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READJUSTMENT OF TAX BETWEEN YEARS 
AND SPECIAL LIMITATIONS 

MITIGATION OF EFFECT OF LIMITATIONS 
AND OTHER PROVISIONS

§ 1.1311(a)–1 Introduction. 

(a) Part II (section 1311 and fol-
lowing), subchapter Q, chapter 1 of the 
Code, provides certain rules for the cor-
rection of the effect of an erroneous 
treatment of an item in a taxable year 
which is closed by the statute of limi-
tations or otherwise, in cases where, in 
connection with the ascertainment of 
the tax for another taxable year, it has 
been determined that there was an er-
roneous treatment of such item in the 
closed year. 

(b) In most situations falling within 
this part the correction of the effect of 
the error on a closed year can be made 
only if either the Commissioner or the 
taxpayer has taken a position in an-
other taxable year which is incon-
sistent with the erroneous treatment 
of the item in the closed year. If a re-
fund or credit would result from the 
correction of the error in the closed 
year, then the Commissioner must be 
the one maintaining the inconsistent 
position. For example, if the taxpayer 
erroneously included an item of income 
on his return for an earlier year which 
is now closed and the Commissioner 
successfully requires it to be included 
in a later year, then the correction of 
the effect of the erroneous inclusion of 
that item in the closed year may be 
made since the Commissioner has 
maintained a position inconsistent 
with the treatment of such item in 
such closed year. On the other hand, if 
an additional assessment would result 
from the correction of the error in the 
closed year, then the taxpayer must be 
the one maintaining the inconsistent 
position. For example, if the taxpayer 
deducted an item in an earlier year 
which is now closed and he successfully 
contends that the item should be de-
ducted in a later year, then the correc-
tion of the effect of the erroneous de-
duction of that item in the closed year 
may be made since the taxpayer has 
taken a position inconsistent with the 
treatment of such item in such earlier 
year. 

(c) There are two special cir-
cumstances which fall within this part 
but which do not require that an incon-
sistent position be maintained. One of 
these circumstances relates to the in-
clusion of an item of income in the cor-
rect year and the other relates to the 
allowance of a deduction in the correct 
year. In the first situation, if the Com-
missioner takes the position by a defi-
ciency notice or before the Tax Court 
that an item of income should be in-
cluded in the gross income of a tax-
payer for a particular year and it is ul-
timately determined that such item 
was not so includible, then such item 
can be included in the income of the 
proper year if that year was not closed 
at the time the Commissioner took his 
position. In the second situation, if the 
taxpayer claims that a deduction 
should be allowed for a particular year 
and it is ultimately determined that 
the deduction was not allowable in 
that year, then the taxpayer may take 
the deduction in the proper year if that 
year was not closed at the time the 
taxpayer first claimed a deduction. 

[T.D. 6500, 25 FR 12031, Nov. 26, 1960]

§ 1.1311(a)–2 Purpose and scope of sec-
tion 1311. 

(a) Section 1311 provides for the cor-
rection of the effect of certain errors 
under circumstances specified in sec-
tion 1312 when one or more provisions 
of law, such as the statute of limita-
tions, would otherwise prevent such 
correction. Section 1311 may be applied 
to correct the effect of certain errors 
if, on the date of a determination (as 
defined in section 1313(a) and the regu-
lations thereunder), correction is pre-
vented by the operation of any provi-
sion of law other than sections 1311 
through 1315 and section 7122 (relating 
to compromises) and the corresponding 
provisions of prior revenue laws. Exam-
ples of provisions preventing such cor-
rections are sections 6501, 6511, 6532, 
and 6901 (c), (d) and (e), relating to pe-
riods of limitations; section 6212(c) and 
6512 relating to the effect of petition to 
the Tax Court of the United States on 
further deficiency letters and on cred-
its or refunds; section 7121 relating to 
closing agreements; and sections 6401 
and 6514 relating to payments, refunds, 
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or credits after the period of limita-
tions has expired. Section 1311 may 
also be applied to correct the effect of 
an error if, on the date of the deter-
mination, correction of the error is 
prevented by the operation of any rule 
of law, such as res judicata or estoppel.

(b) The determination (including a 
determination under section 1313 (a)(4)) 
may be with respect to any of the taxes 
imposed by subtitle A of the Internal 
Revenue Code of 1954, by chapter 1 and 
subchapters A, B, D, and E of chapter 2 
of the Internal Revenue Code of 1939, or 
by the corresponding provisions of any 
prior revenue act, or by more than one 
of such provisions. Section 1311 may be 
applied to correct the effect of the 
error only as to the tax or taxes with 
respect to which the error was made 
which correspond to the tax or taxes 
with respect to which the determina-
tion relates. Thus, if the determination 
relates to a tax imposed by chapter 1 of 
the Internal Revenue Code of 1954, the 
adjustment may be only with respect 
to the tax imposed by such chapter or 
by the corresponding provisions of 
prior law. 

(c) Section 1311 is not applicable if, 
on the date of the determination, cor-
rection of the effect of the error is per-
missible without recourse to said sec-
tion. 

(d) If the tax liability for the year 
with respect to which the error was 
made has been compromised under sec-
tion 7122 or the corresponding provi-
sions of prior revenue laws, no adjust-
ment may be made under section 1311 
with respect to said year. 

(e) No adjustment may be made 
under section 1311 for any taxable year 
beginning prior to January 1, 1932. See 
section 1314(d). 

(f) Section 1311 applies only to a de-
termination (as defined in section 
1313(a) and §§ 1.1313(a)–1 to 1.1313 (a)–4, 
inclusive) made after November 14, 
1954. Section 3801 of the Internal Rev-
enue Code of 1939 and the regulations 
thereunder apply to determinations, as 
defined therein, made on or before No-
vember 14, 1954. See section 1315. 

[T.D. 6500, 25 FR 12031, Nov. 26, 1960]

§ 1.1311(b)–1 Maintenance of an incon-
sistent position. 

(a) In general. Under the cir-
cumstances stated in § 1.1312–1, § 1.1312–
2, paragraph (a) of § 1.1312–3, § 1.1312–5, 
§ 1.1312–6, and § 1.1312–7, the mainte-
nance of an inconsistent position is a 
condition necessary for adjustment. 
The requirement in such circumstances 
is that a position maintained with re-
spect to the taxable year of the deter-
mination and which is adopted in the 
determination be inconsistent with the 
erroneous inclusion, exclusion, omis-
sion, allowance, disallowance, recogni-
tion, or nonrecognition, as the case 
may be, with respect to the taxable 
year of the error. That is, a position 
successfully maintained with respect 
to the taxable year of the determina-
tion must be inconsistent with the 
treatment accorded an item which was 
the subject of an error in the computa-
tion of the tax for the closed taxable 
year. Adjustments under the cir-
cumstances stated in paragraph (b) of 
§ 1.1312–3 and in § 1.1312–4 are made 
without regard to the maintenance of 
an inconsistent position. 

(b) Adjustments resulting in refund or 
credit. (1) An adjustment under any of 
the circumstances stated in § 1.1312–1, 
§ 1.1312–5, § 1.1312–6, or § 1.1312–7 which 
would result in the allowance of a re-
fund or credit is authorized only if (i) 
the Commissioner, in connection with 
a determination, has maintained a po-
sition which is inconsistent with the 
erroneous inclusion, omission, dis-
allowance, recognition, or nonrecogni-
tion, as the case may be, in the year of 
the error, and (ii) such inconsistent po-
sition is adopted in the determination.

Example: A taxpayer who keeps his books 
on the cash method erroneously included as 
income on his return for 1954 an item of ac-
crued interest. After the period of limita-
tions on refunds for 1954 had expired, the dis-
trict director, on behalf of the Commis-
sioner, proposed an adjustment for the year 
1955 on the ground that the item of interest 
was received in 1955 and, therefore, was prop-
erly includible in gross income for that year. 
The taxpayer and the district director en-
tered into an agreement which meets all of 
the requirements of § 1.1313(a)–4 and which 
determines that the interest item was in-
cludible in gross income for 1955. The Com-
missioner has maintained a position incon-
sistent with the inclusion of the interest 
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item for 1954. As the determination (the 
agreement pursuant to § 1.1313(a)–4) adopted 
such inconsistent position, an adjustment is 
authorized for the year 1954.

(2) An adjustment under cir-
cumstances stated in § 1.1312–1, § 1.1312–
5, § 1.1312–6, or § 1.1312–7 which would re-
sult in the allowance of a refund or 
credit is not authorized if the taxpayer 
with respect to whom the determina-
tion is made, and not the Commis-
sioner, has maintained such incon-
sistent position.

Example: In the example in subparagraph 
(1) of this paragraph, assume that the Com-
missioner asserted a deficiency for 1955 based 
upon other items for that year but, in com-
puting the net income upon which such defi-
ciency was based, did not include the item of 
interest. The taxpayer appealed to the Tax 
Court and in his petition asserted that the 
interest item should be included in gross in-
come for 1955. The Tax Court in 1960 included 
the item of interest in its redetermination of 
tax for the year 1955. In such case no adjust-
ment would be authorized for 1954 as the tax-
payer, and not the Commissioner, main-
tained a position inconsistent with the erro-
neous inclusion of the item of interest in the 
gross income of the taxpayer for that year.

(c) Adjustments resulting in additional 
assessments. (1) An adjustment under 
any of the circumstances stated in 
§ 1.1312–2, paragraph (a) of § 1.1312–3, 
§ 1.1312–5, § 1.1312–6, or § 1.1312–7 which 
would result in an additional assess-
ment is authorized only if (i) the tax-
payer with respect to whom the deter-
mination is made has, in connection 
therewith, maintained a position which 
is inconsistent with the erroneous ex-
clusion, omission, allowance, recogni-
tion, or nonrecognition, as the case 
may be, in the year of the error, and 
(ii) such inconsistent position is adopt-
ed in the determination.

Example: A taxpayer in his return for 1950 
claimed and was allowed a deduction for a 
loss arising from a casualty. After the tax-
payer had filed his return for 1951 and after 
the period of limitations upon the assess-
ment of a deficiency for 1950 had expired, it 
was discovered that the loss actually oc-
curred in 1951. The taxpayer, therefore, filed 
a claim for refund for the year 1951 based 
upon the allowance of a deduction for the 
loss in that year, and the claim was allowed 
by the Commissioner in 1955. The taxpayer 
thus has maintained a position inconsistent 
with the allowance of the deduction for 1950 
by filing a claim for refund for 1951 based 

upon the same deduction. As the determina-
tion (the allowance of the claim for refund) 
adopts such inconsistent position, an adjust-
ment is authorized for the year 1950.

(2) An adjustment under the cir-
cumstances stated in § 1.1312–2, para-
graph (a) of § 1.1312–3, § 1.1312–5, § 1.1312–
6, or § 1.1312–7 which would result in an 
additional assessment is not authorized 
if the Commissioner, and not the tax-
payer, has maintained such incon-
sistent position.

Example: In the example in subparagraph 
(1) of this paragraph, assume that the tax-
payer did not file a claim for refund for 1951 
but the Commissioner issued a notice of defi-
ciency for 1951 based upon other items. The 
taxpayer filed a petition with the Tax Court 
of the United States and the Commissioner 
in his answer voluntarily proposed the allow-
ance for 1951 of a deduction for the loss pre-
viously allowed for 1950. The Tax Court took 
the deduction into account in its redeter-
mination in 1955 of the tax for the year 1951. 
In such case no adjustment would be author-
ized for the year 1950 as the Commissioner, 
and not the taxpayer, has maintained a posi-
tion inconsistent with the allowance of a de-
duction for the loss in that year.

[T.D. 6500, 25 FR 12032, Nov. 26, 1960, as 
amended by T.D. 6617, 27 FR 10823, Nov. 7, 
1962]

§ 1.1311(b)–2 Correction not barred at 
time of erroneous action. 

(a) An adjustment under the cir-
cumstances stated in paragraph (b) of 
§ 1.1312–3 (relating to the double exclu-
sion of an item of gross income) which 
would result in an additional assess-
ment, is authorized only if assessment 
of a deficiency against the taxpayer or 
related taxpayer for the taxable year in 
which the item is includible was not 
barred by any law or rule of law at the 
time the Commissioner first main-
tained, in a notice of deficiency sent 
pursuant to section 6212 (or section 
272(a) of the Internal Revenue Code of 
1939) or before the Tax Court of the 
United States, that the item described 
in paragraph (b) of § 1.1312–3 should be 
included in the gross income of the tax-
payer in the taxable year to which the 
determination relates. 

(b) An adjustment under the cir-
cumstances stated in § 1.1312–4 (relating 
to the double disallowance of a deduc-
tion or credit), which would result in 
the allowance of a credit or refund, is 
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authorized only if a credit or refund to 
the taxpayer or related taxpayer, at-
tributable to such adjustment, was not 
barred by any law or rule of law when 
the taxpayer first maintained in writ-
ing before the Commissioner or the Tax 
Court that he was entitled to such de-
duction or credit for the taxable year 
to which the determination relates. 
The taxpayer will be considered to 
have first maintained in writing before 
the Commissioner or the Tax Court 
that he was entitled to such deduction 
or credit when he first formally asserts 
his right to such deduction or credit as, 
for example, in a return, in a claim for 
refund, or in a petition (or an amended 
petition) before the Tax Court. 

(c) Under the circumstances of ad-
justment with respect to which the 
conditions stated in this section are 
applicable, the conditions stated in 
§ 1.1311(b)–1 (maintenance of an incon-
sistent position) are not required. See 
paragraph (b) of § 1.1312–3 and § 1.1312–4 
for examples of the application of this 
section. 

[T.D. 6500, 25 FR 12032, Nov. 26, 1960]

§ 1.1311(b)–3 Existence of relationship 
in case of adjustment by way of de-
ficiency assessment. 

(a) Except for cases described in 
paragraph (b) of § 1.1312–3, no adjust-
ment by way of a deficiency assess-
ment shall be made, with respect to a 
related taxpayer, unless the relation-
ship existed both at some time during 
the taxable year with respect to which 
the error was made and at the time the 
taxpayer with respect to whom the de-
termination is made first maintained 
the inconsistent position with respect 
to the taxable year to which the deter-
mination relates. In the case of an ad-
justment by way of a deficiency assess-
ment under the circumstance described 
in paragraph (b) of § 1.1312–3 (where the 
maintenance of an inconsistent posi-
tion is not required), the relationship 
need exist only at some time during 
the taxable year in which the error was 
made. 

(b) If the inconsistent position is 
maintained in a return, claim for re-
fund, or petition (or amended petition) 
to the Tax Court of the United States 
for the taxable year in respect to which 
the determination is made, the req-

uisite relationship must exist on the 
date of filing such document. If the in-
consistent position is maintained in 
more than one of such documents, the 
requisite date is the date of filing of 
the document in which it was first 
maintained. If the inconsistent posi-
tion was not thus maintained, then the 
relationship must exist on the date of 
the determination as, for example, 
where at the instance of the taxpayer a 
deduction is allowed, the right to 
which was not asserted in a return, 
claim for refund, or petition to the Tax 
Court, and a determination is effected 
by means of a closing agreement or an 
agreement under section 1313(a)(4). 

[T.D. 6500, 25 FR 12033, Nov. 26, 1960]

§ 1.1312–1 Double inclusion of an item 
of gross income. 

(a) Paragraph (1) of section 1312 ap-
plies if the determination requires the 
inclusion in a taxpayer’s gross income 
of an item which was erroneously in-
cluded in the gross income of the same 
taxpayer for another taxable year or of 
a related taxpayer for the same or an-
other taxable year. 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following examples:

Example 1. A taxpayer who keeps his books 
on the cash method erroneously included in 
income on his return for 1947 an item of ac-
crued rent. In 1952, after the period of limita-
tion on refunds for 1947 had expired, the 
Commissioner discovered that the taxpayer 
received this rent in 1948 and asserted a defi-
ciency for the year 1948 which is sustained by 
the Tax Court of the United States in 1955. 
An adjustment in favor of the taxpayer is au-
thorized with respect to the year 1947. If the 
taxpayer had returned the rent for both 1947 
and 1948 and by a determination was denied 
a refund claim for 1948 on account of the rent 
item, a similar adjustment is authorized.

Example 2. A husband assigned to his wife 
salary to be earned by him in the year 1952. 
The wife included such salary in her separate 
return for that year and the husband omitted 
it. The Commissioner asserted a deficiency 
against the wife for 1952 with respect to a 
different item; she contested that deficiency, 
and the Tax Court entered an order in her 
case which became final in 1955. The wife 
would therefore be barred by section 6512(a) 
from claiming a refund for 1952. Thereafter, 
the Commissioner asserted a deficiency 
against the husband on account of the omis-
sion of such salary from his return for 1952. 
In 1955 the husband and the Commissioner 
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enter into a closing agreement for the year 
1952 in which the salary is taxed to the hus-
band. An adjustment is authorized with re-
spect to the wife’s tax for 1952.

[T.D. 6500, 25 FR 12033, Nov. 26, 1960]

§ 1.1312–2 Double allowance of a de-
duction or credit. 

(a) Paragraph (2) of section 1312 ap-
plies if the determination allows the 
taxpayer a deduction or credit which 
was erroneously allowed the same tax-
payer for another taxable year or a re-
lated taxpayer for the same or another 
taxable year. 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following examples:

Example 1. A taxpayer in his return for 1950 
claimed and was allowed a deduction for de-
struction of timber by a forest fire. Subse-
quently, it was discovered that the forest 
fire occurred in 1951 rather than 1950. After 
the expiration of the period of limitations 
for the assessment of a deficiency for 1950, 
the taxpayer filed a claim for refund for 1951 
based upon a deduction for the fire loss in 
that year. The Commissioner in 1955 allows 
the claim for refund. An adjustment is au-
thorized with respect to the year 1950.

Example 2. The beneficiary of a testa-
mentary trust in his return for 1949 claimed, 
and was allowed, a deduction for deprecia-
tion of the trust property. The Commissioner 
asserted a deficiency against the beneficiary 
for 1949 with respect to a different item and 
a final decision of the Tax Court of the 
United States was rendered in 1951, so that 
the Commissioner was thereafter barred by 
section 272(f) of the Internal Revenue Code of 
1939 from asserting a further deficiency 
against the beneficiary for 1949. The trustee 
thereafter filed a timely refund claim con-
tending that, under the terms of the will, the 
trust, and not the beneficiary, was entitled 
to the allowance for depreciation. The court 
in 1955 sustains the refund claim. An adjust-
ment is authorized with respect to the bene-
ficiary’s tax for 1949.

[T.D. 6500, 25 FR 12033, Nov. 26, 1960]

§ 1.1312–3 Double exclusion of an item 
of gross income. 

(a) Items included in income or with re-
spect to which a tax was paid. (1) Para-
graph (3)(A) of section 1312 applies if 
the determination requires the exclu-
sion, from a taxpayer’s gross income, 
of an item included in a return filed by 
the taxpayer, or with respect to which 
tax was paid, and which was erro-
neously excluded or omitted from the 

gross income of the same taxpayer for 
another taxable year or of a related 
taxpayer for the same or another tax-
able year. 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following examples:

Example 1. (i) A taxpayer received pay-
ments in 1951 under a contract for the per-
formance of services and included the pay-
ments in his return for that year. After the 
expiration of the period of limitations for 
the assessment of a deficiency for 1950, the 
Commissioner issued a notice of deficiency 
to the taxpayer for the year 1951 based upon 
adjustments to other items, and the tax-
payer filed a petition with the Tax Court of 
the United States and maintained in the pro-
ceedings before the Tax Court that he kept 
his books on the accrual basis and that the 
payments received in 1951 were on income 
that had accrued and was properly taxable in 
1950. A final decision of the Tax Court was 
rendered in 1955 excluding the payments 
from 1951 income. An adjustment in favor of 
the Commissioner is authorized with respect 
to the year 1950, whether or not a tax had 
been paid on the income reported in the 1951 
return. 

(ii) Assume the same facts as in (i), except 
that the taxpayer had not included the pay-
ments in any return and had not paid a tax 
thereon. No adjustment would be authorized 
under section 1312(3)(A) with respect to the 
year 1950. If the taxpayer, however, had paid 
a deficiency asserted for 1951 based upon the 
inclusion of the payments in 1951 income and 
thereafter successfully sued for refund there-
of, an adjustment would be authorized with 
respect to the year 1950. (See paragraph (b) of 
this section for circumstances under which 
correction is authorized with respect to 
items not included in income and on which a 
tax was not paid.)

Example 2. A father and son conducted a 
partnership business, each being entitled to 
one-half of the net profits. The father in-
cluded the entire net income of the partner-
ship in his return for 1948, and the son in-
cluded no portion of this income in his re-
turn for that year. Shortly before the expira-
tion of the period of limitations with respect 
to deficiency assessments and refund claims 
for both father and son for 1948, the father 
filed a claim for refund of that portion of his 
1948 tax attributable to the half of the part-
nership income which should have been in-
cluded in the son’s return. The court sus-
tains the claim for refund in 1955. An adjust-
ment is authorized with respect to the son’s 
tax for 1948.

(b) Items not included in income and 
with respect to which the tax was not 
paid. (1) Paragraph (3)(B) of section 1312 
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applies if the determination requires 
the exclusion from gross income of an 
item not included in a return filed by 
the taxpayer and with respect to which 
a tax was not paid, but which is includ-
ible in the gross income of the same 
taxpayer for another taxable year, or 
in the gross income of a related tax-
payer for the same or another taxable 
year. This is one of the two cir-
cumstances in which the maintenance 
of an inconsistent position is not a re-
quirement for an adjustment, but the 
requirements in paragraph (a) of 
§ 1.1311(b)–2 must be fulfilled (correc-
tion not barred at time of erroneous 
action). 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following examples:

Example 1. The taxpayer, A, who computes 
his income by use of the accrual method of 
accounting, performed in 1949 services for 
which he received payments in 1949 and 1950. 
He did not include in his return for either 
1949 or 1950 the payments which he received 
in 1950, and he paid no tax with respect to 
such payments. In 1952 the Commissioner 
sent a notice of deficiency to A with respect 
to the year 1949, contending that A should 
have included all of such payments in his re-
turn for that year. A contested the defi-
ciency on the basis that in 1949 he had no 
accruable right to the payments which he re-
ceived in 1950. In 1955 (after the expiration of 
the period of limitations for assessing defi-
ciencies with respect to 1950), the Tax Court 
sustains A’s position. The Commissioner 
may assess a deficiency for 1950, since a defi-
ciency assessment for that year was not 
barred when he sent the notice of deficiency 
with respect to 1949.

Example 2. B and C were partners in 1950, 
each being entitled to one-half of the profits 
of the partnership business. During 1950, B 
received an item of income which he treated 
as partnership income so that his return for 
that year reflected only 50 percent of such 
item. C, however, included no part of such 
item in any return and paid no tax with re-
spect thereto. In 1952, the Commissioner sent 
to C a notice of deficiency with respect to 
1950, contending that his return for that year 
should have reflected 50 percent of such 
item. C contested the deficiency on the basis 
that such item was not partnership income. 
In 1955, after the expiration of the period of 
limitations for assessing deficiencies with 
respect to 1950, the Tax Court sustained C’s 
position. The Commissioner may assess a de-
ficiency against B with respect to 1950 re-
quiring him to include the entire amount of 
such item in his income since assessment of 
the deficiency was not barred when the Com-

missioner sent the notice of deficiency with 
respect to such item to C.

[T.D. 6500, 25 FR 12034, Nov. 26, 1960]

§ 1.1312–4 Double disallowance of a de-
duction or credit. 

(a) Paragraph (4) of section 1312 ap-
plies if the determination disallows a 
deduction or credit which should have 
been, but was not, allowed to the same 
taxpayer for another taxable year or to 
a related taxpayer for the same or an-
other taxable year. This is one of the 
two circumstances in which the main-
tenance of an inconsistent position is 
not a requirement for an adjustment 
but the requirements in paragraph (b) 
of § 1.1311(b)–2 must be fulfilled (correc-
tion not barred at time of erroneous 
action). 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following examples:

Example 1. The taxpayer, A, who computes 
his income by use of the accrual method of 
accounting, deducted in his return for the 
taxable year 1951 an item of expense which 
he paid in such year. At the time A filed his 
return for 1951, the statute of limitations for 
1950 had not expired. Subsequently, the Com-
missioner asserted a deficiency for 1951 based 
on the position that the liability for such ex-
pense should have been accrued for the tax-
able year 1950. In 1955, after the period of 
limitations on refunds for 1950 had expired, 
there was a determination by the Tax Court 
disallowing such deduction for the taxable 
year 1951. A is entitled to an adjustment for 
the taxable year 1950. However, if such liabil-
ity should have been accrued for the taxable 
year 1946 instead of 1950, A would not be enti-
tled to an adjustment, if a credit or refund 
with respect to 1946 was already barred when 
he deducted such expense for the taxable 
year 1951.

Example 2. The taxpayer, B, in his return 
for 1951 claimed a deduction for a charitable 
contribution. The Commissioner asserted a 
deficiency for such year contending that 50 
percent of the deduction should be dis-
allowed, since the contribution was made 
from community property 50 percent of 
which was attributable to B’s spouse. The de-
ficiency is sustained by the Tax Court in 
1956, subsequent to the period of limitations 
within which B’s spouse could claim a refund 
with respect to 1951. An adjustment is per-
mitted to B’s spouse, a related taxpayer, 
since a refund attributable to a deduction by 
her of such contribution was not barred when 
B claimed the deduction.

[T.D. 6500, 25 FR 12034, Nov. 26, 1960]
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§ 1.1312–5 Correlative deductions and 
inclusions for trusts or estates and 
legatees, beneficiaries, or heirs. 

(a) Paragraph (5) of section 1312 ap-
plies to distributions by a trust or an 
estate to the beneficiaries, heirs, or 
legatees. If the determination relates 
to the amount of the deduction allowed 
by sections 651 and 661 or the inclusion 
in taxable income of the beneficiary re-
quired by sections 652 and 662 (includ-
ing amounts falling within subpart D, 
subchapter J, chapter 1 of the Code, re-
lating to treatment of excess distribu-
tions by trusts), or if the determina-
tion relates to the additional deduction 
(or inclusion) specified in section 162 
(b) and (c) of the Internal Revenue 
Code of 1939 (or the corresponding pro-
visions of a prior revenue act), with re-
spect to amounts paid, credited, or re-
quired to be distributed to the bene-
ficiaries, heirs, and legatees, and such 
determination requires: 

(1) The allowance to the estate or 
trust of the deduction when such 
amounts have been erroneously omit-
ted or excluded from the income of the 
beneficiaries, heirs, or legatees; or 

(2) The inclusion of such amounts in 
the income of the beneficiaries, heirs, 
or legatees when the deduction has 
been erroneously disallowed to or omit-
ted by the estate or trust; or 

(3) The disallowance to an estate or 
trust of the deduction when such 
amounts have been erroneously in-
cluded in the income of the bene-
ficiaries, heirs, or legatees; or 

(4) The exclusion of such amounts 
from the income of the beneficiaries, 
heirs, or legatees when the deduction 
has been erroneously allowed to the es-
tate or trust. 

(b) The application of paragraph 
(a)(1) of this section may be illustrated 
by the following example:

Example: For the taxable year 1954, a trust-
ee, directed by the trust instrument to accu-
mulate the trust income, made no distribu-
tion to the beneficiary and returned the en-
tire income as taxable to the trust. Accord-
ingly the beneficiary did not include the 
trust income in his return for the year 1954. 
In 1957, a State court holds invalid the clause 
directing accumulation and determines that 
the income is required to be currently dis-
tributed. It also rules that certain extraor-
dinary dividends which the trustee in good 
faith allocated to corpus in 1954 were prop-

erly allocable to income. In 1958, the trustee, 
relying upon the court decision, files a claim 
for refund of the tax paid on behalf of the 
trust for the year 1954 and thereafter files a 
suit in the District Court. The claim is sus-
tained by the court (except as to the tax on 
the extraordinary dividends) in 1959 after the 
expiration of the period of limitations upon 
deficiency assessments against the bene-
ficiary for the year 1954. An adjustment is 
authorized with respect to the beneficiary’s 
tax for the year 1954. The treatment of the 
distribution to the beneficiary of the ex-
traordinary dividends shall be determined 
under subpart D of subchapter J.

(c) The application of paragraph 
(a)(2) of this section may be illustrated 
by the following example:

Example: Assume the same facts as in the 
example in paragraph (b) of this section, ex-
cept that, instead of the trustee’s filing a re-
fund claim, the Commissioner, relying upon 
the decision of the State court, asserts a de-
ficiency against the beneficiary for 1954. The 
deficiency is sustained by final decision of 
the Tax Court of the United States in 1959, 
after the expiration of the period for filing 
claim for refund on behalf of the trust for 
1954. An adjustment is authorized with re-
spect to the trust for the year 1954.

(d) The application of paragraph 
(a)(3) of this section may be illustrated 
by the following example:

Example: A trustee claimed in the trust re-
turn for 1954 for amounts paid to the bene-
ficiary a deduction to the extent of distribut-
able net income. This amount was included 
by the beneficiary in gross income in his re-
turn for 1954. In computing distributable net 
income the trustee had included short and 
long-term capital gains. In 1958, the Commis-
sioner asserts a deficiency against the trust 
on the ground that the capital gains were 
not includible in distributable net income, 
and that, therefore, the gains were taxable 
to the trust, not the beneficiary. The defi-
ciency is sustained by a final decision of the 
Tax Court in 1960, after the expiration of the 
period for filing claims for refund by the ben-
eficiary for 1954. An adjustment is authorized 
with respect to the beneficiary’s tax for the 
year 1954, based on the exclusion from 1954 
gross income of the capital gains previously 
considered distributed by the trust under 
section 662.

(e) The application of paragraph 
(a)(4) of this section may be illustrated 
by the following example:

Example: Assume the same facts as in the 
example in paragraph (d) of this section, ex-
cept that, instead of the Commissioner’s as-
serting a deficiency, the beneficiary filed a 
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refund claim for 1954 on the same ground. 
The claim is sustained by the court in 1960 
after the expiration of the period of limita-
tions upon deficiency assessments against 
the trust for 1954. An adjustment is author-
ized with respect to the trust for the year 
1954.

[T.D. 6500, 25 FR 12034, Nov. 26, 1960]

§ 1.1312–6 Correlative deductions and 
credits for certain related corpora-
tions. 

(a) Paragraph (6) of section 1312 ap-
plies if the determination allows or dis-
allows a deduction (including a credit) 
to a corporation, and if a correlative 
deduction or credit has been erro-
neously allowed, omitted, or disallowed 
in respect of a related taxpayer de-
scribed in section 1313(c)(7). 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following examples:

Example 1. X Corporation is a wholly-owned 
subsidiary of Y Corporation. In 1955, X Cor-
poration paid $5,000 to Y Corporation and 
claimed an interest deduction for this 
amount in its return for 1955. Y Corporation 
included this amount in its gross income for 
1955. In 1958, the Commissioner asserted a de-
ficiency against X Corporation for 1955, con-
tending that the deduction for interest paid 
should be disallowed on the ground that the 
payment was in reality the payment of a div-
idend to Y Corporation. X Corporation con-
tested the deficiency, and ultimately in June 
1959, a final decision of the Tax Court sus-
tained the Commissioner. Since the amount 
of the payment is a dividend, Y Corporation 
should have been allowed for 1955 the cor-
porate dividends-received deduction under 
section 243 with respect to such payment. 
However, the Tax Court’s decision sustaining 
the deficiency against X Corporation oc-
curred after the expiration of the period for 
filing claim for refund by Y Corporation for 
1955. An adjustment is authorized with re-
spect to Y Corporation for 1955.

Example 2. Assume the same facts as in ex-
ample (1) except that, instead of the Com-
missioner asserting a deficiency against X 
Corporation for 1955, Y Corporation filed a 
claim for refund in 1958, alleging that the 
payment received in 1955 from X Corporation 
was in reality a dividend to which the cor-
porate dividends-received deduction (section 
243) applies. The Commissioner denied the 
claim, and ultimately in June 1959, the dis-
trict court, in a final decision, sustained Y 
Corporation. Since the amount of the pay-
ment is a dividend, X Corporation should not 
have been allowed an interest deduction for 
the amount paid to Y Corporation. However, 
the district court’s decision sustaining the 

claim for refund occurred after the expira-
tion of the period of limitations for assessing 
a deficiency against X Corporation for the 
year 1955. An adjustment is authorized with 
respect to X Corporation’s tax for 1955.

[T.D. 6617, 27 FR 10823, Nov. 7, 1962]

§ 1.1312–7 Basis of property after erro-
neous treatment of a prior trans-
action. 

(a) Paragraph (7) of section 1312 ap-
plies if the determination establishes 
the basis of property, and there oc-
curred one of the following types of er-
rors in respect of a prior transaction 
upon which such basis depends, or in 
respect of a prior transaction which 
was erroneously treated as affecting 
such basis: 

(1) An erroneous inclusion in, or 
omission from, gross income, or 

(2) An erroneous recognition or non-
recognition of gain or loss, or 

(3) An erroneous deduction of an item 
properly chargeable to capital account 
or an erroneous charge to capital ac-
count of an item properly deductible. 

(b) For this section to apply, the tax-
payer with respect to whom the erro-
neous treatment occurred must be: 

(1) The taxpayer with respect to 
whom the determination is made, or 

(2) A taxpayer who acquired title to 
the property in the erroneously treated 
transaction and from whom, mediately 
or immediately, the taxpayer with re-
spect to whom the determination is 
made derived title in such a manner 
that he will have a basis ascertained by 
reference to the basis in the hands of 
the taxpayer who acquired title to the 
property in the erroneously treated 
transaction, or 

(3) A taxpayer who had title to the 
property at the time of the erroneously 
treated transaction and from whom, 
mediately or immediately, the tax-
payer with respect to whom the deter-
mination is made derived title, if the 
basis of the property in the hands of 
the taxpayer with respect to whom the 
determination is made is determined 
under section 1015(a) (relating to the 
basis of property acquired by gift). 
No adjustment is authorized with re-
spect to the transferor of the property 
in a transaction upon which the basis 
of the property depends, when the de-
termination is with respect to the 
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original transferee or a subsequent 
transferee of such original transferee. 

(c) The application of this section 
may be illustrated by the following ex-
amples:

Example 1. In 1949 taxpayer A transferred 
property which had cost him $5,000 to the X 
Corporation in exchange for an original issue 
of shares of its stock having a fair market 
value of $10,000. In his return for 1949 tax-
payer A treated the exchange as one in 
which the gain or loss was not recognizable: 

(i) In 1955 the X Corporation maintains 
that the gain should have been recognized in 
the exchange in 1949 and therefore the prop-
erty it received had a $10,000 basis for depre-
ciation. Its position is adopted in a closing 
agreement. No adjustment is authorized with 
respect to the tax of the X Corporation for 
1949, as none of the three types of errors 
specified in paragraph (a) of this section oc-
curred with respect to the X Corporation in 
the treatment of the exchange in 1949. More-
over, no adjustment is authorized with re-
spect to taxpayer A, as he is not within any 
of the three classes of taxpayers described in 
paragraph (b) of this section. 

(ii) In 1953 taxpayer A sells the stock which 
he received in 1949 and maintains that, as 
gain should have been recognized in the ex-
change in 1949, the basis for computing the 
profit on the sale is $10,000. His position is 
confirmed in a closing agreement executed 
in 1955. An adjustment is authorized with re-
spect to his tax for the year 1949 as the basis 
for computing the gain on the sale depends 
upon the transaction in 1949, and in respect 
of that transaction there was an erroneous 
nonrecognition of gain to taxpayer A, the 
taxpayer with respect to whom the deter-
mination is made.

Example 2. In 1950 taxpayer A was the 
owner of 10 shares of the common stock of 
the Z Corporation which had a basis of $1,500. 
In that year he received as a dividend there-
on 10 shares of the preferred stock of the 
same corporation having a fair market value 
of $1,000. On his books, entries were made re-
ducing the basis of the common stock by al-
locating $500 of the basis to the preferred 
stock, and on his return for 1950 he did not 
include the dividend in gross income. 

(i) In 1951 taxpayer A made a gift of the 
preferred stock of the Z Corporation to tax-
payer B, an unrelated individual. Taxpayer B 
sold the stock in 1953 and on his return for 
that year he reported the sale and claimed a 
basis of $1,000, contending that the dividend 
of preferred stock was taxable to A in 1950 at 
its fair market value of $1,000. The basis of 
$1,000 is confirmed by a closing agreement 
executed in 1955. An adjustment is author-
ized with respect to taxpayer A’s tax for 1950, 
as the closing agreement determines basis of 
property, and in a prior transaction upon 
which such basis depends there was an erro-

neous omission from gross income of tax-
payer A, a taxpayer who acquired title to the 
property in the erroneously treated trans-
action and from whom, immediately, the 
taxpayer with respect to whom the deter-
mination is made derived title. 

(ii) Assuming the same facts as in (i) ex-
cept that the common stock instead of the 
preferred stock was the subject of the gift, 
and the basis claimed by taxpayer B and con-
firmed in the closing agreement was $1,500. 
An adjustment is authorized with respect to 
taxpayer A’s tax for 1950, as the closing 
agreement determines the basis of property, 
and in a prior transaction which was erro-
neously treated as affecting such basis there 
was an erroneous omission from gross in-
come of taxpayer A, a taxpayer who had title 
to the property at the time of the erro-
neously treated transaction, and from whom, 
immediately, taxpayer B, with respect to 
whom the determination is made, derived 
title. The basis of the property in taxpayer 
B’s hands with respect to whom the deter-
mination is made is determined under sec-
tion 1015(a) (relating to the basis of property 
acquired by gift).

Example 3. In 1950 taxpayer A sold property 
acquired at a cost of $5,000 to taxpayer B for 
$10,000. In his return for 1950 taxpayer A 
failed to include the profit on such sale. In 
1953 taxpayer B sold the property for $12,000, 
and in his return for 1953 reported a gain of 
$2,000 upon the sale, which is confirmed by a 
closing agreement executed in 1955. No ad-
justment is authorized with respect to the 
tax of taxpayer A for 1950, as he does not 
come within any of the three classes of tax-
payers described in paragraph (b) of this sec-
tion.

Example 4. In 1950 a taxpayer who owned 100 
shares of stock in Corporation Y received 
$1,000 from the corporation which amount 
the taxpayer reported on his return for 1950 
as a taxable dividend. In 1952 Corporation Y 
was completely liquidated and the taxpayer 
received in that year liquidating distribu-
tions totalling $8,000. In his return for 1952 
the taxpayer reported the receipt of the 
$8,000 and computed his gain or loss upon the 
liquidation by using as a basis the amount 
which he paid for the stock. The Commis-
sioner maintained that the distribution in 
1950 was a distribution out of capital and 
that in computing the taxpayer’s gain or loss 
upon the liquidation in 1952, the basis of the 
stock should be reduced by the $1,000. This 
position is adopted in a closing agreement 
executed in 1955 with respect to the year 
1952. An adjustment is authorized with re-
spect to the year 1950 as the basis for com-
puting gain or loss in 1952 depends upon the 
transaction in 1950, and in respect of the 1950 
transaction (upon which the basis of the 
property depends) there was an erroneous in-
clusion in gross income of the taxpayer with 
respect to whom the determination is made.
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Example 5. In 1946 a taxpayer received 100 
shares of stock of the X Corporation having 
a fair market value of $5,000, in exchange for 
shares of stock in the Y Corporation which 
he had acquired at a cost of $12,000. In his re-
turn for 1946 the taxpayer treated the ex-
change as one in which gain or loss was not 
recognizable. The taxpayer sold 50 shares of 
the X Corporation stock in 1947 and in his re-
turn for that year treated such shares as 
having a $6,000 basis. In 1952, the taxpayer 
sold the remaining 50 shares of stock of the 
X Corporation for $7,500 and reported $1,500 
gain in his return for 1952. After the expira-
tion of the period of limitations on defi-
ciency assessments and on refund claims for 
1946 and 1947, the Commissioner asserted a 
deficiency for 1952 on the ground that the 
loss realized on the exchange in 1946 was er-
roneously treated as nonrecognizable, and 
the basis for computing gain upon the sale in 
1952 was $2,500, resulting in a gain of $5,000. 
The deficiency is sustained by the Tax Court 
in 1955. An adjustment is authorized with re-
spect to the year 1946 as to the entire $7,000 
loss realized on the exchange, as the Court’s 
decision determines the basis of property, 
and in a prior transaction upon which such 
basis depends there was an erroneous non-
recognition of loss to the taxpayer with re-
spect to whom the determination was made. 
No adjustment is authorized with respect to 
the year 1947 as the basis for computing gain 
upon the sale of the 50 shares in 1952 does not 
depend upon the transaction in 1947 but upon 
the transaction in 1946.

[T.D. 6500, 25 FR 12035, Nov. 26, 1960, as 
amended by T.D. 6617, 27 FR 10824, Nov. 7, 
1962]

§ 1.1312–8 Law applicable in deter-
mination of error. 

The question whether there was an 
erroneous inclusion, exclusion, omis-
sion, allowance, disallowance, recogni-
tion, or nonrecognition is determined 
under the provisions of the internal 
revenue laws applicable with respect to 
the year as to which the inclusion, ex-
clusion, omission, allowance, disallow-
ance, recognition, or nonrecognition, 
as the case may be, was made. The fact 
that the inclusion, exclusion, omission, 
allowance, disallowance, recognition, 
or nonrecognition, as the case may be, 
was in pursuance of an interpretation, 
either judicial or administrative, ac-
corded such provisions of the internal 
revenue laws at the time of such action 
is not necessarily determinative of this 
question. For example, if a later judi-
cial decision authoritatively alters 
such interpretation so that such action 

was contrary to such provisions of the 
internal revenue laws as later inter-
preted, the inclusion, exclusion, omis-
sion, allowance, disallowance, recogni-
tion, or nonrecognition, as the case 
may be, is erroneous within the mean-
ing of section 1312. 

[T.D. 6500, 25 FR 12036, Nov. 26, 1960. Redesig-
nated by T.D. 6617, 27 FR 10824, Nov. 7, 1962]

§ 1.1313(a)–1 Decision by Tax Court or 
other court as a determination. 

(a) A determination may take the 
form of a decision by the Tax Court of 
the United States or a judgment, de-
cree, or other order by any court of 
competent jurisdiction, which has be-
come final. 

(b) The date upon which a decision by 
the Tax Court becomes final is pre-
scribed in section 7481. 

(c) The date upon which a judgment 
of any other court becomes final must 
be determined upon the basis of the 
facts in the particular case. Ordinarily, 
a judgment of a United States district 
court becomes final upon the expira-
tion of the time allowed for taking an 
appeal, if no such appeal is duly taken 
within such time; and a judgment of 
the United States Court of Claims be-
comes final upon the expiration of the 
time allowed for filing a petition for 
certiorari if no such petition is duly 
filed within such time. 

[T.D. 6500, 25 FR 12036, Nov. 26, 1960]

§ 1.1313(a)–2 Closing agreement as a 
determination. 

A determination may take the form 
of a closing agreement authorized by 
section 7121. Such an agreement may 
relate to the total tax liability of the 
taxpayer for a particular taxable year 
or years or to one or more separate 
items affecting such liability. A clos-
ing agreement becomes final for the 
purpose of this section on the date of 
its approval by the Commissioner. 

[T.D. 6500, 25 FR 12036, Nov. 26, 1960]

§ 1.1313(a)–3 Final disposition of claim 
for refund as a determination. 

(a) In general. A determination may 
take the form of a final disposition of 
a claim for refund. Such disposition 
may result in a determination with re-
spect to two classes of items, i.e., items 
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included by the taxpayer in a claim for 
refund and items applied by the Com-
missioner to offset the alleged overpay-
ment. The time at which a disposition 
in respect of a particular item becomes 
final may depend not only upon what 
action is taken with respect to that 
item but also upon whether the claim 
for refund is allowed or disallowed. 

(b) Items with respect to which the tax-
payer’s claim is allowed. (1) The disposi-
tion with respect to an item as to 
which the taxpayer’s contention in the 
claim for refund is sustained becomes 
final on the date of allowance of the re-
fund or credit if: 

(i) The taxpayer’s claim for refund is 
unqualifiedly allowed; or 

(ii) The taxpayer’s contention with 
respect to an item is sustained and 
with respect to other items is denied, 
so that the net result is an allowance 
of refund or credit; or 

(iii) The taxpayer’s contention with 
respect to an item is sustained, but the 
Commissioner applies other items to 
offset the amount of the alleged over-
payment and the items so applied do 
not completely offset such amount but 
merely reduce it so that the net result 
is an allowance of refund or credit. 

(2) If the taxpayer’s contention in the 
claim for refund with respect to an 
item is sustained but the Commis-
sioner applies other items to offset the 
amount of the alleged overpayment so 
that the net result is a disallowance of 
the claim for refund, the date of mail-
ing, by registered mail, of the notice of 
disallowance (see section 6532) is the 
date of the final disposition as to the 
item with respect to which the tax-
payer’s contention is sustained. 

(c) Items with respect to which the tax-
payer’s claim is disallowed. The disposi-
tion with respect to an item as to 
which the taxpayer’s contention in the 
claim for refund is denied becomes 
final upon the expiration of the time 
allowed by section 6532 for instituting 
suit on the claim for refund, unless the 
suit is instituted prior to the expira-
tion of such period, if: 

(1) The taxpayer’s claim for refund is 
unqualifiedly disallowed; or 

(2) The taxpayer’s contention with 
respect to an item is denied and with 
respect to other items is sustained so 

that the net result is an allowance of 
refund or credit; or 

(3) The taxpayer’s contention with 
respect to an item is sustained in part 
and denied in part. For example, as-
sume that the taxpayer claimed a de-
ductible loss of $10,000 and a con-
sequent overpayment of $2,500 and the 
Commissioner concedes that a deduct-
ible loss was sustained, but only in the 
amount of $5,000. The disposition of the 
claim for refund with respect to the al-
lowance of the $5,000 and the disallow-
ance of the remaining $5,000 becomes 
final upon the expiration of the time 
for instituting suit on the claim for re-
fund unless suit is instituted prior to 
the expiration of such period. 

(d) Items applied by the Commissioner 
in reduction of the refund or credit. If the 
Commissioner applies an item in reduc-
tion of the overpayment alleged in the 
claim for refund, and the net result is 
an allowance of refund or credit, the 
disposition with respect to the item so 
applied by the Commissioner becomes 
final upon the expiration of the time 
allowed by section 6532 for instituting 
suit on the claim for refund, unless suit 
is instituted prior to the expiration of 
such period. If such application of the 
item results in the assertion of a defi-
ciency, such action does not constitute 
a final disposition of a claim for refund 
within the meaning of § 1.1313(a)–3, but 
subsequent action taken with respect 
to such deficiency may result in a de-
termination under §§ 1.1313(a)–1, 
1.1313(a)–2, or 1.1313(a)–4. 

(e) Elimination of waiting period. The 
necessity of waiting for the expiration 
of the 2-year period of limitations pro-
vided in section 6532 may be avoided in 
such cases as are described in para-
graph (c) or (d) of this section by the 
use of a closing agreement (see 
§ 1.1313(a)–2) or agreement under 
§ 1.1313(a)–4 to effect a determination. 

[T.D. 6500, 25 FR 12036, Nov. 26, 1960]

§ 1.1313(a)–4 Agreement pursuant to 
section 1313(a)(4) as a determina-
tion. 

(a) In general. (1) A determination 
may take the form of an agreement 
made pursuant to this section. This 
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section is intended to provide an expe-
ditious method for obtaining an adjust-
ment under section 1311 and for offset-
ting deficiencies and refunds whenever 
possible. The provisions of part II (sec-
tion 1311 and following), subchapter Q, 
chapter 1 of the Code, must be strictly 
complied with in any such agreement. 

(2) An agreement made pursuant to 
this section will not, in itself, establish 
the tax liability for the open taxable 
year to which it relates, but it will 
state the amount of the tax, as then 
determined, for such open year. The 
tax may be the amount of tax shown on 
the return as filed by the taxpayer, but 
if any changes in the amount have been 
made, or if any are being made by doc-
uments executed concurrently with the 
execution of said agreement, such 
changes must be taken into account. 
For example, an agreement pursuant to 
this section may be executed concur-
rently with the execution of a waiver 
of restrictions on assessment and col-
lection of a deficiency or acceptance of 
an overassessment with respect to the 
open taxable year, or concurrently 
with the execution and filing of a stip-
ulation in a proceeding before the Tax 
Court of the United States, where an 
item which is to be the subject of an 
adjustment under section 1311 is dis-
posed of by the stipulation and is not 
left for determination by the court. 

(b) Contents of agreement. An agree-
ment made pursuant to this section 
shall be so designated in the heading of 
the agreement, and it shall contain the 
following: 

(1) A statement of the amount of the 
tax determined for the open taxable 
year to which the agreement relates, 
and if said liability is established or al-
tered by a document executed concur-
rently with the execution of the agree-
ment, a reference to said document. 

(2) A concise statement of the mate-
rial facts with respect to the item that 
was the subject of the error in the 
closed taxable year or years, and a 
statement of the manner in which such 
item was treated in computing the tax 
liability set forth pursuant to subpara-
graph (1) of this paragraph. 

(3) A statement as to the amount of 
the adjustment ascertained pursuant 
to § 1.1314(a)–1 for the taxable year with 
respect to which the error was made 

and, where applicable, a statement as 
to the amount of the adjustment or ad-
justments ascertained pursuant to 
§ 1.1314(a)–2 with respect to any other 
taxable year or years; and 

(4) A waiver of restrictions on assess-
ment and collection of any deficiencies 
set forth pursuant to subparagraph 3 of 
this paragraph. 

(c) Execution and effect of agreement. 
An agreement made pursuant to this 
section shall be signed by the taxpayer 
with respect to whom the determina-
tion is made, or on the taxpayer’s be-
half by an agent or attorney acting 
pursuant to a power of attorney on file 
with the Internal Revenue Service. If 
an adjustment is to be made in a case 
of a related taxpayer, the agreement 
shall be signed also by the related tax-
payer, or on the related taxpayer’s be-
half by an agent or attorney acting 
pursuant to a power of attorney on file 
with the Internal Revenue Service. It 
may be signed on behalf of the Com-
missioner by the district director, or 
such other person as is authorized by 
the Commissioner. When duly exe-
cuted, such agreement will constitute 
the authority for an allowance of any 
refund or credit agreed to therein, and 
for the immediate assessment of any 
deficiency agreed to therein for the 
taxable year with respect to which the 
error was made, or any closed taxable 
year or years affected, or treated as af-
fected, by a net operating loss deduc-
tion or capital loss carryover deter-
mined with reference to the taxable 
year with respect to which the error 
was made. 

(d) Finality of determination. A deter-
mination made by an agreement pursu-
ant to this section becomes final when 
the tax liability for the open taxable 
year to which the determination re-
lates becomes final. During the period, 
if any, that a deficiency may be as-
sessed or a refund or credit allowed 
with respect to such year, either the 
taxpayer or the Commissioner may 
properly pursue any of the procedures 
provided by law to secure a further 
modification of the tax liability for 
such year. For example, if the taxpayer 
subsequently files a claim for refund, 
or if the Commissioner subsequently 
issues a notice of deficiency with re-
spect to such year, either may adopt a 
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position with respect to the item that 
was the subject of the adjustment that 
is at variance with the manner in 
which said item was treated in the 
agreement. Any assessment, refund, or 
credit that is subsequently made with 
respect to the tax liability for such 
open taxable year, to the extent that it 
is based upon a revision in the treat-
ment of the item that was the subject 
of the adjustment, shall constitute an 
alteration or revocation of the deter-
mination for the purpose of a redeter-
mination of the adjustment pursuant 
to paragraph (d) of § 1.1314(b)–1. 

[T.D. 6500, 25 FR 12037, Nov. 26, 1960]

§ 1.1313(c)–1 Related taxpayer. 
An adjustment in the case of the tax-

payer with respect to whom the error 
was made may be authorized under sec-
tion 1311 although the determination is 
made with respect to a different tax-
payer, provided that such taxpayers 
stand in one of the relationships speci-
fied in section 1313(c). The concept of 
related taxpayer has application to all 
of the circumstances of adjustment 
specified in § 1.1312–1 through § 1.1312–5 
if the related taxpayer is one described 
in section 1313(c); it has application to 
the circumstances of adjustment speci-
fied in § 1.1312–6 only if the related tax-
payer is one described in section 
1313(c)(7); it does not apply in the cir-
cumstances specified in § 1.1312–7. If 
such relationship exists, it is not essen-
tial that the error involve a trans-
action made possible only by reason of 
the existence of the relationship. For 
example, if the error with respect to 
which an adjustment is sought under 
section 1311 grew out of an assignment 
of rents between taxpayer A and tax-
payer B, who are partners, and the de-
termination is with respect to taxpayer 
A, an adjustment with respect to tax-
payer B may be permissible despite the 
fact that the assignment had nothing 
to do with the business of the partner-
ship. The relationship need not exist 
throughout the entire taxable year 
with respect to which the error was 
made, but only at some time during 
that taxable year. For example, if a 
taxpayer on February 15 assigns to his 
fiancee the net rents of a building 
which the taxpayer owns, and the two 
are married before the end of the tax-

able year, an adjustment may be per-
missible if the determination relates to 
such rents despite the fact that they 
were not husband and wife at the time 
of the assignment. See § 1.1311(b)–3 for 
the requirement in certain cases that 
the relationship exist at the time an 
inconsistent position is first main-
tained. 

[T.D. 6617, 27 FR 10824, Nov. 7, 1962]

§ 1.1314(a)–1 Ascertainment of amount 
of adjustment in year of error. 

(a) In computing the amount of the 
adjustment under sections 1311 to 1315, 
inclusive, there must first be 
ascertained the amount of the tax pre-
viously determined for the taxpayer as 
to whom the error was made for the 
taxable year with respect to which the 
error was made. The tax previously de-
termined for any taxable year may be 
the amount of tax shown on the tax-
payer’s return, but if any changes in 
that amount have been made, they 
must be taken into account. In such 
cases, the tax previously determined 
will be the sum of the amount shown as 
the tax by the taxpayer upon his return 
and the amounts previously assessed 
(or collected without assessment) as 
deficiencies, reduced by the amount of 
any rebates made. The amount shown 
as the tax by the taxpayer upon his re-
turn and the amount of any rebates or 
deficiencies shall be determined in ac-
cordance with the provisions of section 
6211 and the regulations thereunder. 

(b)(1) The tax previously determined 
may consist of tax for any taxable year 
beginning after December 31, 1931, im-
posed by subtitle A of the Internal Rev-
enue Code of 1954, by chapter 1 and sub-
chapters A, B, D, and E of chapter 2 of 
the Internal Revenue Code of 1939, or 
by the corresponding provisions of 
prior internal revenue laws, or by any 
one or more of such provisions. 

(2) After the tax previously deter-
mined has been ascertained, a re-
computation must then be made under 
the laws applicable to said taxable year 
to ascertain the increase or decrease in 
tax, if any, resulting from the correc-
tion of the error. The difference be-
tween the tax previously determined 
and the tax as recomputed after correc-
tion of the error will be the amount of 
the adjustment. 
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(c) No change shall be made in the 
treatment given any item upon which 
the tax previously determined was 
based other than in the correction of 
the item or items with respect to 
which the error was made. However, 
due regard shall be given to the effect 
that such correction may have on the 
computation of gross income, taxable 
income, and other matters under chap-
ter 1 of the Code. If the treatment of 
any item upon which the tax pre-
viously determined was based, or if the 
application of any provisions of the in-
ternal revenue laws with respect to 
such tax, depends upon the amount of 
income (e.g. charitable contributions, 
foreign tax credit, dividends received 
credit, medical expenses, and percent-
age depletion), readjustment in these 
particulars will be necessary as part of 
the recomputation in conformity with 
the change in the amount of the in-
come which results from the correct 
treatment of the item or items in re-
spect of which the error was made. 

(d) Any interest or additions to the 
tax collected as a result of the error 
shall be taken into account in deter-
mining the amount of the adjustment. 

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

Example: (1) For the taxable year 1949 a 
taxpayer with no dependents, who kept his 
books on the cash receipts and disburse-
ments method, filed a joint return with his 
wife disclosing adjusted gross income of 
$42,000 deductions amounting to $12,000, and 
a net income of $30,000. Included among 
other items in the gross income were salary 
in the amount of $15,000 and rents accrued 
but not yet received in the amount of $5,000. 
During the taxable year he donated $10,000 to 
the American Red Cross and in his return 
claimed a deduction of $6,300 on account 
thereof, representing the maximum deduc-
tion allowable under the 15-percent limita-
tion imposed by section 23(o) of the Internal 
Revenue Code of 1939 as applicable to the 
year 1949. In computing his net income he 
omitted interest income amounting to $6,000 
and neglected to take a deduction for inter-
est paid in the amount of $4,500. The return 
disclosed a tax liability of $7,788, which was 
assessed and paid. After the expiration of the 
period of limitations upon the assessment of 
a deficiency or the allowance of a refund for 
1949, the Commissioner included the item of 
rental income amounting to $5,000 in the tax-
payer’s gross income for the year 1950 and as-
serted a deficiency for that year. As a result 

of a final decision of the Tax Court of the 
United States in 1955 sustaining the defi-
ciency for 1950, an adjustment is authorized 
for the year 1949. 

(2) The amount of the adjustment is com-
puted as follows:
Tax previously determined for 1949 .................... $7,788

Net income for 1949 upon which tax previously 
determined was based ..................................... 30,000

Less: Rents erroneously included ....................... 5,000

Balance .................................................. 25,000
Adjustment for contributions (add 15 percent of 

$5,000) ............................................................. 750

Net income as adjusted ........................ 25,750

Tax as recomputed .............................................. 6,152
Tax previously determined .................................. 7,788

Difference .............................................. 1,636
Amount of adjustment to be refunded or credited 1,636

(3) In accordance with the provisions of 
paragraph (c) of this section, the recomputa-
tion to determine the amount of the adjust-
ment does not take into consideration the 
item of $6,000 representing interest received, 
which was omitted from gross income, or the 
item of $4,500 representing interest paid, for 
which no deduction was allowed.

[T.D. 6500, 25 FR 12038, Nov. 26, 1960]

§ 1.1314(a)–2 Adjustment to other 
barred taxable years. 

(a) An adjustment is authorized 
under section 1311 with respect to a 
taxable year or years other than the 
year of the error, but only if all of the 
following requirements are met: 

(1) The tax liability for such other 
year or years must be affected, or must 
have been treated as affected, by a net 
operating loss deduction (as defined in 
section 172) or by a capital loss 
carryback or carryover (as defined in 
section 1212). 

(2) The net operating loss deduction 
or capital loss carryback or carryover 
must be determined with reference to 
the taxable year with respect to which 
the error was made. 

(3) On the date of the determination 
the adjustment with respect to such 
other year or years must be prevented 
by some law or rule of law, other than 
sections 1311 through 1315 and section 
7122 and the corresponding provisions 
of prior revenue laws. 

(b) The amount of the adjustment for 
such other year or years shall be com-
puted in a manner similar to that pro-
vided in § 1.1314(a)–1. The tax previously 
determined for such other year or 
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years shall be ascertained. A recompu-
tation must then be made to ascertain 
the increase or decrease in tax, if any, 
resulting solely from the correction of 
the net operating loss deduction or 
capital loss carryback or carryover. 
The difference between the tax pre-
viously determined and the tax as re-
computed is the amount of the adjust-
ment. In the recomputation, no consid-
eration shall be given to items other 
than the following: 

(1) The items upon which the tax pre-
viously determined for such other year 
or years was based, and 

(2) The net operating loss deduction 
or capital loss carryback or carryover 
as corrected. 

In determining the correct net oper-
ating loss deduction or capital loss 
carryback or carryover, no changes 
shall be made in taxable income (net 
income in the case of taxable years 
subject to the provisions of the Inter-
nal Revenue Code of 1939 or prior rev-
enue laws), net operating loss or cap-
ital loss, for any barred taxable year, 
except as provided in section 1314. Sec-
tion 172 and the corresponding provi-
sions of prior revenue laws, and the 
regulations promulgated thereunder, 
prescribe the methods of computing 
the net operating loss deduction. Sec-
tion 1212 and the corresponding provi-
sions of prior revenue laws, and the 
regulations promulgated thereunder, 
prescribe the methods for computing 
the capital loss carryback and carry-
over. 

(c) A net operating loss deduction or 
a capital loss carryback or carryover 
determined with reference to the year 
of the error may affect, or may have 
been treated as affecting, a taxable 
year with respect to which an adjust-
ment is not prevented by the operation 
of any law or rule of law. In such case, 
the appropriate adjustment shall be 
made with respect to such open taxable 
year. However, the redetermination of 
the tax for such open taxable year is 
not made pursuant to part II (section 
1311 and following), subchapter Q, chap-
ter 1 of the Code, and the adjustment 
for such open year and the method of 
computation are not limited by the 
provisions of said sections. 

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

Example: The taxpayer is a corporation 
which makes its income tax returns on a cal-
endar year basis. Its net income in 1949, com-
puted without any net operating loss deduc-
tion was $10,000, but because of a net oper-
ating loss deduction in excess of that 
amount resulting from a carryback of a net 
operating loss claimed for 1950, it paid no in-
come tax for 1949. On its return for 1950 it 
showed an excess of deductions over gross in-
come of $14,000, and it paid no income tax for 
1950. For the year 1951 its net income, com-
puted without any net operating loss deduc-
tion, was $15,000, and a net operating loss de-
duction of $13,000 was allowed ($4,000 of 
which was attributable to the carryover 
from 1950 and $9,000 of which was attrib-
utable to the carryback of a net operating 
loss of $9,000 sustained in 1952). In 1957 the as-
sessment of deficiencies or the allowance of 
refunds for all of said years are barred by the 
statute of limitations. 

(i) A Tax Court decision entered in 1957 
with respect to the taxable year 1953 con-
stituted a determination under which an ad-
justment is authorized to the taxable year 
1950, the year with respect to which the error 
was made. This adjustment increases income 
for said year by $15,000, so that instead of a 
net operating loss of $14,000, its corrected net 
income is $1,000 for 1950, and the tax com-
puted on that income will be assessed as a 
deficiency for 1950. An adjustment is author-
ized under this section with respect to each 
of the years 1949 and 1951, as the tax liability 
for each year was treated as affected by a net 
operating loss deduction which was deter-
mined by a computation in which reference 
was made to the year 1950. In the recomputa-
tion of the tax for 1949, the net operating loss 
carryback from 1950 will be eliminated, and 
in the recomputation of the tax for 1951 the 
net operating loss carryover from 1950 will be 
eliminated; for each of the years 1949 and 
1951 there will be an adjustment which will 
be treated as a deficiency for said year. 

(ii) Assuming the same facts, except that 
the correction with respect to the year 1950 
increases the net operating loss for said year 
from $14,000 to $20,000. As a result of this cor-
rection, there will be no change in the tax 
due for 1949 and 1950. However, the net oper-
ating loss deduction for 1951 is recomputed 
to be $19,000, the aggregate of the $10,000 car-
ryover from 1950 and the $9,000 carryback 
from 1952 (the carryover from 1950 is the ex-
cess of the $20,000 net operating loss for 1950 
over the $10,000 net income for 1949, such 1949 
income being determined without any net 
operating loss deduction). As a result of the 
correction of the net operating loss deduc-
tion for 1951, the tax recomputation will 
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show no tax due for said year, and the ad-
justment for 1951 will result in a refund or 
credit of the tax previously paid. Moreover, 
computations resulting from this adjustment 
will disclose a net operating loss carryover 
from 1952 to 1953 of $4,000, that is, the excess 
of the $9,000 net operating loss for 1952 over 
the $5,000 net income for 1951 (such net in-
come for 1951 being computed as the $15,000 
reduced by the carryover of $10,000 from 1950, 
the carryback from 1952 not being taken into 
account). A further adjustment is authorized 
under section 1311 with respect to any subse-
quent barred year in which the tax liability 
is affected by a carryover of the net oper-
ating loss from 1952, inasmuch as such carry-
over from 1952 has been determined by a 
computation in which reference was made to 
1950, the taxable year of the error.

[T.D. 6500, 25 FR 12038, Nov. 26, 1960, as 
amended by T.D. 7301, 39 FR 972, Jan. 4, 1974]

§ 1.1314(b)–1 Method of adjustment. 
(a) If the amount of the adjustment 

ascertained pursuant to § 1.1314(a)–1 or 
§ 1.1314(a)–2 represents an increase in 
tax, it is to be treated as if it were a 
deficiency determined by the Commis-
sioner with respect to the taxpayer as 
to whom the error was made and for 
the taxable year or years with respect 
to which such adjustment was made. 
The amount of such adjustment is thus 
to be assessed and collected under the 
law and regulations applicable to the 
assessment and collection of defi-
ciencies, subject, however, to the limi-
tations imposed by § 1.1314(c)–1. Notice 
of deficiency, unless waived, must be 
issued with respect to such amount or 
amounts, and the taxpayer may con-
test the deficiency before the Tax 
Court of the United States or, if he 
chooses, may pay the deficiency and 
later file claim for refund. If the 
amount of the adjustment ascertained 
pursuant to § 1.1314(a)–1 or § 1.1314(a)–2 
represents a decrease in tax, it is to be 
treated as if it were an overpayment 
claimed by the taxpayer with respect 
to whom the error was made for the 
taxable year or years with respect to 
which such adjustment was made. Such 
amount may be recovered under the 
law and regulations applicable to over-
payments of tax, subject, however, to 
the limitations imposed by § 1.1314(c)–1. 
The taxpayer must file a claim for re-
fund thereof, unless the overpayment is 
refunded without such claim, and if the 
claim is denied or not acted upon by 

the Commissioner within the pre-
scribed time, the taxpayer may then 
file suit for refund. 

(b) For the purpose of the adjust-
ments authorized by section 1311, the 
period of limitations upon the making 
of an assessment or upon refund or 
credit, as the case may be, for the tax-
able year of an adjustment shall be 
considered as if, on the date of the de-
termination, one year remained before 
the expiration of such period. The Com-
missioner thus has one year from the 
date of the determination within which 
to mail a notice of deficiency in re-
spect of the amount of the adjustment 
where such adjustment is treated as if 
it were a deficiency. The issuance of 
such notice of deficiency, in accord-
ance with the law and regulations ap-
plicable to the assessment of defi-
ciencies will suspend the running of the 
1-year period of limitations provided in 
section 1314(b). In accordance with the 
applicable law and regulations gov-
erning the collection of deficiencies, 
the period of limitation for collection 
of the amount of the adjustment will 
commence to run from the date of as-
sessment of such amount. (See section 
6502 and corresponding provisions of 
prior revenue laws.) Similarly, the tax-
payer has a period of one year from the 
date of the determination within which 
to file a claim for refund in respect of 
the amount of the adjustment where 
such adjustment is treated as if it were 
an overpayment. Where the amount of 
the adjustment is treated as if it were 
a deficiency and the taxpayer chooses 
to pay such deficiency and contest it 
by way of a claim for refund, the period 
of limitation upon filing a claim for re-
fund will commence to run from the 
date of such payment. See section 6511 
and corresponding provisions of prior 
revenue laws. 

(c) The amount of an adjustment 
treated as if it were a deficiency or an 
overpayment, as the case may be, will 
bear interest and be subject to addi-
tions to the tax to the extent provided 
by the internal revenue laws applicable 
to deficiencies and overpayments for 
the taxable year with respect to which 
the adjustment is made. In the case of 
an adjustment resulting from an in-
crease or decrease in a net operating 
loss or net capital loss which is carried 
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back to the year of adjustment, inter-
est shall not be collected or paid for 
any period prior to the close of the tax-
able year in which the net operating 
loss or net capital loss arises. 

(d) If, as a result of a determination 
provided for in § 1.1313(a)–4, an adjust-
ment has been made by the assessment 
and collection of a deficiency or the re-
fund or credit of an overpayment, and 
subsequently such determination is al-
tered or revoked, the amount of the ad-
justment ascertained under § 1.1314(a)–1 
and § 1.1314(a)–2 shall be redetermined 
on the basis of such alteration or rev-
ocation, and any overpayment or defi-
ciency resulting from such redeter-
mination shall be refunded or credited, 
or assessed and collected, as the case 
may be, as an adjustment under sec-
tion 1311. For the circumstances under 
which such an agreement can be al-
tered or revoked, see paragraph (d) of 
§ 1.1313(a)–4. 

[T.D. 6500, 25 FR 12039, Nov. 26, 1960, as 
amended by T.D. 7301, 39 FR 972, Jan. 4, 1974]

§ 1.1314(c)–1 Adjustment unaffected by 
other items. 

(a) The amount of any adjustment 
ascertained under § 1.1314(a)–1 or 
§ 1.1314(a)–2 shall not be diminished by 
any credit or set-off based upon any 
item other than the one that was the 
subject of the adjustment. 

(b) The application of this section 
may be illustrated by the following ex-
amples:

Example 1. In the example set forth in para-
graph (e) of § 1.1314(a)–1, if, after the amount 
of the adjustment had been ascertained, the 
taxpayer, filed a refund claim for the amount 
thereof, the Commissioner could not dimin-
ish the amount of that claim by offsetting 
against it the amount of tax which should 
have been paid with respect to the $6,000 in-
terest item omitted from gross income for 
the year 1949; nor could the court, if suit 
were brought on such claim for refund, offset 
against the amount of the adjustment the 
amount of tax which should have been paid 
with respect to such interest. Similarly, the 
amount of the refund could not be increased 
by any amount attributable to the tax-
payer’s failure to deduct the $4,500 interest 
paid in the year 1949.

Example 2. Assume that a taxpayer in-
cluded in his gross income for the year 1953 
an item which should have been included in 
his gross income for the year 1952. After the 
expiration of the period of limitations upon 

the assessment of a deficiency or the allow-
ance of a refund for 1952, the taxpayer filed 
a claim for refund for the year 1953 on the 
ground that such item was not properly in-
cludible in gross income for that year. The 
claim for refund was allowed by the Commis-
sioner and as a result of such determination 
an adjustment was authorized under section 
1311 with respect to the tax for 1952. If, in 
such case, the Commissioner issued a notice 
of deficiency for the amount of the adjust-
ment and the taxpayer contested the defi-
ciency before the Tax Court of the United 
States, the taxpayer could not in such pro-
ceeding claim an offset based upon his fail-
ure to take an allowable deduction for the 
year 1952; nor could the Tax Court in its deci-
sion offset against the amount of the adjust-
ment any overpayment for the year 1952 re-
sulting from the failure to take such deduc-
tion.

(c) If the Commissioner has refunded 
the amount of an adjustment under 
section 1311, the amount so refunded 
may not subsequently be recovered by 
the Commissioner in any suit for erro-
neous refund based upon any item 
other than the one that was the subject 
of the adjustment,

Example: In the example set forth in para-
graph (e) of § 1.1314(a)–1, if the Commissioner 
had refunded the amount of the adjustment, 
no part of the amount so refunded could sub-
sequently be recovered by the Commissioner 
by a suit for erroneous refund based on the 
ground that there was no overpayment for 
1949, as the taxpayer had failed to include in 
gross income the $6,000 item of interest re-
ceived in that year.

(d) If the Commissioner has assessed 
and collected the amount of an adjust-
ment under section 1311, no part there-
of may be recovered by the taxpayer in 
any suit for refund based upon any 
item other than the one that was the 
subject of the adjustment.

Example: In example (2) of paragraph (b) of 
this section, if the taxpayer had paid the 
amount of the adjustment, he could not sub-
sequently recover any part of such payment 
in a suit for refund based upon the failure to 
take an allowable deduction for the year 
1952.

(e) If the amount of the adjustment is 
considered an overpayment, it may be 
credited, under applicable law and reg-
ulations, together with any interest al-
lowed thereon, against any liability in 
respect of an internal revenue tax on 
the part of the person who made such 
overpayment. Likewise, if the amount 
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of the adjustment is considered as a de-
ficiency, any overpayment by the tax-
payer of any internal revenue tax may 
be credited against the amount of such 
adjustment in accordance with the ap-
plicable law and regulations there-
under. (See section 6402 and the cor-
responding provisions of prior revenue 
laws.) Accordingly, it may be possible 
in one transaction between the Com-
missioner and the taxpayer to settle 
the taxpayer’s tax liability for the year 
with respect to which the determina-
tion is made and to make the adjust-
ment under section 1311 for the year 
with respect to which the error was 
made or for a year which is affected, or 
treated as affected, by a net operating 
loss deduction or a capital loss carry-
over from the year of the error. 

[T.D. 6500, 25 FR 12040, Nov. 26, 1960]

INVOLUNTARY LIQUIDATION AND 
REPLACEMENT OF LIFO INVENTORIES

§ 1.1321–1 Involuntary liquidation of 
lifo inventories. 

(a) Section 22(d)(6)(B) of the Internal 
Revenue Code of 1939 provides as fol-
lows:

Sec. 22. Gross income. * * *
(d) * * *
(6) Involuntary liquidation and replacement 

of inventory. * * *
(B) Definition of involuntary liquidation. The 

term involuntary liquidation, as used in this 
paragraph, means the sale or other disposi-
tion of goods inventoried under the method 
described in this subsection, either vol-
untary or involuntary, coupled with a failure 
on the part of the taxpayer to purchase, 
manufacture, or otherwise produce and have 
on hand at the close of the taxable year in 
which such sale or other disposition occurred 
such goods as would, if on hand at the close 
of such taxable year, be subject to the appli-
cation of the provisions of this subsection, if 
such failure on the part of the taxpayer is 
due, directly and exclusively, (i) to enemy 
capture or control of sources of limited for-
eign supply; (ii) to shipping or other trans-
portation shortages; (iii) to material short-
ages resulting from priorities or allocations; 
(iv) to labor shortages; or (v) to other pre-
vailing war conditions beyond the control of 
the taxpayer.

(b)(1) If, during any taxable year end-
ing after June 30, 1950, and before Janu-
ary 1, 1955, the disruption of normal 
trade relations between countries, or 
one or more of the conditions attrib-

utable to a state of national prepared-
ness and beyond the control of the tax-
payer, as prescribed by section 
22(d)(6)(B) of the Internal Revenue 
Code of 1939, as modified by section 
1321(b) of the Internal Revenue Code of 
1954, should render it impossible during 
such period for a taxpayer using the 
last-in first-out inventory method to 
have on hand at the close of the tax-
able year a stock of merchandise in 
kind and description like that included 
in the opening inventory for the year, 
or in a quantity equal to that of the 
opening inventory, the resulting inven-
tory decrease for the year will be re-
garded, at the election of the taxpayer, 
as reflecting an involuntary liquida-
tion subject to replacement. If the tax-
payer notifies the Commissioner within 
the period prescribed below that he in-
tends to effect a replacement of the liq-
uidated stock, in whole or in part, and 
that he desires to have applied in his 
case the involuntary liquidation and 
replacement provisions of section 1321, 
and if he establishes to the satisfaction 
of the Commissioner the involuntary 
character of the liquidation to which 
his stock has been subjected, effect 
shall be given, when replacement has 
been made, in whole or in part, but 
only to the extent made in taxable 
years ending before January 1, 1956, to 
an adjustment of taxable income for 
the year of liquidation in the amount 
of the difference between the replace-
ment costs incurred and the original 
inventory cost of the liquidated base 
stock inventory that is replaced. The 
notification is to be given within 6 
months after the filing by the taxpayer 
of his income tax return for the year of 
the liquidation. However, if the liq-
uidation occurs in a taxable year end-
ing after December 31, 1953, the notifi-
cation may be given at any time within 
3 months after the promulgation of 
regulations under section 1321, or prior 
to the expiration of the 6-month period 
following the filing of the return, 
whichever expiration date later occurs. 

(2) If the replacement costs exceed 
such inventory costs, the taxable in-
come of the taxpayer otherwise com-
puted for the year of liquidation shall 
be reduced by an amount equal to such 
excess. If the replacement costs are 
less than the inventory costs, taxable 
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