap-
plies to an exchange, a foreign corpora-
tion shall be considered to be a cor-
poration in respect of that exchange
except to the extent otherwise provided
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in this section and in §§ 7.367(b)–4
through 7.367(b)–12. Unless otherwise
provided, if a taxpayer fails to comply
with §§ 7.367(b)–1 through 7.367(b)–12,
the Commissioner shall make a deter-
mination whether a foreign corpora-
tion will be considered to be a corpora-
tion based on all the facts and cir-
cumstances surrounding failure to
comply. In making this determination
the Commissioner may conclude that:

(1) A foreign corporation will be con-
sidered to be a corporation despite the
failure to comply;

(2) A foreign corporation will be con-
sidered to be a corporation provided
that the conditions imposed under
§§ 7.367(b)–4 through 7.367(b)–12 are ful-
filled; or

(3) A foreign corporation will not be
considered to be a corporation only for
purposes of determining the extent to
which gain shall be recognized on such
exchange but that any gain recognized
by reason of the Commissioner’s deter-
mination to disregard the corporate
status of a foreign corporation will be
taken into account for purposes of ap-
plying the provisions of section 334, 358
or 362.
See, §§ 7.367(b)–5(b), 7.367(b)–6(c),
7.367(b)–7(c)(2), and 7.367(b)–10(j) for spe-
cific provisions which override the pro-
visions of paragraph (b)(3) of this sec-
tion.

(c) Notice required—(1) In general. If
any person referred to in section 6012
(relating to the requirement to make
returns of income) realized gain or
other income (whether or not recog-
nized) on account of any exchange to
which section 367(b) applies, such per-
son must file a notice of such exchange
on or before the last date for filing a
Federal income tax return (taking into
account any extensions of time there-
for) for the person’s taxable year in
which gain or other income is realized.
This notice must be filed with the dis-
trict director with whom the person
would be required to file a Federal in-
come tax return for the taxable year in
which the exchange occurs.

(2) Information required. The notice
shall contain:

(i) A statement that the exchange is
one to which section 367(b) applies;

(ii) A complete description of the ex-
change;

(iii) A description of any stock or se-
curities received in the exchange;

(iv) A statement which describes any
amount required, under §§ 7.367(b)–4
through 7.367(b)–12 to be included in
gross income or added to the earnings
and profits or deficit of an exchanging
foreign corporation for the person’s
taxable year in which the exchange oc-
curs;

(v) A statement which describes any
amount of earnings and profits attrib-
uted by reason of the exchange under
§§ 7.367(b)–4 through 7.367(b)–12, to stock
owned by any United States person;

(vi) Any information which is or
would be required to be furnished with
a Federal income tax return pursuant
to regulations under sections 332, 351,
354, 355, 356, 361, or 368 (whether or not
a Federal income tax return is required
to be filed) if such information has not
otherwise been provided;

(vii) Any information required to be
furnished under section 6038 or 6046 if
such information has not otherwise
been provided; and

(viii) If applicable, a statement that
the taxpayer is making the election
permitted under paragraph (d) of
§ 7.367(b)–3 relating to earnings and
profits of a less developed country cor-
poration.

(ix) If applicable, a statement that
all relevant shareholders are making
the election provided in paragraph
(c)(1)(iii) of § 7.367(b)–7, in paragraph (f)
of § 7.367(b)–9, in paragraph (i)(3)(ii)(C)
of § 7.367(b)–10, or in paragraph (f) of
§ 7.367(b)–10 in order to obtain the in-
crease in basis of stock provided in
paragraph (c)(1)(iii) of § 7.367(b)–7, para-
graph (i)(3)(ii)(C) of § 7.367(b)–10, para-
graph (e)(1) of § 7.367(b)–9, or paragraph
(e) of § 7.367(b)–10.

(3) Failure to provide notice. If a per-
son required to give notice under
pagraph (c)(1) of this section fails to
provide, in a timely manner, informa-
tion sufficent to apprise the Commis-
sioner of the occurrence and nature of
an exchange to which section 367(b) ap-
plies, the taxpayer will be considered
to have failed to comply with the pro-
visions of §§ 7.367(b)–1 through 7.367(b)–
12 only if the taxpayer fails to estab-
lish reasonable cause for the failure.

(d) Records to be kept—(1) Adjustments
to earnings and profits. Any corporation
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whose earnings and profits are required
to be adjusted under §§ 7.367(b)–4
through 7.367(b)–12 must keep records
adequate to establish the adjustment.

(2) Amounts attributed to stock. If,
under §§ 7.367(b)–4 through 7.367(b)–12,
an amount is attributable to stock in a
foreign corporation which is owned by
a United States person, that person
must keep records to establish the
amount so attributed. If the person
fails to maintain such records, and an
inclusion in gross income of such
amount is required by reason of section
1248 or §§ 7.367(b)–4 through 7.367(b)–12,
the district director shall make a rea-
sonable determination of the amount
attributed.

(e) Close of taxable year in certain sec-
tion 368(a)(1)(F) reorganizations. If a for-
eign corporation is the transferor cor-
poration in a reorganization described
in section 368(a)(1)(F) after March 30,
1987, in which the acquiring corpora-
tion is a domestic corporation, then
the taxable year of the transferor cor-
poration shall end with the close of the
date of the transfer and the taxable
year of the acquiring corporation shall
end with the close of the date on which
the transferor’s taxable year would
have ended but for the occurrence of
the transfer. If a foreign corporation,
with effectively connected earnings
and profits or non-previously taxed ac-
cumulated effectively connected earn-
ings and profits (as defined in the regu-
lations under section 884), is the trans-
feror corporation in a reorganization
described in section 368(a)(1)(F) in a
taxable year beginning after February
15, 1990 (or in a taxable year beginning
after December 31, 1986, and on or be-
fore February 15, 1990 to which the
transferor corporation chooses to apply
this rule), in which the acquiring cor-
poration is a foreign corporation, then
the taxable year of the transferor cor-
poration shall end with the close of the
date of the transfer and the taxable
year of the acquiring corporation shall
end with the close of the date on which
the transferor’s taxable year would
have ended but for the occurrence of
the transfer. With regard to the con-
sequences of the closing of the taxable
year, see section 381 and the regula-
tions thereunder.

(f) Exchanges under sections 354(a) and
361(a) in certain section 368(a)(1)(F) reor-
ganizations. In every reorganization
under section 368(a)(1)(F), where the
transferor corporation is a foreign cor-
poration, there is considered to exist—

(1) A transfer of assets by the trans-
feror corporation to the acquiring cor-
poration under section 361(a) in ex-
change for stock of the acquiring cor-
poration and the assumption by the ac-
quiring corporation of the transferor
corporation’s liabilities;

(2) A distribution of the stock (or
stock and securities) of the acquiring
corporation by the transferor corpora-
tion to the shareholders (or sharehold-
ers and security holders) of the trans-
feror corporation; and

(3) An exchange by the transferor
corporation’s shareholders (or share-
holders and security holders) of the
stock (or stock and securities) of the
transferor corporation for stock (or
stock and securities) of the acquiring
corporation under section 354(a).
For this purpose, it shall be immaterial
that the applicable foreign or domestic
law treats the acquiring corporation as
a continuance of the transferor cor-
poration.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634; 26 U.S.C. 367))

[T.D. 7530, 42 FR 65157, Dec. 30, 1977, as
amended by T.D. 8087, 51 FR 17960, May 16,
1986; T.D. 8280, 55 FR 1417, Jan. 16, 1990]

§ 7.367(b)–2 Definitions.
(a) Controlled foreign corporation. The

term ‘‘controlled foreign corporation’’
means a controlled foreign corpora-
tions as defined in section 957 and the
regulations thereunder.

(b) United States shareholder. The
term ‘‘United States shareholder’’
means any United States person who
satisfies the ownership requirements of
section 1248(a)(2) or of section 1248(c)(2)
with respect to a foreign corporation.

(c) Section 1246 amount. In the case of
an exchange of stock in a foreign in-
vestment company (as defined in sec-
tion 1246(b)) to which section 367(b) ap-
plies, the term ‘‘section 1246 amount’’,
means the earning and profits, if any,
of the foreign investment company,
which would have been attributable
under section 1246 and the regulations
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thereunder to the stock exchanged if
the stock had been sold in a trans-
action to which section 1246 applied.

(d) Section 1248 amount. See § 1.367 (b)–
2 (d) of this chapter.

(e) Section 1248(c)(2) amount. In the
case of an exchange of stock in a lower-
tier foreign corporation to which sec-
tion 367(b) applies and which is made
by another foreign corporation, the
term ‘‘section 1248(c)(2) amount’’
means the earnings and profits or defi-
cit in earnings and profits which would
have been attributable under section
1248(c)(2) and the regulations there-
under to the stock of the foreign cor-
poration exchanged (including stock in
other lower-tier corporations owned by
reason of ownership of the stock ex-
changed). The determination shall be
made as if stock in any first-tier cor-
poration by reason of the ownership of
which the United States shareholder
owns the stock exchanged had been
sold in a transaction to which section
1248(a) applied.

(f) All earnings and profits amount. See
§ 1.367e(b)–2(f) of this chapter.

(g) Additional earnings and profits
amount. The term ‘‘additional earnings
and profits amount’’ means the earn-
ings and profits or deficit in earnings
and profits for taxable years beginning
before Janurary 1, 1963, which are at-
tributable under the principles of sec-
tion 1248 and the regulations there-
under to the stock of the foreign cor-
poration exchanged. The determination
shall be made by applying section 1248
as modified by §§ 7.367(b)–2 through
7.367(b)–12 as if there were no distinc-
tion in those sections between earnings
and profits accumulated before of after
December 31, 1962.

(h) All earnings and profits amount or
additional earnings and profits amount.
In computing an ‘‘all earnings and
profits amount’’ or ‘‘additional earn-
ings and profits amount’’ under the
principles of section 1248, if the stock
exchanged is:

(1) Stock in a first-tier corporation,
then section 1248(c)(2) (inclusion of
earnings and profits of subsidiaries)
does not apply.

(2) Stock in a lower-tier corporation,
then section 1248(c)(2) shall be applied
to determine the earnings and profits
of that lower-tier corporation which

are attributable to the stock ex-
changed but that section shall not be
applied with respect to any other
lower-tier corporations.

(i) Inclusion of earnings and profits de-
scribed in section 1248(d). For purposes
of computing any of the amounts de-
fined in paragraphs (d) through (g) of
this section, the exclusions from earn-
ings and profits provided for under sec-
tion 1248(d) shall not apply. See, how-
ever, paragraph (c) of § 7.367(b)–3 (relat-
ing to amounts retaining character as
exclusions under section 1248(d)).

(j) Corporations organized under laws
of Puerto Rico or United States posses-
sions corporations. For purposes of com-
puting the amounts defined in para-
graphs (f) and (g) of this section, if, for
a taxable year, a corporation organized
in or under the laws of the Common-
wealth of Puerto Rico or a possessions
of the United States meets the require-
ments of section 957(c) (or would have
met such requirement if the Revenue
Act of 1962 had been in effect) then:

(1) Earnings and profits accumulated
by the corporations during such a tax-
able year which begins before January
1, 1978, are not required to be taken
into account, and

(2) Earnings and profits accumulated
by the corporation during such a tax-
able year which begins after December
31, 1977, are required to be taken into
account only to the extent such earn-
ings would not qualify for the credit of
section 936(a) had the corporation been
a domestic corporation which met the
requirements of section 936(a)(1) and
which had elected the credit under that
section.

A corporation which, during its first
taxable year beginning after December
31, 1962, meets the requirements of sec-
tion 957(c) will be considered to have
met such requirements during taxable
years beginning prior to January 1,
1963.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65158, Dec. 30, 1977, as
amended by T.D. 8243, 54 FR 9201, Mar. 6,
1989, T.D. 8397, 57 FR 6556, Feb. 26, 1992]
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§ 7.367(b)–3 Special rules.
(a) Character of section 1246 amount. If,

under § 7.367(b)–6, an amount attrib-
utable to stock in a foreign investment
company (as defined in section 1246(b))
is required to be taken into gross in-
come of its shareholders, such earnings
and profits will be included in income
as—

(1) Gain from the sale of an asset
which is not a capital asset to the ex-
tent attributable to earnings and prof-
its accumulated in taxable years begin-
ning after December 31, 1962; and

(2) A dividend deemed paid in money
to the extent attrubutable to earnings
and profits accumulated in taxable
years beginning before January 1, 1963,
and required to be included as part of
the ‘‘all earnings and profits amount’’.

(b) Character of amounts computed
under the principles of section 1248. If,
under § 7.367(b)–5 or §§ 7.367(b)–7 through
7.367(b)–12, any amount is required to
be included in the gross income of a
United States person, that amount
shall be considered to have been dis-
tributed as a dividend paid in money
immediately prior to the exchange and
taxable under section 301 as a dividend
formally declared in the same amount.

(c) Amounts retaining character as ex-
clusions under section 1248(d). (1)
Amounts described in paragraphs (d)
through (g) of § 7.367(b)–2 which must be
included in gross income of a United
States person shall be reduced—

(i) In all cases, by earnings and prof-
its retaining their character as exclu-
sions under section 1248(d) (1), (2), (4),
and (5), and

(ii) If the inclusion in gross income is
required by a provision other than
paragraph (b) of § 7.367(b)–5, paragraph
(c)(2) of § 7.367(b)–7, or paragraph (j) of
§ 7.367(b)–10, by earnings and profits re-
taining their character as exclusions
under section 1248(d)(3). See, however,
paragraph (d) of this section.

(2) Amounts described in paragraph
(e) or (g) of § 7.367(b)–2 which must be
added to the earnings and profits or
deficit of an exchanging foreign cor-
poration shall not be reduced by earn-
ings and profits retaining their char-
acter as exclusions under section
1248(d).

(d) Less developed country corporation
election. This paragraph applies to all

earnings and profits of a character de-
scribed in section 1248(d)(3). Any such
earnings and profits which are required
to be included in gross income of a do-
mestic corporate shareholder as part of
an all earnings and profits amount
may, at the election of such taxpayer,
be taxed as gain from the sale of a cap-
ital asset. Such election shall be made
in the notice required under paragraph
(c) of § 7.367(b)–1. A corporation which
during its first taxable year beginning
after December 31, 1962, meets the re-
quirements of section 902(d), as in ef-
fect before the enactment of the Tax
Reduction Act of 1975, will be consid-
ered to have met such requirements
during taxable years beginning prior to
January 1, 1963.

(e) Character of certain earnings and
profits. Earnings and profits or a deficit
in earnings and profits to which a cor-
poration succeeds under section
381(a)(1) or amounts which are attrib-
uted to stock under §§ 7.367(b)–9,
7.367(b)–10, and 7.367(b)–12 shall retain
their character. Earnings and profits or
deficits shall be considered as if accu-
mulated or incurred by the corporation
which succeeds to such earnings and
profits or deficits.
This paragraph applies for all purposes,
including but not limited to sections
901 to 908, 959, 960, 1248, and §§ 7.367(b)–
1 through 7.367(b)–12.

(f) Foreign tax credit. If an amount of
earnings and profits of a foreign cor-
poration which is considered to have
been distributed as a dividend is in-
cluded in gross income of a United
States person, the foreign tax credit
provisions (sections 78, and 901 through
908) shall apply as if such earnings and
profits were actually distributed by a
foreign corporation as a dividend.

(g) Treatment of section 1248 amounts
and section 1248(c)(2) amounts where at-
tribution is not made. (1) The portion of
the section 1248 amount included in
gross income of a United States person
which is attributable to each particu-
lar foreign corporation shall be deter-
mined as follows. First, the total gross
earnings and profits (determined with-
out regared to any deficit) attributable
to each particular corporation shall be
determined as if it were the only cor-
poration included in the section 1248
amount. In situations to which
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§ 7.367(b)–10 applies, the determination
shall be made without regard to the al-
location under paragraph (d) of that
section. Next, that amount shall be
multiplied by the amount included in
gross income. Finally, the product
shall be divided by the section 1248
amount. The result will be the amount
of earnings and profits from that par-
ticular corporation which are included
in gross income.

(2) The section 1248 amount included
in gross income by a United States per-
son which is attributable to the earn-
ings and profits of a foreign corpora-
tion shall be considered as if distrib-
uted directly to the United States per-
son by the foreign corporation. A sec-
tion 1248(c)(2) amount which is added
to the earnings and profits or deficit of
an exchanging foreign corporation
shall be considered as if accumulated
or incurred directly by the exchanging
foreign corporation.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65158, Dec. 30, 1977]

§ 7.367(b)–4 Certain exchanges de-
scribed in more than one Code pro-
vision.

(a) Scope. This section provides spe-
cial rules for purposes of applying sec-
tion 367 to certain exchanges which are
described in more than one section of
subchapter C of chapter 1 of subtitle A
of the Code.

(b) Treatment of certain exchanges de-
scribed in both section 354 and in either
section 351 or 361—(1) In general. If an
exchange of stock in a foreign corpora-
tion (whether or not a controlled for-
eign corporation) by a United States
person (whether or not a United States
shareholder within the meaning of
§ 7.367(b)–2(b)) pursuant to a reorganiza-
tion described in section 368(a)(1)(B) in-
volving a foreign corporation trans-
feree is described in section 351 or sec-
tion 361 as well as in section 354, such
exchange is not an exchange described
in section 367(a)(1) and—

(i) If the exchanging shareholder is a
United States shareholder (within the
meaning of § 7.367(b)–2(b)) of the cor-
poration whose stock is exchanged—

(A) The exchange shall be subject to
the rules of § 7.367(b)–7, and

(B) The excess of the gain realized
(i.e., the fair market value of the stock
received over the adjusted basis of the
stock exchanged) over the section 1248
amount taken into account under
§ 7.367(b)–7 shall be included in the
gross income of the exchanging share-
holder as gain recognized from the sale
or exchange of the stock exchanged; or

(ii) If the exchanging shareholder is
not a United States shareholder (with-
in the meaning of § 7.367(b)–2(b)) of the
corporation whose stock is exchanged,
the entire amount of gain realized (i.e.,
the fair market value of the stock re-
ceived over the adjusted basis of the
stock exchanged) shall be included in
the gross income of the exchanging
shareholder as gain recognized from
the sale or exchange of the stock ex-
changed.

(2) Exceptions. This subparagraph (2)
applies only to the gain treated as gain
recognized on the sale or exchange of
the stock exchanged and does not apply
to any amount subject to the rules of
§ 7.367(b)–7, as provided in paragraph
(b)(1)(i)(A) of this section.

(i) Specified treatment. If an exchange
of stock in a foreign corporation by a
U.S. person is an exchange to which
the rules under section 367(a) apply,
then the gain required to be included in
gross income under paragraph
(b)(1)(i)(B) or paragraph (b)(1)(ii) of this
section shall not be required to be im-
mediately recognized under this para-
graph (b), and instead the transaction
shall be treated in accordance with the
regulations under section 367(a). See
§ 1.367(a)–3T.

(ii) Controlled foreign corporations. If—
(A) The transferee corporation is a

controlled foreign corporation after
the transfer, and

(B) The exchanging shareholder is a
United States shareholder (within the
meaning of § 7.367(b)–2(b)) of the cor-
poration whose stock is exchanged
both before and after the transfer and
of the transferee corporation after the
transfer, then paragraph (b)(1)(i)(B) of
this section shall not apply.

(3) Effective date. The rules of this
paragraph (b) apply to exchanges that
begin after January 26, 1983. For the
rules applicable to exchanges that
began before that date, see 26 CFR
7.367(b)–4(b) as it appeared in the Code
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of Federal Regulations revised as of
April 1, 1982. However, the rules con-
tained in paragraph (b) (1) and (2) of
this section for the treatment of cer-
tain exchanges described in that para-
graph may, at the option of the tax-
payer, apply also to any exchange be-
ginning after December 31, 1977, and
during a taxable year with respect to
which action by the Internal Revenue
Service is not barred by any statute of
limitations.

(c) Precedence of section 1036 over sec-
tion 354. If an exchange of stock in a
foreign corporation pursuant to a reor-
ganization is described both in sections
354 and 1036, the exchange will be con-
sidered to be described in section 1036,
unless the stock surrendered is stock
to which an amount h as been attrib-
uted under §§ 7.367(b)–5 through 7.367(b)–
12. In that event, the provisions of
these regulations shall apply to the at-
tributed amounts as if section 1036 did
not apply to the subsequent exchange.

(d) Special definition of reorganization
described in section 368(a)(1)(F). For pur-
poses of section 367(b) and §§ 7.367(b)–1
through 7.367(b)–12, a reorganization
will be considered to be described in
section 368(a)(1)(F) only if it involves a
mere change in identity, form, or place
of organization, however effected, of a
single corporate entity.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65159, Dec. 30, 1977, as
amended by T.D. 7863, 47 FR 57490, Dec. 27,
1982; T.D. 8087, 51 FR 17961, May 16, 1986]

§ 7.367(b)–5 Complete liquidation of
foreign subsidiary.

(a) Scope. This section applies to an
exchange described in section 332 which
involves receipt of a distribution in
complete liquidation of a foreign cor-
poration.

(b) Receipt of distribution by a domestic
corporation. If a domestic corporation
which receives a distribution in com-
plete liquidation of a foreign corpora-
tion includes in its gross income the all
earnings and profits amount attrib-
utable to its stock in the distributor
foreign corporation, the foreign cor-
poration will be considered to be a cor-
poration for purposes of applying Sub-
chapter C of Chapter I of Subtitle A of

the Code. The domestic corporation
must include the all earnings and prof-
its amount in gross income for the tax-
able year in which occurs the date of
distribution (within the meaning of
section 381(b)(2) and the regulations
thereunder). If the domestic corpora-
tion does not include this amount in
gross income, for the purpose of deter-
mining the extent to which gain is rec-
ognized on the exchange, the foreign
corporation will not be considered to
be a corporation. However, the provi-
sions of the Code other than section 332
shall apply as if the foreign corpora-
tion were considered a corporation. For
example, sections 334(b)(1) and 381(a)(1)
shall apply where applicable.

(c) Receipt of distribution by a foreign
corporation. If a foreign corporation re-
ceives a distribution in complete liq-
uidation of another foreign corpora-
tion, a foreign corporation will be
treated as a corporation for purposes of
section 332 and other applicable sec-
tions such as section 381.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65159, Dec. 30, 1977]

§ 7.367(b)–6 Exchange of stock in a for-
eign investment company.

(a) Scope. This section applies to an
exchange of stock in a foreign invest-
ment company (as defined in section
1246(b)) if:

(1) The exchange is described in sec-
tion 354 or 356 pursuant to any reorga-
nization described in subparagraph (B),
(C), (D), or (F) of section 368(a)(1) and
in section 368(a)(2)(F) (if applicable),
and

(2) Stock in a domestic corporation is
received pursuant to the exchange. In
the case of an exchange to which stock
in a foreign corporation is received see
section 1246(c).

(b) General rule. Except as provided in
paragraph (c) of this section, a tax-
payer who makes an exchange to which
this section applies shall include in
gross income for its taxable year in
which the exchange occurs the section
1246 amount attributable to the stock
in the foreign investment company
which was exchanged to the extent of
the excess of the fair market value of
such stock over its adjusted bases.
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(c) Exchange pursuant to certain asset
acquisitions. (1) If the exchange to
which this section applies is made pur-
suant to a reorganization described in
section 368(a)(1) (C), (D), or (F) involv-
ing the acquisition of assets of a for-
eign investment company (the ‘‘ac-
quired corporation’’) by a domestic cor-
poration, and the exchanging taxpayer
is a domestic corporation, such tax-
payer shall include in gross income for
its taxable year in which the exhange
occurs the all earnings and profits
amount with respect to that stock
computed in accordance with the prin-
ciples of section 1246.

(2) If the domestic corporation does
not include the amount referred to in
paragraph (c)(1) of this section in gross
income, for the purpose of determining
the extent to which gain is recognized
on the exchange, the foreign corpora-
tion will not be considered to be a cor-
poration. However, the provisions of
the Code other than section 354 or 356
shall apply as if the foreign corpora-
tion were considered a corporation. For
example, sections 358, 362, and 381 (if
applicable) shall apply as if no gain had
been recognized.

(d) Adjustment to basis. Any amount
included in gross income under para-
graph (b) or (c)(1) of this section which
is characterized as gain from the sale
of an asset which is not a capital asset
shall be treated as gain recognized for
purposes of applying sections 358 and
362.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65159, Dec. 30, 1977]

§ 7.367(b)–7 Exchange of stock de-
scribed in section 354.

(a) Scope. This section applies to an
exchange of stock in a foreign corpora-
tion (other than a foreign investment
company as defined in section 1246(b))
if:

(1) The exchange is described in sec-
tion 354 or 356 and is made pursuant to
a reorganization described in section
368(a)(1) (B) through (F); and

(2) The exchanging person is either a
United States shareholder or a foreign
corporation having a United States
shareholder who is also a United States

shareholder of the corporation whose
stock is exchanged.

(b) Receipt of stock in a controlled for-
eign corporation. If an exchanging
shareholder receives stock of a con-
trolled foreign corporation in an ex-
change to which this section applies
(other than in an exchange pursuant to
a reorganization described in section
368(a)(1) (E) or (F)), § 7.367(b)–9 applies
if, with respect to such corporation,
immediately after the exchange—

(1) The exchanging shareholder is a
United States shareholder of that con-
trolled foreign corporation, or

(2) All United States shareholders of
the exchanging foreign corporate
shareholder are United States share-
holders of that controlled foreign cor-
poration.

(c) Receipt of other stock—(1) General
rule. Except as provided in paragraph
(c)(2) of this section, if an exchanging
shareholder receives stock of a domes-
tic corporation, or stock of a foreign
corporation which is not a controlled
foreign corporation, or stock of a con-
trolled foreign corporation as to which
the exchanging United States share-
holder or any United States share-
holder of the exchanging foreign cor-
poration is not a United States share-
holder, then—

(i) An exchanging United States
shareholder shall include in gross in-
come the section 1248 amount attrib-
utable to the stock exchanged, to the
extent that the fair market value of
the stock exchanged exceeds its ad-
justed basis, or

(ii) See § 1.367 (b)–7 (c)(1)(ii) of this
chapter.

(iii) See § 1.367 (b)–7 (c)(1)(iii) of this
chapter.

(iv) In situations to which paragraph
(c)(1)(ii) of this section applies, the
basis of the stock received by the ex-
changing shareholder shall be in-
creased by the earnings and profits
added to the earnings and profits of the
exchanging foreign corporation under
paragraph (c)(1)(ii) of this section. Cor-
respondingly, the basis of such ex-
changing shareholder shall be de-
creased by any deficits added to defi-
cits of the exchanging foreign corpora-
tion under paragraph (c)(1)(ii) of this
section. Any increase in basis attrib-
utable to earnings and profits included

VerDate 09<APR>98 11:10 Apr 17, 1998 Jkt 179096 PO 00000 Frm 00157 Fmt 8010 Sfmt 8010 Y:\SGML\179096.TXT 179096-3



162

26 CFR Ch. I (4–1–98 Edition)§ 7.367(b)–8

in the section 1248(c)(2) amount re-
ferred to in paragraph (c)(1)(ii) of this
section shall be made only if all United
States shareholders of the exchanging
corporation consent to treat amounts
added to the earnings and profits of the
exchanging foreign corporation as a
dividend. Such consent shall be given
in the notice required by paragraph (c)
of § 7.367(b)–1. See paragraph (f)(1) of
§ 7.367(b)–9 for the effect of such elec-
tion. The adjustment to basis in re-
spect of earnings and profits or deficit
accumulated or incurred in taxable
years beginning before January 1, 1963,
shall be taken into account only for
purposes of computing an all earnings
and profits amount and additional
earnings and profits amount, where
such amounts must be computed after
an exchange of stock the basis of which
has been adjusted under this paragraph
(c)(1)(iii).

(2) Exchange of stock by certain domes-
tic corporations. (i) A United States per-
son shall include in gross income the
all earnings and profits amount if:

(A) Pursuant to a reorganization de-
scribed in section 368(a)(1) (C), (D), or
(F), assets of a foreign corporation are
acquired by a domestic corporation;

(B) The exchanging United States
person is a domestic corporation; and

(C) Such United States person re-
ceives stock of a domestic corporation
in exchange for its stock in the ac-
quired corporation.

(ii) If the domestic corporation does
not include this amount in gross in-
come, for the purpose of determining
the extent to which gain is recognized
on the exchange, the foreign corpora-
tion will not be considered to be a cor-
poration. However, the applicable pro-
visions of the Code other than section
354 or 356 shall apply as if the foreign
corporation were considered a corpora-
tion. For example, sections 358, 362, and
381, if applicable, shall apply as if no
gain had been recognized.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65160, Dec. 30, 1977, as
amended by T.D. 8243, 54 FR 9202, Mar. 6,
1989, T.D. 8397, 57 FR 6556, Feb. 26, 1992]

§ 7.367(b)–8 Transfer of assets by a for-
eign corporation in an exchange de-
scribed in section 351.

(a) Scope. This section applies to a
transfer of property pursuant to an ex-
change described in section 351, regard-
less of whether the transfer is also de-
scribed in section 361, if:

(1) The transferor of property is a for-
eign corporation; and

(2) In the case of a transfer also de-
scribed in section 361, the transferor re-
mains in existence immediately after
the transaction.

(b) Section 381 inapplicable. If this sec-
tion applies to a transfer described in
section 361, section 381(a)(2) shall not
apply with respect to items described
in section 381(c)(2).

(c) Transfer of stock in controlled for-
eign corporation. If the transferor cor-
poration transfers stock in a foreign
corporation of which there is a United
States shareholder immediately before
the exchange, and the transferor re-
ceives stock—

(1) Of a controlled foreign corpora-
tion as to which all United States
shareholders of the transferor corpora-
tion remain United States sharehold-
ers, § 7.367(b)–9 shall apply.

(2) See § 1.367(b)–8(c)(2) of this chap-
ter.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65160, Dec. 30, 1977, as
amended by T.D. 8397, 57 FR 6556, Feb. 26,
1992]

§ 7.367(b)–9 Attribution of earnings
and profits on an exchange de-
scribed in section 351, 354, or 356.

(a) Scope. This section applies to a
transaction involving an exchange of
stock in a foreign corporation to which
paragraph (b) of § 7.367(b)–7 or para-
graph (c)(1) of § 7.367(b)–8 applies.

(b) General rule. Upon an exchange of
stock to which this section applies:

(1) The section 1248 amount, the sec-
tion 1248(c)(2) amount, the all earnings
and profits amount and the additional
earnings and profits amount shall be
computed with respect to each United
States shareholder and to each foreign
corporation as to which there is a
United States shareholder who ex-
changes stock in the transaction. The
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amounts so computed shall be attrib-
uted to the stock received by each ex-
changing shareholder in the exchange
in accordance with the principles of
§§ 1.1248–2 and 1.1248–3. For the effect of
attribution, see § 7.367(b)–12.

(2) Earnings and profits or deficit of
the corporation whose stock is received
in the exchange shall be increased as
provided in paragraph (c) of this sec-
tion.

(3) Earnings and profits or deficit of
the corporation whose stock is ex-
changed and of any lower-tier corpora-
tions whose earnings and profits would
be taken into account under section
1248(c)(2) shall be reduced as provided
in paragraph (d) of this section.

(4) See § 1.367(b)–9(b)(4) of this chap-
ter.

(c) Earnings and profits or deficits of
the corporation whose stock is received.
(1) Earnings and profits or deficit of
the corporation whose stock is received
in the exchange shall be increased by
the earnings and profits or deficit to
which it would succeed if:

(i) That corporation were the acquir-
ing corporation, within the meaning of
paragraph (b)(2) of § 1.381(a)–1, in a
transaction to which section 381 ap-
plies (whether or not section 381 ap-
plies or that corporation would be con-
sidered the acquiring corporation); and

(ii) The corporation whose stock is
exchanged, and each lower-tier cor-
poration whose earnings and profits
would be taken into account in cal-
culating a section 1248 or section
1248(c)(2) amount, were a transferor
corporation for purposes of section
381(a)(2).
A corporation which actually is the ac-
quiring corporation in a transaction to
which section 381(a)(2) applies shall not
succeed to an item of the transferor de-
scribed in section 381(c)(2) by reason of
section 381(a)(2). However, that cor-
poration shall succeed to all other
items described in section 381(c).

(2) To the extent that the corpora-
tion whose stock is received does not
acquire, either directly or through
other entities, all the stock of the cor-
poration whose stock is exchanged or
of any lower-tier corporation whose
earnings and profits would be taken
into account in calculating a section
1248(c)(2) amount, paragraph (c)(1) of

this section shall apply only to the pro-
portion of earnings and profits or defi-
cits attributable to the stock acquired.
Such proportion shall be determined as
if the earnings and profits or deficits
were section 1248 or section 1248(c)(2)
amounts. The earnings and profits or
deficit to which the corporation whose
stock is received does not succeed by
reason of this paragraph shall be con-
sidered entirely attributable to the
stock not acquired by the corporation
whode stock is received.

(d) Earnings and profits of corporation
whose stock is exchanged and of lower-
tier corporation. The earnings and prof-
its or deficit of the corporation whose
stock is exchanged and of any lower-
tier corporation whose earnings and
profits or deficit would be taken into
account under section 1248 shall be re-
duced to the extent that the adjust-
ment required under paragraph (c) of
this section is attributable to earnings
and profits or deficit of that corpora-
tion.

(e) Adjustment to basis. (1) This para-
graph (e)(1) applies to increases and de-
creases to basis of stock in corpora-
tions which as to the corporation
whose stock is exchanged are lower-
tier corporations. To the extent that
earnings and profits of corporations
(other than the corporations whose
stock is exchanged) are reduced under
paragraph (d) of this section, the basis
in stock of each corporation whose
earnings and profits are so reduced
shall, in the hands of its immediate
shareholder, be increased. The increase
shall equal the total reduction in earn-
ings and profits in respect of all cor-
porations which as to such immediate
shareholder are lower-tier corpora-
tions. Correspondingly, the basis to
such immediate shareholder of stock in
a corporation (other than the corpora-
tion whose stock is exhanged) whose
deficit is reduced shall be decreased by
the total reduction in deficits in re-
spect of the corporations which as to
that shareholder are lower-tier cor-
porations.

(2) This paragraph (e)(2) applies to in-
creases and decreases to basis of stock
in corporations which are not lower-
tier corporations as to the corporation
whose stock is exchanged but are
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lower-tier corporations of the corpora-
tion whose stock is received. In the
case of a reorganization described in
section 368(a)(1)(B) or of a reorganiza-
tion in which the acquiring corpora-
tion, within the meaning of § 1.381(a)–
1(b)(2), is a lower-tier corporation as to
the corporation whose stock is re-
ceived, the basis of stock shall be ad-
justed as provided in this paragraph
(e)(2). To the extent that earnings and
profits of the corporation whose stock
is exchanged and of its lower-tier cor-
porations are reduced under paragraph
(d) of this section, the basis to the im-
mediate corporate shareholder:

(i) Of stock in the corporation whose
stock is exchanged, or

(ii) Of stock in a corporation (other
than the corporation whose stock is re-
ceived) which is the acquiring corpora-
tion of the corporation whose stock is
exchanged,
shall be increased by the total reduc-
tion in earnings and profits under para-
graph (d) of this section, except to the
extent that the basis of such stock is
determined by reference to the basis of
the assets of the corporation whose
stock is exchanged. The basis in such
stock to each immediate corporate
shareholder shall be similarly in-
creased, and such increase shall in turn
be made at each successive tier. The
basis of the stock of the corporation
whose stock is received, however, shall
not be increased. Correspondingly, the
basis of such stock to each immediate
corporate shareholder, and at each suc-
cessive higher tier, shall be decreased
by the total reduction in deficits under
paragraph (d) of this section, except to
the extent that the basis of such stock
is determined by reference to the basis
of the assets of the corporation whose
stock is exchanged.

(3) Any adjustment to basis in re-
spect of earnings and profits or deficit
accumulated or incurred in taxable
years beginning before January 1, 1963,
shall be taken into account only for
purposes of computing all the earnings
and profits and additional earnings and
profits amounts.

(f) Election as condition of increase in
basis with respect to post-1962 earnings
and profits. (1) An increase in basis
under paragraph (e)(1) of this section
attributable to earnings and profits for

taxable years beginning after Decem-
ber 31, 1962, shall be made only if all
United States shareholders of the cor-
poration whose corporation whose
stock is exchanged make a consent div-
idend election in the notice required by
paragraph (c) of § 7.367(b)–1. If such con-
sent is made, the portion of such earn-
ings and profits attributable to each
particular corporation shall be treated
as if, immediately prior to the reorga-
nization, it had been distributed as a
dividend through any intervening cor-
porations to the corporation whose
stock is exchanged.

(2) An increase in basis under para-
graph (e)(2) of this section attributable
to earnings and profits for taxable
years beginning after December 31,
1962, shall be made only if:

(i) An election has been made under
paragraph (f)(1) of this section, and

(ii) All United States shareholders of
the corporation whose stock is received
make a consent dividend election as
provided in section 565 for the taxable
year in which the reorganization oc-
curs.
If such consent is made, such earnings
and profits attributable to the corpora-
tion whose stock is exchanged and of
its lower-tier corporations whose earn-
ings and profits were reduced under
paragraph (d) of this section shall be
treated as if immediately after the re-
organization, it had been distributed as
a dividend through any intervening
corporations to the corporation whose
stock is received.

(3) See sections 553, 951 and 959 as to
the possible effect of an election under
this section.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65160, Dec. 30, 1977, as
amended by T.D. 8243, 53 FR 9202, Mar. 6,
1989, T.D. 8397, 57 FR 6556, Feb. 26, 1992]

§ 7.367(b)–10 Distribution of stock de-
scribed in section 355.

(a) Scope. This section provides rules
relating to a distribution described in
section 355 to which section 367(b) ap-
plies. For purposes of this section, the
terms ‘‘distributing corporation’’ and
‘‘controlled corporation’’ have the
meaning of those terms as used in sec-
tion 355.
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(b) Distribution by a domestic corpora-
tion. If a domestic corporation distrib-
utes stock in a controlled corporation
which is a controlled foreign corpora-
tion as to which the distributing cor-
poration is a United States share-
holder, section 1248(f) applies to such
distribution. After earnings and profits
attributable to the stock have been de-
termined under section 1248(f), para-
graphs (d) through (f) of this section
apply. With respect to subsequent
transactions involving the distributing
group, the allocation described in para-
graph (d) of this section shall not in-
crease or decrease the amounts de-
scribed in paragraphs (d) through (g) of
§ 7.367(b)–2.

(c) Distribution of stock by a foreign
corporation. If a foreign corporation
having a United States shareholder dis-
tributes stock in another corporation,
paragraphs (d) through (j) of this sec-
tion apply.

(d) Allocation of earnings and profits.
Earnings and profits or deficit accumu-
lated or incurred by the distributing
corporation, the controlled corporation
(or corporations), and by corporations
which directly or indirectly are con-
trolled by either, shall be allocated
among those corporations immediately
after the distribution. For purposes of
making this allocation:

(1) Section 1.312–10 shall not apply.
(2) The sum of the earnings and prof-

its accumulated prior to the distribu-
tion by each corporation shall be deter-
mined.

(3) The sum of the deficits in earn-
ings and profits incurred prior to the
distribution by each corporation shall
be determined.

(4) The total gross earnings and prof-
its and deficits shall be allocated be-
tween the distributing corporation and
any corporations controlled by it after
the distribution (the ‘‘distributing
group’’) and the controlled corporation
(or corporations) and any corporations
controlled by them after the distribu-
tion (the ‘‘controlled group’’). Such al-
location shall be made in accordance
with the net fair market value of the
assets of each group. In determining
the fair market value of the assets of a
group, the fair market value of stock
in a corporation controlled by another

corporation in a group shall not be
taken into account.

(5) For purposes of allocating earn-
ings and profit or deficits to either the
distributing group or the controlled
group:

(i) Earnings and profits or deficit of
only the distributing corporation or of
the controlled corporation shall be in-
creased;

(ii) No allocation shall be made from
one member to another member of the
same group;

(iii) The earnings and profits allo-
cated from a particular corporation
shall be the proportion of total earn-
ings and profits allocated from its
group to the other group which earn-
ings and profits of that particular cor-
poration prior to the allocation bears
to the total gross earnings and profits
of all corporations in that group hav-
ing earnings and profits prior to the al-
location; and

(iv) The deficit in earnings and prof-
its allocated from a particular corpora-
tion shall be the proportion of the total
deficits allocated from its group to the
other group which the deficit of that
particular corporation prior to the al-
location bears to the total gross deficit
of all corporations in that group hav-
ing deficits prior to the allocation.

(6) To the extent that there is not
distributed all the stock of the con-
trolled corporation, or of any lower-
tier corporation of the controlled cor-
poration whose earnings and profits
would be taken into acccount in cal-
culating a section 1248(c)(2) amount,
paragraph (d) (1) through (5) of this sec-
tion shall apply only to the proportion
of the earnings and profits or deficits
attributable to the stock distributed.
Such proportion shall be determined as
if the earnings and profits were section
1248 or section 1248(c)(2) amounts. The
earnings and profits or deficits not al-
located by reason of this paragraph
shall be considered entirely attrib-
utable to the stock not distributed.

(e) Adjustment to basis. (1) Except as
provided in paragraph (f) of this sec-
tion, to the extent earnings and profits
are allocated from a corporation other
than the distributing or controlled cor-
porations, the basis of the stock of that
corporation in the hands of its imme-
diate shareholder shall be increased by

VerDate 09<APR>98 11:10 Apr 17, 1998 Jkt 179096 PO 00000 Frm 00161 Fmt 8010 Sfmt 8010 Y:\SGML\179096.TXT 179096-3



166

26 CFR Ch. I (4–1–98 Edition)§ 7.367(b)–10

the amount of earnings and profits al-
located from it and from members of
the group which as to that corporation
are lower-tier corporations. Cor-
respondingly, to the extent deficits are
allocated from a corporation other
than the distributing or controlled cor-
poration, the basis of the stock of that
corporation in the hands of its imme-
diate shareholder shall be decreased by
the amount of deficit allocated from it
and from members of the group which
as to that corporation are lower-tier
corporations.

(2) Any adjustment to basis in re-
spect of earnings and profits or deficit
accumulated or incurred in taxable
years beginning before January 1, 1963,
shall be taken into account only for
purposes of computing the all earnings
and profits and additional earnings and
profits amounts.

(f) Election as condition of increase in
basis. An increase in basis attributable
to allocation of earnings and profits for
taxable years beginning after Decem-
ber 31, 1962, of a corporation to the
other group shall be made only if all
United States shareholders of the
group from which the allocation is
made (determined after the distribu-
tion) make a consent dividend election
in the notice required by paragraph (c)
of § 7.367(b)–1. If such consent is made,
such earnings and profits, allocated
from each particular corporation shall
be treated as if, immediately after the
distribution, they had been distributed
as a dividend through any intervening
corporations to the distributing cor-
poration or controlled corporation as
the case may be. See sections 553, 951,
and 959 for the possible effect of an
election under this section.

(g) Computation of certain amounts.
Upon a distribution described in para-
graph (c) of this section, the section
1248 or section 1248(c)(2) amount, the
all earnings and profits amount, and
the additional earnings and profits
amount shall be computed with respect
to each United States shareholder and
to each foreign corporation as to which
there is a United States shareholder.
The computation shall be made with
reference to stock owned by the share-
holder in the distributing corporation
prior to the distribution and shall be

made regardless of whether the share-
holder is an exchanging shareholder.

(h) Attribution to stock owned after the
distribution. (1) The amounts described
in paragraph (g) of this section shall be
attributed to all stock owned after the
distribution except stock owned after
the distribution except stock received
in the distribution and to which para-
graph (i) or (j) or this section applies.

(2) Attribution of an amount shall be
made to stock of a corporation in the
proportion that the value of such stock
bears to all stock owned after the dis-
tribution, including for this purpose
stock to which paragraph (i) or (j) of
this section applies and to which no at-
tribution is made.

(3) If after the distribution the dis-
tributing foreign corporation is no
longer controlled foreign corporation
as to a United States shareholder, see
section 1248(a)(2) with respect to stock
disposed of within five years after a
change in status.

(i) Receipt of other stock. Except as
provided in paragraph (j) of this sec-
tion, if an exchanging shareholder re-
ceives—

(1) Stock of a domestic corporation,
(2) Stock of a foreign corporation

which is not a controlled foreign cor-
poration, or

(3) Stock of a controlled foreign cor-
poration as to which the exchanging
United States shareholder or any
United States shareholder of the ex-
changing foreign corporation is not a
United States shareholder, then—

(i) An exchanging United States
shareholder shall include in gross in-
come the excess of—

(A) The section 1248 amount com-
puted under paragraph (g) of this sec-
tion, over

(B) The section 1248 amount attrib-
uted to stock under paragraph (h) of
this section,

to the extent that the fair market
value of stock in the distributing cor-
poration owned by the shareholder
prior to the distribution exceeds its ad-
justed basis; or

(ii) There shall be added to the earn-
ings and profits or deficit of an ex-
changing foreign corporation the ex-
cess of;
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(A) The section 1248(c)(2) amount
computed under paragraph (g) of this
section, over

(B) The section 1248(c)(2) amount at-
tributed to stock under paragraph (h)
of this section. The amount added shall
not be considered a dividend.

(C) In situations to which subdivision
(B) of this subparagraph applies, the
basis adjustment and election rules of
§ 7.367(b)–7(c)(1)(iii) shall apply.

(j) Receipt of stock by certain domestic
corporations. A United States person
shall include in its gross income the
excess of the all earnings and profits
amount computed under paragraph (g)
of this section over the all earnings
and profits amount attributed under
paragraph (h) of this section if—

(1) The distribution is made pursuant
to a reorganization described in section
368(a)(1)(D) and involving the acquisi-
tion of assets of the foreign distribut-
ing corporation by a domestic corpora-
tion; and

(2) The United States person is a do-
mestic corporation.
If the domestic corporation does not
include this amount in gross income,
for purposes of determining the extent
to which gain is recognized on the ex-
change, the foreign corporation will
not be considered to be a corporation.
However, the applicable provisions of
the Code other than section 35, 356, or
361 shall apply as if the foreign cor-
poration were considered a corpora-
tion. For example, sections 358 and 362,
if applicable, shall apply as if no gain
had been recognized.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65161, Dec. 30, 1977]

§ 7.367(b)–11 Deficit in earnings and
profits.

(a) Scope. This section provides rules
relating to the manner in which a defi-
cit in earnings and profits of a corpora-
tion may be used after certain ex-
changes to which section 367(b) applies.

(b) Limitation on deficits allocated to a
corporation. Any deficit in earnings and
profits incurred prior to the distribu-
tion which are allocated to a corpora-
tion under paragraph (c) of § 7.367(b)–9
or allocated under paragraph (d) of
§ 7.367(b)–10 shall be used only in the

manner prescribed under section
381(c)(2)(B) and the regulations there-
under.

(c) Deficit in earnings and profits. If
section 382 would apply to a net operat-
ing loss of a corporation in respect of a
transaction to which section 367(b) ap-
plies, the percentage reduction pro-
vided in section 382 with respect to net
operating losses shall reduce a deficit
in earnings and profits allocated to
that corporation.

(d) Computation of allocated amounts.
If paragraph (c) of this section applies,
a deficit attributed to stock under
§§ 7.367(b)–5 through 7.367(b)–11 shall be
adjusted in accordance with the rule of
paragraph (b).

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65162, Dec. 30, 1977]

§ 7.367(b)–12 Subsequent treatment of
amounts attributed or included in
income.

(a) Application. This section applies
to distributions with respect to, or a
disposition of, stock—

(1) To which an amount has been at-
tributed pursuant to § 7.367(b)–9, or
§ 7.367(b)–10; or

(2) In respect of which an amount has
been included in income or added to
earnings and profits pursuant to
§ 7.367(b)–7 or § 7.367(b)–10.

(b) Successor in interest. A subsequent
United States shareholder of stock to
which this section applies—

(1) Whose holding period is consid-
ered to include the period during which
such stock was held by the prior
United States shareholder, and

(2) Who acquired the stock other
than by means of a transfer to which
§§ 7.367(b)–1 through 7.367(b)–12 apply,

shall be considered to be the ‘‘successor
in interest’’ to the prior United States
shareholder. The successor in interest
will succeed to the earnings and profits
or deficit which the regulations under
section 367(b) attribute to the stock in
the hands of the prior United States
shareholder.

(c) Distributions after attribution. Dis-
tributions with respect to stock made
after an amount has been attributed to
the stock under § 7.367(b)–9 or § 7.367(b)–

VerDate 09<APR>98 11:10 Apr 17, 1998 Jkt 179096 PO 00000 Frm 00163 Fmt 8010 Sfmt 8010 Y:\SGML\179096.TXT 179096-3



168

26 CFR Ch. I (4–1–98 Edition)§ 7.367(b)–12

10 shall be considered to be made in ac-
cordance with the following rules:

(1) Distributions shall be considered
to be made first out of earnings and
profits accumulated since the attribu-
tion.

(2) To the extent that as of the close
of a taxable year distributions have ex-
ceeded earnings and profits accumu-
lated since the attribution, excess dis-
tributions during that years shall be
considered to be made out of earnings
and profits previously attributed to the
stock (but will not increase a deficit
attributed to the stock). Solely for this
purpose, amounts which would have
been attributed to stock under
§ 7.367(b)–9 or § 7.367(b)–10 had such
stock been owned by a United States
shareholder or by an exchanging for-
eign corporation as to which there is a
United States shareholder shall be at-
tributed to such stock.

(3) Distributed earnings and profits
considered under paragraph (c)(2) of
this section to be made out of attrib-
uted amounts shall be considered as if
distributed from each of the corpora-
tions from which amounts have been
attributed, in the proportion that
amounts attributed from that corpora-
tion bear to amounts attributed from
all corporations from which amounts
have been attributed. Such amounts
shall retain their character for all pur-
poses, including sections 901 through
908 and 959.

(4) When all earnings and profits at-
tributed have been distributed, the dis-
tributions shall be considered to have
been made from earnings and profits
accumulated by the distributing cor-
poration, whether before or after the
attribution.

(d) Distributions after an inclusion in
income or addition to earnings and prof-
its. Amounts included in gross income
of a United States person pursuant to
§ 7.367(b)–7 or § 7.367(b)–10 shall be treat-
ed for purposes of this section in the
same manner as amounts previously
included in income under section 951.
Thus—

(1) Subsequent distributions of
amounts which would but for this sec-
tion be treated as dividends shall be
considered first to consist of amounts
previously included in income and

shall be excluded in the same manner
as under section 959.

(2) In the case of an inclusion under
§ 7.367(b)–10, this paragraph shall apply
only with respect to distributions from
the corporations described in para-
graph (i) or (j) of that section.

(3) Amounts of which an election ap-
plies under § 7.367(b)–7(c)(1)(iii) or
§ 7.367(b)–10(i)(3)(ii)(C) shall be treated
in the same manner as amounts de-
scribed in paragraph (d)(1) of this sec-
tion but only to the extent distributed
to the exchanging foreign shareholder.

(e) Disposition after an attribution or
inclusion in income. Upon a disposition
of stock to which section 1248 or
§ 7.367(b)–1 through § 7.367(b)–12 apply,
amounts described in § 7.367(b)–2 (d)
through (g) shall be determined in the
following manner:

(1) In the case of amounts to which a
corporation succeeds under section
381(a)(1), the rules of section 1248 will
apply.

(2) In the case of amounts attributed
under §§ 7.367(b)–9 and 7.367(b)–10:

(i) There shall first be determined
earnings and profits or deficits attrib-
uted to the stock disposed of,

(ii) The earnings and profits de-
scribed in paragraph (e)(2)(i) of this
section shall be reduced (but deficits
shall not be increased) by distributions
referred to in paragraph (c)(2) of this
section.

(iii) To the amount determined after
applying paragraph (e)(2)(ii) of this sec-
tion there shall be added amounts at-
tributable to the stock without regard
to the attribution; however, earnings
and profits or deficits accumulated or
incurred prior to the attribution shall
not be taken into account.
Moreover, deficits incurred after the
attribution shall not be taken into ac-
count to the extent they would occur
by reason of distributions of previously
attributed earnings and profits. For ex-
ample, distributions described in para-
graph (c)(2) of this section shall not be
taken into account in computing a def-
icit under § 1.1248–3(b)(3); and no part of
any deficit attributable to distribu-
tions described in paragraph (c)(2) of
this section shall be allocated to stock
until after the earnings and profits pre-
viously attributed have been distrib-
uted.
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(iv) Amounts to which paragraph
(d)(1) or (d)(3) of this section apply
shall increase the basis of stock in the
same manner as under section 961, and
distributions attributable to those
amounts shall correspondingly de-
crease the basis of stock.

(v) Earnings and profits distributed
out of accumulated amounts shall be
considered as if distributed from each
of the corporations from which earn-
ings and profits have been attributed,
in the ratio that earnings and profits
attributed from that corporation bear
to earnings and profits attributed from
the corporations from which earnings
and profits have been attributed. Such
distributions shall reduce the amounts
previously attributed and shall retain
their character for all purposes, includ-
ing sections 901 through 908 and section
959.

(vi) When all attributed amounts
have been distributed, the distributions
shall be considered to have been made
from earnings and profits accumulated
by the distributing corporation, wheth-
er before or after the distribution.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65163, Dec. 30, 1977]

§ 7.367(b)–13 Examples.

The following examples illustrate the
application of §§ 7.367(b)–1 through
7.367(b)–12, inclusive. Unless otherwise
indicated, no foreign corporation in
any of these examples is a person re-
ferred to in section 6012.

Example (1). F, F1, and F2 are foreign cor-
porations that were organized on January 1,
1960. At all times since this date, A, a domes-
tic corporation, has owned 100 percent of the
outstanding stock in F, F has owned 100 per-
cent of the outstanding stock in F1, and F1
has owned 100 percent of the outstanding
stock in F2. A, F, F1, and F2 each uses the
calendar year as its taxable year. For each
taxable year since their date of organization,
F, F1, and F2 each has earnings and profits of
$1,000. None of these earnings and profits is
of a character described in section 1248(d). On
January 1, 1980, F1 is liquidated into F in an
exchange to which section 332 would apply if
the status of F and F1 as corporations is rec-
ognized. A complies with the reporting re-
quirements of § 7.367(b)–1(c) (with respect to
the foreign personal holding company in-
come realized by F on the liquidation).

Under § 7.367(b)–5(c), F and F1 are consid-
ered to be corporations for purposes of sec-
tion 332 and other applicable sections. Under
section 381(a)(1), F succeeds to F1’s $20,000 of
earnings and profits. These earnings and
profits are considered to have been accumu-
lated by F and retain their character as pro-
vided in § 7.367(b)–3(e) (e.g., $3,000 retains its
character as pre-1963 earnings and profits).
F’s basis in the stock in F2 received in the
liquidating distribution is determined under
section 334(b)(1).

Example (2). After the completion of the
transaction in example (1), F has earnings
and profits of $2,000 for its taxable year 1980,
which, when added to the $20,000 of earnings
and profits previously accumulated by F and
the $20,000 of earnings and profits accumu-
lated by F1 to which F succeeded under sec-
tion 381(a)(1), gives a total of $42,000. F2 has
earnings and profits of $1,000 for its taxable
year 1980, giving F2 a total of $21,000 of earn-
ings and profits. A’s basis in its stock in F is
$25,000.

(a) On January 1, 1981, A sells all its stock
in F to an unrelated person for $100,000 in a
transaction to which section 1248(a) applies.
A recognizes gain of $75,000 ($100,000¥$25,000)
on this sale.

As provided in § 7.367(b)–12(e)(1), the rules
of section 1248 apply in determining the por-
tion of gain recognized by A that must be
treated as a dividend. Under section 1248 and
the regulations thereunder, the gain recog-
nized by A must be treated as a dividend to
the extent of the earnings and profits of F
and F2 attributable to A’s stock in F which
were accumulated in taxable years beginning
after December 31, 1962. The earnings and
profits of F1 to which F succeeded under sec-
tion 381(a)(1) by reason of the transaction in
example (1) are considered to have been ac-
cumulated by F under § 7.367(b)–3(e). The
earnings and profits of F1 accumulated in
taxable years beginning before January 1,
1963, retain their character as pre-1963 earn-
ings in the hands of F. Thus, the earnings
and profits attributable to A’s stock in F
(the ‘‘section 1248 amount’’) total $54,000.
This total consists of $19,000 actually accu-
mulated during taxable years of F
($22,000¥$3,000 of pre-1963 earnings and prof-
its), $18,000 actually accumulated during tax-
able years of F2 ($21,000¥$3,000 of pre-1963
earnings and profits) and $17,000 of the earn-
ings and profits of F1 to which F succeeded
under section 381(a)(1) by reason of the trans-
action in example (1) ($20,000¥$3,000 of pre-
1963 earnings and profits). For its taxable
year 1981, A must include in its gross income
$54,000 as a dividend and $21,000 ($75,000
gain¥$54,000) as capital gain.

(b) On January 1, 1981, instead of A selling
the stock of F as in example (2)(a), F is liq-
uidated into A in an exchange to which sec-
tion 332 would apply if the status of F as a
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corporation is recognized. F’s basis in its as-
sets is $20,000.

The all earnings and profits amount of A
with respect to F is $42,000. This amount in-
cludes $20,000 of the earnings and profits of
F1 to which F succeeded under section
381(a)(1) by reason of the transaction in ex-
ample (1) since, under § 7.367(b)–3(e), the
$20,000 is considered as if accumulated by F.
It also includes the $22,000 actually accumu-
lated during taxable years of F. As provided
in § 7.367(b)–2(f) and (h)(1), however, it does
not include the $21,000 of earnings and profits
of F2. A complies with the reporting require-
ments of § 7.367(b)–1 (c).

(i) A includes in gross income for its tax-
able year 1981 the all earnings and profits
amount of $42,000.

The $42,000 included in income is consid-
ered to be a dividend as provided in § 7.367(b)–
3(b). This amount increases the earnings and
profits of A and decreases the earnings and
profits of F to zero. Under § 7.367(b)–5(b), F is
considered to be a corporation. A’s basis in
F’s assets, determined under section
334(b)(1), is $20,000.

(ii) A does not include the all earnings and
profits amount in gross income for its tax-
able year 1981.

Under § 7.367(b)–5(b), solely for the purpose
of determining the extent to which gain is
recognized on the exchange, F is not consid-
ered to be a corporation, and A must include
in gross income $75,000 ($100,000 fair market
value of assets received¥$25,000 basis in the
stock in F). For all other purposes, F is a
corporation. Thus, section 1248 applies to A’s
exchange of its stock in F and $54,000 is in-
cluded in A’s gross income as a dividend and
$21,000 is included as capital gain. See exam-
ple (2)(a). A succeeds to F’s earnings and
profits under section 381(a)(1). Pursuant to
§ 7.367(b)–5(b), A’s basis in F’s assets is $20,000
under section 334(b)(1).

(iii) A makes a computational error in de-
termining the all earnings and profits
amount to include in gross income for its
taxable year 1981. If A demonstrates that the
error was made in good faith and agrees to
correct the error, the Commissioner shall
conclude under § 7.367(b)–1(b)(2) that F will be
considered to be a corporation for purposes
of applying section 332.

(c) The facts are the same as in example
(2)(b) except that F is a corporation orga-
nized under the laws of Puerto Rico, which
in all relevant years has met the require-
ments of section 957(c) or would have met
such requirements if the Revenue Act of 1962
had been in effect. Neither F1 nor F2 meets
or has ever met the requirements of section
957(c). Of the $4,000 in earnings accumulated
by F after December 31, 1977, $450 would not
have qualified for the credit of section 936(a)
had F been a domestic corporation which
met the requirements of section 936(a)(1) and

which had elected the credit under that sec-
tion.

The all earnings and profits amount of A
with respect to F is $20,450. This amount in-
cludes the $20,000 of earnings and profits to
which F succeeded under section 381(a)(1)
upon the liquidation of F1. See example
(2)(b). This $20,000 retains its character as
earnings and profits which do not meet the
requirements of section 957(c). Under
§ 7.367(b)–2(j), the all earnings and profits
amount also includes the $450 of earnings
and profits accumulated by F, after Decem-
ber 31, 1977, which would not have qualified
for the credit of section 936(a).

(i) A includes in gross income for its tax-
able year 1981, the all earnings and profits
amount of $20,450 pursuant to the liquidation
of F on January 1, 1981.

The $20,450 included in income is consid-
ered to be a dividend as provided in § 7.367(b)–
3(b). This amount increases the earnings and
profits of A and decreases the earnings and
profits of F. A succeeds under section
381(a)(1) to the remaining $21,550
($22,000+$20,000¥$20,450) of F’s earnings and
profits. A’s basis in F’s assets, determined
under section 334(b)(1), is $20,000.

(ii) A does not include the all earnings and
profits amount in gross income for its tax-
able year 1981.

Under § 7.367(b)–5(b), solely for the purpose
of determining the extent to which gain is
recognized on the exchange pursuant to the
liquidation of F on January 1, 1981, F is not
considered to be a corporation. Thus, A must
include in its gross income $75,000 ($100,000
fair market of assets received¥$25,000 basis
in the stock in F). Section 1248(a) does not
apply because F never has been a controlled
foreign corporation. See section 957(c). Thus,
the entire $75,000 is capital gain. The other
consequences of A’s election not to include
the all earnings and profits amount in gross
income are the same as those illustrated in
example (2)(b)(ii).

(d) The facts are the same as in example
(2)(b) except that, of the $22,000 of earnings
and profits actually accumulated during tax-
able years of F, the $16,000 accumulated in
taxable years beginning before January 1,
1976, is of a character described in section
1248(d)(3).

As explained in example (2)(b), the all
earnings and profits amount of A with re-
spect to F is $42,000. This amount is not re-
duced by the $16,000 of earnings and profits of
F which are of a character described in sec-
tion 1248(d)(3). See § 7.367(b)–3(c)(1)(ii). Pursu-
ant to the liquidation of F on January 1,
1981, A includes $42,000 in gross income as
provided in § 7.367(b)–5(b). In the notice re-
quired under § 7.367(b)–1(c), A elects to treat
the $16,000 of earnings and profits of a char-
acter described in section 1248(d)(3) as cap-
ital gain. See § 7.367(b)–3(d). Thus, of the
$42,000, $26,000 is considered to be a dividend
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under § 7.367(b)–3(b), and the remaining
$16,000 is considered to be capital gain.

Example (3). On July 1, 1980, A, a domestic
corporation, purchased all the outstanding
stock of F, a foreign corporation, from B, an
unrelated person, for $5,000. At all times
since this date, A has owned all of the out-
standing stock in F. A and F each uses the
calendar year as its taxable year. On Janu-
ary 1, 1982, F is liquidated into A pursuant to
a plan of liquidation adopted on July 15, 1980,
in an exchange to which section 332 would
apply if the status of F as a corporation is
recognized. A complies with the reporting re-
quirements of § 7.367(b)–1(c). On the date of
the liquidation, F’s assets have an aggregate
fair market value of $6,000. No distributions
were made with respect to A’s stock in F
during the period from July 1, 1980, to and in-
cluding January 1, 1982. A’s all earnings and
profits amount under § 7.367(b)–2(f) with re-
spect to F is $150, the earnings and profits
accumulated by F during this period. None of
the these earnings and profits is of a char-
acter described in section 1248(d).

(a) A includes in gross income for its tax-
able year 1982 the all earnings and profits
amount of $150.

The $150 included in income is considered
to be a dividend as provided in § 7.367(b)–3(b).
This amount increases the earnings and prof-
its of A and decreases the earnings and prof-
its of F. Under § 7.367(b)–5(b), F is considered
to be a corporation. A’s basis in F’s assets is
determined under section 334(b)(2) and § 1.334–
1(c). Thus, A’s basis in F’s assets is deter-
mined by allocating $5,150 (A’s basis of $5,000
in the F stock increased, as provided in
§ 1.334–1(c)(4)(v)(a)(2), by F’s earnings and
profits of $150 for the period between July 1,
1980 and January 1, 1982) among the assets
distributed as provided in § 1.334–1(c).

(b) A does not include the all earnings and
profits amount in gross income for its tax-
able year 1982.

Under § 7.367(b)–5(b), solely for the purpose
of determining the extent to which gain is
recognized on the exchange, F is not consid-
ered to be a corporation, and A must include
in gross income $1,000 ($6,000 fair market
value of assets received¥$5,000 basis in the
stock in F). For all other purposes, F is a
corporation. Thus, section 1248 applies to A’s
exchange of its stock in F and $150 (the earn-
ings and profits attributable to A’s stock in
F) is included in A’s gross income as a divi-
dend, and $850 ($1,000¥$150) is included as
capital gain. Pursuant to § 7.367(b)–5(b), A’s
basis in F’s assets is determined under sec-
tion 334(b)(2) and § 1.334–1(c). Thus, the basis
of these assets will be determined by allocat-
ing $5,150 among these assets in the manner
described in example (3)(a).

Example (4). F is a foreign investment com-
pany (as defined in section 1246(b)) that was
organized on January 1, 1960, and uses the
calendar year as its taxable year. A, a do-

mestic corporation, has owned all the out-
standing stock of F since F’s organization.
For each of its taxable years, F has $100 of
earnings and profits. A’s basis in its stock in
F is $200. F’s basis in its assets is $250.

(a) On January 1, 1980, foreign corporation
X, which is not an ‘‘investment company’’
within the meaning of section
368(a)(2)(F)(iii), acquires all of A’s stock in F.
In exchange for this stock, A receives 10 per-
cent of the voting stock in X having a fair
market value of $5,000. Section 354 would
apply to the exchange of stock by A, and the
transaction would qualify as a reorganiza-
tion described in section 368(a)(1)(B), if the
status of F and X as corporations is recog-
nized. A complies with the reporting require-
ments of § 7.367(b)–1 (c).

Section 7.367(b)–6 does not apply to the ex-
change because X is a foreign corporation.
Section 7.367(b)–7 does not apply because F is
a foreign investment company. F and X are
considered to be corporations and A does not
recognize the gain of $4,800 ($5,000 fair mar-
ket value of X stock received¥$200 basis in F
stock exchanged) realized on the exchange.
A’s stock in X is treated as stock of a foreign
investment company held by A throughout
the period that A held stock in F. See sec-
tion 1246(c). A’s basis in the stock in X and
X’s basis in the stock in F are each $200
under sections 358 and 362, respectively.

(b) The facts are the same as in example
(4)(a), except that X is a domestic corpora-
tion.

A’s section 1246 amount with respect to F
is $1,700. As provided in section 1246 and
§7.367(b)–2(c), this amount takes into account
only the earnings and profits of F accumu-
lated in its 17 taxable years beginning after
December 31, 1962. Pursuant to the exchange
on January 1, 1980, of A’s stock in F for stock
in X, A, as provided in § 7.367(b)–6(b), includes
the Section 1246 amount of $1,700 in gross in-
come for its taxable year 1980 as gain from
the sale of an asset which is not a capital
asset under § 7.367(b)–3(a)(1). This amount in-
creases the earnings and profits of A but
does not decrease the earnings and profits of
F. F is considered to be a corporation. As
provided in § 7.367(b)–6(d), the $1,700 is treated
as gain recognized for purposes of applying
sections 358 and 362. Thus, A’s basis in the
stock in X received in the exchange, as de-
termined under section 358, is $1,900 (A’s
basis of $200 in the stock in F increased by
its $1,700 gain). X’s basis in the stock in F ac-
quired in the exchange, as determined under
section 362, is $1,900 (the $200 basis of the
stock in F in the hands of A increased by A’s
$1,700 gain).

(c) The facts are the same as in example (4)
(b), except that on January 1, 1980, A receives
the stock in X (a domestic corporation) pur-
suant to the acquisition by X of all of F’s as-
sets and the liquidation of F, rather than
pursuant to the acquisition by X of all of A’s
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stock in F. Section 354 would apply to the
exchange of stock in F by A pursuant to the
liquidation of F, and the transaction would
qualify as a reorganization described in sec-
tion 368(a)(1)(C), if the status of F as a cor-
poration is recognized. A’s all earnings and
profits amount with respect to its stock in
F, determined under § 7.367(b)–2(f), is $2,000
($100 × 20 years beginning with January 1,
1960, the date of organization of F).

(i) Pursuant to § 7.367(b)–6(c)(1), A includes
the all earnings and profits amount of $2,000
in gross income for its taxable year 1980.

As provided in § 7.367(b)–3(a), the $1,700 of
earnings and profits accumulated in taxable
years beginning after December 31, 1962, is
included in income as gain from the sale of
an asset which is not a capital asset, and the
$300 of earnings and profits accumulated in
taxable years beginning before January 1,
1963, is included in income as a dividend.
These amounts increase the earnings and
profits of A but do not decrease the earnings
and profits of F. F is considered to be a cor-
poration. A’s basis in the stock in X received
in the exchange, determined under section
358, is $2,200 (A’s basis of $200 in the F stock
increased by the $1,700 gain, under § 7.367(b)–
6(d), and by the $300 included in income as a
dividend, under section 358(a)(1), X’s basis in
the assets of F acquired in the exchange, de-
termined under section 362, is $250 (F’s basis
in those assets), since no gain was recognized
to F, the transferor. X succeeds to F’s earn-
ings and profits under section 381(a)(2).

(ii) A does not include the all earnings and
profits amount in gross income as required
by § 7.367(b)–6(c)(1).

Under § 7.367(b)–6(c)(2), solely for the pur-
pose of determining the extent to which gain
is recognized on the exchange, F is not con-
sidered to be a corporation and A must rec-
ognize gain of $4,800 ($5,000 fair market value
of X stock received¥$200 basis in F stock ex-
changed). For all other purposes, F is a cor-
poration. Thus, section 1246 applies to A’s ex-
change of its stock in F and $1,700 (the sec-
tion 1246 amount) is included in A’s gross in-
come as ordinary income and $3,100 is in-
cluded as capital gain. As provided in
§ 7.367(b)–6(c)(2), A’s basis in the stock in X
received is $200, determined under section
358. X’s basis in the assets of F which were
acquired is $250, determined under section
362. X succeeds to F’s earnings and profits
under section 381(a)(2).

Example. (5). F, F1, and F2 are foreign cor-
porations that were organized on January 1,
1960. At all times since this date, A, a domes-
tic corporation, has owned 60 percent of the
outstanding stock of F, and X, a foreign cor-
poration which is unrelated to A and not
subject to tax under subtitle A of the Code,
has owned 40 percent of the outstanding
stock of F. At all times since this date, F has
owned 100 percent of the outstanding stock
in F1, and F1 has owned 100 percent of the

outstanding stock in F2. A, F, F1, and F2
each uses the calendar year as its taxable
year.

(a) For each taxable year since their date
of organization, F, F1, and F2 each has earn-
ings and profits of $100. For each taxable
year beginning with 1963, F has $40 of subpart
F income. For each such taxable year, A in-
cludes in its income $24 ($40 × 60 percent of
the stock in F) by reason of section
951(a)(1)(A). For each of these years, $24 of
F’s earnings and profits are attributable to
amounts thus included in income by A and
therefore are of a character described in sec-
tion 1248(d)(1). None of the earnings and prof-
its of F1 or F2 is of a character described in
section 1248(d). A’s basis in its stock in F was
$324 on January 1, 1960. As of January 1, 1980,
A has included $408 ($24 × 17 years beginning
with 1963) in gross income as subpart F in-
come. Thus, under section 961(a), A’s basis in
its stock in F is $732 ($324 + $408) on that
date. F’s basis in its assets is $250.

On January 1, 1980, foreign corporation Y
acquires all the assets of F in return for Y’s
voting stock. A and X exchange all their
stock in F for stock in Y, and F is liquidated.
The Y stock received by A has a fair market
value of $6,000 so that A realizes gain of
$5,268 ($6,000–$732 basis in the F stock ex-
changed). Section 354 would apply to the ex-
change of the stock in F by A, and the trans-
action would qualify as a reorganization de-
scribed in section 368(a)(1)(C), if the status of
F and Y as corporations is recognized.

(i) In the exchange on January 1, 1980, by A
of its stock in F, A receives 20 percent of the
voting stock in Y. After the exchange Y is a
controlled foreign corporation. Since A is a
United States shareholder of Y under
§ 7.367(b)–2(b), the attribution rules of
§ 7.367(b)–9 apply, as provided in § 7.367(b)–
7(b). A’s section 1248 amount with respect to
F is $3,060. This amount, determined as pro-
vided in § 7.367(b)–2 (d) and (i), consists of
$1,020 ($100 × 17 years beginning with 1963 × 60
percent of the F stock) of earnings and prof-
its of F, F1, and F2, respectively. Of the
$1,020 of earnings and profits of F, $408 ($24 ×
17 years beginning with 1963) is of a char-
acter described in section 1248(d)(1). A’s all
earnings and profits amount with respect to
F, determined as provided in § 7.367(b)–2(f)
and (h)(1), is $1,200 ($100 × 20 years beginning
with 1960 × 60 percent of the F stock). A’s ad-
ditional earnings and profits amount with
respect to F is $180 ($100 × 3 years ending
with 1962 × 60 percent of the F stock).

Under § 7.367(b)–9(b)(1), A’s section 1248
amount, A’s all earnings and profits amount,
and A’s additional earnings and profits
amount are attributed to the stock in Y
which A receives in the exchange. Under
§ 7.367(b)–9(b)(2) and § 7.367(b)–9(c), the earn-
ings and profits of Y are increased by $6,000
($2,000 of earnings and profits of F, F1, and
F2, respectively). Under § 7.367(b)–9(b)(3) and
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(d), the earnings and profits of F, F1, and F2,
respectively, are reduced by $2,000. A com-
plies with the reporting requirements of
§ 7.367(b)–1(c), and Y, F, F1, and F2 comply
with the recordkeeping requirements of
§ 7.367(b)–1(d). F and Y are considered to be
corporations and section 354 applies to the
exchange of the stock in F by A.

In the notice required under § 7.367(b)–1(c),
A makes the consent dividend election pro-
vided for in § 7.367(b)–9(f)(1). Thus, the $1,700
of post-1962 earnings and profits of F2 is
treated as if, immediately prior to the reor-
ganization, it had been distributed as a divi-
dend through F1 to F. The $1,700 of post-1962
earnings and profits of F1 is treated as if, im-
mediately prior to the reorganization, it had
been distributed as a dividend to F. These
earnings and profits treated as if distributed
must be included in A’s gross income to the
extent, if any, required under section 551 or
951. If A includes under section 951 its full
pro-rata share of the amount treated as dis-
tributed, the amount attributed to A’s stock
in Y which is of a character described in sec-
tion 1248(d)(1) will be $2,448 ($3,400 × 60 per-
cent of the F stock + $408 of F’s earnings and
profits which otherwise are of a character
described in section 1248(d)(1)).

A’s basis in its stock in F immediately
prior to the reorganization is increased
under section 961(a) by $2,040 from $732 to
$2,772. Thus, A’s basis in the Y stock re-
ceived, determined under section 358, is
$2,772. In addition, under § 7.367(b)–9(e)(1), the
basis of Y’s stock in F1 is increased by $4,000
($600 of pre-1963 earnings and profits + 3,400
of post-1962 earnings and profits), and the
basis of F1’s stock in F2 is increased by $2,000
($300 of pre-1963 earnings and profits +$1,700
of post-1962 earnings and profits). However,
the increases in respect of pre-1963 earnings
and profits are made only for purposes of
computing the all earnings and profits
amount and the additional earnings and
profits amount with respect to subsequent
transactions. See § 7.367(b)–9(e)(3).

(ii) In the exchange on January 1, 1980, by
A of its stock in F, A receives 5 percent of
the voting stock in Y (rather than 20 percent
as in example (5)(a)(i)).

Since A is not a United States shareholder
of Y as defined in § 7.367(b)–2(b) immediately
after the exchange, § 7.367(b)–7(c)(1)(i) ap-
plies. A complies with the reporting require-
ments of § 7.367(b)–1(c). As required by
§ 7.367(b)–7(c)(1)(i), A includes in gross income
for its taxable year 1980 $2,652, which is the
section 1248 amount of $3,060 (computed as in
example (5)(a)(i)) reduced, as provided in
§ 7.367(b)–3(c)(1), by the $408 of earnings and
profits of F retaining their character as
earnings and profits described in section
1248(d)(1). F and Y are considered to be cor-
porations for purposes of applying section 354
to the exchange of the stock in F by A. Ac-
cordingly, no gain is recognized by A. Y suc-

ceeds to the $2,000 of earnings and profits of
F under section 381(a)(2). In addition, A’s
basis in the stock in Y received in the ex-
change, determined under section 358, is
$3,384 ($732 basis in F stock exchanged +
$2,652 included in gross income in the man-
ner provided in section 961). See § 7.367(b)–
12(d). Y’s basis in the assets of F, determined
under section 362, is $250 (F’s basis in those
assets), since no gain was recognized to F.

Under § 7.367(b)–3 (b) and (f), the foreign tax
credit provisions (sections 78 and 901 through
908) apply as if the $2,652 included in gross in-
come by A were actually distributed to A as
a dividend immediately before the exchange.
A will be deemed to have paid the proportion
of the foreign taxes paid or deemed paid by
F, F1, and F2, determined as provided in sec-
tion 902 and the regulations thereunder. For
this purpose, the portions of the section 1248
amount included in gross income by A which
are attributable, respectively, to F, F1, and
F2 are determined as provided in § 7.367(b)–
3(g)(1). Thus, $612 ($612 × $2,652/$2,652) is at-
tributable to F and $1,020 ($1,020 × $2,652/
$2,652) is attributable to F1 and F2, respec-
tively. (The first factor in the numerator is
the section 1248 amount determined as if the
corporation in question were the only cor-
poration, and reduced under § 7.367(b)–
3(c)(1)(i) by the amount of earnings and prof-
its retaining its character as earnings and
profits described in section 1248(d)(1). The
second factor in the numerator is the
amount included in A’s gross income as a
dividend. The denominator is the section 1248
amount reduced under § 7.367(b)–3(c)(1)(i) by
the amount of earnings and profits retaining
its character as earnings and profits de-
scribed in section 1248(d)(1).) As provided in
§ 7.367(b)–3(g)(2), the amounts thus deter-
mined to be attributable to F1 and F2 are
treated as if distributed directly to A by F1
and F2, respectively, for purposes of applying
section 902. These amounts increase the
earnings and profits of A but do not decrease
the earnings and profits of F, F1, or F2.

(b) The facts are the same as in example
(5)(a)(ii) except that A’s basis in its F stock
was $3,824 on January 1, 1960 (rather than
$324) and, by reason of section 961(a), is $4,232
($3,824+$408 earnings and profits of F pre-
viously included in A’s gross income under
section 951(a)(1)(A)) on January 1, 1980. On
the exchange on January 1, 1980 of its stock
in F for 5 percent of the voting stock in Y,
A realizes a gain of $1,768 ($6,000 fair market
value of the Y stock received ¥$4,232 basis
in the F stock exchanged).

As required by §§ 7.367(b)–3(c)(1)(i) and
7.367(b)–7(c)(1)(i), A includes in gross income
as a dividend the realized gain of $1,768 since
that amount is less than $2,652 ($3,060 section
1248 amount¥$408 of earnings and profits of
F retaining their character as earnings and
profits described in section 1248(d)(1)). For
the purpose of determining the proportion of
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the foreign taxes paid or deemed paid by F,
F1, and F2 which A will be deemed to have
paid under section 902 and the regulations
thereunder, the portions of the amount in-
cluded in gross income by A which are at-
tributable, respectively, to F, F1, and F2 are
determined as provided in § 7.367(b)–3(g)(1).
Thus, $408 ($612 × $1,768/$2,652) is attributable
to F and $680 ($1,020 × $1,768/$2,652) is attrib-
utable to F1 and F2, respectively.

(c) The facts are the same as in example
(5)(b), except that, since January 1, 1963, F1
has earnings and profits of $100 for each of
five taxable years and deficits of ($100) for
each of the other twelve taxable years, and
F2 has deficits of ($100) for each of four tax-
able years and earnings and profits of $100
for each of the other thirteen taxable years
(rather than F1 and F2 having earnings and
profits of $100 for each taxable year). On the
exchange, on January 1, 1980, of its stock in
F for 5 percent of the voting stock in Y, A re-
alizes a gain of $1,768 ($6,000¥$4,232) as in ex-
ample (5)(b). A’s section 1248 amount with re-
spect to F is $1,140. This amount, determined
as provided in § 7.367(b)–2(d) and (i), consists
of $1,020 of earnings and profits of F ($100 × 17
years beginning with 1963 × 60 percent of the
F stock), ($420) of deficit of F1 ($100 × 5 prof-
itable years × 60 percent × 100 percent of the
F1 stock¥($100) × 12 deficit years × 60 percent
× 100 percent), and $540 of earnings and prof-
its of F2 ($100 × 13 profitable years × 60 per-
cent × 100 percent × 100 percent of the F2
stock—($100) X 4 deficit years X 60 percent X
100 percent X 100 percent).

As required by §§ 7.367(b)–3(c)(1)(i) and
7.367(b)–7(c)(1)(i), A includes in gross income
as a dividend, $732 ($1,140 section 1248
amount¥$408 of earnings and profits retain-
ing its character as earnings and profits de-
scribed in section 1248(d)(1)). For the purpose
of determining the proportion of the foreign
taxes paid or deemed paid by F, F1, and F2
which A will be deemed to have paid under
section 902 and the regulations thereunder,
the portions of the amount included in gross
income by A which are attributable respec-
tively to F, F1, and F2 are determined as
provided in § 7.367(b)–3(g)(1). (Deficits are dis-
regarded in computing the first factor in the
numerator of each fraction. They are not,
however, disregarded for any other purpose.)
Thus, $612 ($612 × $732/$732) is attributable to
F, $500 ($500 × $732/$732) is attributable to F1,
and $1,300 ($1,300 × $732/$732) is attributable to
F2.

Example (6). On January 1, 1981, one year
after the transaction described in example
(5)(a)(ii), Y makes a pro-rata distribution of
$10,000 with respect to its stock. As of Janu-
ary 1, 1981, Y has $10,000 of earnings and prof-
its, including the $2,000 of F’s earnings and
profits to which Y succeeded under section
381(a)(2) pursuant to the earlier transaction.
None of the $8,000 of earnings and profits ac-
tually accumulated by Y is of a character de-

scribed in section 1248(d). A, which owns the
5 percent of the Y voting stock received in
the earlier transaction, receives $500 as its
pro-rata share of the distribution from Y.

As provided in § 7.367(b)–12(d), the $2,652
that was included in gross income by A
under § 7.367(b)–7 pursuant to the earlier
transaction is treated in the same manner as
amounts previously included in A’s gross in-
come under section 951. By virtue of succeed-
ing to F’s earnings and profits, Y has $1,020
of earnings and profits which have pre-
viously been included in A’s gross income.
This amount consists of the $408 of F’s sub-
part F income and the $612 of the section 1248
amount attributable to F which was included
in A’s gross income pursuant to the earlier
transaction. Under § 7.367(b)–12(d)(1), the $500
distributed by Y to A shall be excluded from
A’s gross income in the same manner as
under section 959. A’s basis in its stock in Y
shall be decreased by $500 in the manner pro-
vided in section 961 (b) from $3,384 to $2,884.
After the distribution, Y has $520
($1,020¥$500) of earnings and profits which
have previously been included in A’s gross
income. (F1 and F2 each has $1,020 of such
earnings and profits.)

Example (7). On January 1, 1981, one year
after the transaction described in example
(5)(a)(i), Y makes a pro-rata distribution of
$10,000 with respect to its stock. As of Janu-
ary 1, 1981, Y has $10,000 of earnings and prof-
its. This amount consists of the $6,000 of
earnings and profits of F, F1, and F2 by
which the earnings and profits of Y were in-
creased under § 7.367(b)–9 (b)(2) and (c) pursu-
ant to the earlier transaction, $1,000 actually
accumulated by Y after the earlier trans-
action (in its taxable year 1980), and $3,000
actually accumulated by Y before the earlier
transaction. None of the $4,000 of earnings
and profits actually accumulated by Y is of
a character described in section 1248(d). Pur-
suant to the earlier transaction, A’s section
1248 amount of $3,060, A’s all earnings and
profits amount of $1,200, and A’s additional
earnings and profits amount of $180 have
been attributed to A’s stock in Y under
§ 7.367(b)–9(b)(1). Of the $3,060 section 1248
amount so attributed, $408 of the earnings
and profits from F (A’s pro-rata share of the
subpart F income actually derived by F), and
$1,020 of the earnings and profits from F1 and
F2, respectively (pursuant to the § 7.367(b)–
9(f)(1) consent dividend election), are of a
character described in section 1248(d)(1).

Since the amount of the distribution does
not exceed Y’s earnings and profits (includ-
ing the earnings and profits of F, F1, and F2
by which the earnings and profits of Y were
increased), the entire distribution is a divi-
dend except to the extent provided in
§ 7.367(b)–12. A, which owns 20 percent of the
Y voting stock received in the earlier trans-
action, receives $2,000 as its pro-rata share of
the distribution from Y. Under § 7.367(b)–
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12(c), this distribution is considered to be
made first out of $200 of the $1,000 of earnings
and profits accumulated by Y since the attri-
bution pursuant to the earlier transaction
and is a dividend to A. The remaining $1,800
is considered to be made out of the earnings
and profits attributed to A’s stock in Y.
Under § 7.367(b)–12(c)(3), $600 of this $1,800 is
considered as if distributed from the earn-
ings and profits of F, F1, and F2, respectively
($1,800 × $1,020 of section 1248 amount attrib-
uted from each corporation/$3,060 section
1248 amount attributed to A’s stock in Y).
These amounts retain their character as
amounts described in section 1248(d)(1). Since
$408 of the earnings and profits attributed
from F, and all $1,020 of the earnings and
profits attributed from F1 and F2, respec-
tively, are of such a character, only $192
[($600¥$408) + ($600¥$600) + ($600¥$600)] of
the $1,800 distributed out of attributed earn-
ings and profits is considered to be a divi-
dend. the $1,608 ($408 + $600 + $600) distribu-
tion of earnings and profits of a character
described in section 1248(d)(1), which other-
wise would be treated as a dividend, is ex-
cluded from gross income under section 959.
Thus, $392 of the $2,000 distributed to A is
considered to be a dividend, of which $200 is
from earnings and profits of Y for its taxable
year 1980 and $192 is from earnings and prof-
its accumulated by F prior to its acquisition
by Y.

A’s basis in its stock in Y is reduced, under
section 961(b), by the $1,608 excluded from
gross income under section 959(a) from $2,772
to $1,164. A’s section 1248 amount attributed
to its stock in Y is reduced, under § 7.367(b)–
12(c)(2), by $1,800 from $3,060 to $1,260, of
which $840 [($1,020¥$600) + ($1,020¥$600)] is of
a character described in section 1248(d)(1).
A’s all earnings and profits amount is re-
duced from $1,200 to $600, none of which is of
a character described in section 1248(d)(1).
A’s additional earnings and profits amount is
not affected by the distribution. See section
316.

Example (8). On January 1, 1982, 2 years
after the transaction described in example
(5)(a)(i), and 1 year after the distribution de-
scribed in example (7), A sells all its stock in
Y for $7,000 realizing a gain of $5,836
($7,000¥$1,164). During 1981, Y had $1,000 of
earnings and profits. Under § 7.367(b)–12(e),
the section 1248 amount attributable to A’s
stock in Y is $1,460. This amount consists of
$200 of the $1,000 of Y’s earnings and profits
for 1981 (A owns 20 percent of the stock in Y),
plus the $3,060 section 1248 amount attrib-
uted to A’s stock in Y, reduced as provided
in § 7.367(b)–12(e)(2)(ii) by the $1,800 consid-
ered distributed in example (7) out of the sec-
tion 1248 amount so attributed. (See
§ 7.367(b)–12(c)(2).) Of this section 1248 amount
of $1,460, the $840 [($1,020¥$600) +
($1,020¥$600)] of the earnings and profits at-
tributed from F1 and F2 that remain after

the distribution described in example (7) are
of a character described in section 1248(d)(1).
Thus, $620 ($1,460 Section 1248 amount ¥$840
section 1248(d)(1) earnings and profits) of the
gain on the sale of the Y stock is treated as
a dividend under section 1248(a) and the re-
maining $5,216 ($5,836¥$620) is recognized as
capital gain.

Example (9). F, F1, F2, and F3 are foreign
corporations that were organized on January
1, 1975. At all times since this date, A, a do-
mestic corporation, has owned 60 percent of
the outstanding stock in F, and X, a foreign
corporation unrelated to A and not subject
to tax under subtitle A of the Code, has
owned 40 percent of the outstanding stock in
F. At all times since this date, F has owned
100 percent of the outstanding stock in F1,
F1 has owned 100 percent of the outstanding
stock in F2, and F2 has owned 100 percent of
the outstanding stock in F3. A, F, F1, F2,
and F3 each uses the calendar year as its tax-
able year. For each taxable year since their
date of organization, F, F1, and F3 each has
earnings and profits of $100. For each taxable
year since its date of organization, F2 has a
deficit of ($100). None of the earnings and
profits of F, F1, or F3 is of a character de-
scribed in section 1248(d). A’s basis in its
stock in F is $620.

On January 1, 1980, A and X exchange all of
their stock in F. As sole consideration for
the stock exchanged, A receives 20 percent of
the voting stock in foreign corporation Y,
and X receives 13.3 percent of the voting
stock in Y. The Y stock received by A has a
fair market value of $4,000. Section 354 would
apply to the exchange of stock in F by A, and
the transaction would qualify as a reorga-
nization described in section 368(a)(1)(B), if
the status of F and Y as corporations is rec-
ognized. After the transaction, Y is a con-
trolled foreign corporation but is not a for-
eign personal holding company.

A realizes gain of $3,380 ($4,000 fair market
value of the Y stock received—$620 basis in
the F stock exchanged). Since A owns 20 per-
cent of the voting stock in Y immediately
after the exchange, A is a United States
shareholder of Y as defined in § 7.367(b)–2(b).
Accordingly, the attribution rules of
§ 7.367(b)–9 apply, as provided in § 7.367(b)–
7(b)(1). Under § 7.367(b)–9(b)(1), A’s section
1248 amount of $600 is attributed to the stock
in Y which A received in the exchange. This
amount consists of $300 of earnings and prof-
its of F, F1, and F3, respectively ($100×5
years×60 percent of the stock in F), and ($300)
of deficit of F2 (($100)×5 years×60 percent).
Under § 7.367(b)–9(b)(2) and § 7.367(b)–9(c), the
earnings and profits of Y are increased by
$1,500 ($500 of earnings and profits of F, F1
and F3, respectively). Any deficit of Y is in-
creased by the ($500) deficit of F2, subject to
§ 7.367(b)–11, relating to the manner in which
such deficit may be used. These earnings and
profits and deficit retain their character as
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provided in § 7.367(b)–3(e). Under § 7.367(b)–
9(b)(3) and § 7.367(b)–9(d), the earnings and
profits of F, F1, and F3, and the deficit of F2
are each correspondingly reduced by $500. A
complies with the reporting requirements of
§ 7.367(b)–1(c), and Y, F, F1, F2, and F3 com-
ply with the recordkeeping requirement of
§ 7.367(b)–1(d). F and Y are considered to be
corporations and section 354 applies to the
exchange of stock by A. A’s basis in the
stock in Y determined under section 358 is
$620.

(a) In the notice required under § 7.367 (b)–
1(c), A does not make the consent dividend
election provided for § 7.367 (b)–9(f)(1).

Under § 7.367–9(e)(1), F1’s basis in its stock
in F2 and F’s basis in its stock in F1 are each
reduced by $500. These reductions are made
on account of the $500 reduction in F2’s defi-
cit. Since A did not make the election under
§ 7.367(b)–9(f)(1), no basis adjustment on ac-
count of F1 and F3’s earnings and profits is
permitted under § 7.367(b)–9(e)(1). Under
§ 7.367(b)–9(e)(2), Y’s basis in its stock in F is
reduced by $500 on account of the $500 reduc-
tion F2’s deficit. Since A did not make the
election under § 7.367(b)–9(f)(1), no adjust-
ment to Y’s basis in F is permitted on ac-
count of earnings and profits accumulated in
taxable years beginning after December 31,
1962, even if the election provided for in
§ 7.367(b)–9(f)(2)(ii) is made. See § 7.367(b)–
9(f)(2). Thus, Y’s basis in its F stock, deter-
mined under section 362 and § 7.367(b)–9(e), is
$120 ($620–$500).

(b) The facts are the same as in example
(9)(a), except that in the notice required
under § 7.367(b)–1(c), A makes the consent
dividend election provided for in § 7.367(b)–
9(f)(1). In addition, all the United States
shareholders of Y make a consent dividend
election as provided in section 565 for 1980
(the taxable year in which the reorganiza-
tion occurred). See § 7.367(b)–9(f)(2)(ii).

Under § 7.367(b)–9(f)(1), the $500 of earnings
and profits of F3 is treated as if, imme-
diately prior to the reorganization, it had
been distributed as a dividend through F2
and F1 (unreduced by the deficit of F2) to F.
The $500 of earnings and profits of F1 is
treated as if, immediately prior to the reor-
ganization, it had been distributed as a divi-
dend to F. Accordingly, under § 7.367(b)–
9(e)(1), F2’s basis in the F3 stock is increased
by $500; F1’s basis in the F2 stock is de-
creased by the ($500) deficit from F2 (see ex-
ample (9)(a)) and increased by the $500 of
earnings and profits from F3 for a net adjust-
ment of zero; and F’s basis in the F1 stock is
decreased by the ($500) deficit from F2 (see
example (9)(a)) and increased by the $1,000 of
earnings and profits from F3 and F1 for a net
increase of $500. For the consequences to A of
making the consent dividend election pro-
vided for in § 7.367(b)–9(f)(1), see example
(5)(a).

Under § 7.367(b)–9(f)(2), the $500 of earnings
and profits of F3 is treated as if, imme-
diately after the reorganization, it had been
distributed as a dividend through F2, F1 and
F (unreduced by the deficit of F2) to Y. The
$500 of earnings and profits of F1 is treated
as if, immediately after the reorganization,
it had been distributed as a dividend through
F to Y. The $500 of earnings and profits of F
is treated as if, immediately after the reor-
ganization, it had been distributed as a divi-
dend to Y. Accordingly, under § 7.367(b)–
9(e)(2), Y’s basis in the F stock is increased
by the $1,500 total of the earnings and profits
treated as if distributed to Y and is de-
creased by the ($500) deficit of F2 (see exam-
ple (9)(a)). Thus, the net increase in Y’s basis
in the F stock is $1,000 and this basis, deter-
mined under section 362 and § 7.367(b)–9(e), is
$1,620 ($620 + $1,000). For the consequences to
the United States shareholders of Y of the
consent dividend to Y, see sections 951 and
959.

Example (10). F, F1, and F2 are foreign cor-
porations that were organized on January 1,
1975. At all times since this date, A, a domes-
tic corporation, has owned 100 percent of the
outstanding stock in F, F has owned 90 per-
cent of the outstanding stock in F1, X, a for-
eign corporation unrelated to A and not sub-
ject to tax under subtitle A of the Code, has
owned 10 percent of the outstanding stock in
F1, and F1 has owned 100 percent of the out-
standing stock in F2. F, F1, and F2 each uses
the calendar year as its taxable year. For
each taxable year since their date of organi-
zation, F, F1, and F2 each has earnings and
profits of $100. None of the earnings and prof-
its of F, F1, or F2 is of a character described
in section 1248(d). F’s basis in its stock in F1
is $620.

On January 1, 1980, F exchanges all of its
stock in F1. X retains its stock in F1. As sole
consideration for the stock exchanged, F re-
ceives 20 percent of the voting stock in for-
eign corporation Y. The Y stock received by
F has a fair market value of $4,000. Section
354 would apply to the exchange of the stock
in F1 by F, and the transaction would qualify
as a reorganization described in section
368(a)(1)(B), if the status of F1 and Y as cor-
porations is recognized. After the trans-
action Y is a controlled foreign corporation.
Y uses the calendar year as its taxable year.

F realizes gain of $3,380 ($4,000 fair market
value of the Y stock received—$620 basis in
the F1 stock exchanged). Since A is a United
States shareholder of Y after the exchange,
the attribution rules of § 7.367(b)–9 apply, as
provided in § 7.367(b)–7(b). Under § 7.367(b)–
9(b)(1), A’s section 1248(c)(2) amount of $900 is
attributed to the stock in Y which F receives
in the exchange. This amount consists of $450
($100 × 5 years × 90 percent of the stock in F1)
of the earnings and profits of F1 and F2, re-
spectively. The earnings and profits of Y are
increased by the $450 of earnings and profits
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of F1 and the $450 of earnings and profits of
F2, in accordance with §§ 7.367(b)–9(b)(2) and
7.367(b)–9(c). The earnings and profits of F1
and F2, respectively, are correspondingly re-
duced by $450 under §§ 7.367(b)–9(b)(3) and
7.367(b)–9(d). In addition, under § 7.367(b)–
9(c)(2), the $50 of earnings and profits of F1
and F2, respectively, which do not increase
the earnings and profits of Y, is considered
to be entirely attributable to the stock not
acquired by Y (i.e., the stock owned by X). A
complies with the reporting requirements of
§ 7.367(b)–1(c), and Y, F, F1, and F2 comply
with the recordkeeping requirements of
§ 7.367(b)–1(d). F1 and Y are considered to be
corporations and section 354 applies to the
exchange of F1 stock by F.

In the notice required in § 7.367(b)–1(c), A
does not make the consent dividend election
provided for in § 7.367(b)–9(f)(1). Accordingly,
no adjustment to basis is made under
§ 7.367(b)–9(e).

Example (11). On January 1, 1981, after the
transaction described in example (10), A sells
all its stock in F. In taxable year 1980, Y, F,
F1, and F2 each has $100 of earnings and prof-
its. Upon A’s sale of its stock in F, A’s sec-
tion 1248 amount is $1,556. This amount con-
sists of $600 of earnings and profits of F ($100
× 6 years beginning with 1975 × 100 percent of
the stock in F) under section 1248(a), and,
under § 7.367(b)–12(e)(2), the section 1248(c)(2)
amount of $900 attributed to the stock in Y
received by F pursuant to the earlier trans-
action, $20 of earnings and profits accumu-
lated by Y in 1980 ($100 × 100 percent × 20 per-
cent of the stock in Y), and $18 of earnings
and profits accumulated by F1 and F2, re-
spectively, in 1980 ($100 × 100 percent × 20 per-
cent × 90 percent of the stock in F1).

Example (12). On December 31, 1980, after
the transaction described in example (10), F1
makes a pro-rata distribution of $180, no part
of which is subpart F income, to Y and X.
Without regard to this distribution Y, F, F1,
and F2 each has $100 of earnings and profits
in 1980. On December 31, 1980, F1 has $100 of
current earnings and profits and $50 of accu-
mulated earnings and profits ($500 accumu-
lated between 1975 and 1979—$450 by which
the earnings and profits of F1 were reduced
pursuant to the transaction in example (10)).
Thus, $135 ($150 × 90 percent of the stock in
F1) of the distribution to Y is a dividend. Y’s
basis in the stock in F1 is reduced under sec-
tion 301(c)(2) by $27.

On January 1, 1981, A sells all its stock in
F. Upon this sale, A’s section 1248 amount is
$1,565. This amount consists of $600 of earn-
ings and profits of F ($100 × 6 years beginning
with 1975 × 100 percent of the stock in F), the
section 1248(c)(2) amount of $900 attributed
to the stock in Y received by F pursuant to
the earlier transaction, $47 of the $235 of
earnings and profits accumulated by Y in
1980 ($100 plus the $135 dividend from F1) and
$18 of the $100 of earnings and profits accu-

mulated by F2 in 1980. (After the $180 dis-
tribution, F1 has no earnings and profits at-
tributable to the stock in F sold by A. See
§§ 1.1248–2(d)(1) and 1.1248–3(b)(3).)

Example (13). On December 31, 1980, after
the transaction described in example (10), Y
sells all its stock in F1 and recognizes gain
of $1,200. Without regard to this sale, Y, F,
F1, and F2 each has $100 of earnings and prof-
its in 1980. On January 1, 1981, A sells all its
stock in F. Upon this sale, A’s section 1248
amount is $1,760. This amount consists of
$600 of earnings and profits of F, the section
1248(c)(2) amount of $900 attributed to the
stock in Y received by F pursuant to the ear-
lier transaction, and $260 of the $1,300 of
earnings and profits accumulated by Y in
1980 ($100 plus the $1,200 gain on the sale of
the stock in F1). (The earnings and profits
accumulated by F1 and F2 in 1980 have been
otherwise taken into account under section
1248, within the meaning of section
1248(c)(2)(C), by virtue of the inclusion in Y’s
earnings and profits of Y’s gain on the sale of
the stock in F1.)

Example (14). (a) F is a foreign corporation
that was organized in country C on January
1, 1978. At all times since that date, A, a do-
mestic corporation, has owned 100 percent of
the outstanding stock of F. All of F’s assets
are used in a manufacturing business. The F
stock does not comprise substantially all of
A’s assets. On January 1, 1983, A exchanges
all of its stock of F for 80 percent of the out-
standing voting stock of Y, an unrelated for-
eign corporation organized in country C. At
the time of the exchange, A’s Y stock re-
ceived in the exchange has a fair market
value of $600, A’s adjusted basis in its F
stock is $300, and A’s section 1248 amount at-
tributable to its F stock is $200. The ex-
change of stock of F by A would be described
in section 351 if the status of Y as a corpora-
tion is recognized. This exchange would also
be described in section 354 (a reorganization
described in section 368(a)(1)(B)) if the status
of F and Y as corporations is recognized.
Under § 7.367(b)–4(b)(1)(i)(A), the exchange is
considered to be one to which § 7.367(b)–7 ap-
plies. Under § 7.367(b)–7(b), the exchange is
treated as one to which § 7.367(b)–9 applies,
and under that latter section the section 1248
amount of $200 must be attributed to the Y
stock received in the exchange. If § 7.367(b)–
4(b)(2)(i) or (ii) did not apply, then under
§ 7.367(b)–4(b)(1)(i)(B), A would have to in-
clude $100 in gross income as gain from the
exchange of the F stock. This amount is
equal to the excess of the gain realized, or
$300 ($600 minus $300), over the section 1248
amount taken into account under § 7.367(b)–
4(b)(1)(i)(A), or $200. However, since Y is a
controlled foreign corporation after the
transfer and since A is a United States
shareholder (within the meaning of § 7.367(b)–
2(b)) of F both before and after the transfer
and of Y after the transfer, by reason of
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§ 7.367(b)–4(b)(2)(ii) no gain is recognized on
the transfer under § 7.367(b)–4(b)(1)(i)(B), but
the section 1248 amount of $200 must be at-
tributed to the Y stock received in the ex-
change under § 7.367(b)–4(b)(1)(i)(A).

(b) The facts are the same as in paragraph
(a) of this example, except that A receives
only 30 percent of the Y stock, unrelated for-
eign persons receive an additional 50 percent
of the Y stock in exchange for their con-
tribution of property to Y, and Y is not a
controlled foreign corporation after the ex-
change. Under § 7.367(b)–7(c)(1)(i), A must in-
clude in gross income the $200 section 1248
amount attributable to the F stock ex-
changed. Unless § 7.367(b)–4(b)(2)(i) applies,
under § 7.367(b)–4(b)(1)(i)(B) of this section, A
must also include $100 in gross income as
gain from the exchange of the F stock.

(c) The facts are the same as in paragraph
(b) of this example, except that under
§ 7.367(b)–4(b)(2)(i)(A), A receives a favorable
ruling that the exchange is not considered to
be in pursuance of a plan having as one of its
principal purposes the avoidance of Federal
income taxes. As a result, A is only required
to include in gross income the $200 section
1248 amount determined pursuant to
§ 7.367(b)–4(b)(1)(i)(A) and is not required to
include in gross income the $100 determined
pursuant to § 7.367(b)–4(b)(1)(i)(B).

(d) The facts are the same as in paragraph
(a) of this example, except that A owns only
five percent of the outstanding F stock, B
(an unrelated domestic corporation) owns 75
percent of the outstanding F stock, and both
A and B exchange their F stock for 5 and 75
percent, respectively, of the outstanding
stock in Y. Although A is a United States
person at the time of the exchange, A is not
and has never been a United States share-
holder (within the meaning of § 7.367(b)–2(b))
of F. Therefore, A’s section 1248 amount with
respect to its F stock is zero. Unless
§ 7.367(b)–4(b)(2)(i) applies, under § 7.367(b)–
4(b)(1)(ii) A must include $300 in gross in-
come as gain from the exchange of its F
stock.

(e) The facts are the same as in paragraph
(a) of this example, except that the F stock
does comprise substantially all of A’s assets,
A transfers all of its stock in F to Y in ex-
change for 70 percent of Y’s outstanding
stock, and A remains in existence and does
not distribute the Y stock received in the ex-
change to its shareholders. The exchange of
stock of F by A would be described in section
361 (a reorganization described in section
368(a)(1)(C)) if the status of Y as a corpora-
tion is recognized. This exchange would also
be described in section 354 (a reorganization
described in section 368(a)(1) (B)) if the sta-
tus of F and Y as corporations is recognized.
Under § 7.367(b)–4(b), the exchange is consid-
ered to be one to which section 367(b) applies.
The remaining tax consequences of this ex-

change are the same as the consequences il-
lustrated in paragraph (a) of this example.

(f) The facts are the same as in paragraph
(a) of this example, except that on January
1, 1982, A sells 60 percent of the voting stock
of F to a foreign corporation at a gain and
reports such gain as required under the Code.
At the time of the January 1, 1983 exchange
of F stock by A for Y stock, A’s adjusted
basis in the retained stock of F is $300 and
A’s section 1248 amount attributable to the
retained stock of F is $200. While F is no
longer a controlled foreign corporation, A is
treated as a United States shareholder of F
for five years following the sale of F stock
under § 7.367(b)–2(b). Therefore, § 7.367(b)–
4(b)(1)(i)(A) and the exception of § 7.367(b)–
4(b)(2)(ii) apply to the January 1, 1983 ex-
change of F stock by A for Y stock, and the
tax consequences of that exchange are the
same as the consequences illustrated in para-
graph (a) of this example.

Example (15). F is a foreign corporation
that was organized on January 1, 1979. At all
times since this date, A, a domestic corpora-
tion, has owned all of the outstanding stock
in F. On December 31, 1981, foreign corpora-
tion Y acquires all the assets of F in return
for voting stock in Y. A exchanges all of its
stock in F for the stock in Y and F is liq-
uidated. After the transaction, A is a United
States shareholder of Y, and Y is a con-
trolled foreign corporation. Section 354
would apply to the exchange of the stock in
F by A, and the transaction would qualify as
a reorganization described in section
368(a)(1)(C), if the status of F and Y as cor-
porations is recognized. As of December 31,
1981, F has a deficit in earnings and profits of
($300). A’s section 1248 amount with respect
to F is also ($300). Assume F had a net oper-
ating loss carryover that section 382(b)(2) re-
quired to be reduced by 20 percent.

Since A is a United States shareholder of
controlled foreign corporation Y, § 7.367(b)–9
applies to the exchange as provided in
§ 7.367(b)–7(b). Thus, A’s section 1248 amount
is attributed to the stock in Y received by A.
Pursuant to § 7.367(b)–11(c), the amount of
the deficit in earnings and profits of F by
which the deficit in earnings and profits of Y
is increased under § 7.367–9(b)(2) and (c), is re-
duced by 20 percent from ($300) to ($240). As
provided in § 7.367(b)–11 (b) and (d), this defi-
cit and the section 1248 amount attributed to
the stock in Y received by A shall be used
only in the manner prescribed in section
381(c)(2)(B) and the regulations thereunder.

Example (16). F and G are foreign corpora-
tions engaged in the same business activity
that were organized on January 1, 1975. At
all times since this date, A and B, domestic
corporations, have each owned 50 percent of
the outstanding stock in F and G, respec-
tively. On January 1, 1980, G acquires all the
assets of F in return for G’s voting stock. A
and B exchange all their stock in F for stock
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in G, and F is liquidated. After the trans-
action, G continues the business activity of
F and G unchanged. Section 354 would apply
to the exchange of the stock in F by A and
B, and the transaction would qualify as a re-
organization described in section 368(a)(1)(D),
if the status of F and G as foreign corpora-
tions is recognized. Under § 7.367(b)–4(d), the
transaction is not considered to be a reorga-
nization described in section 368(a)(1)(F) for
purposes of section 367 and §§ 7.367(b)–1
through 7.367(b)–12, even though it might be
considered to be a reorganization described
in section 368(a)(1)(F) for other purposes.
Thus, the attribution rules of § 7.367(b)–9
apply by reason of § 7.367(b)–7(b).

Example (17). F and F1 are foreign corpora-
tions that were organized on January 1, 1960.
X is a domestic corporation that was orga-

nized on the same date. At all times since
this date, X has owned 100 percent of the out-
standing stock in F, and F has owned 100 per-
cent of the outstanding stock in F1. D is a
domestic corporation that was organized on
January 1, 1976. At all times since this date,
X has owned 100 percent of the outstanding
stock in D. From January 1, 1960 until Janu-
ary 1, 1974, A, a domestic corporation, owned
100 percent of the outstanding stock in X. On
January 1, 1974, B, a domestic corporation,
purchased stock in X from A in a taxable
sale, and, at all times since this date, A and
B each has owned 50 percent of the outstand-
ing stock in X. F, F1, X, D, A, and B each
uses the calendar year as its taxable year. As
of January 1, 1978, X, F, F1, and D have earn-
ings and profits or deficits as follows:

X F F1 D

E&P Deficit E&P Deficit E&P Deficit E&P Deficit

1960 ........................................................................ ............ (200) ............ (100) ............ (200) ............ ............
1961 ........................................................................ ............ (200) ............ (100) ............ (200) ............ ............
1962 ........................................................................ ............ (200) ............ (100) ............ (200) ............ ............
1963 ........................................................................ ............ (200) 100 ............ ............ (200) ............ ............
1964 ........................................................................ ............ (200) 100 ............ ............ (200) ............ ............
1965 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1966 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1967 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1968 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1969 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1970 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1971 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1972 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1973 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1974 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1975 ........................................................................ 100 ............ 100 ............ 100 ............ ............ ............
1976 ........................................................................ 100 ............ 100 ............ 100 ............ ............ (100)
1977 ........................................................................ 100 ............ 100 ............ 100 ............ ............ (100)

Total ............................................................. 1,300 (1,000) 1,500 (300) 1,300 (1,000) ............ (200)

On January 1, 1978, X distributes all of its
stock in F to A in exchange for half of A’s
stock in X. A’s basis in the stock in X that
A exchanged is $1,000, and the fair market
value of the stock in F that A receives is
$2,000. After the distribution, A owns 33 per-
cent and B owns 67 percent of the stock in X.

(a) Section 1248(f) applies to the distribu-
tion by X of its stock in F since X is a do-
mestic corporation. See § 7.367(b)–10(b). Thus,
X must include the amount computed under
section 1248(f)(1) in its gross income as a div-
idend for 1978. After the distribution, the net
fair market value of the assets of the distrib-
uting group, X and D, exclusive of the stock
in D, equals the net fair market value of the
assets of the controlled group, F and F1, ex-
clusive of the stock in F1. Section 355 would
apply to the distribution (assuming the con-
ditions of section 355(a)(1) (B) and (C) are
met) if the status of F as a corporation is
recognized. A and X comply with the report-
ing requirements of § 7.367(b)–1(c), and X, F,

and F1 comply with the recordkeeping re-
quirement of § 7.367(b)–1(d).

The provisions of § 7.367(b)–10(d) through (f)
apply to the distribution of the stock in F by
reason of § 7.367(b)–10(b). In accordance with
§ 7.367(b)–10(d), the earnings and profits and
deficits of X, F, F1, and D are allocated so
that, after the distribution, the distributing
group and the controlled group each has
total gross earnings and profits of $2,050
($4,100 total gross earnings and profits of X,
F, F1, F1,and D/2), and a total deficit of
($1,250) (($2,500) total gross deficit of X, F,
and D/2), as follows:

E&P Deficit

Distributing Group:
X ........................................................ $2,050 ($1,050)
D ....................................................... ............ (200)

Total ........................................... 2,050 (1,250)

Controlled Group:
F ........................................................ 1,098 (288)
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E&P Deficit

F1 ...................................................... 952 (962)

Total ........................................... 2,050 (1,250)

X’s earnings and profits consist of $1,300 ac-
tually accumulated by X, $402 allocated from
F ($750 allocated from the controlled group X
$1,500 earnings and profits of F/$2,800 gross
earnings and profits of the controlled group),
and $348 allocated from F1 ($750 X $1,300/
$2,800). X’s deficit consists of ($1,000) acutally
incurred by X, ($12) allocated from F (($50) X
($300)/($1,300)), and ($38) allocated from F1
(($50) X ($1,000)/($1,300)). The ($50) deficit allo-
cated to X from F and F1 may be used only
as provided in § 7.637(b)–11(b).

A, the only United States shareholder (de-
termined after the distribution) of the con-
trolled group (the group from which in this
case the allocation of earnings and profits
was made), makes a consent dividend elec-
tion, described in § 7.367(b)–10(f), in the notice
required by § 7.367(b)–1(c). Thus, the $348 of
earnings and profits allocated from F1 to X
is treated as if, immediately after the dis-
tribution of the stock in F, it had been dis-
tributed as a dividend to F. (See sections 551
and 951 for possible consequences to A of the
consent dividend election.) Since the elec-
tion under § 7.367(b)–10(f) is made, the basis of
F in the stock in F1 is increased by $348
under § 7.367(b)–10(e)(1). In addition, whether
or not this election is made, the basis of F in
the stock in F1 is decreased under § 7.367(b)–
10(e)(1) by the ($38) deficit allocated from F1
to X. Of this decrease, $23 (($38)×($600) pre-
1963 gross deficit of F1/($1,000) gross deficit of
F) is in respect of pre-1963 deficits and so
shall be taken into account, as provided in
§ 7.367(b)–10(e)(2), only for purposes of com-
puting the all earnings and profits and addi-
tional earnings and profits amounts with re-
spect to subsequent transactions.

F is considered to be a corporation and sec-
tion 355 applies to the distribution by X of
the stock in F.

(b) The facts are the same as in example
17(a) except that X is a foreign corporation
instead of a domestic corporation. After the
distribution by X to A of the stock in F in
exchange for half of A’s stock in X, the fair
market value of the stock in F owned by A
equals the fair market value of the stock in
X owned by A. Section 355 would apply to the
distribution (assuming the conditions of sec-
tion 355(a)(1) (B) and (C) are met) if the sta-
tus of F and X as corporations is recognized.
A complies with the reporting requirements
of § 7.367(b)–1(c), and X, F, and F1 comply
with the recordkeeping requirements of
§ 7.367(b)–1(d).

The application of § 7.367(b)–10 (d) through
(f) results in the same allocation of earnings
and profits and deficits and adjustments to
basis as in example 17(a). In addition, under

§ 7.367(b)–10 (g), the following amounts are
computed with reference to A’s and B’s stock
in X prior to the distribution.

A B

Section 1248 amount ................................. $1,650 $600
All earnings and profits amount ................. 150 200
Additional earnings and profits amount ..... (300) 0

Under § 7.367(b)–10(h), half of each of these
amounts of A is attributed to the stock in X
and F, respectively, owned by A after the
distribution. All of each of these amounts of
B is attributed to the stock in X owned by B
after the distribution.

X and F are considered to be corporations
and section 355 applies to the distribution by
X of the stock in F.

(c) The facts are the same as in example
(17)(b) except that X distributes its stock in
D (rather than its stock in F) to A in ex-
change for half of A’s stock in X. Section 355
would apply to the distribution (assuming
the conditions of section 355(a)(1) (B) and (C)
are met) if the status of X as a corporation
is recognized. A’s basis in the stock in X
which A exchanges is $1,000 and the fair mar-
ket value of the stock in D that A receives
is $2,000. After the distribution, the net fair
market value of the assets of the distribut-
ing group, X, F, and F1, exclusive of the
stock in F and F1, equals the net fair market
value of the assets of the controlled group,
D. The value of the stock in D owned by A
equals the value of the stock in X owned by
A. A complies with the reporting require-
ments of § 7.367(b)–1(c), and X, F, F1, and D
comply with the recordkeeping requirements
of § 7.367(b)–1(d).

After the allocation required by § 7.367(b)–
10(d), the earnings and profits and deficits of
the groups are as follows:

E & P Deficit

Distributing Group:
X .................................................... $650 ($543.50)
F .................................................... 750 (163.00)
F1 .................................................. 650 (543.50)

Total .......................................... 2,050 (1,250.00)

Controlled Group:
D ................................................... 2,050 (1,250)

D’s earnings and profits consist of $650 allo-
cated from X ($2,050 allocated from distribut-
ing group X $1,300 gross earnings and profits
of X/$4,100 gross earnings and profits of dis-
tributing group), $750 allocated from F ($2,050
X $1,500/$4,100), and $650 allocated from F1
($2,050 X $1,300/$4,100). D’s deficit consists of
($200) actually incurred by D, ($137) allocated
from F (($1,050) allocated from Distributing
group X ($300) gross deficit of F/($2,300) gross
deficit of distributing group), and ($456.50) al-
located from X and F1, respectively (($1,050)
X ($1,000)/($2,300)).
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A and B, the United States shareholders
(determined after the distribution) of the
distributing group (the group from which in
this case the allocation of earnings and prof-
its was made), make a consent dividend elec-
tion, described in § 7.367(b)–10(f), in the notice
required by § 7.367(b)–1(c). Thus, the $650 of
earnings and profits of F1 allocated to D is
treated as if, immediately after the distribu-
tion of the stock in D, it had been distrib-
uted as a dividend through F to X. The $750
of earnings and profits of F allocated to D is
treated as if, immediately after the distribu-
tion, it had been distributed as a dividend to
X. See sections 551 and 951 for possible con-
sequences to A and B of the consent dividend
election. Since this election is made, the
basis of F in the stock in F1 is increased by
$650, and the basis of X in the stock in F is
increased by $1,400 ($650 + $750) under
§ 7.367(b)–10(e)(1). In addition, whether or not
this election is made, the basis of F in the
stock in F1 is decreased by the ($456.50) defi-
cit allocated from F1 to D. Of this decrease,
$273.90 (($456.50 X ($600) pre-1963 gross deficit
of F1/($1,000) gross deficit of F1) is in respect
of a pre-1963 deficit and so shall be taken
into account only for purposes of computing
the all earnings and profits and additional
earnings and profits amounts with respect to
subsequent transactions. The basis of X in
the stock in F is decreased by $593.50
(($456.50) + ($137) deficit allocated from F to
D). Of this decrease, $410.90 (($273.90) + ($137))
is in respect of a pre–1963 deficit and so shall
be taken into account only for purposes of
computing the all earnings and profits and
additional earnings and profits amounts with
respect to subsequent transactions.

Under § 7.367(b)–10(h), half of A’s section
1248 amount of $1,650, all earnings and profits
amount of $150, and additional earnings and
profits amount of ($300) is attributed to the
stock in X owned by A after the distribution
of the stock in D. No amounts are attributed
to the stock in D owned by A after the dis-
tribution. See § 7.367–10(i)(1). All of B’s sec-
tion 1248 amount of $600, all earnings and
profits amount of $200, and additional earn-
ings and profits amount of $0 is attributed to
the stock in X owned by B after the distribu-
tion. Section 7.367(b)–10(i) applies since A re-
ceived stock in D, a domestic corporation.
Accordingly, A includes in gross income as a
dividend $825 ($1,650 section 1248 amount—
$825 attributed to stock in X owned by A
after the distribution). This amount in-
creases the earnings and profits of A but
does not decrease the earnings and profits of
X, F, F1, or D.

X is considered to be a corporation and sec-
tion 355 applies to the distribution by X of
the stock in D.

(Secs. 367(b) and 7805 of the Internal Revenue
Code of 1954 (90 Stat. 1634 and 68A Stat. 917;
26 U.S.C. 367(b) and 7805))

[44 FR 57390, Oct. 5, 1979, as amended by T.D.
7863, 47 FR 57491, Dec. 27, 1982; 48 FR 1710,
Jan. 14, 1983]

§ 7.367(c)–1 Section 355 distribution
treated as an exchange.

(a) General rule. For purposes of sec-
tion 367 as in effect both before and
after October 4, 1976, any distribution
which is described in section 355 (or so
much of section 356 as relates to sec-
tion 355) shall be treated as an ex-
change whether or not it is in ex-
change.

(b) Ruling required. In the case of any
distribution to which this section ap-
plies which begins (within the meaning
of § 7.367(a)–1(b)(2)) before January 1,
1978, a foreign corporation shall not be
considered to be a corporation for pur-
poses of determining the extent to
which gain shall be recognized on such
distribution unless, pursuant to a rul-
ing request timely filed in accordance
with the provisions of § 7.367(a)–1(d), it
is established to the satisfaction of the
Commissioner at the applicable time
that such distribution is not in pursu-
ance of a plan having as one of its prin-
cipal purposes the avoidance of Federal
income taxes.

(c) Application of section 367(b) regula-
tions. In the case of any distribution to
which this section applies which begins
on or after January 1, 1978, and in con-
nection with which there is no transfer
described in section 367(a)(1) (as defined
in § 7.367(a)–1(b)(3)), the provisions of
section 367(b), as amended by the Tax
Reform Act of 1976, apply. Accordingly,
a foreign corporation shall be consid-
ered to be a corporation on such dis-
tribution to the extent provided in
§§ 7.367(b)–1 through 7.367(b)–12.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634, 26 U.S.C. 367))

[T.D. 7530, 42 FR 65163, Dec. 30, 1977]
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§ 7.367(c)–2 Contribution of capital to
controlled corporations.

(a) General rule. For purposes of
Chapter I of Subtitle A of the Internal
Revenue Code of 1954, any transfer of
property to a foreign corporation as a
contribution to the capital of such cor-
poration which is made after December
31, 1970, by one or more persons who
immediately after the transfer, own
(within the meaning of section 318)
stock possessing at least 80 percent of
the total combined voting power of all
classes of stock of such corporation en-
titled to vote shall, except as provided
in paragraph (b) of this section, be
treated as an exchange of such prop-
erty for stock of such foreign corpora-
tion equal in value to the fair market
value of the property transferred.

(b) Treatment as contribution to capital.
In the case of a transfer of property re-
ferred to in paragraph (a) of this sec-
tion which begins before October 10,
1975, such transfer shall not be treated
as an exchange if, prior to the transfer,
it is established that such transfer is
not in pursuance of a plan having as
one of its principal purposes the avoid-
ance of Federal income taxes.

(c) Ruling required. In the case of a
transfer of property which begins after
October 9, 1975, and which is treated as
an exchange under paragraph (a) of this
section, a ruling is required if section
367(a)(1) applies. For example, if after
October 9, 1975 and before January 1,
1978, a foreign corporation transfers
property to its wholly owned foreign
subsidiary as a contribution to capital,
the exchange which is considered to
occur is described in section 351 and
section 367(a)(1) applies to such trans-
fer.

(d) Application of section 367(b) regula-
tions. In the case of a transfer of prop-
erty which (i) begins after December 31,
1977, (ii) is treated as an exchange as
provided in paragraph (a) of this sec-
tion, and (iii) is not a transfer de-
scribed in section 367(a)(1), if such a
transfer is an exchange described in
section 367(b) or made in connection
with an exchange described in that sec-
tion, a foreign corporation shall be
considered to be a corporation on such
transfer to the extent and upon fulfill-

ment of any applicable conditions spec-
ified in §§ 7.367(b)–1 through 7.367(b)–12.

(Sec. 367 of the Internal Revenue Code of 1954
(90 Stat. 1634; 26 U.S.C. 367))

[T.D. 7530, 42 FR 65163, Dec. 30, 1977]

§ 7.465–1 Amounts at risk with respect
to activities begun prior to effective
date; in general.

Section 465 provides that a taxpayer
(other than a corporation which is not
a subchapter S corporation or a per-
sonal holding company) engaged in cer-
tain activities may not deduct losses
from such activity to the extent the
losses exceed the amount the taxpayer
is at risk with respect to the activity.
For the types of activities to which
section 465 applies and for determining
what constitutes a separate activity,
see section 465(c). Section 465 generally
applies to losses attributable to
amounts paid or incurred in taxable
years beginning after December 31,
1975. For the purposes of applying the
at risk limitation to activities begun
before the effective date of the provi-
sion (and which were not excepted from
application of the provision), it is nec-
essary to determine the amount at risk
as of the first day of the first taxable
year beginning after December 31, 1975.
The amount at risk in an activity as of
the first day of the first taxable year of
the taxpayer beginning after December
31, 1975, (for the purposes of § 7.465–1
through 7.465–5 such first day shall be
referred to as the effective date) shall
be determined according to the rules
provided in §§ 7.465–2 through 7.465–5.

[T.D. 7504, 42 FR 42197, Aug. 22, 1977]

§ 7.465–2 Determination of amount at
risk.

(a) Initial amount. The amount a tax-
payer is at risk on the effective date
with respect to an activity to which
section 465 applies shall be determined
in accordance with this section. The
initial amount the taxpayer is at risk
in the activity shall be the taxpayer’s
initial basis in the activity as modified
by disregarding amounts described in
section 465(b) (3) or (4) (relating gen-
erally to amounts protected against
loss or borrowed from related persons).

(b) Succeeding adjustments. For each
taxable year ending before the effective
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date, the initial amount at risk shall
be increased and decreased by the
items which increased and decreased
the taxpayer’s basis in the activity in
that year as modified by disregarding
the amounts described in section 465(b)
(3) or (4).

(c) Application of losses and withdraw-
als. (1) Losses described in section
465(d) which are incurred in taxable
years beginning prior to January 1, 1976
and deducted in such taxable years,
will be treated as reducing first that
portion of the taxpayer’s basis which is
attributable to amounts not at risk. On
the other hand, withdrawals made in
taxable years beginning before January
1, 1976, will be treated as reducing the
amount which the taxpayer is at risk.

(2) Therefore, if in a taxable year be-
ginning prior to January 1, 1976 there is
a loss described in section 465(d), it
shall reduce the amount at risk only to
the extent it exceeds the amount of the
taxpayer’s basis which is not at risk.
For the purposes of this paragraph the
taxpayer’s basis which is not at risk is
that portion of the taxpayer’s basis in
the activity (as of the close of the tax-
able year and prior to reduction for the
loss) which is attributable to amounts
described in section 465(b) (3) or (4).

(d) Amount at risk shall not be less than
zero. If, after determining the amount
described in paragraph (a), (b), and (c)
of this section, the amount at risk (but
for this paragraph) would be less than
zero, the amount at risk on the effec-
tive date shall be zero.

[T.D. 7504, 42 FR 42197, Aug. 22, 1977]

§ 7.465–3 Allocation of loss for dif-
ferent taxable years.

If the taxable year of the entity con-
ducting the activity differs from that
of the taxpayer, the loss attributable
to the activity for the first taxable
year of the entity ending after the be-
ginning of the first taxable year of the
taxpayer beginning after December 31,
1975, shall be allocated in the following
manner. That portion of the loss from
the activity for such taxable year of
the entity which bears the same ratio
as the number of days in such taxable
year before January 1, 1976, divided by
the total number of days in the taxable
year, shall be attributable to taxable
years of the taxpayer beginning before

January 1, 1976. Consequently, that
portion shall be treated in accordance
with § 7.465–2.

[T.D. 7504, 42 FR 42198, Aug. 22, 1977]

§ 7.465–4 Insufficient records.
If sufficient records do not exist to

accurately determine under § 7.465–2
the amount which a taxpayer is at risk
on the effective date, the amount at
risk shall be the taxpayer’s basis in the
activity reduced (but not below zero)
by the taxpayer’s share of amounts de-
scribed in section 465(b) (3) or (4) with
respect to the activity on the day be-
fore the effective date.

[T.D. 7504, 42 FR 42198, Aug. 22, 1977]

§ 7.465–5 Examples.
The provisions of § 7.465–1 and § 7.465–

2 may be illustrated by the following
examples:

Example (1). J and K, as equal partners,
form partnership JK on January 1, 1975.
Partnership JK is engaged solely in an activ-
ity described in section 465(c)(1). On January
1, 1975, each partner contributes $10,000 in
cash from personal assets to JK. On July 1,
1975, JK borrows $40,000 (of which J’s share is
$20,000) from a bank under a nonrecourse fi-
nancing arrangement secured only by the
new equipment (for use in the activity) pur-
chased with the $40,000. On September 1, 1975,
JK reduces the amount due on the loan to
$36,000 (of which J’s share is $18,000). On Oc-
tober 1, 1975, JK distributes $3,000 to each
partner. For taxable year 1975, JK has no in-
come or loss. Although J’s basis in the activ-
ity is $25,000 ($10,000+$18,000—$3,000) J’s
amount at risk on the effective date is $7,000
determined as follows:
Initial amount at risk ................................................. $10,000
Plus: Items which increased basis other than

amounts described in sec. 465(b) (3) or (4) ........ 0

Total .............................................................. 10,000
Less: Distribution ..................................................... 3,000

J’s amount at risk on effective date ......................... 7,000

Example (2). Assume the same facts as in
Example (1) except that JK has a loss (as de-
scribed in section 465(d) for 1975 of which J’s
share is $12,000. Although J’s basis in the ac-
tivity is $13,000 ($10,000+$18,000—
($3,000+$12,000)) J’s amount at risk on the ef-
fective date is $7,000 determined as follows:
Initial amount at risk ................................................. $10,000
Plus: Items which increased basis other than

amounts described in sec. 465(b) (3) or (4) ........ 0

Total .............................................................. 10,000
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Less: Distribution ..................................................... 3,000
Portion of loss ($12,000) in excess of portion of

basis not at risk ($18,000) ................................... 0

Total .............................................................. 3,000

J’s amount at risk on effective date ......................... 7,000

Example (3). Assume the same facts as in
Example (1) except that JK has a loss (as de-
scribed in section 465(d) for 1975, and J’s
share is $23,000. J’s basis in the activity is
$2,000 ($10,000+$18,000—($3,000+$23,000)). The
amount at risk on the effective date is deter-
mined as follows:
Initial amount at risk ................................................. $10,000
Plus: Items which increased basis other than

amounts described in sec. 465(b) (3) or (4) ........ 0

Total .............................................................. 10,000

Less: Distribution ..................................................... 3,000
Portion of loss ($23,000) in excess of portion of

basis not at risk ($18,000) ................................... 5,000

Total .............................................................. 8,000

J’s amount at risk on the effective date .................. 2,000

[T.D. 7504, 42 FR 42198, Aug. 22, 1977]

§ 7.704–1 Partner’s distributive share.
(a)–(c) [Reserved]
(d) Limitation on allowance of losses.
(1)–(2) [Reserved]
(3)(i) Section 213(e) of the Tax Re-

form Act of 1976 amended section 704(d)
of the Internal Revenue Code relating
to the deductions by partners of losses
incurred by a partnership. A partner is
entitled to deduct the share of partner-
ship loss to the extent of the adjusted
basis of the partner’s interest in the
partnership. As amended, section 704(d)
provides, in general, that the adjusted
basis of a partner’s interest in the part-
nership for the purpose of deducting
partnership losses shall not include
any portion of a partnership liability
for which the partner has no personal
liability. This restriction, however,
does not apply to any activity to the
extent that section 465 of the Code ap-
plies nor to any partnership whose
principal activity is investing in real
property, other than mineral property.
Section 465 does not apply to corpora-
tions other than a subchapter S cor-
poration or a personal holding com-
pany.

(ii) The restrictions in the amend-
ment to section 704(d) will not apply to
any corporate partner with respect to
liabilities incurred in an activity de-
scribed in section 465(c)(1). In all other

respects the restrictions in the amend-
ment will apply to all corporate part-
ners unless the partnership’s principal
activity is investment in real property,
other than mineral property.

[T.D. 7445, 41 FR 55344, Dec. 20, 1976]

§ 7.936–1 Qualified possession source
investment income.

For purposes of this section, interest
earned after September 30, 1976 (less
applicable deductions), by a domestic
corporation, engaged in the active con-
duct of a trade or business in Puerto
Rico, which elects the application of
section 936 with respect to deposits
with certain Puerto Rican financial in-
stitutions will be treated as qualified
possession source investment income
within the meaning of section 936(d)(2)
if (1) the interest qualifies for exemp-
tion from Puerto Rican income tax
under regulations issued by the Sec-
retary of the Treasury of Puerto Rico,
as in effect on September 28, 1976,
under the authority of section 2(j) of
the Puerto Rico Industrial Incentive
Act of 1963, as amended, (2) the interest
is from sources within Puerto Rico
(within the meaning of section
936(d)(2)(A)), and (3) the funds with re-
spect to which the interest is earned
are derived from the active conduct of
a trade or business in Puerto Rico or
from investment of funds so derived.

[T.D. 7452, 41 FR 56794, Dec. 30, 1976]

§ 7.999–1 Computation of the inter-
national boycott factor.

(a) In general. Sections 908(a),
952(a)(3), and 995(b)(1)(F) provide that
certain benefits of the foreign tax cred-
it, deferral of earnings of foreign cor-
porations, and DISC are denied if a per-
son or a member of a controlled group
(within the meaning of section
993(a)(3)) that includes that person par-
ticipates in or cooperates with an
international boycott (within the
meaning of section 999(b)(3)). The loss
of tax benefits may be determined by
multiplying the otherwise allowable
tax benefits by the ‘‘international boy-
cott factor.’’ Section 999(c)(1) provides
that the international boycott factor is
to be determined under regulations
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prescribed by the Secretary. The meth-
od of computing the international boy-
cott factor is set forth in paragraph (c)
of this section. A special rule for com-
puting the international boycott factor
of a person that is a member of two or
more controlled groups is set forth in
paragraph (d). Transitional rules for
making adjustments to the inter-
national boycott factor for years af-
fected by the effective dates are set
forth in paragraph (e). The definitions
of the terms used in this section are set
forth in paragraph (b).

(b) Definitions. For purposes of this
section:

(1) Boycotting country. In respect of a
particular international boycott, the
term ‘‘boycotting country’’ means any
country described in section 999(a)(1)
(A) or (B) that requires participation in
or cooperation with that particular
international boycott.

(2) Participation in or cooperation with
an international boycott. For the defini-
tion of the term ‘‘participation in or
cooperation with an international boy-
cott’’, see section 999(b)(3) and Parts H
through M of the Treasury Depart-
ment’s International Boycott Guide-
lines.

(3) Operations in or related to a boycott-
ing country. For the definitions of the
terms ‘‘operations’’, ‘‘operations in a
boycotting country’’, ‘‘operations re-
lated to a boycotting country’’, and
‘‘operations with the government, a
company, or a national of a boycotting
country’’, see Part B of the Treasury
Department’s International Boycott
Guidelines.

(4) Clearly demonstrating clearly sepa-
rate and identifiable operations. For the
rules for ‘‘clearly demonstrating clear-
ly separate and identifiable oper-
ations’’, see Part D of the Treasury De-
partment’s International Boycott
Guidelines.

(5) Purchase made from a country. The
terms ‘‘purchase made from a boycott-
ing country’’ and ‘‘purchases made
from any country other than the
United States’’ mean, in respect of any
particular country, the gross amount
paid in connection with the purchase
of, the use of, or the right to use:

(i) Tangible personal property (in-
cluding money) from a stock of goods
located in that country,

(ii) Intangible property (other than
securities) in that country,

(iii) Securities by a dealer to a bene-
ficial owner that is a resident of that
country (but only if the dealer knows
or has reason to know the country of
residence of the beneficial owner),

(iv) Real property located in that
country, or

(v) Services performed in, and the
end product of services performed in,
that country (other than payroll paid
to a person that is an officer or em-
ployee of the payor).

(6) Sales made to a country. The terms
‘‘sales made to a boycotting country’’
and ‘‘sales made to any country other
than the United States’’ mean, in re-
spect of any particular country, the
gross receipts from the sale, exchange,
other disposition, or use of:

(i) Tangible personal property (in-
cluding money) for direct use, con-
sumption, or disposition in that coun-
try,

(ii) Services performed in that coun-
try,

(iii) The end product of services
(wherever performed) for direct use,
consumption, or disposition in that
country,

(iv) Intangible property (other than
securities) in that country,

(v) Securities by a dealer to a bene-
ficial owner that is a resident of that
country (but only if the dealer knows
or has reason to know the country of
residence of the beneficial owner), or

(vi) Real property located in that
country.

To determine the country of direct use,
consumption, or disposition of tangible
personal property and the end product
of services, see paragraph (b)(10) of this
section.

(7) Sales made from a country. The
terms ‘‘sales made from a boycotting
country’’ and ‘‘sales made from any
country other than the United States’’
mean, in respect of a particular coun-
try, the gross receipts from the sale,
exchange, other disposition, or use of:

(i) Tangible personal property (in-
cluding money) from a stock of goods
located in that country,

(ii) Intangible property (other than
securities) in that country, or
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(iii) Services performed in, and the
end product of services performed in,
that country.
However, gross receipts from any such
sale, exchange, other disposition, or
use by a person that are included in the
numerator of that person’s inter-
national boycott factor by reason of
paragraph (b)(6) of this section shall
not again be included in the numerator
by reason of this subparagraph.

(8) Payroll paid or accrued for services
performed in a country. The terms ‘‘pay-
roll paid or accrued for services per-
formed in a boycotting country’’ and
‘‘payroll paid or accrued for services
performed in any country other than
the United States’’ mean, in respect of
a particular country, the total amount
paid or accrued as compensation to of-
ficers and employees, including wages,
salaries, commissions, and bonuses, for
services performed in that country.

(9) Services performed partly within and
partly without a country—(i) In general.
Except as provided in paragraph
(b)(9)(ii) of this section, for purposes of
allocating to a particular country:

(A) The gross amount paid in connec-
tion with the purchase or use of,

(B) The gross receipts from the sale,
exchange, other disposition or use of,
and

(C) The payroll paid or accrued for
services performed, or the end product
of services performed, partly within
and partly without that country, the
amount paid, received, or accrued to be
allocated to that country, unless the
facts and circumstances of a particular
case warrant a different amount, will
be that amount that bears the same re-
lation to the total amount paid, re-
ceived, or accrued as the number of
days of performance of the services
within that country bears to the total
number of days of performance of serv-
ices for which the total amount is paid,
received, or accrued.

(ii) Transportation, telegraph, and
cable services. Transportation, tele-
graph, and cable services performed
partly within one country and partly
within another country are allocated
between the two countries as follows:

(A) In the case of a purchase of such
services performed from Country A to
Country B, fifty percent of the gross
amount paid is deemed to be a pur-

chase made from Country A and the re-
maining fifty percent is deemed to be a
purchase made from Country B.

(B) In the case of a sale of such serv-
ices performed from Country A to
Country B, fifty percent of the gross
receipts is deemed to be a sale made
from Country R and the remaining
fifty percent is deemed to be a sale
made to Country B.

(10) Country of use, consumption, or
disposition. As a general rule, the coun-
try of use, consumption, or disposition
of tangible personal property (includ-
ing money) and the end product of
services (wherever performed) is
deemed to be the country of destina-
tion of the tangible personal property
or the end product of the services.
(Thus, if legal services are performed
in one country and an opinion is given
for use by a client in a second country,
the end product of the legal services is
used, consumed, or disposed of in the
second country.) The occurrence in a
country of a temporary interruption in
the shipment of the tangible personal
property or the delivery of the end
product of services shall not constitute
such country the country of destina-
tion. However, if at the time of the
transaction the person providing the
tangible personal property or the end
product of services knew, or should
have known from the facts and cir-
cumstances surrounding the trans-
action, that the tangible personal prop-
erty or the end product of services
probably would not be used, consumed,
or disposed of in the country of des-
tination, that person must determine
the country of ultimate use, consump-
tion or disposition of the tangible per-
sonal property or the end product of
services. Notwithstanding the preced-
ing provisions of this subparagraph, a
person that sells, exchanges, otherwise
disposes of, or makes available for use,
tangible personal property to any per-
son all of whose business except for an
insubstantial part consists of selling
from inventory to retail customers at
retail outlets all within one country
may assume at the time of such sale to
such person that the tangible personal
property will be used, consumed, or dis-
posed of within such country.

(11) Controlled group taxable year. The
term ‘‘controlled group taxable year’’
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means the taxable year of the con-
trolled group’s common parent cor-
poration. In the event that no common
parent corporation exists, the members
of the group shall elect the taxable
year of one of the members of the con-
trolled group to serve as the controlled
group taxable year. The taxable year
election is a binding election to be
changed only with the approval of the
Secretary of his delegate. The election
is to be made in accordance with the
procedures set forth in the instructions
to Form 5713, the International Boy-
cott Report.

(c) Computation of international boy-
cott factor—(1) In general. The method
of computing the international boycott
factor of a person that is not a member
of a controlled group is set forth in
paragraph (c)(2) of this section. The
method of computing the international
boycott factor of a person that is a
member of a controlled group is set
forth in paragraph (c)(3) of this section.
For purposes of paragraphs (c) (2) and
(3), purchases and sales made by, and
payroll paid or accrued by, a partner-
ship are deemed to be made or paid or
accrued by a partner in that proportion
that the partner’s distributive share
bears to the purchases and sales made
by, and the payroll paid or accrued by,
the partnership. Also for purposes of
paragraphs (c) (2) and (3), purchases
and sales made by, and payroll paid or
accrued by, a trust referred to in sec-
tion 671 are deemed to be made both by
the trust (for purposes of determining
the trust’s international boycott fac-
tor), and by a person treated under sec-
tion 671 as the owner of the trust (but
only in that proportion that the por-
tion of the trust that such person is
considered as owning under sections 671
through 679 bears to the purchases and
sales made by, and the payroll paid and
accrued by, the trust).

(2) International boycott factor of a per-
son that is not a member of a controlled
group. The international boycott factor
to be applied by a person that is not a
member of a controlled group (within
the meaning of section 993(a)(3)) is a
fraction.

(i) The numerator of the fraction is
the sum of the—

(A) Purchases made from all boycott-
ing countries associated in carrying
out a particular international boycott.

(B) Sales made to or from all boy-
cotting countries associated in carry-
ing out a particular international boy-
cott, and

(C) Payroll paid or accrued for serv-
ices performed in all boycotting coun-
tries associated in carrying out a par-
ticular international boycott by that
person during that person’s taxable
year, minus the amount of such pur-
chases, sales, and payroll that is clear-
ly demonstrated to be attributable to
clearly separate and identifiable oper-
ations in connection with which there
was no participation in or cooperation
with that international boycott.

(ii) The denominator of the fraction
is the sum of the—

(A) Purchases made from any coun-
try other than the United States,

(B) Sales made to or from any coun-
try other than the United States, and

(C) Payroll paid or accrued for serv-
ices performed in any country other
than the United States by that person
during that person’s taxable year.

(3) International boycott factor of a per-
son that is a member of a controlled
group. The international boycott factor
to be applied by a person that is a
member of a controlled group (within
the meaning of section 993(a)(3)) shall
be computed in the manner described
in paragraph (c)(2) of this section, ex-
cept that there shall be taken into ac-
count the purchases and sales made by,
and the payroll paid or accrued by,
each member of the controlled group
during each member’s own taxable year
that ends with or within the controlled
group taxable year that ends with or
within that person’s taxable year.

(d) Computation of the international
boycott factor of a person that is a mem-
ber of two or more controlled groups. The
international boycott factor to be ap-
plied under sections 908(a), 952(a)(3),
and 995(b)(1)(F) by a person that is a
member of two or more controlled
groups shall be determined in the man-
ner described in paragraph (c)(3), ex-
cept that the purchases, sales, and pay-
roll included in the number and denom-
inator shall include the purchases,
sales, and payroll of that person and of
all other members of the two or more
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controlled groups of which that person
is a member.

(e) Transitional rules—(1) Pre-November
3, 1976 boycotting operations. The inter-
national boycott factor to be applied
under sections 908(a), 952(a)(3), and
995(b)(1)(F) by a person that is not a
member of a controlled group, for that
person’s taxable year that includes No-
vember 3, 1976, or a person that is a
member of a controlled group, for the
controlled group taxable year that in-
cludes November 3, 1976, shall be com-
puted in the manner described in para-
graphs (c)(2) and (c)(3), respectively, of
this section. However, that the follow-
ing adjustments shall be made:

(i) There shall be excluded from the
numerators described in paragraphs
(c)(2)(i) and (c)(3)(i) of this section pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to clearly
separate and identifiable operations—

(A) That were completed on or before
November 3, 1976, or

(B) In respect of which it is dem-
onstrated that the agreements con-
stituting participation in or coopera-
tion with the international boycott
were renounced, the renunciations
were communicated on or before No-
vember 3, 1976, to the governments or
persons with which the agreements
were made and the agreements have
not been reaffirmed after November 3,
1976, and

(ii) The international boycott factor
resulting after the numerator has been
modified in accordance with paragraph
(e)(1)(i) of this section shall be further
modified by multiplying it by a frac-
tion. The numerator of that fraction
shall be the number of days in that per-
son’s taxable year (or, if applicable, in
that person’s controlled group taxable
year) remaining after November 3, 1976,
and the denominator shall be 366.
The principles of this subparagraph are
illustrated in the following example:

Example. Corporation A, a calendar year
taxpayer, is not a member of a controlled
group. During the 1976 calendar year, Cor-
poration DA had three operations in a boy-
cotting country under three separate con-
tracts, each of which contained agreements
constituting participation in or cooperation
with an international boycott. Each contract
was entered into on or after September 2,
1976. Operation (1) was completed on Novem-
ber 1, 1976. The sales made to a boycotting

country in connection with Operation (1)
amounted to $10. Operation (2) was not com-
pleted during the taxable year, but on No-
vember 1, 1976, Corporation A communicated
a renunciation of the boycott agreement cov-
ering that operation to the government of
the boycotting country. The sales made to a
boycotting country in connection with Oper-
ation (2) amounted to $40. Operation (3) was
not completed during the taxable year, nor
was any renunciation of the boycott agree-
ment made. The sales made to a boycotting
country in connection with Operation (3)
amounted to $25. Corporation A had no pur-
chases made from, sales made from, or pay-
roll paid or accrued for services performed
in, a boycotting country. Corporation A had
$500 of purchases made from, sales made
from, sales made to, and payroll paid or ac-
crued for services performed in, countries
other than the United States. Company A’s
boycott factor for 1976, computed under para-
graph (c)(2) of this section (before the appli-
cation of this subparagraph) would be:

$10 $40 $25 / $500 $75 / $500+ +( ) = ( )
However, the $10 is eliminated from the nu-

merator by reason of paragraph (e)(1)(i)(A) of
this section, and the $40 is eliminated from
the numerator by reason of paragraph
(e)(1)(i)(B) of this section. Thus, before the
application of paragraph (e)(1)(ii) of this sec-
tion, Corporation A’s international boycott
factor is $25/$500. After the application of
paragraph (e)(1)(ii), Corporation A’s inter-
national boycott factor is:

$25 / $500 /( ) × ( )58 366

(2) Pre-December 31, 1977 boycotting op-
erations. The international boycott fac-
tor to be applied under sections 908(a),
952(a)(3), and 995(b)(1)(F) by a person
that is not a member of a controlled
group, for that person’s taxable year
that includes December 31, 1977, or by a
person that is a member of a controlled
group, for the controlled group taxable
year that includes December 31, 1977,
shall be computed in the manner de-
scribed in paragraphs (c)(2) and (c)(3),
respectively, of this section. However,
the following adjustments shall be
made:

(i) There shall be excluded from the
numerators described in paragraphs
(c)(2)(i) and (c)(3)(i) of this section pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to clearly
separate and identifiable operations
that were carried out in accordance
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with the terms of binding contracts en-
tered into before September 2, 1976,
and—

(A) That were completed on or before
December 31, 1977, or

(B) In respect of which it is dem-
onstrated that the agreements con-
stituting participation in or coopera-
tion with the international boycott
were renounced, the renunciations
were communicated on or before De-
cember 31, 1977, to the governments or
persons with which the agreements
were made, and the agreements were
not reaffirmed after December 31, 1977,
and

(ii) In the case of clearly separate
and identifiable operations that are
carried out in accordance with the
terms of binding contracts entered into
before September 2, 1976, but that do
not meet the requirements of para-
graph (e)(2)(i) of this section, the nu-
merators described in paragraphs
(c)(2)(i) and (c)(3)(i) of this section shall
be adjusted by multiplying the pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to those
operations by a fraction, the numera-
tor of which is the number of days in
such person’s taxable year (or, if appli-

cable, in such person’s controlled group
taxable year) remaining after Decem-
ber 31, 1977, and the denominator of
which is 365.
The principles of this subparagraph are
illustrated in the following example:

Example. Corporation A is not a member of
a controlled group and reports on the basis
of a July 1–June 30 fiscal year. During the
1977–1978 fiscal year, Corporation A had 2 op-
erations carried out pursuant to the terms of
separate contracts, each of which had a
clause that constituted participation in or
cooperation with an international boycott.
Neither operation was completed during the
fiscal year, nor were either of the boycotting
clauses renounced. Operation (1) was carried
out in accordance with the terms of a con-
tract entered into on November 15, 1976. Op-
eration (2) was carried out in accordance
with the terms of a binding contract entered
into before September 2, 1976. Corporation A
had sales made to a boycotting country in
connection with Operation (1) in the amount
of $50, and in connection with Operation (2)
in the amount of $100. Corporation A had
sales made to countries other than the
United States in the amount of $500. Cor-
poration A had no purchases made from,
sales made from, or payroll paid or accrued
for services performed in, any country other
than the United States. In the absence of
this subparagraph, Corporation A’s inter-
national boycott factor would be

$50 $100 / $500.+( )

However, by reason of the application of this
subparagraph, Corporation A’s international
boycott factor is reduced to

$50 $100 / / $500+( )( )[ ]181 365

(3) Incomplete controlled group taxable
year. If, at the end of the taxable year
of a person that is a member of a con-
trolled group, the controlled group tax-
able year that includes November 3,
1976 has not ended, or the taxable year
of one or more members of the con-
trolled group that includes November
3, 1976 has not ended, then the inter-
national boycott factor to be applied
under sections 908(a), 952(a)(3) and
995(b)(1)(F) by such person for the tax-

able year shall be computed in the
manner described in paragraph (c)(3) of
this section. However, the numerator
and the denominator in that paragraph
shall include only the purchases, sales,
and payroll of those members of the
controlled group whose taxable years
ending after November 3, 1976 have
ended as the end of the taxable year of
such person.

(f) Effective date. This section applies
to participation in or cooperation with
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an international boycott after Novem-
ber 3, 1976. In the case of operations
which constitute participation in or co-
operation with an international boy-
cott and which are carried out in ac-
cordance with the terms of a binding
contract entered into before September
2, 1976, this section applies to such par-
ticipation or cooperation after Decem-
ber 31, 1977.

[T.D. 7467, 42 FR 11833, Mar. 1, 1977]

§ 7.6039A–1 Information regarding car-
ryover basis property acquired
from a decedent.

(a) Information for Internal Revenue
Service. In the case of a decedent who
dies after December 31, 1976, the execu-
tor (as defined in section 2203) shall
furnish to the Internal Revenue Serv-
ice the following information, as appli-
cable—

(1) If an estate tax return is required
to be filed under section 6018 of the In-
ternal Revenue Code of 1954, as amend-
ed, and if the return form contains
questions relating to carryover basis
property, the executor must answer
those questions.

(2) If no estate tax return is required
to be filed under section 6018 of the In-
ternal Revenue Code of 1954, as amend-
ed, or if a return is required to be filed
but the return form used does not con-
tain questions relating to carryover
basis property, the executor must file
the form prescribed by the Commis-
sioner. This form may be attached to
the estate tax return or the decedent’s
final individual income tax return. If
this form is not attached to the estate
tax return or the decedent’s final indi-
vidual income tax return, it must be
filed with the Internal Revenue Service
office where the decedent’s final in-
come tax return would be filed if one
were required within 9 months after
the date of the decedent’s death or by
December 31, 1978, whichever is later.

(b) Information to be furnished to bene-
ficiaries. Any executor required under
paragraph (a) of this section to furnish
information to the Internal Revenue
Service relating to carryover basis
property must furnish in writing to the
distributee of each piece of carryover
basis property—

(1) A description of the property,

(2) The adjusted basis of the property
as computed under section 1023 (a), (c),
and (d),

(3) The amount of the increase in the
basis of the property determined under
section 1023(h),

(4) The value of the property for Fed-
eral estate tax purposes, and

(5) A notice that the beneficiary
should keep this information as part of
permanent records.

(c) Time for furnishing information to
beneficiaries. The information which an
executor is required to furnish to the
beneficiaries under this paragraph
must be furnished on or before the lat-
est of—

(1) The date the property is distrib-
uted to the beneficiary,

(2)(i) In the case of an executor who
is required to file an estate tax return,
6 months after the due date (including
extensions) of such return,

(ii) In the case of an executor who is
not required to file an estate tax re-
turn, 15 months from the date of death
of the decedent, or

(3) December 31, 1978.
(d) Subsequent adjustments to carryover

basis. In the event subsequent adjust-
ments are made which relate to the
carryover basis of any piece of property
included in a decedent’s gross estate,
whether by reason of an adjustment re-
sulting from an examination of the es-
tate tax return or otherwise, any ex-
ecutor required under paragraph (a) of
this section to furnish information to
the Internal Revenue Service shall,
within 3 months of a determination, as
defined in section 1313 (a), of such ad-
justments, provide to the recipient of
each item of carryover basis property
the information set forth in paragraph
(b) of this section recomputed as re-
quired by such adjustments.

(e) Effective date. This section is ef-
fective in respect of decedents dying
after December 31, 1976.

(Secs. 7805 and 6039A of the Internal Revenue
Code of 1954 (68A Stat. 917, 90 Stat. 1878; 26
U.S.C. 7805, 6039A))

[T.D. 7540, 43 FR 16735, Apr. 20, 1978, as
amended by T.D. 7559, 43 FR 36244, Aug. 16,
1978]
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§ 7.6041–1 Return of information as to
payments of winnings from bingo,
keno, and slot machines.

(a) In general. On or after May 1, 1977,
every person engaged in a trade or
business and making a payment in the
course of such trade or business of
winnings (including winnings which are
exempt from withholding under section
3402(q)(5)) of $1,200 or more from a
bingo game or slot machine play or of
$1,500 or more from a keno game shall
make an information return with re-
spect to such payment.

(b) Special rules. For purposes of para-
graph (a) of this section, in determin-
ing whether such winnings equal or ex-
ceed the $1,200 or $1,500 amount—

(1) In the case of a bingo game or slot
machine play, the amount of winnings
shall not be reduced by the amount wa-
gered;

(2) In the case of a keno game, the
amount of winnings from one game
shall be reduced by the amount wa-
gered in that one game;

(3) Winnings shall include the fair
market value of a payment in any me-
dium other than cash;

(4) All winnings by the winner from
one bingo or keno game shall be aggre-
gated; and

(5) Winnings and losses from any
other wagering transaction by the win-
ner shall not be taken into account.

(c) Prescribed form. The return re-
quired by paragraph (a) of this section
shall be made on Form W–2G and shall
be filed with the Internal Revenue
Service Center serving the district in
which is located the principal place of
business of the person making the re-
turn on or before February 28 of the
calendar year following the calendar
year in which the payment of winnings
is made. Each Form W–2G shall contain
the following:

(1) Name, address, and employer iden-
tification number of the person making
the payment;

(2) Name, address, and social security
number of the winner;

(3) General description of two types
of identification (e.g., ‘‘driver’s li-
cense’’, ‘‘social security card’’, or
‘‘voter registration card’’) furnished to
the maker of the payment for verifica-
tion of the winner’s name, address, and
social security number;

(4) Date and amount of the payment;
and

(5) Type of wagering transaction.
In addition, in the case of a bingo or
keno game, Form W–2G shall show any
number, color, or other designation as-
signed to the game with respect to
which the payment is made. In the case
of a slot machine play, Form W–2G
shall show the identification number of
the slot machine.

[T.D. 7457, 42 FR 1471, Jan. 7, 1977, as amend-
ed by T.D. 7492, 42 FR 33286, June 30, 1977]

PART 8—TEMPORARY INCOME TAX
REGULATIONS UNDER SECTION 3
OF THE ACT OF OCTOBER 26,
1974 (PUB. L. 93–483)

AUTHORITY: Secs. 2055(e)(3) and 7805 of the
Internal Revenue Code of 1954 (68A Stat. 917;
26 U.S.C. 7805).

§ 8.1 Charitable remainder trusts.
(a) Certain wills and trusts in existence

on September 21, 1974. In the case of a
will executed before September 21, 1974,
or a trust created (within the meaning
of applicable local law) after July 31,
1969, and before September 21, 1974,
which is amended pursuant to section
2055(e)(3) and § 24.1 of this chapter
(Temporary Estate Tax Regulations), a
charitable remainder trust resulting
from such amendment will be treated
as a charitable remainder trust from
the date it would be deemed created
under § 1.664–1(a) (4) and (5) of this
chapter (Income Tax Regulations),
whether or not such date is after Sep-
tember 20, 1974.

(b) Certain transfers to trusts created
before August 1, 1969. Property trans-
ferred to a trust created (within the
meaning of applicable local law) before
August 1, 1969, whose governing instru-
ment provides that an organization de-
scribed in section 170(c) receives an ir-
revocable remainder interest in such
trust shall be deemed transferred to a
trust created on the date of such trans-
fer, provided that the transfer occurs
after July 31, 1969 and prior to October
18, 1971, and pursuant to an amendment
provided in § 24.1 of this chapter (Tem-
porary Estate Tax Regulations), the
transferred property and any undistrib-
uted income therefrom is severed and
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