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recognized to the parent corporation at
the time of the liquidation. For exam-
ple, if the parent corporation pur-
chased its subsidiary’s bonds at a dis-
count and upon liquidation of the sub-
sidiary the parent corporation receives
payment for the face amount of such
bonds, gain shall be recognized to the
parent corporation. Such gain shall be
measured by the difference between the
cost or other basis of the bonds to the
parent and the amount received in pay-
ment of the bonds.

§ 1.334–1 Basis of property received in
liquidations.

(a) In general. Section 334 sets forth
rules prescribing the basis of property
received in a distribution in partial or
complete liquidation of a corporation.
The general rule of section 334 is set
forth in section 334(a) to the effect that
if property is received in a distribution
in partial or complete liquidation and
if gain or loss is recognized on the re-
ceipt of such property, then the basis
of the property in the hands of the dis-
tributee shall be the fair market value
of such property at the time of the dis-
tribution. Such general rule has no ap-
plication to a liquidation to which sec-
tion 332 or section 333 applies. See sec-
tion 334 (b) and (c).

(b) Transferor’s basis. Unless section
334(b)(2) and subsection (c) of this sec-
tion apply, property received by a par-
ent corporation in a complete liquida-
tion to which section 332 is applicable
shall, under section 334(b)(1), have the
same basis in the hands of the parent
as its adjusted basis in the hands of the
subsidiary. The rule stated above is ap-
plicable even though the subsidiary
was indebted to the parent on the date
the plan of liquidation was adopted and
part of such property was received in
satisfaction of such indebtedness in a
transfer to which section 332(c) is ap-
plicable.

[T.D. 7231, 37 FR 28287, Dec. 22, 1972, as
amended at T.D. 8474, 58 FR 25557, Apr. 27,
1993]

EFFECTS ON CORPORATION

§ 1.337(d)–1 Transitional loss limita-
tion rule.

(a) Loss limitation rule for transitional
subsidiary—(1) General rule. No deduc-

tion is allowed for any loss recognized
by a member of a consolidated group
with respect to the disposition of stock
of a transitional subsidiary.

(2) Allowable loss—(i) In general. Para-
graph (a)(1) of this section does not
apply to the extent the taxpayer estab-
lishes that the loss is not attributable
to the recognition of built-in gain by
any transitional subsidiary on the dis-
position of an asset (including stock
and securities) after January 6, 1987.

(ii) Statement of allowable loss. Para-
graph (a)(2)(i) of this section applies
only if a separate statement entitled
‘‘Allowable Loss Under § 1.337(d)–1(a)’’
is filed with the taxpayer’s return for
the year of the stock disposition. If the
separate statement is required to be
filed with a return the due date (in-
cluding extensions) of which is before
January 16, 1991, or with a return due
(including extensions) after January 15,
1991 but filed before that date, the
statement may be filed with an amend-
ed return for the year of the disposi-
tion or with the taxpayer’s first subse-
quent return the due date (including
extensions) of which is after January
15, 1991.

(iii) Contents of statement. The state-
ment required under paragraph
(a)(2)(ii) of this section must contain—

(A) The name and employer identi-
fication number (E.I.N.) of the transi-
tional subsidiary.

(B) The basis of the stock of the tran-
sitional subsidiary immediately before
the disposition.

(C) The amount realized on the dis-
position.

(D) The amount of the deduction not
disallowed under paragraph (a)(1) of
this section by reason of this para-
graph (a)(2).

(E) The amount of loss disallowed
under paragraph (a)(1) of this section.

(3) Coordination with loss deferral and
other disallowance rules. (i) For purposes
of this section, the rules of § 1.1502–
20(a)(3) apply, with appropriate adjust-
ments to reflect differences between
the approach of this section and that of
§ 1.1502–20.

(ii) Other loss deferral rules. If para-
graph (a)(1) of this section applies to a
loss subject to deferral or disallowance
under any other provision of the Code
or the regulations, the other provision
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applies to the loss only to the extent it
is not disallowed under paragraph
(a)(1).

(4) Definitions. For purposes of this
section—

(i) The definitions in § 1.1502–1 apply.
(ii) Transitional subsidiary means any

corporation that became a subsidiary
of the group (whether or not the group
was a consolidated group) after Janu-
ary 6, 1987. Notwithstanding the pre-
ceding sentence, a subsidiary is not a
transitional subsidiary if the sub-
sidiary (and each predecessor) was a
member of the group at all times after
the subsidiary’s (and each prede-
cessor’s) organization.

(iii) Built-in gain of a transitional
subsidiary means gain attributable, di-
rectly or indirectly, in whole or in
part, to any excess of value over basis,
determined immediately before the
transitional subsidiary became a sub-
sidiary, with respect to any asset
owned directly or indirectly by the
transitional subsidiary at that time.

(iv) Disposition means any event in
which gain or loss is recognized, in
whole or in part.

(v) Value means fair market value.
(5) Examples. For purposes of the ex-

amples in this section, unless other-
wise stated, the group files consoli-
dated returns on a calendar year basis,
the facts set forth the only corporate
activity, and all sales and purchases
are with unrelated buyers or sellers.
The basis of each asset is the same de-
termining earnings and profits adjust-
ments and taxable income. Tax liabil-
ity and its effect on basis, value, and
earnings and profits are disregarded.
Investment adjustment system means the
rules of § 1.1502–32. The principles of
this paragraph (a) are illustrated by
the following examples:

Example 1. Loss attributable to recognized
built-in gain.

(i) P buys all the stock of T for $100 on Feb-
ruary 1, 1987, and T becomes a member of the
P group. T has an asset with a value of $100
and basis of $0. T sells the asset in 1989 and
recognizes $100 of built-in gain on the sale
(i.e., the asset’s value exceeded its basis by
$100 at the time T became a member of the
P group). Under the investment adjustment
system, P’s basis in the T stock increases to
$200. P sells all the stock of T on December
31, 1989, and recognizes a loss of $100. Under

paragraph (a)(1) of this section, no deduction
is allowed to P for the $100 loss.

(ii) Assume that, after T sells its asset but
before P sells the T stock, T issues addi-
tional stock to unrelated persons and ceases
to be a member of the P group. P then sells
all its stock of T in 1997. Although T ceases
to be a subsidiary within the meaning of
§ 1.1502–1, T continues to be a transitional
subsidiary within the meaning of this sec-
tion. Consequently, under paragraph (a)(1) of
this section, no deduction is allowed to P for
its $100 loss.

Example 2. Loss attributable to post-acquisi-
tion loss.

P buys all the stock of T for $100 on Feb-
ruary 1, 1987, and T becomes a member of the
P group. T has $50 cash and an asset with $50
of built-in gain. During 1988, T retains the
asset but loses $40 of the cash. The P group
is unable to use the loss, and the loss be-
comes a net operating loss carryover attrib-
utable to T. Under the investment adjust-
ment system, P’s basis in the stock of T re-
mains $100. P sells all the stock of T on De-
cember 31, 1988, for $60 and recognizes a $40
loss. Under paragraph (a)(2)(i) of this section,
P establishes that it did not dispose of the
built-in gain asset. None of P’s loss is dis-
allowed under paragraph (a)(1) if P satisfies
the requirements of paragraph (a)(2)(ii) of
this section.

Example 3. Stacking rules—postacquisition
loss offsets postacquisition gain.

(i) P. buys all the stock of T for $100 on
February 1, 1987, and T becomes a member of
the P group. T has 2 assets. Asset 1 has a
basis and value of $50, and asset 2 has a basis
of $0 and a value of $50. During 1989, asset 1
declines in value to $0, and T sells asset 2 for
$50, and reinvests the proceeds in asset 3. The
value of asset 3 appreciates to $90. Under the
investment adjustment system, P’s basis in
the stock of T increases from $100 to $150 as
a result of the gain recognized on the sale of
asset 2 but is unaffected by the unrealized
post-acquisition decline in the value of asset
1. On December 31, 1989, P sells all the stock
of T for $90 and recognizes a $60 loss.

(ii) Although T incurred a $50 post-acquisi-
tion loss of built-in gain because of the de-
cline in the value of asset 1, T also recog-
nized $50 of built-in gain. Under paragraph
(a)(2) of this section, any loss on the sale of
stock is treated first as attributable to rec-
ognized built-in gain. Thus, for purposes of
determining under paragraph (a)(2) of this
section whether P’s $60 loss on the disposi-
tion of the T stock is attributable to the rec-
ognition of built-in gain on the disposition of
an asset, T’s unrealized post-acquisition gain
of $40 offsets $40 of the $50 of unrealized post-
acquisition loss. Therefore, $50 of the $60 loss
is attributable to the recognition of built-in
gain on the disposition of an asset and is dis-
allowed under paragraph (a)(1) of this sec-
tion.
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Example 4. Stacking rules—built-in loss offsets
built-in gain.

(i) P buys all the stock of T for $50 on Feb-
ruary 1, 1987, and T becomes a member of the
P group. T has 2 assets. Asset 1 has a basis
of $50 and a value of $0, and asset 2 has a
basis of $0 and a value of $50. During 1989, T
sells asset 1 for $0 and asset 2 for $50, and re-
invests the $50 proceeds in asset 3. The value
of asset 3 declines to $40. Under the invest-
ment adjustment system, P’s basis in the
stock of T remains $50 as a result of the off-
setting gain and loss recognized on the sale
of assets 1 and 2 and is unaffected by the un-
realized post-acquisition decline in the value
of asset 3. On December 31, 1989, P sells all
the stock of T for $40 and recognizes a $10
loss.

(ii) Although T recognized a $50 built-in
gain on the sale of asset 2, T also recognized
a $50 built-in loss on the sale of asset 1. For
purposes of determining under paragraph
(a)(2) of this section whether P’s $10 loss on
the disposition of the T stock is attributable
to the recognition of built-in gain on the dis-
position of an asset, T’s recognized built-in
gain is offset by its recognized built-in loss.
Thus none of P’s $10 loss is attributable to
the recognition of built-in gain on the dis-
position of an asset.

(iii) The result would be the same if, in-
stead of a $50 built-in loss in asset 2, T has
a $50 net operating loss carryover when P
buys the T stock, and the net operating loss
carryover is used to offset the built-in gain.

Example 5. Outside basis partially corresponds
to inside basis.

(i) Individual A owns all the stock of T, for
which A has a basis of $60. On February 1,
1987, T owns 1 asset with a basis of $0 and a
value of $100, P acquires all the stock of T
from A in an exchange to which section
351(a) applies, and T becomes a member of
the P group. P has a carryover basis of $60 in
the T stock. During 1988, T sells the asset
and recognizes $100 of gain. Under the invest-
ment adjustment system, P’s basis in the T
stock increases from $60 to $160. T reinvests
the $100 proceeds in another asset, which de-
clines in value to $90. On January 1, 1989, P
sells all the stock of T for $90 and recognizes
a loss of $70.

(ii) Although P’s basis in the T stock was
increased by $100 as a result of the recogni-
tion of built-in gain on the disposition of T’s
asset, only $60 of the $70 loss on the sale of
the stock is attributable under paragraph
(a)(2) of this section to the recognition of
built-in gain from the disposition of the
asset. (Had T’s asset not declined in value to
$90, the T stock would have been sold for
$100, and a $60 loss would have been attrib-
utable to the recognition of the built-in
gain.) Therefore, $60 of the $70 loss is dis-
allowed under paragraph (a)(2), and $10 is not
disallowed if P satisfies the requirements of
paragraph (a)(2). If P had sold the stock of T

for $95 because T’s other assets had unreal-
ized appreciation of $5, $60 of the $65 loss
would still be attributable to T’s recognition
of built-in gain on the disposition of assets.

Example 6. Creeping acquisition.
P owns 60 percent of the stock of S on Jan-

uary 6, 1987. On February 1, 1987, P buys an
additional 20 percent of the stock of S, and S
becomes a member of the P group. P sells all
the S stock on March 1, 1989 and recognizes
a loss of $100. All 80 percent of the stock of
S owned by P is subject to the rules of this
section and, under paragraph (a) (1) and (2) of
this section, P is not allowed to deduct the
$100 loss, except to the extent P establishes
the loss is not attributable to the recogni-
tion by S of built-in gain on the disposition
of assets.

Example 7. Effect of post-acquisition appre-
ciation. P buys all the stock of T for $100, and
T becomes a member of the P group. T has
an asset with a basis of $0 and a value of $100.
T sells the asset for $100. Under the invest-
ment adjustment system, P’s basis in the T
stock increases to $200. T reinvests the pro-
ceeds of the sale in an asset that appreciates
in value to $180. Five years after the sale, P
sells all the stock of T for $180 and recog-
nizes a $20 loss. Under paragraph (a)(1) of
this section, no deduction is allowed to P for
the $20 loss.

Example 8. Deferred loss and recognized gain.
(i) P is the common parent of a consoli-

dated group, S is a wholly owned subsidiary
of P, and T is a wholly owned subsidiary of
S. S purchased all of the T stock on Feb-
ruary 1, 1987 for $100, and T has an asset with
a basis of $40 and a value of $100. T sells the
asset for $100, recognizing $60 of gain. Under
the investment adjustment system, S’s basis
in the T stock increases from $100 to $160. S
sells its T stock to P for $100 in a deferred
intercompany transaction, recognizing a $60
loss that is deferred under section 267(f) and
§ 1.1502–13. P subsequently sells all the stock
of T for $100 to X, a member of the same con-
trolled group (as defined in section 267(f)) as
P but not a member of the P consolidated
group.

(ii) Under paragraph (a)(3) of this section,
the application of paragraph (a)(1) of this
section to S’s $60 loss is deferred, because S’s
loss is deferred under section 267(f) and
§ 1.1502–13. Although P’s sale of the T stock
to X would cause S’s deferred loss to be
taken into account under § 1.1502–13,
§ 1.267(f)–1 provides that the loss is not taken
into account because X is a member of the
same controlled group as P and S. Neverthe-
less, under paragraph (a)(3) of this section,
because the T stock ceases to be owned by a
member of the P consolidated group, S’s de-
ferred loss is disallowed immediately before
the sale and is never taken into account
under section 267(f).
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(b) Indirect disposition of transitional
subsidiary—(1) Loss limitation rule for
transitional parent. No deduction is al-
lowed for any loss recognized by a
member of a consolidated group with
respect to the disposition of stock of a
transitional parent.

(2) Allowable loss—(i) In general. Para-
graph (b)(1) of this section does not
apply to the extent the taxpayer estab-
lishes that the loss exceeds the amount
that would be disallowed under para-
graph (a) of this section if each highest
tier transitional subsidiary’s stock in
which the transitional parent has a di-
rect or indirect interest had been sold
immediately before the disposition of
the transitional parent’s stock. In ap-
plying the preceding sentence, appro-
priate adjustments shall be made to
take into account circumstances where
less than all the stock of a transitional
parent owned by members of a consoli-
dated group is disposed of in the same
transaction, or the stock of a transi-
tional subsidiary or a transitional par-
ent is directly owned by more than 1
member.

(ii) Statement of allowable loss. Para-
graph (b)(2)(i) of this section applies
only if a separate statement entitled
‘‘Allowable Loss Under Section
1.337(d)–1(b)’’ is filed with the tax-
payer’s return for the year of the stock
disposition. If the separate statement
is required to be filed with a return the
due date (including extensions) of
which is before January 16, 1991, or
with a return due (including exten-
sions) after January 15, 1991 but filed
before that date, the statement may be
filed with an amended return for the
year of the disposition or with the tax-
payer’s first subsequent return the due
date (including extensions) of which is
after January 15, 1991.

(iii) Contents of statement. The state-
ment required under paragraph
(b)(2)(ii) of this section must contain—

(A) The name and employer identi-
fication number (E.I.N.) of the transi-
tional parent.

(B) The basis of the stock of the tran-
sitional parent immediately before the
disposition.

(C) The amount realized on the dis-
position.

(D) The amount of the deduction not
disallowed under paragraph (b)(1) of

this section by reason of this para-
graph (b)(2).

(E) The amount of loss disallowed
under paragraph (b)(1) of this section.

(3) Coordination with loss deferral and
other disallowance rules. (i) For purposes
of this section, the rules of § 1.1502–
20(a)(3) apply, with appropriate adjust-
ments to reflect differences between
the approach of this section and that of
§ 1.1502–20.

(ii) Other loss deferral rules. If para-
graph (b)(1) of this section applies to a
loss subject to deferral or disallowance
under any other provision of the Code
or the regulations, the other provision
applies to the loss only to the extent it
is not disallowed under paragraph
(b)(1).

(4) Definitions. For purposes of this
section—

(i) Transitional parent means any sub-
sidiary, other than a transitional sub-
sidiary, that owned at any time after
January 6, 1987, a direct or indirect in-
terest in the stock of a corporation
that is a transitional subsidiary.

(ii) Highest tier transitional subsidiary
means the transitional subsidiary (or
subsidiaries) in which the transitional
parent has a direct or indirect interest
and that is the highest transitional
subsidiary (or subsidiaries) in a chain
of members.

(5) Examples. The principles of this
paragraph (b) are illustrated by the fol-
lowing examples:

Example 1. Ownership of chain of transitional
subsidiaries. (i) P forms S with $200 on Janu-
ary 1, 1985, and S becomes a member of the
P group. On February 1, 1987, S buys all the
stock of T, and T buys all the stock of T1,
and both T and T1 become members of the P
group. On January 1, 1988, P sells all the
stock of S and recognizes a $90 loss on the
sale.

(ii) Under paragraph (a)(4)(ii) of this sec-
tion, both T and T1 are transitional subsidi-
aries, because they became members of the P
group after January 6, 1987. Under paragraph
(b)(4)(i) of this section, S is a transitional
parent, because it owns a direct interest in
stock of transitional subsidiaries and is not
itself a transitional subsidiary.

(iii) Under paragraph (b) (1) and (2) of this
section, because S is a transitional parent,
no deduction is allowed to P for its $90 loss
except to the extent the loss exceeds the
amount of S’s loss that would have been dis-
allowed if S had sold all the stock of T, S’s
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highest tier transitional subsidiary, imme-
diately before P’s sale of all the S stock. As-
sume all the T stock would have been sold
for a $90 loss and that all the loss would be
attributable to the recognition of built-in
gain from the disposition of assets. Because
in that case $90 of loss would be disallowed,
all of P’s loss on the sale of the S stock is
disallowed under paragraph (b).

Example 2. Ownership of brother-sister transi-
tional subsidiaries.

(i) P forms S with $200 on January 1, 1985,
and S becomes a member of the P group. On
February 1, 1987, S buys all the stock of both
T and T1, and T and T1 become members of
the P group. On January 1, 1988, P sells all
the stock of S and recognizes a $90 loss on
the sale.

(ii) Under paragraph (b) (1) and (2) of this
section, no deduction is allowed to P for its
$90 loss except to the extent P establishes
that the loss exceeds the amount of S’s stock
losses that would be disallowed if S sold all
the stock of T and T1, S’s highest tier transi-
tional subsidiaries, immediately before P’s
sale of all the S stock. Assume that all the
T stock would have been sold for a $50 loss,
all the T1 stock of a $40 loss, and that the en-
tire amount of each loss would be attrib-
utable to the recognition of built-in gain on
the disposition of assets. Because $90 of loss
would be disallowed with respect to the sale
of S’s T and T1 stock, P’s $90 loss on the sale
of all the S stock is disallowed under para-
graph (b).

(c) Successors—(1) General rule. This
section applies, to the extent necessary
to effectuate the purposes of this sec-
tion, to—

(i) Any property owned by a member
or former member, the basis of which is
determined, directly or indirectly, in
whole or in part, by reference to the
basis in a subsidiary’s stock, and

(ii) Any property owned by any other
person whose basis in the property is
determined, directly or indirectly, in
whole or in part, by reference to a
member’s (or former member’s) basis
in a subsidiary’s stock.

(2) Examples. The principles of this
paragraph (c) are illustrated by the fol-
lowing examples:

Example 1. Merger into grandfathered sub-
sidiary. P, the common parent of a group,
owns all the stock of T, a transitional sub-
sidiary. On January 1, 1989, T merges into S,
a wholly owned subsidiary of P that is not a
transitional subsidiary. Under paragraph
(c)(1) of this section, all the stock of S is
treated as stock of a transitional subsidiary.
As a result, no deduction is allowed for any
loss recognized by P on the disposition of

any S stock, except to the extent the P
group establishes under paragraph (a)(2) that
the loss is not attributable to the recogni-
tion of built-in gain on the disposition of as-
sets of T.

Example 2. Nonrecognition exchange of tran-
sitional stock.

(i) P, the common parent of a group, owns
all the stock of T, a transitional subsidiary.
On January 1, 1989, P transfers the stock of
T to X, a corporation that is not a member
of the P group, in exchange for 20 percent of
its stock in a transaction to which section
351(a) applies. T and X file separate returns.

(ii) Under paragraph (c)(1) of this section,
all the stock of X owned by P is treated as
stock of a transitional subsidiary because
P’s basis for the X stock is determined by
reference to its basis for the T stock. As a re-
sult, no deduction is allowed to P for any
loss recognized on the disposition of the X
stock, except to the extent permitted under
paragraph (a) of this section.

(iii) Under paragraph (c)(1), X is treated as
a member subject to paragraph (a) of this
section with respect to the T stock because
X’s basis for the stock is determined by ref-
erence to P’s basis for the stock. Moreover,
all of the T stock owned by X continues to be
stock of a transitional subsidiary. As a re-
sult, no deduction is allowed to X for any
loss recognized on the disposition of any T
stock, except to the extent permitted under
paragraph (a) of this section.

(d) Investment adjustments and earn-
ings and profits—(1) In general. For pur-
poses of determining investment ad-
justments under § 1.1502–32 and earnings
and profits under § 1.1502–33(c) with re-
spect to a member of a consolidated
group that owns stock in a subsidiary,
any deduction that is disallowed under
this section is treated as a loss arising
and absorbed by the member in the tax
year in which the disallowance occurs.

(2) Example. (i) In 1986, P forms S with a
contribution of $100, and S becomes a mem-
ber of the P group. On February 1, 1987, S
buys all the stock of T for $100. T has an
asset with a basis of $0 and a value of $100. In
1988, T sells the asset for $100. Under the in-
vestment adjustment system, S’s basis in the
T stock increases to adjustment system, S’s
basis in the T stock increases to $200, P’s
basis in the S stock increases to $200, and P’s
earnings and profits and S’s earnings and
profits increase by $100. In 1989, S sells all of
the T stock for $100, and S’s recognized loss
of $100 is disallowed under paragraph (a)(1) of
this section.

(ii) Under paragraph (d)(1) of this section,
S’s earnings and profits for 1989 are reduced
by $100, the amount of the loss disallowed
under paragraph (a)(1). As a result, P’s basis
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in the S stock is reduced from $200 to $100
under the investment adjustment system.
P’s earnings and profits for 1989 are cor-
respondingly reduced by $100.

(e) Effective dates—(1) General rule.
This section applies with respect to
dispositions after January 6, 1987. For
dispositions on or after November 19,
1990, however, this section applies only
if the stock was deconsolidated (as that
term is defined in § 1.337(d)–2(b)(2)) be-
fore November 19, 1990, and only to the
extent the disposition is not subject to
§ 1.337(d)–2 or § 1.1502–20.

(2) Binding contract rule. For purposes
of this paragraph (e), if a corporation
became a subsidiary pursuant to a
binding written contract entered into
before January 6, 1987, and in contin-
uous effect until the corporation be-
came a subsidiary, or a disposition was
pursuant to a binding written contract
entered into before March 9, 1990, and
in continuous effect until the disposi-
tion, the date the contract became
binding shall be treated as the date the
corporation became a subsidiary or as
the date of disposition.

(3) Application of § 1.1502–20T to certain
transactions—(i) In general. If a group
files the certification described in
paragraph (e)(3)(ii) of this section, it
may apply § 1.1502–20T (as contained in
the CFR edition revised as of April 1,
1990), to all of its members with respect
to all dispositions and deconsolidations
by the certifying group to which
§ 1.1502–20T otherwise applied by its
terms occurring—

(A) On or after March 9, 1990 (but
only if not pursuant to a binding con-
tract described in § 1.337(d)–1T(e)(2) (as
contained in the CFR edition revised as
of April 1, 1990) that was entered into
before March 9, 1990); and

(B) Before November 19, 1990 (or
thereafter, if pursuant to a binding
contract described in § 1.1502–20T(g)(3)
that was entered into on or after
March 9, 1990 and before November 19,
1990).

The certification under this paragraph
(e)(3)(i) with respect to the application
of § 1.1502–20T to any transaction de-
scribed in this paragraph (e)(3)(i) may
not be withdrawn and, if the certifi-
cation is filed, § 1.1502–20T must be ap-
plied to all such transactions on all re-

turns (including amended returns) on
which such transactions are included.

(ii) Time and manner of filing certifi-
cation. The certification described in
paragraph (e)(3)(i) of this section must
be made in a separate statement enti-
tled ‘‘[insert name and employer iden-
tification number of common parent]
hereby certifies under § 1.337(d)–1 (e)(3)
that the group of which it is the com-
mon parent is applying § 1.1502–20T to
all transactions to which that section
otherwise applied by it terms.’’ The
statement must be signed by the com-
mon parent and filed with the group’s
income tax return for the taxable year
of the first disposition or
deconsolidation to which the certifi-
cation applies. If the separate state-
ment required under this paragraph
(e)(3) is to be filed with a return the
due date (including extensions) of
which is before November 16, 1991, the
statement may be filed with an amend-
ed return for the year of the disposi-
tion or deconsolidation that is filed
within 180 days after September 13,
1991. Any other filings required under
§ 1.1502–20T, such as the statement re-
quired under § 1.1502–20T(f)(5), may be
made with the amended return, regard-
less of whether § 1.1502–20T permits
such filing by amended return.

[T.D. 8319, 55 FR 49031, Nov. 26, 1990, as
amended by T.D. 8364, 56 FR 47389, Sept. 19,
1991; 57 FR 53550, Nov. 12, 1992; T.D. 8560, 59
FR 41674, 41675, Aug. 15, 1994; T.D. 8597, 60 FR
36679, July 18, 1995]

§ 1.337(d)–1T [Reserved]

§ 1.337(d)–2 Loss limitation window pe-
riod.

(a) Loss disallowance—(1) General rule.
No deduction is allowed for any loss
recognized by a member of a consoli-
dated group with respect to the disposi-
tion of stock of a subsidiary.

(2) Definitions. For purposes of this
section—

(i) The definitions in § 1.1502–1 apply.
(ii) Disposition means any event in

which gain or loss is recognized, in
whole or in part.

(3) Coordination with loss deferral and
other disallowance rules. For purposes of
this section, the rules of § 1.1502–20(a)(3)
apply, with appropriate adjustments to
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reflect differences between the ap-
proach of this section and that of
§ 1.1502–20.

(b) Basis reduction on deconsolidation—
(1) General rule. If the basis of a mem-
ber of a consolidated group in a share
of stock of a subsidiary exceeds its
value immediately before a
deconsolidation of the share, the basis
of the share is reduced at that time to
an amount equal to its value. If both a
disposition and a deconsolidation occur
with respect to a share in the same
transaction, paragraph (a) of this sec-
tion applies and, to the extent nec-
essary to effectuate the purposes of
this section, this paragraph (b) applies
following the application of paragraph
(a) of this section.

(2) Deconsolidation.
‘‘Deconsolidation’’ means any event
that causes a share of stock of a sub-
sidiary that remains outstanding to be
no longer owned by a member of any
consolidated group of which the sub-
sidiary is also a member.

(3) Value. ‘‘Value’’ means fair market
value.

(4) Loss within 2 years after basis re-
duction—(i) In general. If a share is
deconsolidated and a direct or indirect
disposition of the share occurs within 2
years after the date of the
deconsolidation, a separate statement
entitled ‘‘statement pursuant to
§ 1.337(d)–2(b)(4)’’ must be filed with the
taxpayer’s return for the year of dis-
position. If the taxpayer fails to file
the statement as required, no deduc-
tion is allowed for any loss recognized
with respect to the disposition. If the
separate statement is required to be
filed with a return the due date (in-
cluding extensions) of which is before
January 16, 1991, or with a return due
(including extensions) after January 15,
1991 but filed before that date, the
statement may be filed with an amend-
ed return for the year of the disposi-
tion or with the taxpayer’s first subse-
quent return the due date (including
extensions) of which is after January
15, 1991. A disposition after the 2-year
period described in this paragraph
(b)(4) that is pursuant to an agreement,
option, or other arrangement entered
into within the 2-year period is treated
as a disposition within the 2-year pe-
riod for purposes of this section.

(ii) Contents of statement. The state-
ment required under paragraph (b)(4)(i)
of this section must contain—

(A) The name and employer identi-
fication number (E.I.N.) of the sub-
sidiary.

(B) The amount of prior basis reduc-
tion with respect to the stock of the
subsidiary under paragraph (b)(1) of
this section.

(C) The basis of the stock of the sub-
sidiary immediately before the disposi-
tion.

(D) The amount realized on the dis-
position.

(E) The amount of the loss recognized
on the disposition.

(c) Allowable loss—(1) Application.
This paragraph (c) applies with respect
to stock of a subsidiary only if—

(i) Before February 1, 1991, the con-
solidated group either—

(A) Disposes (in one or more trans-
actions) of its entire equity interest in
the subsidiary to persons not related to
any member of the consoldiated group
within the meaning of section 267(b) or
section 707(b)(1) (substituting ‘‘10 per-
cent’’ for ‘‘50 percent’’ each place that
it appears); or

(B) Sustains a worthless stock loss
under section 165(g); and

(ii) A separate statement entitled
‘‘allowed loss under § 1.337(d)–2(c)’’ is
filed in accordance with paragraph
(c)(3) of this section.

(2) General rule. Loss is not dis-
allowed under paragraph (a)(1) of this
section and basis is not reduced under
paragraph (b)(1) of this section to the
extent the taxpayer establishes that
the loss or basis is not attributable to
the recognition of built-in gain on the
disposition of an asset (including stock
and securities). Loss or basis may be
attributable to the recognition of
built-in gain on the disposition of an
asset by a prior group. For purposes of
this section, gain recognized on the dis-
position of an asset is built-in gain to
the extent attributable, directly or in-
directly, in whole or in part, to any ex-
cess of value over basis that is re-
flected, before the disposition of the
asset, in the basis of the share, directly
or indirectly, in whole or in part, after
applying section 1503(e) and other ap-
plicable provisions of the Code and reg-
ulations.
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(3) Contents of statement and time of
filing. The statement required under
paragraph (c)(1)(ii) of this section must
be filed with the taxpayer’s return for
the year of the disposition or
deconsolidation, and must contain—

(i) The name and employer identi-
fication number (E.I.N.) of the sub-
sidiary.

(ii) The basis of the stock of the sub-
sidiary immediately before the disposi-
tion or deconsolidation.

(iii) The amount realized on the dis-
position and the amount of fair market
value on the deconsolidation.

(iv) The amount of the deduction not
disallowed under paragraph (a)(1) of
this section by reason of this para-
graph (c) and the amount of basis not
reduced under paragraph (b)(1) of this
section by reason of this paragraph (c).

(v) The amount of loss disallowed
under paragraph (a)(1) of this section
and the amount of basis reduced under
paragraph (b)(1) of this section.

If the separate statement is required
to be filed with a return the due date
(including extensions) of which is be-
fore January 16, 1991, or with a return
due (including extensions) after Janu-
ary 15, 1991 but filed before that date,
the statement may be filed with an
amended return for the year of the dis-
position or deconsolidation or with the
taxpayer’s first subsequent return the
due date (including extensions) of
which is after January 15, 1991.

(4) Example. The principles of para-
graphs (a), (b), and (c) of this section
are illustrated by the examples in
§§ 1.337(d)–1(a) and 1.1502–20(a) (other
than Examples 3, 4, and 5) and (b), with
appropriate adjustments to reflect dif-
ferences between the approach of this
section and that of § 1.1502–20, and by
the following example. For purposes of
the examples in this section, unless
otherwise stated, the group files con-
solidated returns on a calendar year
basis, the facts set forth the only cor-
porate activity, and all sales and pur-
chases are with unrelated buyers or
sellers. The basis of each asset is the
same for determining earnings and
profits adjustments and taxable in-
come. Tax liability and its effect on
basis, value, and earnings and profits
are disregarded. Investment adjustment
system means the rules of § 1.1502–32.

Example. Loss offsetting built-in gain in a
prior group. (i) P buys all the stock of T for
$50 in Year 1, and T becomes a member of the
P group. T has 2 assets. Asset 1 has a basis
of $50 and a value of $0, and asset 2 has a
basis of $0 and a value of $50. T sells asset 2
during Year 3 for $50, and recognizes a $50
gain. Under the investment adjustment sys-
tem, P’s basis in the T stock increases to
$100 as a result of the recognition of gain. In
year 5, all of the stock of P is acquired by
the P1 group, and the former members of the
P group become members of the P1 group. T
then sells asset 1 for $0, and recognizes a $50
loss. Under the investment adjustment sys-
tem. P’s basis in the T stock decreases to $50
as a result of the loss. T’s assets decline in
value from $50 to $40. P then sells all the
stock of T for $40 and recognizes a $10 loss.

(ii) P’s basis in the T stock reflects both
T’s unrecognized gain and unrecognized loss
with respect to its assets. The gain T recog-
nizes on the disposition of asset 2 is built-in
gain with respect to both the P and the P1
groups for purposes of paragraph (c)(2) of this
section. In addition, the loss T recognizes on
the disposition of asset 2 is built-in loss with
respect to the P and P1 groups for purposes
of paragraph (c)(2) of this section. T’s rec-
ognition of the built-in loss while a member
of the P1 group offsets the effect on T’s stock
basis of T’s recognition of the built-in gain
while a member of the P group. Thus, P’s $10
loss on the sale of the T stock is not attrib-
utable to the recognition of built-in gain,
and the loss is therefore not disallowed
under paragraph (c)(2) of this section.

(iii) The result would be the same if, in-
stead of having a $50 built-in loss in asset 2
when it becomes a member of the P group, T
has a $50 net operating loss carryover and
the carryover is used by the P group.

(d) Successors. For purposes of this
section, the rules and examples of
§ 1.1502–20(d) apply, with appropriate
adjustments to reflect differences be-
tween the approach of this section and
that of § 1.1502–20.

(e) Anti-avoidance rules. For purposes
of this section, the rules and examples
of § 1.1502–20(e) apply, with appropriate
adjustments to reflect differences be-
tween the approach of this section and
that of § 1.1502–20.

(f) Investment adjustments and earnings
and profits. For purposes of this sec-
tion, the rules and examples of § 1.1502–
20 (f) apply, with appropriate adjust-
ments to reflect differences between
the approach of this section and that of
§ 1.1502–20.

(g) Effective dates—(1) General rule.
Except as otherwise provided in this
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paragraph (g), this section applies with
respect to dispositions and
deconsolidations on or after November
19, 1990, but only to the extent the dis-
position or deconsolidation is not sub-
ject to § 1.1502–20. For this purpose, dis-
positions deferred under §§ 1.1502–13 and
1.1502–14 (as contained in the 26 CFR
part 1 edition revised as of April 1, 1995)
are deemed to occur at the time the de-
ferred gain or loss is taken into ac-
count unless the stock was
deconsolidated before November 19,
1990. If stock of a subsidiary became
worthless during a taxable year includ-
ing November 19, 1990, the disposition
with respect to the stock is treated as
occurring on the date the stock became
worthless.

(2) Binding contract rule. For purposes
of this paragraph (g), if a disposition or
deconsolidation is pursuant to a bind-
ing written contract entered into be-
fore March 9, 1990, and in continuous
effect until the disposition or
deconsolidation, the date the contract
became binding is treated as the date
of the disposition or deconsolidation.

(3) Application of § 1.1502–20T to certain
transactions—(i) In general. If a group
files the certification described in
paragraph (g)(3)(ii) of this section, it
may apply § 1.1502–20T (as contained in
the CFR edition revised as of April 1,
1990), to all of its members with respect
to all dispositions and deconsolidations
by the certifying group to which
§ 1.1502–20T otherwise applied by its
terms occurring—

(A) On or after March 9, 1990 (but
only if not pursuant to a binding con-
tract described in § 1.337(d)–1T(e)(2) (as
contained in the CFR edition revised as
of April 1, 1990) that was entered into
before March 9, 1990); and

(B) Before November 19, 1990 (or
thereafter, if pursuant to a binding
contract described in § 1.1502–20T(g)(3)
that was entered into on or after
March 9, 1990 and before November 19,
1990).

The certification under this paragraph
(g)(3)(i) with respect to the application
of § 1.1502–20T to any transaction de-
scribed in this paragraph (g)(3)(i) may
not be withdrawn and, if the certifi-
cation is filed, § 1.1502–20T must be ap-
plied to all such transactions on all re-

turns (including amended returns) on
which such transactions are included.

(ii) Time and manner of filing certifi-
cation. The certification described in
paragraph (g)(3)(i) of this section must
be made in a separate statement enti-
tled ‘‘[insert name and employer iden-
tification number of common parent]
hereby certifies under § 1.337(d)–2(g)(3)
that the group of which it is the com-
mon parent is applying § 1.1502–20T to
all transactions to which that section
otherwise applied by its terms.’’ The
statement must be signed by the com-
mon parent and filed with the group’s
income tax return for the taxable year
of the first disposition or
deconsolidation to which the certifi-
cation applies. If the separate state-
ment required under this paragraph
(g)(3) is to be filed with a return the
due date (including extensions) of
which is before November 16, 1991, the
statement may be filed with an amend-
ed return for the year of the disposi-
tion or deconsolidation that is filed
within 180 days after September 13,
1991. Any other filings required under
§ 1.1502–20T, such as the statement re-
quired under § 1.1502–20T(f)(5), may be
made with the amended return, regard-
less of whether § 1.1502–20T permits
such filing by amended return.

[T.D. 8364, 56 FR 47390, Sept. 19, 1991; 57 FR
53550, Nov. 12, 1992; T.D. 8560, 59 FR 41674,
Aug. 15, 1994; T.D. 8597, 60 FR 36679, July 18,
1995]

§ 1.337(d)–4 Taxable to tax-exempt.
(a) Gain or loss recognition—(1) General

rule. Except as provided in paragraph
(b) of this section, if a taxable corpora-
tion transfers all or substantially all of
its assets to one or more tax-exempt
entities, the taxable corporation must
recognize gain or loss immediately be-
fore the transfer as if the assets trans-
ferred were sold at their fair market
values. But see section 267 and para-
graph (d) of this section concerning
limitations on the recognition of loss.

(2) Change in corporation’s tax status
treated as asset transfer. Except as pro-
vided in paragraphs (a)(3) and (b) of
this section, a taxable corporation’s
change in status to a tax-exempt enti-
ty will be treated as if it transferred all
of its assets to a tax-exempt entity im-
mediately before the change in status
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becomes effective in a transaction to
which paragraph (a)(1) of this section
applies. For example, if a State, a po-
litical subdivision thereof, or an entity
any portion of whose income is ex-
cluded from gross income under section
115, acquires the stock of a taxable cor-
poration and thereafter any of the tax-
able corporation’s income is excluded
from gross income under section 115,
the taxable corporation will be treated
as if it transferred all of its assets to a
tax-exempt entity immediately before
the stock acquisition.

(3) Exceptions for certain changes in
status—(i) To whom available. Para-
graph (a)(2) of this section does not
apply to the following corporations—

(A) A corporation previously tax-ex-
empt under section 501(a) which re-
gains its tax-exempt status under sec-
tion 501(a) within three years from the
later of a final adverse adjudication on
the corporation’s tax exempt status, or
the filing by the corporation, or by the
Secretary or his delegate under section
6020(b), of a federal income tax return
of the type filed by a taxable corpora-
tion;

(B) A corporation previously tax-ex-
empt under section 501(a) or that ap-
plied for but did not receive recogni-
tion of exemption under section 501(a)
before January 15, 1997, if such corpora-
tion is tax-exempt under section 501(a)
within three years from January 28,
1999;

(C) A newly formed corporation that
is tax-exempt under section 501(a)
(other than an organization described
in section 501(c)(7)) within three tax-
able years from the end of the taxable
year in which it was formed;

(D) A newly formed corporation that
is tax-exempt under section 501(a) as an
organization described in section
501(c)(7) within seven taxable years
from the end of the taxable year in
which it was formed;

(E) A corporation previously tax-ex-
empt under section 501(a) as an organi-
zation described in section 501(c)(12),
which, in a given taxable year or years
prior to again becoming tax-exempt, is
a taxable corporation solely because
less than 85 percent of its income con-
sists of amounts collected from mem-
bers for the sole purpose of meeting
losses and expenses; if, in a taxable

year, such a corporation would be a
taxable corporation even if 85 percent
or more of its income consists of
amounts collected from members for
the sole purpose of meeting losses and
expenses (a non-85 percent violation),
paragraph (a)(3)(i)(A) of this section
shall apply as if the corporation be-
came a taxable corporation in its first
taxable year that a non-85 percent vio-
lation occurred; or

(F) A corporation previously taxable
that becomes tax-exempt under section
501(a) as an organization described in
section 501(c)(15) if during each taxable
year in which it is described in section
501(c)(15) the organization is the sub-
ject of a court supervised rehabilita-
tion, conservatorship, liquidation, or
similar state proceeding; if such a cor-
poration continues to be described in
section 501(c)(15) in a taxable year
when it is no longer the subject of a
court supervised rehabilitation, con-
servatorship, liquidation, or similar
state proceeding, paragraph (a)(2) of
this section shall apply as if the cor-
poration first became tax-exempt for
such taxable year.

(ii) Application for recognition. An or-
ganization is deemed to have or regain
tax-exempt status within one of the pe-
riods described in paragraph
(a)(3)(i)(A), (B), (C), or (D) of this sec-
tion if it files an application for rec-
ognition of exemption with the Com-
missioner within the applicable period
and the application either results in a
determination by the Commissioner or
a final adjudication that the organiza-
tion is tax-exempt under section 501(a)
during any part of the applicable pe-
riod. The preceding sentence does not
require the filing of an application for
recognition of exemption by any orga-
nization not otherwise required, such
as by § 1.501(a)-1, § 1.505(c)-1T, and
§ 1.508–1(a), to apply for recognition of
exemption.

(iii) Anti-abuse rule. This paragraph
(a)(3) does not apply to a corporation
that, with a principal purpose of avoid-
ing the application of paragraph (a)(1)
or (a)(2) of this section, acquires all or
substantially all of the assets of an-
other taxable corporation and then
changes its status to that of a tax-ex-
empt entity.
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(4) Related transactions. This section
applies to any series of related trans-
actions having an effect similar to any
of the transactions to which this sec-
tion applies.

(b) Exceptions. Paragraph (a) of this
section does not apply to—

(1) Any assets transferred to a tax-ex-
empt entity to the extent that the as-
sets are used in an activity the income
from which is subject to tax under sec-
tion 511(a) (referred to hereinafter as a
‘‘section 511(a) activity’’). However, if
assets used to any extent in a section
511(a) activity are disposed of by the
tax-exempt entity, then, notwith-
standing any other provision of law
(except section 1031 or section 1033),
any gain (not in excess of the amount
not recognized by reason of the pre-
ceding sentence) shall be included in
the tax-exempt entity’s unrelated busi-
ness taxable income. To the extent
that the tax-exempt entity ceases to
use the assets in a section 511(a) activ-
ity, the entity will be treated for pur-
poses of this paragraph (b)(1) as having
disposed of the assets on the date of
the cessation for their fair market
value. For purposes of paragraph (a)(1)
of this section and this paragraph
(b)(1)—

(i) If during the first taxable year fol-
lowing the transfer of an asset or the
corporation’s change to tax-exempt
status the asset will be used by the
tax-exempt entity partly or wholly in a
section 511(a) activity, the taxable cor-
poration will recognize an amount of
gain or loss that bears the same ratio
to the asset’s built-in gain or loss as
100 percent reduced by the percentage
of use for such taxable year in the sec-
tion 511(a) activity bears to 100 per-
cent. For purposes of determining the
gain or loss, if any, to be recognized,
the taxable corporation may rely on a
written representation from the tax-ex-
empt entity estimating the percentage
of the asset’s anticipated use in a sec-
tion 511(a) activity for such taxable
year, using a reasonable method of al-
location, unless the taxable corpora-
tion has reason to believe that the tax-
exempt entity’s representation is not
made in good faith;

(ii) If for any taxable year the per-
centage of an asset’s use in a section
511(a) activity decreases from the esti-

mate used in computing gain or loss
recognized under paragraph (b)(1)(i) of
this section, adjusted for any decreases
taken into account under this para-
graph (b)(1)(ii) in prior taxable years,
the tax-exempt entity shall recognize
an amount of gain or loss that bears
the same ratio to the asset’s built-in
gain or loss as the percentage point de-
crease in use in the section 511(a) activ-
ity for the taxable year bears to 100
percent;

(iii) If property on which all or a por-
tion of the gain or loss is not recog-
nized by reason of the first sentence of
paragraph (b)(1) of this section is dis-
posed of in a transaction that qualifies
for nonrecognition treatment under
section 1031 or section 1033, the tax-ex-
empt entity must treat the replace-
ment property as remaining subject to
paragraph (b)(1) of this section to the
extent that the exchanged or involun-
tarily converted property was so sub-
ject;

(iv) The tax-exempt entity must use
the same reasonable method of alloca-
tion for determining the percentage
that it uses the assets in a section
511(a) activity as it uses for other tax
purposes, such as determining the
amount of depreciation deductions.
The tax-exempt entity also must use
this same reasonable method of alloca-
tion for each taxable year that it holds
the assets; and

(v) An asset’s built-in gain or loss is
the amount that would be recognized
under paragraph (a)(1) of this section
except for this paragraph (b)(1);

(2) Any transfer of assets to the ex-
tent gain or loss otherwise is recog-
nized by the taxable corporation on the
transfer. See, for example, sections 336,
337(b)(2), 367, and 1001;

(3) Any transfer of assets to the ex-
tent the transaction qualifies for non-
recognition treatment under section
1031 or section 1033; or

(4) Any forfeiture of a taxable cor-
poration’s assets in a criminal or civil
action to the United States, the gov-
ernment of a possession of the United
States, a state, the District of Colum-
bia, the government of a foreign coun-
try, or a political subdivision of any of
the foregoing; or any expropriation of a
taxable corporation’s assets by the
government of a foreign country.
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(c) Definitions. For purposes of this
section:

(1) Taxable corporation. A taxable cor-
poration is any corporation that is not
a tax-exempt entity as defined in para-
graph (c)(2) of this section.

(2) Tax-exempt entity. A tax-exempt en-
tity is—

(i) Any entity that is exempt from
tax under section 501(a) or section 529;

(ii) A charitable remainder annuity
trust or charitable remainder unitrust
as defined in section 664(d);

(iii) The United States, the govern-
ment of a possession of the United
States, a state, the District of Colum-
bia, the government of a foreign coun-
try, or a political subdivision of any of
the foregoing;

(iv) An Indian Tribal Government as
defined in section 7701(a)(40), a subdivi-
sion of an Indian Tribal Government
determined in accordance with section
7871(d), or an agency or instrumen-
tality of an Indian Tribal Government
or subdivision thereof;

(v) An Indian Tribal Corporation or-
ganized under section 17 of the Indian
Reorganization Act of 1934, 25 U.S.C.
477, or section 3 of the Oklahoma Wel-
fare Act, 25 U.S.C. 503;

(vi) An international organization as
defined in section 7701(a)(18);

(vii) An entity any portion of whose
income is excluded under section 115;
or

(viii) An entity that would not be
taxable under the Internal Revenue
Code for reasons substantially similar
to those applicable to any entity listed
in this paragraph (c)(2) unless other-
wise explicitly made exempt from the
application of this section by statute
or by action of the Commissioner.

(3) Substantially all. The term substan-
tially all has the same meaning as
under section 368(a)(1)(C).

(d) Loss limitation rule. For purposes
of determining the amount of gain or
loss recognized by a taxable corpora-
tion on the transfer of its assets to a
tax-exempt entity under paragraph (a)
of this section, if assets are acquired by
the taxable corporation in a trans-
action to which section 351 applied or
as a contribution to capital, or assets
are distributed from the taxable cor-
poration to a shareholder or another
member of the taxable corporation’s

affiliated group, and in either case such
acquisition or distribution is made as
part of a plan a principal purpose of
which is to recognize loss by the tax-
able corporation on the transfer of
such assets to the tax-exempt entity,
the losses recognized by the taxable
corporation on such assets transferred
to the tax-exempt entity will be dis-
allowed. For purposes of the preceding
sentence, the principles of section
336(d)(2) apply.

(e) Effective date. This section is ap-
plicable to transfers of assets as de-
scribed in paragraph (a) of this section
occurring after January 28, 1999, unless
the transfer is pursuant to a written
agreement which is (subject to cus-
tomary conditions) binding on or be-
fore January 28, 1999.

[T.D. 8802, 63 FR 71594, Dec. 29, 1998]

§ 1.337(d)–5T Tax on C assets becoming
RIC or REIT assets (temporary).

(a) Treatment of C corporations—(1)
Scope. This section applies to the net
built-in gain of C corporation assets
that become assets of a RIC or REIT
by—

(i) The qualification of a C corpora-
tion as a RIC or REIT; or

(ii) The transfer of assets of a C cor-
poration to a RIC or REIT in a trans-
action in which the basis of such assets
are determined by reference to the C
corporation’s basis (a carryover basis).

(2) Net built-in gain. Net built-in gain
is the excess of aggregate gains (in-
cluding items of income) over aggre-
gate losses.

(3) General rule. Unless an election is
made pursuant to paragraph (b) of this
section, the C corporation will be
treated, for all purposes including rec-
ognition of net built-in gain, as if it
had sold all of its assets at their re-
spective fair market values on the
deemed liquidation date described in
paragraph (a)(7) of this section and im-
mediately liquidated.

(4) Loss. Paragraph(a)(3) of this sec-
tion shall not apply if its application
would result in the recognition of net
built-in loss.

(5) Basis adjustment. If a corporation
is subject to corporate-level tax under
paragraph (a)(3) of this section, the
bases of the assets in the hands of the
RIC or REIT will be adjusted to reflect
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the recognized net built-in gain. This
adjustment is made by taking the C
corporation’s basis in each asset, and,
as appropriate, increasing it by the
amount of any built-in gain attrib-
utable to that asset, or decreasing it by
the amount of any built-in loss attrib-
utable to that asset.

(6) Exception—(i) In general. Para-
graph (a)(3) of this section does not
apply to any C corporation that—

(A) Immediately prior to qualifying
to be taxed as a RIC was subject to tax
as a C corporation for a period not ex-
ceeding one taxable year; and

(B) Immediately prior to being sub-
ject to tax as a C corporation was sub-
ject to the RIC tax provisions for a pe-
riod of at least one taxable year.

(ii) Additional requirement. The excep-
tion described in paragraph (a)(6)(i) of
this section applies only to assets ac-
quired by the corporation during the
year when it was subject to tax as a C
corporation in a transaction that does
not result in its basis in the asset being
determined by reference to a corporate
transferor’s basis.

(7) Deemed liquidation date—(i) Con-
versions. In the case of a C corporation
that qualifies to be taxed as a RIC or
REIT, the deemed liquidation date is
the last day of its last taxable year be-
fore the taxable year in which it quali-
fies to be taxed as a RIC or REIT.

(ii) Carryover basis transfers. In the
case of a C corporation that transfers
property to a RIC or REIT in a carry-
over basis transaction, the deemed liq-
uidation date is the day before the date
of the transfer.

(b) Section 1374 treatment—(1) In gen-
eral. Paragraph (a) of this section will
not apply if the transferee RIC or REIT
elects (as described in paragraph (b)(3)
of this section) to be subject to the
rules of section 1374, and the regula-
tions thereunder. The electing RIC or
REIT will be subject to corporate-level
taxation on the built-in gain recog-
nized during the 10-year period on as-
sets formerly held by the transferor C
corporation. The built-in gains of
electing RICs and REITs, and the cor-
porate-level tax imposed on such gains,
are subject to rules similar to the rules
relating to net income from foreclosure
property of REITs. See sections
857(a)(1)(A)(ii), and 857(b)(2)(B), (D), and

(E). An election made under this para-
graph (b) shall be irrevocable.

(2) Ten-year recognition period. In the
case of a C corporation that qualifies
to be taxed as a RIC or REIT, the 10-
year recognition period described in
section 1374(d)(7) begins on the first
day of the RIC’s or REIT’s taxable year
for which the corporation qualifies to
be taxed as a RIC or REIT. In the case
of a C corporation that transfers prop-
erty to a RIC or REIT in a carryover
basis transaction, the 10-year recogni-
tion period begins on the day the assets
are acquired by the RIC or REIT.

(3) Making the election. A RIC or REIT
validly makes a section 1374 election
with the following statement: ‘‘[Insert
name and employer identification
number of electing RIC or REIT] elects
under § 1.337(d)–5T(b) to be subject to
the rules of section 1374 and the regula-
tions thereunder with respect to its as-
sets which formerly were held by a C
corporation, [insert name and em-
ployer identification number of the C
corporation, if different from name and
employer identification number of RIC
or REIT].’’ This statement must be
signed by an official authorized to sign
the income tax return of the RIC or
REIT and attached to the RIC’s or
REIT’s Federal income tax return for
the first taxable year in which the as-
sets of the C corporation become assets
of the RIC or REIT.

(c) Special rule. In cases where the
first taxable year in which the assets of
the C corporation become assets of the
RIC or REIT ends after June 10, 1987
but before March 8, 2000, the section
1374 election may be filed with the first
Federal income tax return filed by the
RIC or REIT after March 8, 2000.

(d) Effective date. In the case of carry-
over basis transactions involving the
transfer of property of a C corporation
to a RIC or REIT, the regulations
apply to transactions occurring on or
after June 10, 1987. In the case of a C
corporation that qualifies to be taxed
as a RIC or REIT, the regulations
apply to such qualifications that are
effective for taxable years beginning on
or after June 10, 1987.

[T.D. 8872, 65 FR 5776, Feb. 7, 2000]
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§ 1.338–0 Outline of topics.
This section lists the captions con-

tained in the regulations under section
338 as follows:

§ 1.338–1 General principles; status of old
target and new target.
(a) In general.
(1) Deemed transaction.
(2) Application of other rules of law.
(3) Overview.
(b) Treatment of target under other provi-

sions of the Internal Revenue Code.
(1) General rule for subtitle A.
(2) Exceptions for subtitle A.
(3) General rule for other provisions of the

Internal Revenue Code.
(c) Anti-abuse rule.
(1) In general.
(2) Examples.
(d) Next day rule for post-closing trans-

actions.
§ 1.338–2 Nomenclature and definitions; me-

chanics of the section 338 election.
(a) Scope.
(b) Nomenclature.
(c) Definitions.
(1) Acquisition date.
(2) Acquisition date assets.
(3) Affiliated group.
(4) Common parent.
(5) Consistency period.
(6) Deemed asset sale.
(7) Deemed sale tax consequences.
(8) Deemed sale return.
(9) Domestic corporation.
(10) Old target’s final return.
(11) Purchasing corporation.
(12) Qualified stock purchase.
(13) Related persons.
(14) Section 338 election.
(15) Section 338(h)(10) election.
(16) Selling group.
(17) Target; old target; new target.
(18) Target affiliate.
(19) 12-month acquisition period.
(d) Time and manner of making election.
(e) Special rules for foreign corporations or

DISCs.
(1) Elections by certain foreign purchasing

corporations.
(i) General rule.
(ii) Qualifying foreign purchasing corpora-

tion.
(iii) Qualifying foreign target.
(iv) Triggering event.
(v) Subject to United States tax.
(2) Acquisition period.
(3) Statement of section 338 may be filed by

United States shareholders in certain cases.
(4) Notice requirement for U.S. persons

holding stock in foreign target.
(i) General rule.
(ii) Limitation.
(iii) Form of notice.
(iv) Timing of notice.

(v) Consequence of failure to comply.
(vi) Good faith effort to comply.

§ 1.338–3 Qualification for the section 338
election.
(a) Scope.
(b) Rules relating to qualified stock pur-

chases.
(1) Purchasing corporation requirement.
(2) Purchase.
(3) Acquisitions of stock from related cor-

porations.
(i) In general.
(ii) Time for testing relationship.
(iii) Cases where section 338(h)(3)(C) ap-

plies—acquisitions treated as purchases.
(iv) Examples.
(4) Acquisition date for tiered targets.
(i) Stock sold in deemed asset sale.
(ii) Examples.
(5) Effect of redemptions.
(i) General rule.
(ii) Redemptions from persons unrelated to

the purchasing corporation.
(iii) Redemptions from the purchasing cor-

poration or related persons during 12-month
acquisition period.

(A) General rule.
(B) Exception for certain redemptions from

related corporations.
(iv) Examples.
(c) Effect of post-acquisition events on eli-

gibility for section 338 election.
(1) Post-acquisition elimination of target.
(2) Post-acquisition elimination of the pur-

chasing corporation.
(d) Consequences of post-acquisition elimi-

nation of target where section 338 election
not made.

(1) Scope.
(2) Continuity of interest.
(3) Control requirement.
(4) Solely for voting stock requirement.
(5) Example.

§ 1.338–4 Aggregate deemed sale price; var-
ious aspects of taxation of the deemed
asset sale.
(a) Scope.
(b) Determination of ADSP.
(1) General rule.
(2) Time and amount of ADSP.
(i) Original determination.
(ii) Redetermination of ADSP.
(iii) Example.
(c) Grossed-up amount realized on the sale

to the purchasing corporation of the pur-
chasing corporation’s recently purchased
target stock.

(1) Determination of amount.
(2) Example.
(d) Liabilities of old target.
(1) In general.
(2) Time and amount of liabilities.
(e) Deemed sale tax consequences.
(f) Other rules apply in determining ADSP.
(g) Examples.
(h) Deemed sale of target affiliate stock.
(1) Scope.
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(2) In general.
(3) Deemed sale of foreign target affiliate

by a domestic target.
(4) Deemed sale producing effectively con-

nected income.
(5) Deemed sale of insurance company tar-

get affiliate electing under section 953(d).
(6) Deemed sale of DISC target affiliate.
(7) Anti-stuffing rule.
(8) Examples.

§ 1.338–5 Adjusted grossed-up basis.
(a) Scope.
(b) Determination of AGUB.
(1) General rule.
(2) Time and amount of AGUB.
(i) Original determination.
(ii) Redetermination of AGUB.
(iii) Examples.
(c) Grossed-up basis of recently purchased

stock.
(d) Basis of nonrecently purchased stock;

gain recognition election.
(1) No gain recognition election.
(2) Procedure for making gain recognition

election.
(3) Effect of gain recognition election.
(i) In general.
(ii) Basis amount.
(iii) Losses not recognized.
(iv) Stock subject to election.
(e) Liabilities of new target.
(1) In general.
(2) Time and amount of liabilities.
(3) Interaction with deemed sale tax con-

sequences.
(f) Adjustments by the Internal Revenue

Service.
(g) Examples.

§ 1.338–6 Allocation of ADSP and AGUB
among target assets.
(a) Scope.
(1) In general.
(2) Fair market value.
(i) In general.
(ii) Transaction costs.
(iii) Internal Revenue Service authority.
(b) General rule for allocating ADSP and

AGUB.
(1) Reduction in the amount of consider-

ation for Class I assets.
(2) Other assets.
(i) In general.
(ii) Class II assets.
(iii) Class III assets.
(iv) Class IV assets.
(v) Class V assets.
(vi) Class VI assets.
(vii) Class VII assets.
(3) Other items designated by the Internal

Revenue Service.
(c) Certain limitations and other rules for

allocation to an asset.
(1) Allocation not to exceed fair market

value.
(2) Allocation subject to other rules.

(3) Special rule for allocating AGUB when
purchasing corporation has nonrecently pur-
chased stock.

(i) Scope.
(ii) Determination of hypothetical pur-

chase price.
(iii) Allocation of AGUB.
(4) Liabilities taken into account in deter-

mining amount realized on subsequent dis-
position.

(d) Examples.
§ 1.338–7 Allocation of redetermined ADSP

and AGUB among target assets.
(a) Scope.
(b) Allocation of redetermined ADSP and

AGUB.
(c) Special rules for ADSP.
(1) Increases or decreases in deemed sale

tax consequences taxable notwithstanding
old target ceases to exist.

(2) Procedure for transactions in which sec-
tion 338(h)(10) is not elected.

(i) Deemed sale tax consequences included
in new target’s return.

(ii) Carryovers and carrybacks.
(A) Loss carryovers to new target taxable

years.
(B) Loss carrybacks to taxable years of old

target.
(C) Credit carryovers and carrybacks.
(3) Procedure for transactions in which sec-

tion 338(h)(10) is elected.
(d) Special rules for AGUB.
(1) Effect of disposition or depreciation of

acquisition date assets.
(2) Section 38 property.
(e) Examples.

§ 1.338–8 Asset and stock consistency.
(a) Introduction.
(1) Overview.
(2) General application.
(3) Extension of the general rules.
(4) Application where certain dividends are

paid.
(5) Application to foreign target affiliates.
(6) Stock consistency.
(b) Consistency for direct acquisitions.
(1) General rule.
(2) Section 338(h)(10) elections.
(c) Gain from disposition reflected in basis

of target stock.
(1) General rule.
(2) Gain not reflected if section 338 election

made for target.
(3) Gain reflected by reason of distribu-

tions.
(4) Controlled foreign corporations.
(5) Gain recognized outside the consoli-

dated group.
(d) Basis of acquired assets.
(1) Carryover basis rule.
(2) Exceptions to carryover basis rule for

certain assets.
(3) Exception to carryover basis rule for de

minimis assets.
(4) Mitigation rule.
(i) General rule.
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(ii) Time for transfer.
(e) Examples.
(1) In general.
(2) Direct acquisitions.
(f) Extension of consistency to indirect ac-

quisitions.
(1) Introduction.
(2) General rule.
(3) Basis of acquired assets.
(4) Examples.
(g) Extension of consistency if dividends

qualifying for 100 percent dividends received
deduction are paid.

(1) General rule for direct acquisitions
from target.

(2) Other direct acquisitions having same
effect.

(3) Indirect acquisitions.
(4) Examples.
(h) Consistency for target affiliates that

are controlled foreign corporations.
(1) In general.
(2) Income or gain resulting from asset dis-

positions.
(i) General rule.
(ii) Basis of controlled foreign corporation

stock.
(iii) Operating rule.
(iv) Increase in asset or stock basis.
(3) Stock issued by target affiliate that is

a controlled foreign corporation.
(4) Certain distributions.
(i) General rule.
(ii) Basis of controlled foreign corporation

stock.
(iii) Increase in asset or stock basis.
(5) Examples.
(i) [Reserved]
(j) Anti-avoidance rules.
(1) Extension of consistency period.
(2) Qualified stock purchase and 12-month

acquisition period.
(3) Acquisitions by conduits.
(i) Asset ownership.
(A) General rule.
(B) Application of carryover basis rule.
(ii) Stock acquisitions.
(A) Purchase by conduit.
(B) Purchase of conduit by corporation.
(C) Purchase of conduit by conduit.
(4) Conduit.
(5) Existence of arrangement.
(6) Predecessor and successor.
(i) Persons.
(ii) Assets.
(7) Examples.

§ 1.338–9 International aspects of section 338.
(a) Scope.
(b) Application of section 338 to foreign

targets.
(1) In general.
(2) Ownership of FT stock on the acquisi-

tion date.
(3) Carryover FT stock.
(i) Definition.
(ii) Carryover of earnings and profits.

(iii) Cap on carryover of earnings and prof-
its.

(iv) Post-acquisition date distribution of
old FT earnings and profits.

(v) Old FT earnings and profits unaffected
by post-acquisition date deficits.

(vi) Character of FT stock as carryover FT
stock eliminated upon disposition.

(4) Passive foreign investment company
stock.

(c) Dividend treatment under section
1248(e).

(d) Allocation of foreign taxes.
(e) Operation of section 338(h)(16). [Re-

served]
(f) Examples.

§ 1.338–10 Filing of returns.
(a) Returns including tax liability from

deemed asset sale.
(1) In general.
(2) Old target’s final taxable year other-

wise included in consolidated return of sell-
ing group.

(i) General rule.
(ii) Separate taxable year.
(iii) Carryover and carryback of tax at-

tributes.
(iv) Old target is a component member of

purchasing corporation’s controlled group.
(3) Old target is an S corporation.
(4) Combined deemed sale return.
(i) General rule.
(ii) Gain and loss offsets.
(iii) Procedure for filing a combined re-

turn.
(iv) Consequences of filing a combined re-

turn.
(5) Deemed sale excluded from purchasing

corporation’s consolidated return.
(6) Due date for old target’s final return.
(i) General rule.
(ii) Application of § 1.1502–76(c).
(A) In general.
(B) Deemed extension.
(C) Erroneous filing of deemed sale return.
(D) Erroneous filing of return for regular

tax year.
(E) Last date for payment of tax.
(7) Examples.
(b) Waiver.
(1) Certain additions to tax.
(2) Notification.
(3) Elections or other actions required to

be specified on a timely filed return.
(i) In general.
(ii) New target in purchasing corporation’s

consolidated return.
(4) Examples.

§ 1.338(h)(10)–1 Deemed asset sale and liq-
uidation.
(a) Scope.
(b) Definitions.
(1) Consolidated target.
(2) Selling consolidated group.
(3) Selling affiliate; affiliated target.
(4) S corporation target.
(5) S corporation shareholders.
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(6) Liquidation.
(c) Section 338(h)(10) election.
(1) In general.
(2) Simultaneous joint election require-

ment.
(3) Irrevocability.
(4) Effect of invalid election.
(d) Certain consequences of section

338(h)(10) election.
(1) P.
(2) New T.
(3) Old T—deemed sale.
(i) In general.
(ii) Tiered targets.
(4) Old T and selling consolidated group,

selling affiliate, or S corporation share-
holders—deemed liquidation; tax character-
ization.

(i) In general.
(ii) Tiered targets.
(5) Selling consolidated group, selling affil-

iate, or S corporation shareholders.
(i) In general.
(ii) Basis and holding period of T stock not

acquired.
(iii) T stock sale.
(6) Nonselling minority shareholders other

than nonselling S corporation shareholders.
(i) In general.
(ii) T stock sale.
(iii) T stock not acquired.
(7) Consolidated return of selling consoli-

dated group.
(8) Availability of the section 453 install-

ment method.
(i) In deemed asset sale.
(ii) In deemed liquidation.
(9) Treatment consistent with an actual

asset sale.
(e) Examples.
(f) Inapplicability of provisions.
(g) Required information.

§ 1.338(i)–1 Effective dates.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.338–1 General principles; status of
old target and new target.

(a) In general—(1) Deemed transaction.
Elections are available under section
338 when a purchasing corporation ac-
quires the stock of another corporation
(the target) in a qualified stock pur-
chase. One type of election, under sec-
tion 338(g), is available to the pur-
chasing corporation. Another type of
election, under section 338(h)(10), is, in
more limited circumstances, available
jointly to the purchasing corporation
and the sellers of the stock. (Rules con-
cerning eligibility for these elections
are contained in §§ 1.338–2, 1.338–3, and
1.338(h)(10)–1.) Although target is a sin-
gle corporation under corporate law, if
a section 338 election is made, then two

separate corporations, old target and
new target, generally are considered to
exist for purposes of subtitle A of the
Internal Revenue Code. Old target is
treated as transferring all of its assets
to an unrelated person in exchange for
consideration that includes the dis-
charge of its liabilities (see § 1.1001–
2(a)), and new target is treated as ac-
quiring all of its assets from an unre-
lated person in exchange for consider-
ation that includes the assumption of
those liabilities. (Such transaction is,
without regard to its characterization
for Federal income tax purposes, re-
ferred to as the deemed asset sale and
the income tax consequences thereof as
the deemed sale tax consequences.) If a
section 338(h)(10) election is made, old
target is deemed to liquidate following
the deemed asset sale.

(2) Application of other rules of law.
Other rules of law apply to determine
the tax consequences to the parties as
if they had actually engaged in the
transactions deemed to occur under
section 338 and the regulations there-
under except to the extent otherwise
provided in those regulations. See also
§ 1.338–6(c)(2). Other rules of law may
characterize the transaction as some-
thing other than or in addition to a
sale and purchase of assets; however,
the transaction between old and new
target must be a taxable transaction.
For example, if target is an insurance
company for which a section 338 elec-
tion is made, the deemed asset sale
would be characterized and taxed as an
assumption-reinsurance transaction
under applicable Federal income tax
law. See § 1.817–4(d).

(3) Overview. Definitions and special
nomenclature and rules for making the
section 338 election are provided in
§ 1.338–2. Qualification for the section
338 election is addressed in § 1.338–3.
The amount for which old target is
treated as selling all of its assets (the
aggregate deemed sale price, or ADSP)
is addressed in § 1.338–4. The amount for
which new target is deemed to have
purchased all its assets (the adjusted
grossed-up basis, or AGUB) is addressed
in § 1.338–5. Section 1.338–6 addresses al-
location both of ADSP among the as-
sets old target is deemed to have sold
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and of AGUB among the assets new tar-
get is deemed to have purchased. Sec-
tion 1.338–7 addresses allocation of
ADSP or AGUB when those amounts
subsequently change. Asset and stock
consistency are addressed in § 1.338–8.
International aspects of section 338 are
covered in § 1.338–9. Rules for the filing
of returns are provided in § 1.338–10. Eli-
gibility for and treatment of section
338(h)(10) elections is addressed in
§ 1.338(h)(10)–1.

(b) Treatment of target under other pro-
visions of the Internal Revenue Code—(1)
General rule for subtitle A. Except as
provided in this section, new target is
treated as a new corporation that is
unrelated to old target for purposes of
subtitle A of the Internal Revenue
Code. Thus—

(i) New target is not considered re-
lated to old target for purposes of sec-
tion 168 and may make new elections
under section 168 without taking into
account the elections made by old tar-
get; and

(ii) New target may adopt, without
obtaining prior approval from the Com-
missioner, any taxable year that meets
the requirements of section 441 and any
method of accounting that meets the
requirements of section 446. Notwith-
standing § 1.441–1T(b)(2), a new target
may adopt a taxable year on or before
the last day for making the election
under section 338 by filing its first re-
turn for the desired taxable year on or
before that date.

(2) Exceptions for subtitle A. New tar-
get and old target are treated as the
same corporation for purposes of—

(i) The rules applicable to employee
benefit plans (including those plans de-
scribed in sections 79, 104, 105, 106, 125,
127, 129, 132, 137, and 220), qualified pen-
sion, profit-sharing, stock bonus and
annuity plans (sections 401(a) and
403(a)), simplified employee pensions
(section 408(k)), tax qualified stock op-
tion plans (sections 422 and 423), wel-
fare benefit funds (sections 419, 419A,
512(a)(3), and 4976), and voluntary em-
ployee benefit associations (section
501(c)(9) and the regulations there-
under);

(ii) Sections 1311 through 1314 (relat-
ing to the mitigation of the effect of
limitations), if a section 338(h)(10) elec-
tion is not made for target;

(iii) Section 108(e)(5) (relating to the
reduction of purchase money debt);

(iv) Section 45A (relating to the In-
dian Employment Credit), section 51
(relating to the Work Opportunity
Credit), section 51A (relating to the
Welfare to Work Credit), and section
1396 (relating to the Empowerment
Zone Act);

(v) Sections 401(h) and 420 (relating
to medical benefits for retirees);

(vi) Section 414 (relating to defini-
tions and special rules); and

(vii) Any other provision designated
in the Internal Revenue Bulletin by the
Internal Revenue Service. See
§ 601.601(d)(2)(ii) of this chapter. See,
for example, § 1.1001–3(e)(4)(i)(F) pro-
viding that an election under section
338 does not result in the substitution
of a new obligor on target’s debt.

(3) General rule for other provisions of
the Internal Revenue Code. Except as
provided in the regulations under sec-
tion 338 or in the Internal Revenue Bul-
letin by the Internal Revenue Service
(see § 601.601(d)(2)(ii) of this chapter),
new target is treated as a continuation
of old target for purposes other than
subtitle A of the Internal Revenue
Code. For example—

(i) New target is liable for old tar-
get’s Federal income tax liabilities, in-
cluding the tax liability for the deemed
sale tax consequences and those tax li-
abilities of the other members of any
consolidated group that included old
target that are attributable to taxable
years in which those corporations and
old target joined in the same consoli-
dated return (see § 1.1502–6(a));

(ii) Wages earned by the employees of
old target are considered wages earned
by such employees from new target for
purposes of sections 3101 and 3111 (Fed-
eral Insurance Contributions Act) and
section 3301 (Federal Unemployment
Tax Act); and

(iii) Old target and new target must
use the same employer identification
number.

(c) Anti-abuse rule—(1) In general. The
rules of this paragraph (c) apply for
purposes of applying the residual meth-
od as provided for under the regula-
tions under sections 338 and 1060. The
Commissioner is authorized to treat
any property (including cash) trans-
ferred by old target in connection with
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the transactions resulting in the appli-
cation of the residual method (and not
held by target at the close of the acqui-
sition date) as, nonetheless, property of
target at the close of the acquisition
date if the property so transferred is,
within 24 months after the deemed
asset sale, owned by new target, or is
owned, directly or indirectly, by a
member of the affiliated group of
which new target is a member and con-
tinues after the acquisition date to be
held or used primarily in connection
with one or more of the activities of
new target. In addition, the Commis-
sioner is authorized to treat any prop-
erty (including cash) transferred to old
target in connection with the trans-
actions resulting in the application of
the residual method (and held by tar-
get at the close of the acquisition date)
as, nonetheless, not being property of
target at the close of the acquisition
date if the property so transferred is,
within 24 months after the deemed
asset sale, not owned by new target but
owned, directly or indirectly, by a
member of the affiliated group of
which new target is a member, or
owned by new target but held or used
primarily in connection with an activ-
ity conducted, directly or indirectly,
by another member of the affiliated
group of which new target is a member
in combination with other property re-
tained by or acquired, directly or indi-
rectly, from the transferor of the prop-
erty (or a member of the same affili-
ated group) to old target. For purposes
of this paragraph (c)(1), an interest in
an entity is considered held or used in
connection with an activity if property
of the entity is so held or used. The au-
thority of the Commissioner under this
paragraph (c)(1) includes the making of
any appropriate correlative adjust-
ments (avoiding, to the extent possible,
the duplication or omission of any item
of income, gain, loss, deduction, or
basis).

(2) Examples. The following examples
illustrate this paragraph (c):

Example 1. Prior to a qualified stock pur-
chase under section 338, target transfers one
of its assets to a related party. The pur-
chasing corporation then purchases the tar-
get stock and also purchases the transferred
asset from the related party. After its pur-
chase of target, the purchasing corporation
and target are members of the same affili-

ated group. A section 338 election is made.
Under an arrangement with the purchaser,
the separately transferred asset is used pri-
marily in connection with target’s activities.
Applying the anti-abuse rule of this para-
graph (c), the Commissioner may consider
target to own the transferred asset for pur-
poses of applying the residual method under
section 338.

Example 2. T owns all the stock of T1. T1
leases intellectual property to T, which T
uses in connection with its own activities. P,
a purchasing corporation, wishes to buy the
T–T1 chain of corporations. P, in connection
with its planned purchase of the T stock,
contracts to consummate a purchase of all
the stock of T1 on March 1 and of all the
stock of T on March 2. Section 338 elections
are thereafter made for both T and T1. Im-
mediately after the purchases, P, T and T1
are members of the same affiliated group. T
continues to lease the intellectual property
from T1 and that is the primary use of the
intellectual property. Thus, an asset of T,
the T1 stock, was removed from T’s own as-
sets prior to the qualified stock purchase of
the T stock, T1’s own assets are used after
the deemed asset sale in connection with T’s
own activities, and the T1 stock is after the
deemed asset sale owned by P, a member of
the same affiliated group of which T is a
member. Applying the anti-abuse rule of this
paragraph (c), the Commissioner may, for
purposes of application of the residual meth-
od under section 338 both to T and to T1, con-
sider P to have bought only the stock of T,
with T at the time of the qualified stock pur-
chases of both T and T1 (the qualified stock
purchase of T1 being triggered by the deemed
sale under section 338 of T’s assets) owning
T1. The Commissioner accordingly would al-
locate consideration to T’s assets as though
the T1 stock were one of those assets, and
then allocate consideration within T1 based
on the amount allocated to the T1 stock at
the T level.

(d) Next day rule for post-closing trans-
actions. If a target corporation for
which an election under section 338 is
made engages in a transaction outside
the ordinary course of business on the
acquisition date after the event result-
ing in the qualified stock purchase of
the target or a higher tier corporation,
the target and all persons related
thereto (either before or after the
qualified stock purchase) under section
267(b) or section 707 must treat the
transaction for all Federal income tax
purposes as occurring at the beginning
of the day following the transaction
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and after the deemed purchase by new
target.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.338–2 Nomenclature and defini-
tions; mechanics of the section 338
election.

(a) Scope. This section prescribes
rules relating to elections under sec-
tion 338.

(b) Nomenclature. For purposes of the
regulations under section 338 (except as
otherwise provided):

(1) T is a domestic target corporation
that has only one class of stock out-
standing. Old T refers to T for periods
ending on or before the close of T’s ac-
quisition date; new T refers to T for
subsequent periods.

(2) P is the purchasing corporation.
(3) The P group is an affiliated group

of which P is a member.
(4) P1, P2, etc., are domestic corpora-

tions that are members of the P group.
(5) T1, T2, etc., are domestic corpora-

tions that are target affiliates of T.
These corporations (T1, T2, etc.) have
only one class of stock outstanding and
may also be targets.

(6) S is a domestic corporation (unre-
lated to P and B) that owns T prior to
the purchase of T by P. (S is referred to
in cases in which it is appropriate to
consider the effects of having all of the
outstanding stock of T owned by a do-
mestic corporation.)

(7) A, a U.S. citizen or resident, is an
individual (unrelated to P and B) who
owns T prior to the purchase of T by P.
(A is referred to in cases in which it is
appropriate to consider the effects of
having all of the outstanding stock of
T owned by an individual who is a U.S.
citizen or resident. Ownership of T by
A and ownership of T by S are mutu-
ally exclusive circumstances.)

(8) B, a U.S. citizen or resident, is an
individual (unrelated to T, S, and A)
who owns the stock of P.

(9) F, used as a prefix with the other
terms in this paragraph (b), connotes
foreign, rather than domestic, status.
For example, FT is a foreign corpora-
tion (as defined in section 7701(a)(5))
and FA is an individual other than a
U.S. citizen or resident.

(10) CFC, used as a prefix with the
other terms in this paragraph (b) refer-
ring to a corporation, connotes a con-

trolled foreign corporation (as defined
in section 957, taking into account sec-
tion 953(c)). A corporation identified
with the prefix F may be a controlled
foreign corporation. (The prefix CFC is
used when the corporation’s status as a
controlled foreign corporation is sig-
nificant.)

(c) Definitions. For purposes of the
regulations under section 338 (except as
otherwise provided):

(1) Acquisition date. The term acquisi-
tion date has the same meaning as in
section 338(h)(2).

(2) Acquisition date assets. Acquisition
date assets are the assets of the target
held at the beginning of the day after
the acquisition date (but see § 1.338–1(d)
(regarding certain transactions on the
acquisition date)).

(3) Affiliated group. The term affiliated
group has the same meaning as in sec-
tion 338(h)(5). Corporations are affili-
ated on any day they are members of
the same affiliated group.

(4) Common parent. The term common
parent has the same meaning as in sec-
tion 1504.

(5) Consistency period. The consistency
period is the period described in section
338(h)(4)(A) unless extended pursuant
to § 1.338–8(j)(1).

(6) Deemed asset sale. The deemed asset
sale is the transaction described in
§ 1.338–1(a)(1) that is deemed to occur
for purposes of subtitle A of the Inter-
nal Revenue Code if a section 338 elec-
tion is made.

(7) Deemed sale tax consequences.
Deemed sale tax consequences refers to,
in the aggregate, the Federal income
tax consequences (generally, the in-
come, gain, deduction, and loss) of the
deemed asset sale. Deemed sale tax
consequences also refers to the Federal
income tax consequences of the trans-
fer of a particular asset in the deemed
asset sale.

(8) Deemed sale return. The deemed sale
return is the return on which target’s
deemed sale tax consequences are re-
ported that does not include any other
items of target. Target files a deemed
sale return when a section 338 election
(but not a section 338(h)(10) election) is
filed for target and target is a member
of a selling group (defined in paragraph
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(c)(16) of this section) that files a con-
solidated return for the period that in-
cludes the acquisition date. See § 1.338–
10. If target is an S corporation for the
period that ends on the day before the
acquisition date and a section 338 elec-
tion (but not a section 338(h)(10) elec-
tion) is filed for target, see § 1.338–
10(a)(3).

(9) Domestic corporation. A domestic
corporation is a corporation—

(i) That is domestic within the mean-
ing of section 7701(a)(4) or that is treat-
ed as domestic for purposes of subtitle
A of the Internal Revenue Code (e.g., to
which an election under section 953(d)
or 1504(d) applies); and

(ii) That is not a DISC, a corporation
described in section 1248(e), or a cor-
poration to which an election under
section 936 applies.

(10) Old target’s final return. Old tar-
get’s final return is the income tax re-
turn of old target for the taxable year
ending at the close of the acquisition
date that includes the deemed sale tax
consequences. However, if a deemed
sale return is filed for old target, the
deemed sale return is considered old
target’s final return.

(11) Purchasing corporation. The term
purchasing corporation has the same
meaning as in section 338(d)(1). The
purchasing corporation may also be re-
ferred to as purchaser. Unless other-
wise provided, any reference to the pur-
chasing corporation is a reference to
all members of the affiliated group of
which the purchasing corporation is a
member. See sections 338(h)(5) and (8).
Also, unless otherwise provided, any
reference to the purchasing corpora-
tion is, with respect to a deemed pur-
chase of stock under section 338(a)(2), a
reference to new target with respect to
its own deemed purchase of stock in
another target.

(12) Qualified stock purchase. The term
qualified stock purchase has the same
meaning as in section 338(d)(3).

(13) Related persons. Two persons are
related if stock in a corporation owned
by one of the persons would be attrib-
uted under section 318(a) (other than
section 318(a)(4)) to the other.

(14) Section 338 election. A section 338
election is an election to apply section
338(a) to target. A section 338 election
is made by filing a statement of section

338 election pursuant to paragraph (d)
of this section. The form on which this
statement is filed is referred to in the
regulations under section 338 as the
Form 8023, ‘‘Elections Under Section
338 For Corporations Making Qualified
Stock Purchases.’’

(15) Section 338(h)(10) election. A sec-
tion 338(h)(10) election is an election to
apply section 338(h)(10) to target. A
section 338(h)(10) election is made by
making a joint election for target
under § 1.338(h)(10)–1 on Form 8023.

(16) Selling group. The selling group is
the affiliated group (as defined in sec-
tion 1504) eligible to file a consolidated
return that includes target for the tax-
able period in which the acquisition
date occurs. However, a selling group is
not an affiliated group of which target
is the common parent on the acquisi-
tion date.

(17) Target; old target; new target. Tar-
get is the target corporation as defined
in section 338(d)(2). Old target refers to
target for periods ending on or before
the close of target’s acquisition date.
New target refers to target for subse-
quent periods.

(18) Target affiliate. The term target
affiliate has the same meaning as in
section 338(h)(6) (applied without sec-
tion 338(h)(6)(B)(i)). Thus, a corporation
described in section 338(h)(6)(B)(i) is
considered a target affiliate for all pur-
poses of section 338. If a target affiliate
is acquired in a qualified stock pur-
chase, it is also a target.

(19) 12-month acquisition period. The
12-month acquisition period is the period
described in section 338(h)(1), unless ex-
tended pursuant to § 1.338–8(j)(2).

(d) Time and manner of making elec-
tion. The purchasing corporation
makes a section 338 election for target
by filing a statement of section 338
election on Form 8023 in accordance
with the instructions to the form. The
section 338 election must be made not
later than the 15th day of the 9th
month beginning after the month in
which the acquisition date occurs. A
section 338 election is irrevocable. See
§ 1.338(h)(10)–1(c)(2) for section 338(h)(10)
elections.

(e) Special rules for foreign corporations
or DISCs—(1) Elections by certain foreign
purchasing corporations—(i) General rule.
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A qualifying foreign purchasing cor-
poration is not required to file a state-
ment of section 338 election for a quali-
fying foreign target before the earlier
of 3 years after the acquisition date
and the 180th day after the close of the
purchasing corporation’s taxable year
within which a triggering event occurs.

(ii) Qualifying foreign purchasing cor-
poration. A purchasing corporation is a
qualifying foreign purchasing corporation
only if, during the acquisition period of
a qualifying foreign target, all the cor-
porations in the purchasing corpora-
tion’s affiliated group are foreign cor-
porations that are not subject to
United States tax.

(iii) Qualifying foreign target. A target
is a qualifying foreign target only if tar-
get and its target affiliates are foreign
corporations that, during target’s ac-
quisition period, are not subject to
United States tax (and will not become
subject to United States tax during
such period because of a section 338
election). A target affiliate is taken
into account for purposes of the pre-
ceding sentence only if, during target’s
12-month acquisition period, it is or be-
comes a member of the affiliated group
that includes the purchasing corpora-
tion.

(iv) Triggering event. A triggering event
occurs in the taxable year of the quali-
fying foreign purchasing corporation in
which either that corporation or any
corporation in its affiliated group be-
comes subject to United States tax.

(v) Subject to United States tax. For
purposes of this paragraph (e)(1), a for-
eign corporation is considered subject
to United States tax—

(A) For the taxable year for which
that corporation is required under
§ 1.6012–2(g) (other than § 1.6012–
2(g)(2)(i)(B)(2)) to file a United States
income tax return; or

(B) For the period during which that
corporation is a controlled foreign cor-
poration, a passive foreign investment
company for which an election under
section 1295 is in effect, a foreign in-
vestment company, or a foreign cor-
poration the stock ownership of which
is described in section 552(a)(2).

(2) Acquisition period. For purposes of
this paragraph (e), the term acquisition
period means the period beginning on
the first day of the 12-month acquisi-

tion period and ending on the acquisi-
tion date.

(3) Statement of section 338 election may
be filed by United States shareholders in
certain cases. The United States share-
holders (as defined in section 951(b)) of
a foreign purchasing corporation that
is a controlled foreign corporation (as
defined in section 957 (taking into ac-
count section 953(c))) may file a state-
ment of section 338 election on behalf
of the purchasing corporation if the
purchasing corporation is not required
under § 1.6012–2(g) (other than § 1.6012–
2(g)(2)(i)(B)(2)) to file a United States
income tax return for its taxable year
that includes the acquisition date.
Form 8023 must be filed as described in
the form and its instructions and also
must be attached to the Form 5471,
‘‘Information Returns Of U.S. Persons
With Respect To Certain Foreign Cor-
porations,’’ filed with respect to the
purchasing corporation by each United
States shareholder for the purchasing
corporation’s taxable year that in-
cludes the acquisition date (or, if para-
graph (e)(1)(i) of this section applies to
the election, for the purchasing cor-
poration’s taxable year within which it
becomes a controlled foreign corpora-
tion). The provisions of § 1.964–1(c) (in-
cluding § 1.964–1(c)(7)) do not apply to
an election made by the United States
shareholders.

(4) Notice requirement for U.S. persons
holding stock in foreign target—(i) Gen-
eral rule. If a target subject to a section
338 election was a controlled foreign
corporation, a passive foreign invest-
ment company, or a foreign personal
holding company at any time during
the portion of its taxable year that
ends on its acquisition date, the pur-
chasing corporation must deliver writ-
ten notice of the election (and a copy
of Form 8023, its attachments and in-
structions) to—

(A) Each U.S. person (other than a
member of the affiliated group of
which the purchasing corporation is a
member (the purchasing group mem-
ber)) that, on the acquisition date of
the foreign target, holds stock in the
foreign target; and

(B) Each U.S. person (other than a
purchasing group member) that sells
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stock in the foreign target to a pur-
chasing group member during the for-
eign target’s 12-month acquisition pe-
riod.

(ii) Limitation. The notice require-
ment of this paragraph (e)(4) applies
only where the section 338 election for
the foreign target affects income, gain,
loss, deduction, or credit of the U.S.
person described in paragraph (e)(4)(i)
of this section under section 551, 951,
1248, or 1293.

(iii) Form of notice. The notice to U.S.
persons must be identified prominently
as a notice of section 338 election and
must—

(A) Contain the name, address, and
employer identification number (if
any) of, and the country (and, if rel-
evant, the lesser political subdivision)
under the laws of which are organized
the purchasing corporation and the rel-
evant target (i.e., the target the stock
of which the particular U.S. person
held or sold under the circumstances
described in paragraph (e)(4)(i) of this
section);

(B) Identify those corporations as the
purchasing corporation and the foreign
target, respectively; and

(C) Contain the following declaration
(or a substantially similar declara-
tion):

THIS DOCUMENT SERVES AS NOTICE
OF AN ELECTION UNDER SECTION 338
FOR THE ABOVE CITED FOREIGN TAR-
GET THE STOCK OF WHICH YOU EITHER
HELD OR SOLD UNDER THE CIR-
CUMSTANCES DESCRIBED IN TREASURY
REGULATIONS SECTION 1.338–2(e)(4). FOR
POSSIBLE UNITED STATES FEDERAL IN-
COME TAX CONSEQUENCES UNDER SEC-
TION 551, 951, 1248, OR 1293 OF THE INTER-
NAL REVENUE CODE OF 1986 THAT MAY
APPLY TO YOU, SEE TREASURY REGU-
LATIONS SECTION 1.338–9(b). YOU MAY BE
REQUIRED TO ATTACH THE INFORMA-
TION ATTACHED TO THIS NOTICE TO
CERTAIN RETURNS.

(iv) Timing of notice. The notice re-
quired by this paragraph (e)(4) must be
delivered to the U.S. person on or be-
fore the later of the 120th day after the
acquisition date of the particular tar-
get or the day on which Form 8023 is
filed. The notice is considered delivered
on the date it is mailed to the proper
address (or an address similar enough
to complete delivery), unless the date
it is mailed cannot be reasonably de-

termined. The date of mailing will be
determined under the rules of section
7502. For example, the date of mailing
is the date of U.S. postmark or the ap-
plicable date recorded or marked by a
designated delivery service.

(v) Consequence of failure to comply. A
statement of section 338 election is not
valid if timely notice is not given to
one or more U.S. persons described in
this paragraph (e)(4). If the form of no-
tice fails to comply with all require-
ments of this paragraph (e)(4), the sec-
tion 338 election is valid, but the waiv-
er rule of § 1.338–10(b)(1) does not apply.

(vi) Good faith effort to comply. The
purchasing corporation will be consid-
ered to have complied with this para-
graph (e)(4), even though it failed to
provide notice or provide timely notice
to each person described in this para-
graph (e)(4), if the Commissioner deter-
mines that the purchasing corporation
made a good faith effort to identify and
provide timely notice to those U.S. per-
sons.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.338–3 Qualification for the section
338 election.

(a) Scope. This section provides rules
on whether certain acquisitions of
stock are qualified stock purchases and
on other miscellaneous issues under
section 338.

(b) Rules relating to qualified stock pur-
chases—(1) Purchasing corporation re-
quirement. An individual cannot make a
qualified stock purchase of target. Sec-
tion 338(d)(3) requires, as a condition of
a qualified stock purchase, that a cor-
poration purchase the stock of target.
If an individual forms a corporation
(new P) to acquire target stock, new P
can make a qualified stock purchase of
target if new P is considered for tax
purposes to purchase the target stock.
Facts that may indicate that new P
does not purchase the target stock in-
clude new P’s merging downstream
into target, liquidating, or otherwise
disposing of the target stock following
the purported qualified stock purchase.

(2) Purchase. The term purchase has
the same meaning as in section
338(h)(3). Stock in a target (or target
affiliate) may be considered purchased
if, under general principles of tax law,
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the purchasing corporation is consid-
ered to own stock of the target (or tar-
get affiliate) meeting the requirements
of section 1504(a)(2), notwithstanding
that no amount may be paid for (or al-
located to) the stock.

(3) Acquisitions of stock from related
corporations—(i) In general. Stock ac-
quired by a purchasing corporation
from a related corporation (R) is gen-
erally not considered acquired by pur-
chase. See section 338(h)(3)(A)(iii).

(ii) Time for testing relationship. For
purposes of section 338(h)(3)(A)(iii), a
purchasing corporation is treated as re-
lated to another person if the relation-
ship specified in section 338(h)(3)(A)(iii)
exists—

(A) In the case of a single trans-
action, immediately after the purchase
of target stock;

(B) In the case of a series of acquisi-
tions otherwise constituting a qualified
stock purchase within the meaning of
section 338(d)(3), immediately after the
last acquisition in such series; and

(C) In the case of a series of trans-
actions effected pursuant to an inte-
grated plan to dispose of target stock,
immediately after the last transaction
in such series.

(iii) Cases where section 338(h)(3)(C)
applies—acquisitions treated as pur-
chases. If section 338(h)(3)(C) applies
and the purchasing corporation is
treated as acquiring stock by purchase
from R, solely for purposes of deter-
mining when the stock is considered
acquired, target stock acquired from R
is considered to have been acquired by
the purchasing corporation on the day
on which the purchasing corporation is
first considered to own that stock
under section 318(a) (other than section
318(a)(4)).

(iv) Examples. The following examples
illustrate this paragraph (b)(3):

Example 1. (i) S is the parent of a group of
corporations that are engaged in various
businesses. Prior to January 1, Year 1, S de-
cided to discontinue its involvement in one
line of business. To accomplish this, S forms
a new corporation, Newco, with a nominal
amount of cash. Shortly thereafter, on Janu-
ary 1, Year 1, S transfers all the stock of the
subsidiary conducting the unwanted business
(T) to Newco in exchange for 100 shares of
Newco common stock and a Newco promis-
sory note. Prior to January 1, Year 1, S and
Underwriter (U) had entered into a binding

agreement pursuant to which U would pur-
chase 60 shares of Newco common stock from
S and then sell those shares in an Initial
Public Offering (IPO). On January 6, Year 1,
the IPO closes.

(ii) Newco’s acquisition of T stock is one of
a series of transactions undertaken pursuant
to one integrated plan. The series of trans-
actions ends with the closing of the IPO and
the transfer of all the shares of stock in ac-
cordance with the agreements. Immediately
after the last transaction effected pursuant
to the plan, S owns 40 percent of Newco,
which does not give rise to a relationship de-
scribed in section 338(h)(3)(A)(iii). See § 1.338–
3(b)(3)(ii)(C). Accordingly, S and Newco are
not related for purposes of section
338(h)(3)(A)(iii).

(iii) Further, because Newco’s basis in the
T stock is not determined by reference to S’s
basis in the T stock and because the trans-
action is not an exchange to which section
351, 354, 355, or 356 applies, Newco’s acquisi-
tion of the T stock is a purchase within the
meaning of section 338(h)(3).

Example 2. (i) On January 1 of Year 1, P
purchases 75 percent in value of the R stock.
On that date, R owns 4 of the 100 shares of T
stock. On June 1 of Year 1, R acquires an ad-
ditional 16 shares of T stock. On December 1
of Year 1, P purchases 70 shares of T stock
from an unrelated person and 12 of the 20
shares of T stock held by R.

(ii) Of the 12 shares of T stock purchased
by P from R on December 1 of Year 1, 3 of
those shares are deemed to have been ac-
quired by P on January 1 of Year 1, the date
on which 3 of the 4 shares of T stock held by
R on that date were first considered owned
by P under section 318(a)(2)(C) (i.e., 4 × .75).
The remaining 9 shares of T stock purchased
by P from R on December 1 of Year 1 are
deemed to have been acquired by P on June
1 of Year 1, the date on which an additional
12 of the 20 shares of T stock owned by R on
that date were first considered owned by P
under section 318(a)(2)(C) (i.e., (20 × .75)¥3).
Because stock acquisitions by P sufficient
for a qualified stock purchase of T occur
within a 12-month period (i.e., 3 shares con-
structively on January 1 of Year 1, 9 shares
constructively on June 1 of Year 1, and 70
shares actually on December 1 of Year 1), a
qualified stock purchase is made on Decem-
ber 1 of Year 1.

Example 3. (i) On February 1 of Year 1, P
acquires 25 percent in value of the R stock
from B (the sole shareholder of P). That R
stock is not acquired by purchase. See sec-
tion 338(h)(3)(A)(iii). On that date, R owns 4
of the 100 shares of T stock. On June 1 of
Year 1, P purchases an additional 25 percent
in value of the R stock, and on January 1 of
Year 2, P purchases another 25 percent in
value of the R stock. On June 1 of Year 2, R
acquires an additional 16 shares of the T
stock. On December 1 of Year 2, P purchases
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68 shares of the T stock from an unrelated
person and 12 of the 20 shares of the T stock
held by R.

(ii) Of the 12 shares of the T stock pur-
chased by P from R on December 1 of Year 2,
2 of those shares are deemed to have been ac-
quired by P on June 1 of Year 1, the date on
which 2 of the 4 shares of the T stock held by
R on that date were first considered owned
by P under section 318(a)(2)(C) (i.e., 4 × .5).
For purposes of this attribution, the R stock
need not be acquired by P by purchase. See
section 338(h)(1). (By contrast, the acquisi-
tion of the T stock by P from R does not
qualify as a purchase unless P has acquired
at least 50 percent in value of the R stock by
purchase. Section 338(h)(3)(C)(i).) Of the re-
maining 10 shares of the T stock purchased
by P from R on December 1 of Year 2, 1 of
those shares is deemed to have been acquired
by P on January 1 of Year 2, the date on
which an additional 1 share of the 4 shares of
the T stock held by R on that date was first
considered owned by P under section
318(a)(2)(C) (i.e., (4 × .75)¥2). The remaining 9
shares of the T stock purchased by P from R
on December 1 of Year 2, are deemed to have
been acquired by P on June 1 of Year 2, the
date on which an additional 12 shares of the
T stock held by R on that date were first
considered owned by P under section
318(a)(2)(C) (i.e., (20 × .75)¥3). Because a
qualified stock purchase of T by P is made
on December 1 of Year 2 only if all 12 shares
of the T stock purchased by P from R on that
date are considered acquired during a 12-
month period ending on that date (so that, in
conjunction with the 68 shares of the T stock
P purchased on that date from the unrelated
person, 80 of T’s 100 shares are acquired by P
during a 12-month period) and because 2 of
those 12 shares are considered to have been
acquired by P more than 12 months before
December 1 of Year 2 (i.e., on June 1 of Year
1), a qualified stock purchase is not made.
(Under § 1.338–8(j)(2), for purposes of applying
the consistency rules, P is treated as making
a qualified stock purchase of T if, pursuant
to an arrangement, P purchases T stock sat-
isfying the requirements of section 1504(a)(2)
over a period of more than 12 months.)

Example 4. Assume the same facts as in Ex-
ample 3, except that on February 1 of Year 1,
P acquires 25 percent in value of the R stock
by purchase. The result is the same as in Ex-
ample 3.

(4) Acquisition date for tiered targets—
(i) Stock sold in deemed asset sale. If an
election under section 338 is made for
target, old target is deemed to sell tar-
get’s assets and new target is deemed
to acquire those assets. Under section
338(h)(3)(B), new target’s deemed pur-
chase of stock of another corporation
is a purchase for purposes of section

338(d)(3) on the acquisition date of tar-
get. If new target’s deemed purchase
causes a qualified stock purchase of the
other corporation and if a section 338
election is made for the other corpora-
tion, the acquisition date for the other
corporation is the same as the acquisi-
tion date of target. However, the
deemed sale and purchase of the other
corporation’s assets is considered to
take place after the deemed sale and
purchase of target’s assets.

(ii) Example. The following example
illustrates this paragraph (b)(4):

Example. A owns all of the T stock. T owns
50 of the 100 shares of X stock. The other 50
shares of X stock are owned by corporation
Y, which is unrelated to A, T, or P. On Janu-
ary 1 of Year 1, P makes a qualified stock
purchase of T from A and makes a section
338 election for T. On December 1 of Year 1,
P purchases the 50 shares of X stock held by
Y. A qualified stock purchase of X is made
on December 1 of Year 1, because the deemed
purchase of 50 shares of X stock by new T be-
cause of the section 338 election for T and
the actual purchase of 50 shares of X stock
by P are treated as purchases made by one
corporation. Section 338(h)(8). For purposes
of determining whether those purchases
occur within a 12-month acquisition period
as required by section 338(d)(3), T is deemed
to purchase its X stock on T’s acquisition
date, i.e., January 1 of Year 1.

(5) Effect of redemptions—(i) General
rule. Except as provided in this para-
graph (b)(5), a qualified stock purchase
is made on the first day on which the
percentage ownership requirements of
section 338(d)(3) are satisfied by ref-
erence to target stock that is both—

(A) Held on that day by the pur-
chasing corporation; and

(B) Purchased by the purchasing cor-
poration during the 12-month period
ending on that day.

(ii) Redemptions from persons unrelated
to the purchasing corporation. Target
stock redemptions from persons unre-
lated to the purchasing corporation
that occur during the 12-month acqui-
sition period are taken into account as
reductions in target’s outstanding
stock for purposes of determining
whether target stock purchased by the
purchasing corporation in the 12-month
acquisition period satisfies the per-
centage ownership requirements of sec-
tion 338(d)(3).
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(iii) Redemptions from the purchasing
corporation or related persons during 12-
month acquisition period—(A) General
rule. For purposes of the percentage
ownership requirements of section
338(d)(3), a redemption of target stock
during the 12-month acquisition period
from the purchasing corporation or
from any person related to the pur-
chasing corporation is not taken into
account as a reduction in target’s out-
standing stock.

(B) Exception for certain redemptions
from related corporations. A redemption
of target stock during the 12-month ac-
quisition period from a corporation re-
lated to the purchasing corporation is
taken into account as a reduction in
target’s outstanding stock to the ex-
tent that the redeemed stock would
have been considered purchased by the
purchasing corporation (because of sec-
tion 338(h)(3)(C)) during the 12-month
acquisition period if the redeemed
stock had been acquired by the pur-
chasing corporation from the related
corporation on the day of the redemp-
tion. See paragraph (b)(3) of this sec-
tion.

(iv) Examples. The following examples
illustrate this paragraph (b)(5):

Example 1. QSP on stock purchase date; re-
demption from unrelated person during 12-
month period. A owns all 100 shares of T
stock. On January 1 of Year 1, P purchases 40
shares of the T stock from A. On July 1 of
Year 1, T redeems 25 shares from A. On De-
cember 1 of Year 1, P purchases 20 shares of
the T stock from A. P makes a qualified
stock purchase of T on December 1 of Year 1,
because the 60 shares of T stock purchased
by P within the 12-month period ending on
that date satisfy the 80-percent ownership
requirements of section 338(d)(3) (i.e., 60/75
shares), determined by taking into account
the redemption of 25 shares.

Example 2. QSP on stock redemption date; re-
demption from unrelated person during 12-
month period. The facts are the same as in
Example 1, except that P purchases 60 shares
of T stock on January 1 of Year 1 and none
on December 1 of Year 1. P makes a qualified
stock purchase of T on July 1 of Year 1, be-
cause that is the first day on which the T
stock purchased by P within the preceding
12-month period satisfies the 80-percent own-
ership requirements of section 338(d)(3) (i.e.,
60/75 shares), determined by taking into ac-
count the redemption of 25 shares.

Example 3. Redemption from purchasing cor-
poration not taken into account. On December
15 of Year 1, T redeems 30 percent of its

stock from P. The redeemed stock was held
by P for several years and constituted P’s
total interest in T. On December 1 of Year 2,
P purchases the remaining T stock from A. P
does not make a qualified stock purchase of
T on December 1 of Year 2. For purposes of
the 80-percent ownership requirements of
section 338(d)(3), the redemption of P’s T
stock on December 15 of Year 1 is not taken
into account as a reduction in T’s out-
standing stock.

Example 4. Redemption from related person
taken into account. On January 1 of Year 1, P
purchases 60 of the 100 shares of X stock. On
that date, X owns 40 of the 100 shares of T
stock. On April 1 of Year 1, T redeems X’s T
stock and P purchases the remaining 60
shares of T stock from an unrelated person.
For purposes of the 80-percent ownership re-
quirements of section 338(d)(3), the redemp-
tion of the T stock from X (a person related
to P) is taken into account as a reduction in
T’s outstanding stock. If P had purchased
the 40 redeemed shares from X on April 1 of
Year 1, all 40 of the shares would have been
considered purchased (because of section
338(h)(3)(C)(i)) during the 12-month period
ending on April 1 of Year 1 (24 of the 40
shares would have been considered purchased
by P on January 1 of Year 1 and the remain-
ing 16 shares would have been considered
purchased by P on April 1 of Year 1). See
paragraph (b)(3) of this section. Accordingly,
P makes a qualified stock purchase of T on
April 1 of Year 1, because the 60 shares of T
stock purchased by P on that date satisfy
the 80-percent ownership requirements of
section 338(d)(3) (i.e., 60/60 shares), deter-
mined by taking into account the redemp-
tion of 40 shares.

(c) Effect of post-acquisition events on
eligibility for section 338 election—(1)
Post-acquisition elimination of target. (i)
The purchasing corporation may make
an election under section 338 for target
even though target is liquidated on or
after the acquisition date. If target
liquidates on the acquisition date, the
liquidation is considered to occur on
the following day and immediately
after new target’s deemed purchase of
assets. The purchasing corporation
may also make an election under sec-
tion 338 for target even though target
is merged into another corporation, or
otherwise disposed of by the pur-
chasing corporation provided that,
under the facts and circumstances, the
purchasing corporation is considered
for tax purposes as the purchaser of the
target stock.

(ii) The following examples illustrate
this paragraph (c)(1):
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Example 1. On January 1 of Year 1, P pur-
chases 100 percent of the outstanding com-
mon stock of T. On June 1 of Year 1, P sells
the T stock to an unrelated person. Assum-
ing that P is considered for tax purposes as
the purchaser of the T stock, P remains eli-
gible, after June 1 of Year 1, to make a sec-
tion 338 election for T that results in a
deemed asset sale of T’s assets on January 1
of Year 1.

Example 2. On January 1 of Year 1, P makes
a qualified stock purchase of T. On that date,
T owns the stock of T1. On March 1 of Year
1, T sells the T1 stock to an unrelated per-
son. On April 1 of Year 1, P makes a section
338 election for T. Notwithstanding that the
T1 stock was sold on March 1 of Year 1, the
section 338 election for T on April 1 of Year
1 results in a qualified stock purchase by T
of T1 on January 1 of Year 1. See paragraph
(b)(4)(i) of this section.

(2) Post-acquisition elimination of the
purchasing corporation. An election
under section 338 may be made for tar-
get after the acquisition of assets of
the purchasing corporation by another
corporation in a transaction described
in section 381(a), provided that the pur-
chasing corporation is considered for
tax purposes as the purchaser of the
target stock. The acquiring corpora-
tion in the section 381(a) transaction
may make an election under section
338 for target.

(d) Consequences of post-acquisition
elimination of target where section 338
election not made—(1) Scope. The rules
of this paragraph (d) apply to the
transfer of target assets to the pur-
chasing corporation (or another mem-
ber of the same affiliated group as the
purchasing corporation) (the trans-
feree) following a qualified stock pur-
chase of target stock, if the purchasing
corporation does not make a section
338 election for target. Notwith-
standing the rules of this paragraph
(d), section 354(a) (and so much of sec-
tion 356 as relates to section 354) can-
not apply to any person other than the
purchasing corporation or another
member of the same affiliated group as
the purchasing corporation unless the
transfer of target assets is pursuant to
a reorganization as determined without
regard to this paragraph (d).

(2) Continuity of interest. By virtue of
section 338, in determining whether the
continuity of interest requirement of
§ 1.368–1(b) is satisfied on the transfer of
assets from target to the transferee,

the purchasing corporation’s target
stock acquired in the qualified stock
purchase represents an interest on the
part of a person who was an owner of
the target’s business enterprise prior
to the transfer that can be continued
in a reorganization.

(3) Control requirement. By virtue of
section 338, the acquisition of target
stock in the qualified stock purchase
will not prevent the purchasing cor-
poration from qualifying as a share-
holder of the target transferor for the
purpose of determining whether, imme-
diately after the transfer of target as-
sets, a shareholder of the transferor is
in control of the corporation to which
the assets are transferred within the
meaning of section 368(a)(1)(D).

(4) Solely for voting stock requirement.
By virtue of section 338, the acquisition
of target stock in the qualified stock
purchase for consideration other than
voting stock will not prevent the sub-
sequent transfer of target assets from
satisfying the solely for voting stock
requirement for purposes of deter-
mining if the transfer of target assets
qualifies as a reorganization under sec-
tion 368(a)(1)(C).

(5) Example. The following example il-
lustrates this paragraph (d):

Example. (i) Facts. P, T, and X are domestic
corporations. T and X each operate a trade
or business. A and K, individuals unrelated
to P, own 85 and 15 percent, respectively, of
the stock of T. P owns all of the stock of X.
The total adjusted basis of T’s property ex-
ceeds the sum of T’s liabilities plus the
amount of liabilities to which T’s property is
subject. P purchases all of A’s T stock for
cash in a qualified stock purchase. P does
not make an election under section 338(g)
with respect to its acquisition of T stock.
Shortly after the acquisition date, and as
part of the same plan, T merges under appli-
cable state law into X in a transaction that,
but for the question of continuity of inter-
est, satisfies all the requirements of section
368(a)(1)(A). In the merger, all of T’s assets
are transferred to X. P and K receive X stock
in exchange for their T stock. P intends to
retain the stock of X indefinitely.

(ii) Status of transfer as a reorganization. By
virtue of section 338, for the purpose of deter-
mining whether the continuity of interest
requirement of § 1.368–1(b) is satisfied, P’s T
stock acquired in the qualified stock pur-
chase represents an interest on the part of a
person who was an owner of T’s business en-
terprise prior to the transfer that can be
continued in a reorganization through P’s
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continuing ownership of X. Thus, the con-
tinuity of interest requirement is satisfied
and the merger of T into X is a reorganiza-
tion within the meaning of section
368(a)(1)(A). Moreover, by virtue of section
338, the requirement of section 368(a)(1)(D)
that a target shareholder control the trans-
feree immediately after the transfer is satis-
fied because P controls X immediately after
the transfer. In addition, all of T’s assets are
transferred to X in the merger and P and K
receive the X stock exchanged therefor in
pursuance of the plan of reorganization.
Thus, the merger of T into X is also a reorga-
nization within the meaning of section
368(a)(1)(D).

(iii) Treatment of T and X. Under section
361(a), T recognizes no gain or loss in the
merger. Under section 362(b), X’s basis in the
assets received in the merger is the same as
the basis of the assets in T’s hands. X suc-
ceeds to and takes into account the items of
T as provided in section 381.

(iv) Treatment of P. By virtue of section 338,
the transfer of T assets to X is a reorganiza-
tion. Pursuant to that reorganization, P ex-
changes its T stock solely for stock of X, a
party to the reorganization. Because P is the
purchasing corporation, section 354 applies
to P’s exchange of T stock for X stock in the
merger of T into X. Thus, P recognizes no
gain or loss on the exchange. Under section
358, P’s basis in the X stock received in the
exchange is the same as the basis of P’s T
stock exchanged therefor.

(v) Treatment of K. Because K is not the
purchasing corporation (or an affiliate there-
of), section 354 cannot apply to K’s exchange
of T stock for X stock in the merger of T
into X unless the transfer of T’s assets is
pursuant to a reorganization as determined
without regard to this paragraph (d). Under
general principles of tax law applicable to re-
organizations, the continuity of interest re-
quirement is not satisfied because P’s stock
purchase and the merger of T into X are pur-
suant to an integrated transaction in which
A, the owner of 85 percent of the stock of T,
received solely cash in exchange for A’s T
stock. See, e.g., § 1.368–1(e)(1)(i); Yoc Heating
v. Commissioner, 61 T.C. 168 (1973); Kass v.
Commissioner, 60 T.C. 218 (1973), aff’d, 491 F.2d
749 (3d Cir. 1974). Thus, the requisite con-
tinuity of interest under § 1.368–1(b) is lack-
ing and section 354 does not apply to K’s ex-
change of T stock for X stock. K recognizes
gain or loss, if any, pursuant to section
1001(c) with respect to its T stock.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001; 66 FR
17363, Mar. 30, 2001]

§ 1.338–4 Aggregate deemed sale price;
various aspects of taxation of the
deemed asset sale.

(a) Scope. This section provides rules
under section 338(a)(1) to determine the

aggregate deemed sale price (ADSP) for
target. ADSP is the amount for which
old target is deemed to have sold all of
its assets in the deemed asset sale.
ADSP is allocated among target’s as-
sets in accordance with § 1.338–6 to de-
termine the amount for which each
asset is deemed to have been sold.
When a subsequent increase or decrease
is required under general principles of
tax law with respect to an element of
ADSP, the redetermined ADSP is allo-
cated among target’s assets in accord-
ance with § 1.338–7. This § 1.338–4 also
provides rules regarding the recogni-
tion of gain or loss on the deemed sale
of target affiliate stock. Notwith-
standing section 338(h)(6)(B)(ii), stock
held by a target affiliate in a foreign
corporation or in a corporation that is
a DISC or that is described in section
1248(e) is not excluded from the oper-
ation of section 338.

(b) Determination of ADSP—(1) General
rule. ADSP is the sum of—

(i) The grossed-up amount realized on
the sale to the purchasing corporation
of the purchasing corporation’s re-
cently purchased target stock (as de-
fined in section 338(b)(6)(A)); and

(ii) The liabilities of old target.
(2) Time and amount of ADSP—(i)

Original determination. ADSP is ini-
tially determined at the beginning of
the day after the acquisition date of
target. General principles of tax law
apply in determining the timing and
amount of the elements of ADSP.

(ii) Redetermination of ADSP. ADSP is
redetermined at such time and in such
amount as an increase or decrease
would be required, under general prin-
ciples of tax law, for the elements of
ADSP. For example, ADSP is redeter-
mined because of an increase or de-
crease in the amount realized for re-
cently purchased stock or because li-
abilities not originally taken into ac-
count in determining ADSP are subse-
quently taken into account. Increases
or decreases with respect to the ele-
ments of ADSP result in the realloca-
tion of ADSP among target’s assets
under § 1.338–7.

(iii) Example. The following example
illustrates this paragraph (b)(2):

Example. In Year 1, T, a manufacturer, pur-
chases a customized delivery truck from X
with purchase money indebtedness having a
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stated principal amount of $100,000. P ac-
quires all of the stock of T in Year 3 for
$700,000 and makes a section 338 election for
T. Assume T has no liabilities other than its
purchase money indebtedness to X. In Year
4, when T is neither insolvent nor in a title
11 case, T and X agree to reduce the amount
of the purchase money indebtedness to
$80,000. Assume further that the reduction
would be a purchase price reduction under
section 108(e)(5). T and X’s agreement to re-
duce the amount of the purchase money in-
debtedness would not, under general prin-
ciples of tax law that would apply if the
deemed asset sale had actually occurred,
change the amount of liabilities of old target
taken into account in determining its
amount realized. Accordingly, ADSP is not
redetermined at the time of the reduction.
See § 1.338–5(b)(2)(iii) Example 1 for the effect
on AGUB.

(c) Grossed-up amount realized on the
sale to the purchasing corporation of the
purchasing corporation’s recently pur-
chased target stock—(1) Determination of
amount. The grossed-up amount real-
ized on the sale to the purchasing cor-
poration of the purchasing corpora-
tion’s recently purchased target stock
is an amount equal to—

(i) The amount realized on the sale to
the purchasing corporation of the pur-
chasing corporation’s recently pur-
chased target stock determined as if
the selling shareholder(s) were required
to use old target’s accounting methods
and characteristics and the installment
method were not available and deter-
mined without regard to the selling
costs taken into account under para-
graph (c)(1)(iii) of this section;

(ii) Divided by the percentage of tar-
get stock (by value, determined on the
acquisition date) attributable to that
recently purchased target stock;

(iii) Less the selling costs incurred by
the selling shareholders in connection
with the sale to the purchasing cor-
poration of the purchasing corpora-
tion’s recently purchased target stock
that reduce their amount realized on
the sale of the stock (e.g., brokerage
commissions and any similar costs to
sell the stock).

(2) Example. The following example il-
lustrates this paragraph (c):

Example. T has two classes of stock out-
standing, voting common stock and pre-
ferred stock described in section 1504(a)(4).
On March 1 of Year 1, P purchases 40 percent
of the outstanding T stock from S1 for $500,

20 percent of the outstanding T stock from
S2 for $225, and 20 percent of the outstanding
T stock from S3 for $275. On that date, the
fair market value of all the T voting com-
mon stock is $1,250 and the preferred stock
$750. S1, S2, and S3 incur $40, $35, and $25 re-
spectively of selling costs. S1 continues to
own the remaining 20 percent of the out-
standing T stock. The grossed-up amount re-
alized on the sale to P of P’s recently pur-
chased T stock is calculated as follows: The
total amount realized (without regard to
selling costs) is $1,000 (500 + 225 + 275). The
percentage of T stock by value on the acqui-
sition date attributable to the recently pur-
chased T stock is 50% (1,000/(1,250 + 750)). The
selling costs are $100 (40 + 35 + 25). The
grossed-up amount realized is $1,900 (1,000/.5
¥ 100).

(d) Liabilities of old target—(1) In gen-
eral. In general, the liabilities of old
target are measured as of the begin-
ning of the day after the acquisition
date. (But see § 1.338–1(d) (regarding
certain transactions on the acquisition
date).) In order to be taken into ac-
count in ADSP, a liability must be a li-
ability of target that is properly taken
into account in amount realized under
general principles of tax law that
would apply if old target had sold its
assets to an unrelated person for con-
sideration that included the discharge
of its liabilities. See § 1.1001–2(a). Such
liabilities may include liabilities for
the tax consequences resulting from
the deemed sale.

(2) Time and amount of liabilities. The
time for taking into account liabilities
of old target in determining ADSP and
the amount of the liabilities taken into
account is determined as if old target
had sold its assets to an unrelated per-
son for consideration that included the
discharge of the liabilities by the unre-
lated person. For example, if no
amount of a target liability is properly
taken into account in amount realized
as of the beginning of the day after the
acquisition date, the liability is not
initially taken into account in deter-
mining ADSP (although it may be
taken into account at some later date).

(e) Deemed sale tax consequences. Gain
or loss on each asset in the deemed sale
is computed by reference to the ADSP
allocated to that asset. ADSP is allo-
cated under the rules of § 1.338–6.
Though deemed sale tax consequences
may increase or decrease ADSP by cre-
ating or reducing a tax liability, the
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amount of the tax liability itself may
be a function of the size of the deemed
sale tax consequences. Thus, these de-
terminations may require trial and
error computations.

(f) Other rules apply in determining
ADSP. ADSP may not be applied in
such a way as to contravene other ap-
plicable rules. For example, a capital
loss cannot be applied to reduce ordi-
nary income in calculating the tax li-
ability on the deemed sale for purposes
of determining ADSP.

(g) Examples. The following examples
illustrate this section. For purposes of
the examples in this paragraph (g), un-
less otherwise stated, T is a calendar
year taxpayer that files separate re-
turns and that has no loss, tax credit,
or other carryovers to Year 1. Depre-
ciation for Year 1 is not taken into ac-
count. T has no liabilities other than
the Federal income tax liability result-
ing from the deemed asset sale, and the
T shareholders have no selling costs.
Assume that T’s tax rate for any ordi-
nary income or net capital gain result-
ing from the deemed sale of assets is 34
percent and that any capital loss is off-
set by capital gain. On July 1 of Year 1,
P purchases all of the stock of T and
makes a section 338 election for T. The
examples are as follows:

Example 1. One class. (i) On July 1 of Year
1, T’s only asset is an item of section 1245
property with an adjusted basis to T of
$50,400, a recomputed basis of $80,000, and a
fair market value of $100,000. P purchases all
of the T stock for $75,000, which also equals
the amount realized for the stock deter-
mined as if the selling shareholder(s) were
required to use old target’s accounting meth-
ods and characteristics.

(ii) ADSP is determined as follows (for pur-
poses of this section (g), G is the grossed-up
amount realized on the sale to P of P’s re-

cently purchased T stock, L is T’s liabilities
other than T’s tax liability for the deemed
sale tax consequences, TR is the applicable
tax rate, and B is the adjusted basis of the
asset deemed sold):

ADSP = G + L + TR × (ADSP¥B)
ADSP = ($75,000/1) + $0 + .34 × (ADSP ¥

$50,400)
ADSP = $75,000 + .34ADSP ¥ $17,136

.66ADSP = $57,864
ADSP = $87,672.72
(iii) Because ADSP for T ($87,672.72) does

not exceed the fair market value of T’s asset
($100,000), a Class V asset, T’s entire ADSP is
allocated to that asset. Thus, T’s deemed
sale results in $37,272.72 of taxable income
(consisting of $29,600 of ordinary income and
$7,672.72 of capital gain).

(iv) The facts are the same as in paragraph
(i) of this Example 1, except that on July 1 of
Year 1, P purchases only 80 of the 100 shares
of T stock for $60,000. The grossed-up amount
realized on the sale to P of P’s recently pur-
chased T stock (G) is $75,000 ($60,000/.8). Con-
sequently, ADSP and the deemed sale tax
consequences are the same as in paragraphs
(ii) and (iii) of this Example 1.

(v) The facts are the same as in paragraph
(i) of this Example 1, except that T also has
goodwill (a Class VII asset) with an ap-
praised value of $10,000. The results are the
same as in paragraphs (ii) and (iii) of this Ex-
ample 1. Because ADSP does not exceed the
fair market value of the Class V asset, no
amount is allocated to the Class VII asset
(goodwill).

Example 2. More than one class. (i) P pur-
chases all of the T stock for $140,000, which
also equals the amount realized for the stock
determined as if the selling shareholder(s)
were required to use old target’s accounting
methods and characteristics. On July 1 of
Year 1, T has liabilities (not including the
tax liability for the deemed sale tax con-
sequences) of $50,000, cash (a Class I asset) of
$10,000, actively traded securities (a Class II
asset) with a basis of $4,000 and a fair market
value of $10,000, goodwill (a Class VII asset)
with a basis of $3,000, and the following Class
V assets:

Asset Basis FMV

Ratio of
asset FMV

to total
Class V

FMV

Land ............................................................................................................................... $5,000 $35,000 .14
Building .......................................................................................................................... 10,000 50,000 .20
Equipment A (Recomputed basis $80,000) .................................................................. 5,000 90,000 .36
Equipment B (Recomputed basis $20,000) .................................................................. 10,000 75,000 .30

Totals ...................................................................................................................... $30,000 $250,000 1.00

(ii) ADSP exceeds $20,000. Thus, $10,000 of
ADSP is allocated to the cash and $10,000 to

the actively traded securities. The amount
allocated to an asset (other than a Class VII
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asset) cannot exceed its fair market value
(however, the fair market value of any prop-
erty subject to nonrecourse indebtedness is
treated as being not less than the amount of
such indebtedness; see § 1.338–6(a)(2)). See
§ 1.338–6(c)(1) (relating to fair market value
limitation).

(iii) The portion of ADSP allocable to the
Class V assets is preliminarily determined as
follows (in the formula, the amount allo-
cated to the Class I assets is referred to as I
and the amount allocated to the Class II as-
sets as II):

ADSPV = (G¥(I + II)) + L+ TR × [(II ¥ BII)
+ (ADSPV ¥ BV)]

ADSPV = ($140,000 ¥ ($10,000 + $10,000)) +
$50,000 + .34 × [($10,000 ¥ $4,000) + (ADSPV ¥

($5,000 + $10,000 + $5,000 + $10,000))]
ADSPV = $161,840 + .34ADSPV

.66 ADSPV = $161,840
ADSPV = $245,212.12

(iv) Because, under the preliminary cal-
culations of ADSP, the amount to be allo-
cated to the Class I, II, III, IV, V, and VI as-
sets does not exceed their aggregate fair
market value, no ADSP amount is allocated
to goodwill. Accordingly, the deemed sale of
the goodwill results in a capital loss of
$3,000. The portion of ADSP allocable to the
Class V assets is finally determined by tak-
ing into account this loss as follows:

ADSPV = (G ¥ (I + II)) + L + T R × [(II ¥

BII) + (ADSPV ¥ BV) + (ADSPVII ¥ B VII)]
ADSPV = ($140,000 ¥ ($10,000 + $10,000))+

$50,000 + .34 × [($10,000 ¥ $4,000) + (ADSPV ¥

$30,000) + ($0 ¥ $3,000)]
ADSPV = $160,820 + .34ADSPV

.66 ADSPV = $160,820
ADSPV = $243,666.67
(v) The allocation of ADSPV among the

Class V assets is in proportion to their fair
market values, as follows:

Asset ADSP Gain

Land ............................................................................. $34,113.33 $29,113.33 (capital gain).
Building ......................................................................... 48,733.34 38,733.34 (capital gain).
Equipment A ................................................................. 87,720.00 82,720.00 (75,000 ordinary income 7,720 capital

gain).
Equipment B ................................................................. 73,100.00 63,100.00 (10,000 ordinary income 53,100 capital

gain).

Totals .................................................................... 243,666.67 213,666.67.

Example 3. More than one class. (i) The facts
are the same as in Example 2, except that P
purchases the T stock for $150,000, rather
than $140,000. The amount realized for the
stock determined as if the selling share-
holder(s) were required to use old target’s ac-
counting methods and characteristics is also
$150,000.

(ii) As in Example 2, ADSP exceeds $20,000.
Thus, $10,000 of ADSP is allocated to the
cash and $10,000 to the actively traded secu-
rities.

(iii) The portion of ADSP allocable to the
Class V assets as preliminarily determined
under the formula set forth in paragraph (iii)
of Example 2 is $260,363.64. The amount allo-
cated to the Class V assets cannot exceed
their aggregate fair market value ($250,000).
Thus, preliminarily, the ADSP amount allo-
cated to Class V assets is $250,000.

(iv) Based on the preliminary allocation,
the ADSP is determined as follows (in the
formula, the amount allocated to the Class I
assets is referred to as I, the amount allo-
cated to the Class II assets as II, and the
amount allocated to the Class V assets as V):

ADSP = G + L + TR × [(II ¥ BII) + (V ¥ BV)
+ (ADSP ¥ (I + II + V + BVII))]

ADSP = $150,000 + $50,000 + .34 × [($10,000 ¥

$4,000) + ($250,000 ¥ $30,000) + (ADSP ¥

($10,000 + $10,000 + $250,000 + $3,000))]
ADSP = $200,000 + .34ADSP ¥ $15,980
.66ADSP = $184,020

ADSP = $278,818.18
(v) Because ADSP as determined exceeds

the aggregate fair market value of the Class
I, II, III, IV, V, and VI assets, the $250,000
amount preliminarily allocated to the Class
V assets is appropriate. Thus, the amount of
ADSP allocated to Class V assets equals
their aggregate fair market value ($250,000),
and the allocated ADSP amount for each
Class V asset is its fair market value. Fur-
ther, because there are no Class VI assets,
the allocable ADSP amount for the Class VII
asset (goodwill) is $8,818.18 (the excess of
ADSP over the aggregate ADSP amounts for
the Class I, II, III, IV, V and VI assets).

Example 4. Amount allocated to T1 stock. (i)
The facts are the same as in Example 2, ex-
cept that T owns all of the T1 stock (instead
of the building), and T1’s only asset is the
building. The T1 stock and the building each
have a fair market value of $50,000, and the
building has a basis of $10,000. A section 338
election is made for T1 (as well as T), and T1
has no liabilities other than the tax liability
for the deemed sale tax consequences. T is
the common parent of a consolidated group
filing a final consolidated return described in
§ 1.338–10(a)(1).

(ii) ADSP exceeds $20,000. Thus, $10,000 of
ADSP is allocated to the cash and $10,000 to
the actively traded securities.

(iii) Because T does not recognize any gain
on the deemed sale of the T1 stock under
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paragraph (h)(2) of this section, appropriate
adjustments must be made to reflect accu-
rately the fair market value of the T and T1
assets in determining the allocation of ADSP
among T’s Class V assets (including the T1
stock). In preliminarily calculating ADSPV

in this case, the T1 stock can be disregarded
and, because T owns all of the T1 stock, the
T1 asset can be treated as a T asset. Under
this assumption, ADSPV is $243,666.67. See
paragraph (iv) of Example 2.

(iv) Because the portion of the preliminary
ADSP allocable to Class V assets ($243,666.67)
does not exceed their fair market value
($250,000), no amount is allocated to Class VII
assets for T. Further, this amount
($243,666.67) is allocated among T’s Class V
assets in proportion to their fair market val-
ues. See paragraph (v) of Example 2. Ten-
tatively, $48,733.34 of this amount is allo-
cated to the T1 stock.

(v) The amount tentatively allocated to
the T1 stock, however, reflects the tax in-
curred on the deemed sale of the T1 asset
equal to $13,169.34 (.34×($48,733.34¥$10,000)).
Thus, the ADSP allocable to the Class V as-
sets of T, and the ADSP allocable to the T1
stock, as preliminarily calculated, each
must be reduced by $13,169.34. Consequently,
these amounts, respectively, are $230,497.33
and $35,564.00. In determining ADSP for T1,
the grossed-up amount realized on the
deemed sale to new T of new T’s recently
purchased T1 stock is $35,564.00.

(vi) The facts are the same as in paragraph
(i) of this Example 4, except that the T1
building has a $12,500 basis and a $62,500
value, all of the outstanding T1 stock has a
$62,500 value, and T owns 80 percent of the T1
stock. In preliminarily calculating ADSPV,

the T1 stock can be disregarded but, because
T owns only 80 percent of the T1 stock, only
80 percent of T1 asset basis and value should
be taken into account in calculating T’s
ADSP. By taking into account 80 percent of
these amounts, the remaining calculations
and results are the same as in paragraphs
(ii), (iii), (iv), and (v) of this Example 4, ex-
cept that the grossed-up amount realized on
the sale of the recently purchased T1 stock is
$44,455.00 ($35,564.00/0.8).

(h) Deemed sale of target affiliate
stock—(1) Scope. This paragraph (h)
prescribes rules relating to the treat-
ment of gain or loss realized on the
deemed sale of stock of a target affil-
iate when a section 338 election (but
not a section 338(h)(10) election) is
made for the target affiliate. For pur-
poses of this paragraph (h), the defini-
tion of domestic corporation in § 1.338–
2(c)(9) is applied without the exclusion
therein for DISCs, corporations de-
scribed in section 1248(e), and corpora-

tions to which an election under sec-
tion 936 applies.

(2) In general. Except as otherwise
provided in this paragraph (h), if a sec-
tion 338 election is made for target,
target recognizes no gain or loss on the
deemed sale of stock of a target affil-
iate having the same acquisition date
and for which a section 338 election is
made if—

(i) Target directly owns stock in the
target affiliate satisfying the require-
ments of section 1504(a)(2);

(ii) Target and the target affiliate
are members of a consolidated group
filing a final consolidated return de-
scribed in § 1.338–10(a)(1); or

(iii) Target and the target affiliate
file a combined return under § 1.338–
10(a)(4).

(3) Deemed sale of foreign target affil-
iate by a domestic target. A domestic tar-
get recognizes gain or loss on the
deemed sale of stock of a foreign target
affiliate. For the proper treatment of
such gain or loss, see, e.g., sections
1246, 1248, 1291 et seq., and 338(h)(16) and
§ 1.338–9.

(4) Deemed sale producing effectively
connected income. A foreign target rec-
ognizes gain or loss on the deemed sale
of stock of a foreign target affiliate to
the extent that such gain or loss is ef-
fectively connected (or treated as effec-
tively connected) with the conduct of a
trade or business in the United States.

(5) Deemed sale of insurance company
target affiliate electing under section
953(d). A domestic target recognizes
gain (but not loss) on the deemed sale
of stock of a target affiliate that has in
effect an election under section 953(d)
in an amount equal to the lesser of the
gain realized or the earnings and prof-
its described in section 953(d)(4)(B).

(6) Deemed sale of DISC target affiliate.
A foreign or domestic target recognizes
gain (but not loss) on the deemed sale
of stock of a target affiliate that is a
DISC or a former DISC (as defined in
section 992(a)) in an amount equal to
the lesser of the gain realized or the
amount of accumulated DISC income
determined with respect to such stock
under section 995(c). Such gain is in-
cluded in gross income as a dividend as
provided in sections 995(c)(2) and 996(g).

(7) Anti-stuffing rule. If an asset the
adjusted basis of which exceeds its fair
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market value is contributed or trans-
ferred to a target affiliate as trans-
ferred basis property (within the mean-
ing of section 7701(a)(43)) and a purpose
of such transaction is to reduce the
gain (or increase the loss) recognized
on the deemed sale of such target af-
filiate’s stock, the gain or loss recog-
nized by target on the deemed sale of
stock of the target affiliate is deter-
mined as if such asset had not been
contributed or transferred.

(8) Examples. The following examples
illustrate this paragraph (h):

Example 1. (i) P makes a qualified stock
purchase of T and makes a section 338 elec-
tion for T. T’s sole asset, all of the T1 stock,
has a basis of $50 and a fair market value of
$150. T’s deemed purchase of the T1 stock re-
sults in a qualified stock purchase of T1 and
a section 338 election is made for T1. T1’s as-
sets have a basis of $50 and a fair market
value of $150.

(ii) T realizes $100 of gain on the deemed
sale of the T1 stock, but the gain is not rec-
ognized because T directly owns stock in T1
satisfying the requirements of section
1504(a)(2) and a section 338 election is made
for T1.

(iii) T1 recognizes gain of $100 on the
deemed sale of its assets.

Example 2. The facts are the same as in Ex-
ample 1, except that P does not make a sec-
tion 338 election for T1. Because a section 338
election is not made for T1, the $100 gain re-
alized by T on the deemed sale of the T1
stock is recognized.

Example 3. (i) P makes a qualified stock
purchase of T and makes a section 338 elec-
tion for T. T owns all of the stock of T1 and
T2. T’s deemed purchase of the T1 and T2
stock results in a qualified stock purchase of
T1 and T2 and section 338 elections are made
for T1 and T2. T1 and T2 each own 50 percent
of the vote and value of T3 stock. The
deemed purchases by T1 and T2 of the T3
stock result in a qualified stock purchase of
T3 and a section 338 election is made for T3.
T is the common parent of a consolidated
group and all of the deemed asset sales are
reported on the T group’s final consolidated
return. See § 1.338–10(a)(1).

(ii) Because T, T1, T2 and T3 are members
of a consolidated group filing a final consoli-
dated return, no gain or loss is recognized by
T, T1 or T2 on their respective deemed sales
of target affiliate stock.

Example 4. (i) T’s sole asset, all of the FT1
stock, has a basis of $25 and a fair market
value of $150. FT1’s sole asset, all of the FT2
stock, has a basis of $75 and a fair market
value of $150. FT1 and FT2 each have $50 of
accumulated earnings and profits for pur-
poses of section 1248(c) and (d). FT2’s assets

have a basis of $125 and a fair market value
of $150, and their sale would not generate
subpart F income under section 951. The sale
of the FT2 stock or assets would not gen-
erate income effectively connected with the
conduct of a trade or business within the
United States. FT1 does not have an election
in effect under section 953(d) and neither FT1
nor FT2 is a passive foreign investment com-
pany.

(ii) P makes a qualified stock purchase of
T and makes a section 338 election for T. T’s
deemed purchase of the FT1 stock results in
a qualified stock purchase of FT1 and a sec-
tion 338 election is made for FT1. Similarly,
FT1’s deemed purchase of the FT2 stock re-
sults in a qualified stock purchase of FT2
and a section 338 election is made for FT2.

(iii) T recognizes $125 of gain on the
deemed sale of the FT1 stock under para-
graph (h)(3) of this section. FT1 does not rec-
ognize $75 of gain on the deemed sale of the
FT2 stock under paragraph (h)(2) of this sec-
tion. FT2 recognizes $25 of gain on the
deemed sale of its assets. The $125 gain T rec-
ognizes on the deemed sale of the FT1 stock
is included in T’s income as a dividend under
section 1248, because FT1 and FT2 have suffi-
cient earnings and profits for full re-
characterization ($50 of accumulated earn-
ings and profits in FT1, $50 of accumulated
earnings and profits in FT2, and $25 of
deemed sale earnings and profits in FT2).
Section 1.338–9(b). For purposes of sections
901 through 908, the source and foreign tax
credit limitation basket of $25 of the re-
characterized gain on the deemed sale of the
FT1 stock is determined under section
338(h)(16).

[T.D. 8940, 66 FR 9929, Feb. 13, 2001; 66 FR
17466, Mar. 30, 2001]

§ 1.338–5 Adjusted grossed-up basis.

(a) Scope. This section provides rules
under section 338(b) to determine the
adjusted grossed-up basis (AGUB) for
target. AGUB is the amount for which
new target is deemed to have pur-
chased all of its assets in the deemed
purchase under section 338(a)(2). AGUB
is allocated among target’s assets in
accordance with § 1.338–6 to determine
the price at which the assets are
deemed to have been purchased. When
a subsequent increase or decrease with
respect to an element of AGUB is re-
quired under general principles of tax
law, redetermined AGUB is allocated
among target’s assets in accordance
with § 1.338–7.

(b) Determination of AGUB—(1) Gen-
eral rule. AGUB is the sum of—
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(i) The grossed-up basis in the pur-
chasing corporation’s recently pur-
chased target stock;

(ii) The purchasing corporation’s
basis in nonrecently purchased target
stock; and

(iii) The liabilities of new target.
(2) Time and amount of AGUB—(i)

Original determination. AGUB is ini-
tially determined at the beginning of
the day after the acquisition date of
target. General principles of tax law
apply in determining the timing and
amount of the elements of AGUB.

(ii) Redetermination of AGUB. AGUB
is redetermined at such time and in
such amount as an increase or decrease
would be required, under general prin-
ciples of tax law, with respect to an
element of AGUB. For example, AGUB
is redetermined because of an increase
or decrease in the amount paid or in-
curred for recently purchased stock or
nonrecently purchased stock or be-
cause liabilities not originally taken
into account in determining AGUB are
subsequently taken into account. An
increase or decrease to one element of
AGUB also may cause an increase or
decrease to another element of AGUB.
For example, if there is an increase in
the amount paid or incurred for re-
cently purchased stock after the acqui-
sition date, any increase in the basis of
nonrecently purchased stock because a
gain recognition election was made is
also taken into account when AGUB is
redetermined. Increases or decreases
with respect to the elements of AGUB
result in the reallocation of AGUB
among target’s assets under § 1.338–7.

(iii) Examples. The following exam-
ples illustrate this paragraph (b)(2):

Example 1. In Year 1, T, a manufacturer,
purchases a customized delivery truck from
X with purchase money indebtedness having
a stated principal amount of $100,000. P ac-
quires all of the stock of T in Year 3 for
$700,000 and makes a section 338 election for
T. Assume T has no liabilities other than its
purchase money indebtedness to X. In Year
4, when T is neither insolvent nor in a title
11 case, T and X agree to reduce the amount
of the purchase money indebtedness to
$80,000. Assume that the reduction would be
a purchase price reduction under section
108(e)(5). T and X’s agreement to reduce the
amount of the purchase money indebtedness
would, under general principles of tax law
that would apply if the deemed asset sale
had actually occurred, change the amount of

liabilities of old target taken into account in
determining its basis. Accordingly, AGUB is
redetermined at the time of the reduction.
See paragraph (e)(2) of this section. Thus the
purchase price reduction affects the basis of
the truck only indirectly, through the mech-
anism of §§ 1.338–6 and 1.338–7. See § 1.338–
4(b)(2)(iii) Example for the effect on ADSP.

Example 2. T, an accrual basis taxpayer, is
a chemical manufacturer. In Year 1, T is ob-
ligated to remediate environmental contami-
nation at the site of one of its plants. As-
sume that all the events have occurred that
establish the fact of the liability and the
amount of the liability can be determined
with reasonable accuracy but economic per-
formance has not occurred with respect to
the liability within the meaning of section
461(h). P acquires all of the stock of T in
Year 1 and makes a section 338 election for
T. Assume that, if a corporation unrelated to
T had actually purchased T’s assets and as-
sumed T’s obligation to remediate the con-
tamination, the corporation would not sat-
isfy the economic performance requirements
until Year 5. Under section 461(h), the as-
sumed liability would not be treated as in-
curred and taken into account in basis until
that time. The incurrence of the liability in
Year 5 under the economic performance rules
is an increase in the amount of liabilities
properly taken into account in basis and re-
sults in the redetermination of AGUB. (Re-
specting ADSP, compare § 1.461–4(d)(5), which
provides that economic performance occurs
for old T as the amount of the liability is
properly taken into account in amount real-
ized on the deemed asset sale. Thus ADSP is
not redetermined when new T satisfies the
economic performance requirements.)

(c) Grossed-up basis of recently pur-
chased stock. The purchasing corpora-
tion’s grossed-up basis of recently pur-
chased target stock (as defined in sec-
tion 338(b)(6)(A)) is an amount equal
to—

(1) The purchasing corporation’s
basis in recently purchased target
stock at the beginning of the day after
the acquisition date determined with-
out regard to the acquisition costs
taken into account in paragraph (c)(3)
of this section;

(2) Multiplied by a fraction, the nu-
merator of which is 100 minus the num-
ber that is the percentage of target
stock (by value, determined on the ac-
quisition date) attributable to the pur-
chasing corporation’s nonrecently pur-
chased target stock, and the denomi-
nator of which is the number equal to
the percentage of target stock (by
value, determined on the acquisition
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date) attributable to the purchasing
corporation’s recently purchased tar-
get stock;

(3) Plus the acquisition costs the pur-
chasing corporation incurred in con-
nection with its purchase of the re-
cently purchased stock that are cap-
italized in the basis of such stock (e.g.,
brokerage commissions and any simi-
lar costs incurred by the purchasing
corporation to acquire the stock).

(d) Basis of nonrecently purchased
stock; gain recognition election—(1) No
gain recognition election. In the absence
of a gain recognition election under
section 338(b)(3) and this section, the
purchasing corporation retains its
basis in the nonrecently purchased
stock.

(2) Procedure for making gain recogni-
tion election. A gain recognition elec-
tion may be made for nonrecently pur-
chased stock of target (or a target af-
filiate) only if a section 338 election is
made for target (or the target affil-
iate). The gain recognition election is
made by attaching a gain recognition
statement to a timely filed Form 8023
for target. The gain recognition state-
ment must contain the information
specified in the form and its instruc-
tions. The gain recognition election is
irrevocable. If a section 338(h)(10) elec-
tion is made for target, see
§ 1.338(h)(10)–1(d)(1) (providing that the
purchasing corporation is automati-
cally deemed to have made a gain rec-
ognition election for its nonrecently
purchased T stock).

(3) Effect of gain recognition election—
(i) In general. If the purchasing cor-
poration makes a gain recognition
election, then for all purposes of the
Internal Revenue Code—

(A) The purchasing corporation is
treated as if it sold on the acquisition
date the nonrecently purchased target
stock for the basis amount determined
under paragraph (d)(3)(ii) of this sec-
tion; and

(B) The purchasing corporation’s
basis on the acquisition date in non-
recently purchased target stock imme-
diately following the deemed sale in
paragraph (d)(3)(i)(A) of this section is
the basis amount.

(ii) Basis amount. The basis amount is
equal to the amount in paragraph (c)(1)
of this section (the purchasing corpora-

tion’s basis in recently purchased tar-
get stock at the beginning of the day
after the acquisition date determined
without regard to the acquisition costs
taken into account in paragraph (c)(3)
of this section) multiplied by a fraction
the numerator of which is the percent-
age of target stock (by value, deter-
mined on the acquisition date) attrib-
utable to the purchasing corporation’s
nonrecently purchased target stock
and the denominator of which is 100
percent minus the numerator amount.
Thus, if target has a single class of out-
standing stock, the purchasing cor-
poration’s basis in each share of non-
recently purchased target stock after
the gain recognition election is equal
to the average price per share of the
purchasing corporation’s recently pur-
chased target stock.

(iii) Losses not recognized. Only gains
(unreduced by losses) on the non-
recently purchased target stock are
recognized.

(iv) Stock subject to election. The gain
recognition election applies to—

(A) All nonrecently purchased target
stock; and

(B) Any nonrecently purchased stock
in a target affiliate having the same
acquisition date as target if such tar-
get affiliate stock is held by the pur-
chasing corporation on such date.

(e) Liabilities of new target—(1) In gen-
eral. The liabilities of new target are
the liabilities of target as of the begin-
ning of the day after the acquisition
date (but see § 1.338–1(d) (regarding cer-
tain transactions on the acquisition
date)). In order to be taken into ac-
count in AGUB, a liability must be a li-
ability of target that is properly taken
into account in basis under general
principles of tax law that would apply
if new target had acquired its assets
from an unrelated person for consider-
ation that included discharge of the li-
abilities of that unrelated person. Such
liabilities may include liabilities for
the tax consequences resulting from
the deemed sale.

(2) Time and amount of liabilities. The
time for taking into account liabilities
of old target in determining AGUB and
the amount of the liabilities taken into
account is determined as if new target
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had acquired its assets from an unre-
lated person for consideration that in-
cluded the discharge of its liabilities.

(3) Interaction with deemed sale tax
consequences. In general, see § 1.338–4(e).
Although ADSP and AGUB are not nec-
essarily linked, if an increase in the
amount realized for recently purchased
stock of target is taken into account
after the acquisition date, and if the
tax on the deemed sale tax con-
sequences is a liability of target, any
increase in that liability is also taken
into account in redetermining AGUB.

(f) Adjustments by the Internal Revenue
Service. In connection with the exam-
ination of a return, the Commissioner
may increase (or decrease) AGUB under
the authority of section 338(b)(2) and
allocate such amounts to target’s as-
sets under the authority of section
338(b)(5) so that AGUB and the basis of
target’s assets properly reflect the cost
to the purchasing corporation of its in-
terest in target’s assets. Such items
may include distributions from target
to the purchasing corporation, capital
contributions from the purchasing cor-
poration to target during the 12-month
acquisition period, or acquisitions of
target stock by the purchasing cor-
poration after the acquisition date
from minority shareholders. See also
§ 1.338–1(d) (regarding certain trans-
actions on the acquisition date).

(g) Examples. The following examples
illustrate this section. For purposes of
the examples in this paragraph (g), T
has no liabilities other than the tax li-
ability for the deemed sale tax con-
sequences, T shareholders incur no
costs in selling the T stock, and P in-
curs no costs in acquiring the T stock.
The examples are as follows:

Example 1. (i) Before July 1 of Year 1, P
purchases 10 of the 100 shares of T stock for
$5,000. On July 1 of Year 2, P purchases 80
shares of T stock for $60,000 and makes a sec-
tion 338 election for T. As of July 1 of Year
2, T’s only asset is raw land with an adjusted
basis to T of $50,400 and a fair market value
of $100,000. T has no loss or tax credit
carryovers to Year 2. T’s marginal tax rate
for any ordinary income or net capital gain
resulting from the deemed asset sale is 34
percent. The 10 shares purchased before July
1 of Year 1 constitute nonrecently purchased
T stock with respect to P’s qualified stock
purchase of T stock on July 1 of Year 2.

(ii) The ADSP formula as applied to these
facts is the same as in § 1.338–4(g) Example 1.

Accordingly, the ADSP for T is $87,672.72.
The existence of nonrecently purchased T
stock is irrelevant for purposes of the ADSP
formula, because that formula treats P’s
nonrecently purchased T stock in the same
manner as T stock not held by P.

(iii) The total tax liability resulting from
T’s deemed asset sale, as calculated under
the ADSP formula, is $12,672.72.

(iv) If P does not make a gain recognition
election, the AGUB of new T’s assets is
$85,172.72, determined as follows (In the fol-
lowing formula below, GRP is the grossed-up
basis in P’s recently purchased T stock, BNP
is P’s basis in nonrecently purchased T
stock, L is T’s liabilities, and X is P’s acqui-
sition costs for the recently purchased T
stock):
AGUB = GRP + BNP + L + X
AGUB = $60,000 × [(1 ¥ .1)/.8] + $5,000 +

$12,672.72 + 0
AGUB = $85,172.72

(v) If P makes a gain recognition election,
the AGUB of new T’s assets is $87,672.72, de-
termined as follows:
AGUB = $60,000 × [(1 ¥ .1)/.8] + $60,000 × [(1 ¥

.1)/.8] × [.1/(1 ¥ .1)] + $12,672.72
AGUB = $87,672.72

(vi) The calculation of AGUB if P makes a
gain recognition election may be simplified
as follows:
AGUB = $60,000/.8 + $12,672.72
AGUB = $87,672.72

(vii) As a result of the gain recognition
election, P’s basis in its nonrecently pur-
chased T stock is increased from $5,000 to
$7,500 (i.e., $60,000 × [(1 ¥ .1)/.8] × [.1/(1 ¥ .1)]).
Thus, P recognizes a gain in Year 2 with re-
spect to its nonrecently purchased T stock of
$2,500 (i.e., $7,500 ¥ $5,000).

Example 2. On January 1 of Year 1, P pur-
chases one-third of the T stock. On March 1
of Year 1, T distributes a dividend to all of
its shareholders. On April 15 of Year 1, P pur-
chases the remaining T stock and makes a
section 338 election for T. In appropriate cir-
cumstances, the Commissioner may decrease
the AGUB of T to take into account the pay-
ment of the dividend and properly reflect the
fair market value of T’s assets deemed pur-
chased.

Example 3. (i) T’s sole asset is a building
worth $100,000. At this time, T has 100 shares
of stock outstanding. On August 1 of Year 1,
P purchases 10 of the 100 shares of T stock
for $8,000. On June 1 of Year 2, P purchases 50
shares of T stock for $50,000. On June 15 of
Year 2, P contributes a tract of land to the
capital of T and receives 10 additional shares
of T stock as a result of the contribution.
Both the basis and fair market value of the
land at that time are $10,800. On June 30 of
Year 2, P purchases the remaining 40 shares
of T stock for $40,000 and makes a section 338
election for T. The AGUB of T is $108,800.
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(ii) To prevent the shifting of basis from
the contributed property to other assets of
T, the Commissioner may allocate $10,800 of
the AGUB to the land, leaving $98,000 to be
allocated to the building. See paragraph (f)
of this section. Otherwise, applying the allo-
cation rules of § 1.338–6 would, on these facts,
result in an allocation to the recently con-
tributed land of an amount less than its
value of $10,800, with the difference being al-
located to the building already held by T.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.338–6 Allocation of ADSP and
AGUB among target assets.

(a) Scope—(1) In general. This section
prescribes rules for allocating ADSP
and AGUB among the acquisition date
assets of a target for which a section
338 election is made.

(2) Fair market value—(i) In general.
Generally, the fair market value of an
asset is its gross fair market value
(i.e., fair market value determined
without regard to mortgages, liens,
pledges, or other liabilities). However,
for purposes of determining the
amount of old target’s deemed sale tax
consequences, the fair market value of
any property subject to a nonrecourse
indebtedness will be treated as being
not less than the amount of such in-
debtedness. (For purposes of the pre-
ceding sentence, a liability that was in-
curred because of the acquisition of the
property is disregarded to the extent
that such liability was not taken into
account in determining old target’s
basis in such property.)

(ii) Transaction costs. Transaction
costs are not taken into account in al-
locating ADSP or AGUB to assets in
the deemed sale (except indirectly
through their effect on the total ADSP
or AGUB to be allocated).

(iii) Internal Revenue Service author-
ity. In connection with the examina-
tion of a return, the Internal Revenue
Service may challenge the taxpayer’s
determination of the fair market value
of any asset by any appropriate method
and take into account all factors, in-
cluding any lack of adverse tax inter-
ests between the parties.

(b) General rule for allocating ADSP
and AGUB—(1) Reduction in the amount
of consideration for Class I assets. Both
ADSP and AGUB, in the respective al-
location of each, are first reduced by
the amount of Class I assets. Class I as-

sets are cash and general deposit ac-
counts (including savings and checking
accounts) other than certificates of de-
posit held in banks, savings and loan
associations, and other depository in-
stitutions. If the amount of Class I as-
sets exceeds AGUB, new target will im-
mediately realize ordinary income in
an amount equal to such excess. The
amount of ADSP or AGUB remaining
after the reduction is to be allocated to
the remaining acquisition date assets.

(2) Other assets—(i) In general. Subject
to the limitations and other rules of
paragraph (c) of this section, ADSP and
AGUB (as reduced by the amount of
Class I assets) are allocated among
Class II acquisition date assets of tar-
get in proportion to the fair market
values of such Class II assets at such
time, then among Class III assets so
held in such proportion, then among
Class IV assets so held in such propor-
tion, then among Class V assets so held
in such proportion, then among Class
VI assets so held in such proportion,
and finally to Class VII assets. If an
asset is described below as includible in
more than one class, then it is included
in such class with the lower or lowest
class number (for instance, Class III
has a lower class number than Class
IV).

(ii) Class II assets. Class II assets are
actively traded personal property with-
in the meaning of section 1092(d)(1) and
§ 1.1092(d)–1 (determined without regard
to section 1092(d)(3)). In addition, Class
II assets include certificates of deposit
and foreign currency even if they are
not actively traded personal property.
Class II assets do not include stock of
target affiliates, whether or not of a
class that is actively traded, other
than actively traded stock described in
section 1504(a)(4). Examples of Class II
assets include U.S. government securi-
ties and publicly traded stock.

(iii) Class III assets. Class III assets
are assets that the taxpayer marks to
market at least annually for Federal
income tax purposes and debt instru-
ments (including accounts receivable).
However, Class III assets do not in-
clude—

(A) Debt instruments issued by per-
sons related at the beginning of the
day following the acquisition date to
the target under section 267(b) or 707;
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(B) Contingent debt instruments sub-
ject to § 1.1275–4, § 1.483–4, or section 988,
unless the instrument is subject to the
non-contingent bond method of § 1.1275–
4(b) or is described in § 1.988–
2(b)(2)(i)(B)(2); and

(C) Debt instruments convertible into
the stock of the issuer or other prop-
erty.

(iv) Class IV assets. Class IV assets are
stock in trade of the taxpayer or other
property of a kind that would properly
be included in the inventory of tax-
payer if on hand at the close of the tax-
able year, or property held by the tax-
payer primarily for sale to customers
in the ordinary course of its trade or
business.

(v) Class V assets. Class V assets are
all assets other than Class I, II, III, IV,
VI, and VII assets.

(vi) Class VI assets. Class VI assets are
all section 197 intangibles, as defined in
section 197, except goodwill and going
concern value.

(vii) Class VII assets. Class VII assets
are goodwill and going concern value
(whether or not the goodwill or going
concern value qualifies as a section 197
intangible).

(3) Other items designated by the Inter-
nal Revenue Service. Similar items may
be added to any class described in this
paragraph (b) by designation in the In-
ternal Revenue Bulletin by the Inter-
nal Revenue Service (see § 601.601(d)(2)
of this chapter).

(c) Certain limitations and other rules
for allocation to an asset—(1) Allocation
not to exceed fair market value. The
amount of ADSP or AGUB allocated to
an asset (other than Class VII assets)
cannot exceed the fair market value of
that asset at the beginning of the day
after the acquisition date.

(2) Allocation subject to other rules.
The amount of ADSP or AGUB allo-
cated to an asset is subject to other
provisions of the Internal Revenue
Code or general principles of tax law in
the same manner as if such asset were
transferred to or acquired from an un-
related person in a sale or exchange.
For example, if the deemed asset sale
is a transaction described in section
1056(a) (relating to basis limitation for
player contracts transferred in connec-
tion with the sale of a franchise), the
amount of AGUB allocated to a con-

tract for the services of an athlete can-
not exceed the limitation imposed by
that section. As another example, sec-
tion 197(f)(5) applies in determining the
amount of AGUB allocated to an amor-
tizable section 197 intangible resulting
from an assumption-reinsurance trans-
action.

(3) Special rule for allocating AGUB
when purchasing corporation has non-
recently purchased stock—(i) Scope. This
paragraph (c)(3) applies if at the begin-
ning of the day after the acquisition
date—

(A) The purchasing corporation holds
nonrecently purchased stock for which
a gain recognition election under sec-
tion 338(b)(3) and § 1.338–5(d) is not
made; and

(B) The hypothetical purchase price
determined under paragraph (c)(3)(ii) of
this section exceeds the AGUB deter-
mined under § 1.338–5(b).

(ii) Determination of hypothetical pur-
chase price. Hypothetical purchase
price is the AGUB that would result if
a gain recognition election were made.

(iii) Allocation of AGUB. Subject to
the limitations in paragraphs (c)(1) and
(2) of this section, the portion of AGUB
(after reduction by the amount of Class
I assets) to be allocated to each Class
II, III, IV, V, VI, and VII asset of target
held at the beginning of the day after
the acquisition date is determined by
multiplying—

(A) The amount that would be allo-
cated to such asset under the general
rules of this section were AGUB equal
to the hypothetical purchase price; by

(B) A fraction, the numerator of
which is actual AGUB (after reduction
by the amount of Class I assets) and
the denominator of which is the hypo-
thetical purchase price (after reduction
by the amount of Class I assets).

(4) Liabilities taken into account in de-
termining amount realized on subsequent
disposition. In determining the amount
realized on a subsequent sale or other
disposition of property deemed pur-
chased by new target, § 1.1001–2(a)(3)
shall not apply to any liability that
was taken into account in AGUB.

(d) Examples. The following examples
illustrate §§ 1.338–4, 1.338–5, and this
section:

Example 1. (i) T owns 90 percent of the out-
standing T1 stock. P purchases 100 percent of
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the outstanding T stock for $2,000. There are
no acquisition costs. P makes a section 338
election for T and, as a result, T1 is consid-
ered acquired in a qualified stock purchase.
A section 338 election is made for T1. The
grossed-up basis of the T stock is $2,000 (i.e.,
$2,000 + 1/1).

(ii) The liabilities of T as of the beginning
of the day after the acquisition date (includ-
ing the tax liability for the deemed sale tax
consequences) that would, under general
principles of tax law, properly be taken into
account at that time, are as follows:

Liabilities (nonrecourse mort-
gage plus unsecured liabil-
ities) ...................................... $700

Taxes Payable .......................... 300

Total ................................... 1,000

(iii) The AGUB of T is determined as fol-
lows:

Grossed-up basis ....................... $2,000
Total liabilities ........................ 1,000

AGUB ................................. 3,000

(iv) Assume that ADSP is also $3,000.
(v) Assume that, at the beginning of the

day after the acquisition date, T’s cash and
the fair market values of T’s Class II, III, IV,
and V assets are as follows:

Asset class Asset
Fair

market
value

I ................. Cash ................................................... * $200
II ................ Portfolio of actively traded securities 300
III ............... Accounts receivable ........................... 600
IV ............... Inventory ............................................ 300
V ................ Building .............................................. 800
V ................ Land ................................................... 200
V ................ Investment in T1 ................................ 450

Total ............................................ 2,850

*Amount.

(vi) Under paragraph (b)(1) of this section,
the amount of ADSP and AGUB allocable to
T’s Class II, III, IV, and V assets is reduced
by the amount of cash to $2,800, i.e., $3,000—
$200. $300 of ADSP and of AGUB is then allo-
cated to actively traded securities. $600 of
ADSP and of AGUB is then allocated to ac-
counts receivable. $300 of ADSP and of AGUB
is then allocated to the inventory. Since the
remaining amount of ADSP and of AGUB is
$1,600 (i.e., $3,000—($200 + $300 + $600 + $300)),
an amount which exceeds the sum of the fair
market values of T’s Class V assets, the
amount of ADSP and of AGUB allocated to
each Class V asset is its fair market value:

Building .................................... $800
Land ......................................... 200
Investment in T1 ...................... 450

Total ................................... 1,450

(vii) T has no Class VI assets. The amount
of ADSP and of AGUB allocated to T’s Class
VII assets (goodwill and going concern value)
is $150, i.e., $1,600–$1,450.

(viii) The grossed-up basis of the T1 stock
is $500, i.e., $450 × 1/.9.

(ix) The liabilities of T1 as of the beginning
of the day after the acquisition date (includ-
ing the tax liability for the deemed sale tax
consequences) that would, under general
principles of tax law, properly be taken into
account at that time, are as follows:

General Liabilities ..................... $100
Taxes Payable ............................ 20

Total .............................. 120

(x) The AGUB of T1 is determined as fol-
lows:

Grossed-up basis of T1 Stock ..... $ 500
Liabilities .................................. 120

AGUB ................................... 620

(xi) Assume that ADSP is also $620.
(xii) Assume that at the beginning of the

day after the acquisition date, T1’s cash and
the fair market values of its Class IV and VI
assets are as follows:

Asset class Asset
Fair

market
value

I ................. Cash ................................................... *$50
IV ............... Inventory ............................................ 200
VI ............... Patent ................................................. 350

Total ............................................ 600

* Amount.

(xiii) The amount of ADSP and of AGUB
allocable to T1’s Class IV and VI assets is
first reduced by the $50 of cash.

(xiv) Because the remaining amount of
ADSP and of AGUB ($570) is an amount
which exceeds the fair market value of T1’s
only Class IV asset, the inventory, the
amount allocated to the inventory is its fair
market value ($200). After that, the remain-
ing amount of ADSP and of AGUB ($370) ex-
ceeds the fair market value of T1’s only
Class VI asset, the patent. Thus, the amount
of ADSP and of AGUB allocated to the pat-
ent is its fair market value ($350).

(xv) The amount of ADSP and of AGUB al-
located to T1’s Class VII assets (goodwill and
going concern value) is $20, i.e., $570–$550.

Example 2. (i) Assume that the facts are the
same as in Example 1 except that P has, for
five years, owned 20 percent of T’s stock,
which has a basis in P’s hands at the begin-
ning of the day after the acquisition date of
$100, and P purchases the remaining 80 per-
cent of T’s stock for $1,600. P does not make
a gain recognition election under section
338(b)(3).
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(ii) Under § 1.338–5(c), the grossed-up basis
of recently purchased T stock is $1,600, i.e.,
$1,600 × (1¥.2)/.8.

(iii) The AGUB of T is determined as fol-
lows:

Grossed-up basis of recently
purchased stock as deter-
mined under § 1.338–5(c) ($1,600
× (1¥.2)/.8) .............................. $1,600

Basis of nonrecently purchased
stock ...................................... 100

Liabilities ................................. 1,000

AGUB ................................. 2,700

(iv) Since P holds nonrecently purchased
stock, the hypothetical purchase price of the
T stock must be computed and is determined
as follows:

Grossed-up basis of recently
purchased stock as deter-
mined under § 1.338–5(c) ($1,600
× (1¥.2)/.8) .............................. $1,600

Basis of nonrecently purchased
stock as if the gain recogni-
tion election under § 1.338–
5(d)(2) had been made ($1,600 ×
.2/(1¥.2)) ................................ 400

Liabilities ................................. 1,000

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

(v) Since the hypothetical purchase price
($3,000) exceeds the AGUB ($2,700) and no gain
recognition election is made under section
338(b)(3), AGUB is allocated under paragraph
(c)(3) of this section.

(vi) First, an AGUB amount equal to the
hypothetical purchase price ($3,000) is allo-
cated among the assets under the general
rules of this section. The allocation is set
forth in the column below entitled Original
Allocation. Next, the allocation to each asset
in Class II through Class VII is multiplied by
a fraction having a numerator equal to the
actual AGUB reduced by the amount of Class
I assets ($2,700¥$200 = $2,500) and a denomi-
nator equal to the hypothetical purchase
price reduced by the amount of Class I assets
($3,000¥$200 = $2,800), or 2,500/2,800. This pro-
duces the Final Allocation:

Class Asset Original
allocation

Final
allocation

I ................. Cash ........................... $200 $200
II ................ Portfolio of actively

traded securities.
300 *268

III ............... Accounts receivable ... 600 536
IV ............... Inventory .................... 300 268
V ................ Building ...................... 800 714
V ................ Land ........................... 200 178
V ................ Investment in T1 ........ 450 402
VII .............. Goodwill and going

concern value.
150 134

Class Asset Original
allocation

Final
allocation

Total .................... 3,000 2,700

* All numbers rounded for convenience.

[T.D. 8940, 66 FR 9929, Feb. 13, 2001; 66 FR
17363, Mar. 30, 2001]

§ 1.338–7 Allocation of redetermined
ADSP and AGUB among target as-
sets.

(a) Scope. ADSP and AGUB are rede-
termined at such time and in such
amount as an increase or decrease
would be required under general prin-
ciples of tax law for the elements of
ADSP or AGUB. This section provides
rules for allocating redetermined
ADSP or AGUB.

(b) Allocation of redetermined ADSP
and AGUB. When ADSP or AGUB is re-
determined, a new allocation of ADSP
or AGUB is made by allocating the re-
determined ADSP or AGUB amount
under the rules of § 1.338–6. If the allo-
cation of the redetermined ADSP or
AGUB amount under § 1.338–6 to a given
asset is different from the original al-
location to it, the difference is added to
or subtracted from the original alloca-
tion to the asset, as appropriate. (See
paragraph (d) of this section for new
target’s treatment of the amount so al-
located.) Amounts allocable to an ac-
quisition date asset (or with respect to
a disposed-of acquisition date asset)
are subject to all the asset allocation
rules (for example, the fair market
value limitation in § 1.338–6(c)(1)) as if
the redetermined ADSP or AGUB were
the ADSP or AGUB on the acquisition
date.

(c) Special rules for ADSP—(1) In-
creases or decreases in deemed sale tax
consequences taxable notwithstanding old
target ceases to exist. To the extent gen-
eral principles of tax law would require
a seller in an actual asset sale to ac-
count for events relating to the sale
that occur after the sale date, target
must make such an accounting. Target
is not precluded from realizing addi-
tional deemed sale tax consequences
because the target is treated as a new
corporation after the acquisition date.

(2) Procedure for transactions in which
section 338(h)(10) is not elected—(i)
Deemed sale tax consequences included in
new target’s return. If an election under
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section 338(h)(10) is not made, any addi-
tional deemed sale tax consequences of
old target resulting from an increase or
decrease in the ADSP are included in
new target’s income tax return for new
target’s taxable year in which the in-
crease or decrease is taken into ac-
count. For example, if after the acqui-
sition date there is an increase in the
allocable ADSP of section 1245 property
for which the recomputed basis (but
not the adjusted basis) exceeds the por-
tion of the ADSP allocable to that par-
ticular asset on the acquisition date,
the additional gain is treated as ordi-
nary income to the extent it does not
exceed such excess amount. See para-
graph (c)(2)(ii) of this section for the
special treatment of old target’s
carryovers and carrybacks. Although
included in new target’s income tax re-
turn, the deemed sale tax consequences
are separately accounted for as an item
of old target and may not be offset by
income, gain, deduction, loss, credit, or
other amount of new target. The
amount of tax on income of old target
resulting from an increase or decrease
in the ADSP is determined as if such
deemed sale tax consequences had been
recognized in old target’s taxable year
ending at the close of the acquisition
date. However, because the income re-
sulting from the increase or decrease in
ADSP is reportable in new target’s tax-
able year of the increase or decrease,
not in old target’s taxable year ending
at the close of the acquisition date,
there is not a resulting underpayment
of tax in that past taxable year of old
target for purposes of calculation of in-
terest due.

(ii) Carryovers and carrybacks—(A)
Loss carryovers to new target taxable
years. A net operating loss or net cap-
ital loss of old target may be carried
forward to a taxable year of new tar-
get, under the principles of section 172
or 1212, as applicable, but is allowed as
a deduction only to the extent of any
recognized income of old target for
such taxable year, as described in para-
graph (c)(2)(i) of this section. For this
purpose, however, taxable years of new
target are not taken into account in
applying the limitations in section
172(b)(1) or 1212(a)(1)(B) (or other simi-
lar limitations). In applying sections
172(b) and 1212(a)(1), only income, gain,

loss, deduction, credit, and other
amounts of old target are taken into
account. Thus, if old target has an un-
expired net operating loss at the close
of its taxable year in which the deemed
asset sale occurred that could be car-
ried forward to a subsequent taxable
year, such loss may be carried forward
until it is absorbed by old target’s in-
come.

(B) Loss carrybacks to taxable years of
old target. An ordinary loss or capital
loss accounted for as a separate item of
old target under paragraph (c)(2)(i) of
this section may be carried back to a
taxable year of old target under the
principles of section 172 or 1212, as ap-
plicable. For this purpose, taxable
years of new target are not taken into
account in applying the limitations in
section 172(b) or 1212(a) (or other simi-
lar limitations).

(C) Credit carryovers and carrybacks.
The principles described in paragraphs
(c)(2)(ii)(A) and (B) of this section
apply to carryovers and carrybacks of
amounts for purposes of determining
the amount of a credit allowable under
part IV, subchapter A, chapter 1 of the
Internal Revenue Code. Thus, for exam-
ple, credit carryovers of old target may
offset only income tax attributable to
items described in paragraph (c)(2)(i) of
this section.

(3) Procedure for transactions in which
section 338(h)(10) is elected. If an election
under section 338(h)(10) is made, any
changes in the deemed sale tax con-
sequences caused by an increase or de-
crease in the ADSP are accounted for
in determining the taxable income (or
other amount) of the member of the
selling consolidated group, the selling
affiliate, or the S corporation share-
holders to which such income, loss, or
other amount is attributable for the
taxable year in which such increase or
decrease is taken into account.

(d) Special rules for AGUB—(1) Effect
of disposition or depreciation of acquisi-
tion date assets. If an acquisition date
asset has been disposed of, depreciated,
amortized, or depleted by new target
before an amount is added to the origi-
nal allocation to the asset, the in-
creased amount otherwise allocable to
such asset is taken into account under
general principles of tax law that apply
when part of the cost of an asset not
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previously taken into account in basis
is paid or incurred after the asset has
been disposed of, depreciated, amor-
tized, or depleted. A similar rule ap-
plies when an amount is subtracted
from the original allocation to the
asset. For purposes of the preceding
sentence, an asset is considered to have
been disposed of to the extent that its
allocable portion of the decrease in
AGUB would reduce its basis below
zero.

(2) Section 38 property. Section 1.47–
2(c) applies to a reduction in basis of
section 38 property under this section.

(e) Examples. The following examples
illustrate this section. Any amount de-
scribed in the following examples is ex-
clusive of interest. For rules character-
izing deferred contingent payments as
principal or interest, see §§ 1.483–4,
1.1274–2(g), and 1.1275–4(c). The exam-
ples are as follows:

Example 1. (i)(A) T’s assets other than
goodwill and going concern value, and their
fair market values at the beginning of the
day after the acquisition date, are as follows:

Asset class Asset
Fair

market
value

V ................ Building ............................................. $ 100
V ................ Stock of X (not a target) .................. 200

Total .......................................... 300

(B) T has no liabilities other than a contin-
gent liability that would not be taken into
account under general principles of tax law
in an asset sale between unrelated parties
when the buyer assumed the liability or took
property subject to it.

(ii)(A) On September 1, 2000, P purchases
all of the outstanding stock of T for $270 and
makes a section 338 election for T. The
grossed-up basis of the T stock and T’s
AGUB are both $270. The AGUB is ratably al-
located among T’s Class V assets in propor-
tion to their fair market values as follows:

Asset Basis

Building ($270 × 100/300) ........................................... $90
Stock ($270 × 200/300) ............................................... 180

Total ...................................................................... 270

(B) No amount is allocated to the Class VII
assets. New T is a calendar year taxpayer.
Assume that the X stock is a capital asset in
the hands of new T.

(iii) On January 1, 2001, new T sells the X
stock and uses the proceeds to purchase in-
ventory.

(iv) Pursuant to events on June 30, 2002,
the contingent liability of old T is at that
time properly taken into account under gen-
eral principles of tax law. The amount of the
liability is $60.

(v) T’s AGUB increases by $60 from $270 to
$330. This $60 increase in AGUB is first allo-
cated among T’s acquisition date assets in
accordance with the provisions of § 1.338–6.
Because the redetermined AGUB for T ($330)
exceeds the sum of the fair market values at
the beginning of the day after the acquisi-
tion date of the Class V acquisition date as-
sets ($300), AGUB allocated to those assets is
limited to those fair market values under
§ 1.338–6(c)(1). As there are no Class VI assets,
the remaining AGUB of $30 is allocated to
goodwill and going concern value (Class VII
assets). The amount of increase in AGUB al-
located to each acquisition date asset is de-
termined as follows:

Asset
Origi-
nal

AGUB

Rede-
ter-

mined
AGUB

In-
crease

Building ...................................... $90 $100 $10
X Stock ...................................... 180 200 20
Goodwill and going concern

value ...................................... 0 30 30

Total ................................... 270 330 60

(vi) Since the X stock was disposed of be-
fore the contingent liability was properly
taken into account for tax purposes, no
amount of the increase in AGUB attributable
to such stock may be allocated to any T
asset. Rather, such amount ($20) is allowed
as a capital loss to T for the taxable year
2002 under the principles of Arrowsmith v.
Commissioner, 344 U.S. 6 (1952). In addition,
the $10 increase in AGUB allocated to the
building and the $30 increase in AGUB allo-
cated to the goodwill and going concern
value are treated as basis redeterminations
in 2002. See paragraph (d)(1) of this section.

Example 2. (i) On January 1, 2002, P pur-
chases all of the outstanding stock of T and
makes a section 338 election for T. Assume
that ADSP and AGUB of T are both $500 and
are allocated among T’s acquisition date as-
sets as follows:

Asset Class Asset Basis

V ................ Machinery ........................................... $150
V ................ Land ................................................... 250
VII .............. Goodwill and going concern value .... 100

Total ............................................ 500

(ii) On September 30, 2004, P filed a claim
against the selling shareholders of T in a
court of appropriate jurisdiction alleging
fraud in the sale of the T stock.

(iii) On January 1, 2007, the former share-
holders refund $140 of the purchase price to P
in a settlement of the lawsuit. Assume that,
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under general principles of tax law, both the
seller and the buyer properly take into ac-
count such refund when paid. Assume also
that the refund has no effect on the tax li-
ability for the deemed sale tax consequences.
This refund results in a decrease of T’s ADSP
and AGUB of $140, from $500 to $360.

(iv) The redetermined ADSP and AGUB of
$360 is allocated among T’s acquisition date
assets. Because ADSP and AGUB do not ex-
ceed the fair market value of the Class V as-
sets, the ADSP and AGUB amounts are allo-
cated to the Class V assets in proportion to
their fair market values at the beginning of
the day after the acquisition date. Thus, $135
($150 × ($360/($150 + $250))) is allocated to the
machinery and $225 ($250 × ($360/($150 + $250)))
is allocated to the land. Accordingly, the
basis of the machinery is reduced by $15 ($150
original allocation—$135 redetermined allo-
cation) and the basis of the land is reduced
by $25 ($250 original allocation—$225 redeter-
mined allocation). No amount is allocated to
the Class VII assets. Accordingly, the basis
of the goodwill and going concern value is re-
duced by $100 ($100 original allocation—$0 re-
determined allocation).

(v) Assume that, as a result of deductions
under section 168, the adjusted basis of the
machinery immediately before the decrease
in AGUB is zero. The machinery is treated as
if it were disposed of before the decrease is
taken into account. In 2007, T recognizes in-
come of $15, the character of which is deter-
mined under the principles of Arrowsmith v.
Commissioner and the tax benefit rule. No ad-
justment to the basis of T’s assets is made
for any tax paid on this amount. Assume also
that, as a result of amortization deductions,
the adjusted basis of the goodwill and going
concern value immediately before the de-
crease in AGUB is $40. A similar adjustment
to income is made in 2007 with respect to the
$60 of previously amortized goodwill and
going concern value.

(vi) In summary, the basis of T’s acquisi-
tion date assets, as of January 1, 2007, is as
follows:

Asset Basis

Machinery .................................................................. $0
Land ........................................................................... 225
Goodwill and going concern value ............................ 0

Example 3. (i) Assume that the facts are the
same as § 1.338–6(d) Example 2 except that the
recently purchased stock is acquired for
$1,600 plus additional payments that are con-
tingent upon T’s future earnings. Assume
that, under general principles of tax law,
such later payments are properly taken into
account when paid. Thus, T’s AGUB, deter-
mined as of the beginning of the day after
the acquisition date (after reduction by T’s
cash of $200), is $2,500 and is allocated among
T’s acquisition date assets under § 1.338–
6(c)(3)(iii) as follows:

Class Asset Final
allocation

I ................. Cash ............................................... $200
II ................ Portfolio of actively traded securi-

ties.
*268

III ............... Accounts receivable ....................... 536
IV ............... Inventory ........................................ 268
V ................ Building .......................................... 714
V ................ Land ............................................... 178
V ................ Investment in T1 ............................ 402
VII .............. Goodwill and going concern value 134

Total ........................................ 2,700

* All numbers rounded for convenience.

(ii) At a later point in time, P pays an ad-
ditional $200 for its recently purchased T
stock. Assume that the additional consider-
ation paid would not increase T’s tax liabil-
ity for the deemed sale tax consequences.

(iii) T’s AGUB increases by $200, from $2,700
to $2,900. This $200 increase in AGUB is ac-
counted for in accordance with the provi-
sions of § 1.338–6(c)(3)(iii).

(iv) The hypothetical purchase price of the
T stock is redetermined as follows:

Grossed-up basis of recently
purchased stock as deter-
mined under § 1.338–5(c) ($1,800
× (1¥ .2)/.8) ............................. $

1,800
Basis of nonrecently purchased

stock as if the gain recogni-
tion election under § 1.338–
5(d)(2) had been made ($1,800 ×
.2/(1¥ .2)) ............................... 450

Liabilities ................................. 1,000

Total ................................... 3,250

(v) Since the redetermined hypothetical
purchase price ($3,250) exceeds the redeter-
mined AGUB ($2,900) and no gain recognition
election was made under section 338(b)(3),
the rules of § 1.338–6(c)(3)(iii) are reapplied
using the redetermined hypothetical pur-
chase price and the redetermined AGUB.

(vi) First, an AGUB amount equal to the
redetermined hypothetical purchase price
($3,250) is allocated among the assets under
the general rules of § 1.338–6. The allocation
is set forth in the column below entitled Hy-
pothetical Allocation. Next, the allocation to
each asset in Class II through Class VII is
multiplied by a fraction with a numerator
equal to the actual redetermined AGUB re-
duced by the amount of Class I assets ($2,900
¥ $200 = $2,700) and a denominator equal to
the redetermined hypothetical purchase
price reduced by the amount of Class I assets
($3,250 ¥ $200 = $3,050), or 2,700/3,050. This pro-
duces the Final Allocation:
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Class Asset
Hypo-
thetical

allocation

Final
allocation

I ................. Cash ........................... $200 $200
II ................ Portfolio of actively

traded securities.
300 *266

III ............... Accounts receivable ... 600 531
IV ............... Inventory .................... 300 266
V ................ Building ...................... 800 708
V ................ Land ........................... 200 177
V ................ Investment in T1 ........ 450 398
VII .............. Goodwill and going

concern value.
400 354

Class Asset
Hypo-
thetical

allocation

Final
allocation

Total .................... 3,250 2900

* All numbers rounded for convenience.

(vii) As illustrated by this example, re-
applying § 1.338–6(c)(3) results in a basis in-
crease for some assets and a basis decrease
for other assets. The amount of redetermined
AGUB allocated to each acquisition date
asset is determined as follows:

Asset
Original
(c)(3)

allocation

Redeter-
mined
(c)(3)

allocation

Increase
(de-

crease)

Portfolio of actively traded securities ........................................................................................ $268 $266 $(2)
Accounts receivable .................................................................................................................. 536 531 (5)
Inventory .................................................................................................................................... 268 266 (2)
Building ...................................................................................................................................... 714 708 (6)
Land ........................................................................................................................................... 178 177 (1)
Investment in T1 ........................................................................................................................ 402 398 (4)
Goodwill and going concern value ............................................................................................ 134 354 220

Total ................................................................................................................................... 2,500 2,700 200

Example 4. (i) On January 1, 2001, P pur-
chases all of the outstanding T stock and
makes a section 338 election for T. P pays
$700 of cash and promises also to pay a max-
imum $300 of contingent consideration at
various times in the future. Assume that,
under general principles of tax law, such
later payments are properly taken into ac-
count by P when paid. Assume also, however,
that the current fair market value of the
contingent payments is reasonably ascer-
tainable. The fair market value of T’s assets
(other than goodwill and going concern
value) as of the beginning of the following
day is as follows:

Asset class Assets Fair mar-
ket value

V ................ Equipment ...................................... $200
V ................ Non-actively traded securities ....... 100
V ................ Building .......................................... 500

Total ........................................ 800

(ii) T has no liabilities. The AGUB is $700.
In calculating ADSP, assume that, under
§ 1.1001–1, the current amount realized attrib-
utable to the contingent consideration is
$200. ADSP is therefore $900 ($700 cash plus
$200).

(iii) (A) The AGUB of $700 is ratably allo-
cated among T’s Class V acquisition date as-
sets in proportion to their fair market values
as follows:

Asset Basis

Equipment ($700 × 200/800) ................................. $175.00
Non-actively traded securities ($700 × 100/800) .. 87.50

Asset Basis

Building ($700 × 500/800) ..................................... 437.50

Total ................................................................ 700.00

(B) No amount is allocated to goodwill or
going concern value.

(iv) (A) The ADSP of $900 is ratably allo-
cated among T’s Class V acquisition date as-
sets in proportion to their fair market values
as follows:

Asset Basis

Equipment .............................................................. $200
Non-actively traded securities ............................... 100
Building .................................................................. 500

Total ................................................................ 800

(B) The remaining ADSP, $100, is allocated
to goodwill and going concern value (Class
VII).

(v) P and T file a consolidated return for
2001 and each following year with P as the
common parent of the affiliated group.

(vi) In 2004, a contingent amount of $120 is
paid by P. For old T, this payment has no ef-
fect on ADSP, because the payment is ac-
counted for as a separate transaction. We
have assumed that, under general principles
of tax law, the payment is properly taken
into account by P at the time made. There-
fore, in 2004, there is an increase in new T’s
AGUB of $120. The amount of the increase al-
located to each acquisition date asset is de-
termined as follows:

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00115 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



116

26 CFR Ch. I (4–1–01 Edition)§ 1.338–8

Asset Original
AGUB

Redeter-
mined
AGUB

Increase

Equipment ..................... $175.00 $200.00 $25.00
Land ............................... 87.50 100.00 12.50
Building .......................... 437.50 500.00 62.50
Goodwill and going con-

cern value .................. 0.00 20.00 20.00

Total ....................... 700.00 820.00 120.00

[T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.338–8 Asset and stock consistency.
(a) Introduction—(1) Overview. This

section implements the consistency
rules of sections 338(e) and (f). Under
this section, no election under section
338 is deemed made or required with re-
spect to target or any target affiliate.
Instead, the person acquiring an asset
may have a carryover basis in the
asset.

(2) General application. The consist-
ency rules generally apply if the pur-
chasing corporation acquires an asset
directly from target during the target
consistency period and target is a sub-
sidiary in a consolidated group. In such
a case, gain from the sale of the asset
is reflected under the investment ad-
justment provisions of the consolidated
return regulations in the basis of tar-
get stock and may reduce gain from
the sale of the stock. See § 1.1502–32 (in-
vestment adjustment provisions).
Under the consistency rules, the pur-
chasing corporation generally takes a
carryover basis in the asset, unless a
section 338 election is made for target.
Similar rules apply if the purchasing
corporation acquires an asset directly
from a lower-tier target affiliate if
gain from the sale is reflected under
the investment adjustment provisions
in the basis of target stock.

(3) Extensions of the general rules. If an
arrangement exists, paragraph (f) of
this section generally extends the car-
ryover basis rule to certain cases in
which the purchasing corporation ac-
quires assets indirectly from target (or
a lower-tier target affiliate). To pre-
vent avoidance of the consistency
rules, paragraph (j) of this section also
may extend the consistency period or
the 12-month acquisition period and
may disregard the presence of conduits.

(4) Application where certain dividends
are paid. Paragraph (g) of this section

extends the carryover basis rule to cer-
tain cases in which dividends are paid
to a corporation that is not a member
of the same consolidated group as the
distributing corporation. Generally,
this rule applies where a 100 percent
dividends received deduction is used in
conjunction with asset dispositions to
achieve an effect similar to that avail-
able under the investment adjustment
provisions of the consolidated return
regulations.

(5) Application to foreign target affili-
ates. Paragraph (h) of this section ex-
tends the carryover basis rule to cer-
tain cases involving target affiliates
that are controlled foreign corpora-
tions.

(6) Stock consistency. This section lim-
its the application of the stock consist-
ency rules to cases in which the rules
are necessary to prevent avoidance of
the asset consistency rules. Following
the general treatment of a section
338(h)(10) election, a sale of a corpora-
tion’s stock is treated as a sale of the
corporation’s assets if a section
338(h)(10) election is made. Because
gain from this asset sale may be re-
flected in the basis of the stock of a
higher-tier target, the carryover basis
rule may apply to the assets.

(b) Consistency for direct acquisitions—
(1) General rule. The basis rules of para-
graph (d) of this section apply to an
asset if—

(i) The asset is disposed of during the
target consistency period;

(ii) The basis of target stock, as of
the target acquisition date, reflects
gain from the disposition of the asset
(see paragraph (c) of this section); and

(iii) The asset is owned, immediately
after its acquisition and on the target
acquisition date, by a corporation that
acquires stock of target in the quali-
fied stock purchase (or by an affiliate
of an acquiring corporation).

(2) Section 338(h)(10) elections. For pur-
poses of this section, if a section
338(h)(10) election is made for a cor-
poration acquired in a qualified stock
purchase—

(i) The acquisition is treated as an
acquisition of the corporation’s assets
(see § 1.338(h)(10)–1); and

(ii) The corporation is not treated as
target.
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(c) Gain from disposition reflected in
basis of target stock. For purposes of this
section:

(1) General rule. Gain from the dis-
position of an asset is reflected in the
basis of a corporation’s stock if the
gain is taken into account under
§ 1.1502–32, directly or indirectly, in de-
termining the basis of the stock, after
applying section 1503(e) and other pro-
visions of the Internal Revenue Code.

(2) Gain not reflected if section 338 elec-
tion made for target. Gain from the dis-
position of an asset that is otherwise
reflected in the basis of target stock as
of the target acquisition date is not
considered reflected in the basis of tar-
get stock if a section 338 election is
made for target.

(3) Gain reflected by reason of distribu-
tions. Gain from the disposition of an
asset is not considered reflected in the
basis of target stock merely by reason
of the receipt of a distribution from a
target affiliate that is not a member of
the same consolidated group as the dis-
tributee. See paragraph (g) of this sec-
tion for the treatment of dividends eli-
gible for a 100 percent dividends re-
ceived deduction.

(4) Controlled foreign corporations. For
a limitation applicable to gain of a tar-
get affiliate that is a controlled foreign
corporation, see paragraph (h)(2) of this
section.

(5) Gain recognized outside the consoli-
dated group. Gain from the disposition
of an asset by a person other than tar-
get or a target affiliate is not reflected
in the basis of a corporation’s stock
unless the person is a conduit, as de-
fined in paragraph (j)(4) of this section.

(d) Basis of acquired assets—(1) Carry-
over basis rule. If this paragraph (d) ap-
plies to an asset, the asset’s basis im-
mediately after its acquisition is, for
all purposes of the Internal Revenue
Code, its adjusted basis immediately
before its disposition.

(2) Exceptions to carryover basis rule for
certain assets. The carryover basis rule
of paragraph (d)(1) of this section does
not apply to the following assets—

(i) Any asset disposed of in the ordi-
nary course of a trade or business (see
section 338(e)(2)(A));

(ii) Any asset the basis of which is
determined wholly by reference to the
adjusted basis of the asset in the hands

of the person that disposed of the asset
(see section 338(e)(2)(B));

(iii) Any debt or equity instrument
issued by target or a target affiliate
(see paragraph (h)(3) of this section for
an exception relating to the stock of a
target affiliate that is a controlled for-
eign corporation);

(iv) Any asset the basis of which im-
mediately after its acquisition would
otherwise be less than its adjusted
basis immediately before its disposi-
tion; and

(v) Any asset identified by the Inter-
nal Revenue Service in a revenue rul-
ing or revenue procedure.

(3) Exception to carryover basis rule for
de minimis assets. The carryover basis
rules of this section do not apply to an
asset if the asset is not disposed of as
part of the same arrangement as the
acquisition of target and the aggregate
amount realized for all assets other-
wise subject to the carryover basis
rules of this section does not exceed
$250,000.

(4) Mitigation rule—(i) General rule. If
the carryover basis rules of this section
apply to an asset and the asset is trans-
ferred to a domestic corporation in a
transaction to which section 351 ap-
plies or as a contribution to capital
and no gain is recognized, the trans-
feror’s basis in the stock of the trans-
feree (but not the transferee’s basis in
the asset) is determined without tak-
ing into account the carryover basis
rules of this section.

(ii) Time for transfer. This paragraph
(d)(4) applies only if the asset is trans-
ferred before the due date (including
extensions) for the transferor’s income
tax return for the year that includes
the last date for which a section 338
election may be made for target.

(e) Examples—(1) In general. For pur-
poses of the examples in this section,
unless otherwise stated, the basis of
each asset is the same for determining
earnings and profits and taxable in-
come, the exceptions to paragraph
(d)(1) of this section do not apply, the
taxable year of all persons is the cal-
endar year, and the following facts
apply: S is the common parent of a
consolidated group that includes T, T1,
T2, and T3; S owns all of the stock of T
and T3; and T owns all of the stock of
T1, which owns all of the stock of T2. B
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is unrelated to the S group and owns
all of the stock of P, which owns all of
the stock of P1. Y and Y1 are partner-
ships that are unrelated to the S group

but may be related to the P group. Z is
a corporation that is not related to any
of the other parties.

(2) Direct acquisitions. Paragraphs (b),
(c), and (d) of this section may be illus-
trated by the following examples:

Example 1. Asset acquired from target by pur-
chasing corporation. (a) On February 1 of Year
1, T sells an asset to P1 and recognizes gain.
T’s gain from the disposition of the asset is
taken into account under § 1.1502–32 in deter-
mining S’s basis in the T stock. On January
1 of Year 2, P1 makes a qualified stock pur-
chase of T from S. No section 338 election is
made for T.

(b) T disposed of the asset during its con-
sistency period, gain from the asset disposi-
tion is reflected in the basis of the T stock
as of T’s acquisition date (January 1 of Year
2), and the asset is owned both immediately
after the asset disposition (February 1 of
Year 1) and on T’s acquisition date by P1, the
corporation that acquired T stock in the
qualified stock purchase. Consequently,
under paragraph (b) of this section, para-
graph (d)(1) of this section applies to the
asset and P1’s basis in the asset is T’s ad-
justed basis in the asset immediately before
the sale to P1.

Example 2. Gain from section 338(h)(10) elec-
tion reflected in stock basis. (a) On February 1
of Year 1, P1 makes a qualified stock pur-
chase of T2 from T1. A section 338(h)(10) elec-

tion is made for T2 and T2 recognizes gain on
each of its assets. T2’s gain is taken into ac-
count under § 1.1502–32 in determining S’s
basis in the T stock. On January 1 of Year 2,
P1 makes a qualified stock purchase of T
from S. No section 338 election is made for T.

(b) Under paragraph (b)(2) of this section,
the acquisition of the T2 stock is treated as
an acquisition of T2’s assets on February 1 of
Year 1, because a section 338(h)(10) election
is made for T2. The gain recognized by T2
under section 338(h)(10) is reflected in S’s
basis in the T stock as of T’s acquisition
date. Because the other requirements of
paragraph (b) of this section are satisfied,
paragraph (d)(1) of this section applies to the
assets and new T2’s basis in its assets is old
T2’s adjusted basis in the assets immediately
before the disposition.

Example 3. Corporation owning asset ceases
affiliation with corporation purchasing target
before target acquisition date. (a) On February
1 of Year 1, T sells an asset to P1 and recog-
nizes gain. On December 1 of Year 1, P dis-
poses of all of the P1 stock while P1 still
owns the asset. On January 1 of Year 2, P
makes a qualified stock purchase of T from
S. No section 338 election is made for T.

(b) Immediately after T’s disposition of the
asset, the asset is owned by P1 which is af-
filiated on that date with P, the corporation
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that acquired T stock in the qualified stock
purchase. However, the asset is owned by a
corporation (P1) that is no longer affiliated
with P on T’s acquisition date. Although the
other requirements of paragraph (b) of this
section are satisfied, the requirements of
paragraph (b)(1)(iii) of this section are not
satisfied. Consequently, the basis rules of
paragraph (d) of this section do not apply to
the asset by reason of P1’s acquisition.

(c) If P acquires all of the Z stock and P1
transfers the asset to Z on or before T’s ac-
quisition date (January 1 of Year 2), the
asset is owned by an affiliate of P both on
February 1 of Year 1 (P1) and on January 1
of Year 2 (Z). Consequently, all of the re-
quirements of paragraph (b) of this section
are satisfied and paragraph (d)(1) of this sec-
tion applies to the asset and P1’s basis in the
asset is T’s adjusted basis in the asset imme-
diately before the sale to P1.

Example 4. Gain reflected in stock basis not-
withstanding offsetting loss or distribution. (a)
On April 1 of Year 1, T sells an asset to P1
and recognizes gain. In Year 1, T distributes
an amount equal to the gain. On March 1 of
Year 2, P makes a qualified stock purchase
of T from S. No section 338 election is made
for T.

(b) Although, as a result of the distribu-
tion, there is no adjustment with respect to
the T stock under § 1.1502–32 for Year 1, T’s
gain from the disposition of the asset is con-
sidered reflected in S’s basis in the T stock.
The gain is considered to have been taken
into account under § 1.1502–32 in determining
the adjustments to S’s basis in the T stock
because S’s basis in the T stock is different
from what it would have been had there been
no gain.

(c) If T distributes an amount equal to the
gain on February 1 of Year 2, rather than in
Year 1, the results would be the same be-
cause S’s basis in the T stock is different
from what it would have been had there been
no gain. If the distribution in Year 2 is by
reason of an election under § 1.1502–32(f)(2),
the results would be the same.

(d) If, in Year 1, T does not make a dis-
tribution and the S group does not file a con-
solidated return, but, in Year 2, the S group
does file a consolidated return and makes an
election under § 1.1502–32(f)(2) for T, the re-
sults would be the same. S’s basis in the T
stock is different from what it would have
been had there been no gain. Paragraph (c)(3)
of this section (gain not considered reflected
by reason of distributions) does not apply to
the deemed distribution under the election
because S and T are members of the same
consolidated group. If T distributes an
amount equal to the gain in Year 2 and no
election is made under § 1.1502–32(f)(2), the re-
sults would be the same.

(e) If, in Year 1, T incurs an unrelated loss
in an amount equal to the gain, rather than
distributing an amount equal to the gain,

the results would be the same because the
gain is taken into account under § 1.1502–32 in
determining S’s basis in the T stock.

Example 5. Gain of a target affiliate reflected
in stock basis after corporate reorganization. (a)
On February 1 of Year 1, T3 sells an asset to
P1 and recognizes gain. On March 1 of Year
1, S contributes the T3 stock to T in a trans-
action qualifying under section 351. On Janu-
ary 15 of Year 2, P1 makes a qualified stock
purchase of T from S. No section 338 election
is made for T.

(b) T3’s gain from the asset sale is taken
into account under § 1.1502–32 in determining
S’s basis in the T3 stock. Under section 358,
the gain that is taken into account under
§ 1.1502–32 in determining S’s basis in the T3
stock is also taken into account in deter-
mining S’s basis in the T stock following S’s
contribution of the T3 stock to T. Con-
sequently, under paragraph (b) of this sec-
tion, paragraph (d)(1) of this section applies
to the asset and P1’s basis in the asset is T3’s
adjusted basis in the asset immediately be-
fore the sale to P1.

(c) If on March 1 of Year 1, rather than S
contributing the T3 stock to T, S causes T3
to merge into T in a transaction qualifying
under section 368(a)(1)(D), the results would
be the same.

Example 6. Gain not reflected if election under
section 338 made. (a) On February 1 of Year 1,
T1 sells an asset to P1 and recognizes gain.
On January 1 of Year 2, P1 makes a qualified
stock purchase of T1 from T. A section 338
election (but not a section 338(h)(10) elec-
tion) is made for T1.

(b) Under paragraph (c)(2) of this section,
because a section 338 election is made for T1,
T’s basis in the T1 stock is considered not to
reflect gain from the disposition. Con-
sequently, the requirement of paragraph
(b)(1)(ii) of this section is not satisfied. Thus,
P1’s basis in the asset is not determined
under paragraph (d) of this section. Although
the section 338 election for T1 results in a
qualified stock purchase of T2, the require-
ment of paragraph (b)(1)(ii) of this section is
not satisfied with respect to T2, whether or
not a section 338 election is made for T2.

(c) If, on January 1 of Year 2, P1 makes a
qualified stock purchase of T from S and a
section 338 election for T, rather than T1, S’s
basis in the T stock is considered not to re-
flect gain from T1’s disposition of the asset.
However, the section 338 election for T re-
sults in a qualified stock purchase of T1. Be-
cause the gain is reflected in T’s basis in the
T1 stock, the requirements of paragraph (b)
of this section are satisfied. Consequently,
P1’s basis in the asset is determined under
paragraph (d)(1) of this section unless a sec-
tion 338 election is also made for T1.

(f) Extension of consistency to indirect
acquisitions—(1) Introduction. If an ar-
rangement exists (see paragraph (j)(5)
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of this section), this paragraph (f) gen-
erally extends the consistency rules to
indirect acquisitions that have the
same effect as direct acquisitions. For
example, this paragraph (f) applies if,
pursuant to an arrangement, target
sells an asset to an unrelated person
who then sells the asset to the pur-
chasing corporation.

(2) General rule. This paragraph (f) ap-
plies to an asset if, pursuant to an ar-
rangement—

(i) The asset is disposed of during the
target consistency period;

(ii) The basis of target stock as of, or
at any time before, the target acquisi-
tion date reflects gain from the dis-
position of the asset; and

(iii) The asset ownership require-
ments of paragraph (b)(1)(iii) of this
section are not satisfied, but the asset
is owned, at any time during the por-
tion of the target consistency period
following the target acquisition date,
by—

(A) A corporation—
(1) The basis of whose stock, as of, or

at any time before, the target acquisi-
tion date, reflects gain from the dis-
position of the asset; and

(2) That is affiliated, at any time dur-
ing the target consistency period, with
a corporation that acquires stock of
target in the qualified stock purchase;
or

(B) A corporation that at the time it
owns the asset is affiliated with a cor-
poration described in paragraph
(f)(2)(iii)(A) of this section.

(3) Basis of acquired assets. If this
paragraph (f) applies to an asset, the
principles of the basis rules of para-
graph (d) of this section apply to the
asset as of the date, following the dis-
position with respect to which gain is
reflected in the basis of target’s stock,
that the asset is first owned by a cor-
poration described in paragraph
(f)(2)(iii) of this section. If the prin-
ciples of the carryover basis rule of
paragraph (d)(1) of this section apply to
an asset, the asset’s basis also is re-
duced (but not below zero) by the
amount of any reduction in its basis
occurring after the disposition with re-
spect to which gain is reflected in the
basis of target’s stock.

(4) Examples. This paragraph (f) may
be illustrated by the following exam-
ples:

Example 1. Acquisition of asset from unrelated
party by purchasing corporation. (a) On Feb-
ruary 1 of Year 1, T sells an asset to Z and
recognizes gain. On February 15 of Year 1, P1
makes a qualified stock purchase of T from
S. No section 338 election is made for T. P1
buys the asset from Z on March 1 of Year 1,
before Z has reduced the basis of the asset
through depreciation or otherwise.

(b) Paragraph (b) of this section does not
apply to the asset because the asset owner-
ship requirements of paragraph (b)(1)(iii) of
this section are not satisfied. However, the
asset ownership requirements of paragraph
(f)(2)(iii) of this section are satisfied because,
during the portion of T’s consistency period
following T’s acquisition date, the asset is
owned by P1 while it is affiliated with T.
Consequently, paragraph (f) of this section
applies to the asset if there is an arrange-
ment for T to dispose of the asset during T’s
consistency period, for the gain to be re-
flected in S’s basis in the T stock as of T’s
acquisition date, and for P1 to own the asset
during the portion of T’s consistency period
following T’s acquisition date. If the ar-
rangement exists, under paragraph (f)(3) of
this section, P1’s basis in the asset is deter-
mined as of March 1 of Year 1, under the
principles of paragraph (d) of this section.
Consequently, P1’s basis in the asset is T’s
adjusted basis in the asset immediately be-
fore the sale to Z.

(c) If P1 acquires the asset from Z on Janu-
ary 15 of Year 2 (rather than on March 1 of
Year 1), and Z’s basis in the asset has been
reduced through depreciation at the time of
the acquisition, P1’s basis in the asset as of
January 15 of Year 2 would be T’s adjusted
basis in the asset immediately before the
sale to Z, reduced (but not below zero) by the
amount of the depreciation. Z’s basis and de-
preciation are determined without taking
into account the basis rules of paragraph (d)
of this section.

(d) If P, rather than P1, acquires the asset
from Z, the results would be the same.

(e) If, on March 1 of Year 1, P1 acquires the
Z stock, rather than acquiring the asset
from Z, paragraph (f) of this section would
apply to the asset if an arrangement exists.
However, under paragraph (f)(3) of this sec-
tion, Z’s basis in the asset would be deter-
mined as of February 1 of Year 1, the date
the asset is first owned by a corporation (Z)
described in paragraph (f)(2)(iii) of this sec-
tion. Consequently, Z’s basis in the asset as
of February 1 of Year 1, determined under
the principles of paragraph (d) of this sec-
tion, would be T’s adjusted basis in the asset
immediately before the sale to Z.

Example 2. Acquisition of asset from target by
target affiliate. (a) On February 1 of Year 1, T
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contributes an asset to T1 in a transaction
qualifying under section 351 and in which T
recognizes gain under section 351(b) that is
deferred under § 1.1502–13. On March 1 of Year
1, P1 makes a qualified stock purchase of T
from S and, pursuant to § 1.1502–13, the de-
ferred gain is taken into account by T imme-
diately before T ceases to be a member of the
S group. No section 338 election is made for
T.

(b) Paragraph (b) of this section does not
apply to the asset because the asset owner-
ship requirements of paragraph (b)(1)(iii) of
this section are not satisfied.

(c) T1 is not described in paragraph
(f)(2)(iii)(A) of this section because the basis
of the T1 stock does not reflect gain from the
disposition of the asset. Although, under sec-
tion 358(a)(1)(B)(ii), T’s basis in the T1 stock
is increased by the amount of the gain, the
gain is not taken into account directly or in-
directly under § 1.1502–32 in determining T’s
basis in the T1 stock.

(d) T1 is described in paragraph (f)(2)(iii)(B)
of this section because, during the portion of
T’s consistency period following T’s acquisi-
tion date, T1 owns the asset while it is affili-
ated with T, a corporation described in para-
graph (f)(2)(iii)(A) of this section. Con-
sequently, paragraph (f) of this section ap-
plies to the asset if there is an arrangement.
Under paragraph (j)(5) of this section, the
fact that, at the time T1 acquires the asset
from T, T1 is related (within the meaning of
section 267(b)) to T indicates that an ar-
rangement exists.

Example 3. Acquisition of asset from target
and indirect acquisition of target stock. (a) On
February 1 of Year 1, T sells an asset to P1
and recognizes gain. On March 1 of Year 1, Z
makes a qualified stock purchase of T from
S. No section 338 election is made for T. On
January 1 of Year 2, P1 acquires the T stock
from Z other than in a qualified stock pur-
chase.

(b) The asset ownership requirements of
paragraph (b)(1)(iii) of this section are not
satisfied because the asset was never owned
by Z, the corporation that acquired T stock
in the qualified stock purchase (or by a cor-
poration that was affiliated with Z at the
time it owned the asset). However, because
the asset is owned by P1 while it is affiliated
with T during the portion of T’s consistency
period following T’s acquisition date, para-
graph (f) of this section applies to the asset
if there is an arrangement. If there is an ar-
rangement, the principles of the carryover
basis rule of paragraph (d)(1) of this section
apply to determine P1’s basis in the asset un-
less Z makes a section 338 election for T. See
paragraph (c)(2) of this section.

(c) If P1 also makes a qualified stock pur-
chase of T from Z, the results would be the
same. If there is an arrangement, the prin-
ciples of the carryover basis rule of para-
graph (d)(1) of this section apply to deter-

mine P1’s basis in the asset unless Z makes
a section 338 election for T. However, these
principles apply to determine P1’s basis in
the asset if P1, but not Z, makes a section
338 election for T. The basis of the T stock
no longer reflects, as of T’s acquisition date
by P1, the gain from the disposition of the
asset.

(d) Assume Z purchases the T stock other
than in a qualified stock purchase and P1
makes a qualified stock purchase of T from
Z. Paragraph (b) of this section does not
apply to the asset because gain from the dis-
position of the asset is not reflected in the
basis of T’s stock as of T’s acquisition date
(January 1 of Year 2). However, because the
gain is reflected in S’s basis in the T stock
before T’s acquisition date and the asset is
owned by P1 while it is affiliated with T dur-
ing the portion of T’s consistency period fol-
lowing T’s acquisition date, paragraph (f) of
this section applies to the asset if there is an
arrangement. If there is an arrangement, the
principles of the carryover basis rule of para-
graph (d)(1) of this section apply to deter-
mine P1’s basis in the asset even if P1 makes
a section 338 election for T. The basis of the
T stock no longer reflects, as of T’s acquisi-
tion date, the gain from the disposition of
the asset.

Example 4. Asset acquired from target affiliate
by corporation that becomes its affiliate.(a) On
February 1 of Year 1, T1 sells an asset to P1
and recognizes gain. On February 15 of Year
1, Z makes a qualified stock purchase of T
from S. No section 338 election is made for T.
On June 1 of Year 1, P1 acquires the T1 stock
from T, other than in a qualified stock pur-
chase.

(b) The asset ownership requirements of
paragraph (b)(1)(iii) of this section are not
satisfied because the asset was never owned
by Z, the corporation that acquired T stock
in the qualified stock purchase (or by a cor-
poration that was affiliated with Z at the
time it owned the asset).

(c) P1 is not described in paragraph
(f)(2)(iii)(A) of this section because gain from
the disposition of the asset is not reflected in
the basis of the P1 stock.

(d) P1 is described in paragraph (f)(2)(iii)(B)
of this section because the asset is owned by
P1 while P1 is affiliated with T1 during the
portion of T’s consistency period following
T’s acquisition date. T1 becomes affiliated
with Z, the corporation that acquired T
stock in the qualified stock purchase, during
T’s consistency period, and, as of T’s acquisi-
tion date, the basis of T1’s stock reflects
gain from the disposition of the asset. Con-
sequently, paragraph (f) of this section ap-
plies to the asset if there is an arrangement.

Example 5. De minimis rules.(a) On February
1 of Year 1, T sells an asset to P and recog-
nizes gain. On February 15 of Year 1, T1 sells
an asset to Z and recognizes gain. The aggre-
gate amount realized by T and T1 on their
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respective sales of assets is not more than
$250,000. On March 1 of Year 1, T3 sells an
asset to P and recognizes gain. On April 1 of
Year 1, P makes a qualified stock purchase
of T from S. No section 338 election is made
for T. On June 1 of Year 1, P1 buys from Z
the asset sold by T1.

(b) Under paragraph (b) of this section, the
basis rules of paragraph (d) of this section
apply to the asset sold by T. Under para-
graph (f) of this section, the principles of the
basis rules of paragraph (d) of this section
apply to the asset sold by T1 if there is an ar-
rangement. Because T3’s gain is not reflected
in the basis of the T stock, the basis rules of
this section do not apply to the asset sold by
T3.

(c) The de minimis rule of paragraph (d)(3)
of this section applies to an asset if the asset
is not disposed of as part of the same ar-
rangement as the acquisition of T and the
aggregate amount realized for all assets oth-
erwise subject to the carryover basis rules
does not exceed $250,000. The aggregate
amount realized by T and T1 does not exceed
$250,000. (The asset sold by T3 is not taken
into account for purposes of the de minimis
rule.) Thus, the de minimis rule applies to
the asset sold by T if the asset is not dis-
posed of as part of the same arrangement as
the acquisition of T.

(d) If, under paragraph (f) of this section,
the principles of the carryover basis rules of
paragraph (d)(1) of this section otherwise
apply to the asset sold by T1 because of an
arrangement, the de minimis rules of this
section do not apply to the asset because of
the arrangement.

(e) Assume on June 1 of Year 1, Z acquires
the T1 stock from T, other than in a quali-
fied stock purchase, rather than P1 buying
the T1 asset, and paragraph (f) of this section
applies because there is an arrangement. Be-
cause the asset was disposed of and the T1
stock was acquired as part of the arrange-
ment, the de minimis rules of this section do
not apply to the asset.

(g) Extension of consistency if dividends
qualifying for 100 percent dividends re-
ceived deduction are paid—(1) General
rule for direct acquisitions from target.
Unless a section 338 election is made
for target, the basis rules of paragraph
(d) of this section apply to an asset if—

(i) Target recognizes gain (whether or
not deferred) on disposition of the asset
during the portion of the target con-
sistency period that ends on the target
acquisition date;

(ii) The asset is owned, immediately
after the asset disposition and on the
target acquisition date, by a corpora-
tion that acquires stock of target in
the qualified stock purchase (or by an

affiliate of an acquiring corporation);
and

(iii) During the portion of the target
consistency period that ends on the
target acquisition date, the aggregate
amount of dividends paid by target, to
which section 243(a)(3) applies, exceeds
the greater of—

(A) $250,000; or
(B) 125 percent of the yearly average

amount of dividends paid by target, to
which section 243(a)(3) applies, during
the three calendar years immediately
preceding the year in which the target
consistency period begins (or, if short-
er, the period target was in existence).

(2) Other direct acquisitions having
same effect. The basis rules of para-
graph (d) of this section also apply to
an asset if the effect of a transaction
described in paragraph (g)(1) of this
section is achieved through any com-
bination of disposition of assets and
payment of dividends to which section
243(a)(3) applies (or any other dividends
eligible for a 100 percent dividends re-
ceived deduction). See paragraph (h)(4)
of this section for additional rules re-
lating to target affiliates that are con-
trolled foreign corporations.

(3) Indirect acquisitions. The principles
of paragraph (f) of this section also
apply for purposes of this paragraph
(g).

(4) Examples. This paragraph (g) may
be illustrated by the following exam-
ples:

Example 1. Asset acquired from target paying
dividends to which section 243(a)(3) applies.(a)
The S group does not file a consolidated re-
turn. In Year 1, Year 2, and Year 3, T pays
dividends to S to which section 243(a)(3) ap-
plies of $200,000, $250,000, and $300,000, respec-
tively. On February 1 of Year 4, T sells an
asset to P and recognizes gain. On January 1
of Year 5, P makes a qualified stock pur-
chase of T from S. No section 338 election is
made for T. During the portion of T’s con-
sistency period that ends on T’s acquisition
date, T pays S dividends to which section
243(a)(3) applies of $1,000,000.

(b) Under paragraph (g)(1) of this section,
paragraph (d) of this section applies to the
asset. T recognizes gain on disposition of the
asset during the portion of T’s consistency
period that ends on T’s acquisition date, the
asset is owned by P immediately after the
disposition and on T’s acquisition date, and
T pays dividends described in paragraph
(g)(1)(iii) of this section. Consequently,
under paragraph (d)(1) of this section, P’s
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basis in the asset is T’s adjusted basis in the
asset immediately before the sale to P.

(c) If T is a controlled foreign corporation,
the results would be the same if T pays divi-
dends in the amount described in paragraph
(g)(1)(iii) of this section that qualify for a 100
percent dividends received deduction. See
sections 243(e) and 245.

(d) If S and T3 file a consolidated return in
which T, T1, and T2 do not join, the results
would be the same because the dividends
paid by T are still described in paragraph
(g)(1)(iii) of this section.

(e) If T, T1, and T2 file a consolidated re-
turn in which S and T3 do not join, the re-
sults would be the same because the divi-
dends paid by T are still described in para-
graph (g)(1)(iii) of this section.

Example 2. Asset disposition by target affiliate
achieving same effect.(a) The S group does not
file a consolidated return. On February 1 of
Year 1, T2 sells an asset to P and recognizes
gain. T pays dividends to S described in para-
graph (g)(1)(iii) of this section. On January 1
of Year 2, P makes a qualified stock pur-
chase of T from S. No section 338 election is
made for T.

(b) Paragraph (g)(1) of this section does not
apply to the asset because T did not recog-
nize gain on the disposition of the asset.
However, under paragraph (g)(2) of this sec-
tion, because the asset disposition by T2 and
the dividends paid by T achieve the effect of
a transaction described in paragraph (g)(1) of
this section, the carryover basis rule of para-
graph (d)(1) of this section applies to the
asset. The effect was achieved because T2 is
a lower-tier affiliate of T and the dividends
paid by T to S reduce the value to S of T and
its lower-tier affiliates.

(c) If T2 is a controlled foreign corporation,
the results would be the same because T2 is
a lower-tier affiliate of T and the dividends
paid by T to S reduce the value to S of T and
its lower-tier affiliates.

(d) If P buys an asset from T3, rather than
T2, the asset disposition and the dividends do
not achieve the effect of a transaction de-
scribed in paragraph (g)(1) of this section be-
cause T3 is not a lower-tier affiliate of T.
Thus, the basis rules of paragraph (d) of this
section do not apply to the asset. The results
would be the same whether or not P also ac-
quires the T3 stock (whether or not in a
qualified stock purchase).

Example 3. Dividends by target affiliate
achieving same effect.(a) The S group does not
file a consolidated return. On February 1 of
Year 1, T1 sells an asset to P and recognizes
gain. On January 1 of Year 2, P makes a
qualified stock purchase of T from S. No sec-
tion 338 election is made for T. T does not
pay dividends to S described in paragraph
(g)(1)(iii) of this section. However, T1 pays
dividends to T that would be described in
paragraph (g)(1)(iii) of this section if T1 were
a target.

(b) Paragraph (g)(1) of this section does not
apply to the asset because T did not recog-
nize gain on the disposition of the asset and
did not pay dividends described in paragraph
(g)(1)(iii) of this section. Further, paragraph
(g)(2) of this section does not apply because
the dividends paid by T1 to T do not reduce
the value to S of T and its lower-tier affili-
ates.

(c) If both S and T own T1 stock and T1
pays dividends to S that would be described
in paragraph (g)(1)(iii) of this section if T1
were a target, paragraph (g)(2) of this section
would apply because the dividends paid by T1
to S reduce the value to S of T and its lower-
tier affiliates. If T, rather than T1, sold the
asset to P, the results would be the same.
Further, if T and T1 pay dividends to S that,
only when aggregated, would be described in
paragraph (g)(1)(iii) of this section (if they
were all paid by T), the results would be the
same.

Example 4. Gain reflected by reason of divi-
dends.(a) S and T file a consolidated return
in which T1 and T2 do not join. On February
1 of Year 1, T1 sells an asset to P and recog-
nizes gain. On January 1 of Year 2, P makes
a qualified stock purchase of T from S. No
section 338 election is made for T. T1 pays
dividends to T that would be described in
paragraph (g)(1)(iii) of this section if T1 were
a target.

(b) The requirements of paragraph (b) of
this section are not satisfied because, under
paragraph (c)(3) of this section, gain from
T1’s sale is not reflected in S’s basis in the
T stock by reason of the dividends paid by T1
to T.

(c) Although the dividends paid by T1 to T
do not reduce the value to S of T and its
lower-tier affiliates, paragraph (g)(2) of this
section applies because the dividends paid by
T1 to T are taken into account under § 1.1502–
32 in determining S’s basis in the T stock.
Consequently, the carryover basis rule of
paragraph (d)(1) of this section applies to the
asset.

(h) Consistency for target affiliates that
are controlled foreign corporations—(1) In
general. This paragraph (h) applies only
if target is a domestic corporation. For
additional rules that may apply with
respect to controlled foreign corpora-
tions, see paragraph (g) of this section.
The definitions and nomenclature of
§ 1.338–2(b) and (c) and paragraph (e) of
this section apply for purposes of this
section.

(2) Income or gain resulting from asset
dispositions—(i) General rule. Income or
gain of a target affiliate that is a con-
trolled foreign corporation from the
disposition of an asset is not reflected
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in the basis of target stock under para-
graph (c) of this section unless the in-
come or gain results in an inclusion
under section 951(a)(1)(A), 951(a)(1)(C),
1291 or 1293.

(ii) Basis of controlled foreign corpora-
tion stock. If, by reason of paragraph
(h)(2)(i) of this section, the carryover
basis rules of this section apply to an
asset, no increase in basis in the stock
of a controlled foreign corporation
under section 961(a) or 1293(d)(1), or
under regulations issued pursuant to
section 1297(b)(5), is allowed to target
or a target affiliate to the extent the
increase is attributable to income or
gain described in paragraph (h)(2)(i) of
this section. A similar rule applies to
the basis of any property by reason of
which the stock of the controlled for-
eign corporation is considered owned
under section 958(a)(2) or 1297(a).

(iii) Operating rule. For purposes of
this paragraph (h)(2)—

(A) If there is an income inclusion
under section 951 (a)(1)(A) or (C), the
shareholder’s income inclusion is first
attributed to the income or gain of the
controlled foreign corporation from the
disposition of the asset to the extent of
the shareholder’s pro rata share of such
income or gain; and

(B) Any income or gain under section
1293 is first attributed to the income or
gain from the disposition of the asset
to the extent of the shareholder’s pro
rata share of the income or gain.

(iv) Increase in asset or stock basis—(A)
If the carryover basis rules under para-
graph (h)(2)(i) of this section apply to
an asset, and the purchasing corpora-
tion disposes of the asset to an unre-
lated party in a taxable transaction
and recognizes and includes in its U.S.
gross income or the U.S. gross income
of its shareholders the greater of the
income or gain from the disposition of
the asset by the selling controlled for-
eign corporation that was reflected in
the basis of the target stock under
paragraph (c) of this section, or the
gain recognized on the asset by the
purchasing corporation on the disposi-
tion of the asset, then the purchasing
corporation or the target or a target
affiliate, as appropriate, shall increase
the basis of the selling controlled for-
eign corporation stock subject to para-
graph (h)(2)(ii) of this section, as of the

date of the disposition of the asset by
the purchasing corporation, by the
amount of the basis increase that was
denied under paragraph (h)(2)(ii) of this
section. The preceding sentence shall
apply only to the extent that the con-
trolled foreign corporation stock is
owned (within the meaning of section
958(a)) by a member of the purchasing
corporation’s affiliated group.

(B) If the carryover basis rules under
paragraph (h)(2)(i) of this section apply
to an asset, and the purchasing cor-
poration or the target or a target affil-
iate, as appropriate, disposes of the
stock of the selling controlled foreign
corporation to an unrelated party in a
taxable transaction and recognizes and
includes in its U.S. gross income or the
U.S. gross income of its shareholders
the greater of the gain equal to the
basis increase that was denied under
paragraph (h)(2)(ii) of this section, or
the gain recognized in the stock by the
purchasing corporation or by the tar-
get or a target affiliate, as appropriate,
on the disposition of the stock, then
the purchasing corporation shall in-
crease the basis of the asset, as of the
date of the disposition of the stock of
the selling controlled foreign corpora-
tion by the purchasing corporation or
by the target or a target affiliate, as
appropriate, by the amount of the basis
increase that was denied pursuant to
paragraph (h)(2)(i) of this section. The
preceding sentence shall apply only to
the extent that the asset is owned
(within the meaning of section 958(a))
by a member of the purchasing cor-
poration’s affiliated group.

(3) Stock issued by target affiliate that
is a controlled foreign corporation. The
exception to the carryover basis rules
of this section provided in paragraph
(d)(2)(iii) of this section does not apply
to stock issued by a target affiliate
that is a controlled foreign corpora-
tion. After applying the carryover
basis rules of this section to the stock,
the basis in the stock is increased by
the amount treated as a dividend under
section 1248 on the disposition of the
stock (or that would have been so
treated but for section 1291), except to
the extent the basis increase is attrib-
utable to the disposition of an asset in
which a carryover basis is taken under
this section.
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(4) Certain distributions—(i) General
rule. In the case of a target affiliate
that is a controlled foreign corpora-
tion, paragraph (g) of this section ap-
plies with respect to the target affil-
iate by treating any reference to a divi-
dend to which section 243(a)(3) applies
as a reference to any amount taken
into account under § 1.1502–32 in deter-
mining the basis of target stock that
is—

(A) A dividend;
(B) An amount treated as a dividend

under section 1248 (or that would have
been so treated but for section 1291); or

(C) An amount included in income
under section 951(a)(1)(B).

(ii) Basis of controlled foreign corpora-
tion stock. If the carryover basis rules
of this section apply to an asset, the
basis in the stock of the controlled for-
eign corporation (or any property by
reason of which the stock is considered
owned under section 958(a)(2)) is re-
duced (but not below zero) by the sum
of any amounts that are treated, solely
by reason of the disposition of the
asset, as a dividend, amount treated as
a dividend under section 1248 (or that
would have been so treated but for sec-
tion 1291), or amount included in in-
come under section 951(a)(1)(B). For
this purpose, any dividend, amount
treated as a dividend under section 1248
(or that would have been so treated but
for section 1291), or amount included in
income under section 951(a)(1)(B) is
considered attributable first to earn-
ings and profits resulting from the dis-
position of the asset.

(iii) Increase in asset or stock basis—
(A) If the carryover basis rules under
paragraphs (g) and (h)(4)(i) of this sec-
tion apply to an asset, and the pur-
chasing corporation disposes of the
asset to an unrelated party in a taxable
transaction and recognizes and in-
cludes in its U.S. gross income or the
U.S. gross income of its shareholders
the greater of the gain equal to the
basis increase denied in the asset pur-
suant to paragraphs (g) and (h)(4)(i) of
this section, or the gain recognized on
the asset by the purchasing corpora-
tion on the disposition of the asset,
then the purchasing corporation or the
target or a target affiliate, as appro-
priate, shall increase the basis of the
selling controlled foreign corporation

stock subject to paragraph (h)(4)(ii) of
this section, as of the date of the dis-
position of the asset by the purchasing
corporation, by the amount of the basis
reduction under paragraph (h)(4)(ii) of
this section. The preceding sentence
shall apply only to the extent that the
controlled foreign corporation stock is
owned (within the meaning of section
958(a)) by a member of the purchasing
corporation’s affiliated group.

(B) If the carryover basis rules under
paragraphs (g) and (h)(4)(i) of this sec-
tion apply to an asset, and the pur-
chasing corporation or the target or a
target affiliate, as appropriate, dis-
poses of the stock of the selling con-
trolled foreign corporation to an unre-
lated party in a taxable transaction
and recognizes and includes in its U.S.
gross income or the U.S. gross income
of its shareholders the greater of the
amount of the basis reduction under
paragraph (h)(4)(ii) of this section, or
the gain recognized in the stock by the
purchasing corporation or by the tar-
get or a target affiliate, as appropriate,
on the disposition of the stock, then
the purchasing corporation shall in-
crease the basis of the asset, as of the
date of the disposition of the stock of
the selling controlled foreign corpora-
tion by the purchasing corporation or
by the target or a target affiliate, as
appropriate, by the amount of the basis
increase that was denied pursuant to
paragraphs (g) and (h)(4)(i) of this sec-
tion. The preceding sentence shall
apply only to the extent that the asset
is owned (within the meaning of sec-
tion 958(a)) by a member of the pur-
chasing corporation’s affiliated group.

(5) Examples. This paragraph (h) may
be illustrated by the following exam-
ples:

Example 1. Stock of target affiliate that is a
CFC.(a) The S group files a consolidated re-
turn; however, T2 is a controlled foreign cor-
poration. On December 1 of Year 1, T1 sells
the T2 stock to P and recognizes gain. On
January 2 of Year 2, P makes a qualified
stock purchase of T from S. No section 338
election is made for T.

(b) Under paragraph (b)(1) of this section,
paragraph (d) of this section applies to the
T2 stock. Under paragraph (h)(3) of this sec-
tion, paragraph (d)(2)(iii) of this section does
not apply to the T2 stock. Consequently,
paragraph (d)(1) of this section applies to the
T2 stock. However, after applying paragraph
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(d)(1) of this section, P’s basis in the T2
stock is increased by the amount of T1’s gain
on the sale of the T2 stock that is treated as
a dividend under section 1248. Because P has
a carryover basis in the T2 stock, the T2
stock is not considered purchased within the
meaning of section 338(h)(3) and no section
338 election may be made for T2.

Example 2. Stock of target affiliate CFC; in-
clusion under subpart F.(a) The S group files
a consolidated return; however, T2 is a con-
trolled foreign corporation. On December 1 of
Year 1, T2 sells an asset to P and recognizes
subpart F income that results in an inclu-
sion in T1’s gross income under section
951(a)(1)(A). On January 2 of Year 2, P makes
a qualified stock purchase of T from S. No
section 338 election is made for T.

(b) Because gain from the disposition of
the asset results in an inclusion under sec-
tion 951(a)(1)(A), the gain is reflected in the
basis of the T stock as of T’s acquisition
date. See paragraph (h)(2)(i) of this section.
Consequently, under paragraph (b)(1) of this
section, paragraph (d)(1) of this section ap-
plies to the asset. In addition, under para-
graph (h)(2)(ii) of this section, T1’s basis in
the T2 stock is not increased under section
961(a) by the amount of the inclusion that is
attributable to the sale of the asset.

(c) If, in addition to making a qualified
stock purchase of T, P acquires the T2 stock
from T1 on January 1 of Year 2, the results
are the same for the asset sold by T2. In ad-
dition, under paragraph (h)(2)(ii) of this sec-
tion, T1’s basis in the T2 stock is not in-
creased by the amount of the inclusion that
is attributable to the gain on the sale of the
asset. Further, under paragraph (h)(3) of this
section, paragraph (d)(1) of this section ap-
plies to the T2 stock. However, after apply-
ing paragraph (d)(1) of this section, P’s basis
in the T2 stock is increased by the amount of
T1’s gain on the sale of the T2 stock that is
treated as a dividend under section 1248. Fi-
nally, because P has a carryover basis in the
T2 stock, the T2 stock is not considered pur-
chased within the meaning of section
338(h)(3) and no section 338 election may be
made for T2.

(d) If P makes a qualified stock purchase of
T2 from T1, rather than of T from S, and T1’s
gain on the sale of T2 is treated as a dividend
under section 1248, under paragraph (h)(1) of
this section, paragraphs (h)(2) and (3) of this
section do not apply because there is no tar-
get that is a domestic corporation. Con-
sequently, the carryover basis rules of para-
graph do not apply to the asset sold by T2 or
the T2 stock.

Example 3. Gain reflected by reason of section
1248 dividend; gain from non-subpart F asset.(a)
The S group files a consolidated return; how-
ever, T2 is a controlled foreign corporation.
In Years 1 through 4, T2 does not pay any
dividends to T1 and no amount is included in
T1’s income under section 951(a)(1)(B). On

December 1 of Year 4, T2 sells an asset with
a basis of $400,000 to P for $900,000. T2’s gain
of $500,000 is not subpart F income. On De-
cember 15 of Year 4, T1 sells T2, in which it
has a basis of $600,000, to P for $1,600,000.
Under section 1248, $800,000 of T1’s gain of
$1,000,000 is treated as a dividend. However,
in the absence of the sale of the asset by T2
to P, only $300,000 would have been treated as
a dividend under section 1248. On December
30 of Year 4, P makes a qualified stock pur-
chase of T1 from T. No section 338 election is
made for T1.

(b) Under paragraph (h)(4) of this section,
paragraph (g)(2) of this section applies by
reference to the amount treated as a divi-
dend under section 1248 on the disposition of
the T2 stock. Because the amount treated as
a dividend is taken into account in deter-
mining T’s basis in the T1 stock under
§ 1.1502–32, the sale of the T2 stock and the
deemed dividend have the effect of a trans-
action described in paragraph (g)(1) of this
section. Consequently, paragraph (d)(1) of
this section applies to the asset sold by T2 to
P and P’s basis in the asset is $400,000 as of
December 1 of Year 4.

(c) Under paragraph (h)(3) of this section,
paragraph (d)(1) of this section applies to the
T2 stock and P’s basis in the T2 stock is
$600,000 as of December 15 of Year 4. Under
paragraphs (h)(3) and (4)(ii) of this section,
however, P’s basis in the T2 stock is in-
creased by $300,000 (the amount of T1’s gain
treated as a dividend under section 1248
($800,000), other than the amount treated as a
dividend solely as a result of the sale of the
asset by T2 to P ($500,000)) to $900,000.

(i) [Reserved]
(j) Anti-avoidance rules. For purposes

of this section—
(1) Extension of consistency period. The

target consistency period is extended
to include any continuous period that
ends on, or begins on, any day of the
consistency period during which a pur-
chasing corporation, or any person re-
lated, within the meaning of section
267(b) or 707(b)(1), to a purchasing cor-
poration, has an arrangement—

(i) To purchase stock of target; or
(ii) To own an asset to which the car-

ryover basis rules of this section apply,
taking into account the extension.

(2) Qualified stock purchase and 12-
month acquisition period. The 12-month
acquisition period is extended if, pursu-
ant to an arrangement, a corporation
acquires by purchase stock of another
corporation satisfying the require-
ments of section 1504(a)(2) over a period
of more than 12 months.
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(3) Acquisitions by conduits—(i) Asset
ownership—(A) General rule. A corpora-
tion is treated as owning any portion
of an asset attributed to the corpora-
tion from a conduit under section
318(a) (treating any asset as stock for
this purpose), for purposes of—

(1) The asset ownership requirements
of this section; and

(2) Determining whether a controlled
foreign corporation is a target affiliate
for purposes of paragraph (h) of this
section.

(B) Application of carryover basis rule.
If the basis rules of this section apply
to the asset, the basis rules of this sec-
tion apply to the entire asset (not just
the portion for which ownership is at-
tributed).

(ii) Stock acquisitions—(A) Purchase by
conduit. A corporation is treated as
purchasing stock of another corpora-
tion attributed to the corporation from
a conduit under section 318(a) on the
day the stock is purchased by the con-
duit. The corporation is not treated as
purchasing the stock, however, if the
conduit purchased the stock more than
two years before the date the stock is
first attributed to the corporation.

(B) Purchase of conduit by corporation.
If a corporation purchases an interest
in a conduit (treating the interest as
stock for this purpose), the corporation
is treated as purchasing on that date
any stock owned by a conduit on that
date and attributed to the corporation
under section 318(a) with respect to the
interest in the conduit that was pur-
chased.

(C) Purchase of conduit by conduit. If a
conduit (the first conduit) purchases an
interest in a second conduit (treating
the interest as stock for this purpose),
the first conduit is treated as pur-
chasing on that date any stock owned
by a conduit on that date and attrib-
uted to the first conduit under section
318(a) with respect to the interest in
the second conduit that was purchased.

(4) Conduit. A person (other than a
corporation) is a conduit as to a cor-
poration if—

(i) The corporation would be treated
under section 318(a)(2)(A) and (B) (at-
tribution from partnerships, estates,
and trusts) as owning any stock owned
by the person; and

(ii) The corporation, together with
its affiliates, would be treated as own-
ing an aggregate of at least 50 percent
of the stock owned by the person.

(5) Existence of arrangement. The ex-
istence of an arrangement is deter-
mined under all the facts and cir-
cumstances. For an arrangement to
exist, there need not be an enforceable,
written, or unconditional agreement,
and all the parties to the transaction
need not have participated in each step
of the transaction. One factor indi-
cating the existence of an arrangement
is the participation of a related party.
For this purpose, persons are related if
they are related within the meaning of
section 267(b) or 707(b)(1).

(6) Predecessor and successor—(i) Per-
sons. A reference to a person (including
target, target affiliate, and purchasing
corporation) includes, as the context
may require, a reference to a prede-
cessor or successor. For this purpose, a
predecessor is a transferor or dis-
tributor of assets to a person (the suc-
cessor) in a transaction—

(A) To which section 381(a) applies; or
(B) In which the successor’s basis for

the assets is determined, directly or in-
directly, in whole or in part, by ref-
erence to the basis of the transferor or
distributor.

(ii) Assets. A reference to an asset
(the first asset) includes, as the con-
text may require, a reference to any
asset the basis of which is determined,
directly or indirectly, in whole or in
part, by reference to the first asset.

(7) Examples. This paragraph (j) may
be illustrated by the following exam-
ples:

Example 1. Asset owned by conduit treated as
owned by purchaser of target stock.(a) P owns
a 60-percent interest in Y. On March 1 of
Year 1, T sells an asset to Y and recognizes
gain. On January 1 of Year 2, P makes a
qualified stock purchase of T from S. No sec-
tion 338 election is made for T.

(b) Under paragraph (j)(4) of this section, Y
is a conduit with respect to P. Consequently,
under paragraph (j)(3)(i)(A) of this section, P
is treated as owning 60% of the asset on
March 1 of Year 1 and January 1 of Year 2.
Because P is treated as owning part or all of
the asset both immediately after the asset
disposition and on T’s acquisition date, para-
graph (b) of this section applies to the asset.
Consequently, paragraph (d)(1) of this sec-
tion applies to the asset and Y’s basis in the
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asset is T’s adjusted basis in the asset imme-
diately before the sale to Y.

Example 2. Corporation whose stock is owned
by conduit treated as affiliate.(a) P owns an 80-
percent interest in Y. Y owns all of the stock
of Z. On March 1 of Year 1, T sells an asset
to Z and recognizes gain. On January 1 of
Year 2, P makes a qualified stock purchase
of T from S. No section 338 election is made
for T.

(b) Under paragraph (j)(4) of this section, Y
is a conduit with respect to P. Consequently,
under paragraph (j)(3)(i)(A) of this section, P
is treated as owning 80% of the Z stock and
Z is therefore treated as an affiliate of P for
purposes of applying the asset ownership re-
quirements of paragraph (b)(1)(iii) of this
section. Because Z, an affiliate of P, owns
the asset both immediately after the asset
disposition and on T’s acquisition date, para-
graph (b) of this section applies to the asset,
and the asset’s basis is determined under
paragraph (d) of this section.

(c) If, instead of owning an 80-percent in-
terest in Y, P owned a 79-percent interest in
Y, Z would not be treated as an affiliate of P
and paragraph (b) of this section would not
apply to the asset.

Example 3. Qualified stock purchase by rea-
son of stock purchase by conduit.(a) P owns a
90-percent interest in Y. Y owns a 60-percent
interest in Y1. On February 1 of Year 2, T
sells an asset to P and recognizes gain. On
January 1 of Year 3, P purchases 70% of the
T stock from S and Y1 purchases the remain-
ing 30% of the T stock from S.

(b) Under paragraph (j)(3)(ii)(A) of this sec-
tion, P is treated as purchasing on January
1 of Year 3, the 16.2% of the T stock that is
attributed to P from Y and Y1 under section
318(a). Thus, for purposes of this section, P is
treated as making a qualified stock purchase
of T on January 1 of Year 3, paragraph (b) of
this section applies to the asset, and the as-
set’s basis is determined under paragraph (d)
of this section. However, because P is not
treated as having made a qualified stock pur-
chase of T for purposes of making an election
under section 338, no election can be made
for T.

(c) If Y1 purchases 20% of the T stock from
S on December 1 of Year 1, rather than 30%
on January 1 of Year 3, P would be treated as
purchasing 10.8% of the T stock on December
1 of Year 1. Thus, if paragraph (j)(2) of this
section (relating to extension of the 12-
month acquisition period) does not apply, P
would not be treated as making a qualified
stock purchase of T, because P is not treated
as purchasing T stock satisfying the require-
ments of section 1504(a)(2) within a 12-month
period.

Example 4. Successor asset.(a) On February 1
of Year 1, T sells stock of X to P1 and recog-
nizes gain. On December 1 of Year 1, P1 ex-
changes its X stock for stock in new X in a
reorganization qualifying under section

368(a)(1)(F). On January 1 of Year 2, P1
makes a qualified stock purchase of T from
S. No section 338 election is made for T.

(b) The asset ownership requirements of
paragraph (b)(1)(iii) of this section are satis-
fied because, under paragraph (j)(6)(ii) of this
section, P1 is treated as owning the X stock
on T’s acquisition date. P1 is treated as own-
ing the X stock on that date because P1 owns
the new X stock and P1’s basis in the new X
stock is determined by reference to P1’s
basis in the X stock. Consequently, under
paragraph (d)(1) of this section, P1’s basis in
the X stock on February 1 of Year 1 is T’s ad-
justed basis in the X stock immediately be-
fore the sale to P1.

[T.D. 8515, 59 FR 2972, Jan. 20, 1994, as amend-
ed by T.D. 8597, 60 FR 36679, July 18, 1995;
T.D. 8710, 62 FR 3459, Jan. 23, 1997. Redesig-
nated by T.D. 8858, 65 FR 1246, Jan. 7, 2000, as
amended by T.D. 8940, 66 FR 9929, Feb. 13,
2001; 66 FR 17466, Mar. 30, 2001]

§ 1.338–9 International aspects of sec-
tion 338.

(a) Scope. This section provides guid-
ance regarding international aspects of
section 338. As provided in § 1.338–
2(c)(18), a foreign corporation, a DISC,
or a corporation for which a section 936
election has been made is considered a
target affiliate for all purposes of sec-
tion 338. In addition, stock described in
section 338(h)(6)(B)(ii) held by a target
affiliate is not excluded from the oper-
ation of section 338.

(b) Application of section 338 to foreign
targets—(1) In general. For purposes of
subtitle A, the deemed sale tax con-
sequences, as defined in § 1.338–2(c)(7),
of a foreign target for which a section
338 election is made (FT), and the cor-
responding earnings and profits, are
taken into account in determining the
taxation of FT and FT’s direct and in-
direct shareholders. See, however, sec-
tion 338(h)(16). For example, the in-
come and earnings and profits of FT
are determined, for purposes of sec-
tions 551, 951, 1248, and 1293, by taking
into account the deemed sale tax sen-
tence consequences.

(2) Ownership of FT stock on the acqui-
sition date. A person who transfers FT
stock to the purchasing corporation on
FT’s acquisition date is considered to
own the transferred stock at the close
of FT’s acquisition date. See, e.g.,
§ 1.951–1(f) (relating to determination of
holding period for purposes of sections
951 through 964). If on the acquisition
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date the purchasing corporation owns a
block of FT stock that was acquired
before FT’s acquisition date, the pur-
chasing corporation is considered to
own such block of stock at the close of
the acquisition date.

(3) Carryover FT stock—(i) Definition.
FT stock is carryover FT stock if—

(A) FT was a controlled foreign cor-
poration within the meaning of section
957 (taking into account section 953(c))
at any time during the portion of the
12-month acquisition period that ends
on the acquisition date; and

(B) Such stock is owned as of the be-
ginning of the day after FT’s acquisi-
tion date by a person other than a pur-
chasing corporation, or by a pur-
chasing corporation if the stock is non-
recently purchased and is not subject
to a gain recognition election under
§ 1.338–5(d).

(ii) Carryover of earnings and profits.
The earnings and profits of old FT (and
associated foreign taxes) attributable
to the carryover FT stock (adjusted to
reflect deemed sale tax sentence con-
sequences) carry over to new FT solely
for purposes of—

(A) Characterizing an actual distribu-
tion with respect to a share of carry-
over FT stock as a dividend;

(B) Characterizing gain on a post-ac-
quisition date transfer of a share of
carryover FT stock as a dividend under
section 1248 (if such section is other-
wise applicable);

(C) Characterizing an investment of
earnings in United States property as
income under sections 951(a)(1)(B) and
956 (if such sections are otherwise ap-
plicable); and

(D) Determining foreign taxes
deemed paid under sections 902 and 960
with respect to the amount treated as
a dividend or income by virtue of this
paragraph (b)(3)(ii) (subject to the op-
eration of section 338(h)(16)).

(iii) Cap on carryover of earnings and
profits. The amount of earnings and
profits of old FT taken into account
with respect to a share of carryover FT
stock is limited to the amount that
would have been included in gross in-
come of the owner of such stock as a
dividend under section 1248 if—

(A) The shareholder transferred that
share to the purchasing corporation on
FT’s acquisition date for a consider-

ation equal to the fair market value of
that share on that date; or

(B) In the case of nonrecently pur-
chased FT stock treated as carryover
FT stock, a gain recognition election
under section 338(b)(3)(A) applied to
that share. For purposes of the pre-
ceding sentence, a shareholder that is a
controlled foreign corporation is con-
sidered to be a United States person,
and the principle of section
1248(c)(2)(D)(ii) (concerning a United
States person’s indirect ownership of
stock in a foreign corporation) applies
in determining the correct holding pe-
riod.

(iv) Post-acquisition date distribution of
old FT earnings and profits. A post-ac-
quisition date distribution with respect
to a share of carryover FT stock is con-
sidered to be derived first from earn-
ings and profits derived after FT’s ac-
quisition date and then from earnings
and profits derived on or before FT’s
acquisition date.

(v) Old FT earnings and profits unaf-
fected by post-acquisition date deficits.
The carryover amount for a share of
carryover FT stock is not reduced by
deficits in earnings and profits in-
curred by new FT. This rule applies for
purposes of determining the amount of
foreign taxes deemed paid regardless of
the fact that there are no accumulated
earnings and profits. For example, a
distribution by new FT with respect to
a share of carryover FT stock is treat-
ed as a dividend by the distributee to
the extent of the carryover amount for
that share notwithstanding that new
FT has no earnings and profits.

(vi) Character of FT stock as carryover
FT stock eliminated upon disposition. A
share of FT stock is not considered car-
ryover FT stock after it is disposed of
provided that all gain realized on the
transfer is recognized at the time of
the transfer, or that, if less than all of
the realized gain is recognized, the rec-
ognized amount equals or exceeds the
remaining carryover amount for that
share.

(4) Passive foreign investment company
stock. Stock that is owned as of the be-
ginning of the day after FT’s acquisi-
tion date by a person other than a pur-
chasing corporation, or by a pur-
chasing corporation if the FT stock is
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nonrecently purchased stock not sub-
ject to a gain recognition election
under § 1.338–5(d), is treated as passive
foreign investment company stock to
the extent provided in section
1297(b)(1).

(c) Dividend treatment under section
1248(e). The principles of this paragraph
(b) apply to shareholders of a domestic
corporation subject to section 1248(e).

(d) Allocation of foreign taxes. If a sec-
tion 338 election is made for target
(whether foreign or domestic), and tar-
get’s taxable year under foreign law (if
any) does not close at the end of the
acquisition date, foreign income taxes
attributable to the foreign taxable in-
come earned by target during such for-
eign taxable year are allocated to old
target and new target. Such allocation
is made under the principles of § 1.1502–
76(b).

(e) Operation of section 338(h)(16). [Re-
served]

(f) Examples. (1) Except as otherwise
provided, all corporations use the cal-
endar year as the taxable year, have no
earnings and profits (or deficit) accu-
mulated for any taxable year, and have
only one class of outstanding stock.

(2) This section may be illustrated by
the following examples:

Example 1. Gain recognition election for car-
ryover FT stock.(a) A has owned 90 of the 100
shares of CFCT stock since CFCT was orga-
nized on March 13, 1989. P has owned the re-
maining 10 shares of CFCT stock since CFCT
was organized. Those 10 shares constitute
nonrecently purchased stock in P’s hands
within the meaning of section 338(b)(6)(B).
On November 1, 1994, P purchases A’s 90
shares of CFCT stock for $90,000 and makes a
section 338 election for CFCT. P also makes
a gain recognition election under section
338(b)(3)(A) and § 1.338–5(d).

(b) CFCT’s earnings and profits for its
short taxable year ending on November 1,
1994, are $50,000, determined without taking
into account the deemed asset sale. Assume
A recognizes gain of $81,000 on the sale of the
CFCT stock. Further, assume that CFCT rec-
ognizes gain of $40,000 by reason of its
deemed sale of assets under section 338(a)(1).

(c) A’s sale of CFCT stock to P is a transfer
to which section 1248 and paragraphs (b)(1)
and (2) of this section apply. For purposes of
applying section 1248(a) to A, the earnings
and profits of CFCT for its short taxable
year ending on November 1, 1994, are $90,000
(the earnings and profits for that taxable
year as determined under § 1.1248–2(e)
($50,000) plus earnings from the deemed sale

($40,000)). Thus, A’s entire gain is character-
ized as a dividend under section 1248 (but see
section 338(h)(16)).

(d) Assume that P recognizes a gain of
$9,000 with respect to the 10 shares of non-
recently purchased CFCT stock by reason of
the gain recognition election. Because P is
treated as selling the nonrecently purchased
stock for all purposes of the Internal Rev-
enue Code, section 1248 applies. Thus, under
§ 1.1248–2(e), $9,000 of the $90,000 of earnings
and profits for 1994 are attributable to the
block of 10 shares of CFCT stock deemed sold
by P at the close of November 1, 1994 ($90,000
× 10/100). Accordingly, P’s entire gain on the
deemed sale of 10 shares of CFCT stock is in-
cluded under section 1248(a) in P’s gross in-
come as a dividend (but see section
338(h)(16)).

Example 2. No gain recognition election for
carryover FT stock.(a) Assume the same facts
as in Example 1, except that P does not make
a gain recognition election.

(b) The 10 shares of nonrecently purchased
CFCT stock held by P is carryover FT stock
under paragraph (b)(3) of this section. Ac-
cordingly, the earnings and profits (and at-
tributable foreign taxes) of old CFCT carry
over to new CFCT solely for purposes of that
block of 10 shares. The amount of old CFCT’s
earnings and profits taken into account with
respect to that block in the event, for exam-
ple, of a distribution by new CFCT with re-
spect to that block is the amount of the sec-
tion 1248 dividend that P would have recog-
nized with respect to that block had it made
a gain recognition election under section
338(b)(3)(A). Under the facts of Example 1, P
would have recognized a gain of $9,000 with
respect to that block, all of which would
have been a section 1248 dividend ($90,000 × 10/
100). Accordingly, the carryover amount for
the block of 10 shares of nonrecently pur-
chased CFCT stock is $9,000.

Example 3. Sale of controlled foreign corpora-
tion stock prior to and on the acquisition
date.(a) X and Y, both U.S. corporations,
have each owned 50% of the CFCT stock
since 1986. Among CFCT’s assets are assets
the sale of which would generate subpart F
income. On December 31, 1994, X sells its
CFCT stock to P. On June 30, 1995, Y sells its
CFCT stock to P. P makes a section 338 elec-
tion for CFCT. In both 1994 and 1995, CFCT
has subpart F income resulting from oper-
ations.

(b) For taxable year 1994, X and Y are
United States shareholders on the last day of
CFCT’s taxable year, so pursuant to section
951(a)(1)(A) each must include in income its
pro rata share of CFCT’s subpart F income
for 1994. Because P’s holding period in the
CFCT stock acquired from X does not begin
until January 1, 1995, P is not a United
States shareholder on the last day of 1994 for
purposes of section 951(a)(1)(A) (see § 1.951–
1(f)). X must then determine the extent to

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00130 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



131

Internal Revenue Service, Treasury § 1.338–9

which section 1248 recharacterizes its gain on
the sale of CFCT stock as a dividend.

(c) For the short taxable year ending June
30, 1995, Y is considered to own the CFCT
stock sold to P at the close of CFCT’s acqui-
sition date. Because the acquisition date is
the last day of CFCT’s taxable year, Y and P
are United States shareholders on the last
day of CFCT’s taxable year. Pursuant to sec-
tion 951(a)(1)(A), each must include its pro
rata share of CFCT’s subpart F income for
the short taxable year ending June 30, 1995.
This includes any income generated on the
deemed sale of CFCT’s assets. Y must then
determine the extent to which section 1248
recharacterizes its gain on the sale of the
CFCT stock as a dividend, taking into ac-
count any increase in CFCT’s earnings and
profits due to the deemed sale of assets.

Example 4. Acquisition of control for purposes
of section 951 prior to the acquisition date.FS
owns 100% of the FT stock. On July 1, 1994,
P buys 60% of the FT stock. On December 31,
1994, P buys the remaining 40% of the FT
stock and makes a section 338 election for
FT. For tax year 1994, FT has earnings and
profits of $1,000 (including earnings resulting
from the deemed sale). The section 338 elec-
tion results in $500 of subpart F income. As
a result of the section 338 election, P must
include in gross income the following
amount under section 951(a)(1)(A) (see § 1.951–
(b)(2)):

FT’s subpart F income for 1994 ........ $500.00
Less: reduction under section

951(a)(2)(A) for period (1–1–94
through 7–1–94) during which FT is
not a controlled foreign corpora-
tion ($500×182/365) .......................... 249.32

Subpart F income as limited by sec-
tion 951 (a)(2)(A) ............................ 250.68

P’s pro rata share of subpart F in-
come as determined under section
951(a)(2)(A) (60%×250.68) ................. 150.41

Example 5. Coordination with section 936.(a)
T is a corporation for which a section 936
election has been made. P makes a qualified
stock purchase of T and makes a section 338
election for T.

(b) T’s deemed sale of assets under section
338 constitutes a sale for purposes of subtitle
A of the Internal Revenue Code, including
section 936(a)(1)(A)(ii). To the extent that
the assets deemed sold are used in the con-
duct of an active trade or business in a pos-
session for purposes of section 936(a)(1)(A)(i),
and assuming all the other conditions of sec-
tion 936 are satisfied, the income from the
deemed sale qualifies for the credit granted
by section 936(a). The source of income from
the deemed sale is determined as if the as-
sets had actually been sold and is not af-
fected for purposes of section 936 by section
338(h)(16).

(c) Because new T is treated a new corpora-
tion for purposes of subtitle A of the Internal
Revenue Code, the three year testing period
in section 936(a)(2)(A) begins again for new T
on the day following T’s acquisition date.
Thus, if the character or source of old T’s
gross income disqualified it for the credit
under section 936, a fresh start is allowed by
a section 338 election.

[T.D. 8515, 59 FR 2978, Jan. 20, 1994. Redesig-
nated by T.D. 8858, 65 FR 1246, Jan. 7, 2000, as
amended by T.D. 8940, 66 FR 9929, Feb. 13,
2001; 66 FR 17466, Mar. 30, 2001]

§ 1.338–9 International aspects of sec-
tion 338.

(a) Scope. This section provides guid-
ance regarding international aspects of
section 338. As provided in § 1.338–
1(c)(14), a foreign corporation, a DISC,
or a corporation for which a section 936
election has been made is considered a
target affiliate for all purposes of sec-
tion 338. In addition, stock described in
section 338(h)(6)(B)(ii) held by a target
affiliate is not excluded from the oper-
ation of section 338.

(b) Application of section 338 to foreign
targets—(1) In general. For purposes of
subtitle A, the deemed sale gain, as de-
fined in § 1.338–3(b)(4), of a foreign tar-
get for which a section 338 election is
made (FT), and the corresponding earn-
ings and profits, are taken into ac-
count in determining the taxation of
FT and FT’s direct and indirect share-
holders. See, however, section
338(h)(16). For example, the income and
earnings and profits of FT are deter-
mined, for purposes of sections 551, 951,
1248, and 1293, by taking into account
the deemed sale gain.

(2) Ownership of FT stock on the acqui-
sition date. A person who transfers FT
stock to the purchasing corporation on
FT’s acquisition date is considered to
own the transferred stock at the close
of FT’s acquisition date. See, e.g.,
§ 1.951–1(f) (relating to determination of
holding period for purposes of sections
951 through 964). If on the acquisition
date the purchasing corporation owns a
block of FT stock that was acquired
before FT’s acquisition date, the pur-
chasing corporation is considered to
own such block of stock at the close of
the acquisition date.

(3) Carryover FT stock—(i) Definition.
FT stock is carryover FT stock if—
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(A) FT was a controlled foreign cor-
poration within the meaning of section
957 (taking into account section 953(c))
at any time during the portion of the
12-month acquisition period that ends
on the acquisition date; and

(B) Such stock is owned as of the be-
ginning of the day after FT’s acquisi-
tion date by a person other than a pur-
chasing corporation, or by a pur-
chasing corporation if the stock is non-
recently purchased and is not subject
to a gain recognition election under
§ 1.338(b)–1(e)(2).

(ii) Carryover of earnings and profits.
The earnings and profits of old FT (and
associated foreign taxes) attributable
to the carryover FT stock (adjusted to
reflect deemed sale gain) carry over to
new FT solely for purposes of—

(A) Characterizing an actual distribu-
tion with respect to a share of carry-
over FT stock as a dividend;

(B) Characterizing gain on a post-ac-
quisition date transfer of a share of
carryover FT stock as a dividend under
section 1248 (if such section is other-
wise applicable);

(C) Characterizing an investment of
earnings in United States property as
income under sections 951(a)(1)(B) and
956 (if such sections are otherwise ap-
plicable); and

(D) Determining foreign taxes
deemed paid under sections 902 and 960
with respect to the amount treated as
a dividend or income by virtue of this
paragraph (b)(3)(ii) (subject to the op-
eration of section 338(h)(16)).

(iii) Cap on carryover of earnings and
profits. The amount of earnings and
profits of old FT taken into account
with respect to a share of carryover FT
stock is limited to the amount that
would have been included in gross in-
come of the owner of such stock as a
dividend under section 1248 if—

(A) The shareholder transferred that
share to the purchasing corporation on
FT’s acquisition date for a consider-
ation equal to the fair market value of
that share on that date; or

(B) In the case of nonrecently pur-
chased FT stock treated as carryover
FT stock, a gain recognition election
under section 338(b)(3)(A) applied to
that share. For purposes of the pre-
ceding sentence, a shareholder that is a
controlled foreign corporation is con-

sidered to be a United States person,
and the principle of section
1248(c)(2)(D)(ii) (concerning a United
States person’s indirect ownership of
stock in a foreign corporation) applies
in determining the correct holding pe-
riod.

(iv) Post-acquisition date distribution of
old FT earnings and profits. A post-ac-
quisition date distribution with respect
to a share of carryover FT stock is con-
sidered to be derived first from earn-
ings and profits derived after FT’s ac-
quisition date and then from earnings
and profits derived on or before FT’s
acquisition date.

(v) Old FT earnings and profits unaf-
fected by post-acquisition date deficits.
The carryover amount for a share of
carryover FT stock is not reduced by
deficits in earnings and profits in-
curred by new FT. This rule applies for
purposes of determining the amount of
foreign taxes deemed paid regardless of
the fact that there are no accumulated
earnings and profits. For example, a
distribution by new FT with respect to
a share of carryover FT stock is treat-
ed as a dividend by the distributee to
the extent of the carryover amount for
that share notwithstanding that new
FT has no earnings and profits.

(vi) Character of FT stock as carryover
FT stock eliminated upon disposition. A
share of FT stock is not considered car-
ryover FT stock after it is disposed of
provided that all gain realized on the
transfer is recognized at the time of
the transfer, or that, if less than all of
the realized gain is recognized, the rec-
ognized amount equals or exceeds the
remaining carryover amount for that
share.

(4) Passive foreign investment company
stock. Stock that is owned as of the be-
ginning of the day after FT’s acquisi-
tion date by a person other than a pur-
chasing corporation, or by a pur-
chasing corporation if the FT stock is
nonrecently purchased stock not sub-
ject to a gain recognition election
under § 1.338(b)–1(e)(2), is treated as pas-
sive foreign investment company stock
to the extent provided in section
1297(b)(1).

(c) Dividend treatment under section
1248(e). The principles of this paragraph
(b) apply to shareholders of a domestic
corporation subject to section 1248(e).
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(d) Allocation of foreign taxes. If a sec-
tion 338 election is made for target
(whether foreign or domestic), and tar-
get’s taxable year under foreign law (if
any) does not close at the end of the
acquisition date, foreign income taxes
attributable to the foreign taxable in-
come earned by target during such for-
eign taxable year are allocated to old
target and new target. Such allocation
is made under the principles of § 1.1502–
76(b).

(e) Operation of section 338(h)(16). [Re-
served]

(f) Examples. (1) Except as otherwise
provided, all corporations use the cal-
endar year as the taxable year, have no
earnings and profits (or deficit) accu-
mulated for any taxable year, and have
only one class of outstanding stock.

(2) This section may be illustrated by
the following examples:

Example 1. Gain recognition election for car-
ryover FT stock.(a) A has owned 90 of the 100
shares of CFCT stock since CFCT was orga-
nized on March 13, 1989. P has owned the re-
maining 10 shares of CFCT stock since CFCT
was organized. Those 10 shares constitute
nonrecently purchased stock in P’s hands
within the meaning of section 338(b)(6)(B).
On November 1, 1994, P purchases A’s 90
shares of CFCT stock for $90,000 and makes a
section 338 election for CFCT. P also makes
a gain recognition election under section
338(b)(3)(A) and § 1.338(b)–1(e)(2).

(b) CFCT’s earnings and profits for its
short taxable year ending on November 1,
1994, are $50,000, determined without taking
into account the deemed asset sale. Assume
A recognizes gain of $81,000 on the sale of the
CFCT stock. Further, assume that CFCT rec-
ognizes gain of $40,000 by reason of its
deemed sale of assets under section 338(a)(1).

(c) A’s sale of CFCT stock to P is a transfer
to which section 1248 and paragraphs (b)(1)
and (2) of this section apply. For purposes of
applying section 1248(a) to A, the earnings
and profits of CFCT for its short taxable
year ending on November 1, 1994, are $90,000
(the earnings and profits for that taxable
year as determined under § 1.1248–2(e)
($50,000) plus earnings from the deemed sale
($40,000)). Thus, A’s entire gain is character-
ized as a dividend under section 1248 (but see
section 338(h)(16)).

(d) Assume that P recognizes a gain of
$9,000 with respect to the 10 shares of non-
recently purchased CFCT stock by reason of
the gain recognition election. Because P is
treated as selling the nonrecently purchased
stock for all purposes of the Internal Rev-
enue Code, section 1248 applies. Thus, under
§ 1.1248–2(e), $9,000 of the $90,000 of earnings

and profits for 1994 are attributable to the
block of 10 shares of CFCT stock deemed sold
by P at the close of November 1, 1994 ($90,000
× 10/100). Accordingly, P’s entire gain on the
deemed sale of 10 shares of CFCT stock is in-
cluded under section 1248(a) in P’s gross in-
come as a dividend (but see section
338(h)(16)).

Example 2. No gain recognition election for
carryover FT stock.(a) Assume the same facts
as in Example 1, except that P does not make
a gain recognition election.

(b) The 10 shares of nonrecently purchased
CFCT stock held by P is carryover FT stock
under paragraph (b)(3) of this section. Ac-
cordingly, the earnings and profits (and at-
tributable foreign taxes) of old CFCT carry
over to new CFCT solely for purposes of that
block of 10 shares. The amount of old CFCT’s
earnings and profits taken into account with
respect to that block in the event, for exam-
ple, of a distribution by new CFCT with re-
spect to that block is the amount of the sec-
tion 1248 dividend that P would have recog-
nized with respect to that block had it made
a gain recognition election under section
338(b)(3)(A). Under the facts of Example 1, P
would have recognized a gain of $9,000 with
respect to that block, all of which would
have been a section 1248 dividend ($90,000 × 10/
100). Accordingly, the carryover amount for
the block of 10 shares of nonrecently pur-
chased CFCT stock is $9,000.

Example 3. Sale of controlled foreign corpora-
tion stock prior to and on the acquisition
date.(a) X and Y, both U.S. corporations,
have each owned 50% of the CFCT stock
since 1986. Among CFCT’s assets are assets
the sale of which would generate subpart F
income. On December 31, 1994, X sells its
CFCT stock to P. On June 30, 1995, Y sells its
CFCT stock to P. P makes a section 338 elec-
tion for CFCT. In both 1994 and 1995, CFCT
has subpart F income resulting from oper-
ations.

(b) For taxable year 1994, X and Y are
United States shareholders on the last day of
CFCT’s taxable year, so pursuant to section
951(a)(1)(A) each must include in income its
pro rata share of CFCT’s subpart F income
for 1994. Because P’s holding period in the
CFCT stock acquired from X does not begin
until January 1, 1995, P is not a United
States shareholder on the last day of 1994 for
purposes of section 951(a)(1)(A) (see § 1.951–
1(f)). X must then determine the extent to
which section 1248 recharacterizes its gain on
the sale of CFCT stock as a dividend.

(c) For the short taxable year ending June
30, 1995, Y is considered to own the CFCT
stock sold to P at the close of CFCT’s acqui-
sition date. Because the acquisition date is
the last day of CFCT’s taxable year, Y and P
are United States shareholders on the last
day of CFCT’s taxable year. Pursuant to sec-
tion 951(a)(1)(A), each must include its pro
rata share of CFCT’s subpart F income for
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the short taxable year ending June 30, 1995.
This includes any income generated on the
deemed sale of CFCT’s assets. Y must then
determine the extent to which section 1248
recharacterizes its gain on the sale of the
CFCT stock as a dividend, taking into ac-
count any increase in CFCT’s earnings and
profits due to the deemed sale of assets.

Example 4. Acquisition of control for purposes
of section 951 prior to the acquisition date.FS
owns 100% of the FT stock. On July 1, 1994,
P buys 60% of the FT stock. On December 31,
1994, P buys the remaining 40% of the FT
stock and makes a section 338 election for
FT. For tax year 1994, FT has earnings and
profits of $1,000 (including earnings resulting
from the deemed sale). The section 338 elec-
tion results in $500 of subpart F income. As
a result of the section 338 election, P must
include in gross income the following
amount under section 951(a)(1)(A) (see § 1.951–
(b)(2)):

FT’s subpart F income for 1994 ........ $500.00
Less: reduction under section

951(a)(2)(A) for period (1–1–94
through 7–1–94) during which FT is
not a controlled foreign corpora-
tion ($500×182/365) .......................... 249.32

Subpart F income as limited by sec-
tion 951 (a)(2)(A) ............................ 250.68

P’s pro rata share of subpart F in-
come as determined under section
951(a)(2)(A) (60%×250.68) ................. 150.41

Example 5. Coordination with section 936.(a)
T is a corporation for which a section 936
election has been made. P makes a qualified
stock purchase of T and makes a section 338
election for T.

(b) T’s deemed sale of assets under section
338 constitutes a sale for purposes of subtitle
A of the Internal Revenue Code, including
section 936(a)(1)(A)(ii). To the extent that
the assets deemed sold are used in the con-
duct of an active trade or business in a pos-
session for purposes of section 936(a)(1)(A)(i),
and assuming all the other conditions of sec-
tion 936 are satisfied, the income from the
deemed sale qualifies for the credit granted
by section 936(a). The source of income from
the deemed sale is determined as if the as-
sets had actually been sold and is not af-
fected for purposes of section 936 by section
338(h)(16).

(c) Because new T is treated a new corpora-
tion for purposes of subtitle A of the Internal
Revenue Code, the three year testing period
in section 936(a)(2)(A) begins again for new T
on the day following T’s acquisition date.
Thus, if the character or source of old T’s
gross income disqualified it for the credit

under section 936, a fresh start is allowed by
a section 338 election.

[T.D. 8515, 59 FR 2978, Jan. 20, 1994. Redesig-
nated by T.D. 8858, 65 FR 1246, Jan. 7, 2000]

§ 1.338–10 Filing of returns.

(a) Returns including tax liability from
deemed asset sale—(1) In general. Except
as provided in paragraphs (a)(2) and (3)
of this section, any deemed sale tax
consequences are reported on the final
return of old target filed for old tar-
get’s taxable year that ends at the
close of the acquisition date. Para-
graphs (a)(2), (3) and (4) of this section
do not apply to elections under section
338(h)(10). If old target is the common
parent of an affiliated group, the final
return may be a consolidated return
(any such consolidated return must
also include any deemed sale tax con-
sequences of any members of the con-
solidated group that are acquired by
the purchasing corporation on the
same acquisition date as old target).

(2) Old target’s final taxable year other-
wise included in consolidated return of
selling group—(i) General rule. If the
selling group files a consolidated re-
turn for the period that includes the
acquisition date, old target is disaffili-
ated from that group immediately be-
fore the deemed asset sale and must
file a deemed sale return separate from
the group, which includes only the
deemed sale tax consequences and the
carryover items specified in paragraph
(a)(2)(iii) of this section. The deemed
asset sale occurs at the close of the ac-
quisition date and is the last trans-
action of old target and the only trans-
action reported on the separate return.
Except as provided in § 1.338–1(d) (re-
garding certain transactions on the ac-
quisition date), any transactions of old
target occurring on the acquisition
date other than the deemed asset sale
are included in the selling group’s con-
solidated return. A deemed sale return
includes a combined deemed sale re-
turn as defined in paragraph (a)(4) of
this section.

(ii) Separate taxable year. The deemed
asset sale included in the deemed sale
return under this paragraph (a)(2) oc-
curs in a separate taxable year, except
that old target’s taxable year of the
sale and the consolidated year of the
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selling group that includes the acquisi-
tion date are treated as the same year
for purposes of determining the number
of years in a carryover or carryback
period.

(iii) Carryover and carryback of tax at-
tributes. Target’s attributes may be
carried over to, and carried back from,
the deemed sale return under the rules
applicable to a corporation that ceases
to be a member of a consolidated
group.

(iv) Old target is a component member
of purchasing corporation’s controlled
group. For purposes of its deemed sale
return, target is a component member
of the controlled group of corporations
including the purchasing corporation
unless target is treated as an excluded
member under section 1563(b)(2).

(3) Old target is an S corporation. If
target is an S corporation for the pe-
riod that ends on the day before the ac-
quisition date and a section 338 elec-
tion (but not a section 338(h)(10) elec-
tion) is filed for target, old target files
a return as a C corporation reflecting
its activities on the acquisition date,
including target’s deemed sale. See sec-
tion 1362(d)(2). For purposes of this re-
turn, target is a component member of
the controlled group of corporations in-
cluding the purchasing corporation un-
less target is treated as an excluded
member under section 1563(b)(2).

(4) Combined deemed sale return—(i)
General rule. Under section 338(h)(15), a
combined deemed sale return (com-
bined return) may be filed for all tar-
gets from a single selling consolidated
group (as defined in § 1.338(h)(10)–
1(b)(3)) that are acquired by the pur-
chasing corporation on the same acqui-
sition date and that otherwise would be
required to file separate deemed sale
returns. The combined return must in-
clude all such targets. For example, T
and T1 may be included in a combined
return if—

(A) T and T1 are directly owned sub-
sidiaries of S;

(B) S is the common parent of a con-
solidated group; and

(C) P makes qualified stock pur-
chases of T and T1 on the same acquisi-
tion date.

(ii) Gain and loss offsets. Gains and
losses recognized on the deemed asset
sales by targets included in a combined

return are treated as the gains and
losses of a single target. In addition,
loss carryovers of a target that were
not subject to the separate return limi-
tation year restrictions (SRLY restric-
tions) of the consolidated return regu-
lations while that target was a member
of the selling consolidated group may
be applied without limitation to the
gains of other targets included in the
combined return. If, however, a target
has loss carryovers that were subject
to the SRLY restrictions while that
target was a member of the selling con-
solidated group, the use of those losses
in the combined return continues to be
subject to those restrictions, applied in
the same manner as if the combined re-
turn were a consolidated return. A
similar rule applies, when appropriate,
to other tax attributes.

(iii) Procedure for filing a combined re-
turn. A combined return is made by fil-
ing a single corporation income tax re-
turn in lieu of separate deemed sale re-
turns for all targets required to be in-
cluded in the combined return. The
combined return reflects the deemed
asset sales of all targets required to be
included in the combined return. If the
targets included in the combined re-
turn constitute a single affiliated
group within the meaning of section
1504(a), the income tax return is signed
by an officer of the common parent of
that group. Otherwise, the return must
be signed by an officer of each target
included in the combined return. Rules
similar to the rules in § 1.1502–75(j)
apply for purposes of preparing the
combined return. The combined return
must include an attachment promi-
nently identified as an ‘‘ELECTION TO
FILE A COMBINED RETURN UNDER
SECTION 338(h)(15).’’ The attachment
must—

(A) Contain the name, address, and
employer identification number of each
target required to be included in the
combined return;

(B) Contain the following declaration
(or a substantially similar declara-
tion): EACH TARGET IDENTIFIED IN
THIS ELECTION TO FILE A COM-
BINED RETURN CONSENTS TO THE
FILING OF A COMBINED RETURN;

(C) For each target, be signed by a
person who states under penalties of
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perjury that he or she is authorized to
act on behalf of such target.

(iv) Consequences of filing a combined
return. Each target included in a com-
bined return is severally liable for any
tax associated with the combined re-
turn. See § 1.338–1(b)(3).

(5) Deemed sale excluded from pur-
chasing corporation’s consolidated return.
Old target may not be considered a
member of any affiliated group that in-
cludes the purchasing corporation with
respect to its deemed asset sale.

(6) Due date for old target’s final re-
turn—(i) General rule. Old target’s final
return is generally due on the 15th day
of the third calendar month following
the month in which the acquisition
date occurs. See section 6072 (time for
filing income tax returns).

(ii) Application of § 1.1502–76(c)—(A) In
general. Section 1.1502–76(c) applies to
old target’s final return if old target
was a member of a selling group that
did not file consolidated returns for the
taxable year of the common parent
that precedes the year that includes
old target’s acquisition date. If the
selling group has not filed a consoli-
dated return that includes old target’s
taxable period that ends on the acquisi-
tion date, target may, on or before the
final return due date (including exten-
sions), either—

(1) File a deemed sale return on the
assumption that the selling group will
file the consolidated return; or

(2) File a return for so much of old
target’s taxable period as ends at the
close of the acquisition date on the as-
sumption that the consolidated return
will not be filed.

(B) Deemed extension. For purposes of
applying § 1.1502–76(c)(2), an extension
of time to file old target’s final return
is considered to be in effect until the
last date for making the election under
section 338.

(C) Erroneous filing of deemed sale re-
turn. If, under this paragraph (a)(6)(ii),
target files a deemed sale return but
the selling group does not file a con-
solidated return, target must file a
substituted return for old target not
later than the due date (including ex-
tensions) for the return of the common
parent with which old target would
have been included in the consolidated
return. The substituted return is for so

much of old target’s taxable year as
ends at the close of the acquisition
date. Under § 1.1502–76(c)(2), the deemed
sale return is not considered a return
for purposes of section 6011 (relating to
the general requirement of filing a re-
turn) if a substituted return must be
filed.

(D) Erroneous filing of return for reg-
ular tax year. If, under this paragraph
(a)(6)(ii), target files a return for so
much of old target’s regular taxable
year as ends at the close of the acquisi-
tion date but the selling group files a
consolidated return, target must file
an amended return for old target not
later than the due date (including ex-
tensions) for the selling group’s con-
solidated return. (The amended return
is a deemed sale return.)

(E) Last date for payment of tax. If ei-
ther a substituted or amended final re-
turn of old target is filed under this
paragraph (a)(6)(ii), the last date pre-
scribed for payment of tax is the final
return due date (as defined in para-
graph (a)(6)(i) of this section).

(7) Examples. The following examples
illustrate this paragraph (a):

Example 1. (i) S is the common parent of a
consolidated group that includes T. The S
group files calendar year consolidated re-
turns. At the close of June 30 of Year 1, P
makes a qualified stock purchase of T from
S. P makes a section 338 election for T, and
T’s deemed asset sale occurs as of the close
of T’s acquisition date (June 30).

(ii) T is considered disaffiliated for pur-
poses of reporting the deemed sale tax con-
sequences. Accordingly, T is included in the
S group’s consolidated return through T’s
acquisition date except that the tax liability
for the deemed sale tax consequences is re-
ported in a separate deemed sale return of T.
Provided that T is not treated as an excluded
member under section 1563(b)(2), T is a com-
ponent member of P’s controlled group for
the taxable year of the deemed asset sale,
and the taxable income bracket amounts
available in calculating tax on the deemed
sale return must be limited accordingly.

(iii) If P purchased the stock of T at 10
a.m. on June 30 of Year 1, the results would
be the same. See paragraph (a)(2)(i) of this
section.

Example 2. The facts are the same as in Ex-
ample 1, except that the S group does not file
consolidated returns. T must file a separate
return for its taxable year ending on June 30
of Year 1, which return includes the deemed
asset sale.
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(b) Waiver—(1) Certain additions to tax.
An addition to tax or additional
amount (addition) under subchapter A
of chapter 68 of the Internal Revenue
Code arising on or before the last day
for making the election under section
338 because of circumstances that
would not exist but for an election
under section 338 is waived if—

(i) Under the particular statute the
addition is excusable upon a showing of
reasonable cause; and

(ii) Corrective action is taken on or
before the last day.

(2) Notification. The Internal Revenue
Service should be notified at the time
of correction (e.g., by attaching a
statement to a return that constitutes
corrective action) that the waiver rule
of this paragraph (b) is being asserted.

(3) Elections or other actions required to
be specified on a timely filed return—(i)
In general. If paragraph (b)(1) of this
section applies or would apply if there
were an underpayment, any election or
other action that must be specified on
a timely filed return for the taxable pe-
riod covered by the late filed return de-
scribed in paragraph (b)(1) of this sec-
tion is considered timely if specified on
a late-filed return filed on or before the
last day for making the election under
section 338.

(ii) New target in purchasing corpora-
tion’s consolidated return. If new target
is includible for its first taxable year in
a consolidated return filed by the af-
filiated group of which the purchasing
corporation is a member on or before
the last day for making the election
under section 338, any election or other
action that must be specified in a time-
ly filed return for new target’s first
taxable year (but which is not specified
in the consolidated return) is consid-
ered timely if specified in an amended
return filed on or before such last day,
at the place where the consolidated re-
turn was filed.

(4) Examples. The following examples
illustrate this paragraph (b):

Example 1. T is an unaffiliated corporation
with a tax year ending March 31. At the close
of September 20 of Year 1, P makes a quali-
fied stock purchase of T. P does not join in
filing a consolidated return. P makes a sec-
tion 338 election for T on or before June 15 of
Year 2, which causes T’s taxable year to end
as of the close of September 20 of Year 1. An
income tax return for T’s taxable period end-

ing on September 20 of Year 1 was due on De-
cember 15 of Year 1. Additions to tax for fail-
ure to file a return and to pay tax shown on
a return will not be imposed if T’s return is
filed and the tax paid on or before June 15 of
Year 2. (This waiver applies even if the ac-
quisition date coincides with the last day of
T’s former taxable year, i.e., March 31 of
Year 2.) Interest on any underpayment of tax
for old T’s short taxable year ending Sep-
tember 20 of Year 1 runs from December 15 of
Year 1. A statement indicating that the
waiver rule of this paragraph is being as-
serted should be attached to T’s return.

Example 2. Assume the same facts as in Ex-
ample 1. Assume further that new T adopts
the calendar year by filing, on or before June
15 of Year 2, its first return (for the period
beginning on September 21 of Year 1 and end-
ing on December 31 of Year 1) indicating that
a calendar year is chosen. See § 1.338–1(b)(1).
Any additions to tax or amounts described in
this paragraph (b) that arise because of the
late filing of a return for the period ending
on December 31 of Year 1 are waived, because
they are based on circumstances that would
not exist but for the section 338 election.
Notwithstanding this waiver, however, the
return is still considered due March 15 of
Year 2, and interest on any underpayment
runs from that date.

Example 3. Assume the same facts as in Ex-
ample 2, except that T’s former taxable year
ends on October 31. Although prior to the
election old T had a return due on January
15 of Year 2 for its year ending October 31 of
Year 1, that return need not be filed because
a timely election under section 338 was
made. Instead, old T must file a final return
for the period ending on September 20 of
Year 1, which is due on December 15 of Year
1.

[T.D. 8940, 66 FR 9948, Feb. 13, 2001]

§ 1.338(h)(10)–1 Deemed asset sale and
liquidation.

(a) Scope. This section prescribes
rules for qualification for a section
338(h)(10) election and for making a
section 338(h)(10) election. This section
also prescribes the consequences of
such election. The rules of this section
are in addition to the rules of §§ 1.338–1
through 1.338–10 and, in appropriate
cases, apply instead of the rules of
§§ 1.338–1 through 1.338–10.

(b) Definitions—(1) Consolidated target.
A consolidated target is a target that is
a member of a consolidated group with-
in the meaning of § 1.1502–1(h) on the
acquisition date and is not the common
parent of the group on that date.

(2) Selling consolidated group. A selling
consolidated group is the consolidated
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group of which the consolidated target
is a member on the acquisition date.

(3) Selling affiliate; affiliated target. A
selling affiliate is a domestic corpora-
tion that owns on the acquisition date
an amount of stock in a domestic tar-
get, which amount of stock is described
in section 1504(a)(2), and does not join
in filing a consolidated return with the
target. In such case, the target is an af-
filiated target.

(4) S corporation target. An S corpora-
tion target is a target that is an S cor-
poration immediately before the acqui-
sition date.

(5) S corporation shareholders. S cor-
poration shareholders are the S corpora-
tion target’s shareholders. Unless oth-
erwise indicated, a reference to S cor-
poration shareholders refers both to S
corporation shareholders who do and
those who do not sell their target
stock.

(6) Liquidation. Any reference in this
section to a liquidation is treated as a
reference to the transfer described in
paragraph (d)(4) of this section not-
withstanding its ultimate characteriza-
tion for Federal income tax purposes.

(c) Section 338(h)(10) election—(1) In
general. A section 338(h)(10) election
may be made for T if P acquires stock
meeting the requirements of section
1504(a)(2) from a selling consolidated
group, a selling affiliate, or the S cor-
poration shareholders in a qualified
stock purchase.

(2) Simultaneous joint election require-
ment. A section 338(h)(10) election is
made jointly by P and the selling con-
solidated group (or the selling affiliate
or the S corporation shareholders) on
Form 8023 in accordance with the in-
structions to the form. S corporation
shareholders who do not sell their
stock must also consent to the elec-
tion. The section 338(h)(10) election
must be made not later than the 15th
day of the 9th month beginning after
the month in which the acquisition
date occurs.

(3) Irrevocability. A section 338(h)(10)
election is irrevocable. If a section
338(h)(10) election is made for T, a sec-
tion 338 election is deemed made for T.

(4) Effect of invalid election. If a sec-
tion 338(h)(10) election for T is not
valid, the section 338 election for T is
also not valid.

(d) Certain consequences of section
338(h)(10) election. For purposes of sub-
title A of the Internal Revenue Code
(except as provided in § 1.338–1(b)(2)),
the consequences to the parties of
making a section 338(h)(10) election for
T are as follows:

(1) P. P is automatically deemed to
have made a gain recognition election
for its nonrecently purchased T stock,
if any. The effect of a gain recognition
election includes a taxable deemed sale
by P on the acquisition date of any
nonrecently purchased target stock.
See § 1.338–5(d).

(2) New T. The AGUB for new T’s as-
sets is determined under § 1.338–5 and is
allocated among the acquisition date
assets under §§ 1.338–6 and 1.338–7. Not-
withstanding paragraph (d)(4) of this
section (deemed liquidation of old T),
new T remains liable for the tax liabil-
ities of old T (including the tax liabil-
ity for the deemed sale tax con-
sequences). For example, new T re-
mains liable for the tax liabilities of
the members of any consolidated group
that are attributable to taxable years
in which those corporations and old T
joined in the same consolidated return.
See § 1.1502–6(a).

(3) Old T—deemed sale—(i) In general.
Old T is treated as transferring all of
its assets to an unrelated person in ex-
change for consideration that includes
the discharge of its liabilities in a sin-
gle transaction at the close of the ac-
quisition date (but before the deemed
liquidation). See § 1.338–1(a) regarding
the tax characterization of the deemed
asset sale. Except as provided in
§ 1.338(h)(10)–1(d)(8) (regarding the in-
stallment method), old T recognizes all
of the gain realized on the deemed
transfer of its assets in consideration
for the ADSP. ADSP for old T is deter-
mined under § 1.338–4 and allocated
among the acquisition date assets
under §§ 1.338–6 and 1.338–7. Old T real-
izes the deemed sale tax consequences
from the deemed asset sale before the
close of the acquisition date while old
T is a member of the selling consoli-
dated group (or owned by the selling af-
filiate or owned by the S corporation
shareholders). If T is an affiliated tar-
get, or an S corporation target, the
principles of §§ 1.338–2(c)(10) and 1.338–
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10(a)(1), (5), and (6)(i) apply to the re-
turn on which the deemed sale tax con-
sequences are reported. When T is an S
corporation target, T’s S election con-
tinues in effect through the close of the
acquisition date (including the time of
the deemed asset sale and the deemed
liquidation) notwithstanding section
1362(d)(2)(B). Also, when T is an S cor-
poration target (but not a qualified
subchapter S subsidiary), any direct
and indirect subsidiaries of T which T
has elected to treat as qualified sub-
chapter S subsidiaries under section
1361(b)(3) remain qualified subchapter S
subsidiaries through the close of the
acquisition date.

(ii) Tiered targets. In the case of par-
ent-subsidiary chains of corporations
making elections under section
338(h)(10), the deemed asset sale of a
parent corporation is considered to pre-
cede that of its subsidiary. See § 1.338–
3(b)(4)(i).

(4) Old T and selling consolidated
group, selling affiliate, or S corporation
shareholders—deemed liquidation; tax
characterization—(i) In general. Old T
is treated as if, before the close of the
acquisition date, after the deemed
asset sale in paragraph (d)(3) of this
section, and while old T is a member of
the selling consolidated group (or
owned by the selling affiliate or owned
by the S corporation shareholders), it
transferred all of its assets to members
of the selling consolidated group, the
selling affiliate, or S corporation
shareholders and ceased to exist. The
transfer from old T is characterized for
Federal income tax purposes in the
same manner as if the parties had actu-
ally engaged in the transactions
deemed to occur because of this section
and taking into account other trans-
actions that actually occurred or are
deemed to occur. For example, the
transfer may be treated as a distribu-
tion in pursuance of a plan of reorga-
nization, a distribution in complete
cancellation or redemption of all its
stock, one of a series of distributions in
complete cancellation or redemption of
all its stock in accordance with a plan
of liquidation, or part of a circular flow
of cash. In most cases, the transfer will
be treated as a distribution in complete
liquidation to which section 336 or 337
applies.

(ii) Tiered targets. In the case of par-
ent-subsidiary chains of corporations
making elections under section
338(h)(10), the deemed liquidation of a
subsidiary corporation is considered to
precede the deemed liquidation of its
parent.

(5) Selling consolidated group, selling
affiliate, or S corporation shareholders—
(i) In general. If T is an S corporation
target, S corporation shareholders
(whether or not they sell their stock)
take their pro rata share of the deemed
sale tax consequences into account
under section 1366 and increase or de-
crease their basis in T stock under sec-
tion 1367. Members of the selling con-
solidated group, the selling affiliate, or
S corporation shareholders are treated
as if, after the deemed asset sale in
paragraph (d)(3) of this section and be-
fore the close of the acquisition date,
they received the assets transferred by
old T in the transaction described in
paragraph (d)(4)(i) of this section. In
most cases, the transfer will be treated
as a distribution in complete liquida-
tion to which section 331 or 332 applies.

(ii) Basis and holding period of T stock
not acquired. A member of the selling
consolidated group (or the selling affil-
iate or an S corporation shareholder)
retaining T stock is treated as acquir-
ing the stock so retained on the day
after the acquisition date for its fair
market value. The holding period for
the retained stock starts on the day
after the acquisition date. For purposes
of this paragraph, the fair market
value of all of the T stock equals the
grossed-up amount realized on the sale
to P of P’s recently purchased target
stock. See § 1.338–4(c).

(iii) T stock sale. Members of the sell-
ing consolidated group (or the selling
affiliate or S corporation shareholders)
recognize no gain or loss on the sale or
exchange of T stock included in the
qualified stock purchase (although
they may recognize gain or loss on the
T stock in the deemed liquidation).

(6) Nonselling minority shareholders
other than nonselling S corporation
shareholders—(i) In general. This para-
graph (d)(6) describes the treatment of
shareholders of old T other than the
following: Members of the selling con-
solidated group, the selling affiliate, S
corporation shareholders (whether or
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not they sell their stock), and P. For a
description of the treatment of S cor-
poration shareholders, see paragraph
(d)(5) of this section. A shareholder to
which this paragraph (d)(6) applies is
called a minority shareholder.

(ii) T stock sale. A minority share-
holder recognizes gain or loss on the
shareholder’s sale or exchange of T
stock included in the qualified stock
purchase.

(iii) T stock not acquired. A minority
shareholder does not recognize gain or
loss under this section with respect to
shares of T stock retained by the
shareholder. The shareholder’s basis
and holding period for that T stock is
not affected by the section 338(h)(10)
election.

(7) Consolidated return of selling con-
solidated group. If P acquires T in a
qualified stock purchase from a selling
consolidated group—

(i) The selling consolidated group
must file a consolidated return for the
taxable period that includes the acqui-
sition date;

(ii) A consolidated return for the sell-
ing consolidated group for that period
may not be withdrawn on or after the
day that a section 338(h)(10) election is
made for T; and

(iii) Permission to discontinue filing
consolidated returns cannot be granted
for, and cannot apply to, that period or
any of the immediately preceding tax-
able periods during which consolidated
returns continuously have been filed.

(8) Availability of the section 453 in-
stallment method. Solely for purposes of
applying sections 453, 453A, and 453B,
and the regulations thereunder (the in-
stallment method) to determine the
consequences to old T in the deemed
asset sale and to old T (and its share-
holders, if relevant) in the deemed liq-
uidation, the rules in paragraphs (d)(1)
through (7) of this section are modified
as follows:

(i) In deemed asset sale. Old T is treat-
ed as receiving in the deemed asset sale
new T installment obligations, the
terms of which are identical (except as
to the obligor) to P installment obliga-
tions issued in exchange for recently
purchased stock of T. Old T is treated
as receiving in cash all other consider-
ation in the deemed asset sale other
than the assumption of, or taking sub-

ject to, old T liabilities. For example,
old T is treated as receiving in cash
any amounts attributable to the
grossing-up of amount realized under
§ 1.338–4(c). The amount realized for re-
cently purchased stock taken into ac-
count in determining ADSP is adjusted
(and, thus, ADSP is redetermined) to
reflect the amounts paid under an in-
stallment obligation for the stock
when the total payments under the in-
stallment obligation are greater or less
than the amount realized.

(ii) In deemed liquidation. Old T is
treated as distributing in the deemed
liquidation the new T installment obli-
gations that it is treated as receiving
in the deemed asset sale. The members
of the selling consolidated group, the
selling affiliate, or the S corporation
shareholders are treated as receiving in
the deemed liquidation the new T in-
stallment obligations that correspond
to the P installment obligations they
actually received individually in ex-
change for their recently purchased
stock. The new T installment obliga-
tions may be recharacterized under
other rules. See for example § 1.453–
11(a)(2) which, in certain cir-
cumstances, treats the new T install-
ment obligations deemed distributed
by old T as if they were issued by new
T in exchange for the stock in old T
owned by members of the selling con-
solidated group, the selling affiliate, or
the S corporation shareholders. The
members of the selling consolidated
group, the selling affiliate, or the S
corporation shareholders are treated as
receiving all other consideration in the
deemed liquidation in cash.

(9) Treatment consistent with an actual
asset sale. No provision in section
338(h)(10) or this section shall produce
a Federal income tax result under sub-
title A of the Internal Revenue Code
that would not occur if the parties had
actually engaged in the transactions
deemed to occur because of this section
and taking into account other trans-
actions that actually occurred or are
deemed to occur. See, however, § 1.338–
1(b)(2) for certain exceptions to this
rule.

(e) Examples. The following examples
illustrate the provisions of this sec-
tion:

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00140 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



141

Internal Revenue Service, Treasury § 1.338(h)(10)–1

Example 1. (i) S1 owns all of the T stock
and T owns all of the stock of T1 and T2. S1
is the common parent of a consolidated
group that includes T, T1, and T2. P makes
a qualified stock purchase of all of the T
stock from S1. S1 joins with P in making a
section 338(h)(10) election for T and for the
deemed purchase of T1. A section 338 election
is not made for T2.

(ii) S1 does not recognize gain or loss on
the sale of the T stock and T does not recog-
nize gain or loss on the sale of the T1 stock
because section 338(h)(10) elections are made
for T and T1. Thus, for example, gain or loss
realized on the sale of the T or T1 stock is
not taken into account in earnings and prof-
its. However, because a section 338 election
is not made for T2, T must recognize any
gain or loss realized on the deemed sale of
the T2 stock. See § 1.338–4(h).

(iii) The results would be the same if S1, T,
T1, and T2 are not members of any consoli-
dated group, because S1 and T are selling af-
filiates.

Example 2. (i) S and T are solvent corpora-
tions. S owns all of the outstanding stock of
T. S and P agree to undertake the following
transaction: T will distribute half its assets
to S, and S will assume half of T’s liabilities.
Then, P will purchase the stock of T from S.
S and P will jointly make a section 338(h)(10)
election with respect to the sale of T. The
corporations then complete the transaction
as agreed.

(ii) Under section 338(a), the assets present
in T at the close of the acquisition date are
deemed sold by old T to new T. Under para-
graph (d)(4) of this section, the transactions
described in paragraph (d) of this section are
treated in the same manner as if they had
actually occurred. Because S and P had
agreed that, after T’s actual distribution to
S of part of its assets, S would sell T to P
pursuant to an election under section
338(h)(10), and because paragraph (d)(4) of
this section deems T subsequently to have
transferred all its assets to its shareholder,
T is deemed to have adopted a plan of com-
plete liquidation under section 332. T’s ac-
tual transfer of assets to S is treated as a
distribution pursuant to that plan of com-
plete liquidation.

Example 3. (i) S1 owns all of the out-
standing stock of both T and S2. All three
are corporations. S1 and P agree to under-
take the following transaction. T will trans-
fer substantially all of its assets and liabil-
ities to S2, with S2 issuing no stock in ex-
change therefor, and retaining its other as-
sets and liabilities. Then, P will purchase the
stock of T from S1. S1 and P will jointly
make a section 338(h)(10) election with re-
spect to the sale of T. The corporations then
complete the transaction as agreed.

(ii) Under section 338(a), the remaining as-
sets present in T at the close of the acquisi-
tion date are deemed sold by old T to new T.

Under paragraph (d)(4) of this section, the
transactions described in this section are
treated in the same manner as if they had
actually occurred. Because old T transferred
substantially all of its assets to S2, and is
deemed to have distributed all its remaining
assets and gone out of existence, the transfer
of assets to S2, taking into account the re-
lated transfers, deemed and actual, qualifies
as a reorganization under section
368(a)(1)(D). Section 361(c)(1) and not section
332 applies to T’s deemed liquidation.

Example 4. (i) T owns two assets: an ac-
tively traded security (Class II) with a fair
market value of $100 and an adjusted basis of
$100, and inventory (Class IV) with a fair
market value of $100 and an adjusted basis of
$100. T has no liabilities. S is negotiating to
sell all the stock in T to P for $100 cash and
contingent consideration. Assume that under
generally applicable tax accounting rules,
P’s adjusted basis in the T stock imme-
diately after the purchase would be $100, be-
cause the contingent consideration is not
taken into account. Thus, under the rules of
§ 1.338–5, AGUB would be $100. Under the allo-
cation rules of § 1.338–6, the entire $100 would
be allocated to the Class II asset, the ac-
tively traded security, and no amount would
be allocated to the inventory. P, however,
plans immediately to cause T to sell the in-
ventory, but not the actively traded secu-
rity, so it requests that, prior to the stock
sale, S cause T to create a new subsidiary,
Newco, and contribute the actively traded
security to the capital of Newco. Because the
stock in Newco, which would not be actively
traded, is a Class V asset, under the rules of
§ 1.338–6 $100 of AGUB would be allocated to
the inventory and no amount of AGUB would
be allocated to the Newco stock. Newco’s
own AGUB, $0 under the rules of § 1.338–5,
would be allocated to the actively traded se-
curity. When P subsequently causes T to sell
the inventory, T would realize no gain or
loss instead of realizing gain of $100.

(ii) Assume that, if the T stock had not
itself been sold but T had instead sold both
its inventory and the Newco stock to P, T
would for tax purposes be deemed instead to
have sold both its inventory and actively
traded security directly to P, with P deemed
then to have created Newco and contributed
the actively traded security to the capital of
Newco. Section 338, if elected, generally re-
characterizes a stock sale as a deemed sale of
assets. However, paragraph (d)(9) of this sec-
tion states, in general, that no provision of
section 338(h)(10) or the regulations there-
under shall produce a Federal income tax re-
sult under subtitle A of the Internal Revenue
Code that would not occur if the parties had
actually engaged in the transactions deemed
to occur by virtue of the section 338(h)(10)
election, taking into account other trans-
actions that actually occurred or are deemed
to occur. Hence, the deemed sale of assets
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under section 338(h)(10) should be treated as
one of the inventory and actively traded se-
curity themselves, not of the inventory and
Newco stock. The anti-abuse rule of § 1.338–
1(c) does not apply, because the substance of
the deemed sale of assets is a sale of the in-
ventory and the actively traded security
themselves, not of the inventory and the
Newco stock. Otherwise, the anti-abuse rule
might apply.

Example 5. (i) T, a member of a selling con-
solidated group, has only one class of stock,
all of which is owned by S1. On March 1 of
Year 2, S1 sells its T stock to P for $80,000,

and joins with P in making a section
338(h)(10) election for T. There are no selling
costs or acquisition costs. On March 1 of
Year 2, T owns land with a $50,000 basis and
$75,000 fair market value and equipment with
a $30,000 adjusted basis, $70,000 recomputed
basis, and $60,000 fair market value. T also
has a $40,000 liability. S1 pays old T’s allo-
cable share of the selling group’s consoli-
dated tax liability for Year 2 including the
tax liability for the deemed sale tax con-
sequences (a total of $13,600).

(ii) ADSP of $120,000 ($80,000 + $40,000 + 0) is
allocated to each asset as follows:

Assets Basis FMV Fraction Allocable ADSP

Land ...................................................................... $50,000 $75,000 5⁄9 $66,667
Equipment ............................................................. 30,000 60,000 4⁄9 53,333

Total ............................................................ 80,000 135,000 1 120,000

(iii) Under paragraph (d)(3) of this section,
old T has gain on the deemed sale of $40,000
(consisting of $16,667 of capital gain and
$23,333 of ordinary income).

(iv) Under paragraph (d)(5)(iii) of this sec-
tion, S1 recognizes no gain or loss upon its
sale of the old T stock to P. S1 also recog-
nizes no gain or loss upon the deemed liq-
uidation of T. See paragraph (d)(4) of this
section and section 332.

(v) P’s basis in new T stock is P’s cost for
the stock, $80,000. See section 1012.

(vi) Under § 1.338–5, the AGUB for new T is
$120,000, i.e., P’s cost for the old T stock
($80,000) plus T’s liability ($40,000). This
AGUB is allocated as basis among the new T
assets under §§ 1.338–6 and 1.338–7.

Example 6. (i) The facts are the same as in
Example 5, except that S1 sells 80 percent of
the old T stock to P for $64,000, rather than
100 percent of the old T stock for $80,000.

(ii) The consequences to P, T, and S1 are
the same as in Example 5, except that:

(A) P’s basis for its 80-percent interest in
the new T stock is P’s $64,000 cost for the
stock. See section 1012.

(B) Under § 1.338–5, the AGUB for new T is
$120,000 (i.e., $64,000/.8 + $40,000 + $0).

(C) Under paragraph (d)(4) of this section,
S1 recognizes no gain or loss with respect to
the retained stock in T. See section 332.

(D) Under paragraph (d)(5)(ii) of this sec-
tion, the basis of the T stock retained by S1
is $16,000 (i.e., $120,000 ¥ $40,000 (the ADSP
amount for the old T assets over the sum of
new T’s liabilities immediately after the ac-
quisition date) ‘‘ .20 (the proportion of T
stock retained by S1)).

Example 7. (i) The facts are the same as in
Example 6, except that K, a shareholder unre-
lated to T or P, owns the 20 percent of the T
stock that is not acquired by P in the quali-
fied stock purchase. K’s basis in its T stock
is $5,000.

(ii) The consequences to P, T, and S1 are
the same as in Example 6.

(iii) Under paragraph (d)(6)(iii) of this sec-
tion, K recognizes no gain or loss, and K’s
basis in its T stock remains at $5,000.

Example 8. (i) The facts are the same as in
Example 5, except that the equipment is held
by T1, a wholly-owned subsidiary of T, and a
section 338(h)(10) election is also made for
T1. The T1 stock has a fair market value of
$60,000. T1 has no assets other than the
equipment and no liabilities. S1 pays old T’s
and old T1’s allocable shares of the selling
group’s consolidated tax liability for Year 2
including the tax liability for T and T1’s
deemed sale tax consequences.

(ii) ADSP for T is $120,000, allocated $66,667
to the land and $53,333 to the stock. Old T’s
deemed sale results in $16,667 of capital gain
on its deemed sale of the land. Under para-
graph (d)(5)(iii) of this section, old T does not
recognize gain or loss on its deemed sale of
the T1 stock. See section 332.

(iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0
+ $0). On the deemed sale of the equipment,
T1 recognizes ordinary income of $23,333.

(iv) Under paragraph (d)(5)(iii) of this sec-
tion, S1 does not recognize gain or loss upon
its sale of the old T stock to P.

Example 9. (i) The facts are the same as in
Example 8, except that P already owns 20 per-
cent of the T stock, which is nonrecently
purchased stock with a basis of $6,000, and
that P purchases the remaining 80 percent of
the T stock from S1 for $64,000.

(ii) The results are the same as in Example
8, except that under paragraph (d)(1) of this
section and § 1.338–5(d), P is deemed to have
made a gain recognition election for its non-
recently purchased T stock. As a result, P
recognizes gain of $10,000 and its basis in the
nonrecently purchased T stock is increased
from $6,000 to $16,000. P’s basis in all the T
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stock is $80,000 (i.e., $64,000 + $16,000). The
computations are as follows:

(A) P’s grossed-up basis for the recently
purchased T stock is $64,000 (i.e., $64,000 (the
basis of the recently purchased T stock) ×
(1¥.2)/(.8) (the fraction in section 338(b)(4))).

(B) P’s basis amount for the nonrecently
purchased T stock is $16,000 (i.e., $64,000 (the
grossed-up basis in the recently purchased T
stock) × (.2)/(1.0¥.2) (the fraction in section
338(b)(3)(B))).

(C) The gain recognized on the nonrecently
purchased stock is $10,000 (i.e.,
$16,000¥$6,000).

Example 10. (i) T is an S corporation whose
sole class of stock is owned 40 percent each
by A and B and 20 percent by C. T, A, B, and
C all use the cash method of accounting. A
and B each has an adjusted basis of $10,000 in
the stock. C has an adjusted basis of $5,000 in
the stock. A, B, and C hold no installment
obligations to which section 453A applies. On
March 1 of Year 1, A sells its stock to P for
$40,000 in cash and B sells its stock to P for
a $25,000 note issued by P and real estate
having a fair market value of $15,000. The
$25,000 note, due in full in Year 7, is not pub-
licly traded and bears adequate stated inter-
est. A and B have no selling expenses. T’s
sole asset is real estate, which has a value of
$110,000 and an adjusted basis of $35,000. Also,
T’s real estate is encumbered by long-out-
standing purchase-money indebtedness of
$10,000. The real estate does not have built-in
gain subject to section 1374. A, B, and C join
with P in making a section 338(h)(10) election
for T.

(ii) Solely for purposes of application of
sections 453, 453A, and 453B, old T is consid-
ered in its deemed asset sale to receive back
from new T the $25,000 note (considered
issued by new T) and $75,000 of cash (total
consideration of $80,000 paid for all the stock
sold, which is then divided by .80 in the
grossing-up, with the resulting figure of
$100,000 then reduced by the amount of the
installment note). Absent an election under
section 453(d), gain is reported by old T
under the installment method.

(iii) In applying the installment method to
old T’s deemed asset sale, the contract price
for old T’s assets deemed sold is $100,000, the
$110,000 selling price reduced by the indebted-
ness of $10,000 to which the assets are sub-
ject. (The $110,000 selling price is itself the
sum of the $80,000 grossed-up in paragraph
(ii) above to $100,000 and the $10,000 liability.)
Gross profit is $75,000 ($110,000 selling price ¥
old T’s basis of $35,000). Old T’s gross profit
ratio is 0.75 (gross profit of $75,000 ÷ $100,000
contract price). Thus, $56,250 (0.75 × the
$75,000 cash old T is deemed to receive in
Year 1) is Year 1 gain attributable to the
sale, and $18,750 ($75,000 ¥ $56,250) is recovery
of basis.

(iv) In its liquidation, old T is deemed to
distribute the $25,000 note to B, since B actu-

ally sold the stock partly for that consider-
ation. To the extent of the remaining liqui-
dating distribution to B, it is deemed to re-
ceive, along with A and C, the balance of old
T’s liquidating assets in the form of cash.
Under section 453(h), B, unless it makes an
election under section 453(d), is not required
to treat the receipt of the note as a payment
for the T stock; P’s payment of the $25,000
note in Year 7 to B is a payment for the T
stock. Because section 453(h) applies to B,
old T’s deemed liquidating distribution of
the note is, under section 453B(h), not treat-
ed as a taxable disposition by old T.

(v) Under section 1366, A reports 40 percent,
or $22,500, of old T’s $56,250 gain recognized in
Year 1. Under section 1367, this increases A’s
$10,000 adjusted basis in the T stock to
$32,500. Next, in old T’s deemed liquidation,
A is considered to receive $40,000 for its old
T shares, causing it to recognize an addi-
tional $7,500 gain in Year 1.

(vi) Under section 1366, B reports 40 per-
cent, or $22,500, of old T’s $56,250 gain recog-
nized in Year 1. Under section 1367, this in-
creases B’s $10,000 adjusted basis in its T
stock to $32,500. Next, in old T’s deemed liq-
uidation, B is considered to receive the
$25,000 note and $15,000 of other consider-
ation. Applying section 453, including section
453(h), to the deemed liquidation, B’s selling
price and contract price are both $40,000.
Gross profit is $7,500 ($40,000 selling price ¥

B’s basis of $32,500). B’s gross profit ratio is
0.1875 (gross profit of $7,500 ÷ $40,000 contract
price). Thus, $2,812.50 (0.1875 × $15,000) is Year
1 gain attributable to the deemed liquida-
tion. In Year 7, when the $25,000 note is paid,
B has $4,687.50 (0.1875 × $25,000) of additional
gain.

(vii) Under section 1366, C reports 20 per-
cent, or $11,250, of old T’s $56,250 gain recog-
nized in Year 1. Under section 1367, this in-
creases C’s $5,000 adjusted basis in its T
stock to $16,250. Next, in old T’s deemed liq-
uidation, C is considered to receive $20,000
for its old T shares, causing it to recognize
an additional $3,750 gain in Year 1. Finally,
under paragraph (d)(5)(ii) of this section, C is
considered to acquire its stock in T on the
day after the acquisition date for $20,000 (fair
market value = grossed-up amount realized
of $100,000 × 20%). C’s holding period in the
stock deemed received in new T begins at
that time.

(f) Inapplicability of provisions. The
provisions of section 6043, § 1.331–1(d),
and § 1.332–6 (relating to information
returns and recordkeeping require-
ments for corporate liquidations) do
not apply to the deemed liquidation of
old T under paragraph (d)(4) of this sec-
tion.

(g) Required information. The Commis-
sioner may exercise the authority
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granted in section 338(h)(10)(C)(iii) to
require provision of any information
deemed necessary to carry out the pro-
visions of section 338(h)(10) by requir-
ing submission of information on any
tax reporting form.

[T.D. 8940, 66 FR 9950, Feb. 13, 2001]

§ 1.338(i)–1 Effective dates.
(a) In general. The provisions of

§§ 1.338–1 through 1.338–7, 1.338–10 and
1.338(h)(10)–1 apply to any qualified
stock purchase occurring after March
15, 2001. For rules applicable to quali-
fied stock purchases on or before
March 15, 2001, see §§ 1.338–1T through
1.338–7T, 1.338–10T, 1.338(h)(10)–1T and
1.338(i)–1T in effect prior to March 16,
2001 (see 26 CFR part 1 revised April 1,
2000).

(b) Section 338(h)(10) elections for S cor-
poration targets. The requirements of
§§ 1.338(h)(10)–1T(c)(2) and 1.338(h)(10)–
1(c)(2) that S corporation shareholders
who do not sell their stock must also
consent to an election under section
338(h)(10) will not invalidate an other-
wise valid election made on the Sep-
tember 1997 revision of Form 8023,
‘‘Elections Under Section 338 For Cor-
porations Making Qualified Stock Pur-
chases,’’ not signed by the nonselling
shareholders, provided that the S cor-
poration and all of its shareholders (in-
cluding nonselling shareholders) report
the tax consequences consistently with
the results under section 338(h)(10).

[T.D. 8940, 66 FR 9954, Feb. 13, 2001]

COLLAPSIBLE CORPORATIONS; FOREIGN
PERSONAL HOLDING COMPANIES

§ 1.341–1 Collapsible corporations; in
general.

Subject to the limitations contained
in § 1.341–4 and the exceptions con-
tained in § 1.341–6 and § 1.341–7(a), the
entire gain from the actual sale or ex-
change of stock of a collapsible cor-
poration, (b) amounts distributed in
complete or partial liquidation of a
collapsible corporation which are
treated, under section 331, as payment
in exchange for stock, and (c) a dis-
tribution made by a collapsible cor-
poration which, under section 301(c)(3),
is treated, to the extent it exceeds the
basis of the stock, in the same manner

as a gain from the sale or exchange of
property, shall be considered as ordi-
nary income.

[T.D. 7655, 44 FR 68459, Nov. 29, 1979]

§ 1.341–2 Definitions.

(a) Determination of collapsible cor-
poration. (1) A collapsible corporation
is defined by section 341(b)(1) to be a
corporation formed or availed of prin-
cipally (i) for the manufacture, con-
struction, or production of property,
(ii) for the purchase of property which
(in the hands of the corporation) is
property described in section 341(b)(3),
or (iii) for the holding of stock in a cor-
poration so formed or availed of, with a
view to (a) the sale or exchange of
stock by its shareholders (whether in
liquidation or otherwise), or a distribu-
tion to its shareholders, prior to the re-
alization by the corporation manufac-
turing, constructing, producing, or pur-
chasing the property of a substantial
part of the taxable income to be de-
rived from such property, and (b) the
realization by such shareholders of
gain attributable to such property. See
§ 1.341–5 for a description of the facts
which will ordinarily be considered suf-
ficient to establish whether or not a
corporation is a collapsible corporation
under the rules of this section. See
paragraph (d) of § 1.341–5 for examples
of the application of section 341.

(2) Under section 341(b)(1) the cor-
poration must be formed or availed of
with a view to the action therein de-
scribed, that is, the sale or exchange of
its stock by its shareholders, or a dis-
tribution to them prior to the realiza-
tion by the corporation manufacturing,
constructing, producing, or purchasing
the property of a substantial part of
the taxable income to be derived from
such property, and the realization by
the shareholders of gain attributable to
such property. This requirement is sat-
isfied in any case in which such action
was contemplated by those persons in a
position to determine the policies of
the corporation, whether by reason of
their owning a majority of the voting
stock of the corporation or otherwise.
The requirement is satisfied whether
such action was contemplated, uncon-
ditionally, conditionally, or as a recog-
nized possibility. If the corporation
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