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or is permitted under the Internal Rev-
enue Code or any applicable Income 
Tax Regulations. 

(7) Other applicable provisions. This 
section does not preempt any other 
provision of the Internal Revenue Code 
or the Income Tax Regulations that is 
applicable to the acquiring corpora-
tion’s circumstances. For example, in-
come, deductions, credits, allowances, 
and exclusions may be allocated among 
the parties to a section 381(a) trans-
action and other taxpayers under sec-
tions 269 and 482, if appropriate. Simi-
larly, transfers of contracts accounted 
for using a long-term contract method 
of accounting are governed by the rules 
provided in § 1.460–4(k). Further, if 
other paragraphs of section 381(c) apply 
for purposes of determining the meth-
ods of accounting to be used following 
the date of distribution or transfer, 
section 381(c)(4) and this § 1.381(c)(4)–1 
will not apply to the tax treatment of 
the items. For example, this section 
does not apply to inventories that an 
acquiring corporation obtains in a 
transaction to which section 381(a) ap-
plies. Instead, the rules of section 
381(c)(5) govern the inventory method 
to be used by the acquiring corporation 
after the distribution or transfer. Simi-
larly, if the acquiring corporation as-
sumes an obligation of the distributor 
or transferor corporation that gives 
rise to a liability after the date of dis-
tribution or transfer and to which 
§ 1.381(c)(16)–1 applies, the deductibility 
of the item is determined under this 
section only after the rules of section 
381(c)(16) are applied. 

(8) Character of items of income and de-
duction. After the date of distribution 
or transfer, items of income and deduc-
tion have the same character in the 
hands of the acquiring corporation as 
they would have had in the hands of 
the distributor or transferor corpora-
tion if no distribution or transfer had 
occurred. 

(9) Method of accounting selected by 
project or job. If other sections of the 
Internal Revenue Code, Income Tax 
Regulations, or other administrative 
guidance permit an acquiring corpora-
tion to elect a method of accounting on 
a project-by-project, job-by-job, or 
other similar basis, then for purposes 
of this section the method elected with 

respect to each project or job is the es-
tablished method only for that project 
or job. For example, the election under 
section 460 to classify a contract to 
perform both manufacturing and con-
struction activities as a long-term con-
struction contract if at least 95 percent 
of the estimated total allocable con-
tract costs are reasonably allocated to 
the construction activities is made on 
a contract-by-contract basis. Accord-
ingly, the method of accounting pre-
viously elected for a project or job gen-
erally continues after the date of dis-
tribution or transfer. However, if the 
trades or businesses of the parties to a 
section 381(a) transaction are not oper-
ated as separate and distinct trades or 
businesses after the date of distribu-
tion or transfer, and two or more of the 
parties to the section 381(a) trans-
action previously worked on the same 
project or job and used different meth-
ods of accounting for the project or job 
immediately before the distribution or 
transfer, then the acquiring corpora-
tion must determine the principal 
method for that project or job under 
paragraph (c) of this section and make 
changes, if necessary, to the principal 
method in accordance with paragraph 
(d)(1) of this section. 

(10) Impermissible method of account-
ing. This section does not limit the 
Commissioner’s ability under section 
446(b) to determine whether a tax-
payer’s method of accounting is an im-
permissible method or otherwise fails 
to clearly reflect income. For example, 
an acquiring corporation may not use 
the method of accounting determined 
under paragraph (a)(2) of this section if 
the method fails to clearly reflect the 
acquiring corporation’s income within 
the meaning of section 446(b). 

(f) Effective/applicability date. This 
section applies to corporate reorga-
nizations and tax-free liquidations de-
scribed in section 381(a) that occur on 
or after August 31, 2011. 

[T.D. 9534, 76 FR 45675, Aug. 1, 2011] 

§ 1.381(c)(5)–1 Inventory method. 

(a) Introduction—(1) Purpose. This sec-
tion provides guidance regarding the 
inventory method an acquiring cor-
poration must use following a distribu-
tion or transfer to which sections 381(a) 
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and 381(c)(5) apply and how to imple-
ment any associated change in method 
of accounting. See § 1.381(c)(4)–1 for 
guidance regarding the method of ac-
counting or combination of methods 
(other than inventory and depreciation 
methods) an acquiring corporation 
must use following a distribution or 
transfer to which sections 381(a) and 
381(c)(4) apply. See § 1.381(c)(6)–1 for 
guidance regarding the depreciation 
method an acquiring corporation must 
use following a distribution or transfer 
to which sections 381(a) and 381(c)(6) 
apply. 

(2) Carryover method requirement for 
separate and distinct trades or businesses. 
In a transaction to which section 381(a) 
applies, if an acquiring corporation 
continues to operate a trade or busi-
ness of the parties to the section 381(a) 
transaction as a separate and distinct 
trade or business after the date of dis-
tribution or transfer, the acquiring 
corporation must use a carryover 
method as defined in paragraph (b)(4) 
of this section for each continuing 
trade or business, unless either the car-
ryover method is impermissible and 
must be changed under paragraph (a)(4) 
of this section or the acquiring cor-
poration changes the carryover method 
in accordance with paragraph (a)(5) of 
this section. The acquiring corporation 
need not secure the Commissioner’s 
consent to continue a carryover meth-
od. 

(3) Principal method requirement for 
trades or businesses not operated as sepa-
rate and distinct trades or businesses. In 
a transaction to which section 381(a) 
applies, if an acquiring corporation 
does not operate the trades or busi-
nesses of the parties to the section 
381(a) transaction as separate and dis-
tinct trades or businesses after the 
date of distribution or transfer, the ac-
quiring corporation must use a prin-
cipal method determined under para-
graph (c) of this section, unless either 
the principal method is impermissible 
and must be changed under paragraph 
(a)(4) of this section or the acquiring 
corporation changes the principal 
method in accordance with paragraph 
(a)(5) of this section. The acquiring cor-
poration must change to a principal 
method in accordance with paragraph 
(d)(1) of this section for each inte-

grated trade or business and need not 
secure the Commissioner’s consent to 
use a principal method. 

(4) Carryover method or principal meth-
od not a permissible method. If a carry-
over method or principal method is not 
a permissible inventory method, the 
acquiring corporation must secure the 
Commissioner’s consent to change to a 
permissible inventory method as pro-
vided in paragraph (d)(2) of this sec-
tion. If the acquiring corporation must 
use a single inventory method for a 
particular type of goods after the date 
of distribution or transfer regardless of 
the number of separate and distinct 
trades or businesses operated on that 
date, the acquiring corporation must 
use the principal method for that type 
of goods as determined under para-
graph (c) of this section, unless either 
the principal method is impermissible 
and must be changed under this para-
graph (a)(4) or the acquiring corpora-
tion changes the principal method in 
accordance with paragraph (a)(5) of 
this section. 

(5) Voluntary change. Any party to a 
section 381(a) transaction may request 
permission under section 446(e) to 
change an inventory method for the 
taxable year in which the transaction 
occurs or is expected to occur. For 
trades or businesses that will not oper-
ate as separate and distinct trades or 
businesses after the date of distribu-
tion or transfer, a change in method of 
accounting for the taxable year that 
includes that date will be granted only 
if the requested inventory method is 
the method that the acquiring corpora-
tion must use after the date of dis-
tribution or transfer. The time and 
manner of obtaining the Commis-
sioner’s consent to change to a dif-
ferent inventory method is described in 
paragraph (d)(2) of this section. 

(6) Examples. The following examples 
illustrate the rules of this paragraph 
(a). Unless otherwise noted, the carry-
over method is a permissible inventory 
method. 

Example (1). Carryover method for separate 
and distinct trades or businesses after the date 
of distribution or transfer—(i) Facts. X Cor-
poration manufactures radios and television 
sets. X Corporation uses the first-in, first- 
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out (FIFO) method of inventory identifica-
tion, the cost method of valuing its inven-
tories, and capitalizes inventory costs in ac-
cordance with section 263A. T Corporation 
manufactures washing machines and dryers. 
T Corporation uses the last-in, first-out 
(LIFO) method of inventory identification, 
the cost method of valuing its inventories, 
and capitalizes inventory costs under section 
263A using methods other than those used by 
X Corporation. X Corporation acquires the 
inventory of T Corporation in a transaction 
to which section 381(a) applies. After the 
date of distribution or transfer, X Corpora-
tion operates its radio and television manu-
facturing business as a trade or business that 
is separate and distinct from its washing ma-
chines and dryers manufacturing business. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation oper-
ates its manufacturing businesses as sepa-
rate and distinct trades or businesses, under 
paragraph (a)(2) of this section X Corpora-
tion must use the carryover methods for 
each continuing trade or business, unless ei-
ther the carryover methods are impermis-
sible and must be changed under paragraph 
(a)(4) of this section or X Corporation 
changes the carryover methods in accord-
ance with paragraph (a)(5) of this section. As 
defined in paragraph (b)(4) of this section, 
the carryover methods for the radios and tel-
evision sets manufacturing business are the 
FIFO method, the cost basis of valuation, 
and X Corporation’s methods of accounting 
for section 263A costs immediately prior to 
the date of distribution or transfer. The car-
ryover methods for the washing machines 
and dryers manufacturing business are the 
LIFO method, the cost basis of valuation, 
and T Corporation’s methods of accounting 
for section 263A costs immediately prior to 
the date of distribution or transfer. There is 
no change in method of accounting, and X 
Corporation need not secure the Commis-
sioner’s consent to use any carryover meth-
od. 

Example (2). Carryover method not permis-
sible—(i) Facts. X Corporation manufactures 
food and beverages and uses the FIFO meth-
od of inventory identification, the cost 
method of valuing its inventories, and cap-
italizes costs in accordance with section 
263A. T Corporation sells sporting equip-
ment. T Corporation uses the FIFO method 
of inventory identification and the cost 
method of valuing its inventories. T Corpora-
tion does not capitalize costs under section 
263A because it meets the small reseller ex-
ception under section 263A. X Corporation 
acquires the inventory of T Corporation in a 
transaction to which section 381(a) applies. 
After the date of distribution or transfer, X 
Corporation operates the food and beverages 
business as a trade or business that is sepa-
rate and distinct from the sporting equip-
ment business, and X Corporation does not 

qualify for the small reseller exception under 
section 263A for its sporting equipment busi-
ness. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation oper-
ates the food and beverages business as a 
separate and distinct trade or business, 
under paragraph (a)(2) of this section X Cor-
poration must use the carryover methods for 
each continuing trade or business, unless ei-
ther the carryover methods are impermis-
sible and must be changed under paragraph 
(a)(4) of this section or X Corporation 
changes the carryover methods in accord-
ance with paragraph (a)(5) of this section. As 
defined in paragraph (b)(4) of this section, 
the carryover methods for the food and bev-
erages business are the FIFO method, the 
cost basis of valuation, and X Corporation’s 
methods of capitalizing costs under section 
263A immediately prior to the date of dis-
tribution or transfer. The carryover methods 
for the sporting equipment business are the 
FIFO method and the cost basis of valuation. 
There is no change in method of accounting, 
and X Corporation need not secure the Com-
missioner’s consent to use any carryover 
method. However, because X Corporation 
does not qualify for the small reseller excep-
tion under section 263A for its sporting 
equipment business, X Corporation’s method 
of not capitalizing additional section 263A 
costs is an impermissible carryover method 
under paragraph (a)(4) of this section. X Cor-
poration must secure the Commissioner’s 
consent to change to a permissible method of 
capitalizing costs under section 263A for the 
sporting equipment business as provided in 
paragraph (d)(2) of this section. 

(b) Definitions. For purposes of this 
section— 

(1) Inventory method. An inventory 
method is a method of accounting used 
to account for merchandise on hand 
(including finished goods, work in proc-
ess, and raw materials) at the begin-
ning of a year for purposes of com-
puting taxable income for that year. 
The term includes not only the method 
for identifying inventory, for example, 
the FIFO inventory method or the 
LIFO inventory method, but also all 
other methods necessary to account for 
merchandise. 

(2) Adoption of a method of accounting. 
Adoption of a method of accounting 
has the same meaning as provided in 
§ 1.446–1(e)(1). 

(3) Change in method of accounting. A 
change in method of accounting has 
the same meaning as provided in 
§ 1.446–1(e)(2). 
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(4) Carryover method. A carryover 
method is an inventory method that 
each party to a section 381(a) trans-
action uses for each separate and dis-
tinct trade or business immediately 
prior to the date of distribution or 
transfer. 

(5) Principal method. A principal 
method is an inventory method that is 
determined under paragraph (c) of this 
section. 

(6) Permissible method of accounting. A 
permissible method of accounting is a 
method of accounting that is proper or 
permitted under the Internal Revenue 
Code or any applicable Income Tax 
Regulations. 

(7) Acquiring corporation. An acquir-
ing corporation has the same meaning 
as provided in § 1.381(a)–1(b)(2). 

(8) Distributor corporation. A dis-
tributor corporation means the cor-
poration, foreign or domestic, that dis-
tributes its assets to another corpora-
tion described in section 332(b) in a dis-
tribution to which section 332 (relating 
to liquidations of subsidiaries) applies. 

(9) Transferor corporation. A trans-
feror corporation means the corpora-
tion, foreign or domestic, that trans-
fers its assets to another corporation 
in a transfer to which section 361 (re-
lating to nonrecognition of gain or loss 
to corporations) applies, but only if— 

(i) The transfer is in connection with 
a reorganization described in section 
368(a)(1)(A), (a)(1)(C), or (a)(1)(F), or 

(ii) The transfer is in connection with 
a reorganization described in section 
368(a)(1)(D) or (a)(1)(G), provided the re-
quirements of section 354(b) are met. 

(10) Parties to the section 381(a) trans-
action. Parties to the section 381(a) 
transaction means the acquiring cor-
poration and the distributor or trans-
feror corporation that participate in a 
transaction to which section 381(a) ap-
plies. 

(11) Date of distribution or transfer. 
The date of distribution or transfer has 
the same meaning as provided in sec-
tion 381(b)(2) and § 1.381(b)–1(b). 

(12) Separate and distinct trades or 
businesses. Separate and distinct trades 
or businesses has the same meaning as 
provided in § 1.446–1(d). 

(13) Audit protection. Audit protection 
means, for purposes of paragraph (d)(1) 
of this section, that the IRS will not 

require an acquiring corporation that 
is required to change a method of ac-
counting under paragraph (a)(3) of this 
section to change that method for a 
taxable year ending prior to the tax-
able year that includes the date of dis-
tribution or transfer. 

(14) Section 481(a) adjustment. The sec-
tion 481(a) adjustment means an ad-
justment that must be taken into ac-
count as required under section 481(a) 
to prevent amounts from being dupli-
cated or omitted when the taxable in-
come of an acquiring corporation is 
computed under a method of account-
ing different from the method used to 
compute taxable income for the pre-
ceding taxable year. 

(15) Cut-off basis. A cut-off basis 
means a manner in which a change in 
method of accounting is made without 
a section 481(a) adjustment and under 
which only the items arising after the 
beginning of the year of change (or, in 
the case of a change made under para-
graph (d)(1) of this section, after the 
date of distribution or transfer) are ac-
counted for under the new method of 
accounting. When it implements the 
change on a cut-off basis, a taxpayer 
using the LIFO inventory method to 
identify its inventory goods that 
makes a change in method of account-
ing within the LIFO inventory method 
from one LIFO method or sub-method 
to another LIFO method or sub-method 
uses the new LIFO inventory method 
to determine its current-year cost and 
base-year cost of ending inventories for 
the year of change, but does not recom-
pute the cost of beginning inventories 
for the year of change using the new 
LIFO inventory method. 

(16) Adjustment period. The adjust-
ment period means the number of tax-
able years for taking into account the 
section 481(a) adjustment required as a 
result of a change in method of ac-
counting. 

(17) Component trade or business. A 
component trade or business is a trade 
or business of a party to the section 
381(a) transaction that will be com-
bined and integrated with a trade or 
business of the other party to the sec-
tion 381 transaction. See paragraph 
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(e)(7)(ii) of this section for the deter-
mination of whether a trade or busi-
ness is operated as a separate and dis-
tinct trade or business after the date of 
distribution or transfer. 

(c) Principal method—(1) In general. 
For each integrated trade or business, 
the principal method for a particular 
type of goods is generally the inven-
tory method used by the component 
trade or business of the acquiring cor-
poration immediately prior to the date 
of distribution or transfer for that type 
of goods. If, however, on the date of 
distribution or transfer the component 
trade or business of the distributor or 
transferor corporation holds more in-
ventory of a type of goods than the 
component trade or business of the ac-
quiring corporation, the principal 
method for such goods is the inventory 
method used by the component trade 
or business of the distributor or trans-
feror corporation immediately prior to 
that date. For each integrated trade or 
business, the component trade or busi-
ness of the distributor or transferor 
corporation holds more inventory if, 
for a particular type of goods, the ag-
gregate of the fair market value of the 
goods held by each component trade or 
business of the distributor or trans-
feror corporation exceeds the aggre-
gate of the fair market value of the 
goods held by each component trade or 
business of the acquiring corporation 
immediately prior to the date of dis-
tribution or transfer. Alternatively, as 
a simplifying convention, the acquiring 
corporation may elect to apply the pre-
ceding sentence to the aggregate fair 
market value of the entire inventories, 
held by each component trade or busi-
ness of the acquiring corporation and 
each component trade or business of 
the distributor or transferor corpora-
tion, that will be integrated after the 
date of distribution or transfer. If the 
component trade or business with the 
larger aggregate fair market value of 
the entire inventories does not have an 
inventory method for a particular type 
of goods immediately prior to the date 
of distribution or transfer, the prin-
cipal method for that type of goods is 
the inventory method used by the com-
ponent trade or business that does have 
an inventory method for that type of 
goods. 

(2) Multiple component trades or busi-
nesses with different principal methods. If 
a party to the section 381(a) trans-
action has multiple component trades 
or businesses and more than one prin-
cipal inventory method for a particular 
type of goods, then the acquiring cor-
poration may choose which of the in-
ventory methods used by such compo-
nent trades or businesses will be the 
principal method of the integrated 
trade or business. The acquiring cor-
poration must choose a principal meth-
od that is a permissible method of ac-
counting. In general, a change to a 
principal method in a transaction to 
which section 381(a) and paragraph 
(a)(3) of this section apply is made 
under paragraph (d)(1) of this section. 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(c). Unless otherwise noted, the prin-
cipal method is a permissible inventory 
method. 

Example (1). Principal methods are the meth-
ods used by the acquiring corporation—(i) 
Facts. X Corporation and T Corporation each 
manufacture tennis equipment. X Corpora-
tion’s manufacturing business uses the FIFO 
method of inventory identification, the cost 
method of valuing inventories, and allocates 
indirect costs to the property produced using 
the burden rate method provided in § 1.263A– 
1(f)(3)(i). T Corporation’s manufacturing 
business uses the LIFO method of inventory 
identification, the cost method of valuing its 
inventories, and allocates indirect costs to 
the property it produces using the standard 
cost method provided in § 1.263A–1(f)(3)(ii). X 
Corporation acquires the inventory of T Cor-
poration in a transaction to which section 
381(a) applies. The fair market value of each 
particular type of goods held by X Corpora-
tion’s manufacturing business immediately 
prior to the date of distribution or transfer 
exceeds the fair market value of each par-
ticular type of goods held by T Corporation’s 
manufacturing business on that date. After 
the date of distribution or transfer, X Cor-
poration will not operate its manufacturing 
business as a trade or business that is sepa-
rate and distinct from T Corporation’s man-
ufacturing business. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation will 
not operate its manufacturing business as a 
separate and distinct trade or business, X 
Corporation must use the principal methods 
under paragraph (a)(3) of this section, unless 
either the principal methods are impermis-
sible and must be changed under paragraph 
(a)(4) of this section or X Corporation 
changes the principal methods in accordance 
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with paragraph (a)(5) of this section. The fair 
market value of each particular type of 
goods held by T Corporation’s manufacturing 
business immediately prior to the date of 
distribution or transfer does not exceed the 
fair market value of each particular type of 
goods held by X Corporation’s manufac-
turing business on that date. Because on the 
date of distribution or transfer T Corpora-
tion’s manufacturing business does not hold 
more inventory than X Corporation’s manu-
facturing business, the principal methods are 
the FIFO method of inventory identification, 
the cost method of valuation, and X Corpora-
tion’s method of allocating indirect costs 
under section 263A using the burden rate 
method. X Corporation need not secure the 
Commissioner’s consent to use these meth-
ods. However, in accordance with paragraph 
(d)(1) of this section, X Corporation must 
change the inventory methods for the manu-
facturing business acquired from T Corpora-
tion to the principal methods. 

Example (2). Principal methods are the meth-
ods used by the acquiring corporation—(i) 
Facts. The facts are the same as in Example 
(1), except that the fair market value of each 
particular type of goods held by X Corpora-
tion’s manufacturing business immediately 
prior to the date of distribution or transfer 
is identical to the fair market value of each 
particular type of goods held by T Corpora-
tion’s manufacturing business on that date. 

(ii) Conclusion. The result is the same as in 
Example (1). The principal methods are the 
FIFO method of inventory identification, the 
cost method of valuation, and X Corpora-
tion’s method of allocating indirect costs 
under section 263A using the burden rate 
method. X Corporation need not secure the 
Commissioner’s consent to use the principal 
methods. However, in accordance with para-
graph (d)(1) of this section, X Corporation 
must change the inventory methods for the 
manufacturing business acquired from T Cor-
poration to the principal methods. 

Example (3). Principal methods are the meth-
ods used by the distributor or transferor cor-
poration—(i) Facts. The facts are the same as 
in Example (1), except that the fair market 
value of each particular type of goods held 
by T Corporation’s manufacturing business 
immediately prior to the date of distribution 
or transfer exceeds the fair market value of 
each particular type of goods held by X Cor-
poration’s manufacturing business on that 
date. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation will 
not operate its manufacturing business as a 
separate and distinct trade or business, X 
Corporation must use the principal methods 
under paragraph (a)(3) of this section, unless 
either the principal methods are impermis-
sible and must be changed under paragraph 
(a)(4) of this section or X Corporation 
changes the principal methods in accordance 

with paragraph (a)(5) of this section. The fair 
market value of each particular type of 
goods held by T Corporation’s manufacturing 
business immediately prior to the date of 
distribution or transfer exceeds the fair mar-
ket value of each particular type of goods 
held by X Corporation’s manufacturing busi-
ness on that date. Because on the date of dis-
tribution or transfer T Corporation’s manu-
facturing business holds more inventory 
than X Corporation’s manufacturing busi-
ness, the principal methods are the LIFO 
method of inventory identification, the cost 
method of valuation, and T Corporation’s 
method of allocating indirect costs under 
section 263A using the standard cost method. 
X Corporation need not secure the Commis-
sioner’s consent to use the principal meth-
ods. However, in accordance with paragraph 
(d)(1) of this section, X Corporation must 
change the inventory methods for the manu-
facturing business operated by X Corpora-
tion prior to the date of distribution or 
transfer to the principal methods. 

Example (4). Voluntary change allowable—(i) 
Facts. The facts are the same as in Example 
(1), except that T Corporation wants to dis-
continue using the LIFO method for its man-
ufacturing business and change to the FIFO 
method for the taxable year in which the 
section 381(a) transaction occurs or is ex-
pected to occur. 

(ii) Conclusion. Under paragraph (a)(5) of 
this section, the Commissioner will grant a 
request to change a method of accounting for 
the taxable year that includes the date of 
distribution or transfer only if the requested 
method is the method that the acquiring cor-
poration must use after the date of distribu-
tion or transfer. The Commissioner will con-
sent to a request by T Corporation to change 
to the FIFO method for the taxable year in 
which the section 381(a) transaction occurs 
or is expected to occur because X Corpora-
tion will use this method after the date of 
distribution or transfer. 

Example (5). Principal method determination 
when larger component trade or business does 
not have a method of accounting for a par-
ticular type of goods—(i) Facts. The facts are 
the same as in Example (1), except that T 
Corporation’s manufacturing business has a 
particular type of goods that is not held by 
X Corporation’s manufacturing business. 

(ii) Conclusion. The result is similar to Ex-
ample (1). In general, the principal methods 
are the FIFO method of inventory identifica-
tion, the cost method of valuation, and X 
Corporation’s method of allocating indirect 
costs to the property produced using the bur-
den rate method. X Corporation need not se-
cure the Commissioner’s consent to use the 
principal methods. However, in accordance 
with paragraph (d)(1) of this section, X Cor-
poration must change the inventory methods 
for the manufacturing business acquired 
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from T Corporation to the principal meth-
ods. Under paragraph (c) of this section, the 
principal methods for the particular type of 
goods held only by T Corporation’s manufac-
turing business are the LIFO method of in-
ventory identification, the cost method of 
valuation, and T Corporation’s method of al-
locating indirect costs to the property it pro-
duces using the standard cost method. X Cor-
poration must determine whether the prin-
cipal methods for the type of goods pre-
viously held by T Corporation are permis-
sible given that such methods are different 
than the principal methods that must be 
used by X for all other goods. If X Corpora-
tion’s use of the standard cost method would 
be impermissible after the date of distribu-
tion or transfer, X Corporation must change 
to a permissible method under section 263A 
for those goods in accordance with paragraph 
(a)(4) of this section. 

Example (6). Inventory convention elected—(i) 
Facts. X Corporation manufactures planes 
and T Corporation manufactures planes and 
communications satellites. X Corporation’s 
manufacturing business uses the FIFO meth-
od of inventory identification and values its 
inventories at cost or market, whichever is 
lower, while T Corporation’s manufacturing 
business uses the LIFO method of inventory 
identification and values its inventories at 
cost. X Corporation’s manufacturing busi-
ness and T Corporation’s manufacturing 
business use the same methods to capitalize 
costs under section 263A. X Corporation ac-
quires the inventory of T Corporation in a 
transaction to which section 381(a) applies. 
In lieu of determining the fair market value 
of each particular type of goods held on the 
date of distribution or transfer, X Corpora-
tion elects to value the entire inventories of 
its manufacturing business and the entire in-
ventories of T Corporation’s manufacturing 
business in accordance with paragraph (c)(1) 
of this section. The fair market value of the 
inventory held by T Corporation’s manufac-
turing business immediately prior to the 
date of distribution or transfer does not ex-
ceed the fair market value of the inventory 
held by X Corporation’s manufacturing busi-
ness on that date. After the date of distribu-
tion or transfer, X Corporation will not oper-
ate its manufacturing business as a trade or 
business that is separate and distinct from T 
Corporation’s manufacturing business. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation will 
not operate its manufacturing business as a 
separate and distinct trade or business, X 
Corporation must use the principal methods 
under paragraph (a)(3) of this section, unless 
either the principal methods are impermis-
sible and must be changed under paragraph 
(a)(4) of this section or X Corporation 
changes the principal methods in accordance 
with paragraph (a)(5) of this section. The fair 
market value of the entire inventory held by 

T Corporation’s manufacturing business im-
mediately prior to the date of distribution or 
transfer does not exceed the fair market 
value of the entire inventory of X Corpora-
tion’s manufacturing business on that date. 
Because on the date of distribution or trans-
fer T Corporation’s manufacturing business 
does not hold more inventory than X Cor-
poration’s manufacturing business, the prin-
cipal methods are the FIFO method, the cost 
or market, whichever is lower, method of 
valuation, and X Corporation’s method of 
capitalizing costs under section 263A on the 
date of distribution or transfer. X Corpora-
tion need not secure the Commissioner’s con-
sent to use the principal methods. However, 
in accordance with paragraph (d)(1) of this 
section, X Corporation must change the in-
ventory methods for the manufacturing busi-
ness acquired from T Corporation to the 
principal methods. 

Example (7). Principal method determination 
with a combined trade or business and a sepa-
rate and distinct trade or business—(i) Facts. X 
Corporation manufactures tennis equipment 
in a trade or business that is separate and 
distinct from its trade or business of manu-
facturing golf equipment. X Corporation uses 
the FIFO method of inventory identification 
for its tennis equipment and the LIFO meth-
od of inventory identification for its golf 
equipment. X Corporation values the goods 
in both inventories at cost and allocates in-
direct costs to the property produced using 
the burden rate method provided in § 1.263A– 
1(f)(3)(i). T Corporation manufactures tennis 
equipment. T Corporation’s manufacturing 
business uses the FIFO method of inventory 
identification, values inventories at cost, 
and allocates indirect costs to the property 
it produces using the standard cost method 
provided in § 1.263A–1(f)(3)(ii). X Corporation 
acquires the inventory of T Corporation in a 
transaction to which section 381(a) applies. 
Immediately prior to the date of distribution 
or transfer, the fair market value of T Cor-
poration’s inventories in the tennis equip-
ment manufacturing business exceeds the 
fair market value of the inventories held by 
X Corporation’s tennis equipment manufac-
turing business. After the date of distribu-
tion or transfer, X Corporation will not oper-
ate its tennis equipment manufacturing 
business as a trade or business that is sepa-
rate and distinct from T Corporation’s tennis 
equipment manufacturing business, but X 
Corporation will operate its golf equipment 
manufacturing business as a trade or busi-
ness that is separate and distinct from the 
tennis equipment manufacturing business. 

(ii) Conclusion. Because after the date of 
distribution or transfer X Corporation will 
not operate its tennis equipment manufac-
turing business as a separate and distinct 
trade or business, X Corporation must use 
the principal methods under paragraph (a)(3) 
of this section, unless either the principal 
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methods are impermissible and must be 
changed under paragraph (a)(4) of this sec-
tion or X Corporation changes the principal 
methods in accordance with paragraph (a)(5) 
of this section. Under paragraph (c)(1) of this 
section, X Corporation elects to compare the 
fair market values of the entire inventories 
of the component trades or businesses on the 
date of distribution or transfer to determine 
whether T Corporation holds more inventory 
than X Corporation. The fair market value of 
the inventory held by T Corporation’s tennis 
equipment manufacturing business exceeds 
the fair market value of the tennis equip-
ment held by X Corporation’s tennis equip-
ment manufacturing business. Because on 
the date of distribution or transfer T Cor-
poration’s tennis equipment manufacturing 
business holds more inventory than X Cor-
poration’s tennis equipment manufacturing 
business, the principal methods for the com-
bined tennis equipment business are the 
FIFO method of inventory identification, the 
cost basis of valuation, and T Corporation’s 
methods of allocating indirect costs under 
section 263A using the standard cost method 
provided in § 1.263A–1(f)(3)(ii). X Corporation 
need not secure the Commissioner’s consent 
to use the principal methods. However, in ac-
cordance with paragraph (d)(1) of this sec-
tion, X Corporation must change the meth-
ods of accounting for its tennis equipment 
manufacturing business to the principal 
methods. Under paragraph (a)(2) of this sec-
tion, because X Corporation will operate the 
golf equipment manufacturing business as a 
separate trade or business, for the inven-
tories held by the golf equipment manufac-
turing business X Corporation must continue 
to use the LIFO method of inventory identi-
fication, use the cost basis of valuation, and 
allocate indirect costs under section 263A 
using the burden rate method provided in 
§ 1.263A–1(f)(3)(i). There are no changes in 
method of accounting for the golf manufac-
turing business, and X Corporation need not 
secure the Commissioner’s consent to use 
these carryover methods. 

Example (8). Principal method determination 
with multiple component trades or businesses— 
(i) Facts. The facts are the same as in Exam-
ple (7), except that after the date of distribu-
tion or transfer X Corporation will not oper-
ate the golf equipment manufacturing busi-
ness as a trade or business that is separate 
and distinct from the tennis equipment man-
ufacturing business. In addition, the fair 
market value of the inventories of X Cor-
poration’s tennis equipment manufacturing 
business and golf equipment manufacturing 
business, in the aggregate, exceed the fair 
market value of the inventories of T Cor-
poration’s tennis equipment manufacturing 
business. 

(ii) Conclusion. Because on the date of dis-
tribution or transfer T Corporation’s tennis 
equipment manufacturing business does not 

hold more inventory than X Corporation’s 
tennis equipment manufacturing business 
and golf equipment manufacturing business, 
in the aggregate, the principal method for 
identifying inventory is the method used by 
X Corporation’s component trade or business 
on the date of distribution or transfer. How-
ever, because on the date of distribution or 
transfer X Corporation operates two separate 
and distinct trades or businesses with dif-
ferent inventory identification methods that 
will be combined after the date of distribu-
tion or transfer, X Corporation may choose 
under paragraph (c)(2) of this section which 
method used by its component trades or 
businesses will be the principal method. 
After the date of distribution or transfer, X 
Corporation may use either the FIFO meth-
od of inventory identification used by the 
tennis equipment manufacturing business or 
the LIFO method of inventory identification 
used by the golf equipment manufacturing 
business as the principal method of identi-
fication, if either method is a permissible 
method. For the integrated trade or busi-
ness, X Corporation will use the cost method 
of valuation and allocate indirect costs 
under section 263A using the burden rate 
method provided in § 1.263A–1(f)(3)(i). In ac-
cordance with paragraph (d)(1) of this sec-
tion, X Corporation must change the inven-
tory methods of T Corporation’s manufac-
turing business to the principal methods. 
Under paragraph (a)(3) of this section, X Cor-
poration also must change either its golf 
equipment manufacturing business or its 
tennis equipment manufacturing business, 
depending on which principal method X Cor-
poration selects, to the principal method. 

(d) Procedures for changing a method of 
accounting—(1) Change made to principal 
method under paragraph (a)(3) of this sec-
tion—(i) Section 481(a) adjustment—(A) 
In general. An acquiring corporation 
that changes its method of accounting 
or the distributor or transferor cor-
poration’s method of accounting under 
paragraph (a)(3) of this section does not 
need to secure the Commissioner’s con-
sent to use a principal method. To the 
extent the use of a principal method 
constitutes a change in method of ac-
counting, the change in method is 
treated as a change initiated by the ac-
quiring corporation for purposes of sec-
tion 481(a)(2). Any change to a prin-
cipal method, whether the change re-
lates to a trade or business of the ac-
quiring corporation or a trade or busi-
ness of the distributor or transferor 
corporation, must be reflected on the 
acquiring corporation’s federal income 
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tax return for the taxable year that in-
cludes the date of distribution or trans-
fer. The amount of the section 481(a) 
adjustment and the adjustment period, 
if any, necessary to implement a 
change to the principal method are de-
termined under § 1.446–1(e) and the ap-
plicable administrative procedures 
that govern voluntary changes in 
methods of accounting under section 
446(e). If the Internal Revenue Code, 
the Income Tax Regulations, or admin-
istrative procedures require that a 
method of accounting be implemented 
on a cut-off basis, the acquiring cor-
poration must implement the change, 
on a cut-off basis as of the date of dis-
tribution or transfer, on its federal in-
come tax return for the taxable year 
that includes the date of distribution 
or transfer. If the Internal Revenue 
Code, the Income Tax Regulations, or 
administrative procedures require a 
section 481(a) adjustment, the acquir-
ing corporation must determine the 
section 481(a) adjustment and include 
the appropriate amount of the section 
481(a) adjustment on its federal income 
tax return for the taxable year that in-
cludes the date of distribution or trans-
fer and subsequent taxable year(s), as 
necessary. This adjustment is deter-
mined by the acquiring corporation as 
of the beginning of the day that is im-
mediately after the date of distribution 
or transfer. 

(B) Example. The following example 
illustrates the rules of this paragraph 
(d)(1)(i): 

Example. X Corporation uses the FIFO 
method of inventory identification, and T 
Corporation uses the LIFO method of inven-
tory identification. X Corporation acquires 
the inventory of T Corporation in a trans-
action to which section 381(a) applies. X Cor-
poration determines that under the rules of 
paragraph (c)(1) of this section, X Corpora-
tion must change the inventory method for 
the business acquired from T Corporation to 
the FIFO method. X Corporation will deter-
mine the section 481(a) adjustment per-
taining to the change to the FIFO method 
(whether the amounts thereof represent in-
creases or decreases in income) as of the be-
ginning of the day that immediately follows 
the day on which X Corporation acquires the 
inventory of T Corporation. X Corporation 
will reflect this adjustment, or an appro-
priate part thereof, on its federal income tax 
return for the taxable year that includes the 
date of distribution or transfer. 

(ii) Audit protection. Notwithstanding 
any other provision in any other In-
come Tax Regulation or administrative 
procedure, no audit protection is pro-
vided for any change in method of ac-
counting under paragraph (d)(1) of this 
section. 

(iii) Other terms and conditions. Ex-
cept as otherwise provided in this sec-
tion, other terms and conditions pro-
vided in § 1.446–1(e) and the applicable 
administrative procedures for vol-
untary changes in method of account-
ing under section 446(e) apply to a 
change in method of accounting under 
this section. Thus, for example, if the 
administrative procedures for a par-
ticular change in method of accounting 
have a term and condition that pro-
vides for the acceleration of the sec-
tion 481(a) adjustment period, this 
term and condition applies to a change 
made under this paragraph (d)(1). How-
ever, any scope limitation in the appli-
cable administrative procedures will 
not apply for purposes of making a 
change under this paragraph (d)(1). For 
example, if the administrative proce-
dures provide as a limitation that an 
identical change in method of account-
ing is barred for a period of years, this 
limitation will not bar a change to the 
principal method made under this sec-
tion. 

(2) Change made to a method of ac-
counting under paragraph (a)(4) or (a)(5) 
of this section—(i) In general. A party to 
a section 381(a) transaction that 
changes a method of accounting under 
either paragraph (a)(4) or paragraph 
(a)(5) of this section must follow the 
provisions of § 1.446–(1)(e) and the appli-
cable administrative procedures, in-
cluding scope limitations, for vol-
untary changes in method of account-
ing under section 446(e), except as pro-
vided in paragraphs (d)(2)(ii) and 
(d)(2)(iii) of this section. An applica-
tion on Form 3115, ‘‘Application for 
Change in Accounting Method,’’ filed 
with the IRS to change a method of ac-
counting under this paragraph (d)(2) 
should be labeled ‘‘Filed under section 
381(c)(5)’’ at the top. 

(ii) Final year limitation. Any scope 
limitation relating to the final year of 
a trade or business will not apply to a 
taxpayer that changes its method of 
accounting in the final year of a trade 
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or business that is terminated as the 
result of a section 381(a) transaction. 

(iii) Time to file. Under the authority 
of § 1.446–1(e)(3)(ii), for a change in 
method of accounting requiring ad-
vance consent, the application for a 
change in method of accounting (for 
example, Form 3115), must be filed with 
the IRS on or before the later of— 

(A) The due date for filing a Form 
3115 as specified in § 1.446–1(e), for ex-
ample, the last day of the taxable year 
in which the distribution or transfer 
occurred, or 

(B) The earlier of— 
(1) The day that is 180 days after the 

date of distribution or transfer, or 
(2) The day on which the acquiring 

corporation files its federal income tax 
return for the taxable year in which 
the distribution or transfer occurred. 

(e) Rules and procedures—(1) Inventory 
method selected for a particular type of 
goods. If other sections of the Internal 
Revenue Code or Income Tax Regula-
tions allow a taxpayer to elect an in-
ventory method for a particular type of 
goods, the method elected with respect 
to those goods is the established inven-
tory method only for those goods. For 
example, an election to use the LIFO 
inventory method to identify specified 
goods in inventory, such as certain 
products in finished goods, is the in-
ventory method only for those prod-
ucts. 

(2) No method of accounting. If a party 
to a section 381(a) transaction is not 
using an inventory method, does not 
have an inventory method for a par-
ticular type of goods, or came into ex-
istence as a result of the transaction, 
the party will not be treated as having 
an inventory method different from 
that used by another party to the sec-
tion 381(a) transaction. 

(3) Elections and adoptions allowed. If 
an election does not require the Com-
missioner’s consent, an acquiring cor-
poration or a distributor or transferor 
corporation is not precluded from mak-
ing any election that is otherwise per-
missible for the taxable year that in-
cludes the date of distribution or trans-
fer. For example, an acquiring corpora-
tion may elect to identify its inventory 
using the LIFO inventory method in 
the year of the distribution or transfer. 
For purposes of this section, a corpora-

tion shall be deemed as having made 
any election as of the first day of the 
taxable year that includes the date of 
distribution or transfer. Similarly, 
where adoption is permissible, an ac-
quiring corporation or a distributor or 
transferor corporation may adopt any 
permissible method of accounting for 
the taxable year that includes the date 
of distribution or transfer. 

(4) Elections continue after section 
381(a) transaction—(i) General rule. An 
acquiring corporation is not required 
to renew any election not requiring re-
newal and previously made by it or by 
a distributor or transferor corporation 
for a carryover method or a principal 
method if the acquiring corporation 
uses the method after the section 381(a) 
transaction. If the acquiring corpora-
tion uses a method after the date of 
distribution or transfer, an election 
made by the acquiring corporation or 
by a distributor or transferor corpora-
tion for that method that was in effect 
on the date of distribution or transfer 
continues after the section 381(a) trans-
action as though the distribution or 
transfer had not occurred. 

(ii) Example. The following example 
illustrates the rules of paragraph (e)(4): 

Example. Since its incorporation in 1982, X 
Corporation elected to use the LIFO inven-
tory method under section 472 to identify its 
inventory of tennis balls. Since its incorpo-
ration in 2002, T Corporation elected to use 
the FIFO inventory method to identify its 
inventory of tennis balls. X Corporation ac-
quires the assets of T Corporation in a trans-
action to which section 381(a) applies. Imme-
diately prior to the date of distribution or 
transfer, the fair market value of X Corpora-
tion’s inventory in its tennis balls exceeds 
the fair market value of the tennis balls in-
ventory held by T Corporation. After the 
date of distribution or transfer, X Corpora-
tion will not operate its business as a trade 
or business that is separate and distinct 
from T Corporation’s business. Because on 
the date of distribution or transfer T Cor-
poration does not hold more inventory than 
X Corporation, the principal method for 
identifying inventory is the method used by 
X Corporation on the date of distribution or 
transfer. After the date of distribution or 
transfer, X Corporation need not renew its 
election to identify inventory using the 
LIFO inventory method, and X Corporation 
is bound by the election. 
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(5) Adopting the LIFO inventory meth-
od. A party to a section 381(a) trans-
action will be deemed to be using the 
LIFO inventory method for a par-
ticular type of goods on the date of dis-
tribution or transfer if that party 
elects under section 472 to adopt that 
inventory method with respect to those 
goods for its taxable year within which 
the date of distribution or transfer oc-
curs. See section 472 for the require-
ments to adopt the LIFO inventory 
method. 

(6) Inventory layers treatment—(i) Ad-
justments required after a section 381(a) 
transaction. An acquiring corporation 
that determines the principal method 
of taking an inventory after a section 
381(a) transaction under paragraphs 
(a)(3) and (c) of this section after the 
date of distribution or transfer may 
need to integrate inventories and make 
appropriate adjustments as provided in 
paragraphs (e)(6)(ii) and (e)(6)(iii) of 
this section. 

(ii) LIFO inventory method used after 
the section 381(a) transaction—(A) LIFO 
inventory method used by the acquiring 
corporation and the distributor or trans-
feror corporation—(1) Principal method is 
the dollar-value LIFO method. If, under 
paragraphs (a)(3) and (c) of this section, 
the acquiring corporation changes its 
inventory method or the inventory 
method of the distributor or transferor 
corporation from the specific goods 
LIFO method of pricing inventories to 
the dollar-value LIFO method of pric-
ing inventories (dollar-value LIFO 
method) for a particular type of goods, 
the inventory accounted for under the 
specific goods method shall be placed 
on the dollar-value method as provided 
in § 1.472–8(f), and then the inventory 
shall be integrated with the inventory 
previously accounted for under the dol-
lar-value LIFO method. If pools of each 
corporation are permitted or required 
to be combined, the pools must be com-
bined as provided in § 1.472–8(g)(2). For 
purposes of combining pools, all base 
year inventories or layers of increment 
that occur in taxable years including 
the same December 31 shall be com-
bined. A base year inventory or layer 
of increment occurring in any short 
taxable year of a distributor or trans-
feror corporation shall be merged with 
and considered a layer of increment of 

its immediately preceding taxable 
year. 

(2) Principal method is the specific 
goods LIFO method. If, under para-
graphs (a)(3) and (c) of this section, the 
acquiring corporation changes its in-
ventory method or the inventory meth-
od of the distributor or transferor cor-
poration from the dollar-value LIFO 
method of pricing inventories to the 
specific goods LIFO method of pricing 
inventories, the acquiring corporation 
shall treat the inventory being changed 
to the specific goods LIFO method as 
having the same acquisition dates and 
costs as such inventory had under the 
dollar-value LIFO method. 

(B) Change from the FIFO inventory 
method to either the specific goods LIFO 
method or the dollar-value LIFO method. 
If, under paragraphs (a)(3) and (c) of 
this section, the acquiring corporation 
changes its inventory method or the 
inventory method of the distributor or 
transferor corporation from the FIFO 
inventory method to either the specific 
goods LIFO method or the dollar-value 
method of pricing LIFO inventories, 
the inventory accounted for under the 
FIFO inventory method shall be treat-
ed by the acquiring corporation as hav-
ing been acquired at their average unit 
cost in a single transaction on the date 
of the distribution or transfer. Thus, if 
an inventory of a particular type of 
goods is combined in an existing dol-
lar-value pool, the goods shall be treat-
ed as if they were purchased by the ac-
quiring corporation at the average unit 
cost on the date of the distribution or 
transfer with respect to such pool. Al-
ternatively, if the goods are not com-
bined in an existing pool, the goods 
will be treated as if they were pur-
chased by the acquiring corporation at 
the average unit cost on the date of the 
distribution or transfer with respect to 
a new pool, with the base-year being 
the year of the section 381(a) trans-
action. Adjustments resulting from a 
restoration to cost of any write-down 
to market value of the inventories 
shall be taken into account by the ac-
quiring corporation ratably in each of 
the three taxable years beginning with 
the taxable year that includes the date 
of the distribution or transfer. See sec-
tion 472(d). 
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(iii) FIFO inventory method used after 
the section 381(a) transaction—(A) FIFO 
inventory method used by the acquiring 
corporation and the distributor or trans-
feror corporation. If, under paragraphs 
(a)(3) and (c) of this section, the FIFO 
inventory method is the principal 
method and the component trades or 
businesses of both the acquiring cor-
poration and the distributor or trans-
feror corporation use the FIFO method 
immediately prior to the distribution 
or transfer, the acquiring corporation 
must treat the inventory that must 
change to the principal method as hav-
ing the same acquisition dates and 
costs as such inventory had imme-
diately prior to the date of distribution 
or transfer. However, if the principal 
method of valuing inventories is the 
cost or market, whichever is lower, 
method, the acquiring corporation 
must treat the inventories that must 
change to the principal method as hav-
ing been acquired at cost or market, 
whichever is lower. 

(B) Change from either the specific 
goods LIFO method or the dollar-value 
LIFO method to the FIFO inventory 
method. If, under paragraphs (a)(3) and 
(c) of this section, the acquiring cor-
poration changes its inventory method 
or the inventory method of the dis-
tributor or transferor corporation from 
either the specific goods LIFO method 
or the dollar-value LIFO method to the 
FIFO inventory method, the acquiring 
corporation must treat the inventory 
accounted for under the LIFO method 
as having the same acquisition dates 
and costs that the inventory would 
have had if the FIFO inventory method 
had been used on the date of distribu-
tion or transfer. However, if the prin-
cipal method of valuing inventories is 
the cost or market, whichever is lower, 
method, the acquiring corporation 
must treat the inventories accounted 
for under the LIFO method as having 
been acquired at cost or market, 
whichever is lower. 

(7) Appropriate times for certain deter-
minations—(i) Determining the inventory 
method. The inventory method used by 
a party to a section 381(a) transaction 
on the date of distribution or transfer 
is the method used by that party as of 
the end of the day that is immediately 

prior to the date of distribution or 
transfer. 

(ii) Determining whether there are sepa-
rate and distinct trades or businesses after 
the date of distribution or transfer. 
Whether an acquiring corporation will 
operate the trades or businesses of the 
parties to a section 381(a) transaction 
as separate and distinct trades or busi-
nesses after the date of distribution or 
transfer will be determined as of the 
date of distribution or transfer based 
upon the facts and circumstances. In-
tent to combine books and records of 
the trades or businesses may be dem-
onstrated by contemporaneous records 
and documents or by other objective 
evidence that reflects the acquiring 
corporation’s ultimate plan of oper-
ation, even though the actual combina-
tion of the books and records may ex-
tend beyond the end of the taxable year 
that includes the date of distribution 
or transfer. 

(8) Establishing an inventory method. 
An inventory method used by the dis-
tributor or transferor corporation im-
mediately prior to the date of distribu-
tion or transfer that continues to be 
used by the acquiring corporation after 
the date of distribution or transfer is 
an established method of accounting 
for purposes of section 446(e), whether 
or not such method is proper or is per-
mitted under the Internal Revenue 
Code or any applicable Income Tax 
Regulations. 

(9) Other applicable provisions. This 
section does not preempt any other 
provision of the Internal Revenue Code 
or the Income Tax Regulations that is 
applicable to the acquiring corpora-
tion’s circumstances. Section 381(c)(5) 
and this § 1.381(c)(5)–1 determine only 
the inventory method to be used after 
a section 381(a) transaction. If other 
paragraphs of section 381(c) apply for 
purposes of determining the methods of 
accounting to be used following the 
date of distribution or transfer, section 
381(c)(5) and this § 1.381(c)(5)–1 will not 
apply to the tax treatment of the 
items. Specifically, section 381(c)(5) 
and this § 1.381(c)(5)–1 do not apply to 
assets other than inventory that an ac-
quiring corporation obtains in a trans-
action to which section 381(a) applies. 
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(10) Use of the cash receipts and dis-
bursements method of accounting. If im-
mediately prior to the date of distribu-
tion or transfer, an acquiring corpora-
tion or a distributor or transferor cor-
poration uses the cash receipts and dis-
bursements method of accounting 
within the meaning of section 446(c)(1) 
and § 1.446–1(c)(1)(i), or is not required 
to use an inventory method for its 
goods, section 381(c)(5) and § 1.381(c)(5)– 
1 do not apply. Instead, section 381(c)(4) 
and § 1.381(c)(4)–1 must be applied to de-
termine the methods of accounting 
that continue after the transaction. 

(11) Character of items of income and 
deduction. After the date of distribu-
tion or transfer, items of income and 
deduction have the same character in 
the hands of the acquiring corporation 
as they would have had in the hands of 
the distributor or transferor corpora-
tion if no distribution or transfer had 
occurred. 

(12) Impermissible inventory method. 
This section does not limit the Com-
missioner’s ability under section 446(b) 
to determine whether a taxpayer’s in-
ventory method is an impermissible 
method or otherwise fails to clearly re-
flect income. For example, an acquir-
ing corporation may not use the meth-
od of accounting determined under 
paragraph (a)(2) of this section if the 
method fails to clearly reflect the ac-
quiring corporation’s income within 
the meaning of section 446(b). 

(f) Effective/applicability date. This 
section applies to corporate reorga-
nizations and tax-free liquidations de-
scribed in section 381(a) that occur on 
or after August 31, 2011. 

[T.D. 9534, 76 FR 45682, Aug. 1, 2011; 76 FR 
53820, Aug. 30, 2011] 

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

tions in taxable years ending before July 
25, 1969. (i) Section 381(c)(6) provides 
that if, in a transaction in a taxable 
year which ends before July 25, 1969, to 
which section 381(a) applies, an acquir-
ing corporation acquires depreciable 
property from a distributor or trans-
feror corporation which computes its 
allowance for the depreciation of the 
property under section 167(b)(2), (3), or 
(4), the acquiring corporation shall 
compute its depreciation allowance by 

the same method used by the dis-
tributor or transferor corporation with 
respect to such property. Thus, if the 
distributor or transferor corporation 
used the sum of the years-digits meth-
od under section 167(b)(3) with respect 
to an asset distributed or transferred 
to an acquiring corporation, the ac-
quiring corporation will be required to 
use the sum of the years-digits method 
with respect to such asset acquired. 
The computation of the depreciation 
allowance with respect to the property 
acquired shall be made under the provi-
sions of section 167 and the regulations 
thereunder. 

(ii) The rules provided in section 
381(c)(6) and subdivision (i) of this sub-
paragraph will apply only with respect 
to that part or all of the basis of the 
property in the hands of the acquiring 
corporation immediately after the date 
of distribution or transfer as does not 
exceed the basis of the property in the 
hands of the distributor or transferor 
corporation on the date of the distribu-
tion or transfer. For this purpose, the 
basis of the property in the hands of 
the distributor or transferor corpora-
tion shall be the adjusted basis pro-
vided in section 1011 for the purpose of 
determining gain on the sale or other 
disposition of such property. For provi-
sions defining the date of distribution 
or transfer see § 1.381(b)–1(b). 

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