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immediately hefare the stack is awned
by the nonmember, M's basis in the
share exceeds its fair market value, then
to the extent paragraph () (6) (i) (A) nf
this section does not apply, M's basis in
the share is reduced to the share's fair
market value immediately before the
share is beld by the nonmember, For
example, if M owns shares of P stock
with a $100x basis and M becoines a
netwrember at atime when the P shares
have a value of $60x, M's basis in the

P shares is reduced to 360x immediately
before M becomes a nunmember.
Similarly, if M contributes the P stock
tc a nonmember in a transaction subject
to section 351, M's basis in the shares

is reduced to $60x Immediately before
the contribution. See § 1.1502-

32(b) (3){iii) {B) for a coresponding
reduction in e basis of M's stock.

{ii} Cain stack. If & member, M, would
otherwlise recognize gain on a qualified
disposition of P slock, then immediately
before the qualified dispesitlon, M is
reated as purchasing the P stock from
P for fair market value with cash
coniributed to M by P {or, if necessary,
through any intermediate members}, A
disposition is a qualified disposition
only if—

(A} The member acquires the P stock
directly from the commen parent (P)
through a contribution to capital or a
wransaction qualifying under section
3514{a) (or, if necessary, through a series
of such transactions (nvolving only
membets);

(B} Pursuant to a plan, the member
iransfers the stock immediately toa
nonmernber that is not related. within
the meaning of section 267(b) or 707(b),
ta any meamber of the group:

{CY No nonumember receives a
substituted basis in the stock withinthe
meaning of section T701{a) (42);

(D) The P stock is not exchanged for
P stock:

(E) P neither becomes nor ceases 1o be
the common parent as part of, orin
contemplation of, the plan or
disposition; and

(Fi M neither becornes nor ceases to
te a member as part of, or in
contemplation of, the plan or
disposition.

{i11) Options. warrants and other
rights Paragraph (§)(6}(i) of this section
applies to eptions, warrants, forward
contracts, or other pesitions with
respect to P stock {including, fer
example, cash-settied positions). For
exampie, if S purchases (from any pany)
a wariant on P stock and the warrant
lapses, any loss recognized by 5 is
permanently disallowed. Similarly, if S
purchases a wartant on P stock and §
becomes a hohmember at a time when
the value of the warrant is iess than %'s

basis in the warrant, $'s basis in the
warrant is reduced to its Fajr market
value immediately before S becomes a
nonmember.

(iv] Effective date. This paragraph
(0){6) applies to transactions on or after
July 12,1995 {notwithstanding whether
the intercomparty transaction, if any,
occurred prior wo that date).

Michaes) P. Dolan,
Acting Commissioner of Internal Revenue,

Approved: June 29, 1995,

Lesile Samuels,

Ass(stant Secretary of the Tcasury.
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ACTION: Final regulations

SUMMARY: This document contains final
regulations amending the intercompany
transaction systemn of the consolidated
return regulations. The finai regulations
also revise the regulations under section
267(), limiting {osses and deductions
from transactions between members of a
controlled group. Amendments to ather
related cegulations are also included In
this document.

CATES: These regulations are effective
July 18, 1985,

For dates of applicability, see the
EFFECTIVE DATES section under the
SUPPLEMENTARY INFORMATION portion of
the preamble and the effective date
srovisions of the new or revised
regulations.

FOR FURTHER INFORMATION CONTACT:
Concerning the regulations relating to
consoplidated groups generally, Roy
Hirschhorn of the Oiffice of Assistant
Clief Counsel {Cnrporate), (202) 622~
7770; concerning stock and obligations
of members of consoelidated groups,
Victor Penico of the Office of Assistant
Chief Counsel {Corporate), (202) 622-
7750; concerning insurance issues, Gary
Geisler of the Office of Assistant Chief
Counsel (Finaneial Institutions and
Products}, (202) 622-3970; concerning
international issues, Philip Tretiak of
the Office uf Associate Chief Counsel
{Internarional). (202) 622-3860; and
concerning controlled proups, Martin
Scully, Jr. of the Office of Assistant
Chiel Counsel (income Tax and

Accauntingy, 202) 622-4860. (These
numbers are not toil-iree numbers.)

SUPPLEMENTAAY INFORMATION:
A. Paperwork Reduction Act

The collections of infermation
contained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the requirements of the
Paperwork Reduction Act (44 U.S.C.
3504(h)) under control nurnber 1545-
1433. The estimated average annual
burden per respondent is .5 hours.

Comments conceming the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service. Attn: IRS
Reports Clearance Officer, PCFP,
Washington, DC 20224, and to the
Office of Management and Budget, Attn:
Desk Officer for the Depantment of the
Treasury, Office of Information and
Regulatory Affairs, Washington, DC
20503.

B. Backpround

This document contains flnal
regulations under section 1502 of the
Interna! Revenue Code of 1986 {Code)
that comprehensively revise the
intercompany transaction system of the
consolidated retuwmn regulations.
Amendments are also made to related
regulations, including the regulations
under section 267 (f), which apply 1o
transactions between members of a
controlled group.

The proposed regulations were
published in the Federal Register on
April 15, 1994 (59 FR 18011} The
notice of hearing on the proposed
regulations, Notice 94~-49, 1994-1 C.B.
358, 59 FR 18048, contains an extensive
discussion of the issues considered in
developing the proposed regulations,
The IRS recelved many comuments on
the proposed regulations and held
public hearings on May 4. 1994 and
Aupgust B, 1994,

After consideratinn of the comments
and the stalemnents made at the hearing:.
the proposed regulations are adopted as
rovised by ihis Treasury decision. The
principal comments and revisions are
discussed below. However, a number of
other changes have been made to the
propased regulations. References in the
preamble ts P, S, and B are references
to the commaon parent, the selling
mermaber, and the buying member,
respecrively. No inference is intended as
ta the pperation of the prior regulations
or ather rules.
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C. Principal Issues Considered in
Adopting the Final Regulations

!. Retention and modification of the
deferred sale approach

The propesed regulations generally
retain the deferred sale approach of
priof law but comprehensively revise
the manner inn which deferral is
achieved to elirvinate many of the
inconsistent combinations of single and
separate entlty weatment under prior
law. Notwithstanding these revisions,
the results {of most common
intercompany transactions remain
vnchanged.

Commentaters uniformly supported
the retention of the deferred sale
approach. Some comments, however,
suggested that the rules of prior law
should be tetained, with madifications
only where necessary (o address a
spectlic problern. Since the adoption of
the prior regulations in 1966, however,
developments in business practice and
the tax law have greatly increased the
problems of accounting for
intercompany transactions. Although
additiona amendments could have been
made to the prior regulations, further
amendments would risk ralsing
additional inconsistencies or
uncertainties without providing a
unified regime. By comprehensively
revising the Intercompany transaction
system, the preposed regulations
provide a unified regime and eliminate
many aof the inconsistencies of prior
law, without changing the results of
most commun transactions. The final
regulations therefore generally retain the
approach of the proposed reguladions.

2 General v Mechanical Rules

The prior intercumpany transaction
regulations were generally mechanical
in operation. The proposed regulations
rely less on mechanical rules and,
instead. provide broad rules of general
application based on the underlying
principles of the regularions. To
supplement the broad rules, 1he
proposed regulations provide examples
illustrating the application of the rules
to many common intercompany
transactions.

Seme commentators supported the
preposed regulations’ use of broad rules
based on principles. Cthers supgested
that the final regulations should retain
the mechanical rules of prior law.
Mechanical rules provide mnre certainty
for transactions clearly covered by those
rules. For transactions that are nol
clearly covered, however. mechanleal
rules provide much [ess guidance.

The final regulations retain the
approach of the propnsed regulaiions.
This spproach is flexible encugh to
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apply to the wide range of transactions
that can be in{ercompany transactions.
For example, the final regulations do
not require special rules to coordinate
with the depreciation rules under
section 168, the installment reporting
rules under sections 453 through 4538,
and the [irmitations under sections 267,
382, and 468, Flexible rules adapt to
changes in the tax law and reduce the
need for coninuous updating of the
regilations.

3. Timicg Rules of § 1.1502-13 as a
Methor! of Accounting

The propased regulations provide that
“the timing rules of Lthis section are a
method of accounting that overrides
ptherwise applicable accounting
methods.” A group’s ability to change
the manner of applylng the
intercompany transaction regufations is
therefore subject to the generally
applicable rules for accounting method
thanges. Several romments objected to
this treatment.

Commentaiors pointed out that
treating the timing provisions of these
regulations as a group’s method of
accounting may increase the burden and
complexity of correcting improper
applications of the regulations {for
example. necessitating requests for
accounting method changes for the
treatment of intercompany transactions).
This treatment also raises questions
about members coming into a group and
leaving a group {lor example, whether
requests to change a method of
accournting are required when a
taxpayer becomes, or ceases tobe.a
member}. Various technical points were
also raised as to the effect of a shared
accounting method on each member of
a group, the propriety of applying
accounting method rules unly to certain
transactions nr rlasses of transactions,
the interaction of the intercompany
transaction rules with separate ertity
accaunting methods of members, and
the linkage of the selling member’'s
method of accounting for its
intercompany items with the buying
member's method of accounting fur its
currespanding items.

The intercompany transaction
regulations provide guidance on the
appropriale time for taking into account
iterns of income, deduction, gain, and
loss from intercompany transactions to
clearly reflect the consolidated taxable
income of the group. Clear reflection of
income i5 the central principle of
section 446. Under section 446, any
treatment that does or could change the
taxable year tri which taxable income is
reported is a method of accounting. See
Rev. Proc. 92-20, 1992-1 C.B. 685. The
timing rtules of the intercompany

transactiaon regulations affect the axable
year in which iterns from intercompany
transactions are taken inte account in
the computallen of consclidated taxahle
income. Accordingiy, the timing rules of
these regulations are properiy viewed as
a method of accounting. Marenver,
treating the timing rules as a method of
accounting assures that the provisions
will be applied consistently from year to
vear under the principles of section 446.

The final regulations retain the
general approach of the proposed
regulations, treating the timing rules of
§ 1 1502~13 as a method of accounting
under section 445. The regulations alsa
contaln severa) provisions intended to
reduce the administrative burden that
commentators believe might result from
this treatment. The final regulations
treat the thming rules as an accounting
method for intercompany transactiens,
to be applied by each member. and not
as an accounting method of the group as
a whole, However, an application of the
timing rules of this section to an
intercompany transaction will be
considered ta cleacly reflect incorme
ondy if the effect of the transaction on
consolidated taxable income is clearly
reflected. This treatment more closely
conforms to the general practice of
separate taxpayers having their own
methods of accounting, thereby
alleviating technical and administrative
issues that were raised with respect to
charactertzation of the methad as the
method of the group as a whole, rather
than as the method of each member.

To reduce potential administrative
burdens further, the final regulations
generally provide automatic consent
under section 446{e} to the extent
changes in method are required when a
member enters or leaves a group. In
addition, for the first taxable year of the
group to which the final regulations
apply, consent is granted for any
changes in method that are necessary to
comply with the final regulattors. For
other years, members must obtain the
Commissioner’s consent Lo change their
methods of accounting for intercomnpany
transactinns under applicable
administrative procedures of section
4464¢}, currently Rev. Froe. 92-10. The
regulations provide that changes will
generally be effected ona cut-off basis
{that is, the new methnd will apply to
intercompany transactions occurring on
or after the first day of the consolidated
retumn year for which the change is
effective). Changes in methods of
accounting for intercorapany
ransactions generally wtll otherwise be
subject te the terms and condinhens of
applicable adtninisiatlve procedures.
The IRS may determine, however, that
other terms and conditions are
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appropriate in the interest of sound tax
administration {foc example, if a
taxpayer misapplies the regulations to
avoid matching 5's intercompany item
with B's corresponding item). See
section 10 of Rev. Proc, 92-20.

Paragraph () (3} of the flnai
regulations continues the procedure
whereby the common parent may
request consent from the [RS to report
intercompany transactions on a separate
entity basis. Rev. Proc, 82-36 (1982--1
C.B. 490), which provides procedures
for obtaining consent under the prior
regulations, will be updated and
revised. Until new procedures are
provided, iaxpayers may rely on the
principles of Rev. Proc. B2-36 in making
applications under these final
regulations.

If consent under parageaph {e}(3} of
these regulations is obtained or revaked,
the final regulations provide the
Commissicner’'s consent under seetion
446(e} for each member tn make any
changes in methods of accounting
necessary to conform members’ methods
of accounting to the consent or
revocativn. Any change in method
under this provision must be made as of
the beginning of the first year for which
the consent {or revoration of consent)
under peragraph {e)(3) is effective.

A group that has received consent
under the prior inteccompany
transaction regulations not w defer
items frem deferred intercompany
transactions will be considered to have
chtained the consemnt of the
Commissioner {o take iteins from the
same class (or classes) of intercompany
transactions into account on a separate
entity basis under these regulations.

4. Single Entity Treatment of Attributes
a. In General

The prior intercompany transaction
systemn used a deferced sale approach
that treated the members of a
consolidated group as separate entities
for some purpases and as a single entity
for other purposes. In general, the
amount, lacatian, character, and source
of {tems from an intercompany
transaction were given separate entity
treatment, but the timing of items was
determined under rules that produced a
single emiity effect.

The matching rule of the proposed
regulations expands single entity
treatinent by requiring the
redetermination of the zttributes (such
as character and source} of items to
produce a single entity effect. Several
comments supported the broader single
entity approach taken by the proposed
regulativns. Other comments asked that

separate entity treatmment of atwibutes be
retained.

The commenators arguing for
retentlon of separate entity treaumemt
claimed that single ertity treatment
does not always resull in more rational
tax treatnent, and may not reflect the
economic results of a group's activities
as accurately as seporate entiry
weatment. They also argued that
taxpayers should have the ability to
avoid arbitrary resulis or administrative
burdens by separatcly incorporating
business nperations. The Treasury and
the |RS believe that single entity
treamment of both timing and attributes
generally results in a clear reflection of
consolidated taxable income. In
particular, single entity treatment
minimizes the effect of an intercompany
transaction on consolidated taxable
incnme. In addition, single entity
treatment minimizes the tax differences
between 3 business structured
divisionally and one structured with
separate subsidiaries. The final
regulations therefore retain the
approach of the proposed regulations
ard generally adopt single entity
treatmnent of attributes,

Nevertheless, in certain situations it
may be appropriate to provide separate
entity treatmnent. The Treasury and the
IRS believe that these situatlons are
relatively rare, and that any exceptions
from single entity treatment should be
specifically provided in regulations. For
example, a separate entity election 13
permitted under Prop. Reg §11221-
2(d} (published in the Federal Register
en July 18, 1994, 59 FR 36394) in the
case of cerain hedging wansactions. See
also §1.263A-94g)(5). The Treasury and
the 1IBRS welcome comments on ather
situations in which this type of reljef
might be appropriate.

b, Conftict or Allgecation of Auributes

The proposed regulations provide
specific rules for certain cases in which
separate entity attributes are
redetermined under the matching nule.
Some commentators belteve that the
proposed regulations do not provide
suffictent guidance as to the manner in
which these rules are to be applied. In
response to these comments, the
attribute redetermination provisions of
the Toatching rule have been revised.

ior example, the regutations have
been revised to clarffy that the separate
entity atiribures of 8's intercompany
item and B's corresponding item are
redetermined under the matching rule
only to the extent necessary to produce
the same effect on consolidated taxabie
income as if the intercompany
wansaction had been between divisions.
Thus, the redeterminativn is required

nnly b the extent the separate entity
attributes differ from the single entity
attnbutes.

The fina! regulations generally retain
the rule of the proposed regulations
under which the attributes of B's
correspond ing itemn control the
attributes of 5's intercompany ltems to
the extent the corresponding and
intercompany itema offset in amount
However, the final regulations provide
an exception to this rule to the extent its
application would lead to a result that
is inconsistent with treating S and B as
divisions of a single corporation. To the
extent B's corresponding item on a
separate entity basis is excluded from
Eross income or is a noncapital,
nondeductible amount (such as a
deduction disallowed under section
263), however, the attribute of B's item
will always control. This assures the
proper operation of attribute limitation
provisions confalned elsewhere in the
regulations.

a the extent B's rormresponding item
and S's intercompany item do not offset
in amount, the final regulavions provide
that redetermined attributes are
allocated to §'s intercompany item and
B's corresponding item using a method
that is reasonable in light of all of the
facts and ciccumstances, including the
purposes of these regulations and any
other rule affected by the attributes of
S's items or B's items. This rule
provides taxpayers considerable
flexibility to allocate attributes, but the
regufations also provide that an
allocation method will be treated as
unreasonable if 1t (s not used
consistently by all members of the group
from year to year.

c. Source of Income

Several commentators opposed single
entity treatment {or determining the
source af income or lass from an
intercompany transactton, arguing that
the separate entity treatment under prior
law mwore accurately measuces the
source of Income of the members of the
group. The final regulations, however,
retain the single entity treatment of
source for the samne reasons that the
single entlty treatment of other
attributes is retained. The final
regulations modify the example in the
proposed regulations w reflect the
changes made to the attribute aliocation
rules,

Some cominents suggested that a
single entity approach would
inappropriately reduce the foreign
source income of cansolidated groups
that produce a naturat respurce abroad
and sell it to customers within the
United States. For example, assume that
one member extracis a commaodity
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abroad and seils ii to a second member,
with title passing within a foreign
countiry. The second member sells the
commodity te unrelated customers with
title passing in the United States.
Assume that the first member’'s incame
is 80 percent of the group’s income and
would be treated solely as foretgn
source income under a separate entity
approach Under a single entity
approach, the lntercompany transaction
is treated as occurring between
divisions of a single corporation. If the
special sourcing rule for production and
sale of natural resources undey the
section 863 regulations daes not apply
because of "pecaliar circumstances,”
the incame of the group will be subject
to the sv-called 50/50 rule of the section
863 regulations, and a paortion of the
graup's foreign source income could be
recharacterized as domestic source.
Revisions to the section 863 regulations
are being constdered to address these
issues. The Treasury and the IRS
welcome cornments regarding possible
revisions to the section 863 regulations.

Another commentator noted that
under the single entity approach, a pro
rata allocation of the group’s foreign and
U.S. source income {as illustrated in
Example 17 of paragraph {c] of the
proposed regulations) could cause a
member that qualified as an " 80/20"
company under section 86 1@){1}(A) to
lose that status. As a result, the member
could be required to withhold Federal
IncoMe tax on interest payments o a
foreign tender. As indicated above, the
ftral reguiations revise the attribuce
rules o clarify that a redetermination Is
made only 1o the extent jt is necessary
10 achieve the effect of treating S and B
as divisions of a single corporation and
to provide that redetermined attributes
are allocated to S and B using a method
that is reasonable (n light of the
purposes of §1.1502~13 and any other
affected rule. Thus, the group is not
required to aljocate U.5. and foreign
SOUrLe lncome on a pro rata basis, and
a member that qualifies as an 30/20
company under cuirent law geaecally
need nut lose that status selely as the
result of the allocation from a
transaction similar to thal described in
the example.

Commentators also suggested that the
pro rata aljocation methodology of the
proposed regulations could be
inconsistent with U.S. income tax
treaties that require the United States to
treat income that may be taxed by the
treaty partner as derived from sources
within the treaty partner. As revised, the
attribute rules do not require the group
to allucaie U.S, and foreign source
income on a pro rata basis. Thus, the
regulations will generally be consistent
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with any sguice rules contained in .5,
income tax treaties. To the extent,
however, that a U.S. income tax treaty
pravides beneflts to a taxpayer, these
regulations da not prevent a taxpayer
from claiming those benefits.

The [tnal regulations expand the
cxample to illusirate the determination
of source if an independent factory or
production price exists. and also for a
sale of mixed source property within the
group that is subsequently sold outside
the group if, incident to the sale,
services are performed by one member
for another member or intangibles are
licersed from one member to another
member. Exarmple 18 of paragraph {c} of
the propesed regulations {Example 15 of
the final regulations) addresses the
application of section 1248 to
intercompany transactions and has been
revised ta reflect the changes roade o
the atizibute allucation provisions. Issue
3 of Rev. Ro) §7-96 {1D87-2 C.E. 709)
will no longer be applicable 1o the
extent it is inconsistent with Exarmple
15 and these regulations.

d. Limitatisn on attribute
redetermination

The proposed reguiations comalin a
provision limiting wthe treatment of 5's
intercompany income of gain as
excluded from gross income under the
matching rule ta situations in which B's
comresponding item is a deduction or
loss that is permanently disallowed
directly under other provisions of the
Code or regulations. The final
regulations clarify that the Code or
regulations must explicitly provide for
the disallowance of B's deduction or
loss. Thus, B's amount that is realized
but not recognized under any pravision
of the Cade of regulations, such as in a
liquidation under section 332, is not
permanently and explicitly disallowed,
notwithstanding that the amount may be
considered a corresponding item
because it is a "'disallowed or
elirminated arqourt.”

3. Deemed ltemns

The proposed regulations provide
rules under which certain basis
adjustments are deemed o be iterns, and
certain amounts are deemed not to be
items. Under the proposed regufations
an adjustment reflected in S basis that
is a substitute for an intercompany item
Is generally treated as an intercompany
item {the "deemed intercompany (tem
rule”). An adjustment reflecied in B's
basis that is a substitute for a
cotresponding item is generally treated
as a carresponding itern {the "deemed
cacresponding item rule”), In additien,
a deduction or loss is not treater] as an
intercompany item or a corfesponding

item to the extent it does nat reduce
basis (the “amounts not deemed to be
iterns rule''}. Commentators found these
rules to be confusing. In addition, the
rules generaily overlap with other rules
of the proposed regulations.

For examnple, the deemed
intercompany item rule overlaps with
the rule of the proposed regulations
under which S's items must be taken
into account even if they have not yet
been taken into account under §'s
separate entity accounting method. If,
under {5 inethod of accounting, §'s
income from an intercompany
wansaction is treated as a basis
reduction, both rules could apply.

Simllarly, the deemead corresponding
itern rule averlaps with the acceleration
rule. §'s intercompany {tem is taken into
account urkier the acceleration rule to
the extent It will not be taken into
accour under the matching rule. Thus,
an adjustmern to B's basis may result in
accelecating §'s intercampany Hem. to
the extent the intercompany item is not
reflected in B's basis following the
adjustinent. Because this is the same
ragult that would cccur under the
deemed corresponding item rule, it is
not Necessary (o tyeat the basis
adjustment as a corresponding item
under the matching rule. For example,
B’'s reduction in the basis of property
acyuired from S under section 108(b)
will cause 5's intercompany gain to be
accelerated to the extent the busis
reduction exceeds S's basis in the
property prior to the intercompany
tranisaction.

The amounts deemed not (o be items
fule freats certain amounts that are
within the definition of intercompany
iterns as hot being intercompany ltems
t0 achieve a result consistent with these
regulations and other Code provisions.
Commentators indicated that this rule
has limited application, does not
dachieve its desired effnct in all cases,
and s confusing te readers.

For these reasons, the deemed item
rules and the amounis deemed not be
itemns rule have been aliminated in the
final regutations. Because the deerned
itemn rules overlap with other
provisions, their effects have been
retatner tn the final regulations, In
additian, to achieve the intended effec:
of the amounts deemed not be liems
tule, the attribute provisions of the final
regulations have been modified to
permit the Commissioner jo ueat
intercompany gain as excluded from
gross income when that treatment is
consistent with these regulations and
other applicable pruvisions of the Code.
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6. The Acceleration Rule

The acceleration rule requiles S and
B 10 take into account their items from
an intercompany transaction (o the
extent the items cannot be taken into
account to produce the effect of treating
5 and B as divisions of a single
corporation. The acceleration rule
applies, fur example, when either S or
B leaves the group. Under the proposed
regulations, the attributes of §'s items
from intercompany property
transactions are determined under the
principles of the matching rule “as If B
resold the property to a nonmember
affiliale.” Unrer this rule, $'s gain from
the sale of depreciable property is
always treated as ordinary income
under section 1239. This treatment (s
appropriate if the property rematns in
the group, as it would, for example, if
the acceleration rule apples because S
leaves the group. Many commentators
objected tp this treatment of 8's
attributes in other situations, arguing,
for example, that if B leaves the group
while it still owns the property, the
rules should treat the property as sold
10 & person whose relationship to the
group is the same as B's relationship to
the group after it becomes a
nonmember. The commentators argued
that section 1239 should not apply if B
ts unrelated.

In response to these comiments, the
final regulations revise the acceleration
rule to provide that if the property s
owned by a nonmember immediately
after the event causing acceleration
veeurs, S's attributes are determmined
under the principles of the matching
rule as if B had sold the property to that
nonmember. In applying this rule, if the
nonmember is related for purposes of
any provision of the Code or regulations
to any party to the intercompany
transachion {or any related transaciion)
or to P, the nonmember is treated as
relaterl to B for purposes of that
provision, Accordingly, that
relationship may affect the attribuies of
$'s intercompany item.

Under both the prior regulations and
the propased regulations, if S sells an
asset 10 B al a gain and B then transfers
the asset to a partnership, S's gain s
taken into account under the
acceleration rute. Some commentators
argued that gain should not be yaken
into account. at least to the extent of the
member's share of the asset owned
through the partnership. treating the
partnership, in effect. as an aggregate of
its partners. rather than as an enrity.
{One commentator argued that continued
deferral would be similar to the
treatment currently available under the
remedial allocation method under

§51.704-3 |f appreciated property is
uansfered ta the parunership without a
Erior intercompany transfers.

The final regulations retain the rule of
the proposed regulations. One of the
purposes of the acceleration rule is to
prevent basis created in an
intercompany transaction from affecting
nonmembers prior to the time the group
takes into account the wransaction that
created the basis. Allowing property
that B purchased from S at a gain to be
contributed to a partnership without
acceleration wauld aliow the basis
created in the intercompany transaction
to be reflected by the partnership pitor
to the group taking into account the
gain. While rules could be developed ta
prevent this basis from affecting
nonmembers in most circumstances, the
rules would be unduly complex. For
example, the cules would have (o take
inte account the allocation of labilities
under section 752 and basis adjustments
under section 755. Moreover, thesc rules
wauld not resemble the remedial
allocation method under § 1.704-3 but
instead would more closely resemble
the deferred sale method under the
propesed regulations under section
704(c}. However, this method was
explcidy rejected when final
regulations were issued. See § 1.704-
Hay (1),

7. Transactians Invalving Stock of
Members

a. Single Entity Treatment of Stock

I contrast to their predominantly
single entity approach, the proposed
regulations generally retain separate
entity treatment of stack of members.
For example. section 1032, which
enables a member to sell its own stock
without recognition of gain or loss, is
not extended to sales of the stock of
other members. Notice 34-49 (1984-)
C.B. 358} discusses the difficulties of
extending single entity treatment to
stock.

Several comments recommended
greater single entity treatment of stock.
Some recornmended a Jimited approach
under which stngle entity treatment
would apply only to stock of the
common parent. Under this appreach
sectian 1032 reatment would be
expanded so that any member could sel}
stock of the common parent without
recognizing any gain or joss. Asa
corollary. gain or loss would be
recognized when a corporation owning
stock of the coonmon parent joined the
group, treating the stock, in effect, as
redesmed.

This suggestion was generally not
adopted in the final regulations, because
single entity treatment of P stock would

significanuly increase the complexity of
the regulations and woulid require
significant additional guidance dealing
with the effect of this treatment an other
provisions of the Code. For example, the
regulations would have to coordinate
single entity treatment of P siock with
the reorganization provisions of the
Code and applicable case law. Similarly,
the regulations would have to address
situations in which the common parent
of the group changes, as wellas a
variety af collateral consequences.

Nevertheless, the Treasury and the
IRS believe that limited single entity
weatment of stock s needed to prevent
disparities caused by separate enticy
treatment. Therefner, temporary
regulations published ekewhere in this
ixsue of the Federal Register provide a
ihmited single entity approach to F stock
that generally limits the abllity of a
group to create loss with respect to P
stock and eliminates gain in certain
circumstances. The feastbility of
expanding single entity treaunent for
stock of members will continue to be
studied. Comments and suggestions on
this subject are welcome.

b. Liquidations

The proposed regulations provide that
if 8 sells stock of a corporation {T) to B
and T later liquidates into B ina
transaction to which sectinon 332
appltes, §'s intercompany gain is taken
into account under the matching rule,
even though the T stock is never held
by a nonmember after the intercompany
transaction, This treatment is similar to
the treatment under prior regulations
and has applied to liquidations under
section 332 since [966 and to deemed
Hquidations under 338(k} {10} since
1986, although the proposed regutations
provide relief not previously available
for these transactions.

Some commentatnrs suggested that
this rule should be eliminated because
1t could lead to two layers of tax ingide
the consolidated group. The final
regulations. however. retain the rule
(with the elective relief as described
belaw). As mare fully explained in
Notice 34-43, the lncation of iterns
within a group is a core principle
underlying the operation of these
regulations, which like the prior
cegulations, adopt a deferred sale
approach, not a carryover basls
approach. Taking intercompany gain
inte account in the event of a
subsequeni nancecognition transaction
is necessary to prevent the transfer and
liquidation of subsidiaries frum being
used to affect consolidated taxable
income or tax Hability by changing che
lecation of items withina group [a
result thal would be equivalent to a
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carryover basis systemj. For example,
assume that § hias an asset with a zero
basis and a $100 value. The group
would like to shift this built-in gain o
B. To do 50. S could transfer the asset
to T a newly formed subsidiary. After
the transfer, S has a zero basis in the T
stock under section 338, and T has a
zero hasis in the assel under section
362. S then seils the T stack to E for
$100 and realices a $100 gatn, which is
not taken into account. T later liquidates
into B, which receives the asset with a
zero basis under section 334, If the
transaction is not recharacterized asa
direct transfer of assets or 15 not subject
10 adjustment under section 487, and §'s
gain on the sale of the T stock is treated
as tax-exempt (or if it Is indefinitely
deferred), the series of transactions has
the effect of a transfer of the asset by S
to B in a carryover basis transaction.

The Treasury and the IRS rejected a
carryover basis systemn for the reasons
detailed in Notice 94-49. While s -
carryover basis systemn might be feasible
in limited circumstances, extensive
rules tc prevent avoidance transactlons
would be required. The resuft would be
to burden the consolidated return
reguilations with an unworkable
combination of rules Inr both a deferred
sale approach and a carryover basis
approach. Accordingly, the rule of the
proposed regulations has been retained.
The regulations have been modified,
however, to permit S to detennine the
amuunt of its tawable gain by offsetting
intercompany gain with intercompany
loss on shates of stock having the same
material terms.

c. Liquidation Relief

The proposed regulations provide
elective relief tha, in certain
circurnstances, eliminates or offsets gain
taken into account under the matching
ruie as a resulit of a section 332
liquidation {uc a comparable
nonraragnition transaction, such as a
downstream merger). In response o
comments, the final regulations broaden
the cirrumstances under which this
reiief is available by eliminating the
requirements that T have no minority
shareholders and that T not have made
substantial nancash distributions ducing
the previous |2-month period.

The available relief dapends on the
form of the transaction that causes 5's
intercompany gain to be taken into
account. In the case of a liguidation of
T under section 332, relief is provided
by weating the formation by B of a new
subsidiary {new T) as if it were pursuant
to the same plan or arrangement as the
liguidation (thus allowing treatment as
a reorganization if nther applicable
requirements are met}. The final

regulations expand the scope of this
relief over that provided in the proposed
regulations by allowing the transfer of
asscts to new T to be cornpleted up to
12 months after the timely filing
(inciuding extensions) of the group's
return for the year of T's liquidation, so
long as the transaction oceurs pursuant
g a written plan, a copy of which is
attached to the return, In the case of a
deemied liquidation of T as the result of
an election under section 338(h){10) in
connection with B's sale of the T stock
te a nonmember. relief is provided by
treating the deemed liguidation as if it
were governed by section 331 instead of
section 332. The amount of loss taken
into account on the deemed liguidation
iz limited ta the amount of the
intercompany gain with respect to the T
stock that is taken into account as a
result of the deemed Hquidation.

Sorne commentators requested that
the relief applicable for a deemed
liquidatinn resulting from a section
338(hi{10) election be extended to
actual liquidations under sectian 332 —
that is, the liguidation would be a
taxable event both (o T and to B (with
1°s gain or loss not deferred, and B's
basis in the T stock adjusted under
§1.1502-32 to reflect T's gain of loss
from the taxable liquidation). This
suggestion was not adopted, The
suggestion would result in the group
currently taking into account gain from,
and increasing the basis of, property
that continues to be heid within the
group. Adopting the commentatars'
suggestion couid give groups the ability
to selectively avoid the deferral of gain
on intercompany transactions by instead
engaging in stock sales and liguidations.
Such selectivity would be contrary to
the purpose of these regulations and
could create the potential for abusive
transactions.

d. Effective Date of Relief Provlsions

As proposed, the effeciive dale of the
relief provisions follows the general
effective date of the reguiations,
applying only if both the intercompany
transaction and the triggering evert
occur in years beginning after the final
reguiations ate filed with the Federal
Repister, Commentators requested
retroattlve applicatian of the celief
provisions to varying degrees. For
example, seme corementators suggested
that the ralief should extend to
irapsactions after the date the
regulations are finalized. Others
suggested that the relief should apply
for any open year.

In response to these comments, the
final regulations adopt an effective date
that allows groups 1o elect to apply the
reiiel provisions ta certain fransactions

that occur on or after July 12, 1995,
regardless of whether the sale of the T
stock from S to B eccurred prior to July
12,1995,

The final regulations neicher provide
relief for duplicated gains nor preclude
losses taken into account under the
piior regulations in perinds prior w the
effective date of the regulations. Broader
retroactivity would result in significant
additional administrative hurdens for
the IRS. In addition Lo an increase in
amended returns, taxpayers that made
electlons to avoid friggering S's pain {for
example, under section 338) might seek
to reveke these elections. Kevocation of
these elections could raise difficult
valuation {ssues for assets that were
disposed of long ago, as weli as
questions with respect to other rules
that have since been amended. In
addition, relief for prior vears would be
somewhat arbitrary. For example. many
taxpayers, such as those whose gain was
taken [nto account frem a liquidaticn of
T into B, would be unable to henefit
from the relief (because the relief
requires T to be reformed within a
Hmited time period). By allowing
elective relief only for ransactions
occutting after che date the regulatfons
are flled, the final regulations provide
the most relief possible without creating
these problems.

8 Obigations of Members

a. Deemed Satisfaction and Reissuance

In addition to the general matching
provisions, the propaserd regulations
provide rules applicable to
intercompany ohligations that generally
operate to match an obligar’s jtems with
an ohligee’s items from intercompany
obl{gations. This matching results fram
i deermned satisfaction and reissuance of
an intercompany abligation when either
member realizes income or 1oss with
respect to the intercompany obligation
from the assignment or extinguishment
of all or part of the remaining rights or
obligations under the intercompany
obligation, or from a comparable
transaction, such as marking to market.
For examgle, if one member is a dealer
{n securities that holds a security issued
by another member, the dealer might be
required 1o market the security issued
by the pther member at year-end under
section 475. Under the proposed
regulalions, to market the other
member's security will tesult in a
deemed satisfaction and reissuance of
the security, so that the marking
mernber and the issuing member take
offsetting gain and loss into account.

Commentators objected to the deemned
satisfactinn and reissuance provision as
requirlng significant recordkeeping and
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burdensaome computations that are not
required for financial statement nr
internal management reporting
purposes. Commentators suggested that
Prop. Reg. §1.446-4(e)(8) (published in
the Federa) Register on July 18, 1999,
59 FR 36394), which permits separate
entity treatment for certain hedging
transartions between members, should
be extended beyond hedging
transactions to other intercompany
obligations, provided one party to the
transaction marks its position to market.
Separate entify treatment would avoid
the deemed satisfaction and celssuance
rule if one member is a dealer in
securities fequired to mark its securities
to market.

The final repulations do not adopt this
suggestion. The rules of §1.446-4 limit
the nonmatking member’s ability to
selectively recognize galn or Joss on its
positions in the intercompany oblgation.
Without a imitation of this type,
separate entity treatment would allow
taxpayers ta achieve results that are
contrary to the purposes of these
regulations (for example, by allowing a
member to mark a 1oss pesition in an
intercompany obligation while the other
member defers realization of the
associated gain). Accordingly, separate
entity Lreatment is not made available in
the final regulations to ather types of
intercarnpany obligations,

The Treasury and the |IRS recognize
that Prap. Reg. §1.446- 4(e)(3) provides
an important exception to the general
single entity treatment of these final
regulations. The Treasury and the IRS
anticipate that the proposed section 446
regulations will be finalized shordy.

b. Cancellation of Inteccompany
Indebtedness

The proposed regulations do nat
affect the application of section 108 to
the cancellation of intercompany
indebtedness. For example, under the
proposed regulations if § loans money
to B. a cancellation of the loan subject
to sectior. 10B(a) may result In: {))
excluded income ta B; {il} a2 noncapital,
nondeductible expense to S (under the
matching rule}; and (iii) a reduction of
B's tax attributes {such as s basis in
depreciable property}. As aresuit, B's
tax attributes are reduced even though
the group has not excluded any income
ona net basls. Accotdingly, the final
regulations provide that section 108(a)
does not apply to the cancellation of
intercompany indebtedness. As a result
of this change, the general principles of
the matching rule will prevent
Lransactions to which section 108(a)
would otherwise apply from having
inappropriate effects on basis and
consolicated taxable income. In the

preceding example, S and B will have
offsetting ordinary income and ordinary
loss, and B's tax atcributes wil! not be
reduced. However, no inference is
intended as to whether the
extinguishment of a loan between S and
B would be properly characterized as a
transaction giving rise to cancellation of
indebtedness income within the
meaning of sections 61{(a}{12) and 108,
or as a contribution to capital, a
dividend or other transaction.

¢. Obllgations Becoming intercompany
Ohligations

Under the proposed regulations, if an
obligation becames an intercompany
abligation. it is wreated as satisfied and
reissued immediately after the
obligativn becomes an intercompany
oblipation. This treatment applies to
hoth the issuer and the holder. The
attributes of the issuer’s items and the
holder's ileqns are separately
determined, and thus may not match.
Commentators requested that the rules
be revised to allow for single entity
treatrnent of atiributes, to avoid the
mismatch of ordinary Income with
capital loss.

is suggestion was not adopted. The
use of separate return attributes-for gain
and loss assures that the atiributes of
gain or loss will be the same whether
the abligatton s recred immediately
before the transaction in which the
obligation becomes an intercompany
obligation, or is deemed retired as a
result of that transaction. Providing for
the use of single enlty attributes would
result in undue selectivity, In addition,
the separate sntity weatment of
attributes in these circumstances best
reflects the fact that the income and loss
taken inte account accrued before the
issuer and the holder joined in filing a
consolidated return,

Commentators also noted that, under
§1.1502-32, downward stock basis
adjustments would be required upon the
expiration of any capital losses created
by the deemed satisfaction if a member
Joins the group while holding an
obligation of another member. Because
the proposed regulations provide that
the deemed satisfaction and relssuance
is treated as occurring immediately after
the obligation becomes an intercompany
obligation, these losses could not be
waived under § 1.1502-32{bj{d}. in
response to this comment, the final
regulations provide that, solely for
purposes of § 1.1502-32(b)(4) and the
effect of any elections under that
provision, the joining member's loss
from the deemed satisfaction and
reissuance s treated as a loss catcyover
from a separate return limitaticn year.
Thus, the group may elect tn waive the

capital losses and avoid the downward
basis adjustment.

d. Warrants and Similar insiruments

The proposed regulations do not
provide special rules for the reatmerit
of warrants to acquire a member’s stock.
The proposed cegulations could,
however, be read to include watrants
within the definition of intercompany
obligations.

Under section 1032, warrants and
other positions in stock of the issusr are
treated like stock. See, for example, Rev.
Rul. 88-31, 1988-1 C.B. 302, The
treatment nof warrants as inercompany
obilgations subject to a single entity
regime s inconsistent with the general
separate entity treatment of stock under
these regulations. Accordingly. the final
regulations provide that warrants and
other positions with respeet to a
member’s stock are not treated as
obligations of that member. instead,
these instruments are governed by the
rules generally applicable (o stock of a
member. In addition, the final
regulations provide that the deemed
satisfaction and reissuance rule for
intercompany obligations will not apply
to the conversion of an intercompany
obligatien into the stock of the obligor.

8. Anti-avaidance Rule

The purpose of the intercompany
transaction regulations is to clearly
reflect the taxable income {and tax
liability) of the group as a whele by
preventing intercompany transactions
from crealing, accelerating, avoiding, or
deferring consolidated taxable income
{or consolidated tax tability}. The
proposed regulations provide that
transactions which are engaged in or
structured with a princlpal purpose to
achieve a conteary result are subject o
adjustment under the anti-aveidance
rule, notwithstanding compliance with
ather applicable authoritles. Some
commentators criticized this rule as
being uverly broad. unnecessary. and
more appropriately placed in other
regulations, such as § 1.701-2 (the
partnership anti-abuse regulation}.
Otlier commentators supported the use
of anti-avoidance rules but criticized the
particular examples. The Treasury and
the JRS continue to believe that the anti-
avoidance rule is necessary to prevent
transactlons that are deslgned to achieve
results inconsistent with the purpose of
the regulations and therefore the final
regulations retain the rule. Routine
intercompany transactions that are
undertaken for legitimate business
purposes generally will be unaffected by
the anti avoldance rule.

The anti-avoidance provision can
apply to transactions that are structured
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to avold reatinent as intercompany
transactions. For exampie, if property is
indirectly transferred from one member
to another using a nonmember
intermediary (o achieve a result that
could not be achieved by a direct
transfer within the group, the anti-
avoidance rule might apply. Thus,
transactions that take place indirectly
hetweer. members bul are not
intercompany transactions {including,
for example, transactions invalving the
use of fungible property, trusts,
partnerships, and intermediaries} will
be analyzed to determine whether they
are substantally similac {{n whole ar In
part) Lo an intercompany transaction, in
which case the ant-aveidance rule
might apply.

he examples from the proposed
regulations have been revised to better
illustrate the effect of the anti avoidance
rule. Example 2 of the proposed
tegulations, which invelved a transfer
putside of the group to a pannership,
has been eliminated. However, the
transaction described in that example,
as wiLh any other transaction, is subject
to challenge under other authorities.
See, for example, §1.701-2.

10 Transitional Anti-avoidance Rule

To prevent manipulation. the
proposed regulations provide that if a
tranisaction is engaged in ot structured
on or after April 8, 1994, with a
principal purpose to avoid the final
regulations, to duplicate, omit, or
eliminate an item in determining
taxable income {or tax Hability}, or to
treat items inconsistenitly, apprapriate
adjustrnents must be made in years to
which the final regulations apply to
prevent the avoidance, duplication,
omission, elimination, or inconsistency.

Commentators objected to this rule,
arguing that it had the effect of treating
the proposed regulation as an
immediately effective temnporary
regulation. These commentators also
raised questions as tn when the rule
applics and what “appropriate
adjustmernts’ will be necessary.

Because of the prospective
application of the regulations, and
particularly because members could
otherwise engage in transacticns
entirely within the group witha
principal purpose to avoid the
appiication of the final regulations with
almost no transaction costs, this rule is
retained in the final regulations, with
minar clarifications.

11, Dealers in Securities

If'S is a dealer in securities under
section 475 and sells securities to B, a
nondealer, the proposed regulations
require 5 to treat any gain or loss on the

sale as an intercompany ttem.
Furthermore, under the single entity
approach of the matching rule, B must
continue to mark to market securities
acquired from S.

Several commentators argued that this
approach is inconsistent with proposed
regulations under section 4735, which
require 5 to mark to market the security
immediately before the transfer, and
take any gain or loss into account
Imunediately {that is, the gain or loss is
not subject to deferral under the prioc
intercompany transaction regulations).

Although the rules applicable 1o these
types of transactlans under the
proposed regulations and the proposed
section 475 regulations differ, the effects
of these transactions on consolidated
taxable income are generally the same.
That is, the dealer’s gain or loss is taken
into account in the taxable year of the
transfer.

The approach of the proposed
intercompany transaction regulations is
consistert with the general single entity
principle, and has been retained in the
final regulations. Nevertheless, the
Treasury and the IRS will continue to
consider the most appropriate treatment
of Wese transactions, in view of the
underlying purposes of these
regujations and section 475, The
Treasury and the IRS anticipate that
upcoming regulations under section 475
will address any remaining
inconsistencies in the approach. and
wil] provide exceptions to the single
entity approach if appropriate.
Comments and suggestions on this
subject are welcorme.

2. Changes to Section 267 Regulatians

The proposed regulations under
section 267(f) generally provide that
losses from sales or exchanges of
property between related parties are
taken into account in the same manner
as is provided in the timing provisions
of the regulations under § 1.1502-13.
Several technical changes have been
incorporated into the final regulations
under section 267.

Four example, the regulations clarify
that 1o the extent 5's loss would have
been treated as a noncapital,
nondeductible amount under the
attribute rules of the regulations under
§1.1502-13, the loss is deferred under
section 267(f) until § and B are no
longer in a controlled group relationship
with each other. Section 267 is intended
to prevent a taxpayer from taking a loss
inte account from the sale or exchange
of property when the property continues
to be held by a member of the same
controlied group. Under §1.1502-13,
$'s loss might be taken into account but
redetermined to be noncapital or

nondeductible, permanently preventing
the loss from being taken into account.
It could be argued that this is the result
of the attribute provisians of §1.1502—
13, which do not apply under section
267(f). nor a result of the timing
provisions of §1.1502-13, and thus, a
controlted group member could take its
loss inte account. The change made in
the final regulations assures that the
purpose of section 267 is not defeated
as a result of the non-application of the
anribute redetermination rules of
§1.1502-13 for purposes of section
2671f).

The proposed regulations also require
loss deferral similar (o section 267 (d)
when B transfers property acquired at a
fossfroin 5 t0 a nonmember related
party. This provision has been modified
in the final regulations to inciude
parties described In section 707{b} as
related parties to prevent avoidance of
the rules of section 267 through the use
of related parinerships.

13 Election o Deconsolidate

Section 1.1502-75 authorizes the
Commissioner to grant all groups, or
groups in a particufar class, permission
to discontinue filing consotidated
returnis if any provision of the Code or
regulations has been amended and the
amendment could have a substantial
adverse effect relative to the filing of
separate returns. The Commissioner has
determined that it is generally
appropriate to grant permissiun to
discontinue filing conselidated returns
as a result of the amendments made in
these regulations. To lessen taxpayer
burden and ease adininkstrability,
permission will be granted without
requiring the group to demonstrate any
adverse effect. The Treasury and the IRS
intend to issue, prior to January 1, 1996,
a revenue procedure pursuant to which
Broups may receive permission to
deconsolidate effective for their first
taxable year to which these regulations
apply. Permission for a group to
deconsolidate will be granted under
terms and condltions similar to those
peeseribed in Rev. Proc. 95-11 {1995-4
[R.B. 18).

D. Effective Dates

The regulations ace effective in years
beginning on or aiter July (2, 1995. For
dates of applicability, see §1.1502-13()).

E. Special Analyses

It has been determined that this
Treasury Decision is not a significant
regulatory action as defined in EQ
1Z866. Therefore, a regulatory
assessment is not required. 1t 15 hereby
certified that these regulations do not
have a significant economie impact on
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a substantial number of small entities.
This certification is based on the fact
that these regulations will primarily
affect afTiliated groups of corporations
that have elected to file consclidated
returns, which tend to be larger
businesses. The regulations also govern
certain transactions between members
of conirotled groups of corpocations, but
generally produce the same results for
such transactions as current law, The
cegulations do not significantly alter the
reporting of recordkeeping duties of
small entitiec. Therefore, a Regulatory
Flexibility Analysis under the
Regulatory FlexIbility Act (§ US.C.
chapter 6) is not required. Pursuant to
section 7805(f) of the Internal Revenue
Code. the notice of proposed rulemaking
preceding these regulations was
submitted to the Small Business
Administration for comment on its
impact on small business.

List af Subjects

26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Federal Register / Vol. 60, No.

137 / Tuesday, Julv 1R

26 CFR Parr 602

Reporting and recordkeeping
requirements,

Adaption of Amendments to the
Regulations

Accardingly. 26 CFR parts 1 and 602
are amended as fallows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part [ is amended by revising the entries
for §§ 1.1502-~13, 1.1502-33, and
1.1502-80. as set forth below; by
cemaving the entries for sections
T1.468-17, V1469 1T, "1.1502-13T",
"11502-14", and "1.1502-14T"; and
adding the remaining entsies in
numerical order to read as follows:

Authority: 26 U.S.C. 7805 % * *

Section 1.108-3 also Issued under 26 U.S.C.
108, 267, and 1502. * * *

Section 1.267(0~1 also issued under 26
US.C. 267 and 1502, * * *

Section 1.460-4 also issued under 76 [J.5.C.
464G and 1502.* * *

Seciion 1.469-1 also Issued under 26 U.S.C.

Section 1 46%-1T also issued under 26 .S ¢
469, * * *

Section 1.1502-13 alsa issued under 26
U.5.C. 1CB, 337, 446, 1275, 1502 and
{503. * E ¥

Section 1.1502-17 also issued under 2C
U.5.C. 446 and 1502,

Section 1.1502-18 alsn issued under 26
U.5.C. 1502, *

Section 1.1502-26 also issued under 26
USC 1302 % *+ *

Section I.1502-33 alsa issued under 26
UscC 502> *

Secrjon 1.1502-79 also issued under 26
U.S.C 1502 * * ¢

Section 1.1502-80 also issued under 26
U3 1502+ -

Par. 2. In the list below, for each
locatlen indicated in the left column,
remove the Janguage in the middle
column from that section, and add the
language in the right column.

Affected section

460, * * *
T

Remove

Add

1.167(@y-(1Td)(AKvK ), 18t zentence .........

1.167(c Yal(5) ..
1 263A—1T{h}{2}{v1}{5) 2nd ‘sentence ..
1.263A1T{el 1){i), 151 sentence ..........oreeen
1.263A-1T(a}l{1)tH), ath sentence ..........ccveeee
1.263A-1T(e}{ 1{it}, 4th sentence .................
1.263A-1T{e)( 1M}, Tth sentence . ...,
1.263A-1T{e)( )i}, Tth sertence .
1.263A-1T{e) \HWKA) Exavnpie, 2nd semence
1.263A-1T{e)(1)(iiHA) Exampie, 41h sentence .
1.275-6(b}4) .

1. 33?(d}—1(a)(5} Eanp.b 8{) Sh semence
1.337{d}-1{a)(5) Example 8/}, 1st semenoe
1.337{d}-1(a)(5) Example &fi), 2nd sentence .
1.337(c)-2(g){1), 2rd Sentence .

1.338-4{R{4) Exampb (é’Xa}
1.389-7{e}10) ocrvrerre..s

1.861-8T(9)(2)(1}, concluding lext .. ...
1.861-8T{d}(2){i}, conctuding text ...
1.861 8T{d){2}(i). conckuding text ...
1.861-9T(0) (2)(iv), paragraph heading ...
1.867-8T{ui(2)(iv), 1st zontence ... ...
1.1502-3{a)(2} .. .
1.1502-4(j} Exampfe (I}, Gth sen{ence

3 1B02-9{N Example B} ... e

LABTRAZ{B) eomerr s seesiee e ssre e erres e soane st
1502 12GHZE o oo eeesrees e e oo,

1.1502-22{a}3} .
1.1502-22[a}{3) E.rmpfa ()
1.1502-26{b). second sentence ......... .
1.1502-47 (@) A)h), first senfence ..
1.1502-47{e){4)(iv) Example 4, third sentence

1.1572-47(e){d){iv) Exampie 4, fourth sentence
1.1502-47{e){4)liv) Example 4 chan heacer ...

which results in “deferred gain of loaa” within
the meaning of paragraph it} of 1.1502-13.
. 1.1502-13, and 1.1502-14
a deterred inlercornpany transachon
a deferred mlercnmpany ransaction ...
1.1502-13{cK2) .
deforred.
"defarred |ntercompany fransaction” ...
defined .. . .
1.1502- 13(c)
1.1502-13(c) ..
L § 115024 137 §1 1502-14 or §1 1502 14T
1. 1502-13{c) .. -
1.1502-13(¢) .
1.1502- 13(f}(1)ﬂ. 1.267{1')—2T(e)i1)
1.1502-13T, 1.1502-14, and 1. 1'602—14T

.......

1.1502-131h ..
paragraph {c){'l) of §1 1502—14 for the deier-
al,

1.1502-13(c)(2) ..
dederred.

AR L7 L TN - U
delerred.
deferred 1rnarcompany transaciions .
1A502-13(8)(1) oo -

Under §1. 1502-13

a restbration eveni under section 1.1502-13{1)
oaceurs.
5§1.1802-13 and 1.1502-14 . ........
a deterred irtercompany lransaction aa de-
fined in § 1.1502-13{a}{2).
1.1502-14,.
paragraph {g), (e), or () of §1.150Q-13
paragraph {a)(1) of §1.1502-14 .
65 1.150213(M, 1150214, oo
deferred  imlercompany 1ransac1|ons (5ee
§ 1.1502-13(a)(2)}.
1.1502=-13(H{1)(v) .. .
Deoterred miprmmpany 1ransact|0ns be!ween .

and 1.1502-13

an intercompany transaction
an intercompany t-ansaction
1.1502-13

“intercompany irahsaction”
as used

1.1802-13

1.1502-13

1.15802-13

1.1502-13

1.1502-13, 1.2674{1—1

and 1.1502-14 {as contained in the 26 GFR
pan 1 edivion revised as of Aprl 1, 1095)

1.1802--13

§ 1.1502-13 for the treatment

1.1502-13
1.1502-13

Intercompany iransactions

1.1502-13(h)

Under §1.1502-13 (as contsined in the 26
CFR pan 1 edfion revised as of April 1,
1995)

the intercomparty gain is taken into aceount
under § 1.1502-13

§1.1802-13

an inlercompany transachion as defired in
§1.1502-13

§1.1502-13

§1.1502-13

§§1.150213,

intercompany Iransactions {see § 1.1542-13}

$.1502-13
intercaompany transactions belween
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Affected section

Remove

Add

1.1502-47{e)d)(iv) Example 4, chart header ...

1.1502-47(£{3), first senlence ...
1.1502-47{r), second sentence .

1/1603-2(A)(4) Example 1 iii), fourth sentence'
1.1503-2{d)(4) Examp.@ H (m), Tourth sentence

1.1552-Ya{2)iije) ..

1.1502-13(({1 {iv}
1.1502-14,.
deterred.
deferred.
FAB0Z2-13(AM2) oo s
1.1502-14

1.1502-13

1.1502-13
1.1502-13 () and (g)

Par. 3. Section 1.108-3 is added to
read as follows:

§1.106-3 Intercompany losses and
deductions.

(a) General rule. This section applies
to certain losses and deductions from
the sale, exchange, or other transfer of
property between corporations that are
members of a consolidated group or a
controlled group {an intercompany
transaction]. See section 267 (f)
{controlled groups) and §1.1502-13
(consolidated groups) for applicable
definitions. For purposes of determining
the attributes to which section 108(b}
applies, a loss or deduction not yet
taken into account under section 267 (f)
or §1.1502-13 (an intercompany loss or
deduction} is treated as basis deseribed
in section 108(b) that the transferor
retains in property. To the extent a loss
not yet taken into account is reduced
under this section, it cannot
subsequently be taken into account
under section: 267{f) or §1.1502-13. For
example, if S and B are corporations
filing a consolidated return, and S sells
land with a $100 basis ta B for $90 and
the $10 loss is deferred under section
267(f} and § £.1502~13, the deferred loss
is treated for purposes of section 108(b)
as $10 of basis that S has in land {even
though S has no remaining interest in
the {and sold to B} and is subject to
reduction under section 108(b)(2)(E).
Similar principles apply, with
appropriate adjustments, if S and B are
members of a controlled group and S's
loss is deferred only under section
267(f).

{b) Effective date. This section applies
with respect to discharges of
indebtedness cecurring on or after
September 11, 1995.

§1.167{a}-11 [Amended])

Par. 4. Section 1.167(a)-11{d}(3) (v} (e}
is amended by removing the second
sentence of Example (3).

Par. 5. In §1.263A-1, paragraph
{(H{1H{i)){B), the last sentence is revised
to read as follows:

§1.263A-1 Uniform capitaiization ot coats.

* % * * *
U} okt
EU & « ¥

{ii) Y

B) * * * See§1.1502-13,
* * * % '3

Par. 6. Section 1.267{D-1 is revised to
read as follows: § 1.267(9~1 Controfled
groups.

(a} In generai—(1) Purpose. This
section provides rules under section
267(f) to defer losses and deductions
from certain transactions between
members of a controlled group
{intercompany sales). The purpose of
this section is to prevent members of a
conirolled group from taking into
account a luss or deduction solely as the
result of a transfer of property between
a selling member (S) and a buying
member {B}.

(2) Application of consolidated return
principles. Under this section, 5's loss
or deduction from an intercompany sale
is taken into account under the timing
principles of §1.1502-13 (intercompany
transactions between members of a
consolidated group). treating the
intercompany sale as an intercompany
transaction. For this purpose:

{i) The matching and acceleration
rules 0f §1.1502-13 (c) and (d). the
definitions and operating rules of
§1.1502-13 {b) and (j}, and the
simplifying rules of § 1.1502-13(e)(1)
apply with the adjustments in
paragraphs (b} and (¢} of this section to
reflect that this section—

(A) Applies on a controlled group
basis rather than consolidated group
hasis; and

(B] Generally affects only the timing
of a loss or deduction, and not it's
artributes {e.g., its source and characten
or the holding period of property.

(ii) The special rules under §1.1502-
13(f) (stock of members) and (g}
{obligations of members) apply under
this section only to the extent the
transaction is also an intercompany
transaction to which § 1.1502-13

lies.

gii) Any election under §1.1502-13
to take items into account on a separate
entity basis does not apply under this
section. See §1.1502-13(e)(3).

(3) Cther law. The rules of this section
apply in addition to other applicable
{aw {including nonstatutory authorities),
For example, to the extent a Joss or
deduction deferred under this section is
from a transaction that is alse an
intercompany transaction under

§1.1502-13(b)(1), attributes of the loss
or deduction are also subject to
recharacterization under §1.1502-13.
See also, sections 269 {acquisitions o
evade or avoid income tax) and 482
{allocations among commonly
conirolled taxpayers). Any loss or
deduction taken into account under this
section can be deferred, disallowed, or
eliminated under other applicable law.
See, for example, section 109} (loss
eliminated on wash sale}.

[b) Definitions and operating rules.
The definitions in § 1.1502-13{b) and
the operating rules of § 1.1502-13(j)
apply under this section with
appropriate adjustments, Including the
following:

(1) Intercompany sale. An
intercompany sale is a sale, exchange, or
other transfer of property between
members of a controlled group, if it
would be an intercompany transaction
under the principles of §1,1502-13,
determined by treating the references to
a consolidated group as references to a
controlled group and by disregarding
whether any of the members join in
filing consolidated retums.

(2) S's losses or deductions. Except to
the extent the intercompany sale is also
an intercompany transaction to which
§1.1502-13 applies, 8's losses or
deductions subject to this section are
determined on a separate entity basis.
For example, the principles of §1.1562--
13(b){2}{iii) {treating certain amounts
not yet recognized as items to be taken
into account) do not apply. A loss o
deduction is from an intercompany sale
whether it is directly or indirectly from
the intercompany sale.

(3} Contralled group; member, For
purpoeses of this section, a controlled
group 1s defined in section 267(f}. Thus,
a controlled group Includes a FSC (as
defined in section 922) and excluded
members under section 1563{b}{2), but
does not include a DISC {as defined in
section 992). Corporations remain
members of a controlled group as long
as they remain in a controlled group
refationship with each other. For
example, corporations become
nenmembers with respect to each ather
when they cease to be in a controlled
group relatinnship with each other,
rather than by having a separate return
year (described in § 1.1502-13(}(7)).
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Further, the principles of §1.1502-
13(j}(8) {former commeoen parent treated
as continuation of group} apply to any
corporation if, immediately before it
becormes a nommember, it is both the
selling member and the owner of
property with respect to which a loss or
deduction is deferred (whether or not it
becomes a member of a different
controtied group filing consolidated or
separate returns). Thus, for example, if
S and B merge together in a transaction
described in section 368(a)(1){A), the
surviving corporation is treated as the
successor to the other corporation, and
the controlled group relationship is
treated as continuing.

{4) Consolidated taxable income.
References to consolidated taxable
income (and consolidated tax liability)
include references to the combined
taxable income of the members (and
their combined tax liability). For
corporations filing separate returns, it
ordinarily will not be necessary to’
actuatly combine their taxable incomes
(and tax liabilities) because the taxable
income (and tax lHability) of one
corporation does not affect the taxable
income {or tax liability) of another
corporation. ’

{c) Matching and acceleration
principles of § 1.1502-13—(1)
Adjustments to the timing rules. Under
this section, S's losses and deductions
are deferred until they are taken into
account under the timing principles of
the matching and acceleration rules of
§1.1502-13(c} and {d) with appropriate
adjustments. For example, if 5 sells
depreciable property to B at a loss, §'s
loss is deferred and taken into account
under the principles of the matching
rule of § 1.1502~13(c) to refiect the
difference between B's depreciation
taken into account with respect to the
property and the depreciation that B
would take into account if S and B were
divisions of a single corporation; if S
and B subsequently cease to be ina
controlled group relationship with each
other, §'s remaining loss is taken into
account under the principles of the
acceleration rule of §1.1502~13(d). For
purposes of this section, the
adjustments to § 1.1502-13 (c) and (d)
inciude the following:

(i) Application on cantralled group
basis. The matching and acceleration
rules apply on a controlled group basis,
rather than a consolidated group basis.
Thus if S and B are wholly-owned
mesmbers of a consolidated group and
21% of the stock of S is sold to an
unrelated person, S's loss continues to
be deferred under this section because
S and B continue to be members of a
conirolled group even though § is no
longer a member of the consolidated

group. Similarly, 5's loss would
continue to be deferred if S and B
refnain in a controlied group
relationship after both corporations
become nonmembers of their former
consolidated group.

(1) Different taxable years. If S and B
have different taxable years, the taxable
years that include a December 31 are
treated as the same taxable years. If S or
B has a short taxable year that does not
include a December 31, the short year is
treated as part of the succeeding taxable
year that does include a December 31.

{ili} Transfer to a section 267(b) or
707{b) related person. To the extent S's
loss or deduction from an intercompany
sale of property is taken into account
under this section as a result of B's
transfer of the property to a nonmember
that is a person related to any member,
immediately after the transfer, under
sections 267(b) or 707(b}, or as a result
of S or B becoming a nonmember that
is related to any member under section
267(b) (for example, if S or B becomes
an S corporation), the loss or deduction
is taken into account but allowed only
to the extent of any income or pain
taken into account as a result of the
transfer. The balance not allowed is
treated as a loss referred to in section
267{d) if it is from a sale or exchange by
B (rather than from a distwibution).

{iv} B's itern is excluded from gross
inceme or noncapital and
nondeductible. To the extent S's loss
would be redetermined to be a
nencapital, nondeductible amount
under the principles of §1.1502-13 but
is not redetermined because of
paragraph (c}{2) of this section, then, if
paragraph (c}{1){iii) of this section does
not apply. S's loss continues to be
deferred and is not taken into account
until S and B are no longer ina
controlled group relationship. For
example, if 3 sells all of the stock of
corporation TtoBatalossand T
subsequently liguidates into B ina
transaction qualifying under section
332, 5's loss 15 deferred until S and B
{including their successors) are no
longer in a controlled group
relationship. See §1.1502-13(c} (8} (i1).

(v) Circularity of references.
References to deferral or elimination
under the Internal Revenue Code or
regulations do not include references to
section 267(f) or this section See, e.g.,
§1.1502-13{a)(4) (applicability of other
law).

(2) Attributes generally not affected.
The matching and acceleration rules are
not applied under this section to affect
the attributes of S's intercompany item,
or cause it to be taken into account
before it is taken into account under $'s
separate entity method of accounting,

However, the attributes of S's
intercompany itemn may be
redetermined, or an itern may be taken
into account earlier than under 5's
separate entity method of accounting, o
the extent the transaction is also an
intercompany transaction to which
§1.1502-13 applies. Similarly, except to
the extent the transaction {s also an
intercompany transaction to which
§1.1502-13 applies, the matching and
acceleration rules do not apply to affect
the timing or attributes of B's
corresponding items.

{d) Intercompany sales of inveatary
involving foreign persons—(1} General
rule. Section 267 (a}{1) and this section
do not apply to an intercompany sale of
property that is inventory (within the
meaning of sectlon 1221{1})} in the
hands of both S and B, if—

{i) The intercompany sale is in the
ordinary course of 8's trade or business;

(i) S or B is a foreign corporation; and

(iil) Any income or loss realized on
the intercompany sale by S or B is not
income or loss that is recognized as
effectively connected with the conduct
of a rade or business within the United
States within the meaning of section 864
{unless the income is exempt from
taxation pursuant to a treaty obligation
of the United States).

(2) Intercompany sales involving
related partmerships. For purposes of
paragraph {(d)(1} of this section, a
partnership and a foreign corporation
described in section 267 (b){10) are
treated as members, provided that the
income or loss of the foreign corporation
is described in paragraph (d}{1}{iii) of
this section,

{3} Intercompany sales in ordinary
course. For purposes of this paragraph
(d}, whether an intercompany sale is in
the ordinary course of business is
detenmined under all the facts and
clrcumstances.

{e) Treatment of a creditor with
respect ta 4 loan in norfunctional
currency. Sections 267(a){1) and this
section do not apply to an exchange loss
realized with respect to a loan of
nonfunctional currency if—

{1) The loss is realized by a member
with respect to nonfunctiorfal currency
loaned to another member:

(2} The loan is described in § 1.988-
Ha)2)(:

[3) The loan s not ina
hyperinflationary currency as defined in
§1.988-1{f); and

{4) The transaction does not have as
a significant purpose the avoidance of
Federal income tax.

(f) Receivables. If S acquires a
receivable from the sale of goods or
services to a nonmembper at a gain, and
S sells the receivable at fair market
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value to B, any loss or deduction of S
from its sale to B is not deferred under
this section to the extent it does not
exceed S's income or gain from the sale
to the nonmember that has been taken
into accournt at the time the recelvable
is seld to B.

(g) Earnings and profits. A loss or
deduction deferred under this section is
not reflected in 5's earnings and profits
before it is taken inte account under this
section. See, e.g., §§1.312-6(a), 1.312-7,
and 1.1502-33(c)(2).

(h) Anti-avoidance rule. If a
transaction is engaged in or structured
with a principal purpose to avoid the
purposes of this section (including, for
example, by avoiding treatment as an
intercompany sale or by distorting the
timing of losses or deductions),
adjustments must be made to carry out
the purposes of this section.

(i) [Reserved]

{j} Examples. For purposes of the
examples in this paragraph (), unless
otherwise stated, corporation P owns
715% of the only class of stock of
subsidiaries S and B, X is a person
unrelated to any member of the P
controlled group, the taxable year of all
persons is the calendar year; all persons
use the accrual method of accounting,
tax liabilities are disregarded, the facts
set forth the only activity, and no
member has a special status. Ifa
member acts as both a selling member
and a buying member (e.g., with respect
to different aspects of a single
transaction, or with respect to related
transactions}, the member is referred as
to M {rather than as S or B). This section
is illustrated by the {following examples.

Example 1. Matching and acceleration
rules. (a} Facts. S holds land for investment
with a basis of $130-0On January 1 of Year
1. S selis the land to B for $100. On a
separate entity basis, 5's loss is long-term
capital loss. B holds the land for sale to
custorners In the ordinary course of business.
Dn july 1 of Year 3, B sells the land 10 X for
$110.

(b} Marching rule. Under paragraph {b)(1)
of this section, 5's sale of land to B is an
intercompany sale. Under paragraph (c){1} of
this section, 5's $30 loss is taken into account
under the timing principles of the matching
rule of § 1.1502-13(c) to reflect the difference
for the year between B's corresponding iterms
taken into account and the recomputed
corresponding items. If 3 and B were
divisions of a single corporation and the
intercompany sale were a transfer between
the divisions, B would succeed to 5's $§130
basis in the land and would have a $20 loss
from the sale to X in Year 3. Consequently,

S takes no loss into account n Years 1 and
2. and takes the entire 330 loss into account
in Year 3 to reflect the $30 difference in that
year between the $10 gain B takes into
account and its $20 recomputed loss The
attributes of 5's intercompany items and B's

corresponding items are determined on a
separate entity basis. Thus, S's $30 loss is
long-term capital loss and B's $10 gain is
ordinary income.

{c} Acceleration resulting from sale of B
stock. The facts are the same as in paragraph
(a} of this Example I, except that on July 1
of Year 3 P sells all of its B stock to X (rather
than B's selling the land to X). Under
paragraph {c)(1} of this section, $'s $30 loss
is taken into account under the timing
principles of the acceleration rule of
§1.1502-13{d) immediately before the effect
of treating S and B as divisions of a single
corporation cannot be produced. Because the
effect cannot be produced once B becomes a
nonmember, S takes its $30 loss into account
in Year 3 immediately before B becomes a

nonmember. 5's loss Is long-term capltal loss.

(d} Subgroup principles applicable to sale
of S and B stock. The facts are the same as
in paragraph (a) of this Example I, except
that on July 1 of Year 3 Psellsali of Its 5
and B stock to X [rather than B's selling the
land to X). Under paragraph {b){3) of this
section, S and B are considered to remain
members of a controlled group as long as
they rematin in a controlled group
relationship with each other (whether or not
in the original controlled group). P's sale of
their stock does not affect the controlled
group relationship of 5 and B with each
other. Thus, 5's loss is not taken into account
as a result of P's sale of the stock. Instead,
S's loss is taken into account based on
subsequent events (e.g., B's sale of the land
1o a nonmernber).

Example 2. Distribution of loss property.
{a) Facts. S holds land with a basis of $130
and value of $100. On January 1 of Year 1,

S distributes the land to P in a transaction
to which section 311 appiles. On July 1 of
Year 3, P sells the land to X for $110.

{b} No loss taken into account. Under
paragraph (b}(2} of this sectlon, because P
and S are nat members of a consolidated
group, §1.1502-13(0{2){111) does not apply to
cause S ta recognize a $30 loss under the
princlples of section 311{b). Thus, 5has no
loss to be taken into account under this
section. (If P and S were members of a
consolidated group, § 1.1502-13(0(2] (1ii)
would apply to 5's loss in addition o the
rules of this section, and the loss would be
taken into account in Year 3 as a result of P's
sale to X}

Example 3. Loss not yet taken into account
under separate entity accounting method. (a)
Facts. S holds land with a basis of $130. On
January 1 of Year 1, 5 sells the land to B at
a $30 loss but does not take into account the
loss under its separate entity method of
accounting until Year 4. On July 1 of Year 3,
B sells the land to X for $110.

(b} Timing. Under paragraph (b}(2) of this
section, 5's loss is determined on a separate
entity basis. Under paragraph (c){1} of this
section, S's 1oss is not taken Inko account
before it is taken into account under 5's
separale entity method of accounting. Thus,
although B takes its corresponding gain into
account in Year 3. 5 has no loss to take into
account until Year 4. Once S's loss is taken
into account in Year 4, it is noy deferred
under this section because B's corresponding
gain has already been taken into account. (if

S and B were members of a consolidated
group, S would be treated under §1 (502-
13{b)(2}{iii) as taking the loss Into acecount in
Year 3)

Example 4. Consolidated groups. (a) Facts.
P owns all of the stock of 5 and B, and the
P graup is a consolidated group. S holds land
for investment with a basis of $130. On
January 1 of Year 1, 5 sells the land to B for
$100. B holds the land for sale to customers
in the ordinary course of business. On July
1 of Year 3, P sells 25% of B's stock to X.

As aresult of P's sale, B becomes a
nanmember of the P consolidated group but
S and B remain in a controlled group
relationship with each other for purposes of
section 267 {f}). Assume that if S and B were
divisions of a single corporation, the itemns of
5 and B from the land would be ordinary by
reason of B's activities.

(b) Timing and attributes. Under paragraph
(a){3) of this sectlon, 8's sale ta B is subject
to both § 1.1502-13 and this section. Under
§1.1502-13, 5's loss is redetermined to be an
ordinary loss by reason of B's activities.
Uncder paragraph {bj{3} of this section,
because 5 and B remain in a controlled group
relationship with each other, the loss is not
taken into account under the acceleration
rule of §1.1502-13(d) as modified by
paragraph {c] of this section. See §1.1502-
13(a}(4). Nevertheless, S's loss is
redetermined by § 1.1502-13 to be an
ordinary loss, and the character of the loss is
not further redetermined under this section.
Thus, the loss continues to be deferred under
this section, and will be taken into account
as ordinary loss based on subsequent events
{e.g.. B's sale of the land to a nanmember).

{c) Resale to controlled group member. The
facts are the same as in paragraph (a) of this
Example 4. except that P owns 75% of X's
stock, and B resells the land to X {rather than
P's selling any B stock). The results for S's
loss are the same as in paragraph (b) of this
Example 4. Under paragraph {b) of this
section, X is also in a controtled group
relationship, and B's sale to X is a second
intercompany sale. Thus, 8's toss continues
to be deferred and is taken into account
under this section as ordinary loss based on
subsequent events (e.g.. X's sale of the land
te a nonmember}.

Example 5. intercompany sale followed by
instaliment sale. (a) Facts. S holds land for
Investment with a basis of $130x. On January
1 of Year 1, 5 sells the land to B for $100x.

B holds the land for investment. On July |

of Year 3, B sells the land to X in exchange
for X's $110x note. The note bears a market
rate of interest in excess of the applicable
Federal rate, and provides for principal
payments of $55x in Year 4 and $55x in Year
5. Section 453A applies to X's note”

[b) Tirning and aitributes, Under paragraph
{c) of this section, 8's $30x loss is taken into
account under the timing principles of the
matching rule of § 1.1502-13{c} to reflect the
difference in each year between B's gain
taken into account and its recomputed loss.
Under section 453, B takes inte account $5x
of gain in Year 4 and in Year 5, Therefore.

S takes $20x of its loss into account in Year

3 to reflect the $20x difference in that year
between B's 30 loss taken into account and
its $20x recormnputed loss. In addition, 5 takes
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$6x of its loss into account 1n Year 4 and in
Year 5 to reflect the $5x difference in each
year between B's 35x gain taken intt account
and its $0 recomputed gain. Although 5 takes
into account a loss and B takes into account
a gain, the attributes of B's $10x gain are
determined an a separate entlty basis, and
therefore the interest charge under section
453A(c) applies to B's $10x gain an the
installment sale beginning in Year 3.

Example 6. Sectlon 721 transfer to a
related nonmember. (a) Facts. 5 owns land
with a basis of $130. On January 1 of Year
1, S seils the land to B for $100. On July 1
of Year 3. B transfers the land to a
partnezship in exchange for a 40% interest in
capital and profits in a transaction to which
section 721 applies. P also owns a 25%
interest in the capital and profits of the
parmership.

(b} Timing. Under paragraph (¢)(1}(iii} of
this section, because the partniership isa
nonmember that is a related person under
sections 267(b) and 707{(b). $'s $30 loss is
taken into account in Year 3, but only to the
extent of any income or gain taken Lnto
account as a result of the transfer. Under
section 721, no galn or loss is taken into
account as a result of the transfer to the
pactnership, and thus none of §'s loss is
taken into account. Any subsequent gain
recagnized by the partnership with respect to
the property is limited under section 267(d).
{The results would be the same if the P group
were a consolidated group, and 5's sale 1o B
were also subject to §1.1502-13))

Example 7. Receivables. (a) Controlled
group. 5 owns goods with a $60 basis. In
Year |, S sells the goods to X for X's $100
note. The note bears a market rate of interest
in excess of the applicable Federal rate, and
provides for payment of principal in Year 5.
S takes into account $40 of incorme in Year
1 under its method of accounting. in Year 2,
the fair market value of X's note falls to $90
due to an increase in prevailing market
wnterest rates, and S sells the note 10 B for its
390 fair market value.

(b} Loss not deferred. Under paragraph (f}
of this section, S takes its $1{ loss into
account in Year 2. {If the sale were not at fair
market value, paragraph (f) of this section
would not apply and none of 5's $10 loss
waould be taken into account in Year 2)

{c) Consolidated group. Assume instead
that P owns all of the stock of § and B, and
the P group is a consolidated group. In Year
1, S sells to X goods having a basis of $90
for X's $100 note (bearing a market rate of
interest in excess of the applicable Federal
rate, and providing for payment of principal
in Year 5], and 5 takes into account $10 of
income in Year | [n Year £, S sells the
receivable to B for its $85 fair market value.
In Year 3, P sells 25% of B's stock to X.
Although paragraph (f] of this section
provides that $10 of 5's loss (i.e., the extent
to which $'s $15 loss does not exceed its $10
of income)} is not deferred under this section,
S's entire $15 loss is subject to §1.1502-13
and none of the loss is taken into account in
Year 2 under the marching rule of §1 1502~
13{c). See paragraph (a){3) of thus section
{continued defecral under §1.1502-13). P's
sale of B stock results in B becoming a
nonmember of the P consolidated group in

Year 3. Thus, 5's $15 laoss is taken into
account in Year 3 under the acceleration rule
of §1.1502-13(d). Nevertheless, B remains in
a controlled group relationshlp with § and
paragraph {f) of this section permits only $10
of $'s oss to be taken into acrount [n Year

3. See §1.1502-13(a){4) {continued deferral
under section 267}, The remaining $5 of S's
loss continues to be deferred under this
section and taken into account under this
section based on subsequent events (e.g., B's
collection of the nate or F's sale of the
remaining B stock to a nonmember).

Example 8. Selling member ceases to be a
member. (a) Facts. P owns all of the stock of
S and B, and the P group is a consolidated
group. S has several historic assets, including
land with a basis of $130 and value af $10{.
The land is not essential to the operation of
5's business. On January 1 of Year 1, S sells
the land to B for $100. On July 1 of Year 3,

P teansfers all of 5's siock to newly formed

X in exchange for a 20% interest In X stock
as part of a transaction to which sectlon 351
applles. Although X holds many other assets,
a princlpal purpose for P's transfer is to
accelerate taking S's $30 loss into account. P
has no plan or intentlon to dispose of the X
stock.

(b} Timing. Under paragraph (¢) of this
section, 5's $30 loss ordinarily is taken inta
account immediately hefore P's transfer of
the S stock, under the timing principles of
the acceleration rule of §1.1502-13(d).
Although taking 5's loss Into account results
in a $30 negative stock basis adjustment
under §1.1502-32, because P has no plan or
intention to dispase of Its X stock, the
negative adjustment will not immediately
affect taxable income. P's transfer accelerates
a loss that otherwlise would be deferred. and
an adjustiment under paragraph (b} of this
section 1s required. Thus, 5's loss is never
taken into account, and 5's stock basis and
earnings and proflts are reduced by $30
under §§ 1.1502-32 and 1.1502-33
immediately befare P's transfer of the S stock.

{c) Nonhistoric assets. Assume instead that,
with a principal purpose to accelerate taking
into account any further loss that may accrue
in the value of the land without disposing of
the land outslde of the controlled group, P
forms M with a $100 contribution on January
1 of Year | and S sells the land to M for $100.
On December 1 of Year 1, when the value of
the land has decreased to $90, M sells the
land to B for $30. On July 1 of Year 3, while
B stll] owns the land. P sells all of M's stack
to X and M becomes a nonmember. Under
paragraph {(c] of this section, M's $10 loss
ordinarily is taken into account under the
timing principies of the acceleration rule of
§ 1 1502-13{(c) immedjarely before M
becomes a nonmember. (S's $30 loss is not
taken into account under the timing
principles of § 1.1502-13{c} or §1.1502-13(d)
as a result of M becoming a nonmember, but
is taken into account based oni subsequent
events such as B's sale of the land to a
nonmember or P's sale of the stock of S ar
B t0 a nonmember.) The land is not an
histeric asset of M and, although taking M's
lass inta account reduces P's basis in the M
stock under § 1.1502-32, the negative
adjustment only eliminates the $10 duplicate
stock loss. Under paragraph th) of this

section, M's loss Is never taken into account.
M's stock basis, and the earnings and profits
of M and P, are reduced by $10 uader
§81.1502-32 and 1.1502-33 immediately
before P's sale of the M stock.

(k) Crass-reference. For additicnal
rules applicable to the disposition or
deconsolidation of the stock of members
of consolidated groups, see §§1.337(d}-
1, 1.337(d)-2, 1.1502-13T(f]{6), and
1.1502-20.

(ty Effective dates—(}) In general. This
section applies with respect 1o
transactions occurring in 5's years
beginning on or after July 12, 1995. if
both this section and prior law apply to
a transaction, or neither applies, with
the result that itemns are duplicated,
omitted, or eliminated in determining
taxable income {or tax liability), or items
are treated inconsistently, prior law
(and not this section} applies to the
transaction.

{2) Avoidance transactions. This
paragraph (1){2) applies if a transaction
is engaged in or structured on or after
April 8, 1994, with a principal purpose
to avoid the rules of this section
applicable to transactions occurring in
years beginning on or after July 12,
1995, to duplicate, omit, or eliminate an
item in determining taxable income {or
tax liability), or to treat items
Inconsistently. If this paragraph (1)(2)
applies, appropriate adjustments must
be made in years beginning on or after
July 12, 1995, to prevent the avoidance,
duplication, omission, elimination, or
inconsistency.

(3) Prior law. For transactions
occurring in S’s years beginning before
July 12, 1995 see the applicable
regulations issued under sections 267
and 1502. See, e.g.. §§ 1.267{)-1.
1.267()-1T, 1.267({)-2T, 1.267{H-3.
1.1502-13, 1.1502~13T, 1.1502-14,
1.1502- 14T, and 1.1502-31 (as
contained in the 26 CFR part 1 edition
revised as of April 1, 1995).

§§1.267(1-1T, 1.267(1-2T, and 1.267{1}-3
{Removed]

Par. 7. Sections 1.267(0-1T, 1.267(f)-
2T, and 1.267(f)-3 are removed.

Par. B, Section 1.460-0 is amended in
the table of contents by revising the
entries for § 1.460-4 to read as follows:

§1.460-0 Outline of regulations under
section 460.

» * * x *

§1.460-4 Methods of accounting for long-
term contracts.

{a) through (1) [Reserved]

{j) Consol!dated groups and consrolled
graups.

(1} Intercompany transactions.

{i) In general.

{1i) Definitions and nomenclature.
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(2] Example

(3} Effective dates.

{i) In general.

(ii) Prior law.

{4) Consent to change method af
accounting.
& L3 L3 * *

Par. 9. Section 1.460-4 is amended

by:
y1. Revising the section heading.

2. Adding and reserving paragraphs
{a) through (i}.

3. Adding paragraph {j).

The revislons and additions read as
fallows:

§1.460-4 Methods of accounting for long-
term contracts.

(a} through (i) [Reserved)

(i) Consolidated groups and
controlled groups—(1) Intercompany
transactions—{i) In general. Section
1.1502-13 does not apply to the income,
gain, deduction, or loss from an
intercompany transaction between.
members of a consolidated group, and
section 267 (f) does not apply to these
items from an intercomparny sale
between members of a controlled group.
to the extent—

(A] The transaction or sale directly or
indirectly benefits, or is intended to
benefit, another member’s long-tem
contract with a nonmember;

(B) The selling member is required
under section 460 to determine any part
of its gross income from the transaction
or sale under the percentage-of-
completion method (PCM}; and

{C) The member with the jong-term
contract is required under section 460 to
determine any part of its gross income
from the fong-term contract under the
PCM.

{ii) Definitions and nomenclature.
The definitions and nomenclature under
51.1502-13 and §1.267(f})-1 apply for
purposes of this paragraph (j).

{2) Example. The following example
iltustrates the principles of paragraph
{j)(1) of this section.

Example. Carporations P, 8, and B file
consolidated returns on a calendar-year basis.
1n 1896, B enters into a leng-term contract
with X, a nonmember, to manufactute 5
airplanes for $500 milllon. with delivery
scheduled for 1999, Section 460 requires B to
determine the gross income from its contract
with X under the PCM. S enters into a
contract with B to manufacture for $50
million the engines that B will install on X's
airplanes. Section 460 requires S to
detecrmine the gross income from its contract
with B under the PCM. S estimates that jt
will incur $40 million of total contract costs
during 1997 and 1998 to manufacture the
engines. S incurs $10 millian of contract
costs in 1997 and $30 million in 1998 Under
paragraph {j} of this section, 5 determines its
gross income from the long-term contract
under the PCM rather than taking its inceme

or loss into account under section Z67{0 or
§1.1502~13. Thus. S includes $12.5 million
of gross receipts and $10 million of contract
costs in pross income in 1997 and includes
$37.5 million of gross receipts and $30
million of contract costs in gross income in
1998,

{3) Effective dates—{i) In general. This
paragraph (i) applies with respect to
transactions and sales occurring
pursuant to contracts entered into in
years beginning on or after July 12,
1985

{ii} Prior law. For transactlons and
sales occurring pursuant to contracts
entered Into in years beginning before
July 12, 1995, see the applicable
regulations issued under sections 267 (f}
and 1502, including §§ 1.267{)-1T,
1.267()-2T, and 1.1502-13(n} (as
contained in the 26 CFR part 1 edition
revised as of April 1, 1995},

(4) Cansent ta change method of
accounting. For transactions and sales
to which this paragraph (j} applies, the
Commissioner’s consent under section
446(e) is hereby granted to the extent
any changes in method of accounting
are necessary solely to comply with this
section, provided the changes are made
in the first taxable year of the taxpayer
to which the rules of this paragraph {j)
apply. Changes in method of accounting
for these ransactinns are to be effected
on a cut-off basis,

Par. 10.1n § 1.469-0, the table of
contents is amended by:

1. Revising the entries for §1.468-1:

a. Paragraphs (a) through (d}(1).

b. Paragraphs {g) (5} through (h)(3}.

¢. Paragraphs (h}(5) through (k.

2. Revising the entries for § 1.469-1T,
paragraphs {c}(8). and (hj(1}, (2], and (6).
The revisions read as follows:

§1.469~0 Table of contents.

* * ¥ * *

§1.469-] General rules.

(a) thraugh {c}{7) [Reserved]
{c)(8) Consolldated groups.
{c)(9) through (d){1) [Reserved]

* * * * L]

{2)(5) [Reserved)
{h}(¥) Iy general.
(h)}{2) Definitions.
{h) (3) {Reserved)]

* * * * *

(h}(5} [Reserved]

{(h){6) lntercompany transactions.
(i} In general.

(ii) Example.

{lii} Effective dates,

(h}{7) thraugh (k) [Reserved]

§1.4969- 1T General rules (temporary).

» * ® *® *
{c) (8} [Reserved]

* * * * *
{h) {1} {Reserved]

(h) [2) {Reserved]

* * * * *
{h) 6} {Resarved]
¥ * * * *

Par. 11, Section 1.469-1 is amended
by adding paragraphs {c){8). (h)(1}, (h)(2)
and {h}{6} to read as follows [paragraphs
{a) through (c){7). (c}{9} through {d){L),
(g (5). (h)(3}, {5} and (h){7) through {k}

continue to be reserved):

§1.459-1 General rules.

{a) through {c) (7} [Reserved]

(c}(8) Consolidated groups. Rules
relating to the application of section 469
to consolidated groups are contained in
paragraph (h) of this sectlon.

(c}{9} through {d)(1} [Reserved]
¥ * ® * x

(@) (5) [Reserved]

{h}{1) In general. This paragraph (h}
provides rules for applying section 469
in computing a consolidated group’s
consolidated taxable income and
consolidated tax liability (and the
separate taxable income and tax liability
of each member).

(2) Definitions. The definitions and
nomenclature in the regulations under
section 1502 apply for purposes of this
paragraph (h), See, e.g., §§1.1502~1
{definltions of group, consolidated
group, member. subsidiary, and
consolidated return year), 1.1502-2
{consolidated tax liability), 1.1502-11
(consolidated taxable income), 1.1502-
12 {separate taxable income), 1.1502-13
(intercompany transactions), 1.1502~21
{consolidated net operating loss), and
1.1502-22 (consolidated net capital gain
or loss).

(3) {Reserved)

* * #* * ¥

{3) [Reserved]

(6) Intercompany transactions—{i} In
general. Section 1.1502~13 applies to
determine the treatment under section
469 of intercompany itemns and
corresponding items from intercompany
transactions between members of a
consolidated group. For example, the
matching rule of §1.1502-13(c) treats
the selling member () and the buying
member (B) as divisions of a single
corporation for purposes of determining
whether S's intercompany items and B's
corresponding items are from a passive
activity. Thus, for purposes of applying
§1.469-2(c}(2){iii) and §1.469-
2T(d}{5) (1)) to property sold by Sto B in
an intercompany {ransaction—

{A) S and B are wreated as divisions of
a single corporation for determining the
uses of the property during the 12-
manth period preceding its disposition
to a nonmerber, and generally have an
aggregate holding peried for the
property; and
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(B) § 1.469-2(c}{2){iv) does not apply.

{ii) Example. The following example
illustrates the application of this
paragraph (h}{6).

Exarnple. {i} P, a closely held corporation,
is the common parent of the P consolidated
group. P owns all of the stock of S and B. X
is a person unrelated to any member of the
P group. 5 owns and operates equipment that
is not used in a passive activity. On january
I of Yeas 1, S sells the equipment to B at a
gain. B uses the equipment in a passive
activity and does not dispose of the
egquipment before it has been fully
depreciated.

(i) Under the matching rule of § 1,1502-
13{c). §'s galn taken into account as a result
of B's depreciation is treated as gain from a
passive activity even though S used the
equipment in a nonpassive activity.

{iti} The facts are the same as in paragraph
{a) of this Example. except that B sells the
equipment to X on December 1 of Year 3 at
a further gain. Assume that if 5 and B were
divisions of a single corporation, gain from
the sale to X would be passive Income .
attributable to a passive actlvity. To the
extent of B's depreciation before the sale, the
results are the same as in paragraph (ii) of
this Example. B's gain and 3's remaining gain
taken inle account as a result of B's sale are
treated as attributable to a passive activity.

{iv) Thefacts are the same as in paragraph
(iii) of this Example, except that B recognizes
a loss on the sale to X. B's loss and §'s gain
taken into account as a result of B's sale are
treated as attributable to a passive activity.

{iii) Effective dates. This paragraph
{h){6) applies with respect to
transactions occurring in years
beginning on or after July 12, 1995. For
transactions occurring in years
beginning before July 12, 1995, see
51.469~1T(h)(6) {as contained in the 26
CFR par 1 edition revised as of April 1,
1995).

(h}{7) through {k) {Reserved]

§1.469-1T [Amended]

Par. 12. Section 1.469-1T is amended
by removing and reserving paragraphs
{)(8). (h)(1). (2}, and {6).

Par. 13. Section 1.1502-13 is revised
to read as follows:

§1.1502-13 intercompany transactions.

{a) In general—{l) Purpose. This
section provides rules for taking into
account items of income, gain,
deduction, and lass of members from
intercompany transaciions. The purpose
of this section is to provide rules io
clearly reflect the taxable income (and
tax liability) of the group as a whole by
preventing intercompany transactions
from creating, accelerating, avoiding, or
defersing consolidated taxable income
{or consplidated tax liability).

(2) Separate encity and single entity
treatment. Under this section, the
selling member (S) and the buying
member (B} are treated as separate

entities for same purposes but as
divisions of a single corporation for
other purposes. The amount and
focation of S's intercompany items and
B's corresponding items are determined
on a separate entity basis (separate
entity treatment]. For example, S
determines its gain or loss from a sale
of property to B on a separate entity
basis, and B has a cost basis in the
praperty. The timing. and the character,
source, and other atiributes of the
intercompany items and corresponding
items, although initially determined on
a separate entity basis, are redetermined
under this section to produce the effect
of transactions between divisions of a
single corporation {(single entity
treatment). For example, if 5 sells land
to B at a pain and B sells the land to a
nonmember, S does not take its gain
into account until B's sale to the
nonmember.

(3} Timing rules as a method of
accounting—{i) In general. The timing
rules of this section are a method of
accounting for intercompany
transactions, to be applied by each
member in addition to the member's
other methods of accounting. See
§1.1502-17. To the extent the timing
rules of this section are inconsistent
with a member's otherwise appiicable
methods of accounting, the timing rules
of this section control. For example, if
S sells property to B in exchange for B's
note, the timing rules of this section
apply instead of the installment sale
rules of section 453. S's or B's
application of the timing rules of this
section to an intercompany transaction
clearly ceflects income only if the effect
of that transaction as a whole
(including, for example, related costs
and expenses) on consolidaterd taxable
income is clearly reflected.

(ii} Automatic consent for joining and
departing members—(A) Consent
granted. Section 446(e) consent is
granted under this section to the extent
a change in method of accounting is
necessaty solely by reason of the timing
cules of this section—

(1} For each member, with respect to
its intercompany transactions, in the
first consolidated return year which
follows a separate return year and in
which the member engages in an
intercompany transaction; and

{2 For each former member, with
respect to its transactlons with members
that would otherwise be intercompany
transactions if the former member were
still a member, in the first separate
returny year in which the former member
engages in such a transaction.

B) Cut-off basis. Any change in
method of accounting described in
paragraph {a){3}(ii){A} of this section is

to be effected on a cut-off basis for
transactions entered into on or after the
first day of the year for which consent
is granted under paragraph (a)(3}ii)(A)
of this section.

(4) Other law. The rules of this section
apply in addition to other applicable
law {including nonstatutory authaorities).
For example, this section applies in
addition to sections 267 (f) (additional
rules for certain losses}, 269
{acquisitions to evade or avoid income
tax}, and 482 (ailocations among
commonly contrelled taxpayers}). Thus,
an item taken into account under this
section can be deferred, disallowed, or
elirninated under other applicable law,
for example, section 1091 (losses from
wash sales).

(5) References. References in other
sections to this section include, as
appropriate, references to prior law. For
effective dates and prior law see
paragraph (1) of this section.

(6) Overview—(i} Irt general. The
principal rules of this section that
implement single entity treatment are
the matching rule and the acceleration
rule of paragraphs {c) and (d) of this
section. Under the matching rule, S and
B are generally treated as divisions of a
single corpoeration for purposes of taking
into account thelr items from
intercompany transactions. The
acceleration rule provides additional
rules for taking the items into account
if the effect of treating S and B as
divisions cannot be achieved (for
example, if S or B becomes a
nonmember}. Paragraph (b) of this
section provides definitions. Paragraph
(e) of this section provides simplifying
tules for certain transactions.
Paragraphs (f) and {g) of this section
provide additional rules for stock and
obligations of members. Paragraphs (h)
and (}) of this section provide anti-
avoidance rules and miscellaneous
operating rules.

(i) Table of examples. Set forth below
is a table of the examples contained in
this section,

Matching rule. (§1.1502-13({c}{7} it}

Example 1. Intercormpany sale of land,

Example 2. Dealer activities.

Example 3. Intercompany section 351
transfer.

Example 4. Depreciable property.

Example 5. intercompany saie followed by
installment sale.

Example 6, Intercompany sale of
installment obligation.

Example 7. Performance of services,

Example 8. Rental of property.

Example 9. intercompany sale of a
partnershlp interest.

Example 10. Net operating lasses subject to
section 382 or the SRLY rules.

Example 11. Section 475,

Example 12. Section 1092,
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Example (3. Manufacturer incentive
payments.

Example 14. Source of income under
section 863.

Example 15. Section 1248.

Acceleration rufe. (§1.1502-13{d){3))

Example 1. Becoming a nonmember—
timing.

Example 2. Becoming a nonmember—
attributes.

Example 3. Selling member's disposition of
installment note.

Example 4. Cancellation of debt and
attribute reduction under section 108(b).

Example 5. Section 481.

Simplifying rules—inventory. {§ 1.1502-
13(e){1)(V)
Example 1. Increment averaging method.
Example 2. increment valuation method.
Example 3. Other reasenable inventory
methods.

Stock of members. (§1.1502-13{){7})

Example 1. Dividend exclusion and
property distribution.

Example 2. Excess loss accounts.

Example 3. Intercompany reorganization.

Exampie 4. Stock redemptions and
distributions.

Example 5. Intercompany stock sale
followed by section 332 liquidation.

Examnple 6. [ntercompany stock sale
followed by section 355 distribution.

Obligations of members. (§1.1502-13(g}(5))

Example 1. Interest on intercompany debt.

Example 2. Intercompany debt becomes
nonintercompany debt.

Example 3. Loss or bad debt deduction
with respect to intercompany debt.

Example 4. Nonintercompany debt
becomes intercompany debt.

Example & Notional principal contracts.

Anti-avoidance rufes. (8 1.1502-13(h}{2})

Example 1. Sale of a partnesship interest,

Example 2. Transitary status as an
intercempany obligation,

Example 3. Corporate mixing bowl.

Example 4. Partnership mixing bowl

Example 5. Sale and leaseback.

Miscellaneous operating rules. (§1.1502~
133 (90

Example 1. [ntercompany sale followed by
sectjon 351 transfer to member.

Example 2. [ntercompany sale of member
stock followed by recapitalization.

Exampile 3. Back-to-back intercompany
transactions—matching.

Example 4. Back-to-back intercompany
transactions—-acceleration.

Example 5. Successor group.

Examgle 6. Liquidation—80% distributee,

Example 7. Liquidation—no 80%
distribugee.

{b) Definitions. For purposes of this
sectjion—

(1} Intercompany transactions—(i) In
general An intercompany transaction is
a transaction between corporations that
are members of the same consolidated
group immediately after the transaction
S is the member transferring property or

providing services, and B is the member
receiving the property or services,
Intercompany transactions include—

{A) §'s sale of praperty [or other
transfer, such as an exchange or
contribution) to B, whether or not gain
or loss is recognized,

{B) S's performance of services for B,
and B's payment or accrual of its
expenditure for S’s performance;

(C) 5’s licensing of technology, rental
of property, or loan of money to B, and
B's payment or accrual of its
expenditure; and

(D} S's distribution to B with respect
to S stock.

(if) Time of transaction. If a
transaction occurs {n part while 5 and
B are members and in part while they
are not members, the transaction is
treated as occurring when performance
by either S or B takes place, or when
payment for performance would be
taken into account under the rules of
this section if it were an intercompany
transaction, whichever is earliest.
Appropriate adjustments must be made
in such cases by, for example, dividing
the transaction into two separate
transactions reflecting the extent to
which S or B has performed.

{i1i) Separate transactions. Except as
otherwise provided in this section, each
tranisaction is analyzed separately. For
example, if 5 simultaneously sells two
properties to B, one at a gain and the
other at a loss, each property is treated
as sold in a separate transaction. Thus,
the pain and loss cannot be offset or
netted against each other for purposes of
this section. Similarly, each payment or
accrual of interest on a loan is a separate
transaction. In addition, an acctual of
premium is treated as a separate
transaction, or as an offset to interest
that is not a separate transaction, to the
extent required under separate entity
treatment. If two members exchange
property, each member is S with respect
to the property it transfers and B with
respect to the property it receives. If two
members enter into a notional principal
contract, each payment under the
contract is a separate transaction and
the member making the payraent is B
with respect to that payment and the
member receiving the payment is 5. See
paragraph (j} (4} of this section for rules
aggregating certain transactions.

(2) Intercompany items—(i) In
general 8's income, gain, deduction,
and loss from an intercompany
transaction are its intercompany items.
For example, §'s gain from the sale of
property to B is intercompany gain. An
item is an intercompany item whether it
is directly or indirectly from an
intercompany transaction.

{ii) Related costs or expenses. S's
costs or expenses related to an
intercompany transaction are included
in determining its intercompany items.
For exampie, if S seils inventory to B,
S's direct and indirect costs properly
includible under section 263A are
included in determining its
intercompany income. Similarly, related
costs or expenses that are not
capitalized under §'s separate entity
method of accounting are included in
determining its intercompany items. For
example, deductions for employee
wages, in addition to other related costs,
are included in determining S's
intercompany ltems from performing
services for B, and depreciation
deductions are included in determining
$'s intercompany items from renting
property to B.

(til} Amounts not yet recognized or
incurred. S's intercompany items
include amounts from an intercompany
transaction that are not yet taken into
account under its separate entity
method of accounting. For example, if $
is a cash method taxpayer, S's
intercompany Income might be taken
into account under this section even if
the cash Is not yet received. Similacly,
an amount reflected in basis (or an
amount equivalent to basis) under §’s
separate entity methed of accounting
that is a substitute for income, gain,
deduction ot loss from an intercompany
transaction is an intercompany item.

(3) Comresponding itemns—{i) In
general. B's income, gain, deduction,
and loss from an intercompany
transaction, or from property acquired
in an intercompany transaction, are its
corresponding items. For example. if B
pays rent to S, B's deduction for the rent
is a corresponding deduction. If B buys
property from S and sells it to a
nonmember, B's gain or loss from the
sale to the nonmember is a
corresponding gain or loss;
alternatively, if B recovers the cost of
the property through depreciation, B's
depreciation deductions are
corresponding deductions. An item is a
corresponding itern whether it is
directly or indirectly from an
intercompany transaction (or from
property acquired in an intercompany
transaction).

(i1} Disallowed or eliminated
amounts. B's corresponding items
include amounts that are permanently
disallowed or permanently eliminated,
whether directly or indirectly. Thus,
corresponding items include amounts
disallowed under section 265 (expenses
relating to tax-exempt income), and
amourts not recognized under section
311(a} {(nonrecognition of loss on
distributions), section 332
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{nonrecognition on liquidating
distributions), or section 355(c) {certain
distributions of stock of a subsidiary).
On the other hand, an amount {s not
permanently disallowed or permanently
eliminated {and therefore is not a
corresponding item) to the extent it is
not recognized in a transaction in which
B receives a successor asset within the
meaning of paragraph (j)(1) of this
section. For example, B's corresponding
itemms do not include amounts not
recognized from a transaction with a
nonmember to which section 1031
applies or from another transaction in
which B receives exchanged basis
propetty.

(4) Recomputed correspanding items.
The recomputed corresponding item is
the corresponding itern that B would
take into account if S and B were
divisions of a single corporation and the
intercompany transaction were between
those divisions. For example, if S sells
property with a $70 basis to B for $100,
and B later sells the property to a
nonmember for $90, B's corresponding
itern is its $10 loss, and the recomputed
corresponding item is $20 of gain
{determined by comparing the $90 sales
price with the 370 basis the property
would have if S and B were divisions of
a single corporation). Although neither
S nor B actually takes the recomputed
cotresponding item into account, it is
computed as if B did take it into account
{based on reasonable and consistently
applied assumptions, including any
provision of the Internal Revenue Code
or regulations that would affect its
timing or attributes).

(5) Treatment as a separate entity.
Treatment as a separate entity means
treatment without application of the
rules of this section, but with the
application of the other consolidated
return reguiations. For example, if S
sells the stock of another member to B,
S's gain or loss on a separate entity basis
is determined with the application of
§1.1502-80(b) (non-applicability of
section 304}, but without
redetermination under paragraph {¢} or
{d) of this section.

{6) Armributes. The attributes of an
intercompany item or corresponding
jtem are all of the item’s characteristics,
except amount, location, and timing,
necessary to determine the item's effect
on taxable income (and tax liability}).
For example, attributes include
character, source, treatment as exciuded
from gross income or as a nencapital,
nandeductible amount, and treatment as
built-in gain or loss under section
382(h) or 384. In contrast, the
characteristics of property, such as a
member’s holding period, or the fact
that property is included in inventory,

are not attributes of an item, but these
characteristics might affect the
determination of the attributes of itemns
from the property.

(c) Matching rule. Far each
consolidated return year, B's
corresponding items and S's
intercompany items are taken into
account under the following rules:

(1) Attributes and holding periods—(i)
Attributes. The separate entity atiributes
of S's intercompany items and B's
corresponding items are redetermined to
the extent necessary 0 produce the
same effect on consolidated taxable
income (and consolidated tax Hability)
as if § and B were divisions of a single
corporation, and the intercompany
transaction were a transaction between
divisions. Thus, the activities of both S
and B might affect the attributes of both
intercompany items and corresponding
Items. For example, if S holds property
for sale to unrelated customers in the
ordinary course of its trade or business,
S sells the property to B at a gain and
B sells the property to an unrelated
person at a further gain, 5's
intercompany gain and B's
corresponding gain might be ordinary
because of $'s activities with respect to
the property. Similar principles apply if
S performs services, rents property, or
engages in any other intercompany
transaction.

(i) Holding periods. The holding
period of property transferred in an
intercompany transaction is the
aggregate of the holding periods of S
and B. However, if the basis of the
property is determined by reference to
the basis of other property, the
property’s holding period is determined
by reference to the holding period of the
other property. For example, If S
distributes stock to B in a transaction to
which section 335 applies, B's holding
period in the distributed stock is
determined by reference to B's holding
period in the stock of S,

{2) Timing—{i) B's items. B takes its
corresponding iterms into account under
its accounting method, but the
redetermination of the attributes of a
corresponding item might affect its
timing. For example, if B's sale of
property acquired from S is treated as a
dealer disposition because of S's
activities, section 453(b} prevents any
corresponding income of B from being
taken ingo account under the
instaliment method.

(i) S's items. S takes its intercompany
item into accournt to reflect the
difference for the year between B's
corresponding item taken into account
and the recomnputed corresponding
itemn.

{3} Divisions of a single corporation.
As divisions of a single corporation, S
and B are treated as engaging in their
actual transaction and owning any
actual property involved in the
transaction {rather than treating the
transaction as not occurring). For
example, 5's sale of land held for
investment to B for cash is not
disregarded, but is treated as an
exchange of land for cash between
divisions {and B therefore succeeds to
8’s basis in the property). Similarly, 5's
issuance of its cwn stock 1o B in
exchange for property is not
disteparded, B is treated as owning the
stock it receives in the exchange, and
section 1032 does not apply to B on its
subsequent sale of the 5 stock. Although
treated as divisions, S and B
nevertheless are treated as:

(i} Operating separate trades or
businesses. See, e.g., § 1.446-1(d)
{accaunting methoeds for a taxpayer
engaged in more than one business).

1i} Having any special status that they
have under the Internal Revenue Code
or regulations. For example, a bank
defined in section 581, a domestic
building and loan association defined in
section 7701(a){19). and an insurance
company to which section 801 or 831
applies are treated as divisions having
separate special status. On the other
hand, the fact that a member halds
property for sale to customers in the
ordinary course of its trade or business
is not a special status.

{4) Conflict or allocation of attrihutes.
This paragraph {(c) (4) provides special
rules for redetermining and allocating
attributes under paragraph {c}{1) (i) of
this section.

1) Offsetting amounts—(A) In general.
Tu the extent B's corresponding item
offsets S's intercompany item in
amount, the attributes of B's
corresponding item, determined based
on both S's and B's activities, control
the attributes of S's offsetting
intercompany item. For example, if 3
sells depreciable property te B at a gain
and B depreciates the property, the
attributes of B's depreciation deduction
(ordinary deduction} control the
attributes of S's offsetting intercompany
gain. Accordingly, S's gain is ordinary.

(B) B controls unreasonabie To the
extent the results under paragraph
[c){4) (1}{A)} are inconsistent with treating
S and B as divisions of a single
corporation, the attributes of the
offsetting items must be redetermined in
a manner consistent with treating S and
B as divisions of a single corporation.
To the extent, however, that B's
corresponding item en a separate entity
basis Is excluded from gross income, is
a noncapital, nondeductible amount, or
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is ntherwise permanently disallowed or
eliminated, the attributes of B's
corresponding item always control the
attributes of §'s offsetting intercompany
item.

{ii) Allocation. To the extent S's
intercompany itemn and B's
corresponding item do nat offset in
amount, the attributes redetermined
under paragraph (c}(1){(i) of this section
must be allocated to S's intercompany
item and B's corresponding item by
using a method that is reasonable in
light af all the facts and circumstances,
including the purposes of this section
and any other rule affected by the
attributes of 8's intercompany ftem and
B's cortesponding item. A method of
allpcation or redetermination is
unreasonable if it is not used
consistently by all members of the group
from year to year.

(5) Special status. Notwithstanding
the general rule of paragraph {c}{1){i) of
this section, to the extent an item'’s
attributes determined under this section
are permitted or not permitted to a
member under the Internal Revenue
Code or regulations by reason of the
member's special status, the attributes
required under the Internal Revenue
Cade or regulations apply to that
member's itemns (but not the other
member). For example, if S {s a bank to
which section 582(c) applies, and sells
debt securities at a gain to B, a nonbank,
the character of $'s intercompany gain
is ordinary as required under section
582(c), but the character of B's
comresponding item as capital or
ordinary is determined under paragraph
(c}(1){i) of this section without the
application of section 582(c). For other
special status issues, see, for example,
sections 595{b} (foreclosure on property
securing loans), 818(b} {life insurance
company treatment of capital gains and
losses), and 1503{c} {lirnitation on
absorpuon of certain losses).

{6) Treatment of intercompany items
if corresponding items are excluded or
nondeductible—(i} Int general. Under
paragraph {c){1}(i} of this section, §'s
intercompany item might be
redetermined te be excluded from gross
income or treated as a nonicapital,
nondeductible amount. For example, §'s
intercompany loss from the sale of
property to B is treated as a noncapital,
nondeductible amount if B distributes
the property to a nonmember
shareholder at no further gain or loss
{because, if S and B were divisions of a
single corporation, the loss wouid not
have been recognized under section
311{a)). Paragraph (cH6){ii} of this
section, however, provides limitations
on the application of this rule 1o
intercompany income or gain. See also

8§1.1502-32 and 1.1502-33
{adjustments to S’s stock basis and
earnings and profits to reflect amounts
so treated).

(ii) Limstation on treatment of
intercompany items as excluded from
gross income. Notwithstanding the
general rule of paragraph [c)(1)(i) of this
section, S's intercompany income or
gain is redetermined to be excluded
from gross income only to the extent
cne of the following applies:

(A) Disallowed amounts. B's
corresponding item is a deduction or
loss and, in the taxable year the item is
taken into account under this section, it
is permanently and explicitly
disallowed under another provision of
the Internal Revenue Code or
regulations. For example, deductions
that are disaliowed under section 265
are permanently and explicitly
disallowed. An amount is not
permanently and explicitly disallowed,
for example, to the extent that—

(1) The Imternal Revenue Code or
regulations provide that the amount is
not recognized {for example, a loss that
is realized but not recognized under
section 332 or section 355(c) is not
permanently and explicitly disallowed,
notwithstanding that it is a
corresponding item within the meaning
of paragraph (b} (3){ii} of this section
(certain disallowed or elbminated
amounts));

{2} A related amount might be taken
into account by B with respect to
successor propeity, such as under
section 280B {demolition costs
recaverable as capitalized amounts);

(3) A related amount might be taken
inte account by ancther taxpayer, such
as under section 267{d} {disallowed loss
under section 267 (a) might result in
nonrecognition of gain for a related
person);

{4} A related ampunt might be taken
into account as a deduction or loss,
including as a carryforward to a later
year, under any provision of the Internal
Revenue Code or regulations (whether
or not the carryforward expires in a later
year): or

[5) The amount is reflected in the
computation of any credit against (or
other reduction of) Federal income tax
twhether allowed for the taxable year or
carried forward to a later year).

{B} Section 311. The corresponding
item is a loss that {s realized, but not
recognized under section 311(a) ona
distribution to a nonmember [even
though the loss is not a permanently
and explicitly disallowed amount
within the meaning of paragraph
(c) (B)(i1){A) of this section).

{C) Other amounts. The
Commissioner determines that treating
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3's intercompany item as excluded from
Bross income is consistent with the
purposes of this section and other
applicable pravisions of the Intemnal
Revenue Code and repulations.

(7} Examples—{i) In general, For
purposes of the examples in this
section, unless otherwise stated, P is the
commeon parent of the P consolidated
group, P owns all of the only class of
stock of subsidiaries Sand B, Xis a
person unrelated to any member of the
P group. the taxable year of all persons
is the calendar year, all persons use the
accrual method of accounting, tax
Habilities are disregarded, the facts set
forth the only corpocate activity, no
member has any special status, and the
transaction is not otherwise subject to
recharacterization. If a member acts as
both a selling member and a buying
member {e.g., with respect to different
aspects of a single transaction, or with
respect to related transactions), the
member is referred to as M, M1, or M2
(rather than as S or B).

(ti} Matching rule. The matching rule
of this paragraph (¢} is illustrated by the
following examples.

Exampile 1. Intercompany sale of land
followed by sale to a nonmember. (a) Facts,
S holds land for investment with a basis of
$70. 5 has held the land for more than one
year. On January 1 of Year |, S sells the land
to B for $100. B also holds the land for
investment. On July 1 of Year 3, B sells the
fand to X for $110.

(b) Definitions. Under paragraph {(b}{1} of
this section, §'s sale of the land to B is an
intercompany transaction, S is the selling
member, and B is the buying member. Under
paragraphs [b){2} and [3) of this section, §'s
330 gain from the sale to Bis its
intercompany item, and B's $10 gain from the
sale to X is its corresponding item.

{c) Attributes. Under the matching rule of
paragraph {¢) of this section, S's $30
intercompany gain and B's $10
cofresponding gain are taken into account to
produce the same effect on consolidated
taxable income (and conselidated tax
liabllity} as if 5 and B were divisions of a
single corporation. In addition, the holding
periods of 5 and B for the land are
aggregated. Thus, the group's entire $40 of
galn is long-term capital gain. Because bath
S's intercompany item and B's correspanding
item on a separate entity basis are long-term
capital gain, the attributes are not
redetermined under paragraph (c}{1}{i} of this
section.

{d) Timing. For each consolidated retusn
year, S takes its intercompany item into
account under the matching rule to reflect
the difference for the year between B's
corresponding Item taken into account and
the recomputed corresponding item. If S and
B were divisions of a single corporation and
the intercompany sale were a transfer
between the dlvisions, B would succeed to
S's $70 basis in the land and would have a
$40 gain from the sale ta X in Year 3, instead
of a $10 gain. Consequently, S takes ne gain
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into account in Years 1 and 2, and takes the
entire $30 gain into account in Year 3, to
reflect the 330 difference in that year
petween the 310 gain B takes into account
and the $40 recomputed gain (the
recomputed corresponding item]. Under
5§1.1502-32 and ).1502~33, P's basis In Its
S stock and the earnings and profits of 5 and
P do nof reflect $'s $30 gain until the gain

is taken into account in Year 3. {(Under
paragraph {a}(3) of this section, the results
would be the same if 5 sold the land to B in
an installment sale to which section 453
would otherwise apply, because S must take
its intercompany gain into account under this
section.}

(&) Intercompany loss followed by sale to
a nonmember at a gain. The facts are the
same as in paragraph (a) of this Exampile 1,
except that $'s basis in the land is $130
{rather than $70}. The attributes and timing
of 5's intercompany loss and B's
corresponding gain are determined under the
matching rule in the manner provided in
paragraphs () and (d) of this Example 1. If
S and B were divisions of a single
corporation and the intercompany sale were
a transfer between the divisions, B would
succeed to 5's $130 basis in the land and
would have a $20 loss from the sale to X
instead of a $10 gain. Thus, S takes its entire
$30 loss into account in Year 3 to reflect the
$30 difference between B's $ 10 gain taken
into account and the $20 recomputed loss,
{The results are the same under section
267 (0).) 8's $30 loss is lang-term capital loss,
and B's $10 gain is long-term capital gain.

(0 Intercampany gain followed by sale to
a nonmember at a loss. The facts are the
same as in paragraph {a} of this Example 1,
except that B sells the land to X for $80
{rather than $110). The attributes and timing
of $'s intercompany gain and B's
carrespanding loss are determined under the
matching rule. If S and B were divisions of
a single corporation and the intercompany
sale were a transfer between the divisions, B
would succeed to S's $70 basis in the land
and would have a $20 gain from the sale to
X instead of a $10 lass. Thus, 3 takes its
entire $30 gain into account in Year 3 ta
reflect the $30 difference between B's $10
loss taken into account and the $20
recomputed gain. 5's $30 gain s long-term
capital gain, and B's $i0 loss is long-term
capital loss.

{g} Intercompany gain followed by
distribution to a nonmember at a loss The
facts ase the same as ln paragraph (a} of this
Example 1, except that B distributes the land
to X, a minority shareholder of B, and at the
time af the distribution the fand has a fair
market value of $50. The attributes and
timing of §'s intercompany gain and B's
correspending loss are determined under the
matching rule. Under section 311 (a}, B does
not recognize Jts $10 Joss on the distribution
ta X. {f 5 and B were dlvisions of a single
corporation and the intercompany sale were
a transfer between divisions, B would
succeed to 5's $70 basis in the land and
would have a $20 gain from the distribution
to X instead of an unrecognized $10 loss
Under paragraph {b){3){ii) of this section, B's
loss that is not recagnized under section
311{a} 1s a corresponding item. Thus, 5 takes

its §30 gain into account under the matching
rule ia Year 3 to reflect the difference
between B's § 10 corresponding unrecognized
loss and the $20 recomputed galn. B's $10
carresponding loss offsets $10 of S's
intercampany galn and, under paragraph
{c}(4) {i} of this section, the attributes of B's
corresponding item control the attributes of
$'s intercompany item. Paragraph (c)(6) of
this section does not prevent the
redetermination of 5's intercompany item as
excluded from gross income. (See paragraph
(e} (B} {1i) (B} of this section). Thus, $10 of §'s
$30 gain is redetermined to be excluded from
gross income.

() Intercompany sale followed by section
1031 exchange with nonmember. The facts
are the same as in paragraph (a) of this
Example 1, except that, instead of seliing the
land to X. B exchanges the land for land
owned by X in a fransaction to which section
1031 applles. There is no difference in Year
3 petween B's $0 corresponding item taken
inta account and the $0 recomputed
corresponding item. Thus, none of S's
intercompany gain is taken inta account
under the matching rule as a result of the
section 1031 exchange. Instead, B's gain Is
preserved in the land recetved from X and.,
under the successor asset rule of paragraph
(1) of this section, §'s intercompany gain is
taken into account by reference to the
replacement property. {If B takes gain into
account as a result of boot received in the
exchange. §'s intercompany gain is taken into
account under the matching rule to the extent
the boot causes a difference berween B's gain
taken into account and the recomputed gain))

(1) Intercompany sale followed by section
351 transfer to nonmember. The facts are the
sarne as in paragraph (a) of this Exampie I,
except that, instead of selling the land to X,

B transfers the land to X in a transaction ta
which section 351(a) applies and X remains

a nanmember, There is no difference ip Year
3 between B's 30 corresponding ttem taken
into account and the $0 recomputed
corresponding item, Thus, none of S's
intercompany gain is taken inta account
under the matching rule as a result of the
section 351 (a) transfer. However, S's entire
gain Is taken into account in Year 3 under the
acceleration rule of paragraph (d) of this
section (because X, a nonmember, reflects B's
$100 cost basis in the land under section
362).

Example 2. Dealer activities. [a) Facts. S
holds land for investment with a basis of $70.
On January 1 of Year 1, 5 sells the land to
B for $100. B develaps 1he land as restdential
real estate, and sells developed lots to
custamers during Year 3 for an aggregate
amount of $110.

(b) Ateributes S and B are treated under the
matching ruie as divisions of a single
corporation for purposes of determining the
attributes of §'s intercornpany ltem and B's
correspanding item. Thus, atthough 5 held
the land for investment. whether the gain is
treated as from the sale of propeity describad
in section 1221(1} is based on the activities
of both S and B. if, based on bath 5's and B's
activitjes, the land is described in section
1221(1), bath S's gain and B's gain are
ordinary income.

Example 3. Intercompany section 351
transfer. (a) Facts. S ho)ds Jand with a $70
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basis and a $100 fair market value for sale 1o
customers in the ordinary course of business.
On January 1 of Year 1, 8 transfers the land
to B in exchange for all of the stock of B ini

a transactlon to which section 35§ applies. $
has no gain or loss under section 351{a), and
its basis in the B stock is $70 under section
338, Under section 362, B's basts in the land
is $70. B holds the land for investment. On
July 1 of Year 3, B sells the tand to X for
$100. Assume that if S and B were divisions
of a single corporation, B's gain from the sale
would be ordinary income because of 5's
activities.

[b) Timing and attributes. Under paragraph
(h}{1} of thls section, S's transfer te B is an
intercompany transaction. Under paragraph
{c){3) of this section, S is treated as
transferring the land in exchange for B's
stock even though, as divisions, S could not
own stock of B. S has ne intercompany item,
but B's $30 gain from its sale of the land to
X is a corresponding item because the land
was acquired in an intercompany transaction.
B’s $30 gain is ordInary income that Is taken
Into account under B's method of accounting.

{c) Intercompany section 351 transfer with
boot. The facts are the same as In paragraph
(a} of this Example 3, except that 5 recelves
$10 cash in addition to the B stock in the
transfer. S recognizes 310 of galn under
section 351 (b}, and its basis in the B sfock is
$70 under section 3538. Under section 362,
B’s basis in the land is $80. S takes its $10
intercompany galn hto account In Year 3 to
reflect the $10 difference between B's $20
corresponding gain taken into account and
the $30 recomputed gain. Both S's $10 gain
and B's $20 gain are ordinary income.

{d) Partial disposition. The facts are the
same as in paragraph (¢} of this Example 3,
except B sells only a one- half, undivided
interest in the land to X for $50. The timing
and attrlbutes are determined in the manner
provided in paragraph (b} of this Example 3,
except that S takes only $4 of its gain into
account in Year 3 to reflect the $5 difference
between B's $10 gain taken into account and
the $15 recomputed gain.

Example 4. Depreciable property. (a) Facts.
On January | of Year 1, S buys 10-year
recovery property for $100 and depreciates it
under the straight-line method. On January 1
of Year 3, § sells the property to B for $130.
Under section 168()(7), B is treated as S for
purposes of section 168 to the extent B's $130
basis does not exceed S5's adjusted basis at
the time of the sale. 8's additional basis is
treated as hew 10-year recovery propegty for
which B elects the straight-line method of
recovery. (To simplify the example. the half-
year canvention is disregarded.)

(b) Depreciation through Year 3;
intercomnpany gain. 5 claims $10 of
depreciation for each of Years 1 and 2 and
has an $80 basis at the tirme of the sale 1o B.
Thus, 3 has a $50 intercompany gain from its
sale to B. For Year 3, B has $10 of
depreciation with respect to $80 of its basis
{the portion of its 3130 basis not exceeding
S's adjusted hasls). In addition, B has $5 of
depreciation with respett to the $50 of its
additional basis that exceeds 8's adjusted
basis.

(¢} Timing. 5's 350 gain is taken into
account to reflect the difference for each
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consolidated return year between B's
depreciation taken into account with respect
to the property and the recomputed
depreciation. For Year 3. B takes $15 of
depreciation {nto account. If the
intercompany transaction were a transfer
between divisions of a single corporation, B
would succeed to S's adjusted basis in the
property and take into account only $10 of
depreciation for Year 3. Thus, S takes $5 of
gain into account in Year 3. In each
subsequent year that B takes into account $15
of depreciation with respect ta the property,
S takes into account $5 of gain.

{d) Attribures. Under paragraph (c}{1){i) of
this section. the attributes of S's gain and B's
depreciation must be redetermined to the
extent necessary to produce the same effect
on consolidated taxable income as if the
intercompany transaction were between
divisions of a single corporation {the group
must have a net depreciation deduction of
$10). In each year, $5 of B's corresponding
depreciation deduction offsets 5's $5
intercompany galn taken into account and,
under paragraph (c){4) (i} of this section, the
attributes of B's corresponding item conteol
the astributes of §'s intercompany item.
Accordingly, S's intercompany gain that is
taken into account as a result of B's
depreciation deduction is ordinary income.

(e} Sale of property to a nonmember. The
facts are the same as in paragraph (a) of this
Exampfe 4, except that B sells the property
to X on January | of Year 5 for $110. As set
forth in paragraphs (c} and (d} of this
Example 4, B has 315 of depreciation with
respect to the property in each of Years 3 and
4, causing S to take $5 of intercompany galn
into account in each year as erdinary income,
The $40 balance of 5's Intercompany gain is
taken into account in Year 5 as a result of B's
sale to X, to reflect the $40 difference
berween B's $10 gain taken into account and
the $50 of recomputed gain {3110 of sale
praceeds minus the $60 basis B would have
if the intercompany sale were a transfer
between divisions of a single corporation).
Treating S and B as divisions of a single
corporation, $40 of the gain is sectian 1245
gain and $10 is section 1231 gain On a
separate entity basis, § would have moare
than $10 treated as section 1231 gain, and B
waould have no amount treated as section
1231 galn. Under paragraph {c}{4}{ii} of this
section, all $10 of the section 1231 gain is
allocated 10 5. 5's remalning $30 of gain, and
all of B's $10Q gain, is treated as section 1245

ain.
’ Example 5. Intercompany sale followed by
instaliment safe. {a} Facts. 5 holds land for
investment with a basis of $70x. On January
1 of Year 1, S sells the land to B for $100x.
£ alsa holds the land for investment. On July
1 of Year 3, B sells the land to X in exchange
for X's $110x note. The note bears a market
rate of inferest in excess of the applicable
Federal rate, and provides for principal
payments of $55x in Year 4 and $55x in Year
5. The interest charge under section 453A(c}
applies to X's nole.

{b) Timing and aitributes. 5 takes its $30x
gain into account ta reflect the difference in
each consolidated return year between B's
gain taken into account for the year and the
recomputed gain. Under seciion 453, B takes

into aceount $5x of gain in Year 4 and $56x
of gain in Year 5. Thus. S takes into account
$15x of gain in Year 4 and §15x of gain in
Year 5 to reflect the $15x difference in each
of those years between B's $5x gain taken
into account and the $20x recomputed gain.
Both S's $30x gain and B's $10x galn are
subject to the section 453A(c] interest charge
beginning in Year 3,

{c) Election out under section 453(d). If,
under the facts in paragraph (a} of this
Example 5, the P group wishes to elect not
ta apply section 453 with respect to 5's gain,
an election under section 453(d} must be
made for Year 3 with respect to B's gain. This
election wilt cause B's $10x gain to be taken
inte account in Year 3. Under the maiching
rule, this will result in 3s $30x gain being
taken into account In Year 3. [An election by
the P group solely with respect ta S's gain
has no effect because the gain from S's sale
to B is taken into account under the matching
rule, and therefore must reflect the difference
between B’s gain taken into account and the
recomputed gain.)

(d)} Sale to a nonmember at a loss, but
overall gain. The facts are the same as in
paragraph {a) of this Example 5, except that
B sells the land to X in exchange for X's $90x
note (rather than $110x note). If S and B were
divisions of a singte carporation, B would
succeed to S's basis in the land, and the sale
to X would he eligible for Installment
reporting under section 453, because it
resulted in an overall gain. However, because
only gains may be reported on the
installment method, B's $10x corresponding
lass is taken inta account in Year 3. Under
paragraph (b){4) of this section the
recomputed corresponding item is $20x gain
that would be taken into account under the
installment method, $0 in Year 3 and $10x
in each of Years 4 and 5. Thus, in Year 3 8
takes $10x of gain into account ta reflect the
difference between B's $10x loss taken into
account and the $0 recomputed gain for Year
3. Under paragraph {c){4}{i} of this section,
B's $10x corresponding loss offsets $10x of
§'s intercompany gain, and B's attributes
control. S takes $10x of gain into account in
each of Years 4 and 5 ta reflect the difference
in those years between B's $0 gain taken into
account and the $10x recomputed gain that
would be taken into account under the
installment method. Only the $20x of S's
gain taken into account in Years 4 and 5 is
subject to the interest charge under section
453A(c) beginning in Year 3. (If P elects
under section 453(d} for Year 3 not to apply
section 453 with respect to the gain, all of 3's
$30x gain will be raken into account in Year
3 to reflect the difference between B's $10x
loss 1aken into account and the $20x
recomputed galn.)

(e} Intercompany Ioss, installment gain.
The facts are the same as in paragraph (a) of
this Example 5, except that 5 has a $§130x
{rather than $70x) basis in the land. Under
paragraph [¢}(1}(i) of this section, the
separate entity astributes of 5's and B's items
from the intercompany transaction must be
redetermined to praduce the same effect on
consolidated taxable income {and tax
liahility} as if the transaction had been a
transfer between divisions. if 5 and B were
divisions of a single corporation, B would

succeed to 5's basis in the land and the graup
would have $20x Joss from the sale to X,
installment reporting would be unavailable.
and the interest charge under section 453A(c)
would not apply Accordingly. B's gain from
the transactlon is not eligible for installment
treatment under section 453. B takes its $10x
gain into account In Year 3, and S takes s
$30x of loss into account in Year 3 ta reflect
the difference between B's $10x gain and the
520x recomputed loss.

() Recapture income. The facts are the
same as in paragraph {a} of this Example 5,
except that 5 bought depreciable praperty
{rather than land) for $100x, claimed
deprectation deductions, and reduced the
property’s basls to $70x before Year 1. (To
simplify the example, B's depreciation is
disregarded.) If the intercompany sale of
property had been a transfer between
divisions of a slngle corporation, $30x of the
$40x gain from the sale to X would be section
1245 gain [which is ineligible for instaliment
reporting) and 310x would be section 1231
gain (which Is eligible for installment
reporting). On a separate entity basis, 5
would have $30x of section 1245 gain and B
would have $10x of section 1231 gain.
Accordingly, the attributes are not
redetermined under paragraph {c}{1){}) of this
section. All of B's $10x gain is eligible for
Installment reporiing and is taken into
account $5x each In Years 4 and 5 {and Is
subject to the interest charge under section
453A(c)). S's $30x gain is taken into account
in Year 3 to reflect the dlifference between B's
30 gain taken Into account and the $30x of
recomputed gain. (If 3 had bought the
depreciable property for $110x and its
recomputed basis under section 1245 had
been $110x (rather than $100x), B's $10x gain
and 5's 330x gain would both be recapture
income ineligible for instaliment reporting.)

Example 6 Intercompany sale of
installment obligation. (a) Facts. S holds land
for investment with a basis of $70x. On
fanuary 1 of Year 1, § sells the land to X in
exchange for X's $100x note, and S reports
its gain on the installment method under
section 453. X's note bears interest at a
market rate of interest in excess of the
applicable Federal rate, and provides for
princlpal payments of $50x in Year 5 and
$50x in Year 6. Section 453A applies to X's
nate. On July 1 of Year 3, 5 sells X's note ta
B for $100x, resulting in $30x gain from S's
prior sale of the land to X under section
453B{a).

(b) Timing and attributes. 5's sale of X's
note to B is an Intercompany transaction, and
5's $30x gain is Intercompany gain. S takes
$15x of the gain inte account in each of Years
5 and 6 to reflect the $15x difference in each
year between B's $0 gain taken into account
and the $15x recomputed gain. 5's gain
continues to be treated as its gain fram the
sale to X, and the deferred tax liability
remains subject ta the interest charge under
section 453A(c).

{c) Worthlessness, The facts are the same as
in paragraph (a} of this Example 6, except
that X's note becomes worthless on December
1 of Year 3 and B has a $100x short-term
capital loss under section 165(g) on a
separate entity basis. Under paragraph
{c)(1}{ii) of this section, B's holding periond
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for X's note is aggregated with 5's halding
perind. Thus. B's Joss 15 a long- term capital
loss, S takes its $30x gain into account in
Year 3 to reflect the §30x difference between
B's $100x loss taken info account and the
$70x recomputed loss. Under paragraph
{c}{1) (i) of this section, 5's gain is long-term
capital gain.

(d} Pledge. The facts are the same as in
paragraph (a) of this Example 6, except that,
an December | of Year 3, B borrows $100x
from an unrelated bank and secures the
indebtedness with X's note. X's note remains
subject to section 453A(d) following the sale
ta B. Under section 433A(d), B's $100x of
proceeds from the secured indebtedness is
treated as an amount received on December
1 of Year 3 by B on X's note. Thus, 5 takes
its entire $30x gain into account in Year 3.

Example 7. Performance of services. {a)
Facts. S Is a driller of water wells, B operates
a ranch in a remote location, and B's taxable
incame fram the ranch s not subject to
section 447, B's ranch requices water to
maintain its cattle. During Year 1, S drills an
artesian well on B's ranch In exchange far
$100 from B, and S incurs $80 of expenses
[e.g.. for employees and equipment). B
caplitalizes its $ 10D cost for the well under
section 263, and takes into account $10 of
cnst recovery deductions in each of Years 2
thraugh 11. Under its separate entity method
of accounting, 5 would take its income and
expenses into account in Year 1. If5 and B
were divisions of a single corporation. the
costs incurred in drilling the well would be
capitalized.

(b} Definjtions. Under paragraph (b}(1) of
this secticn, the service eransaction is an
intercompany transaction, S is the selling
member, and B is the buying member. Under
paragraph (b}(2){i1) of this section, §'s $100
of income and $80 of related expenses are
both included in determining its
intercompany income of $20.

(c) Timing and attributes. 5's $20 of
intercompany income is taken into account
under the matching rule to refiect the $20
difference between B's corresponding items
taken into account (based on its 3100 caost
basis in the well) and the recomputed
corresponding items {based on the 380 basis
that B would have If 5 and B were divisions
of a single cosporatian and B's basis were
determined by reference 1o 5's 380 of
expenses). [n Year 1, S takes into account $80
of its income and the $80 of expenses. [n
each of Years 2 through 11, 5 takes $2 of its
$20 intercompany income inta account ta
reflect the annual $2 difference between B's
$10 of cost recovery deductions taken inio
account and the $8 of recomputed cost
recavery deductions. $'s $100 Income and
$80 expenses, and B's cast recovery
deductions, are ordinary items (because S's
and B's iterns would be ordinary on a
separate entity basis, the attributes are not
redetermined under paragraph {c){1}(i} of this
section]. If §'s offsetting $80 of income and
expense would not be taken into account in
the same year under its separale entity
methnd of accounting, they nevertheless
must be taken into account undes this section
in a manner that clearly reflects consolidated
taxable income. See paragraph [a}{3Ni} of this
section.

d} Sale of capitalized services. The facts
are the same as in paragraph (a} of this
Example 7, except that B sells the ranch
before Year 11 and recognizes gain
attributabie to the well. To the extent of 3's
income taken into account as a result of B’s
cast recovery deductions, as well as 5's
offsetting $80 of income and expense, the
timing and attributes are determined in the
manner provided In paragraph (¢) of this
Example 7. The attributes of the remainder of
5's $20 of income and B's gain from the sale
are redetermined to produce the same effect
on cansolidated taxable income as if 5 and
B were divisions of a single corporation.
Accordingly, §'s remaining intercompany
income is treated as fecapture income or
section 1231 gain. even though it is from 5's
performance of services.

Example 8. Rental of property. B operates
a ranch that requires grazing land for its
cattle. 5 owns undeveloped land adjoining
B's ranch. On January i of Year 1, 5 leases
grazing rights to B for Year 1. B's $100 rent
expense is deductible for Year 1 under its
separate entity accounting method. Under
paragraph {b){1} of this section, the rental
transaction is an intercompany transaction, 3
is the selling member, and B Is the buying
member. 5 takes jis $100 of income into
account in Year | to ceflect the $100
difference between B's rental deduction
taken into account and the $0 recomputed
rental deduction. 8's income and B's
deduction are ordinary items (because S's
intercompany item and B's corresponding
item would both be ordinary on a separate
entity basis, the attributes are not
redetermined under paragraph {c)(1)(i) of this
section).

Example 9. Intercompany sale of a
partnership interest. {a) Facts. § owns a 20%
interest {n the capital and profits of a general
partnership. The partnership holds land for
investment with a basis equal to its value,
and operates depreciable assets which have
value in excess of basis. 8's basls in its
partnership Interest equals its share of the
adjusted basls of the partnership's land and
depreciable assets. The partpership has an
election under section 754 in effect. On
Jahuary 1 of Year 1, 5 seils its partmership
interest to B at a gain. During Years 1 thraugh
10. the partnership depreciates the operatlng
assets, and B's depreciation deductions from
the partnership reflect the increase In the
basis of the depreciable assets under section
T43{b).

(b} Timing and attributes. 5's gain is taken
into account during Years 1 through 10 1o
reflect the difference in each year between
B's depreciatien deductions from the
partnership taken into account and the
recomputed depreclation deductions from
the partnership. Under paragraphs (c)(1)(i)
and {c){4){1) of this section, $'s galn taken:
into aceount is ordinary income. (The
acceleration rute does not apply te $'s gain
as a result of the section 743(b) adjustment,
because the adjustment Is solely with respect
to B and therefore na nanmember reflects any
past of the Intercompany transaciion.)

{c} Partnership sale of assels. The facts are
the same as in paragraph (a) of this Example
8, and the parinership sells some of its
depreciable assets ta X at a galn en December

31 of Year 4. In addition to the intercompany
gain taken into account as a result of the
partnership's depreciation, § takes
intercompany gain into account in Year 4 o
reflect the difference between B's partnership
items taken into account from the sale (which
reflect the basis ncrease under section
743(b}) and the recomputed parinership
items. The attributes of 5's additional gain
are redetermined to produce the same effect
on consolidated taxable income as if S and

B were divisions of a single corperation
{recapture income or section 1231 gain).

{d) B's sale of partnership interest. The
facts are the same as in paragraph (a) of this
Example 9, and on Decemnber 31 of Year 4.

B sells its partnership interest to X at no gain
or loss, In addition to the lntercompany gain
taken into account as a result of the
partnership's depreciation, the remaining
balance of S's tntercompany galn is taken
into account in Year 4 to reflect the
difference between B's 30 gain taken into
account from the sale of the partnership
interest and the recomputed gain. The
character of 5's remain!ng ntercompany item
and B’s corresponding item are determined
on a separate entity basis under section 751,
and then redetermined to the extent
necessary to produce the same effect as
treating the intercompany transaction as
occurring between divisions of a single
corporation.

{e} No section 754 election. The facts are
the same as In paragraph [d) of this Example
9, except that the partnership does not have
a section 754 electlon in effect, and B
recognizes a capital loss from its sale of the
partnership interest to X on December 31 of
Year 4. Because there is no difference
between B's depreciation deductions from
the partnership taken into accourt and the
recamputed depreciation deductions, S does
not take any of its gain inte account during
Years 1 through 4 as a result of B's
partnership's items. Instead, 5's entire
infercomparny gain is taken inta account in
Year 4 to reflect the difference between B's
Yoss taken into accourt from the sale to X and
the recomputed gain or loss,

Example 1. Net operating losses subject to
sectlan 382 or the SRLY rules. [a) Facts. On
January 1 of Year 1, P buys all of 5's stack.

S has net operating loss carryovers from pridr
years. P's acquisitlon results in an ownership
change under section 382 with respect to S's
loss carryovers, and S has a net unrealized
built-in galn (within the meaning of section
382(hi(3)}. S owns nondepreciable property
with a $70 basls and 3100 value. On July 1

of Year 3, S sells the property to B for $100,
and its $30 gain is recognized built-in gain
(within the meaning of section 382(h) (2)) on
a separate entity basis, On December 1 of
Year 5. B sells the property to X for $80.

(b) Timing and attributes. 5's $30 gain is
taken into account in Year 5 to reflect the $30
difference between B's $18 loss taken into
accourit and the recomputed $20 gain. S and
B are treated as divisions of a single
corporation for purposes of applying section
382 in connectian with the intercompany
transactian. Under a single entity analysis,
the single corporation has losses subject to
limitatlon under section 382, and this
limitation may be increased under section
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382ih) if the single corporation has
recognized built-in gain with respect to those
losses. B's $10 corresponding loss offsets §10
of §'s intercompany gain, and thus, under
paragraph {c}{4}{i} of this section, $10 of §'s
intercompany gain is redetermined not to be
recognized bullt-in gatn. S's remaining $20
intercompany gain continues to be treated as
recognized built-in galn,

(€) B's recognized built-in gain. The facts
are the same as in paragraph (a} of this
Example 10, except that the property
declines in value after 5 becomes a member
of the P group, S seifs the praperty to B for
its $70 basis, and B sells the praperty to X
for $80 during Year 5. Treating S and B as
divisions of a single corporation, 5's sale to
B does nat cause the property to cease o be
built-in gain property. Thus, B's $20 gain
fram its sale 1o X s recognized bullt-in gain
that increases the section 382 limitation
applicable to S's losses.

{d) SRLY limitation. The facts are the same
as in patagraph {a) of this Example 10, except
that 5's net operating loss carryovers are
suhject to the separate return llmitation year
{SRLY) rules. See §1.1502-21{c}. The
application of the SRLY rules depends on S's
status as a separate corporation having losses
from separate return limitation years. Under
paragraph (c){5). the attribute of S's
inlercompany item as it relates to 5's SRLY
limitation is not redetermined, because the
SRLY limitation depends on 5's special
status. Accordingly, S's $30 intercompany
gain is included in determining its SRLY
lirnitation for Year 5.

Example 11. Section 475. {a) Facts. 5, a
dealer in securities within the meaning of
section 475{c), owns a securlty with a basls
of $70. The security is held for sale to
customers and is not identifled under section
475(b} as within an exception to marking to
market. On July 1 of Year 1. S sells the
security 1o B for $100. B is not a dealer and
holds the security for investment. On
Drecember 31 of Year 1, the falr market value
of the security is $100. On July 1 of Year 2,

B seils the security to X for $110.

{b) Ateributes. Under section 475, a dealer
in securities can treal a security as within an
exception to marking to market under section
475(b) only if it timely identifies the security
as so described. Under the matching rule,
attributes must be redetermined by treating S
and B as divisions of a single corporation. As
a result of S's activities, the slngle
corperation is treated as a dealer with respect
ta securities, and B must continue to mark to
market the security acquired from 5. Thus,
B's correspanding items and the recomputed
carresponding items are determined by
continuing to treat the security as not within
an exception to marking to market. Under
section 475{d) (3}, it is possible for the
character of §'s Intercompany items to differ
from the character of B's corresponding
items,

{c} Timing and character. 5 has a $30 gain
when it disposes of the security by selling it
ta B. This gain is intercompany gain that is
taken into account in Year 1 to reflect the $30
difference between B's 30 gain taken into
account from marking the security 1o market
under section 475 and the recomputed $30
gain that would be taken into account. The

character of §'s gain and B's gain are
redetermined as if the security were
transferred between divisions. Accordingly,
3's gain is ordinary income under section
475(d) (3)(A}(i). but under section
475(d)(3){B) (i1} B's $10 gain from its sale to
X is capital gain that is taken Into account
in Year 2.

{d) Nondealer to dealer. The facts are the
same as in paragraph {a} of thils Example 11,
except that S is not a dealer and holds the
security for investment with a $70 basis, B
Is a dealer ta which section 475 applies and,
immediately after acquiring the security from
S fer $104), B holds the securlty for sale ta
customers in the ardinary course of its trade
or business. Because S is not a dealer and
held the security for investment, the security
is treated as properly identlfled as held for
investment under section 475(b}(1) until it is
sold o B. Under section 475(b)(3). the
security thereafter ceases to be described in
section 475{b)(1) because B holds the security
for sale to customers. The mark-to-market
requirement applies only to changes in the
value of the security after B's acquisition. B's
mark-to-market gain taken inte account and
the recomputed mark-to-market gain are both
determined based on changes from the 3100
value of the security at the time of B's
acquisition. There is no difference between
B's $0 mark-to-market galn taken into
account it Year T and the $0 recomputed
mark-to-market gain. Therefore, none of $'s
galn is taken into account in Year 1 asa
result of B's marking the security to market
in Year 1. ln Year 2, B has a $10 gain when
it disposes of the security by selling it to X,
but would have had a $40 gain \fS and B
were divisions of a single corporation. Thus,
5 takes its $30 gain into account in Year 2
under thve matching rule. Under section
475(d}(3), S's gain Is capital gain even though
B's subsequent gain or loss from marking to
market or disposing of the security is
ordinary galn or loss. If B disposes of the
security at a $10 loss in Year Z, 5's gain taken
into account (n Year 2 is still capital because
un a single entity basis section 475{d) {3}
would provide for $30 of capital gain and 310
of ardinary loss. Because the atiributes are
not redetermined under paragraph [c) (1){1) of
this section, paragraph {c}{4}() of this section
does not apply. Furthermore, if B held the
security for investment. and so jdentified the
security under section 475(b)(1), the security
would continue ta be excepted from marking
to market.

Example 12 Section 1092, {a) Facts. On
July 1 of Year 1. 5 enters into offsetting long
and short positions with respect to actively
traded personal property. The positlons are
not sectjon 1256 contracts, and they are the
only positions taken Into account for
purposes of applying section 1092. On
August 1 of Year 1. S sells the long position
to Bat an $11 loss, and there is $11 of
unirealized gain in the offsetting short
position. On December | of Year [, B sells
the lang position to X at no gain or foss. On
December 31 of Year 1, there is still $11 of
unrealized gain in the shorr position. On
February 1 of Year 2, 5 closes the shart
position at an $11 gain

{b) Timing and attributes. If the sale from
S to B were a transfer between divisions of

a single corporation, the $11 loss on the sale
to X would have heen deferred under section
1092(a) (1}(A). Accordingly, there is no
difference in Year I between B's
corresponding item of $0 and the recomputed
corresponding item of $0. 5 takes its 311 loss
into account In Year 2 to reflect the
difference between B's corresponding itern of
50 taken into account in Year 2 and the
recomputed loss of $11 that would have been
taken into account in Year 2 under section
1092{a)(1)(B} if S and B had been divisions
of a single corparatian. (The results are the
same under section 267{f).

Example 13. Manufacturer incentive
payments. {a} Facts. B is a manufacturer that
sells its products to independent dealers for
resale, 5 is a credit company that offers
financing, including financing to customers
of the dealers. S also purchases the product
from the dealers for lease to customers of the
dealers. During Year 1, B Initiates a program
of incentive payments to the dealers’
custorners. Under B’s program. S buys a
product from an independent dealer for $100
and leases it to a nonmember. S pays 390 to
the dealer for the preduct, and assigns to the
dealer its $10 incentive payment from B.
Under their separate entity accounting
methods, B would deduct the $10 incentive
payment in Year 1 and S would take a $90
basis in the product. Assume that if S and B
were divisions of a single corporation, the
$10 payment would not be deductible and
the basis of the property would be $100.

{b} Timing and attributes. Under paragraph
(b)(1) of this sectlon, the incentive payment
transaction is an intercompany transaction.
Under paragraph (b)(2){iii} of this section, §
has a $10 intercompany Iltem not yet taken
into account under its separate entity method
of accounting. Under the matching rule, 5
takes its intercompany item into account to
reflect the difference between B's
corresponding item taken into account and
the recomputed corresponding item. in Year
1 thete is a $10 difference hetween B's $10
deduction taken into account and the 30
recomputed deduction. Accordingly, under
the ratching rule S must take the $10
incentive payment into account as
intercompany income in Year 1. 5's $10 of
income and B's $10 deduction are ordinary
iterns. S5's basis in the product is $100 rather
than the $30 it would be under 3's separate
entity method of accounting. 5's additional
$10 of basis in the product is recovered based
an subsequent events (e.g.. 5's cost recovery
deductions or its sale of the product).

Example 14. Source of income under
section 863. (a) [ntercompany sale with no
independent factory price. 5 manufactures
inventory in the United States, and
recognizes $75 of income on sales to B in
Year 1. B distributes the inventory in Country
Y and recognizes $25 of incame on sales to
X. also in Year 1. Title passes from S 10 B,
and from B (6 X, in Country Y. There is no
independent factory price [as defined in
regulations under section 863) for the sale
from 5 to B. Under the matching rule, S's $75
intercompany income and B's $25
corresponding incorne are taken into account
in Year 1. Io determining the source of
income. S and B are rreated as divisions of
a single corporation, and sectlon 883 applies
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as if $100 of income were recognized from
producing in the United States and selling in
Country Y. Assume that applying the section
863 regulations on a single entity basis, $50
is treated as foreign source income and $50
as U.S source income. Assume further that
on 4 separate entity basis. 5 would have
$37.50 of foreign source incomie and $37.50
of U.S. source income, and that alt of B's $25
of income would be foreign source incame.
Thus, on a separate entlty basls, S and B
would have $62.50 of combined foreign
source income and $37.50 of U.S. source
income. Accordingly. under single entity
treatrrient, $12.50 that would be treated as
foreigh scurce income on a separate entiry
basis is redetermined to be U.S. saurce
incarme. Under paragraph (c)(1) (i) of this
section, attributes are redetermined only to
the extent of the $12.50 necessary to achieve
the same effect as a single entlty
determination. Under paragraph (c){4){ii) of
this section, the redetermined attribute must
be allocated between S and B using a
reasonable method. For example, it may be
reasonable to recharacterize only S's fareign
source income as 1.5, source income because
only S would have any U.5. spurce income
on a separate entity basis. However, it may
also be seasanable to allocate the
redetermined attribute between S and B in
proportion to their separate entity amounts of
foreign source income (in a 3:2 ratio, so that
$7.50 of 5's foreign source income is
redetermined to be U.S. source and $5 of B's
foreign source incame is redetermined to be
U.S. source], pravided the same method is
applied to all similar transactions within the
group.

{b} Intercompany sale with independent
factory price. The facts are the same as in
paragraph {(a) of this Example 14, except that
an independent factory price exists for the
sale by S ta B such that $70 of 5's $75 of
lncome is attributable to the production
function. Assume that on a single entity
basis, $70 is treated as U.5. source income
{because of the existence of the independent
factory price) and $30 is treated as foreign
source [ncome. Assume that on a separate
entity basis, $70 of 5's income would be
treated as U.S. source, 35 of §'s income
would be treated as foreign source income,
and all of B's $25 income would be treated
as foreign source income. Because the results
are the same an a single entity basis and a
separate entity basis. the attributes are not
redetermined under paragraph (c)(1){} of this
section.

[c} Sale of property reflecting Intercornpany
services or intangibles. S earns $10 of income
performing services In the United States for
B. B capitalizes 5's fees into the basis of
property that it manufactures in the United
States and sells to an unrelated person in
Year | at a $30 profit, with title passing in
Country Y. Under the matching rule, 5's $10
income and B's $30 income are taken into
account in Year 1. In determining the source
of income, S and B are treated as divisions
of a single corporation, and section 863
applies as if $100 were earned from
manufacturing in the United States and
selling in Country Y. Assume that on a single
entity basis $50 is treated as foreign source
income and $50 is treated as U.5. source

incame. Assume that on a separate entity
basis, 5 would have $10 of U.S. source
income, and B would have $45 of fareign
source income and $45% of U.S. source
income Accordingly, under single entity
treatment, $5 of income 1hat would be treated
as U.S. source income on a separate entity
basis is redetermined to be foreign source
income. Under paragraph (c}(1}{i} of this
section, attributes are redetermined only to
the extent of the $5 necessary to achieve the
same effect as a single entlty determination.
Under paragraph (c){4)(ii) of this section, the
redetermined attribute must be atlocated
between S and B using a reasonable method.
{If instead of performing services, S licensed
an intangible to B and earned $10 that would
be treated as U.S. source Income on a
separate entity basis, the results would be the
same.}

Example 15. Section 1248, (a) Facts. On
January 1 of Year 1, 5 forms FT, a wholly
owned forelgn subsidiary, with a $10
contribution. During Years 1 through 3. FT
has earnings and profits of $40. None of the
earnings and profits is taxed as subpart F
income under section 951, and FT distributes
no dividends to S during this period. On
January 1 of Year 4, 5 sells its FT stock to
B for $50. While B owns FT, FT has a deficlt
in earnings and profits of $10. On July 1 of
Year 6, B sells its FT stock for $§70 10 X, an
unrelated forelgn corporation.

{bl Timing. 5's $40 of intercompany gain is
taken into account in Year 6 ta reflect the
difference between B's $20 of gain taken into
account and the $60 recomputed gain.

{c} Attributes. Under the matching rule, the
attributes of 5's intercompany gain and B's
corresponding gain are redetermined to have
the same effect on consolidated taxable
income (and consolidated tax liability) as if
S and B were dlvisions of a single
corporation. On a single entity basis, there is
360 of gain and the portion which Is
characterized as a dividend under section
1248 is determined on the basis of FT's $30
of earnings and profits at the time of the sale
of FT to X (the sum of FT's $40 of earnings
and profits while held by S and FT's $10
deficit in earnings and profits while held by
B}. Therefore, $30 of the $60 gain is treated
as a dividend under section 1248, The
remaining $30 is treated as capital gain. On
a separate entity basis. all of 5's $40 gain
would be treated as a dividend under section
1248 and all of B's $20 gain would be treated
as capital gain. Thus. as a cesult of the single
entity determination, $ 10 that would be
treated as a dividend under section 1248 on
a separate entity basis is redetermined ta be
capital gain. Under paragraph {c}(4}(ii) of this
section,.this redetermined attribute must be
allocated between S's intercompany item and
B's corresponding ltem by using a reasonable
method. On a separate entity basis, only 5
wauld have any amount treated as a dividend
under section 1248 available for
redetermination. Accordlngly, $10 of 8's
income is redetermined fo be not subject to
section 1248, with the result that 330 of S5's
intercompany gain is treated as a dividend
and the remaining $10 is treated as capital
gain. All of B's corresponding gain is treated
as capltal gain. as it would be on a separate
anfity basis

{d) B has loss. The facts are the same as
in paragraph (a) of this Example 15, except
that FT has no earnlngs and profits or deficit
in earnings and profits while B owns FT, and
B sells the FT stock 1o X for $40. On a single
entity basls, there is $30 of gain, and section
1248 is applied on the basis of FT's $40
earnings and profits at the time of the sale
of FT ta X. Under section 1248, the amount
treated as a dividend is limited to $30 {the
amount aof the gain). On a separate entity
basis, 5's entire $40 gain wauld be treated as
a dividend under section 1248, and B's $10
loss would be a capital loss. B's $10
corresponding loss offsets 310 of 5's
intercompany galn and. under paragraph
{chi4) (i) of this section, the attributes of B's
corresponding ltem cantrol. Accordingly, $10
of 5's gain must be redetermined to be capital
gain. B's $10 loss remains a capital loss. {If,
however, S sold FT to B at a loss and B sold
FT to X at a gain, it may be unreasonable for
the attributes of B's corresponding gain to
control 3's offsettlng intercompany loss. If
B's attributes were to control, for example,
the group could possibly claim a larger
foreign tax credit than would be available if
S and B were divisions of a single
corporation.)

(d) Acceleration rule. S's
intercompany items and B's
corresponding items are taken into
account under this paragraph {d) to the
extent they cannot be taken into account
to produce the effect of treating S and
B as divisions of a single corporaticn.
For this purpose, the following rules

apFly: . )

1) S's items—(i) Timing. S takes its
intercompany items into account to the
extent they cannot be taken into account
to produce the effect of treating S and
B as divisions of a single corporation.
The items are taken into account
irnmediately before it first becomes
impossible to achieve this effect. For
this purpose, the effect cannot be
achieved—

(A) To the extent an intercompany
itern or comresponding item will not be
taken into account in determining the
group's consolidated taxable income {or
consolidated tax liability) under the
matching rule {for example, if 5 o B
becomes a nonmember, or if 5's
intercompany item is no longer reflected
in the difference between B's basis {or
an amount equivalent to basis) in
property and the basis (or equivalent
amount) the property would have if 5
and B were divisions of a single
corporation); or

(B) To the extent a nonmember
reflects, directly or indirectly, any
aspect of the intercompany transaction
(e.g., if B's cost basis in property
purchased from 5 is reflected by a
nonmember under section 362 {ollowing
a section 3531 transaction).

(ii) Ateributes. The attributes of S's
intercompany items taken into acrount
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under this paragraph (d)(1) are
determined as follows:

(A} Sale. exchange, or distribution. If
the item is from an intercompany sale,
exchange, or distribution of property, its
attributes are determined under the
principles of the matching rule as if B
sold the property, at the time the item
is taken into account under paragraph
{d)(1)(i) of this section, for a cash
payment equal to B's adjusted basis in
the property {i.¢., at no net gain or lossj,
to the following person:

{1 Property leaves the group. If the
property is owned by a nonmember
immediately after S's itern is taken into
account, B is treated as selling the
property to that nonmember. If the
nonmernber is related for purposes of
any provision of the Internal Revenue
Code or regulations to any party to the
intercompany transaction (or any
related transaction} ar to the common
parent, the nonmember is treated as
related to B for purposes of that
provision. For example, if the
nonmember is related to P within the
meaning of section 1239(b}, the deemed
sale is treated as being described in
section 1239%(a}. See paragraph (j)(6} of
this section, under which property is
not treated as being owned by a
nonmermber if it is owned by the
common parent after the commaon
parent becomes the only remaining
member.

(2) Property does not leave the group.
If the property is not owned by a
nonmember immediately after §'s item
is taken into account, B is treated as
selling the property to an affiliated
corporation that is not a member of the
group.

{(B) Other transactions. If the item is
from an intercompany transaction other
than a sale, exchange, or distribution of
property {e.g.. income from 5's services
capitalized by B}, its attributes are
determnined on a separate entity basis.

(2) B's items—{i) Attributes. The
attributes of B's corresponding items
continue to be redetermined under the
principles of the matching rule, with the
following adjustments:

(A) If S and B continue to join with
each other in the filing of consolidated
returns, the attributes of B's
corresponding items (and any
applicable holding pericds} are
determined by continuing to treat § and
B as divisions of a single corporation.

{B) Once S and B no longer join with
each other in the filing of consolidated
returns, the attributes of B's
corresponding items are determined as
if the S division {but not the B division)
were transferred by the single
corporation to an unrelated person.
Thus, §'s activities [and any applicable

holding period) before the intercompany
transaction continue to affect the
attributes of the corresponding items
(and any applicable holding period).

(it} Timing. If paragraph ﬁi (1) of this
section applies to 5, B nevertheless
continues to take its corresponding
ttemns into account under its accounting
method. However, the redetermination
of the attributes of a corresponding item
under this paragraph (d}{2) might affect
its timing.

(3) Examples. The acceleration rule of
this paragraph (d) is iHustrated by the
following examples.

Example i. Becoming a nanmember—
timing. (a) Facts. 5 owns land with a basis
of $70. On lanuary 1 of Year 1, S sells the
land ta B for $100. On July | of Year 3, P
sells 609% of S's stock to X for $60 and, as
aresult, 5 becomes a nonmember.

(b) Matching rule. Under the matching rule,
none of 5's 330 gain is taken into account in
Years 1 through 3 because there is no
difference between B's 30 gain or loss taken
into account and the recomputed gain or loss,

{c} Acceleration of S's intercompany items.
Under the acceleration rule of paragraph (d}
of this section, S's $30 gain is taken Into
account in camputing consclldated taxable
income {and cansolidated tax liability)
immediately before the effect of treating 5
and B as divisions of a single corpozation
cannot be produced. Because the effect
cannot be produced once 5 becomes a
nonmember, S takes its $30 gain into account
in Year 3 Imunediately before becoming a
nonmember. S's gain is reflected under
§1.1502-32 in P's basis in the S stock
immediately before P's sale of the stock.
Under § 1.1502-32, P's basis in the 5 stock
Is increased by $30, and therefore P's gain is
reduced (or lass is increased) by $18 (60% of
330). See also §51.1502-33 and 1.1502-
76({b}. {The results would be the same if 5
sold the land te B in an instaliment sale to
which section 453 would otherwise apply.
because S must take its intercompany gain
into account under this section.}

{d) B's corresponding items.
Notwithstanding the acceleration of $'s gain,
B continues to take its corresponding items
into account under its account!ng method.
Thus, B's items from the land are taken into
account based on subseguent everits {e.g., its
sale of the land}.

le) Sale of B's stock. The facts are the same
as in paragraph {a) of this Example 1, except
that P sells 60% of B's stock (rather than 5
stock) to X for $60 and, as a result, B becomes
a nonmember. Because the effect of treating
S and B as divisions of a single corporation
cannot be produced once B becomes a
nonmember, 5 takes its $30 gain into account
under the acceleration rule immediately
before B becomes a nonmembes. {The results
would be the same f S sold the land to B in
an installment sale to which section 453
would otherwise apply, because 5 must take
its intercompany gain into account under this
section.}

{f) Discontinue filing consolidated returns.
The facts are the same as in paragraph (a) of
this Example I, except that the P group

receives permission under §1.1502-75(c) (o
discontinue flling consolidated returns
beginning in Year 3. Under the acceleration
rule, 5 takes its $30 gain into account on
December 31 of Year 2.

(®) No subgroups. The facts are the same
as in paragraph (a) of this Example I, except
that P simultaneously sells ail of the stack of
both S and B to X (rather than 60% of 5's
stock), and 5 and B become members of the
X consolidated group. Because the effect of
treating $ and B as divisions of a single
corporation in the P group cannat be
produced once S and B become nonmembers,
S rakes its $3( gain into account under the
acceleration rule lrnmediately before S and B
become nanmembers. (Paragraph (j)(5) of this
section does not apply to treat the X
consolidated group as succeeding to the P
group because the X group acquired cnly the
stock of S and B.) However, 50 long as $ and
B continue to join with each other in the
fitling of consolidated returnis, B continues to
treat 5 and B as divisions of a single
corporation for purposes of determining the
attributes of B's corresponding items from the
land.

Example 2. Becoming a nonmember—
atiributes. {a) Facts. 8 holds land for
investment with a basis of $70. On January
1 of Year 1, S sells the land to B for $100.

B holds the land for sale to customers in the
ordinary course of business, and expends
substantial resources over a two-year period
subdividing, developing, and marketing the
lard. On July 1 of Year 3, before B has sold
any of the land, P sells 60% of 5's stock to
X for $60 and, as a result, S becomes a
nanmember.

{b) Attributes. Under the acceleration rule,
the attributes of 5's gain are redetermined
under the principles of the matching rule as
if B sold the land to an affillated corperation
that is not a member of the group for a cash
payment equal to B's adjusted basis In the
land (because the land continues to be held
within the group). Thus, whether $'s gailn is
capital gain or ordinary income depends on
the activities of buth 5 and B. Because S and
B no longer join wlith each other in the filing
of consolidated returns, the attributes of B's
corresponding items [e.g.. from its
subsequent sale of the land) are redetermined
under the principles of the matching rule as
if the S division (but not the 8 division) were
transferred by the single corporation te an
unrelated person at the time of P's sale of the
S stock. Thus, B continues to take into
account the activities of 5 with respect to the
land before the intercompany transaction.

{c} Depreciable property. The facts are the
same as in paragraph (a} of this Example 2,
except that the property sold by St B is
depreciable property. Section 1239 applies to
treat all of §'s gain as ordinary income
because it is taken into account as a result
of B's deemed sale of the property to a
affiliated corporation that is not a member of
the group (a related person within the
meaning of section 1239(hj}.

Example 3. Selling member's disposition of
installment note. {a} Facts. 5 owns Jand with
a basis of $70. On January 1 of Year 1, 5 sells
the land to B in exchange for B's 3110 note.
The note bears a market rate of interest in
excess of the applicable Federal rate, and
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providas for principal payments of $55 in
Year 4 and $55 in Year 5. On July 1 of Year
3. S selis B's nate to X for §110.

{b} Timing S's intercompany gain is taken
into account under this section, and not
under the rules of section 453. Consequently,
S's sale of B's note does not fesult in its
intercompany gain from the land being taken
into account {e.g., under section 4538}, The
sale does not prevent 5's intercompany items
and B's corresponding items from being
taken into account in determining the group’s
consolidated taxable lncame under the
matching rule, and X does not reflect any
aspect of the intercompany transaction (X has
its own cost basis In the note). 5 will take the
intercompany gatn inte account under the
matching rule or acceleratian rule based on
subsequent events {e.g.. B’s sale of the land).
See also paragraph (g) of this section for
additlanal rules applicable 1o B's note as an
intercompany obligation.

Example 4. Cancellation of debt and
attribute reduction under section 108(b}. {a)
Facts. 5 holds land for Investment with a
basis of $0. On January 1 of Year 1, 5 sells
the land ta B far 3100. B also holds the Jand
for investment. During Year 3, B is insolvent
and B's nonmember creditors discharge $60
of B's indebtedness. Because of insolvency,
B's $60 discharge Is excluded from B's grass
income under section 108(a). and B reduces
the basis of the land by $60 under sections
108(b) and 1017.

(b} Acceleration rule. As a result of B's
basis reduction under section 1037, $60 of
$'s intercompany gain will not be taken into
account under the matching rule {because
there is only a $40 differenice between B's
$40 basls in the land and the $0 basis the
land would have if § and B were divisions
of a single corporation}. Accordingly, S takes
$60 of its gain into account under the
acceleration rule in Year 3, 5's gain is long-
tecm capital gain, determined under
paragraph (d){1}(if} of this section as if B sold
the land to an affiliated corporation that is
not a member of the group for $120
immediately before-the basis reduction.

{c) Purchase price adjustment. Assume
instead that S sells the land to B in exchange
for B's $1G0 purchase money note, B remains
solvent, and 5 subsequently agrees to
discharge $60 of the note as a purchase price
adjustment te which section 108{e}(5)
applies. Under applicable principles of tax
law, 360 of §'s gain and 360 of B's basis in
the Jand are eliminated and never taken into
account. Similarly, the note js not treated as
satisfied and reissued under paragraph (g) of
this section.

Example 5. Section 48]. (a) Facts. §
operates several {rades or businesses,
including a manufacturing business. §
receives permission to change its method of
accounting for valuing inventory for its
manufacturing business. § increases the basis
of its ending lnventory by 3100, and the
related $100 positive section 481(a)
adjustment is to be taken into account ratably
aver six taxable years, heginning in Year 1.
During Year 3, 5 sells all of the assets used
in its manufacturing business to B at a gain.
Immediately after the transfer, B does not use
the same inventory valuation method as S.
On1 a separale enlity basis, 5's sale results in

an acceleration of the balance of the section
481 (a} adjustment to Year 3.

{b) Timing and attributes. Under paragraph
(b}{2) of this section, the balance of 5's
section 481{a} adjustment accelerated 1o Year
3 is intercompany income. However, $'s $100
basis increase before the intercompany
transaction eliminates the related difference
for this amount between B's corresponding
items taken into account and the recomputed
corresponding items in subsequent perigds.
Because the accelerated section 481(a)
adjustment will not be taken into accaunt in
determining the group’s consolidated taxable
Income {and consolidated tax lability} under
the maiching rule, the balance of S's sectlon
481 adjustment [s taken into account under
the acceleration rule as ordinary income at
the time of the intercompany transaction. {If
5's sale had not resulted in accelerating S's
section 481(a) adjustment on a separate entity
basis. S would have no intercempany income
to be taken into account under this section.}

{e) Simplifying rules—{1) Dollar-vajue
LIFO invertory methods—{i} In general.
This paragraph (e}(1}) applies if either 5
or B uses a dollar-value LIFO inventory
method to account for intercompany
transactions. Rather than applying the
matching rule separately to each
intercompany inventory transaction,
this paragraph (e) (1) provides methods
to apply an aggregate approach that is
based on dollar-value LIFO inventory
accounting. Any method selected under
this paragraph {e)(1} must be applied
consistently.

{il) B uses dollar-vajue LIFO—(A} In
general. If B uses a dollar-value LIFO
inventory method to account for its
intercompany inventory purchases, and
includes alt of its inventory costs
incurred for a year in its cost of goods
sold for the year (that is, B has no
inventory increment for the year), S
takes into account all of its
intercompany inventory items for the
year, If B does not include all of its
inventory costs incurred for the year in
its cost of gnods sold for the year {that
is, B has an inventory increment for the
year}, S does not take all of its
intercompany inventory income or loss
into account. The amount not taken into
account is determined under either the
increment averaging method of
paragraph (e] (1) (ii}{B) of this section or
the increment valuation method of
paragraph {e){1){(i1}(C) of this secticn.
Separate computations are made for
each pool of B that receives
intercompany purchases from S, and S's
amount not taken into account is
layered based on B's LIFQ inventory
layers.

(B) Increment averaging method.
Under this paragraph (e){1}{i){B), the
amount not taken inte account is the
amount of S's intercompany inventory
income or loss multiplied by the ratio of
the LIFO vajue of B's curreni-year costs

of its layer of increment to B's total
inventory costs incurred for the year
under its LIFO inventory method. If B
includes more than its inventory costs
incurred during any subsequent year in
its cost of goods sold (a decrement), S
takes Into account the Intercompany
inventory income or ioss layers in the
same manner and proportion as B takes
into account ks inventary decrements.

(C) Increment valuation method.
Under this paragraph (e){1)(il){C}. the
amount not taken into account is the
amount of S's intercomnpany inventory
income or less for the appropriate
period multiplied by the ratio of the
LIFO value of B's current-year costs of
its layer of incremnent to B's total
inventory costs incurred in the
appropriate period under its LIFO
inventory method. The principles of
paragraph (e} (1) (it} (B} of this section
otherwise apply. The appropriate period
is the period of B's year used to
determine its current-year costs.

{ii1) S uses dollar-value LIFO. If S uses
a dollar-value LIFO inventory method to
account for its intercompany inventory
sales, S may use any reasonable method
of allocating its LIFO inventory costs to
intercompany transactions. LIFQ
inventory costs include costs of prior
layers if a decrement occurs. For
example, a reasonable aliocation of the
most recent costs incurred during the
consolidated return year can be used to
compute S's intercompany inventory
income or loss for the year if S has an
inventory increment and uses the
earliest acquisitlons costs method, but S
must apportion costs from the most
recent appropriate layers of increment if
an inventory decrement occurs for the
year,

(iv) Other reasonable methads. S or B
may use a methad not specifically
provided in this paragraph (e}{1) that is
expected to reasonably take into account
intercompany items and corresponding
itemns from intercompany inventory
transactions. However, if the method
used results, for any year, in a
cumulative amount of intercompany
inventory items not taken into account
by S that significantly exceeds the
cumulative amount that would not be
taken into account under paragraph
{&)(1)(11) or {iii) of this section, S must
take into account for that year the
amount necessary to eliminate the
excess, The method is thereafter applied
with appropriate adjustments to reflect
the amount taken into account.

{v} Examples. The inventory rules of
this paragraph (e} (1} are illustrated by
the following examples.

Example 1. Increment averaging method.
{a) Facts. Both 5 and B use a double-
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extension. dollar-value LIFO inventory
method, and both value inventary increments
using the earljest acquisitions cost valuation
method. During Year 2, S sells 25 units of
praduct Q to B on January 15 at $10/unit. S
sells another 25 units on April 15, on July 15,
and on September 15, at $§12/unit. 3's earliest
cast of product  is $7.50/unit and 5's most
recent cost of product Q Is $8.00/unit. Beth

S and B have an inventory increment for the
year. B's total inventocy costs incurred
during Year 2 are $6,000 and the LIFO value
of B's Year 2 layer of increment is $600.

(b) Intercompany inventory income. Under
paragraph (e) (1} (iii) of this section, § must
use a reasonable method of allocating its
LIFO inventory costs t¢ intercompany
transactions. Because 5 has an inventory
increment for Year Z and uses the earliest
acquisitions cost method, a reasonable
method of determining its intercompany cost
of goods sold for praduct Q is to use its most
recent costs. Thus, its intercompany cost of
goods sold is $800 ($8.00 most recent cost,
multiplied by 100 units sold ta B}, and its
intercompany inventory income is $350
{$1.150 sales proceeds from B minus $800
cost).

{c) Timing. {i} Under the increment
averaging method of paragraph {e) {1)(il} (B} of

this section, $35 of 5's $350 of intercompany
inventary income is not taken into account
in Year 2, computed as follows.

LIFQ value of B's Year

2 layer of increment  _ 3600 10%
B’'s total inventory ~ $6.000 o
costs for Year 2 '
10% % S's $350 intercompany _ $35

inventory income

(i) Thus, 3315 of S's intercompany
inventory incorne s taken into account in
Year 2 (§350 of tota] intercompany inventory
income minus $35 not taken into account).

() S incurs a decrement. The facts are the
same as in paragraph {a) of this Example ],
except that in Year 2, 5 incurs a decrement
equal to 50% of its Year 1 layer. Under
paragraph {e}{1){ii1} of this section, 5 must
reasonably allocate the LIFO cast of the
decrement to the cost of goods sold to B to
determine 5's intercampany inventory
income.

{e) B Incurs a decrement. The facts are the
same as in paragraph (a) of this Examgle [,

LIFQ valuc of B's Year 2

layer of increment _ 3600
B's total inventory cosis from  §1.428

January through March of Year 2

42% x §'s $50 intercompany inventory

{t1}) Thus, $32% of 5's intercompany
inventary income is taken inte account in
Year 2 ($350 of total Intercompany inventory
income minus $21 not taken into account).

(c] B incurs a subsequent decrement. The
facts are the same as in paragraph () of this
Examplie 2. In addition, assume that in Year
3, B experiences a decrement in its pool that
receives intercompany purchases from 5. B's
decrement equals 20% of the base-year costs
for its Year 2 layer. The fact that B has
incurred a decrement means that ail of its
inventory costs incurred for Year 3 are
included in cost of goads sold. As a cesuit,

5 takes into account its entire amount of
intercompany inventory income from its Year
3 sales. In addition, S takes into account
$4.20 of its Year 2 layer of intercompany
inventory income nat already taken Lnto
account [20% of $21}.

Example 3. Other reasonable inventory
methods. [a) Facts. Both S and B use a dollar-
value LIFO inventory method for their
inventory transactions. During Year 1. 5 sells
nventory to B and to X. Under paragraph
(e} {1}{iv) of this section, to compute ils
intercampany inventary income and the
amount of this income not taken into
account, S computes its intercompany
inventory income using the transfer price of
the inventory items less a FIFO cost for the

income for the period from =$21

Tanuary through March

goods, takes into account these items based
on a FIFQ cost flow assumption for B's
corresponding itemns, and the LIFO methods
used by § and B are ignored for these
computations. These computations are
camparable ta the methods used by S and B
for Rnancial reporting purposes, and the
book methods and results are used for tax
purposes. S adjusts the amount of
intercompany inventory {tems not taken into
account as required by sectlon Z63A.

(n) Reasonable method. The method used
by S is a reasonable methad under paragraph
{e){1)(iv) of this section if the cumulative
amount of intercompany inventory items not
taken into account by S is not significantly
greater than the cumulative amount that
would nat be taken into account under the
methods specifically described in paragraph
{e}{1} of this sectian. If, for any year, the
methad resulis in a cumulative amount of
intercompatty inventory items not taken into
account by 3 that significantly exceeds the
cumulative amount that would not be taken
into account under the methods specifically
provided, S musl take into account for that
year the amount necessary to eliminate the
excess. The method is therealter applied with
appropriate adjusiments o reflect the amount
taken into account {e.g.. 1o preveni the

except that B incurs a decrement in Year 2.
S must take into account the entire $350 of
Year 2 intercompany inventory income
because all 100 units of product  are
deemed sold by B in Year 2.

Exampte 2. Increment valuation method.
(a) The facts are the same as in Example 1.

In addition, B's use of the earliest
acquisition’s cost methad of valuing its
increments results in B valuing its year-end
inventory using costs incurred from January
through March. B's costs Incurred during the
year are: $1.428 in the period January
through March; $1,498 in the period April
through June; $1.524 in the period July
through September; and $1.550 in the period
Octaber through December. 5's intercompany
inventory income for these periods is: $50 in
the period January through March

((25%$10) - (25x$8)); $100 in the period April
through June {(25x312) — {25x$8)): $100 in
the period July through September

{{25x%12) - {25x38)); and $100 in the period
Cctober thiough December

{(25x312) - (25%$8)).

{b} Timing. {i} Under the increment
valuation method of paragraph (e){(1}H{15){C) of
this section, $21 of 5's $350 of Intercompany
inventory income is not taken into account
in Year 2, computed as follows:

=42%

amount from being taken into account more
than once].

(2} Reserve accounting—(i) Banks and
thrifts. Except as provided in paragraph
(g}(3)(1v) of this section (deferral of
items from an intercompany cbligation},
a member’s addition to, or reduction of,
areserve for bad debts that is
maintained under section 585 or 593 is
taken into account on a separate entity
basis. For examnple, if S makes a loan to
a nonmernber and subsequently sells the
loan to B. any deduction for an addition
to a bad debt reserve under section 585
and any recapture income {or reduced
bad debt deductions) are taken into
account ob a separate entity basis rather
than as intercompany items or
corresponding items taken into account
under this section. Any gain or loss of
S from its sale of the loan to B is taken
into account under this section,
however, to the extent it is not
atteibutable ta recapture of the reserve,

(i} Insurance companies—{A} Direct
insurance, If a member provides
insurance to ancther member in an
intercompany transaction, the
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transaction is taken into account by both
members on a separate entity basis. For
example, if cne member provides life
insurance coverage for another member
with respect to its employees, the
premiums, reserve increases and
decreases, and death benefit payments
are determined and taken inte account
by both members on a separate entity
basis rather than taken into account
under this section as intercompany
items and corresponding items.

{B) Reinsurance—(1) In general.
Paragraph (e}(2}{i1) (A) of this section
does not apply to a reinsurance
rransaction that is an intercompany
transaction. For example, if a member
assurnes all or a portion of the risk on
an insurance contract writien by another
member, the amounts transferred as
reinsurance premiums, expense
allowances, benefit reimbursements,
reimbursed policyholder dividends,
experience rating adjustments, and
other similat items are taken into
account under the matching rule and
the acceleration rule. For purposes of
this section, the assuming company is
treated as B and the ceding company is
treated as 5.

(2) Reserves determined on a separate
entity basis. For purposes of
determining the amount of a member’s
increase or decrease in reserves, the
amount of any reserve item listed in
section 807{(c) or 832(b)(5) resulting
from a reinsurance transaction that is an
intercompany transaction is determined
on a separate entity basis. But see
section 845, under which the
Commissioner may allocate between or
ameng the members any items,
recharacterize any such items, or make
any other adjustments necessary to
reflect the proper source and character
of the separate taxable income of a
member.

(3) Consent to treat intercompany
transactions on a separate entity basis—
(i) General rule. The common parent
may request consent to take into
account on a separate entity basis items
from intercompany transactions other
than intercompany transactions with
respect to stock or obligations of
members. Consent may be granted for
all items, or for items from a class or
classes of transactions, The consent is
effective only if granted in writing by
the Internal Revenue Service. Unless
revoked with the written consent of the
Internal Revenue Service, the separate
entity treatment applies to ali affected
intercompany transactions in the
consolidated return year for which
consent is granted and in all subsequent
consalidated return years. Consent
under this paragraph (ej(3) does not
apply for purposes of taking into

account losses and deductions deferred
under section 267(F).

{ii) Time and manner for requesting
consent. The request for consent
described in paragraph (e)(3){l} of this
section must be made in the form of a
ruling request. The request must be
signed by the common parent, include
any information required by the Internal
Revenue Service, and be flled on or
before the due date of the consolidated
return {not including extensions of time)
for the first consolidated return year to
which the consent is to apply. The
Internal Revenue Service may impose
terms and conditions for granting
consent. A copy of the consent must be
attached to the group's consolidated
returns (or amended returns) as required
by the terms of the consent.

(i1i) Effect of consent on methods of
accounting. A consent for separate
entity accounting under this paragraph
{£){3). and a revocation of that consent,
may require changes in members’
methods of accounting for intercompany
transactions, Because the consent, or a
revacation of the consent, is effective for
all intercompany transactions occurring
In the consolidated retuen year for
which the consent or revocation is first
effective, any change in method is
effected on a cut-off basis. Section
446{e) consent is granted for any
changes in methods of accounting for
intercompany transactions that are
necessary solely to conform a member’s
methods ta a binding consent with
respect to the group under this
paragraph (€}{3) or the revocation of that
consent, provided the changes are made
in the first consolidated return year for
which the consent or revocation under
this paragraph (e){3) is effective.
Therefore, section 446(e) consent must
be separately requested under
applicable administrative procedures if
a member has failed to conform its
practices to the separate entity
accounting provided under this
paragraph (e){3) or the revocation of that
treatment in the first consolidated
return year for which the consent to use
separate entity accounting or revocation
of that consent is effective.

(iv) Consent to treat intercompany
transgctions on a separate entity basis
under prior faw. A group that has
received consent that is in effect as of
the first day of the first consolidated
return year beginning on or after July 12,
1995 to treat certain intercompany
transactions as provided in §1.1502-
13{c)(3) of the regulations (as contained
in the 26 CFR part 1 edition revised as
of April 1, 1995} will be considered to
have obtained the consent of the
Commissioner Lo take items from
intercompany transactions into account

on a separate entity basis as provided in
paragraph (e)(3)(i) of this section. This
treatrnent is applicable only to the
iterns, class or classes of transactions for
which consent was granted under prior
law,

{f) Stock of members—(1) In general.
In addition to the general rules of this
section, the rules of this paragraph (f)
apply to stock of members.

2] Intercompany distributions to
which section 301 applies—{(i) In
general This paragraph (fH{2) provides
rules for intercompany transactions to
which section 301 applies
(tntercompany distributions). For
purposes of determining whether a
distribution is an intercomparny
distribution, it is treated as occurring
urnder the principles of the entitlement
rule of paragraph (f)(2}(iv) of this
section. A distribution is not an
intercompany distribution to the extent
it is deducted by the distributing
member. See, for example, section
1382(c)(1).

{ii}) Distributee member. An
intercompany distribution is not
included in the gross income of the
distributee member {B). However, this
exclusion applies to a distribution onty
to the extent there is a corresponding
negative adjustment reflected under
§1.1502-32 in B's basis in the stock of
the distributing member (S). For
example, ne amount is included in B's
gross income under section 301 (¢)(3}
from a distribution in excess of the basis
of the stack of a subsidiary that results
in an excess loss account under
§1.1502-32{a) which is treated as
negative basis under §1.1502-19. See
§1.1502-26(b) (applicability of the
dividends received deduction to
distributions not excluded from gross
income, such as a distribution from the
common parent to a subsidiary owning
stock of the common parent).

(iii) Distributing member. The
principles of section 31 1(b) apply ta §'s
loss, as well as gain, from an
imtercompany distribution of property.
Thus, S's loss {s taken into account
under the matching rule if the property
is subsequently sold to a nonmember,
However, section 311(a) continues to
apply to distributions to nonmembers
{for example, loss is not recognized).

(iv} Entitlement rule—{A) In general
For all Federal income tax purposes, an
intercompany distribution is treated as
taken into account when the
shareholding member becomes entitled
to it {generally on the record date). For
example, if B becomes entitled to a cash
distribution before it is made, the
distribution is treated as made when B
becomes entitled to it. For this purpose,
B is treated as entitled to a distribution
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no later than the time the distribution is
taken into account under the Internal
Revenue Code {e.g., under section
305(c)). To the extent a distribution is
not made, appropriate adjustments must
be made as of the date it was taken into
account.

(B) Nonmember shareholders. If
nanmembers own stock of the
distributing corporation at the time the
distribution is treated as occurring
under this paragraph (f)(2)(iv),
appropriate adjustments must be made
to prevent the acceleration of the
distribution to members from affecting
distributions to nonmembers.

(3) Boot in an intercompany
reorganization— (i) Scope. This
paragraph () (3) provides additional
rules for an intercompany transaction in
which the receipt of money or other
property {nonqualifying property)
results in the application of section 356.
For example, the distribution of stock of
a lower-tier member to a higher-tier
member in an intercompany transaction
to which section 355 would apply but
for the receipt of nonqualifying property
is a transaction to which this paragraph
{f(3) applies. This paragraph (f)(3) does
not apply if a party to the transaction
becomes a member or nonmember as
part of the same plan or arrangement.
For example, if S merges into a
nonmember in a transaction described
in section 368(a){1}(A}, this paragraph
(}(3) does not apply.

(if} Treatment. Nonqualifying
property received as part of a
transaction described in this paragraph
{f}{3) is treated as received by the
member shareholder in a separate
transaction. See, for example, sections
302 and 311 (rather than sections 356
and 361). The nonqualifying property is
treated as taken into account
immediately after the transaction if
section 354 would apply but for the fact
that nongualifying property is received,
It is'treated as taken into account
immediately before the transaction if
section 355 would apply but for the fact
that nonqualifying property is received.
The treatment under this paragraph
(A (3){i1} applies for a{l Federal income
1ax purposes,

(4) Acquisition by issuer of its own
stack. If a member acquires its own
steck, or an option to buy or sell its own
stock, in an intercompany transaction,
the member’s basis in that stock or
option is treated as eliminated for all
purposes, Accordingly, 8's
intercompany items from the stock or
optiens of B are taken into account
under this section if B acquires the stock
or options in an intercompany
transaction {unless, for example, B
acquires the stock in exchange for

successor property within the meaning
of paragraph {j){1} of this section in a
nonrecognition transaction). For
example, if B redeems its stock from S
in a transaction to which section 302(a)
applies, S$'s gain from the transaction is
taken into account immediately under
the acceleration rule.

{5} Certain ligquidations and
distributions—(i) Netting aflowed. S's
intercomparny item from a transfer to B
of the stock of another corporation (T)
is taken into account under this section
in certain circumstances even though
the T stock is never held by a
nonmermnber after the intercompany
transaction. For example, if S sells all of
T's stock te B at a gain, and T
subsequently liquidates into B in a
separate transaction to which section
332 applies, S’s pain is taken into
account under the matching rule. Under
paragraph (c) (6) (i) of this section, S's
intercompany gain taken into account as
a result of a liquidation under section
332 or a comparable norrecognition
transaction is not redetermined to be
excluded from gross income. Under this
paragraph (){5){1), if S has both
intercompany income or gain and
intercompany deduction or loss
attributable to stock of the same
corporaticn having the same material
terms, only the income or gain in excess
of the deduction or loss is subject to
pacagraph (c){6}(17) of this section. This
paragraph (){S){i) applies only o a
transaction in which B's basis inits T
stock is permanently eliminated in a
liquidation under section 332 or any
comparable nonrecognition transaction,
including—

{A) A merger of B into T under section
368(a);

{B) A distribution by B of its T stock
in a transaction described in section
355; or

(C) A deemed liquidation of T
resulting from an election under section
338{h)(10).

(ii) Elective relief—(A} In general If
an election is made pursuant to this
paragraph {f)(5)(ii), certain transactions
are recharacterized to prevent S's items
from being taken into account or to
provide offsets to those items. This
paragraph {f) (5)(i1) applies only if T is a
membér throughout the period
beginning with S's transfer and ending
with the completion of the
nonrecognition transaction.

(B) Section 332—(1) In general. If
section 332 applies to T's [iquidation
into B, and B transfers T's assetsto a
new member {(new T) in a transaction
not otherwise pursuant to the same plan
or arrangement as the liguidation, the
transfer is nevertheless treated for all
Federal income tax purposes as

pursuant to the same plan or
arrangement as the liquidation. For
example, If T liquidates into B, but B
forms new T by transferring
substantially all of T's former assets to
new T, 3's intercompany gain or loss
generally is not taken into account
solely as a result of the liquidation if the
Hquidation and transfer would gualify
as a reorganization described in section
368(a). (Under paragraph (j}{1) of this
section, B's stock in new T would be a
successor asset to B's stock in T, and 5's
gain would be taken into account based
on the new T stock.)

(2) Time Nmitation and adjustmerits,
The transfer of an asset to new T not
otherwise pursuant to the same plan or
arrangement as the liquidation is treated
under this paragraph {f) (5) (ii) (B) as
pursuant to the same plan or
arrangement only if B transfers it to new
T pursuant tc a written plan, a copy of
which is attached to a timely filed
original return {(including extensions)
for the year of T's liquidaticn, and the
transfer is completed within 12 months
of the filing of that return. Appropriate
adjustments are made to reflect any
events occurring before the formation of
new T and to reflect any assets not
transferred to new T as part of the same
plan or arangement. For example, if B
retains an asset in the reorganization,
the asset is treated under paragraph
{f}(3) of this section as acquired by new
T but distributed to B immediately after
the reorganization.

{3 Downstream merger, etc. The
principles of this paragraph ({}{5){ii}{B)
apply, with appropriate adjustrnents, if
B's basis in the T stock is eliminated in
a transaction similar to a section 332
liquidation, such as a transaction
described in section 368 in which B
merges into T. For example, if Sand B
are subsidiaries, and S sells all of T"s
stock to B at a gain followed by B's
merger into T in a separate transaction
described in section 368(a), 5's pain is
not taken into account solely as a result
of the merger if T (as successor to B)
forms new T with substantially all of T's
former assets.

(C) Section 338(h)(10)—(1} In general.
This paragraph {){5)(ii){C) applies to a
deemed liquidation of T under section
332 as the result of an election under
section 338(h)(10). This paragraph
{f) (5)(ii}(C) does not apply if paragraph
() (5){ii}{B) of this section is applied to
the deemed liquidation. Under this
paragraph, B is treated with respect to
each share of its T stock as recognizing
as a corresponding item any loss or
deduction it would recognize
{determined after adjusting stock basis
under § 1.1502-32) if section 331
applied to the deemed liquidation. For
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all other Federal income tax purposes,
the deemed liquidation remains subject
to section 332.

(2) Limitation on amount of loss. The
amount of B's loss or deduction under
this paragraph {}{5)(ii}{C} is limited as
follows—

() The aggregate amount of loss
recognized with respect to T stock
cannot exceed the amount of S's
intercompany income or gain that is in
excess of §'s intercompany deduction of
Ioss with respect to shares of T stock
having the same material terms as the
shares giving rise to §'s intercompany
income ot gain; and

(i) The aggregate amount of 1oss
recognized under this paragraph
(f(5) (1)){C} from T's deemed liquidation
cannot exceed the net amount of
deducticn or loss {if any) that would be
taken into account from the deemed
liguidation if section 331 applied with
respect to all T shares.

3 Assetsale, etc. The principles of
this paragraph {{(5)(i1){C) apply. with
appropriate adjustments, if T transfers
all of its assets to a nornmember and
campletely liquidates in a transaction
comparable to the section 338(h){10}
transaction described in paragraph
{f(5) (1) (C)(1) of this section. For
example, if S sells all of T's stock to B
at a gain followed by T's merger into a
nonmember in exchange for a cash
payment to B in a transaction treated for
Federal income tax purposes as T's sale
of its assels to the nonmember and
comgplete liquidation, the merger is
prdinarily treated as a comparable
transaction.

(D} Section 355. If B distributes the T
stock in an Infercompany transaction to
which section 355 applies (including an
intercompany transaction to which 355
applies because of the application of
paragraph (0(3) of this section), the
redetermination of the basis of the T
stock under section 358 could cause S's
gain or loss to be taken into account
under this section. This paragraph
(N (5){1i}{D} applies to treat B's
distributinn as subject to sections 301
and 311 (as modified by this paragraph
{f}). rather than section 355. The
election will prevent S's gain or loss
from being taken inte account
immediately to the extent matching
remains possible, but B's gain or loss
from the distribution will also be taken
into account under this section.

{E) Election. An election to apply this
paragraph {f)(5)(ii) is made in a separate
statement entitled “’|{Insert Name and
Employer [dentification Number of
Common Parent] HEREBY ELECTS THE
APPLICATION OF §1.1502-~
130 (5iD).” The election must include
a description of S's intercompany

wansaction and T's liquidation (or other
transaction). It must specify which
provisicn of § 1.1502-13{) (5} {i1) applies
and how it alters the otherwise
applicable results under this section
{including, for exampie, the amount of
S's intercompany items and the amount
deferred or offset as a result of this
§1.1502-13({f){5}(ii)). A separate election
must be made for each application of
this paragraph (f) (5){ii). The election
must be signed by the common parent
and filed with the group’s income tax
return for the year of T's liquidation (or
other transaction). The Commissioner
may impose reasonable terms and
conditions to the application of this
paragraph {f) (5)(ii) that are consistent
with the purposes of this section.

(6} [Reserved)

{7) Examples. The application of this
section to intercompany transactions
with respect to stock of members is
illustrated by the following examples.

Example 1. Dividend exclusion and
property distribution. {a} Facts. S owns land
with a 370 basis and $100 value, On January
1 of Year 1, P's basis in §'s stock is 3100.
During Year 1. § declares and makes a
dividend distribution of the land to P. Under
sectiont 311{b), S has a $30 gain. Under
section 301 (d), P's basis in the land Is $100.
On July 1 of Year 3, P sells the land to X for
$110.

{b) Dividend eliminaticn and stock basis
adjustments. Under paragraph (b}{1} of this
section, S's distributlon to P is an
intercompany distribution. Under paragraph
(01 (2)(ii} of this section, P's $100 of dividend
income is not included in gross incorme.
Under §1.1502-32, P's basls in 5's stock s
reduced from $100 to 30 in Year 1.

{c) Matching rule and stock basls
adjustments. Under the matching rule
{treating P as the buying member and S as the
selling member), 5 takes jts $30 gain into
accaunt in Year 3 to reflect the $30 difference
hetween P's $10 gain taken into account and
the $40 recomputed gain. Under § 1.1502-32,
P's basis in 5's stock s increased from $0 to
$30 in Year 3.

{d} Loss property. The facis are the same as
in paragraph (aj of this Example 1, except
that $ has a $130 [rathes than $70) hasis in
the land. Under paragraph (1{2}{iif} of this
section. the principles of section 31 1(b) apply
to S's loss from the intercompany
distribution. Thus, S has a $30 loss that Is
taken inte account under the matching rule
in Year 3 ta reflect the $30 difference
berween P's $10 gain taken into account and
the $20 recomputed loss. (The results are the
same under section 267().) Under §1.1502-
32, P's hasis in §'s stock is reduced fram
$100 10 $0 in Year 1, and from $0{o a $30
excess loss account in Year 3. (if P had
distributed the land to its shareholders,
rather than selling the land to X, P would
take its $10 gain under section 311{k) inte
account, and 5 would take its $30 loss into
account under the maiching rule with $1¢
offset by P's gain and 320 recharacterized as
a noncapital. nondeductible amount.}

(e} Entittement rule. The Facts are the same
as in paragsaph (a} of this Example i, except
that, after P becomes entitled to the
distribution but before the distribilion is
made, § issues additional stock to the public
and becomes a nonmember, Under paragraph
(f (2){i) of this section, the determination of
whether a distribution is an intercompany
distribution is made under the entitlement
rule of paragraph {0(2){iv) of this section.
Treating S's distribution as made when P
becomes eptitled to it results in the
distribution being an intercompany
distribution. Under paragraph ((2)(ii) of this
section, the distsibution is not included in
P's gross Income. 5's 330 gain from the
distribution is intercompany gain that is
taken into account under the acceleration
rule immediately before 5 becomes a
nonmember. Thus, there 1s a net $70 decrease
in P's basis in its § stock under §1.1502-32
{$ 100 decrease for the distribuvion and a $30
increase for S's $30 gain}. See also §1.1502-
20(b} (additional stock basis reductions
applicable to certain deconsclidations).
Under paragraph [£)(2){}v) of this section, P
does not take the distribution into account
again under separate return rules when
received, and P is not entitled to a dividends
received deduction.

Example 2. Excess loss accounts. (a) Facts,
5 owns all of T's only class of stock with a
$10 basis and $100 value. S has substantial
earnings and profits, and T has $10 of
earnings and proflts. On January 1 of Year 1,
5 declares and distributes a dividend of all
of the T stock to P. Under section 311{p}, S
has a §90 galn. Under section 301{d}). P's
basis in the T stock is 3100. Ducing Year 3,

T borrows $90 and declares and makes a $30
distribution to P to which section 301
applies, and P’s basis in the T stock is
reduced under §1.1502-32 from $100 to $1C.
During Year 6. T has $5 of earnings that
increase P's basls in the T stock under
§1.1502-32 from $10 to $15. On December

t of Year 9, T Issues additional stock ta X
and, as a result, T becomes a nonmember,

(b} Dividend exclusion. Under paragraph
{H(2)41Y) of this section. P's $100 of dividend
income fram 5's distribution of the T stock,
and jts $10 of dividend income from T's $90
distribution, are not included in gross
income.

(c} Matching and acceferation rules. Under
§1.1502-19{6){1). when T becomes a
nonmember P must include in incame the
amount of its excess loss account {if any) in
T stock. P has no excess lass account in the
T stock. Therefore P's corresponding item
from the deconsolidation of T is $0. Treating
S and P as divisions of a single corporatian,
the T stock would continue to havea $10
basis after the distribution, and the
adjustments under § 1.1502-32 for T's $80
distribution and $5 of earnings would result
in a $75 excess loss account. Thus, the
recomputed corresponding ltem from the
deconsolidation is $75. Under the matching
rule, S takes $75 of its $90 gain inte account
inn Year 9 as a result of T becoming a
nonmember, to reflect the difference between
F's $0 gain taken into account and the $75
recomputed gain. 5's remaining $15 of gain
is taken into accournt urder the matching and
acceleration rules based on subsequent
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events [for example, under the matching rule
if P subsequently sells its T stack, or under
the acceleration rule if S becomes a
ronmember).

{d} Reverse sequence. The facts are the
same as in pasagraph (a) of this Exampie 2,
except that T borrows $90 and makes its $90
distribution to S before S distributes T's stock
to P. Under patagraph ((2}{i)) of this section,
T's $90 distribution to 5 ($10 of which isa
dividend) is not included in §'s gross
income. The carresponding negative
adjustment under § 1.1502-32 reduces S's
basis in the T stock from $10 to an $80 excess
loss account. Under section 311(b). Shas a
$90 gain fram the distributlon of T stock fo
P. Under section 301{d} P’s Initial basis in the
T stock is $10 (the stock’s fair market value),
and the basis increases to $15 under
§1.1502-32 a5 a result of T's earnings In Year
6. The timing and attributes of §'s gain are
determined in the manner provided in
paragsaph {c} of this Example 2. Thus, $75 of
S's gain is taken into account under the
matching rule in Year 9 as a result of T
becoming a nonmember, and the remainiog
$15 is taken into account under the matching
and acceleration rules based on subsequent
evenls.

(e} Partial stock saie. The facts are the same
as in paragraph (a} of this Example 2, except
that P sells 10% of T's stock to X on
December t of Year 9 for $1.50 {rather than
T's issuing additional stock and becoming a
nonmember). Under the matching rule, S
takes 39 of its gain into account to reflect the
difference between P's $0 gain taken into
accaunt ($1.50 sale proceeds minus $1.50
basis) and the $9 recomputed gain {$1.50 sale
proceeds plus $7.50 excess lass account).

{f} Loss, rather than cash distribution. The
facts are the sarme as in paragraph {a} of this
Example 2, except that T retains the loan
proceeds and incurs a $80 loss in Year 3 that
is absorbed by the group. The viming and
attributes of §'s gain are deterrined in the
same manner provided in paragraph (c) of
this Example 2 Under §1.1502-32, the loss
inn Year 3 reduces P's basis in the T stock
from $100 to $10, and T's 3% of earnings in
Year © increase the basis to $16. Thus, 375
of $'s gain is taken into account under the
matching rule in Year % as a result of T
becaming a nonmember, and the remaining
$15 is taken into account under the matching
and acceleration rules based on subsequent
events. {The timing and attributes of 5's gain
would be determined in the same manner
provided in paragraph [d) of this Example 2
if T incurred the $90 loss before S's
distribution of the T stock to P.)

{g) Stock sale, rather than stock
distribution. The Facts are the same as in
paragraph {a} of this £xample 2, except that
S sells the T stock to P for 3100 (rather than
distributing the stock). The timing and
attributes of $'s gain are determined in the
same manner provided irn paragraph {c) of
this Example 2. Thus, $75 of §'s gain is taken
into accourtt under the matching rule in Year
9 as a result of T becoming a nonmember,
and the remaining $15 s taken into account
under the matching and acceleration rules
based on subsequent events.

Example 3. Intercompany reorganizatiai.
{a} Facts. P faems S and B by contributing

$200 ta the capital of each. During Years 1
through 4, S and B each earn $50, and under
§1.1502-32 P adjusis its basis in the stack of
each to $250. (See §1.1502-33 far
adjusiments ta earnings and profits.} On
January 1 of Year 5. the fair market value of
5's assets and Its stock is $500. and S merges
into B in a tax-free reorganization. Pursuant
ta the plan of reorganization. P receives B
stack with a fair market value of $350 and
$150 of cash.

{b) Treatment as a section 301 distribution.
The merger of 5 into B is a transaction to
which paragsaph ()(3) of this section applies.
P is treated as receiving additional B stock
with a fair market value of $500 and, under
section 358, a basis of $250. lmmediately
after the merger, $150 of the stock received
is treated as redeemned, and the redemption
is treated under section 302(d} as a
distribution to which section 301 applies.
Because the $150 distribution is treated as
not received as part of the merger, section
356 does not apply and no basis adjustments
are required under section 358{a){1}{A} and
{B). Because B is treated under section
381(cH{2) as receiving 5's earnings and profits
and the redemption is treated as occurring
after the mecger, $ 100 of the distribution is
treated as a dividend under section 301 and
P's basis in the B stock is reduced
cosrespondingly under §1.1502-32. The
remaining $50 of the distribution reduces P's
basis Ln the B stock. Section 301(c}{2) and
§ 1.1502-32. Under paragraph {f)(2){ii) of this
section, P's $100 of dividend income Is not
included in gross income. Under § 1.302-
2(c}, proper adjustments are made to P's basis
in its B stock to reflect its basis in the B stock
redeemed, with the result that P's basis in the
B stock is reduced by the entire $150
distribution.

(c) Depreciated property. The facts are the
same as In paragraph (a) of this Example 3,
except that property of 5 with 2 $200 basis
and $150 fair market value is distributed to
F (rather than cash of B}. As in paragraph [b)
of this Example 3, P is treated as receiving
additional B stock in the merger and a $150
distribution to which section 301 applies
immedlately after the merger. Under
paragraph ((2}(iif) of this section, the
principles of section 311(b) apply to B's $50
loss and the loss is taken into account under
the matching and acceleratlon rules based on
subsequent events {e.g., under the matching
rule if P subsequently sells the property, or
under the acceleration rule if B becomes a
nonmember}. The results are the same under
section 267(f).

(d] Divisive iransaction. Assume instead
that, pursuant to a plan, S distributes the
stock of a lower-tier subsidiary in a spin-off
transaction to which section 355 applies
together with $150 of cash. The distribution
of stock is a transaction to which paragraph
(B1(3} of this section applies. P is treated as
receiving the $150 of cash immediately
tefore the section 355 distribution, as a
distsibution to which section 301 applies.
Section 356{b} does not apply and no basis
adjustments are required under section
358{a}(1) (A} and (B). Because the $150
distribution is treated as made before the
section 355 distribution, the distribution
reduces P's basis in the 5 stock under
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§1 1582-32, and the basis allocated under
section 358{c) between the S stock and the
lower-tier subsidiary stock received reflects
this basis reduction.

Example 4. Stock redemptions and
distributions. (a) Facts. Before becoming a
member of the P group, 5 owns P stock with
a $30 basls. On January 1 of Year |, P buys
all of 8's stock. On July | of Year 3, P
redeems the P stock held by S for $100 in a
transaction to which section 302{a) applies.

(b} Gain under section 302 Under
paragraph {f)(4) of this section, P's basis In
the P stock acquired from S is treated as
eliminated. As a result of this elimination,
5's intercompany item will never be taken
inte account under the matching rule because
P's basis in the stock does not reflect S's
intercompany item. Therefore, S's $70 gain is
taken inio account under the acceleration
rule in Year 3. The attributes of S's itesn are
determined under paragsaph (d}{1)(ii} of this
sectian by applying the matching rule as if
P had sold the stock to an affiliated
corporation that is not a member of the group
at no gain or loss. Although P's
corresponding item from a sale of its stock
would have been excluded from gross
income under section 1032, paragraph
(c}(6}{i5} of this section prevents S's gain from
being treated as excluded from gross income;
instead 5's gain is capital gain.

{c) Gain under section 31 1. The facts are
the same as in paragraph [a) of this Exampfe
4, except that 5 distributes the P stock to P
in a transaction to which section 301 applies
(rather than the stock being redeemed), and
S has a $70 gain under section 311¢). The
timing and attributes of 5's gain are
determined In the manner provided in
paragraph [b} of this Example 4.

{d) Loss stock. The facts are the same as in
paragraph (a) of this Example 4, except that
S has a $130 (rather than $30) basis in the
P stock and has a $30 loss under section
302{a). The limitation under paragraph
[c)(6) (il) of this section does not apply to
intercampany losses. Thus, 5's loss is taken
into account In Year 3 as a noncapital,
nondeductible amaunt.

Example 5. Intercompany stock sale
followed by section 332 liguidation. (a} Facts.
S owns all of the stock of T, with a $70 basis
and §$100 value, and T's assets have a $10
basis and $100 value. On January ¥ of Year
1. 5 sells all of T's stock to B for $100. On
July 1 of Year 3, when T's assets are still
worth $100, T distributes all of its assets to
B in an unrelated complete liquidation to
which section 332 applles.

(b) Timing and attributes. Under paragraph
{bi {3111} of this section, B's unrecognized
gain or loss under section 332 is a
corresponding itern for purposes of applying
the matching rule. In Year 3 when T
liquidates, B has $0 of unrecognized galn or
loss under section 332 because B has a $100
basis in the T stock and receives a $100
distribution with respect 1o its T stack.
Treating S and B as divisions of a single
corporation, the recomputed corresponding
itern would have been $30 of unrecognized
gain under section 332 because B would have
succeeded to S's $70 basis in the T stock.
Thus, under the matching rule, 3's 330
intercompany gain is taken into account in
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Year 3 as a result of T's liquidation. Under
paragraph (c}{1){i) of this section, the
attributes of §'s gain and B's corresponding
ltem are redetermined as if S and B were
divisions of a single corporation. Although
S's gain ordinarily would be redetermined to
be treated as excluded from gross income to
reflect the nonrecognition of B's gain under
section 332, §'s gain remalns caplial gain
because B's unrecognized gain under section
332 is not permanently and explicitly
disaliowed under the Code. See paragraph
(c)(B}{ii} of this section. However, relief may
bie elected under paragraph [f}(5)(i1) of this
section.

{c) Intercompany sale at a loss. The facts
are the same as in paragraph {a) of this
Exampdle 5, except that § has a $130 [rather
than $70) basis in the T steck. The limitation
under paragraph {c){6){l]) of this section does
riot apply to intercompany losses. Thus, S's
intercompany loss is taken inta account In
Year 3 as a noncapital, nondeductible
amount. However, relief may be elected
under paragraph {}{5)(}) of this section.

Example 6. Intercampany stock sale
followed by section 355 distribution. (a}
Facts. 5 owns all of the stock of T with a $70
basis and a $100 value. On January 1 of Year
1, S sells ail of T's stock to M for $100. On
June 1 of Year 6, M distributes all of its T
stock to its nonmember shareholders in 2
transaction to which section 355 applies. At
the time of the distribution, M has a basis in
T stock of $100 and T has a value of $150.

{b} Timing and attributes. Under paragraph
(b (3Kii) of this section, M's $50 gain not
recognized on the distribution under section
355 is a corresponding item. Treating S and
M as divisiens of a single corporation, the
recomputed corresponding item would be
$80 of unrecognized gain under section 355
because M would have succeeded 10 55 370
basis in the T stock. Thus, under the
matching rule, 5's $30 intercompany gain is
taken into account in Year 6 as a result of the
distribution. Under paragraph (£)(1){i} of this
section, the attributes of §'s intercompany
item and M's corresponding item are
redetermined to produce the same effect on
cansolidated taxable income as if 5 and M
were divisions of a single corporation.
Although S's gain ordinarily would be
redetermined to be treated as exciuded from
grass income to reflect the nonrecoghition of
M's gain under section 355(c}, §'s gain
remains capital galn because M's
unrecagnized gain under section 355(¢) is not
permanently and explicitly disaliowed under
the Code. Ses paragraph (c){6)(il) of this
section. Because M's distribution of the T
stock is not an intercompany transaction,
relief is not available under paragraph
0 (2)(ii) of this section.

[c} Section 355 distribution within the
group. The facts are the same as under
paragraph {a) of this Example 6, except that
M distributes the T stack to B [another
menber of the group), and B takes a §75 basis
in the T stock under sectian 358, Under
paragraph (j}(2] of this section, Bisa
successor to M for purposes of taking 5's
intercompany gain o account, and
therefore both M and B might have
corresponding items with respect 10 8's
intercompany gain To the extent il is

possible, matching with respect to B's
corresponding items produces the result most
cansistent with treating S, M, and B as
divisions of a single corporation. See
patagraphs {[}(3} and (j}{4} of this section.
Howaever, because there is only $5 difference
between B's $75 basis in the T stock and the
$70 basis the stock would have if S, M, and
B were divisions af a single corporation, only
$5 can be taken inte account under the
matching rule with respect to B's
corresponding items. (This $5 is taken into
account with respect to B's corresponding
items based on subsequery events.] The
reruaining $25 of 5's $30 Intercompany gain
is taken into account in Year 6 under the
matching rule with respect to M's
corresponding item from ts distrlbution of
the T stock. The attributes of S's remaining
$25 of gain are determined !n the same
manner as in paragraph {b) of this Example
6.

{d) Relief elected. The facts are the same as
in paragraph (c} of this Example & except that
P elects relief pursuant to paragraph
{N (5111} {D} of this section. As a result of the
election, M's distribution of the T stock is
treated as subject to sections 301 and 311
instead of section 355. Accordingly, M
recognizes $50 of intercompany gain from the
distribution, B takes a basis in the stock equal
to its fair market value of 3150, and 5 and
M take their intercompany gains into account
with respect o B's corresponding items
based on subsequent events. (None of §'s
gain is taken into account In Year Gasa
result of M's distribution of the T stock))

(g} Obligations of members—(1) In
general In addition to the general rules
of this section, the rules of this
paragraph (g} apply to intercompany
obligations.

(2} Definitions. For purposes of this
section—

(1) Obligation of a member. An
obligation of a member is—

(A) Any obligation of the member
constituting indebtedness under general
principles of Federal income tax law
{for example, under nonstatutory
authorities, or under section 108,
section 163, section 171, or section
1275}, but not an executory obligation to
purchase or provide goods or services;
and

(B) Any security of the member
described in section 473(c){2HD} or (E},
and any comparable security with
respect to commodities, but not if the
security is a position with respect to the
member’s stock. See paragraph ({4} of
this section and § 1.1502~13T{fH6) for
special rules applicable to positions
with respect to a member’'s stock.

(11} Intercompany obligations. An
intercompany obligation is an obligation
berween members, but only for the
period during which both parties are
members,

(3} Deemed satisfaction and
reissuance of intercompany
obligations—(i) Application—{A} In

general If a member realizes an amount
{other than zero) of income, gain,
deduction, or Ioss, directly or indirectly,
from the assignment or extinguishment
of all or part of its remaining rights or
gbligations under an intercompany
obiigation, the intercompany obligation
is treated for all Federal income tax
purposes as satisfied under paragraph
{g) (31} of this section and, if it remains
outstanding, reissued under paragraph
(& (3} {tii) of this section. Similar
principles apply under this paragraph
(g) (3} if 2 member realizes any such
amount, directly or indirectly, from a
comparable transaction {for example, a
marking-to-market of an obligation or a
bad debt deduction), or if an
intercompany obligation becomes an
obligation that is not an intercompany
obligation.

[B) Exceptions. This paragraph (g} (3)
does not apply to an obligation if any of
the following applies:

(1} The obligation became an
intercompany obligation by reason of an
event described in §1.108-2{€)
{exceptions to the application of section
108(ej(4)).

{2} The amount realized is from
reserve accounting under section 585 or
section 593 (see paragraph (g) (3)(v) of
this section for spectal rules).

{3 The amount realized is from the
conversion of an obligation into stock of
the obligor.

(4} Treating the obligation as satisfled
and reissued will not have a significant
effect on any person’s Federal income
tax Hability for any year. For this
purpose, obligations issued in
connection with the same transaction or
related transactions are treated as a
single obligation. However, this
paragraph (g} (3){1}{B}{4) does not apply
to any obligation if the aggregate effect
of this treatment for all obligations in a
year would be significant.

(i1} Satisfactioni—(A) General rule If a
creditor member sells intercompany
debt for cash, the debt is treated as
satisfled by the debior immediately
before the sale for the amount of the
cash. For other transactions, similar
principles apply to treat the
intercompany debt as satisfied
irnmediately before the transaction.
Thus, if the debt is transferced for
property, it is treated as satisfled for an
amount consistent with the amount for
which the debt is deemed reissued
under patagraph (g){3)(iil) of this
sectlon, and the basis of the property is
also adjusted to reflect that amount. If
this paragraph (g)(3) applies because the
debtor or creditor becomes a
nonmember, the obligation is treated as
satisfied for cash in an amount equal to
its falr macket value immediately before
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the debtor or creditor becomes a
nonmember. Similar principles apply to
intercompany obligations other than
debt.

{B) Timing and attributes. For
purposes of applying the matching rule
and the acceleration rule—

(1} Paragraph (c}(6){i1) of this section
{limitation on treatment of
intercompany income ot gain as
excluded from gross income} does not
apply to prevent any intercompany
income or gain from being excluded
from gross incorne; and

(&) Any gain or loss from an
intercarmnpany cbligation is not subject
to section 108(a), section 354 or section
1091.

(iil} Reissuance. If a creditor member
sells intercompany debt for cash, the
debt is treated as a new debt (with a
new holding period) issued by the
debtor immediately after the sale for the
amount of cash. For other transactions,
if the intercompariy debt remains -
outstanding, similar principles apply to
treat the debt as reissued Immediately
after the transaction. Thus, {f the debt is
transferred for property, it s treated as
new debt issued for the property. See,
for example, section 1273(b)(3} or
section 1274, If this paragraph (g)(3)
applies because the debtor or creditor
becomes a nonmember, the debt is
treated as new debt issued for an
amount of cash equal to its fair market
value immediately after the debtor or
creditor becomes a nonmember, Similar
principies apply to intercompany
obligations other than debt.

{iv) Bad debt reserve. A member's
deduction under section 585 or section
593 for an addition to its reserve for bad
debis with respect to an intercompany
obligation is not taken into account, and
is not treated as realized under this
parageaph {g) (3} until the intercompany
obligation becomes an obligation that is
not an intercompany obligation, or, if
earlier, the redemption or cancellation
of the intercompany obligation.

{4) Deemed satisfaction and
reissuance of obligations becoming
intercompany obligations—(i)
Application—[A) In general. This
paragraph (g}(4) applies if an obligation
that is not an intercompany obligation
becomes an intercompany obligation.

(B} Exceptions. This paragraph (g){4)
does not apply to an obligation if—

{!) The obligation: becomes an
intercompany obligation by reason of an
event described in § 1.108-2(e)
{exceptions to the application of section
108{e){4)}: or

(2) Treating the obligation as satisfied
and reissued will not have a significant
effect on any person’s Federal income
tax liability for any year. For this

purpase, obligations issued in
connection with the same transaction or
related transactions are treated as a
single obligation. However, this
paragraph (g} (4){i){B)(2) does not apply
to any obligation if the aggregate effect
of this treatment for all obligations in a
year would be significanc.

{i1) Intercompany debt. If this
paragraph (g)(4) applies to an
intercompany debt—

(A} Section 108(e}(4) does nat apply:

{B) The debt is treated for all Federal
income tax purposes, immediately after
it becomes an intercompany debt, as
satisfied and a new debt issued to the
holder (with a new holding period) in
an amount determined under the
principles of §1.108-2(f};

(C) The attributes of all items taken
into account from the satisfaction are
determined on a separate entity basts,
rather than by treating S and B as
divisions of a single corporation;

(D) Any intercompany gain or loss
taken inta account is treated as not
subject to section 354 or section 1091,
and

(E} Solely for purposes of §1.1502~
32(b}(4) and the effect of any election
under that provision, any loss taken into
account under this paragraph (g){4) by a
corporation that becomes a member as
a result of the transaction in which the
obligation becomes an intercompany
obligation is treated as a loss carryover
from a separate return limitation year.

(iii) Other intercompany obligations.
If this paragraph {g}(4) applies to an
intercompany obligation other than
debt, the principles of paragraph
{(g){4){ii) of this section apply to treat the
intercompany obligation as satisfied and
reissued for an amourt of cash equal to
its fair market value immediately after
the obligation becomes an intercompany
obligation.

(5) Examples. The application of this
section to obligations of members is
illustrated by the following examples.

Example [. Interest on intercomparty debe.
{a) Facts. On January 1 of Year 1, B borrows
$100 from S in return for B's note providing
for 310 of interest annually at the end of each
year, and repayment of $100 ar the end of
Year 5. B fully performs its obligatians.
Under their separate entity methods of
accounting, B accrues a 510 interest
deduction annually under section 163, and S
accrues $10 of interest income arinually
under section 61 {a}{4}.

{b) Matching rule. Under paragraph (b}(1)
of this section. the accrual of interest on B's
note is an intercompany transaction. Under
the matching rule, S takes its $10 of income
into account in each of Years 1 through 5 1o
reflect the 310 difference between B's $10 of
interest expense laken into account and the
$0 recomputed expense. 5's income and B's
deduction are prdinary items. (Because 5's

intercompany item and B's cocresponding
iterm would both be ordinary on a separate
entity basis, the atiributes are nat
redetermined under paragraph [c){1}{i} of this
section))

{¢} Original issue discount. The facts are
the same as in paragraph {a] of this Exam ple
1, except that B borrows $80 (rather than
$100) from S in return for B's note providing
for $10 of Interest annually and repayment of
3100 at the end of Year §. The principles
described in paragraph (b) of this Example 1
for stated interest also apply to the $10 of
original Issue discount, Thus, as B takes inta
account its corresponding expense under
section 163{e}, S takes inta account its
imtercompany lncome, 5's incame amkd B's
deduction are ordinary items.

{d) Tax-exemnpt income. The facts are the
same as in paragraph (a) of this Example 1,
except that B's borrowing from S Is allocable
under section 265 to B's purchase of state
and local bonds to which section 103 applies.
The timing of 5's income is the same as in
paragraph (o) of this Exampie I. Under
paragraph {c){4)(]) of this section, the
attributes of B's corresponding item of
disallowed interest expense cantrol the
attributes of 5's offsettlng intercompany
interest Income. Paragraph {c}{8){ii} of this
section does not prevent the redetermination
of 5's intercompany ltem as excluded from
gross income, because section 265
permanently and explicitly disallows B's
corresponding deduction. Accardingly, 5's
intercotnpany income is treated as excluded
from gross income,

Example 2. Intercompany debt becornes
nonintercompainy debt. {a) Facts. On January
1 of Year 1, B borrows $100 from S in return
for B’s note providing for $10 of interest
annually at the end of each year, and
repayment of 3100 at the end of Year 20. As
of January 1 of Year 3, B has paid the interest
accruing under the note and S sells B's note
ta X for $70, reflecting a change in the value
of the note as a result of Increases in
prevailing market interest rates. B is never
insclvent within the meaning of section
108{d)(3).

[b) Deemed satisfaction. Under paragraph
(®)(3) of this section, B's nute is treated as
satisfied for $70 immediately before S's sale
to X. As a result of the deemed satisfaction
of the obligation for less than its adjusted
issue price, B takes into account $30 of
discharge of indebtedness income under
section 61{aj{12). On a separate entity basis,
S's $30 loss would be a capital loss under
section 127 1{a){1}. Under the matching rule,
however, the attributes of 5's intercompany
item and B's corresponding item must be
redetermined to produce the same effect as
if the transaction had occurred berween
divisions of a single corporation. B's
corresponding item completely offsets 5's
intercompany item in amount. Accordingly,
under paragraph [c}{4}{i} of this section, the
attributes of B’s $30 of discharge of
indebtedness income control the atiributes of
S's loss. Thus, S's loss Is treated as ordinary
loss,

{c} Deemed reissuance. Under paragraph
(g)(3) of this section, B is also treated as
reissuing, directly to X, a new note with a
$70 issue price and a $100 stated redemption
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price at maturity. The new note is nof an
intercompany obligation, it has a $70 issue
price and § 100 stated redemption price at
maturity, and the 330 of original {ssue
discount will be taken into accoum by B and
X under sections 163{e} and 1272.

{d) Creditor decensolidation. The facts are
the same as in paragraph {a) of this Example
2. except that P sells S5's stock ta X [rather
than S's selling the note of B). Under
paragraph (g){3} of this section, the note is
treated as satisfied by B for its $70 fair market
value immediately before S becomes a
nonmember, and B is treated as reissuing a
new note to 5 immediately after S becomes
a nonmember. The results for 3's $30 of loss
and B's discharge of Indebtedniess income are
the same as in paragraph (b) of this Exampie
2. The new nate is not an intercompany
abligation, it has a $70 issue price and $100
stated redemption price at maturity, and the
$30 of ariginal issue discount will be taken
into account by B and S under sections
163{e] and 1272.

(e} Debtor deconsolidation. The Facts are
the same as in paragraph (a} of this Example
2, except that P sells B's stock to X (rather
than S's selling the note of B). The results are
the same as in paragraph (d) of this Example
¥4

If) Appreciated note. The facts are the same
as in paragraph (a) of this Example 2, except
that S sells B's note to X for $130 (rather than
$70), reflecting a decline in prevailing market
intetest rates. Under paragraph (g}(3) of this
section, B's note is treated as satisfied for
$130 immediately before 5's sale of the note
to X. Under § 1.163-7{(c}, B takes into account
330 of repurchase premlum. On a separate
entity basis, S's $30 gain would be a capital
gain under section 1271(a)(1), and B's $30
premium deduction would be an ordinary
deduction. Under the matching rule,
however, the atitibutes of 5's intercompany
itern and B's corresponding Itemn must be
redetermined to produce the same effect as
if the transaction had occurred between
divisions of a single corporation. Under
paragraph {c}(4){i) of this section, the
attributes of B's corresponding premjum
deduction control the attributes of §'s
intercompany gain. Accordingly. 5's gain is
treated as ordinary incame. B s also treated
as reissuing a new note directly to X which
is not an intercompany abligation. The new
note has a $130 issue price and a $100 stated
redemption price at maturity. Under §1.61-
12{c}. B's $30 premium income undey the
new note is faken into account aver the life
of the new note.

Exampie 3. Loss or bad debt deduction
with respect o intercompany debt. (a) Facts.
On January 1 of Year 1, B borrows $100 from
S in return for B's note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of Year 5. In
Year 3, Ssells B's note to P for $60.B is
never insolvent within the meaning of
section 108(d){3). Assume B's note is not g
securtty within the meaning of section
165(@{2).

{b) Deerned satisfaction and reissuance.
Under paragraph (g} (3} of this section, B is
treated as satisfying its note for 360
immediately before the sale. and reissuing a
new note directly to F with a $60 issue price

and a $100 srated redemption price at
maturity. On a separate entity basis, 5's 340
loss would be a capital loss. and B's $40
income would be ordinary income. Under the
matching rule, however, the atiributes of 3's
intercompany item and B's corresponding
item must be redetermined to produce the
same effect as if the transaction had occurred
between divisions of a single corporation.
Under paragraph (c}{4}{i} of this section, the
attributes of B's corresponding discharge of
indebtedness income control the attributes of
S's intercompany loss. Accardingly, S's loss
is treated as ordinary loss.

{c) Partial bad debt deduction. The Facts
are the same as in paragraph (a) of this
Exampie 3, except that 5 claims a $40 partial
bad debt deduction under sectlon 166(a)(2)
{rather than selling the note to P). The results
are the same as in paragraph {b) of this
Example 3. B's note is treated as satisfled and
reissued with a $60 issue price. 5's 340
intercompany deduction and B's $40
corresponding income are hoth ordinary.

{d) Insolvent debtor, The facts are the same
as in paragraphi (a} of this Example 3. except
that B is insolvent within the meaning of
section 108{d)(3} at the time that S sells the
note to P. On a separate entity basis, 5's $40
loss would be capital, B's $40 income would
be excluded from gross income under section
108{a), and B would reduce attributes under
section 108[b) or section 1017. However,
under paragraph {g{3}{ii}(B} of this section,
section 108(a) doas not apply to B's income
to characterize it as excluded from gross
income. Accordingly, the attributes of §'s
intercompany loss and B's corresponding
income are redetermined in the same manner
as in paragraph (b) of this Example 3.

Example 4. Noninmtercompany debt
becomes infercompainy debt. {a} Facts. On
January 1 of Year 1, B borrows 3100 from X
in return for B's note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of Year 5. As
of January 1 of Year 3, B has fully performed
its obligations, but the note’s fair market
value is $70. On January Y of Year 3, P buys
all of X's stock. B is solvent within the
meaning of section 108(d){3).

{b) Deemed satistied and reissuance. Under
paragraph (g}{4) of this section, B is treated
as satisfylng is indebtedness for $70
(determined under the principles of §1.108-
2(0Hi2)) immediately after X becomes a
member. Both X's $30 capital loss under
section Y27 1{al{1) and B's $30 of discharge of
indebtedness income under section 61(a)(12)
are taken into account in determining
consolidated taxable income for Year 3.
Under paragraph (g){4)(11}{C} of this section,
the attrjbutes of {tems resulting from the
satlsfaction are determined on a separate
entity basis. But see section 382 andd
§ 1.1502-15 {limitations on the absorption of
built-in lasses). B is also treated as reissuing
a new note. The new note s an intercompany
obligation, it has a $70 Issue price and 3100
stated redemption price at maturity, and the
$30 of original issue discaunt will be taken
into account by B and X in the same manner
as provided in paragraph (¢ of Example { of
this paragraph (g)(5}

[l Election to file consoiidated returns.
Assume instead that B borrows $100 from S

during Year 1, but the F group does not fije
consolidated returns until Year 3 Under
paragraph {gi{4) of this section. B's
indebtedness Is treated as satisfied and a new
note reissued immediately after the debr
becornes intercompany debt, The satisfaction
and rejssuance are deemed to occur on
January 1 of Year 3. for the fair market value
of the note (determined under the principles
of §1.108-2(){2)) at that time.

Example 5. Notional principal contracts.
{a} Facts. On April 1 of Year 1, M1 enters into
a contract with counterparty M2 under
which, for a term of five years, M1 is
obligated to make a payment to M2 each
April 1, beginning in Year 2, In an amount
equal ta the London Interbank Offered Rate
(LIBOR}, as determined on the immediately
preceding April 1, multiplied by a $1.000
notlonal princlpal amount. M2 is obligated to
make a payment to M1 each April 1,
beginning in Year 2, i an amount equal 1o
8% multiplied by the same notional
principal amount. LIBOR is 7.80% on April
1 of Year 1. On April 1 of Year 2, M2 owes
$210 M1,

(b} Matching rule. Under §1.446-3(d). the
net income {or net deduction) from a notianal
principal eontract for a taxable year is
included in {or deducted from} gross income.
Under § 1.446-3(e), the ratable daily portion
of M2's obligation to M1 as of December 31
of Year 1 is $1.50 ($2 multiplied by 275/365}.
Under the maiching rule, M1's net income for
Year 1 of $1.50 is taken into account to
reflect the difference between M2’s net
deduction cf $1.50 taken into account and
the 30 recomputed net deduction. Similarly,
the $.50 balance of the $2 of net periodic
payments made on April 1 of Year 2 is taken
into account for Year 2 in M1's and M2's net
income and net deduction from the contract.
It additlon, the attributes of M1's
Intercompany income and M2's
cotresponding deductlon are redetermined to
produce the same effect as {f the transaction
had occurred between divisions of a single
corporatian. Under paragraph {c}{4){}} of this
section, the attributes of M2's corresponding
deduction control the attributes of Ml's
intercompany income. (Although M1 s the
selling member with respect to the payment
on April 1 of Year 2, it might be the buying
member 10 a subsequent period if it owes the
net payment.)

{c} Dealer. The facts are the same as in
paragraph (a} of this Exarnple 5, except that
M2 Is a dealer in securities, and the contract
with M1 is not Inventory in the hands of M2.
Under section 475, M2 must mark its
securitles to market at year-end. Assume that
under section 475, M2's loss from marking ta
market the contract with M1 is $100, Under
paragraph {(g)(3} of this sectlon, M2 is treated
as making a $100 payment to M1 to terminate
the contract irnmediately before section 4§75
is applied. M1's $100 of income from the
termination payment is taken into acecount
under the matching rule to reflect M2's
deduction under § 1.446-3(h}. The attributes
of M1's irteccompany income and M2's
corresponding deduction are redetermined to
praduce the same effect as if the ransaction
had occurred between divisions of a single
corporation. Under paragraph {c){4} (i) of this
section, the attributes of M2's corresponding



deduction conteol the attributes of M1's
intercompany incame. Accordingly, M1's
income is treated as ardinary income.
Paragraph (gl(3} of this section also provides
that, immediately after section 475 would
apply. a new contract is treated as reissued
with an upfront payment of $100. Under

§ 1.446-3(f), the deemed $100 payment by
M2 to M1 is taken into account over the term
of the new contract in a manner reflecting the
economic substance of the contract {for
examptle. allocating the payment in
accordance with the forward rates of a series
of cash-settled forward contracts that reflect
the specified index and the $1.000 notional
principal amaunt). (The timing of taking
iterns inta account is the same if M1, rather
than M2, is the dealer subject to the mark-
to-market requirement of sectlon 475 at year-
end. However in this case, because the
attributes of the carresponding deduction
control the attributes of the intercompany
income, M1's income from the deemed
termination payment might be ordinary or
capital)

(h) Anti-avoidance ruies—(1) In
general If a transaction is engaged in or
structured with a principal pusrpose to
avoid the purposes of this section
(including, for example, by avoiding
treatment as an intercompany
transaction), adjustments must be made
to carry out the purposes of this section.

(Z)FE;ampfes. The anti-aveidance
rules of this paragraph (h} are illustrated
by the following examples. The
examples set forth below do not address
common law doctrines or other
authorities that might apply to recast a
transaction or to otherwise affect the tax
treatment of a transaction. Thus, in
addition to adjustments under this
paragraph (h), the Commissioner can,
for example, apply the rules of section
269 or § 1.701~2 to disallow a deduction
or to recast a transaction.

FExampie 1. Sale of a partnership interest.
{a) Facts. S owns land with a $10 basis and
$100 value. B has pet operating losses from
separate return limitation years (SRLYs)
subject to limitation under §1.1502-21{c}.
Pursuant to a plan to absocb the losses
without limitation by the SRLY rules, S
transfers the land to an unrelated, calendar-
year partnership in exchange for a 10%
interest in the capital and profits of the
partnership in a transaction to which section
721 applies. The partnership does not have
a section 754 election in effect. S Iater sells
its partnership interest to B for $100. In the
foltowing year, the partnership sells the land
to X for $100. Because the partnership does
not have a section 754 election In effect, its
$ 10 basis in the land does not reflect B's $100
basis in the partnership interest, Under
section 704(c]. the partnership’s $30 bullt-in
gain is allocated to B. and B's basis in the
partnership interest increases to $190 under
section 705, [ a later year, B sells the
partnership interest to a nonmember for
3100

{b) Adjustments. Under § 1.1502-21(c), the
partnership’'s $90 built-in gain allocated to B

ardinarily increases the amount of B's SRLY
limitation, and B's $90 loss from its sale of
the partnership interest ordinarily is not
subject to ilmitation undec the SRLY rules.
Because the contribution of property to the
partnership and the sale of the partnership
interest were part of a plan a principal
purpose of which was to achieve a reduction
in consolldated tax liability by creating
offsetting gain and loss for B while deferring
$'s intercompany gain, B's allocable share of
the partnership's gatn from its sale of the
land is treated under paragraph (h}{1) of this
sectlen as not increasing the amount of B's
SRLY limitation.

Example 2. Transitory status as an
intercompany obligation. (a) Facts. P
historically has owned 70% of X's stock and
the remaining 30% is owned by unrelated
shareholders. On January 1 of Year 1. 3
borrows $100 from X in return for §'s nate
reguiring $10 of interest annually at the end
of each year, and repayment of $100 at the
end of Year 20. As of January 1 of Year 3,
the P group has substantial net operating loss
carryovers, and the fair market value of 5's
note falls to $70 due to an increase in
prevailing market interest rates. X is not
permitted under section 186{a)(2} 10 take into
account a $30 loss with respect to the note.
Pursuant to a plan to permit X to take into
account its $30 loss without disposing of the
note, P acquires an additional 109 of X's
stock, causing X to become a member, and P
subsequently resells the 10% interest, X's
$30 loss with respect to the note is a net
unrealized built-in loss within the meaning
of §1.1502-15.

{b) Adjustments. Under paragraph (g){4) of
this section, X ordinarily would take into
account its $30 loss as a result of the note
becoming an intercompany obligation, and 5
would take into account $30 of discharge of
indebtedness income. Under §1.1502-22{c),
X's loss is not combined with items of the
other members and the loss would be carrled
to X's separate return years as a result of X
becoming a nonmember. However, the
transilory status of S's indebtedness to X as
an intercompany obligation is structured
with a principal purpase ta accelerate the
recognition of X's loss. Thus, 5's note is
treated under paragraph {h){1) of this section
as not becoming an intercompany obligation.

Example 3. Corporate mixing bowl. {a)
Facts. M1 and M2 are subsidiaries of P. M1
operates a manufacturing business on land it
leases from M2. The land is the only asset
held by M2. P intends to dispase of the M1
business, including the land awned by MZ2;
F's basis in the M1 stock is equal to the
stock’s fair market value, M2's land has a
value of 320 and a basis of $0 and P has a
$0 basis in the stock of M2 In Year 1, with
a principal purpose of avelding gain from the
sale of the land (by transferring the land ta
M1 with a carry-over basis without affecting
P's hasis in the stock of M1 ar M2}, M1 and
MZ form corporation T: M1 contribuies cash
in exchange for 80% of the T stock and M2
contributes the land in exchange for 20% of
the stock. In Year 3, T liquidates, distributing
$20 cash to M2 and the land {plus $60 cash}
to M1, Under §1.1502-34, section 332
appties to both M1 and M2. Under section
337, T recognizes no gain of loss from its

liguidating distribution of the land to M1, T
has neither gain nor loss on its distribution
of cash to M2. In Year 4, F sells all of the
stock of M1 to X and liquidates M2.

{b) Adjustrrents. A principal purpose for
the formation and liquidation of T was to
avold gain from the sale of M2's land. Thus,
unider paragraph (h)(1) of this sectton, M2
must take $20 of galn inte account when the
stock of M1 is sold to X.

Example 4. Partnership mixing bowl. (a)
Facts. M1 awns a self-created intangible asset
with a $0 basis and a fair market value of
$100. M2 pwns land with a basis of $100 and
a fair market value of $100. [n Year 1. with
a principal purpose of creating basis in the
imangible asset (which would be eligible for
amortization under section 197), Mt and M2
form partnership PRS; M1 contributes the
intangible asset and M2 cantributes the land.
X, an unrefated person, contributes cash to
PRS tn exchange for a substaniial interest in
the partnershlp. PRS uses the contributed
assets in legitimate business activities. Five
years and six months later, PRS liquidates,
distributing the land to M1, the intangible to
M2, and cash to X. The group reports no gain
under sectlons 707 [a) (2)(B) and T737{a) and
claims that M2's basis in the intangible asset
is $100 under section 732 and that the asset
is eligible for amortization under section 197.

(b} Adjustments. A principal purpose of
the formation and liquldation of PRS was to
create additional amortization without an
offsetting increase in consolidated taxable
income by avolding treatment as an
intercompany transaction. Thus, under
paragraph (h){1) of this section, appropriate
adjustments must be made.

Example 5. Sale and feaseback. (a) Facts
S operates a factory with a $70 basis and
$100 value, and has loss carryovers from
SRLYs. Pursuant to a plan to take into
account the $30 unrealized gain while
continuing to aperate the factory, S sells the
factory ta X for $100 and leases it back on
a long-term basis. In the transaction, a
substantial lnterest in the factory is
transferred to X, The sale and leaseback are
not recharacterized under general principles
of Federal income tax law, As a result of 5's
sale to X, the $30 gain is taken into account
and increases 5's SRLY limitation.

{b} No adfustments. Although 5's sale was
pursuant to a plan to accelerate the 330 gain,
it is not subject to adjustment under
paragraph {h}{1} of this section. The sale is
not treated as engaged in or structured with
a principal purpose to avoid the purposes of
this section.

() (Reserved]

{i) Miscellaneous operating rules. For
purposes of this section—

(1) Successor assets. Any reference to
an asset includes, as the context may
require, a reference to any other asset
the basis of which is determined,
directly or indlrectly, in whole or in
part, by reference to the basis of the first
asset.

(2} Successar persons—(i} In general.
Any reference to a person includes, as
the context may require, a reference to
a predecessor or successor. For this
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purpose, a predecessor is a transferor of
assets to a transferee (the successor} in
a transaction—

{A) To which section 381(a) applies;
(B) In which substantially all of the
assets of the transferor are transferred to

members in a complete liquidation;

(C) In which the successor’s basis in
assets is determined (directly or
indirectly, in whole or in part) by
reference to the basis of the transferor,
but the transferee is a successor only
with respect to the assets the basis of
which is so determined; or

{D) Which is an intercompany
wransaction, but onfy with respect to
assets that are being accounted for by
the transferor in a prior Intercompany
transaction.

(ii) Intercompany items. If the assets
of a predecessor are acquired by a
successor member, the successor
succeeds to, and takes into account
{under the rules of this section), the
predecessor's {ntercompany items. If
two or more successor members acquire
assets of the predecessor, the successors
take into account the predecessor’s
intercornpany itermns in a mannet that is
consistently applied and reasonably
carries out the purposes of this section
and applicable provisions of law.

(3) Multiple triggers. If more than one
corresponding itern can cause an
intercompany item to be taken into
account under the matching rule, the
intercompany item is taken into account
in connection with the corresponding
item most consistent with the treatment
of members as divisions of a single
corporation. For example, if S sells a
truck to B. its intercompany gain from
the sale is not taken into account by
reference to B's depreciation if the
depreciation is capitalized under
section 263A as part of B's cost for a
building: instead, S's gain relating to the
capitalized depreciation is taken into
account when the building is sold or as
it is depreciated. Similarly, if B
purchases appreciated land from 5 and
transfers the land to a lower-tjer
member in exchange for stock, thereby
duplicating the basis of the land in the
basis of the stock, items with respect to
both the stock and the land can cause
S's intercompany gain to be taken into
account; if the lower-tier member
becomes a nonmember as a result of the
sale of its stock, the attributes of 5's
intercompany gain are determined with
respect to the land rather than the stock.

(4} Multiple ar successive
intercompany transactions. If a
member's intercompany item or
corresponding item affects the
accounting for more than one
intercompany transaction, appropriate
adjustments are made to treat all of the

intercompany transactions as
transaciions between divisions of a
single carporation. For examptle, if 3
sells property to M, and M sells the
property to B, then S, M, and B are
treated as divisions of a single
corporation for purposes of applying the
rules of this section. Similar principles
apply with respect to intercompany
transactions that are part of the same
plan or arrangement. For example, if §
sells separate properties to different
members as part of the same plan or
arranigement, all of the participating
members are treated as divisions of a
single corporation for purposes of
determining the attributes {which might
also affect timing) of the intercompany
iterns and corresponding items from
each of the properties.

(5) Acquisition of group—{(i) Scape.
This paragraph () (5} applies only if a
consolidated group {(the terminating
group) ceases to exist as a result of—

{A) The acquisition by a member of
another consolidated group of either the
assets of the commeoen parent of the
terminating group in a reorganization
described in section 381(a}(2), or the
stock of the commaon parent of the
terminating group; or

(B) The application of the principles
of §1.1502-75(d)(2) or {d)(3).

(i}} Application. If the terminating
group ceases to exist under
circumstances described in paragraph
{){5){i} of this section, the surviving
group is treated as the terminating group
for purposes of applying this section to
the intercompany transactions of the
terminating group. For example,
intercompany items and corresponding
items from intercompany transactions
between members of the terminating
group are taken into account under the
rules of this section by the surviving
group. This treatment does not apply,
however, to members of the terminating
group that are not members of the
surviving group immediately after the
terminating group ceases to exist (for
example, under section 1504({a}(3)
relating to reconsolidation, or section
1504(c) relating to includible insurance
companies).

(6} Former cornmon parent treated as
continuation of group. If a group
terminates because the common parent
is the only remaining member, the
common parent succeeds to the
treatment of the terminating group for
purposes of applying this section so
long as it neither becomes a member of
an affiliated group filing separate
returns nor becemes a corporation
described in section 1504(b). For
example, if the only subsidiary of the
group liquidates into the common
parent in a complete liquidation to

which section 332 applies, or the
COmMMmon parent merges into the
subsidiary and the subsidiary is treated
as the common parent’s successor under
paragraph (j} (2] (i} of this section, the
taxable income of the sueviving
corporation is treated as the group’s
consolidated taxable income in which
the intercompany and corresponding
items must be included, See §1.267 (f)-
1 for additlonal rules applicable to
intercompany losses or deductions.

(1) Becoming a nonmember. For
purposes of this section, a member is
treated as becoming a nonmember if it
has a separate return year {including
another group’s conselidated return
year). A member is not treated as having
a separate return year if its items are
treated as taken into account in
computing the group's consolidated
taxable income under paragraph (ji(5) or
(6) of this section.

(8) Recordkeeping. Intercompany and
corresponding items must be reflected
on permanent records (including work
papers). See also section 6001, requiring
records to be maintained. The group
must be able to identify from these
permanent records the amount, location,
timing, and attributes of the items, so as
to permit the application of the rules of
this sectlon for each year.

(9) Examples. The operating rules of
this paragraph (j) are illustrated
generally throughout this section, and
by the following examples.

Exampfe 1. Intercompany sale followed by
section 351 transfer to member. (a} Facts. S
holds land for investment with a basis of $70.
On January 1 of Year 1, 5 sells the land to
M for $100. M also holds the land for
investment. On July 1 of Year 3, M transfers
the land to B in exchange for all of B's stock
in a transaction to which section 351 applies.
Under sectlon 358, M's basis ln the B stock
is $100. B holds the land for sale to
customers in the ordinary course of business
and, under section 362(b). B's basls in the
land 1s $1030. On December 1 of Year 5, id
sells 209 of the B stock to X for 322. Inan
unrelated transaction on July 1 of Year 8, B
sells 209% of the land for $22.

(b) Deftnitions. Under paragraph (b}{1) of
this section, 5's sale of the land to M and M's
transfer of the land to B are both
intercompany transactions. S is the selling
member and M is the buying member in the
first intercompany transaction, and M is the
selling member and B Is the buying member
in the second intercompany transaction, M
has no Intercompany items under paragraph
{0){2) of this section. Because B acquired the
land In an intercompany transaction, B's
items from the land are corresponding items
to be taken into account under this section.
Under the successaor asset rule of paragraph
{{}(1) of this section, references to the land
inctude references to M's B stock. Under the
successof person rule of paragraph (3}{2} of
this section, references to M include
references to B with respect to the land
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{c) Timing and atiributes resulting from the
stock sale Under paragraph {c}(3} of this
sections. M is treated as owning and selling
B's stock for purposes of the matching rule
even though, as divisions, M could not own
and sell stock in B. Under paragraph {}(3) of
this section, both M’s B stock and B's land
can cause §'s intercompany gain to be taken
into account under the matching rule. Thus,
S takes $6 of its gain Inte accourd in Year 5
ta reflect the $6 difference between M's $2
gain taken into account from its sale of B
stock and the 38 recomputed gain. Under
paragraph (f)(4) of this section, the attributes
of this gain are determined by treating 5. M.
and B as divisions of a single corporation.
Under paragraph (c)(1) of this section, 5's $6
gain and M's $2 gain are treated as long-lerm
capital gain. The galn would be capital cna
separate entity basis (assuming that section
341 does not apply), and this treatment is not
inconsistent with treating S, M, and B as
divisions of a single corparation because the
stock sale and subsequent land sale are
unrelated transactions and B femalns a
member fallowing the sale.

(d} Timing and attributes resulting from the
land sale. Under paragraph {j} (3) of this
section, 5 takes $6 of its gain Into account in
Year 8 under the matching rule to reflect the
56 difference between B's $2 galn taken into
account from its sale of an interest in the
land and the $8 recomputed gain. Under
paragraph (j)(4) of this section, the attributes
of this galn are determined by treating 8, M,
and B as divisions of a single corporation and
taking inte account the activities of 3, M. and
B with respect to the land. Thus. both 5's
gain and B's gain might be ordinary income
as a result of B's activities. (If B subsequently
sells the balance of the land, 5's gain taken
into account 1s Umited to its remaining §18
of intercompany gain.)

(e} Sale of successor stock resulting in
deconsolidation. The facts are the same as in
paragraph (a) of this Exampife I, except that
M sells 60% of the B stock to X for $66 on
December 1 of Year § and B becomes a
nonmember. Under the matching rule, M's
sale of B stock results in $18 of 5's gain being
taken into account (to reflect the difference
between M's $6 gain taken into account and
the $24 recomputed galn}. Under the
acceleration rule, however, the entire $30
pain is taken into account [to reflect B
becoming a nonmember, because its basis in
the land reflects M's $100 cost basis from the
prios intercompany transaction). Under
paragraph {7(4} of this section, the atributes
of §'s gain are determined by treating S, M.
and B as divisians of a single corporation.
Because M's cost basis in the land will be
refiected by B as a nonmember, 3ll of $'s gain
is treated as from the land (rather than a
portion being from B's stack), and B's
activities with respec to the land might
therefore result in S's gain being ardinary
income.

Example 2. Intercompany sale of member
stock followed by recapitalization. (a) Facts.
Before becoming a member of the P group, 5
owns P stock with a basis of 370. On January
1 of Year 1. P buys all of §s stock. On July
1 of Year 3. 5 sells the P stock 1o M for 3100,
On December § of Year §, P acquires M's
original P stack in exchange for new P stock

in a recapitalization described in section
368(a) (1)(E).

{b} Timing and attributes. Although P's
basis in the stock acquired from M is
eliminated under paragraph (f){4) of this
section, the new P stock received by M is
exchanged basis property [within the
meaning of section 7701 (a)(44)} having a
basls under section 358 equal to M's basis in
the original P stock. Under the successor
asset rule of paragraph (j)(1} of this section,
references to M's ariginal P stock include
references to M's new P stock. Because it is
still possible to take 3's intercompany item
into account under the matching rule with
respect to the successor asset, $'s gain is not
taken into account under the acceleration
rule as a result of the basis elimination under
paragraph {f){4) of this sectlon. Instead, the
gain is taken into account based on
subsequent events with respect to M's new P
stock (for example, a subsequent distribution
or redemptlon of the new stock).

Exampile 3. Back-fo-back intercompany
transactions—matching. (a) Facts. S holds
land for investment with a basis of $70. Gn
January 1 of Year 1, S sells the land to M for
$90. M also holds the land for investient.
On july 1 of Year 3, M sells the land for $100
to B, and B holds the land for sale to
custemers In the ordinary course of business.
During Year 5, B sells all of the land to
customers for $105.

{b} Timing. Under paragraph [b)(1) of this
section, S's sale of the {and to M and M’s sale
of the land to B are both intercompany
transactions. S is the selling member and M
is the buying member in the first
intercompany transaction, and M is the
selling member and B is the buying member
in the second intercompany transaction.
Under paragraph {j}{4) af this section, 5. M
and B are treated as divisions of a single
corporation for purposes of determining the
timing of their itemns from the intercompany
transactions. See also paragraph () (2) of this
section (B is treated as a successor to M for
purposes of taking §'s intercompany gain
into account], Thus, $'s 320 gain and M's $10
gain are both taken into account in Year 5§ to
reflect the difference between B's $5 gain
taken into account with respect to the land
and the $35 recomputed gain {the gain that
B would have taken into account if the
intercompany sales had been transfers
between divisions of a single cosporation.
and B succeeded to §'s $70 basis).

{c} Attributes. Under paragraphs (j){4) of
this section, the attributes of the
Intercompany items and corresponding items
of §, M, and B are also determined by treating
5, M, and B as divisions of a single
corporation. For example, the attributes of S's
and M's Intercompany itemns are determined
by taking B's activities into account.

Example 4. Hack-to-back intercompany
transactions--acceleration. {a) Facts. During
Year 1, S performs services for M I exchange
for $10 from M. S incurs $8 of emplayee
expenses, M caplralizes the $10 cost of S's
services under section 263 as part of M's cost
to acquire real property from X, Under its
separate enlity method of accounting, S
would take its income and expenses inta
account in Year 1. M holds the real property
for investment and. on July t of Year 5, M

sells it to B at a gain B also holds the real
praperty for investment. On December 1 of
Year B, while B still owns the real property,
P sells all of M's stock to X and M becames
a nonmember.

{b] M's iterns. M takes its gain into account
immediately before it becames a nonmember.
Because the real property stays in the group,
the acceleration rule redetermines the
attributes of M's gain under the principles of
the matching rule as if B sold the real
praperty to an affiliated corporation that is
not 2 member of the group for a cash
payment equal to B's adjusted basis in the
real property, and S, M, and B were divisions
aof a single corporation. Thus, M's gain is
capltal gain.

{c] S's ltemns. Under paragraph (b) (2} (i) of
this secthon, 5 includes the $8 of expenses in
determining its $2 intercompany income. In
Year 1, 5 takes Into account $8 of income and
$8 of expenses. Under paragraph (j){4) of this
section, appropriate adjustments must be
made to treat both §'s performance of
services for M and M’s sale to B as occurring
between divisions of a single corporation.
Thus, S's $2 of intercompany income is nat
taken into account as a result of M becoming
a nonmember, but instead will be taken into
account based an subsequent events (e.g.,
under the matching rute based on B's sale of
the real property to a nonmember, or under
the acceleration rule based on P's sale of the
stock of § or B to a nonmember). See the
successor peysan sules of paragraph ()(2) of
this sectlon {B is treated as a successor to M
for purposes of taking 5's intercompany
income into account).

{d) Sale of S's stock. The facts ase the same
as in paragraph (a) of this Example 4, except
that P sells all of §'s stock (rather than M's
stock) and S becomes a nonmember on July
} of Year 5. 5's remaining $2 of intercompany
income is taken inte account immediately
before 5 becomes a nontnember. Because 5's
intercompany lnceme is not from an
intercompany sale, exchange, or distribution
of property, the attributes of the
intercompany income are determined on a
separate entity basts. Thus, S's $2 of
intercompany income is ordinary income. M
does not take any of its intercompany gain
into account as a result of S becoming a
nonmember.

[2) Intercompany income followed by
intercompany loss. The facts are the same as
in paragraph (a) of this Example 4, except
that M sells the real property to B at a $1 Joss
{rather than a gain). M takes its $1 loss into
account under the acceleration rule
immediately before M becoemes a
nonmember. But see § 1.267(f}~1 [which
might further defer M's loss if M and B
remain in a controlied group relationship
after M becomes a nonmember). Under
patagraph (jH{4] of this sectlon appropriate
adjustmenls must be made to treat the group
as if both irtercornpany transactions
accurred between divislons of a single
corporation, Accordingly, P's sale of M stock
also results in 5 taking into account $1 of
intercompany income as capital gain to offset
M's $1 of carrespanding capital loss. The
remaining $1 of 5's intercompany income is
taken into account based an subsequent
events.
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Example 5. Successor group. (a) Facts. On
January } of Year 1, B borrows $100 from 5
in return for B's note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of Year 20. As
of January 1 of Year 3, B has paid the interest
accruing under the note. On that date, X
acquires alt of P's stock and the former P
group members become members of the X
consolidated group.

{b) Successor. Under paragraph (jH5) of this
section, although B's note ceases ta be an
intercompany obligation of the P group, the
note is not treated as satisfied and reissued
under paragraph {g} of this secticn as a result
of X's acquisition of P stock. Tnstead, the X
consalidated group succeeds to the treatment
of the P group for pusposes of paragraph (g)
of this section, and B's note is treated as an
Intercomparty abligation of the X
censolidated group.

(c) No subgroups. The facts are the same
as in paragraph {a) of this Example 5, except
that X simultaneously acquires the stock of
S and B from P (rather than X acquiring all
of P's stock). Paragraph (ji(5) of this section
does not apply to X's acquisitions. Unless an
exception described tn paragraph (g (3)(i}{B)
applies, B's note is ireated as satisfied
immediately before S and B become
nonmembers, and reissued immediately after
they become members of the X consolidated
group. The ampunt at which tbe note is
satisfied and reissued under paragraph {g) (3}
of this section is based on the fair market
value of the note at the time of P's sales to
X. Paragraph (g}{4) of this section does not
apply to the reissued B note inthe X
consolidated group, because the new note is
always an intercempany obligation of the X
consolidated group.

Example 6. Liquidation—B0% distributee.
{a) Facts. X has had preferred stock described
in section 1504(a}{4) outstanding for severa)
years. On Januacy 1 of Year 1, 5 buys all of
X's common stock for $60, and B buys all of
X's prefecred stock for $40. X's assets have
a 30 basis and $100 value. On July t of Year
3, X distributes all'of its assets to S and B
ins a complete Yiquidation. Under §1.1502~
34, section 332 applies to both S and B.
Under section 337, X has no gain or loss from
its liguidating distribution to 3. Under
sections 336 and 337{c). X has a $40 gain
fram its liquidating distribution to B. B has
a $40 basis under section 334(a) in the assets
received from X. and 5 has a $0 basis under
section 334(b) in the assets received from X.

(b) Intercomparny iterms from the
liguidation. Under the matching rule, X's $40
gain from its liquidating distribution to B ls
not taken inta account under this section as
a result of the liguidation {and therefore is
not yet reflected under §§1.1502-32 and
1.1502-33). Under the successor person rule
of paragraph {3} (2)(i) of this section, 5 and B
are both successors to X. Under section
337{q), X recognizes galn or loss only with
respect to the assets distributed to B. Under
paragraph (H2Hii} of this section. to be
consistent with the purposes of this section,
S succeeds to X's $40 inteccompany gain
The gain will be taken into account by S
under the matching and acceleration rules of
this section based on subsequent events, {The
allgcation of 1he intercompany gain to S does

not govern the allocation of any other
attributes }

Example 7. Liquidation—no 80%
distributee. {a) Facts. X has only common
stock putstanding. On January 1 of Year 1. 5
buys 60% of X's stock for $60, and B buys
40% of X's stock for $40. X's assets have a
$0 basis and $100 value. On July 1 of Year
3, X distributes all of lts assets to S and B
inn a complete liguidation. Under § 1.1502-
34, section 332 applies to both 5 and B.
Under sections 336 and 337(c), X has a $130
gain from Its liquidating distributions to S
and B. Uader sectlon 334(b), § has a $60
basis in the assets received from X and B has
a $40 basis in the assets received from X.

(b} Intercompany items from the
liquidation. Under the matching rule, X's
$100 intercompany galn from its liquidating
distributions to 5 and B is not taken into
account under this section as a result of the
liquidation (and therefore is not yet reflected
under 58§ 1.1502-32 and 1.1502-33}). Under
the successar person rule of paragraph
(){2}{D) of this section, § and B are both
successars to X. Under paragraph (j)(2}{i1) of
this section, 1o be consistent with the
purposes of this section, S succeeds to X's
$40 intercompany gain with respect to the
assets distributed to B, and B succeeds to X's
$60 intercompany gain with respect to the
assets distributed to 5. The galn will be taken
into account by S and B under the matching
and acceleration rules of this section based
on subsequent evenis. (The allocation of the
intercompany gain does not govern the
allocatlon of any other attributes.)

k) Cross references—(1) Section 108,
See §1.108-3 for the treatment of
intercompany deductions and losses as
subject to atiribute reduction under
section 108{b}.

(2} Section 263A(f}. See section
263A[f) and §1.263A-9(g}(5) for special
rules regarding interest from
intercompany transactions.

(3) Section 267(f). See section 267(f)
and §1.267(f)-1 for special rules
applicable to certain josses and
deductions from transactions between
members of a controlled group.

{4) Section 460. See § 1.460-4() for
special rules regarding the application
of section 460 to intercompany
transactions.

(5) Section 469. See §1.469~1(h) for
special rules regarding the application
of section 469 to intercompany
transactions.

(6) §1.1502-80. See §1.1502-80 for
the non-application of certain Internal
Revenue Code rules. )

{) Effective dates—(1) In general. This
section applies with respect to
transactions occurring in years
beginning on or after July 12, 1995. If
both this section and prior law apply to
a transaction, or neither applies, with
the result that items may be duplicated,
omitted, or eliminated in determining
taxable income (or tax Hability). or items
may be treated inconsistently, prior law
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(and not this section) applies to the
transaction. For example, S’s and B's
items from S's sale of property to B
which occurs before July 12, 1995 are
taken inta account under prior Jaw,
even though B may dispose of the
property after July 12, 1995, Similarky,
an intercompany distribution to which
a shareholder becomes entitled before
July 12, 1995 but which is distributed
after that date is taken into account
under prior law (generally when
distributed), because this section
generally takes dividends into account
when the shareholder becomes entitled
to them but this section does not apply
at that time. If application of prior law
to §'s deferred gain or loss from a
deferred intercompany transaction (as
defined under prior law) occurring prior
to july 12, 1995 would be affected by an
intercompany transaction (as defined
under this section} occurring after July
12, 1995, S's deferred gain or loss
continues to be taken into account as
provided under prior law, and the items
from the subsequent intercompany
transaction are taken into account under
this section. Appropriate adjustments
must be made to prevent items from
being duplicated, omitted, or eliminated
in determining taxable income as a
result of the application of both this
section and prior law to the successive
transactions, and to ensure the proper
application of prior law,

[2) Avoidance transactions. This
paragraph (1)(2} applies if a transaction
is engaged in or structured on or after
April 8, 1994, with a principal purpose
to avoid the rules of this section {and
instead to apply prior lawj. If this
paragraph {1) (2} applies, appropriate
adjustments must be made in years
beginning on or after July 12, 1995, to
prevent the avoidance, duplication,
armission, or elimination of any item (or
tax liability), or any other inconsistency
with the rules of this section. For
example, if 5 is a dealer in real property
and sells land to B on March 16, 1995
with a principal purpose of converting
any future appreciation in the land to
capital galn, B's gain from the sale of the
tand onMay 11, 1997 might be
characterized as ordinary income under
this paragraph (1)(2).

(3) Election for certain stock
elimination transactions—{i) In general.
A group may elect pursuant to this
paragraph (1) (3) to apply this section
(including the elections available under
paragrapgh (f{5){ii) of this section) w0
stock elimination transactions to which
prior law would otherwise apply. If an
election is made, this section, and not
prior law, applies to determine the
timing and attributes of S's and B's gain
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or loss from stock with respect Lo all
stock elimination transactions.

(i) Stock elimination transactions.
For purposes of this pacagraph {11{3), a
stock elimination transaction is a
transaction in which stock transferred
from 5 to B—

{A) 1s cancelled or redeemed on or
after July 12, 1995;

{B} s treated as cancelled ina
liquidation pursuant to an election
under section 338(h) {10} with respect io
a qualified stock purchase with an
acquisition date on or after July 12,
1995;

{C} Is distributed on or after July 12,
1995; or

(D} Is exchanged on or after July 12,
1995 for stock of a member {determined
immediately after the exchange) in a
transaction that would cause $'s gain or
loss from the transfer to be taken into
account under prior law.

(i) Time and maaner of making
election. An election under this
paragraph (1) (3) is made by attaching to
a timely filed original return {including
extensions) for the consolidated return
year including July 12, 1995 a statement
entitled "lInsert Name and. Employer
fdentification Number of Common
Parent] HEREBY ELECTS THE
APPLICATION OF §1.1502-13(){3}.”
See paragraph ()(5){ii}(E) of this section
for the manner of electing the relief
provisions of paragraph {f){5) (i}) of this
sectjon.

{4] Prior faw. For transactions
pccurring in S's years beginning before
July 12, 1995, see the applicable
regulations issued under section 1502.
See §§1.1502-13, 1.1502-13T, 1.1502-
14, 1.1502-14T, 1.1502-31, and 1.1502-
32 (as contained in the 26 CFR part 1
edition revised as of April 1, 1995).

(5) Consent to adopt method of
accounting. For inteccompany
transactions oceurring in a consolidated
group's first taxable year beginning on
or after July 12, 1995, the
Commissioner's consent under section
446(e} is hereby granted for any changes
in methods of accounting that are
necessary solely by reason of the timing
rules of this section. Changes in method
of accounting for these transactions are
to be effected on a cut-off basis.

§51.1502-137, 1.1502-14, and 1.1502-14T
[Removed]

Par. 14. Sections 1.1502-13T, 1.1502-
14, and 1.1502~14T are removed.

Par. 15. Section 1.1502~17 is
amended as follows:

1. Paragraph (b} is revised.

2. Paragraph (c] is redesignated as
paragraph {d).

3. New paragraphs (c} and (e} are
added.

4. Newly designated paragraph (d) is
amended by:

a. Revising the paragraph heading and
the introductory text,

b. Designating the existing example as
Example I and adding a heading.

¢. Adding Examples 2 and 3.

The added and revised provisions
read as follows:

§1.1502-17 Methods of accounting.

* * * » *

(b} Adjustmemnts required if method of
accounting changes—({l} General rule. If
a member of a group changes its method
of accounting for a consolidated return
year, the terms and conditions
prescribed by the Commissioner under
section 446(e), including section 481{a)
where applicable, shall apply to the
member. If the requirements of section
481(b) are met because applicable
adjustments under section 481{aj are
substantial, the Increase in tax for any
prior year shall be computed upon the
basis of a consolidated return or a
separate return, whichever was filed for
such prior year.

(2} Changes in method of accounting
for intercompany transactions. If a
member changes its method of .
accounting for intercompany
transactions for a consolidated retumn
year, the change in method generally
will be effected on a cut-off basis.

{c) Anti-aveidance rules—{}) General
rule. If one member (B} directly or
indirectly acquires an activity of another
rmember (S), or undertakes S's activity,
with the principal purpose to avail the
group of an accounting method that
would be unavailable {or would be
unavailable without securing consent
from the Commissioner) if $ and B were
treated as divisions of a single
carporation, B must use the accounting
method for the acquired or undertaken
activity determined under paragraph
{c)(2) of this sectioty or must secure
consent from the Commissioner under
applicable administrative procedures to
use a different method.

(2} Treatment as divisions of a singie
corporation. B must use the method of
accounting that would be required if B
acquired the activity from Sin a
transaction to which section 381
applied. Thus, the principles of section
381 (c){4) and {c}{5) apply to resolve any
conflicts between the accounting
methods of § and B, and the acquired
or undertaken activify is treated as
having the accounting method used by
S. Appropriate adjustimernts are made to
wreat all acquisitions or undertakings
that are part of the same plan or
arrangement as a single acquisition or
undertaking.
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{d} Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. Separate return treatment
genecally. ¥ * *

Example 2. Adopting methods. Carporation
P is a member of a consolidated group. P
provides consulting services ta customers
under various agreements. For one type of
customer, P's agreements require payment
only when the contract is completed
{payment-on-completion contracis). P uses an
overall accrual method of accounting.
Accordingly, P takes its income from
cansulting cantracts inte account when
earned, recelved, or due, whichever is eadlier.
With the principal purpose to avoid seeking
the consent of the Commissioner to change
its method of accounting for the payment-on-
completion contracts to the cash method, P
forms corporsation 5, and S begins ta render
services to those customers subject to the
payment-on-completion contracts. P
continues to render services to those
customers Dot subject to these contracts.

{b} Under paragraph (c) of this section, 8
must account for the consulting income
under the payment-on-completion contracts
on an accrual method rather than adopting
the cash method contemplated by F.

Example 3. Changing inventory sub-
method. {(a) Corporation P is a member of a
consolidated group. P operates a
manufacturing business that uses dollar.
value LIFQ), and has built up a substantial
LIFQ reserve. P has historically
manufactured all its inventory and has used
onhe natural business unit pool. P begins
purchasing goods identical to its awn
finished goods from a foreign supplier, and
Is concerned that it must establish a separate
resale pool under §1.472~8(c). P anticipates
that it will begin to purchase, rather than
manulacture, a substantial portion of its
inventocy, resulting in a recapture of most of
its LIFQ reserve because of decrements in its
manufacturing pool. With the principal
purpose to avoid the decrements, P forms
corporation 5 in Year 1. S operates as a
distributor to nonmembers, and P sells all of
its existing inventories to 8. S adopts LIFQ,
and elects dollar-value LIFO with one resale
pool. Thereafter, P contlnues to manufacture
and purchase ipventory. and to sell it to S for
resale to nonmembers. P's intercompany gain
from sales to S is taken inte account under
§1.1502-13. S maintains its Year | base
dollar value of inventory sa that P will not
be required to take its intercompany items
twhich include the effects of the LIFO reserve
recapture) into account.

{b) Unider paragraph {¢) of thls section, 5
must maintain two pools {manufacturing and
resale} to the same extent that P would be
required to maintain those pools under
§1.472-8 IF it had not farmed S.

(e) Effective dates, Paragraph (b) of
this section applies to changes in
method of accounting effective for years
beginning on or after July 12, 1995, For
changes in method of accounting
effective for years beginning before that
date, see §1.1502-17 (as contained in
the 26 CFR part | edition revised as of
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April 1. 1885) Paragraphs {(c) and (d}
apply with respect to acquisitions
cccurring or activities undertaken in
years beginning on or after July 12,
1995,

Par. 16. Section 1.1502-18 is
amended by revising the heading for
paragraph (f] and adding paragraph {g}
1o read as follows:

§1.1502~18 Inventary adjustment.

* * * * *

() Transitional rules for years before
1966.* * *

{g) Transitional rules for years
beginning on or after July 12, 19835,
Paragraphs {a) through (f) of this section
do not apply for taxable years beginning
on or after July 12, 1995. Any remaining
unrecovered inventory amount of a
member under paragraph (c) of this
section is recovered in the flrst taxable
year beginning on or after July 12, 1995,
under the principles of paragraph (¢)(3)
of this section by treating the first
taxable year as the {irat separate return
year of the member. The unrecovered
inventory amount can be recovered only
to the extent it was previously included
in taxable income. The principles of this
section apply, with appropriate
adjustments, to comparable amounts
under paragraph {f) of this section.

Par. 17. Section 1.1502-20 is
amended as follows:

1. Paragraph {a)(5) Example 6 is
amended as follows:

a. The fifth sentence of paragraph (i)
is revised.

b. Paragraph (ii} is revised.

c. Paragraphs (iii) and (iv} are added.

2. Paragraph (b)(6) Example 5 is
amended as follows:

a. The fifth sentence of paragraph {i}
is revised.

b. A sentence is added at the
beginning of paragraph (ii).

. Paragraph (iii) is revised.

d. Paragraph (iv] is removed.

3. Paragraph (bj{6} Example 7 is
amended as fellows:

a. The fourth sentence of paragraph (1)
is revised.

b. The lirst sentence of paragraph {iii}
is revised.

4. Paragraph {c){4} is amended as
follows:

a. Example 3 is amended by removing
patagraph (iii}.

b. Example 3 is added.

5. Paragraph (e}{J) is amended as
follows:

a. Examples 2 and 8 are removed.

b. Example 3 through Exampie 7 are
redesignated as Example 2 through
Example 6.

c. Newly designated Example 5is
revised.

6. In paragraph (hj{!}, the second
sentence is revised. The revised and
added provisions read as follows:

§1.1502-20 Disposition or
deconsolidation of subsidlary stock,
[a} * k¥
(5) * & &

Example 6.+ * *

H* * *Ssellsits T stock to P for 3100 in
an intercompany transactlon, recognizing a
$60 intercompany loss that is deferred under
section 267(f) and §1.1502-13.* * *

{ii) Under paragraph {a}(3) (i) of this
section, the application of paragraph (a){1) of
this section ta §'s $80 intercompany loss on
the sale of its T stock to P is deferred,
because S's intercompany loss is deferred
under section 267{f} and § 1.1502-13. P's sale
of the T stock to X ordinarily would result
in 3's intercompany loss being taken into
account under the matching nile of §).1502~
13ic). The deferred loss is not taken into
account under § 1.267{f)- 1, however, because
P's sale to X (a member of the same
corntrolled graup as P) is a second
intercompany transaction for purposes of
section 267{f). Nevertheless, paragraph
{a}(3) (i1} of this section provides that
paragraph (a)(1} of this section applies to the
intercompany loss as a result of P's sale to
X because the T stack ceases to be owned by
a member of the P consolidated group. Thus,
the loss is disallowed under paragraph (a) (1)
of this section Immediately before P's sale
and is therefore never taken into account
under section 267(f).

(ii1) The facts are the same as in {i) of this
Example, except that S is tiquidated after its
sale of the T stock to P, but before P's sale
of the T stock to X, and P sells the T stock
to X for $110. Under §81.1502-13(j} and
1.267(f)-1{b), P succeeds to §'s Intercompany
loss as a result of 8's liquidation. Thus,
paragraph (aj(3} (i} of this sectlon continues to
defer the application of paragraph (a){1) of
this section until P's sale ta X. Under
paragraph (a)(4) of this section, the amount
of S's $60 intercompany loss disallowed
under paragragh (a)}{1} of this section is
limited to $50 because P's 510 gain on the
disposition of the T stock is taken into
account as a consequence of the same plan
or arrangement.

{iv) The facts are the same as in [i) of this
Example, except that P sells the T stock to
A, a person related to P within the meaning
of section 267(b){2). Although S's
intercompany loss is ordinarily taken into
account under the marching rule of §1,1502-
13ic) as a result of P's sale, § 1.267{f}—
1{c){2M1i} provides that none of the
intercompany loss is taken Into account
because A is a nonmember that is related to
F under section 267({b). Under paragraph
{a) {3} (i) of this section, paragraph (a} (1) of
this section does not apply to loss that is
disallowed under any other provision.
Because § 1 267(()~1{cH2}{1i} and section
267{d) pravide that the benefit of the
intercompany loss is retained by A if the
property is later disposed of at a gain, the
intercompany loss is not disallowed for
purposes of paragraph (a}{3}{i) of this sectian.
Thus. the intercompany loss is disallowed

under paragraph (a}(1) of this section
immediately before P's sale and is therefore
never taken into account under section
267 {d}.

(b} *x ¥ &

(6)* ¥ &

Example 5.% * *

(* * *5sellsits T stock to P for $100 in
an intercompany transaction, recognizing a
$60 intercompany loss that is deferred under
section 267(f) and §1.1502-13.* *» *

(ii} Under paragraph (a){3}{i) of this
section, the application of paragraph (a)( 1) of
this sectlon to §'s intercompany loss on the
sale of its T stock to P Is deferred because S's
loss is deferred under section 267(f} and
§1.1502-13.% * ¢

{ili} T's issuance of the additional shares to
the public does not result in S's
intercompany loss being taken Into account
under the matching or acceleration rules of
§1 1502-13{c) and (d), or under the
application of the principles of those rules in
section 267 {f). However, the deconsolidation
of T is an overriding event under paragraph
(a)(3) (iJ) of this section, and paragraph (&) (1}
of this section disallows the intercompany
loss immediately before the deconsolidation
even though the intercompany loss is not
taken {nto accournt at that time.

Example 7.* * *

(i} * * *35 recently purchased lts T stack
from 51, a lower tler subsidlary, inan
Intercompany transaction in which S1
recognized a $30 intercompany gain that was
deferred under §1.1502-13.* * *

* * " * *

{111} Under the matchlng rule of §1,1502-
13, 5's sale of its T stock results in St's $30
intercompany gain being taken into
account.* * *

* - * * %

{Q* * *

)+ * *

Example 9. Intercompany stock sales.

{i) ¥ is the common parent of a
consolidated group, S {s a whally owned
subsldiary of P, and T is 2 wholly owned
recenily purchased subsidiary of 5. Shas a
$100 basis in the T stock, and T has a capital
asset with a basis of $0 and a value of $100.
T's asset declines in value to $60. Before T
has any positive investment adjustments or
extraordinary gain dispositions, Ssells its T
stock to P for $60. T's asset reappreciates and
is sold for $100, and T recognizes $100 of
gain. Under the investment adjustment
system, P's basis in the T stock increases to
$160. P then sells all of the T stock for $100
and recognizes a loss of $60.

(1i) S's sale of the T stock to P {s-an
intercompany transaction. Thus, §'s $40 loss
is deferred under section 267{f) and §1.1502~
13. Under paragraph (a)(3} of this section, the
application of paragraph (a} (i} of this section
to 5's $40 loss is deferred until the loss is
taken into account. Under the matching rule
of §1.1502-13{c), the loss is taken into
account to reflect the difference for each year
between P's corresponding items taken into
account and P’s recomputed corresponding
items {the corresponding items that P wauld
take inte accaunt for the year if S and P were
divisions of a single corporation). If § and P
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were divisions of a sipgle corporation and the
inlercompany sale were a transfer berween
the divisions, P would succeed to 8's $100
basis and would have a $200 basis in the T
stock at the time it sells the T stock ($100 of
initial basis plus $100 under the investment
adjustment system). 5's $40 loss s taken into
account at the time of P's sale of the T stock
to reflect the $40 difference between the $60
1oss P takes into account and P's recomputed
£100 loss.

(111} Under the matching rule of §1.1502-
13{c), the attributes of 8's $40 laoss and P's
$60 loss are redetermined to produce the
same effect on consolidated taxable income
{and consolidated tax liability] as if S and P
were divisions of a single corporation. Under
§1.1502-13{b)(6), atirlbutes of the losses
include whether they are disallowed under
this section. Because the amount described in
paragraph (c1{1) of this section is $100. both
S's $40 loss and P’s $60 Joss are disallowed.
* * * * *

E) * k& ¥

(3}* * &

Example 5. Absence of a view. .

(i) In Year 1, P buys all the stock of T for
$100, and T becomes a member of the P
group. T has 2 historlc assets, asset 1 with
a basis of $40 and value of $80, and asset 2
with a basis of $60 and value of $10. In Year
2. T sells asset 1 for $80. Under the
investment adjustment system, P's basis in
the T stock increases from $100 to $150.
Asset 2 is not essential to the operation of T's
business, and T distributes asset 2 to P in
Year 5 with a view to having the group retain
its $50 loss inherent in the asset. Under
§ 1.1502~-13{){2}, and the application of the
principles of this rule in section 267(f). T has
a $50 intercompany loss that is deferred.
Under § 1.1502-32(b)(3)(iv), the distribution
reduces P's basis in the T stock by $10 to
$140in Year 5 In Year §, Pselisall the T
stock for $30. Under the acceleration rule of
§1.1502-13{d). and the application of the
principles of this rule in section 267(f), T's
intercompany lossis ordinarily taken into
account immediately before P's sale of the T
stock. Assuming that the loss is absorbed by
the group, P's basis in T's stock would be
reduced from $140 to $90 under § 1.1502-
32(b){3}{i). and there would be no gain ar loss
from the stock disposition. {Alternatively. if
the loss is not absorbed and the loss is
reattributed to P under paragraph (g} of this
section, the reattribution would reduce P's
basis in T's stock from $140 to $90)

(ii} A $50 loss is reflected both in T's basis
in asset 2 and in P's basis in the T stock.
Because the distribution results in the loss
with respect to asset 2 being taken into
account before the corresponding loss
reflected in the T stock, and asset 2 is an
historic asset of T, the distributlon is not
with the view described in paragraph {e) (2}
of this section.
* * &

{h] * ¥ ¥

(1) * * * For this purpose,
dispositions deferred under §1.1502-13
are deemed to occur at the time the
deferred gain or loss is taken into
account uniess the stock was

* *

deconsolidated before February 1, 1991.

¥ ok *
* [ * ® *

Par. 18. Section 1.1502-26 is
amended by revising paragraph {b} to
read as follows:

§1.1502~26 Conaclidated dividends
recelved deduction.
* L4 * * ¥

(b} Intercompany drvidends. The
deduction determined under paragraph
(a) of this section is determnined without
taking into account intercompany
dividends to the extent that, under
§1.1502-13{0)(2), they are not included
in gross income. See §1.1502-13 for
additional rules relating to
intercompany dividends.
* * * * ¥

Par, 19. Section 1.1502~-33 is
amended by revising paragraph {(c}(2) to
read as follows:

§1.1502-33 Earnings and profits.
* ¥ * - *

(C} * ® ¥

{2) Intercompany transactions.
Intercompany items and corresponding
items are not reflected in earnings and
profits before they are taken into
account under § 1.1502-13. See
§1.1502-13 for the applicable rules and
definitions.
* * * * ¥

§1.1502-79 [Amended]
Par. 20. Section 1.1502-79 is
amended by removing paragraph (f).
Par. 21. Section 1.1502-80 is
amended by adding paragraphs {e} and
{f) to read as follows:

§1.1502-80 Applicability ot other
pravisions of law.
& * * * *

{e) Non-applicability of section
163(e}(5). Section 163{e}(5) does not
apply to any intercompany obligation
{within the meaning of § 1.1502-13(g))
issued in a consolidated return year
beginning on or after July 12, 1995.

{) Non-applicability of section 1031.
Section 1031 does not apply to any
inteccompany transaction cccurring in
consolidated return years beginning on
or after July 12, 1995,

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK -
REDUCTION ACT

Par. 22. The authority citation for part
602 continues to read as follows:

Authority: 26 U.5.C. 7805.

Par. 23. In §602.101, paragraph (¢} is
amended as follows:

1. Removing the following entries
from the table:

§602.101 OMB Contral numbers.
* * * * *

(C} * k&

CER part or section where ~ CUffent OMB

identified and described G0NVl fum-

1.267M01T e, 1545-0885
I 153 5 1 U 15451008
11502-14 e 1545-0123
1A502—14T v e 15451161

2. Adding entries in numerical order
to the table for §§ 1.267()-1 and 1.469-
1 and revising the entry for § 1.1502-13
to read as follows:

§8602,101 OMB Control numbers.

* * * * *

CFR part or section where Gurrent
T . CMB control
identified and described number

L2671 crvesvreecssresvenioremnin. 1545-0885

1489 oo cccrecnsres 1545-1008

TASO2-13 oot 154520123,
1545
0eas,
1545-
1184,
1545
1433

Michael P. Dolan,
Acting Comunissioner of Internal Revenue.

Approved: June 29, 1995,
Leslie Samuels,
Assistant Secretary of the Treasury {Tax
Policy).
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