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(iv) Restatement of a prior year’s applica-
ble financial statement. 

(A) In general. 
(B) Reconciliation of owner’s equity in ap-

plicable financial statements. 
(B) Use of different priority applicable fi-

nancial statements in consecutive tax-
able years. 

(D) First successor year defined. 
(E) Exceptions. 
(v) Adjustment for items previously taxed 

as subpart F income. 
(vi) Adjustment for pooling of interests. 
(vii) Adjustment for certain deferred for-

eign taxes. 
(viii) Examples. 
(5) Adjustments resulting from disclosure. 
(i) Adjustment for footnote disclosure or 

other supplementary information. 
(A) In general. 
(B) Disclosures not specifically authorized 

in the accounting literature. 
(ii) Equity adjustments. 
(A) In general. 
(B) Definition of equity adjustment. 
(iii) Amount disclosed in an accountant’s 

opinion. 
(iv) Accounting method changes that re-

sult in cumulative adjustments to the 
current year’s applicable financial state-
ment. 

(A) In general. 
(B) Exception. 
(v) Examples. 
(6) Adjustments applicable to related cor-

porations. 
(i) Consolidated returns. 
(A) In general. 
(B) Corporations included in the consoli-

dated Federal income tax return but ex-
cluded from the applicable financial 
statement. 

(C) Corporations included in the applicable 
financial statement but excluded from 
the consolidated tax return. 

(ii) Adjustment under the principles of sec-
tion 482. 

(iii) Adjustment for dividends received 
from section 936 corporations. 

(A) In general. 
(B) Treatment as foreign taxes. 
(C) Treatment of taxes imposed on section 

936 corporations. 
(iv) Adjustment to net book income on sale 

of certain investments. 
(v) Examples. 
(7) Adjustments for foreign taxpayers with 

a United States trade or business. 
(i) In general. 
(ii) Example. 
(8) Adjustment for corporations subject to 

subchapter F. 
(e) Special rules. 

(1) Cooperatives. 
(2) Alaska Native Corporations. 
(3) Insurance companies. 

(4) Estimating the net book income adjust-
ment for purposes of estimated tax liabil-
ity. 

(5) Effective/applicability date. 

[T.D. 8307, 55 FR 33675, Aug. 17, 1990, as 
amended by T.D. 9347, 72 FR 44347, August 7, 
2007] 

§ 1.56–1 Adjustment for the book in-
come of corporations. 

(a) Computation of the book income ad-
justment—(1) In general. For taxable 
years beginning in 1987, 1988, and 1989, 
the alternative minimum taxable in-
come of any taxpayer is increased by 
the book income adjustment described 
in this paragraph (a)(1). The book in-
come adjustment is 50 percent of the 
excess, if any, of— 

(i) The adjusted net book income (as 
defined in paragraph (b) of this section) 
of the taxpayer, over 

(ii) The pre-adjustment alternative 
minimum taxable income for the tax-
able year. 

For purposes of this section, pre-ad-
justment alternative minimum taxable 
income is alternative minimum tax-
able income, determined without re-
gard to the book income adjustment or 
the alternative tax net operating loss 
determined under section 56(a)(4). See 
paragraph (a)(4) of this section for ex-
amples relating to the computation of 
the income adjustment. 

(2) Taxpayers subject to the book in-
come adjustment. The book income ad-
justment is applicable to any corporate 
taxpayer that is not an S corporation, 
regulated investment company (RIC), 
real estate investment trust (REIT), or 
real estate mortgage investment com-
pany (REMIC). 

(3) Consolidated returns. In the case of 
a taxpayer that is a consolidated 
group, the book income adjustment 
equals 50 percent of the amount, if any, 
by which its consolidated adjusted net 
book income (as defined in paragraph 
(b)(3)(i) of this section) exceeds its con-
solidated pre-adjustment alternative 
minimum taxable income (as defined in 
paragraph (b)(3)(iii) of this section). 
See paragraph (a)(4), Example 4 of this 
section. For purposes of this section, 
with respect to any taxable year the 
term ‘‘consolidated group’’ has the 
same meaning as in § 1.1502–1T. See 
paragraph (d)(6) of this section for 
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rules relating to adjustments attrib-
utable to related corporations. 

(4) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. Corporation A has adjusted net 
book income of $200 and pre-adjustment al-
ternative minimum taxable income of $100. A 
must increase its pre-adjustment alternative 
minimum taxable income by $50 (($200–$100) × 
.50). 

Example 2. Corporation B has adjusted net 
book income of $200 and pre-adjustment al-
ternative minimum taxable income of $300. B 
does not have a book income adjustment for 
the taxable year because its adjusted net 
book income does not exceed its pre-adjust-
ment alternative minimum taxable income. 

Example 3. Corporation C has adjusted net 
book income of negative $200 and pre-adjust-
ment alternative minimum taxable income 
of negative $300. C must increase its pre-ad-
justment alternative minimum taxable in-
come by $50 ((¥$200 ¥ (¥$300)) × .50). Thus, 
C’s alternative minimum taxable income de-
termined after the book income adjustment, 
but without regard to the alternative tax net 
operating loss, is negative $250 (¥$300 + $50). 

Example 4. Corporations D and E are a con-
solidated group for tax purposes. D and E do 
not have a consolidated financial statement. 
On their separate financial statements D and 
E have adjusted net book income of $100 and 
$50 respectively, and pre-adjustment alter-
native minimum taxable income of $50 and 
$80 respectively. Assuming there are no 
intercompany transactions, DE’s consoli-
dated adjusted net book income (as defined 
in paragraph (b)(3)(i) of this section) is $150 
and its consolidated pre-adjustment alter-
native minimum taxable income (as defined 
in paragraph (b)(3)(iii) of this section) is $130. 
DE must increase its consolidated pre-ad-
justment alternative minimum taxable in-
come by $10 (($150¥$130)×.50). 

(b) Adjusted net book income—(1) In 
general. ‘‘Adjusted net book income’’ 
means the net book income (as defined 
in paragraph (b)(2) of this section) ad-
justed as provided in paragraph (d) of 
this section. Except as provided in 
paragraph (d) of this section, a tax-
payer may not make any adjustments 
to net book income. 

(2) Net book income—(i) In general. 
‘‘Net book income’’ means the income 
or loss for a taxpayer reported in the 
taxpayer’s applicable financial state-
ment (as defined in paragraph (c) of 
this section). Net book income must 
take into account all items of income, 
expense, gain and loss of the taxable 
year, including extraordinary items, 

income or loss from discontinued oper-
ations, and cumulative adjustments re-
sulting from accounting method 
changes. Net book income is not re-
duced by any distributions to share-
holders. See paragraph (b)(5)(i) of this 
section for a similar rule for corpora-
tions using current earnings and prof-
its to compute net book income. 

(ii) Measures of net book income. Ex-
cept as described in paragraph (b)(5) of 
this section, net book income is dis-
closed on the income statement in-
cluded in a taxpayer’s applicable finan-
cial statement. Such income statement 
must reconcile with the balance sheet, 
if any, that is included in the applica-
ble financial statement and must be 
used in computing changes in owner’s 
equity reflected in the applicable fi-
nancial statement. See paragraph (c) of 
this section for the definition of an ap-
plicable financial statement. 

(iii) Tax-free transactions and tax-free 
income. Net book income includes in-
come or loss that is reported on a tax-
payer’s applicable financial statement 
regardless of whether such income or 
loss is recognized, realized or otherwise 
taken into account for other Federal 
income tax purposes. See paragraph 
(b)(7), Examples 1, 2 and 3 of this sec-
tion. 

(iv) Treatment of dividends and other 
amounts. The adjusted net book income 
of a taxpayer shall include the earnings 
of other corporations not filing a con-
solidated Federal income tax return 
with the taxpayer only to the extent 
that amounts are required to be in-
cluded in the taxpayer’s gross income 
under chapter 1 of the Code with re-
spect to the earnings of such other cor-
poration (e.g., dividends received from 
such corporation and amounts included 
under subpart A). See paragraph (b)(7), 
Examples 4 and 5 of this section. 

(3) Additional rules for consolidated 
groups—(i) Consolidated adjusted net 
book income. ‘‘Consolidated adjusted 
net book income’’ means the consoli-
dated net book income (as defined in 
paragraph (b)(3)(ii) of this section), 
after taking into account the adjust-
ments under the rules of paragraph (d) 
of this section. 

(ii) Consolidated net book income. Con-
solidated net book income is the in-
come or loss of a consolidated group as 
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reported on its applicable financial 
statement as defined in paragraph 
(c)(5) of this section. 

(iii) Consolidated pre-adjustment alter-
native minimum taxable income. Consoli-
dated pre-adjustment alternative min-
imum taxable income is the taxable in-
come of the consolidated group for the 
taxable year, determined with the ad-
justments provided in sections 56 and 
58 (except for the book income adjust-
ment and the alternative tax net oper-
ating loss determined under section 
56(a)(4)) and increased by the pref-
erence items described in section 57. 

(iv) Cross references. See paragraph 
(c)(5) of this section for rules relating 
to the applicable financial statement 
of related corporations and paragraph 
(d)(6) of this section for rules relating 
to adjustments attributable to related 
corporations. 

(4) Computation of adjusted net book 
income when taxable year and financial 
accounting year differ—(i) In general. If 
a taxpayer’s applicable financial state-
ment is prepared on the basis of a fi-
nancial accounting year that differs 
from the year that the taxpayer uses 
for filing its Federal income tax re-
turn, adjusted net book income must 
be computed either— 

(A) By including a pro rata portion of 
the adjusted net book income for each 
financial accounting year that includes 
any part of the taxpayer’s taxable year 
(see paragraph (b)(7), Example 6 of this 
section), or 

(B) In accordance with the election 
described in paragraph (b)(4)(iii) of this 
section. 

(ii) Estimating adjusted net book in-
come. If a taxpayer is using the pro rata 
approach described in paragraph 
(b)(4)(i)(A) of this section and an appli-
cable financial statement for part of 
the taxpayer’s taxable year is not 
available when the taxpayer files its 
Federal income tax return, the tax-
payer must make a reasonable esti-
mate of adjusted net book income for 
the pro rata portion of the taxable 
year. If the actual pro rata portion of 
adjusted net book income that results 
from the taxpayer’s applicable finan-
cial statement for the financial ac-
counting year exceeds the estimate of 
adjusted net book income used on the 
original tax return and results in addi-

tional tax liability, the taxpayer must 
file an amended Federal income tax re-
turn reflecting such additional liabil-
ity. The amended return must be filed 
within 90 days of the date the pre-
viously unavailable applicable finan-
cial statement is available. 

(iii) Election to compute adjusted net 
book income based on the financial state-
ment for the year ending within the tax-
able year—(A) In general. If a taxpayer’s 
accounting year ends five or more 
months after the end of its taxable 
year, the taxpayer may elect to com-
pute adjusted net book income based 
on the net book income reported on the 
applicable financial statement pre-
pared for the financial accounting year 
ending within the taxpayer’s taxable 
year. See paragraph (b)(7), Examples 7 
and 8 of this section. For purposes of 
this paragraph (b)(4)(iii)(A), if a tax-
payer uses a 52–53 week year for finan-
cial accounting or Federal income tax 
purposes, the last day of such year 
shall be deemed to occur on the last 
day of the calendar month ending clos-
est to the end of such year. 

(B) Time of making election. An elec-
tion under this paragraph (b)(4)(iii) is 
made by attaching the statement de-
scribed in paragraph (b)(4)(iii)(C) of 
this section to the taxpayer’s Federal 
income tax return for the first taxable 
year in which the taxpayer is eligible 
to make the election. An election 
under this paragraph (b)(4)(iii) that is 
made prior to the first taxable year in 
which the taxpayer is eligible to make 
the election (as determined under para-
graph (b)(4)(iii)(C) of this section) is 
valid unless revoked pursuant to para-
graph (b)(4)(iii)(D) of this section. 

(C) Eligibility to make and manner of 
making election. A taxpayer is eligible 
to make the election specified in para-
graph (b)(4)(iii)(A) of this section in the 
first taxable year beginning after 1986 
in which— 

(1) The taxpayer has an accounting 
year ending five or more months after 
the end of its taxable year, 

(2) The use of the pro rata approach 
described in paragraph (b)(4)(i)(A) of 
this section produces an excess of ad-
justed net book income over pre-ad-
justment alternative minimum taxable 
income, as defined in paragraph (a)(1) 
of this section, and 
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(3) The taxpayer has an excess of ten-
tative minimum tax over regular tax 
for the taxable year, as defined in sec-
tion 55(a), or is liable for the environ-
mental tax imposed by section 59A. 
Thus, a taxpayer is not required to 
evaluate the merits of an election to 
compute its adjusted net book income 
based on the applicable financial state-
ment prepared for the financial ac-
counting year ending within the tax-
payer’s taxable year unless the tax-
payer, when using the pro rata ap-
proach described in paragraph 
(b)(4)(i)(A) of this section, either has an 
excess of tentative minimum tax over 
its regular tax or is liable for the envi-
ronmental tax imposed by section 59A. 
The election statement must set forth 
the electing taxpayer’s name, address, 
taxpayer identification number, tax-
able year and financial accounting 
year. An election under this paragraph 
(b)(4)(iii) will apply for the taxable 
year when initially made and for all 
subsequent years until revoked with 
the consent of the District Director. 

(D) Election or revocation of election 
made on an amended return. An election 
under paragraph (b)(4)(iii) of this sec-
tion may be made by attaching the 
statement described in paragraph 
(b)(4)(iii)(C) to an amended return for 
the first taxable year in which the tax-
payer is eligible to make the election. 
An election under paragraph (b)(4)(iii) 
of this section that was made prior to 
the first taxable year in which the tax-
payer was eligible to make the elec-
tion, as determined under paragraph 
(b)(4)(iii)(C) of this section, may be re-
voked by filing an amended return for 
the taxable year in which the election 
was initially made. However, an elec-
tion made or revoked on an amended 
return under paragraph (b)(4)(iii) of 
this section will be allowed only if the 
amended return is filed no later than 
December 14, 1990. 

(iv) Quarterly statement filed with the 
Securities and Exchange Commission 
(SEC). A taxpayer with different finan-
cial accounting and taxable years that 
is required to file both annual and 
quarterly financial statements with 
the SEC may not aggregate quarterly 
statements filed with the SEC in order 
to obtain a statement covering the tax-
payer’s taxable year. See paragraph 

(b)(7), Example 9 of this section. See 
paragraph (c)(3)(iv)(B)(1) of this section 
for priority rules relating to state-
ments required to be filed with the 
SEC. 

(5) Computation of net book income 
using current earnings and profits—(i) In 
general. If a taxpayer does not have an 
applicable financial statement, or only 
has a statement described in paragraph 
(c)(1)(iv) of this section and makes the 
election described in paragraph (c)(2) of 
this section, net book income for pur-
poses of this section is equal to the 
taxpayer’s current earnings and profits 
for its taxable year. Generally, a tax-
payer’s current earnings and profits is 
computed under the rules of section 312 
and the regulations thereunder. Cur-
rent earnings and profits therefore is 
reduced by Federal income tax expense 
and any foreign tax expense for foreign 
taxes eligible for the foreign tax credit 
under section 27 of the Code. Current 
earnings and profits is then adjusted as 
described in paragraph (d) of this sec-
tion to arrive at adjusted net book in-
come. No adjustment is made under 
paragraph (d) of this section, however, 
for any adjustment that is already re-
flected in current earnings and profits. 
See paragraph (d)(3) of this section for 
adjustments to net book income with 
respect to certain taxes. For purposes 
of this section, current earnings and 
profits is not reduced by any distribu-
tion to shareholders. See paragraph 
(d)(3)(iv), Example 5 of this section. 

(ii) Current earnings and profits of a 
consolidated group. For purposes of this 
paragraph (b)(5), the current earnings 
and profits of a consolidated group is 
the aggregate of the current earnings 
and profits of each member of the 
group, as determined pursuant to para-
graph (d)(4)(iii) of this section. 

(6) Additional rules for computation of 
net book income of a foreign corporate 
taxpayer—(i) Adjusted net book income of 
a foreign taxpayer. Adjusted net book 
income of a foreign corporate taxpayer 
(‘‘foreign taxpayer’’) means the effec-
tively connected net book income (as 
defined in paragraph (b)(6)(ii) of this 
section) of the foreign taxpayer, after 
taking into account the adjustments 
under the rules of paragraph (d) of this 
section. 
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(ii) Effectively connected net book in-
come of a foreign taxpayer—(A) In gen-
eral. Effectively connected net book in-
come of a foreign taxpayer is the in-
come or loss reported in its applicable 
financial statement (as defined in para-
graph (c)(5)(ii) of this section), but only 
to the extent that such amount is at-
tributable to items of income or loss 
that would be treated as effectively 
connected with the conduct of a trade 
or business in the United States by the 
foreign taxpayer as determined under 
either the principles of section 864(c) 
and the regulations thereunder, or any 
other applicable provision of the Inter-
nal Revenue Code of 1986. Thus, if for 
tax purposes an item of income or loss 
is treated as effectively connected with 
the conduct of a trade or business in 
the United States, then the income or 
loss reported on the foreign taxpayer’s 
applicable financial statement attrib-
utable to such item is effectively con-
nected net book income. See paragraph 
(b)(7), Examples 11, 12 and 13 of this 
section. 

(B) Certain exempt amounts. Effec-
tively connected net book income does 
not include any amount attributable to 
an item that is exempt from United 
States taxation under sections 883, 892, 
894 or 895 of the Internal Revenue Code 
of 1986. See paragraph (b)(7), Examples 
14 and 15 of this section. 

(iii) Computation of net book income of 
a foreign taxpayer using current earnings 
and profits. If a foreign taxpayer does 
not have an applicable financial state-
ment or only has a statement described 
in paragraph (c)(1)(iv) of this section 
and makes the election described in 
paragraph (c)(2) of this section, net 
book income for purposes of this sec-
tion is equal to the foreign taxpayer’s 
current earnings and profits that are 
attributable to income or loss that is 
effectively connected (or treated as ef-
fectively connected) with the conduct 
of a trade or business in the United 
States. Effectively connected current 
earnings and profits are computed 
under the rules of section 884(d) and 
the regulations thereunder, relating to 
effectively connected earnings and 
profits for purposes of computing the 
branch profits tax, but without regard 
to the exceptions set forth under sec-
tion 884(d)(2)(B) through (E). For pur-

poses of this section, effectively con-
nected current earnings and profits are 
not reduced by any remittances or dis-
tributions. Effectively connected cur-
rent earnings and profits takes into ac-
count Federal income tax expense and 
any foreign tax expense; however, see 
paragraph (d)(3) of this section for ad-
justments to net book income with re-
spect to certain taxes. 

(7) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. Corporation A owns 100 percent 
of corporation B and the AB affiliated group 
files a consolidated Federal income tax re-
turn. AB uses a calendar year for both finan-
cial accounting and tax purposes. During 
1987, A transfers all of its stock in B for 
stock on an acquiring corporation in a trans-
action described in section 368(a)(1)(B). Al-
though AB recognizes no taxable gain on the 
transfer pursuant to section 354, gain from 
the transfer is reported on AB’s 1987 applica-
ble financial statement. Pursuant to para-
graph (b)(2)(iii) of this section, AB’s net book 
income includes the book gain attributable 
to the transfer. 

Example 2. Corporation C uses a calendar 
year for both financial accounting and tax 
purposes. C adopted a plan of liquidation 
prior to August 1, 1986. On June 1, 1987, C 
makes a bulk sale of all of its assets subject 
to liabilities and completely liquidates. Pur-
suant to section 633(c) of the Tax Reform Act 
of 1986 (the Act), section 337, as in effect 
prior to its amendment by the Act, applies. 
Thus, C will generally not recognize taxable 
gain upon the bulk sale. However, C’s appli-
cable financial statement for the period Jan-
uary 1, 1987 through June 1, 1987, reports net 
book income of $500, $400 of which is attrib-
utable to the bulk sale of assets on June 1, 
1987. Pursuant to paragraph (b)(2)(iii) of this 
section, C’s net book income includes the 
amount attributable to the bulk sale. Thus, 
assuming C has no other adjustments to net 
book income, its adjusted net book income 
for the period January 1, 1987 through June 
1, 1987, is $500. 

Example 3. Corporation Z has a large inven-
tory of marketable securities. On its applica-
ble financial statement, Z marks these secu-
rities to market, i.e., as they appreciate in 
value, Z restates their value on its balance 
sheet to their fair market value, and in-
creases the income on its income statement 
by that amount. Pursuant to paragraph 
(b)(2)(iii) of this section, the adjusted net 
book income of Z includes the income from 
the valuation adjustment. 
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Example 4. Corporation D owns 100 percent 
of E, a controlled foreign corporation as de-
fined in section 957. Both D and E use a cal-
endar year for financial accounting and tax 
purposes. D’s applicable financial statement 
includes E. Pursuant to section 951, D in-
cludes $100 of E’s subpart F income in its 
gross income for 1987. Although D’s applica-
ble financial statement is adjusted to elimi-
nate E’s income, pursuant to paragraph 
(b)(2)(iv) of this section, D’s adjusted net 
book income for 1987 includes the $100 of 
gross income included under section 951. 

Example 5. Corporation F owns 20 percent 
of G, a foreign corporation. Both F and G use 
a calendar year for financial accounting and 
tax purposes. During 1987, G pays F a $100 
dividend. F’s applicable financial statement 
accounts for F’s investment in G by the eq-
uity method. F is eligible for a deemed paid 
foreign tax credit of $30 with respect to the 
dividend from G and must include the $130 in 
gross income pursuant to section 78 of the 
Code. Although F’s applicable financial 
statement is adjusted to eliminate F’s in-
come from G under the equity method, pur-
suant to paragraph (b)(2)(iv) of this section, 
F’s adjusted net book income for 1987 in-
cludes the $130 of gross income recognized 
with respect to the dividend from G. 

Example 6. Corporation H files its Federal 
income tax return on a calendar year basis. 
However, its applicable financial statement 
is based on a fiscal year ending June 30. H 
does not make the election described in 
paragraph (b)(4)(iii) of this section. Pursuant 
to paragraph (b)(4)(i) of this section, H’s ad-
justed net book income for calendar year 
1987 is computed by adding 50 percent of ad-
justed net book income from the applicable 
financial statement for the year ending June 
30, 1987 and 50 percent of adjusted net book 
income from the applicable financial state-
ment for the year ending June 30, 1988. 

Example 7. Corporation J files its Federal 
income tax returns for 1987, 1988, and 1989 on 
a calendar year basis. However, its applica-
ble financial statement is based on a year 
ending May 31. Pursuant to paragraph 
(b)(4)(iii) of this section, J elects in 1987 to 
compute its adjusted net book income by 
using the applicable financial statement for 
the fiscal year ending May 31, 1987. Unless 
the District Director consents to revocation 
of the election, for calendar year 1988 or 1989, 
J’s adjusted net book income for 1988 and 
1989 is determined from its applicable finan-
cial statements for the years ending May 31, 
1988 and May 31, 1989, respectively. 

Example 8. The facts are the same as in Ex-
ample 7, except that J’s applicable financial 
statement is based on a year ending April 30. 
Since April 30, is less than 5 months after 
December 31, the end of J’s taxable year, J is 
not permitted to make the election described 
in paragraph (b)(4)(iii) of this section. 

Example 9. The facts are the same as in Ex-
ample 8, except H files quarterly and annual 
financial statements with the Securities and 
Exchange Commission (SEC). The fourth 
quarter statement is included as a footnote 
to the annual statement that it files with 
the SEC. Pursuant to paragraph (b)(4)(iv) of 
this section, H may not determine its net 
book income by aggregating its four quar-
terly statements for 1987. Thus, H’s net book 
income is computed as described in Example 
8. 

Example 10. Corporation I is a United 
States corporation with a 100 percent owned 
subsidiary, J, a foreign sales corporation 
(FSC). I uses a calendar year for both finan-
cial accounting and tax purposes. Income 
from J is consolidated in I’s applicable finan-
cial statement. I and J do not file a consoli-
dated tax return. In 1987, J pays a dividend 
to I of $100 out of J’s earnings and profits. 
For purposes of this example, it is assumed 
that the distribution is made out of the prof-
its attributable solely to foreign trade in-
come determined through use of the adminis-
trative pricing rules of section 925(a) (1) and 
(2). Accordingly, the distribution is eligible 
for the 100 percent dividends received deduc-
tion under section 245(c). Although I’s appli-
cable financial statement is adjusted to 
eliminate income or loss attributable to J, 
the entire amount of the dividend distribu-
tion must be included in I’s adjusted net 
book income pursuant to paragraph (b)(2)(iv) 
of this section. 

Example 11. Corporation K is a foreign cor-
poration incorporated under the laws of 
country X. K uses a calendar year for both fi-
nancial accounting and tax purposes. In 1987, 
K actively conducts a real estate business, L, 
in the United States. The financial state-
ment that is used as K’s applicable financial 
statement (as determined under paragraph 
(c)(5)(ii) of this section) discloses total net 
income of $150. Of this amount, $100 is attrib-
utable to L’s real estate business and $50 is 
attributable to dividends paid to L from its 
investment in certain securities. The securi-
ties investment is not connected with L’s 
real estate business. Under the rules of sec-
tion 864, only $100 is effectively connected to 
the conduct of a trade or business in the 
United States. Thus, K’s effectively con-
nected net book income for 1987 equals $100. 

Example 12. Assume the same facts as in 
Example 11 except that K’s applicable finan-
cial statement also discloses $75 attributable 
to investment real property located in the 
United States, so that the net income 
amount reported on the financial statement 
equals $225. The $75 of income is not effec-
tively connected with the conduct of a trade 
or business in the United States. K, for reg-
ular tax purposes, makes an election under 
section 882(d) to treat this income as effec-
tively connected with the conduct of a trade 
or business in the United States. As a result, 
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K’s effectively connected net book income 
for 1987 equals $175 ($100+$75). 

Example 13. Corporation M is a foreign cor-
poration that actively conducts a manufac-
turing business, N, in the United States. M is 
a calendar year taxpayer for both financial 
accounting and tax purposes. In 1987, the fi-
nancial statement that is used as M’s appli-
cable financial statement (as determined 
under paragraph (c)(5)(ii) of this section) re-
flects an anticipated loss from the sale of a 
division of N. For Federal income tax pur-
poses the loss is not recognized in 1987, but 
rather is recognized in 1988 when M sells the 
division. In determining M’s effectively con-
nected net book income for 1987, the antici-
pated loss reported on M’s 1987 applicable fi-
nancial statement is taken into account be-
cause the reported loss is effectively con-
nected to the conduct of a trade or business 
in the United States under the principles of 
section 864. 

Example 14. Corporation O is a foreign cor-
poration that is engaged in the international 
shipping business. O is incorporated under 
the laws of X. O is a calendar year taxpayer 
for both financial accounting and tax pur-
poses. In 1987, O actively conducts a shipping 
business, P, within the United States. The 
statement that is used in 1987 as O’s applica-
ble financial statement (as determined under 
paragraph (c)(5)(ii) of this section) discloses 
income of $100 that is attributable to P’s op-
eration of ships in international traffic. 
Under section 864, $50 is effectively con-
nected with the conduct of a trade or busi-
ness in the United States. However, the 
United States income tax treaty with X ex-
empts from United States income tax any in-
come derived by a resident of X from the op-
eration of ships in international traffic. 
Thus, pursuant to paragraph (b)(6)(ii)(B) of 
this section, no amount of P’s income is in-
cludible in O’s effectively connected net 
book income. 

Example 15. Assume the same facts as in 
Example 14 except that there is no United 
States income tax treaty with X. However, X 
by statute exempts United States citizens 
and United States corporations from tax im-
posed by X on gross income derived from the 
operation of a ship or ships in international 
traffic. Under section 883(a), P’s income of 
$50 that is effectively connected with the 
conduct of a trade or business in the United 
States is exempt from United States tax-
ation. Thus, pursuant to paragraph 
(b)(6)(ii)(B) of this section, no amount of P’s 
income is includible in O’s effectively con-
nected net book income. 

(c) Applicable Financial Statement—(1) 
In general. A taxpayer’s applicable fi-
nancial statement is the statement de-
scribed in this paragraph (c)(1) that has 
the highest priority, as determined 

under paragraph (c)(3) of this section. 
Generally, an applicable financial 
statement includes an income state-
ment, a balance sheet (listing assets, 
liabilities, and owner’s equity includ-
ing changes thereto), and other appro-
priate information. An income state-
ment alone may constitute an applica-
ble financial statement for purposes of 
this section if the other materials de-
scribed in this paragraph are not pre-
pared or used by the taxpayer. How-
ever, an income statement that does 
not reconcile with financial materials 
otherwise issued will not qualify as an 
applicable financial statement. For 
purposes of determining the book in-
come adjustment, the following may be 
considered applicable financial state-
ments (subject to the rules relating to 
priority among statements under para-
graph (c)(3) of this section)— 

(i) Statement required to be filed with 
the Securities and Exchange Commission 
(SEC). A financial statement that is re-
quired to be filed with the Securities 
and Exchange Commission. 

(ii) Certified audited financial state-
ment. A certified audited financial 
statement that is used for credit pur-
poses, for reporting to shareholders or 
for any other substantial non-tax pur-
pose. Such a statement must be accom-
panied by the report of an independent 
(as defined in the American Institute of 
Certified Public Accountants Profes-
sional Standards, Code of Professional 
Conduct, Rule 101 and its interpreta-
tions and rulings) Certified Public Ac-
countant or, in the case of a foreign 
corporation, a similarly qualified and 
independent professional who is li-
censed in any foreign country. A finan-
cial statement is ‘‘certified audited’’ 
for purposes of this section if it is— 

(A) Certified to be fairly presented 
(an unqualified or ‘‘clean’’ opinion), 

(B) Subject to a qualified opinion 
that such financial statement is fairly 
presented subject to a concern about a 
contingency (a qualified ‘‘subject to’’ 
opinion), 

(C) Subject to a qualified opinion 
that such financial statement is fairly 
presented, except for a method of ac-
counting with which the accountant 
disagrees (a qualified ‘‘except for’’ 
opinion), or 
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(D) Subject to an adverse opinion, 
but only if the accountant discloses the 
amount of the disagreement with the 
statement. 

Any other statement or report, such as 
a review statement or a compilation 
report that is not subject to a full 
audit is not a certified audited state-
ment. See paragraph (c)(3)(iv)(B)(2) of 
this section for a special rule for a 
statement accompanied by a review re-
port when there are statements of 
equal priority. See also paragraph 
(d)(5)(iii) of this section for rules relat-
ing to adjustments for information dis-
closed in an accountant’s opinion to a 
certified audited statement. 

(iii) Financial statement provided to a 
government regulator. A financial state-
ment that is required to be provided to 
the Federal government or any agency 
thereof (other than the Securities and 
Exchange Commission), a state govern-
ment or any agency thereof, or a polit-
ical subdivision of a state or any agen-
cy thereof. An income tax return, fran-
chise tax return or other tax return 
prepared for the purpose of deter-
mining any tax liability that is filed 
with a Federal, state or local govern-
ment or agency cannot be an applicable 
financial statement. 

(iv) Other financial statements. A fi-
nancial statement that is used for cred-
it purposes, for reporting to share-
holders, or for any other substantial 
non-tax purpose, even though such fi-
nancial statement is not described in 
paragraphs (c)(1)(i) through (c)(1)(iii) of 
this section. 

(v) Required use of current earnings 
and profits. If a taxpayer does not have 
a financial statement described in 
paragraphs (c)(1)(i) through (c)(1)(iv) of 
this section, the taxpayer does not 
have an applicable financial statement. 
In that case, net book income for the 
taxable year will be treated as being 
equal to the taxpayer’s current earn-
ings and profits for the taxable year. 
See paragraph (b)(5) of this section for 
rules relating to the computation of 
current earnings and profits for the 
taxable year. See paragraph (c)(4) of 
this section for rules relating to use of 
a financial statement for a substantial 
non-tax purpose. 

(2) Election to treat net book income as 
equal to current earnings and profits for 

the taxable year—(i) In general. If a tax-
payer’s only financial statement is a 
statement described in paragraph 
(c)(1)(iv) of this section, the taxpayer 
may elect to treat net book income as 
equal to the taxpayer’s current earn-
ings and profits for all taxable years in 
which the taxpayer is eligible to make 
the election. 

(ii) Time of making election. An elec-
tion under this paragraph (c)(2) is made 
by attaching the statement described 
in paragraph (c)(2)(iii) of this section 
to the taxpayer’s Federal income tax 
return for the first taxable year the 
taxpayer is eligible to make the elec-
tion. An election under this paragraph 
(c)(2), which is made prior to the first 
taxable year in which the taxpayer is 
eligible to make the election, as deter-
mined under paragraph (c)(2)(iii) of this 
section, is valid unless revoked pursu-
ant to paragraph (c)(2)(iv) of this sec-
tion. 

(iii) Eligibility to make and manner of 
making election. A taxpayer is eligible 
to make the election in the first tax-
able year in which— 

(A) The taxpayer has an applicable fi-
nancial statement described in para-
graph (c)(1)(iv) of this section; 

(B) The use of this applicable finan-
cial statement produces an excess of 
adjusted net book income over 
preadjustment alternative minimum 
taxable income, as defined in para-
graph (a)(1) of this section, and 

(C) The taxpayer has, as determined 
under section 55(a), an excess of ten-
tative minimum tax over regular tax 
for the taxable year, or is liable for the 
environmental tax imposed by section 
59A. 

Thus, a taxpayer is not required to 
evaluate the merits of an election to 
use its current earnings and profits as 
its net book income unless the tax-
payer, when using an applicable finan-
cial statement described in paragraph 
(c)(1)(iv) of this section, has an excess 
of tentative minimum tax over its reg-
ular tax or is liable for the environ-
mental tax imposed by section 59A. 
The election statement must set forth 
the electing taxpayer’s name, address 
and taxpayer identification number, 
state that the election is being made 
under the provisions of section 
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56(f)(3)(B), and state that the only fi-
nancial statement of the taxpayer is a 
financial statement described in para-
graph (c)(1)(iv) of this section. An elec-
tion under this paragraph (c)(2) is ef-
fective for every taxable year in which 
the taxpayer does not have a financial 
statement described in paragraphs 
(c)(1)(i) through (c)(1)(iii) of this sec-
tion and may be revoked only with the 
consent of the District Director. See 
paragraph (c)(6), Example 1 of this sec-
tion. 

(iv) Election or revocation of election 
made on an amended return. An election 
under paragraph (c)(2) of this section 
may be made by attaching the state-
ment described in paragraph (c)(2)(iii) 
to an amended return for the first tax-
able year in which the taxpayer is eli-
gible to make the election. An election 
under paragraph (c)(2) of this section 
that was made prior to the first tax-
able year in which the taxpayer was el-
igible to make the election, as deter-
mined under paragraph (c)(2)(iii) of this 
section, may be revoked by filing an 
amended return for the taxable year in 
which the election was initially made. 
However, an election made or revoked 
on an amended return will be allowed 
only if the amended return is filed no 
later than December 14, 1990. 

(v) Election by common parent of con-
solidated group. The election by the 
common parent of a consolidated group 
to treat net book income as equal to 
current earnings and profits shall bind 
all members of the group. This rule 
shall not apply in the case of any tax-
payer that first, has made the election 
on a return filed before August 16, 1990, 
second, applied the election only to 
those members of the group that are 
themselves eligible to make the elec-
tion, and third, properly consolidated 
the adjusted net book income of the 
group. In order to change its election 
to apply to all members of the group, a 
taxpayer must attach a statement to 
an amended return for the first taxable 
year the taxpayer is eligible to make 
the election. However, an election 
made on an amended return under this 
paragraph (c)(2)(iv) will be allowed 
only if the amended return is filed no 
later than December 14, 1990. See para-
graph (b)(5)(ii) of this section regarding 
the current earnings and profits of a 

consolidated group. See paragraph 
(d)(4)(iii) of this section for adjust-
ments that apply when a consolidated 
group uses current earnings and profits 
to compute its net book income. 

(3) Priority among statements—(i) In 
general. If a taxpayer has more than 
one financial statement described in 
paragraphs (c)(1)(i) through (c)(1)(iv) of 
this section, the taxpayer’s applicable 
financial statement is the statement 
with the highest priority. Priority is 
determined in the following order— 

(A) A financial statement described 
in paragraph (c)(1)(i) of this section. 

(B) A certified audited statement de-
scribed in paragraph (c)(1)(ii) of this 
section. 

(C) A financial statement required to 
be provided to a Federal or other gov-
ernment regulator described in para-
graph (c)(1)(iii) of this section. 

(D) Any other financial statement de-
scribed in paragraph (c)(1)(iv) of this 
section. 

For example, corporation A, which uses 
a calendar year for both financial ac-
counting and tax purposes, prepares a 
financial statement for calendar year 
1987 that is provided to a state regu-
lator and an unaudited financial state-
ment that is provided to A’s creditors. 
The statement provided to the state 
regulator is A’s financial statement 
with the highest priority and thus is 
A’s applicable financial statement. 

(ii) Special priority rules for use of cer-
tified audited financial statements and 
other financial statements. In the case of 
financial statements described in para-
graphs (c)(1)(ii) and (c)(1)(iv) of this 
section, within each of these categories 
the taxpayer’s applicable financial 
statement is determined according to 
the following priority— 

(A) A statement used for credit pur-
poses, 

(B) A statement used for disclosure 
to shareholders, and 

(C) Any other statement used for 
other substantial non-tax purposes. 

For example, corporation B uses a cal-
endar year for both financial account-
ing and tax purposes. B prepares a fi-
nancial statement for calendar year 
1987 that it uses for credit purposes and 
prepares another financial statement 
for calendar year 1987 that it uses for 
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disclosure to shareholders. Both finan-
cial statements are unaudited. The 
statement used for credit purposes is 
B’s financial statement with the high-
est priority and thus is B’s applicable 
financial statement. 

(iii) Priority among financial state-
ments provided to a government regulator. 
In the case of two or more financial 
statements described in paragraph 
(c)(1)(iii) of this section (relating to fi-
nancial statements required to be pro-
vided to a Federal or other govern-
mental regulator) that are of equal pri-
ority, the taxpayer’s applicable finan-
cial statement is determined according 
to the following priority— 

(A) A statement required to be pro-
vided to the Federal government or 
any of its agencies, 

(B) A statement required to be pro-
vided to a State government or any of 
its agencies, and 

(C) A statement required to be pro-
vided to any subdivision of a state or 
any agency of a subdivision. 

(iv) Statements of equal priority—(A) In 
general. Except as provided in para-
graph (c)(3)(iv)(B) and paragraph 
(c)(5)(i)(B) of this section, if a taxpayer 
has two or more financial statements 
of equal priority (determined under 
paragraphs (c)(3)(i), (c)(3)(ii) and 
(c)(3)(iii) of this section), the tax-
payer’s applicable financial statement 
is the statement that results in the 
greatest amount of adjusted net book 
income. 

(B) Exceptions to the general rule in 
paragraph (c)(3)(iv)(A). (1) In the case of 
two or more financial statements de-
scribed in paragraph (c)(1)(i) of this 
section (relating to financial state-
ments required to be filed with the 
SEC) that are of equal priority, a cer-
tified audited financial statement has 
a higher priority than an unaudited fi-
nancial statement. 

(2) In the case of two or more finan-
cial statements described in paragraph 
(c)(1)(iv) of this section (relating to 
other financial statements) that are of 
equal priority, a financial statement 
accompanied by an auditor’s ‘‘review 
report’’ has a higher priority than an-
other financial statement of otherwise 
equal priority. For purposes of this sec-
tion, an auditor’s review report is de-
fined in the American Institute of Cer-

tified Public Accountant Professional 
Standards, AR section 100.32. See para-
graph (c)(6), Examples and 3 of this sec-
tion. 

(4) Use of financial statement for a 
substantal non-tax purpose. In order to 
be an applicable financial statement 
for purposes of computing the book in-
come adjustment, a financial state-
ment described in paragraph (c)(1)(ii) 
or (c)(1)(iv) must be used by the tax-
payer for credit purposes, for disclosure 
to shareholders, or for any other sub-
stantial non-tax purpose. A financial 
statement is used by a taxpayer if the 
taxpayer reasonably anticipates that 
users of the statement will rely on it 
for non-tax purposes. Thus, a financial 
statement used for the purpose of com-
puting the book income adjustment is 
not an applicable financial statement 
even if it is provided to shareholders or 
creditors, unless the taxpayer reason-
ably anticipates that users of the 
statement will rely on it for non-tax 
purposes. See paragraph (c)(6), Exam-
ples 4, 5, 19 and 20 of this section. 

(5) Special rules—(i) Applicable finan-
cial statement of related corporations—(A) 
Applicable financial statement of a con-
solidated group. The applicable finan-
cial statement of a consolidated group 
(as defined in paragraph (a)(3) of this 
section) is the financial statement of 
the common parent (within the mean-
ing of section 1504(a)(1)) of the consoli-
dated group that has the highest pri-
ority under the rules of paragraphs 
(c)(3)(i), (c)(3)(ii) and (c)(5)(i)(B) of this 
section. See paragraph (d)(6)(i) of this 
section for rules relating to adjust-
ments to net book income of a consoli-
dated group. See paragraph (c)(6), Ex-
ample 7 of this section. See paragraph 
(c)(2)(iv) of this section for rules relat-
ing to the election by the common par-
ent of a consolidated group to use cur-
rent earnings and profits to compute 
net book income. 

(B) Special rule for statements of equal 
priority. If a consolidated group has two 
or more financial statements of equal 
priority (determined under paragraphs 
(c)(3)(i) and (c)(3)(ii) of this section and 
this paragraph (c)(5)), the consolidated 
group’s applicable financial statement 
is determined under either paragraph 
(c)(5)(i)(B) (1) or (2), whichever is appli-
cable. 
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(1) Two or more financial statements re-
porting on the same corporations. If two 
or more financial statements of equal 
priority report on the same corpora-
tions, the consolidated group’s applica-
ble financial statement is determined 
under the rules of paragraph (c)(3)(iv) 
of this section. Thus, the financial 
statement that results in the greatest 
consolidated adjusted net book income 
is the consolidated group’s applicable 
financial statement. 

(2) Two or more financial statements re-
porting on different corporations. If two 
or more financial statements of equal 
priority report on different corpora-
tions, the consolidated group’s applica-
ble financial statement is— 

(i) The statement that reflects the 
greatest amount of gross receipts at-
tributable to members of the consoli-
dated group, or 

(ii) The statement that reflects the 
greatest amount of gross receipts (in-
cluding gross receipts attributable to 
corporations that are not members of 
the consolidated group), but only if the 
consolidated group has financial state-
ments of equal priority after applying 
the rules of paragraph (c)(5)(i)(B)(2)(i). 

If after applying the rules of para-
graphs (c)(5)(i)(B)(2) (i) and (ii) of this 
section, the consolidated group still 
has financial statements of equal pri-
ority, the rules of paragraph (c)(3)(iv) 
of this section apply. See paragraph 
(c)(6), Examples 7 and 8 of this section. 

(C) Special rule for related corporations. 
If any portion of the net book income 
of a corporation (the ‘‘first corpora-
tion’’) is included on the applicable fi-
nancial statement of a second corpora-
tion, but the first and second corpora-
tions are not members of the same con-
solidated group, the applicable finan-
cial statement of the second corpora-
tion is disregarded when determining 
the applicable financial statement of 
the first corporation. Thus, the appli-
cable financial statement of the first 
corporation is the financial statement 
of highest priority determined under 
the rules of paragraph (c)(3) of this sec-
tion without regard to the financial 
statement of the second corporation. 
Pursuant to paragraph (c)(1)(iv) of this 
section, if a separate financial state-
ment is not prepared by the first cor-
poration, the rules of paragraph (b)(5) 

(relating to current earnings and prof-
its) apply. See paragraph (c)(6), Exam-
ples 9 and 10 of this section. 

(D) Anti-abuse rule. The special rules 
of this paragraph (c)(5)(i) will not apply 
if the taxpayer rearranges its corporate 
structure or modifies its financial re-
porting and the principal purpose of 
such action is to use the special rules 
of this paragraph (c)(5)(i) to reduce the 
amount of the book income adjust-
ment. In such cases, the District Direc-
tor may, based upon all the facts and 
circumstances, determine the tax-
payer’s applicable financial statement. 
See paragraph (c)(6), Examples 13 and 
14 of this section. 

(ii) Applicable financial statement of a 
foreign corporation with a United States 
trade or business—(A) In general. The ap-
plicable financial statement of a for-
eign taxpayer conducting one or more 
trades or businesses in the United 
States is the financial statement pre-
pared by any such trade or business (or 
attributable to more than one such 
trades or businesses) that has the high-
est priority as determined under para-
graph (c)(3) of this section. See para-
graph (c)(6), Example 15 of this section. 

(B) Special rules for applicable finan-
cial statement of a trade or business of a 
foreign taxpayer—(1) Financial statement 
prepared under foreign generally accepted 
accounting principles. Subject to the 
rules of this section, a financial state-
ment prepared by a United States trade 
or business using generally accepted 
accounting principles of a foreign 
country may be an applicable financial 
statement under this paragraph (c). 
See paragraph (c)(6), Example 16 of this 
section. 

(2) Financial statement denominated in 
United States dollars. Except as provided 
in paragraph (c)(5)(ii)(D) of this sec-
tion, the financial statement of a 
United States trade or business must 
be denominated in United States dol-
lars in order to be considered the appli-
cable financial statement of the for-
eign taxpayer under this paragraph (c). 
See paragraph (c)(6), Example 17 of this 
section. 

(C) Special rule for statements of equal 
priority. If a foreign taxpayer has two 
or more financial statements of equal 
priority (determined under paragraphs 
(c)(3)(i) and (c)(3)(ii) of this section and 
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this paragraph (c)(5)(ii)), the foreign 
taxpayer’s applicable financial state-
ment is determined under either para-
graph (c)(5)(ii)(C) (1) or (2) of this sec-
tion, whichever is applicable. 

(1) Two or more financial statements re-
porting on the same trades or businesses. 
If two or more financial statements of 
equal priority report on the same 
United States trades or businesses, the 
applicable financial statement of the 
foreign taxpayer is determined under 
the rule of paragraph (c)(3)(iv) of this 
section. In applying this rule, adjusted 
net book income (as defined under 
paragraph (b)(6) of this section) shall 
be used. Thus, the financial statement 
that results in the greatest amount of 
adjusted net book income is the foreign 
taxpayer’s applicable financial state-
ment. 

(2) Two or more financial statements re-
porting on different trades or businesses. 
If two or more financial statements of 
equal priority report on different 
United States trades or businesses, the 
foreign taxpayer’s applicable financial 
statement is— 

(i) The financial statement that re-
flects the greatest amount of gross re-
ceipts attributable to United States 
trades or businesses, or 

(ii) If after applying the rules of para-
graph (c)(5)(ii)(C)(2)(i) of this section, 
the foreign taxpayer still has financial 
statements of equal priority, the finan-
cial statement determined under the 
rules of paragraph (c)(3)(iv) of this sec-
tion (using effectively connected ad-
justed net book income). 
See paragraph (c)(6), Example 18 of this 
section. 

(D) Anti-abuse rules. The special rules 
of this paragraph (c)(5)(ii) will not 
apply if a trade or business conducted 
in the United States by a foreign tax-
payer modifies its financial reporting 
and the principal purpose of such ac-
tion is to reduce the amount of the 
book income adjustment. In such cases, 
the District Director may, based upon 
all the facts and circumstances, deter-
mine the taxpayer’s applicable finan-
cial statement. See paragraph (c)(6), 
Example 21, of this section. 

(iii) Supplement or amendment to an 
applicable financial statement—(A) Ex-
cluding a restatement of net book income. 
An applicable financial statement in-

cludes any supplement or amendment 
thereto (excluding a restatement of net 
book income) for the taxable year that 
is prepared and used for a substantial 
non-tax purpose (within the meaning of 
paragraph (c)(4) of this section) prior to 
the date the taxpayer’s Federal income 
tax return for the taxable year would 
be due if the time for filing were ex-
tended under section 6081. For example, 
a calendar year taxpayer’s applicable 
financial statement includes any sup-
plement or amendment prepared and 
used prior to September 15 of the year 
immediately following its taxable year. 
If a taxpayer files its Federal income 
tax return before the issuance of a sup-
plement or amendment to the applica-
ble financial statement and before the 
extended due date for filing under sec-
tion 6081, the taxpayer must file an 
amended Federal income tax return re-
porting any additional tax that results 
from treating the supplement or 
amendment as part of the applicable fi-
nancial statement. A supplement or 
amendment (excluding restatements of 
net book income) to an applicable fi-
nancial statement after the date speci-
fied in section 6081 is disregarded for 
purposes of the book income adjust-
ment. 

(B) Restatement of net book income. If a 
taxpayer restates net book income in 
what otherwise would have been its ap-
plicable financial statement (its 
‘‘original financial statement’’), re-
ferred to in this section as a ‘‘restate-
ment of net book income,’’ prior to the 
date that the taxpayer’s Federal in-
come tax return for such taxable year 
would be due if the time for filing were 
extended under section 6081, then— 

(1) If the financial statement that in-
cludes the restated net book income is 
of a higher priority than the original 
financial statement, the restated finan-
cial statement is the taxpayer’s appli-
cable financial statement. 

(2) If the financial statement that in-
cludes the restated net book income is 
of equal priority to the original finan-
cial statement and— 

(i) The restatement is attributable to 
an error (as described in Accounting 
Principles Board Opinion No. 20, para-
graph 13), the restated financial state-
ment is the taxpayer’s applicable fi-
nancial statement, or 

VerDate Mar<15>2010 11:52 May 15, 2012 Jkt 226086 PO 00000 Frm 00501 Fmt 8010 Sfmt 8010 Y:\SGML\226086.XXX 226086em
cd

on
al

d 
on

 D
S

K
7T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



492 

26 CFR Ch. I (4–1–12 Edition) § 1.56–1 

(ii) The restatement is not attrib-
utable to an error, the original and re-
stated financial statements will be 
considered of equal priority, and para-
graph (c)(3)(iv) will apply. Thus, the 
taxpayer’s applicable financial state-
ment is the financial statement that 
results in the greatest amount of ad-
justed net book income. 
See paragraph (d)(4)(iv) of this section 
for rules that apply to restatements oc-
curring after the due date (including 
the extension under section 6081) of the 
return for the taxable year to which 
the applicable financial statement re-
lates. See paragraph (c)(6), Examples 11 
and 12 of this section. 

(6) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. In 1987, Corporation A only has 
a financial statement described in paragraph 
(c)(1)(iv) of this section and elects to treat 
net book income as equal to its current earn-
ings and profits. In 1988, A has a certified au-
dited financial statement (as described in 
paragraph (c)(1)(ii) of this section). In 1989, A 
only has a statement described in paragraph 
(c)(1)(iv) of this section. In 1988, A’s certified 
audited financial statement is its applicable 
financial statement. However, in 1989, A is 
bound by the election it made in 1987 (unless 
revoked with the consent of the District Di-
rector) and must treat net book income as 
equal to its current earnings and profits. 

Example 2. Corporation B prepares two 
unaudited financial statements. Both state-
ments are distributed to creditors and are 
used for substantial non-tax purposes. The 
first financial statement is accompanied by 
an auditor’s review report while the second 
statement has no auditor’s review report. B 
has no other financial statement. Pursuant 
to paragraph (c)(3)(iv)(B)(2) of this section, 
the financial statement accompanied by the 
auditor’s review report is B’s applicable fi-
nancial statement. 

Example 3. Assume the same facts as in Ex-
ample (2), except the financial statement ac-
companied by an auditor’s review report is 
distributed to shareholders while the other 
statement is distributed to creditors, and 
both statements are used for substantial 
non-tax purposes. Pursuant to paragraph 
(c)(3)(ii) of this section, B’s applicable finan-
cial statement is the statement distributed 
to its creditors. Paragraph (c)(3)(iv)(B)(2) of 
this section does not apply because the two 
statements are not of equal priority after ap-
plying paragraphs (c)(3) (i) and (ii) of this 
section. 

Example 4. Corporation C is a closely held 
corporation with two shareholders. Both 

shareholders participate in the business on a 
day-to-day basis and are aware of the finan-
cial status of the business. C prepares a fi-
nancial statement that is used by C’s two 
shareholders to calculate bonuses. The finan-
cial statement prepared by C is used for a 
substantial non-tax purpose. 

Example 5. Corporation D prepares a finan-
cial statement that it only sends to banks 
with which D is neither currently doing busi-
ness nor negotiating. D does not reasonably 
anticipate that the financial statement will 
be relied on by the banks for any non-tax 
purpose, and therefore, for purposes of com-
puting net book income, the financial state-
ment is not used for a substantial non-tax 
purpose. The result would be the same if D 
sent the statement to a bank whose only re-
lationship to D is that it holds a mortgage 
on D’s property and D’s rights and obliga-
tions under the mortgage are not affected by 
changes in its financial condition. The result 
would also be the same if D sent the state-
ment to a bank with which D is doing busi-
ness, and the statement is not reasonably ex-
pected to come to the attention of the bank’s 
employees who are responsible for D’s ac-
count. 

Example 6. Corporation E and its subsidi-
aries, F and G are a consolidated group. Cer-
tified audited financial statements are pre-
pared by EF and by FG. Both statements are 
used for substantial non-tax purposes. Pursu-
ant to paragraph (c)(5)(i)(A) of this section, 
the financial statement that is prepared by 
EF is the applicable financial statement of 
the consolidated group. However, pursuant 
to paragraph (d)(6)(i)(B) of this section, an 
adjustment will be required to include the 
adjusted net book income attributable to G. 
The result would be the same even if the fi-
nancial statement prepared by FG is of high-
er priority (under the rules of paragraph 
(c)(3) of this section) than the statement pre-
pared by E and F. 

Example 7. Corporation H and its subsidi-
aries I, J, and K are a consolidated group. 
Certified audited financial statements are 
prepared by H and I and by H, J, and K. Both 
statements are used for substantial non-tax 
purposes. The financial statement prepared 
by H, J, and K includes the greater amount 
of gross receipts attributable to members of 
the consolidated group and thus, pursuant to 
paragraph (c)(5)(i)(B)(2)(i) of this section, it 
is the consolidated group’s applicable finan-
cial statement. 

Example 8. Corporation L and its subsidiary 
M are a consolidated group. Corporation L 
also owns 100 percent of N, a foreign corpora-
tion that is not part of the consolidated 
group. A certified audited financial state-
ment prepared by L, M and N discloses gross 
receipts of $200, of which $150 is attributable 
to L and M, and a separate certified audited 
financial statement prepared by L and M dis-
closes gross receipts of $150. Both statements 
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are used for substantial non-tax purposes. 
Pursuant to paragraph (c)(5)(i)(B) of this sec-
tion, the consolidated group’s applicable fi-
nancial statement is the statement prepared 
by L, M and N. 

Example 9. Corporation O is 60 percent 
owned by corporation P and 40 percent 
owned by corporation Q. Both P and Q pre-
pare financial statements that are required 
to be filed with the SEC reflecting their re-
spective interests in O. O also separately pre-
pares a certified audited financial statement, 
or uses a summary of its books and records 
for credit purposes. Under paragraph 
(c)(5)(i)(C), O’s separate statement is its ap-
plicable financial statement. 

Example 10. Assume the same facts as in 
Example 9 except that O does not prepare a 
separate financial statement or a summary 
of its books and records for credit purposes. 
Pursuant to paragraph (c)(5)(i)(C) of this sec-
tion, O must treat its net book income as 
equal to its current earnings and profits. 

Example 11. Corporation R uses a calendar 
year for both financial accounting and tax 
purposes. Initially, R issues its calendar year 
1987 financial statement on March 1, 1988. R’s 
adjusted net book income resulting from this 
statement is $80. This would be R’s applica-
ble financial statement for 1987, but for the 
restatement described in the next sentence. 
On September 1, 1988, R restates its 1987 fi-
nancial statement to correct an error (as de-
scribed in Accounting Principles Board Opin-
ion No. 20, paragraph 13). The restated finan-
cial statement is of the same priority as the 
initial financial statement. The restatement 
results in adjusted net book income for cal-
endar year 1987 of $50. Pursuant to paragraph 
(c)(5)(iii)(B)(2)(i) of this section, the restated 
financial statement is treated as R’s 1987 ap-
plicable financial statement. 

Example 12. Assume the same facts as in 
Example (11), except that R restates its fi-
nancial statement in order to reflect a 
change in accounting method. Since the re-
statement does not result from an error, 
paragraph (c)(5)(iii)(B)(2)(i) of this section 
does not apply. Pursuant to paragraph 
(c)(5)(iii)(B)(2)(ii) of this section, R’s 1987 ap-
plicable financial statement is the financial 
statement for 1987 that results in the greater 
amount of adjusted net book income. Thus, 
R’s March 1, 1988 financial statement is 
treated as its 1987 applicable financial state-
ment. 

Example 13. Corporation S, which is not a 
member of an affiliated group, uses a cal-
endar year for both financial accounting and 
tax purposes. S’s 1987 applicable financial 
statement is a certified audited financial 
statement. On January 1, 1988, S transfers all 
of its assets subject to liabilities to T, a 
newly created subsidiary that is 100 percent 
owned by S. The principal purpose of the 
transfer is to use the special rules of para-
graph (c)(5)(i) of this section to reduce the 

adjusted net book income of S. For calendar 
year 1988, T prepares and uses a certified au-
dited financial statement. Since S’s only 
asset is its investment in T, S does not pre-
pare a financial statement for calendar year 
1988. In addition, since S is only a holding 
company, T’s 1988 certified audited financial 
statement reports the same net book income 
that would have been reported on a consoli-
dated ST financial statement. If paragraph 
(c)(5)(i)(D) of this section does not apply, 
ST’s 1988 applicable financial statement is 
the financial statement of S (the parent of 
the consolidated group) with the highest pri-
ority. Under paragraph (c)(1) of this section, 
since S does not have a financial statement 
in 1988, the net book income of the ST con-
solidated group is ordinarily deemed to equal 
the aggregate earnings and profits of the 
members of the consolidated group. However, 
given these facts, the District Director may 
determine that the 1988 certified audited fi-
nancial statement of T is the 1988 applicable 
financial statement of the ST consolidated 
group. 

Example 14. The facts are the same as in 
Example 13, except that S has owned 100 per-
cent of T for several years prior to calendar 
year 1987. In addition, prior to 1987, ST pre-
pared a consolidated certified audited finan-
cial statement. For calendar year 1987, ST 
does not prepare a consolidated certified au-
dited financial statement. Instead, T pre-
pares and uses a certified audited financial 
statement while S does not prepare a finan-
cial statement. The principal purpose of the 
change in financial reporting is to use the 
special rules of paragraph (c)(5)(i) of this sec-
tion to reduce the adjusted net book income 
of the ST consolidated group. Given these 
facts, the District Director may determine 
that the 1987 certified audited financial 
statement of T is the 1987 applicable finan-
cial statement of the ST consolidated group. 

Example 15. Corporation U is a foreign cor-
poration incorporated in A. U is a calendar 
year taxpayer for both financial accounting 
and tax purposes. U actively conducts three 
real estate businesses, X, Y and Z, in the 
United States. In 1987, X prepares a certified 
audited financial statement that it provides 
to its United States creditor. In addition, in 
1987, X, Y and Z each prepare unaudited fi-
nancial statements that they provide to U 
for incorporation in U’s worldwide financial 
statement. Under paragraph (c)(5)(ii)(A) of 
this section, U’s applicable financial state-
ment is the certified audited financial state-
ment prepared by X. However, pursuant to 
paragraph (d)(7) of this section, an adjust-
ment is required to include any of U’s effec-
tively connected net book income that is not 
included in X’s certified audited financial 
statement (i.e., the effectively connected net 
book income attributable to Y and Z). 

Example 16. Corporation A is a foreign cor-
poration incorporated in Z. A is a calendar 
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year taxpayer for both financial accounting 
and tax purposes. A actively conducts a real 
estate business, B, in the United States. B 
prepares a certified audited financial state-
ment for 1987 using the accounting principles 
of Z that it provides to A for incorporation 
into A’s worldwide financial statement. In 
addition, B prepares a review statement for 
1987 using United States generally accepted 
accounting principles that it provides to its 
United States creditors. Both the certified 
statement and the review statement are de-
nominated in United States dollars. Under 
paragraphs (c)(5)(ii)(A) and (c)(5)(ii)(B)(1) of 
this section, the financial statement pre-
pared under the accounting principles of Z is 
the applicable financial statement. 

Example 17. Assume the same facts as in 
Example (16) except that amounts are re-
ported on B’s certified audited financial 
statement in the currency of Z and amounts 
are reported on B’s review statement in 
United States dollars. Since the review 
statement is denominated in United States 
dollars, under paragraph (c)(5)(ii)(B)(2) of 
this section, it is the applicable financial 
statement. 

Example 18. Corporation C is a foreign cor-
poration incorporated in Z. C is a calendar 
year taxpayer for both financial accounting 
and tax purposes. C actively conducts two 
real estate businesses, D and E, in the United 
States. D and E each separately prepare a 
certified audited financial statement for 1987 
that they provide to their United States 
creditors. D’s financial statement reports 
gross receipts of $100. E’s financial statement 
reports gross receipts of $200. Under para-
graph (c)(5)(ii)(C)(2) of this section, E’s cer-
tified audited financial statement is the ap-
plicable financial statement and must be ad-
justed under the rules of paragraph (d)(7) of 
this section to include effectively connected 
book income attributable to D. 

Example 19. F is a foreign corporation in-
corporated in X. F is a calendar year tax-
payer for both financial accounting and tax 
purposes. F actively conducts a banking 
business, G, in the United States. G has been 
engaged in business in the United States 
since 1977. For the years 1977 through 1986, G 
did not prepare a separate financial state-
ment. However, each year G provided F with 
its books, records and other raw financial 
data. F used this data in preparing its world-
wide financial statement. G provides F with 
its 1987 books and records on January 5, 1988, 
in accordance with its historic practice. On 
February 15, 1988, G prepares an unaudited fi-
nancial statement for calendar year 1987 that 
it provides to F. The principal purpose of 
creating this financial statement is to re-
duce net book income. Under these facts, the 
financial statement provided by G is not in-
tended to be reasonably relied upon by F in 
preparing its worldwide financial statement. 
Therefore, for purposes of computing net 

book income, G’s financial statement has 
not been used for a substantial non-tax pur-
pose. 

Example 20. Assume the same facts as in 
Example 19 except that for purposes of pre-
paring F’s 1987 worldwide financial state-
ment, G does not provide F with any raw fi-
nancial data, and G only provides F with an 
audited financial statement that is prepared 
for a substantial non-tax purpose. Under 
these facts, the financial statement provided 
by G is intended to be relied upon by F in 
preparing its worldwide financial statement. 
Therefore, for purposes of computing net 
book income, G’s financial statement has 
been used for a substantial non-tax purpose. 

Example 21. Corporation H is a foreign cor-
poration incorporated in I. H is a calendar 
year taxpayer for both financial accounting 
and tax purposes. H actively conducts a real 
estate business, J, in the United States. For 
the years 1976 through 1986, J prepared a cer-
tified audited financial statement using 
United States dollars that it provided to H. 
In 1987, J prepares a certified audited finan-
cial statement using the currency of I. The 
principal purpose of the modification of J’s 
financial reporting is to reduce the amount 
of the book income adjustment. Given these 
facts, the District Director may determine 
that J’s 1987 certified audited financial state-
ment prepared in the currency of I is J’s ap-
plicable financial statement for 1987, and 
such statement must be converted into 
United States dollars based upon the trans-
lation used to prepare the certified audited 
financial statement in the currency of I. Ac-
cordingly, the effectively connected net book 
income of J for 1987 is the effectively con-
nected net book income reported on the fi-
nancial statement that has been converted 
into United States dollars. 

(d) Adjustments to net book income—(1) 
In general. Adjusted net book income is 
computed by making the adjustments 
described in this paragraph (d) to net 
book income (as defined in paragraph 
(b)(2) of this section). No adjustment 
may be made to net book income ex-
cept as provided in this paragraph (d). 

(2) Definitions—(i) Historic practice. 
For purposes of this paragraph (d), his-
toric practice is defined as an account-
ing practice that— 

(A) Was used consistently by the tax-
payer for each of the 2 years imme-
diately preceding its first taxable year 
beginning after 1986, and 

(B) Was used on the financial state-
ment that would have been the tax-
payer’s applicable financial statement 
(as determined under paragraph (c) of 
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this section) for each of the 2 years im-
mediately preceding its first taxable 
year beginning after 1986 if section 
56(f), as amended by the Tax Reform 
Act of 1986, had been in effect. 
Thus, in order for a calendar year cor-
poration to have an historic practice in 
1987, the corporation must have used 
the accounting practice in its 1985 and 
1986 financial statements. However, to 
be treated as used for purposes of this 
paragraph, an accounting practice 
must have been used prior to April 23, 
1987. For example, an accounting prac-
tice that is first used after April 23, 
1987, in a restatement of a taxpayer’s 
1985 and 1986 financial statements is 
not the taxpayer’s historic practice. 

(ii) Accounting literature. For purposes 
of this paragraph (d), the term ‘‘ac-
counting literature’’ means— 

(A) Generally accepted accounting 
principles (GAAP) as defined in the 
American Institute of Certified Public 
Accountants Professional Standards, 
AU § 411.05, paragraphs (a) through (c), 
and 

(B) Pronouncements by the SEC in-
cluding, but not limited to, Regula-
tions S-X, SEC Financial Reporting 
Releases, and SEC Staff Accounting 
Bulletins, 
that are effective for the accounting 
period covered by the applicable finan-
cial statement. 

(3) Adjustments for certain taxes—(i) In 
general. Net book income for purposes 
of this paragraph (d) must be adjusted 
to disregard (for example, by adding 
back) any Federal income taxes or in-
come, war profits, or excess profits 
taxes imposed by any foreign country 
or possession of the United States that 
are directly or indirectly taken into 
account on the taxpayer’s applicable fi-
nancial statement. No adjustment is 
made for taxes not described in the pre-
ceding sentence. Taxes directly or indi-
rectly taken into account consist of 
the taxpayer’s total income tax ex-
pense that includes both current and 
deferred income tax expense. In addi-
tion, items of income and expense, in-
cluding extraordinary items that are 
stated net of tax, must be adjusted to 
disregard the taxes described in this 
paragraph (d)(3)(i). See paragraph 
(d)(4)(vii) of this section for an adjust-
ment for certain deferred foreign taxes. 

(ii) Exception for certain foreign taxes. 
Net book income is not adjusted to dis-
regard taxes imposed by a foreign 
country or possession of the United 
States if the taxpayer does not choose 
to take the benefits of section 901 (re-
lating to the foreign tax credit) with 
respect to these taxes for the taxable 
year. The rule in the preceding sen-
tence only applies to the amount of 
taxes the taxpayer deducts in the cur-
rent taxable year under section 164(a). 
See paragraph (d)(3)(iv), Example 4 of 
this section. Net book income also is 
not adjusted to disregard foreign taxes 
that cannot be claimed as a credit 
(other than by virtue of a foreign tax 
credit limitation). Thus, a taxpayer 
does not add back to net book income 
any taxes it is not allowed to claim as 
a credit against its United States in-
come tax liability because of section 
245(a)(8), 901(j), 907(b) or 908 of the Code. 

(iii) Certain valuation adjustments. In-
come tax expense under paragraph 
(d)(3)(i) of this section does not include 
valuation adjustments such as the 
valuation adjustments related to pur-
chase accounting described in Account-
ing Principles Board (APB) Opinion No. 
16, paragraph 89. However, income tax 
expense does include the tax associated 
with any gain or loss on the sale or 
other disposition of any asset the basis 
of which was adjusted under paragraph 
89 of Opinion 16. See paragraph 
(d)(3)(iv), Example 6 of this section. 

(iv) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. Corporation A has $120 of net 
book income. In calculating net book in-
come, A has deducted $20 of state income tax 
expense and $60 of Federal income tax ex-
pense. Assuming there are no other adjust-
ments to net book income, A’s adjusted net 
book income is $180 ($120 of net book income 
+ $60 of Federal income tax expense). Pursu-
ant to paragraph (d)(3)(i) of this section, no 
adjustment is made for the state income tax 
expense. 

Example 2. Assume the same facts as in Ex-
ample 1, except that A also has a net ex-
traordinary item of $40. Thus, A has net book 
income of $160 ($120 + $40). The $40 net ex-
traordinary item is composed of a $70 gross 
extraordinary item less $30 of Federal in-
come tax expense. Assuming there are no 
other adjustments to net book income, A’s 
adjusted net book income is $250 ($160 of net 
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book income + $60 of Federal income tax ex-
pense on book income other than the ex-
traordinary item + $30 of Federal income tax 
expense on the extraordinary item). 

Example 3. Assume the same facts as in Ex-
ample 1, except that in calculating A’s $120 
of net book income, A has $50 of Federal in-
come tax expense and $10 of foreign income 
tax expense. The $10 of foreign income tax 
expense results from a foreign branch and is 
composed of $7 of current foreign income tax 
expense and $3 of deferred foreign income tax 
expense. A chooses to take the benefits of 
the foreign tax credit under section 901 for 
the current taxable year. Assuming there are 
no other adjustments to net book income, 
A’s adjusted net book income is $180 ($120 of 
net book income + $50 of Federal income tax 
expense + $10 of foreign income tax expense). 

Example 4. Assume the same facts as in Ex-
ample 3, except that A does not choose to 
take the benefits of the foreign tax credit in 
the current taxable year and instead deducts 
the $7 of current foreign income tax paid. 
Pursuant to paragraph (d)(3)(ii) of this sec-
tion, net book income is not adjusted for the 
$7 of current foreign income tax expense. 
However, net book income is adjusted for the 
$3 of deferred foreign income tax expense. 
Thus, assuming there are no other adjust-
ments to net book income, D’s adjusted net 
book income is $173 ($120 of net book income 
+ $50 of Federal income tax expense + $3 of 
deferred foreign income tax expenses). 

Example 5. In 1987, corporation B only has 
a financial statement described in paragraph 
(c)(1)(iv) of this section. B elects pursuant to 
paragraph (c)(2) of this section to treat net 
book income as equal to its current earnings 
and profits. B’s current earnings and profits 
in 1987 is $60, after reduction for $40 of Fed-
eral income tax (see paragraph (b)(5)(i) of 
this section). Pursuant to paragraph (d)(3) of 
this section, B must make a $40 adjustment 
to net book income. Thus, assuming no other 
adjustments to net book income, B’s 1987 ad-
justed net book income is $100 ($60 of net 
book income + $40 adjustment for Federal in-
come taxes). 

Example 6. Corporation A acquires assets 
from corporation B in a transaction where 
the tax basis of B’s assets will carry over to 
A. For financial accounting purposes, A will 
account for the acquisition in accordance 
with Accounting Principles Board (APB) 
Opinion No. 16. One of the assets acquired 
from B has an appraised value of $10,000. 
However, because the tax basis of B’s assets 
will carry over to A, A’s tax basis in the 
asset is only $7,000. Given these facts, APB 
Opinion No. 16, paragraph 89 requires that 
the asset be recorded at $10,000 less the tax 
effect of the difference between the appraised 
value and the tax basis. Assuming a 30 per-
cent tax rate for A, the asset would be re-
corded at $9,100 ($10,000 appraised value— 
($3,000 difference between the appraised 

value and the tax basis × 30 percent)). If A 
sells the asset for $10,000, A will recognize a 
book gain of $900 with respect to the sale (as-
suming the asset is not amortized for book 
purposes). However, A will also have income 
tax expense of $900 (($10,000 sales proceeds— 
$7,000 tax basis) × 30 percent) with respect to 
the sale. Thus, A will have no net book in-
come from the sale. Pursuant to paragraph 
(d)(3)(iii) of this section, A’s income tax ex-
pense includes the $900 of income tax expense 
attributable to the effects of the valuation 
adjustment made in accordance with APB 
Opinion No. 16, paragraph 89. As a result, A’s 
adjusted net book income with respect to its 
asset sale is $900 ($0 of net book income + 
$900 adjustment for income tax expense). 

(4) Adjustments to prevent omission or 
duplication—(i) In general. In order to 
prevent omissions or duplications, net 
book income must be adjusted for the 
items described in paragraph (d)(4)(ii) 
through (d)(4)(vii) of this section and 
for such other items as approved or re-
quired by the Commissioner in pub-
lished guidance. Except as provided in 
this paragraph (d), a taxpayer may not 
adjust net book income to prevent 
omission or duplication of items. See 
paragraph (d)(4)(viii), Example 1 of this 
section. 

(ii) Special rule for depreciating an 
asset below its cost. Net book income 
must be adjusted to exclude deprecia-
tion or amortization expense to the ex-
tent such expense exceeds the asset’s 
financial accounting historical cost 
(‘‘excess depreciation’’). However, no 
adjustment is required if excess depre-
ciation has been the taxpayer’s historic 
practice (as defined in paragraph 
(d)(2)(i) of this section) or if the excess 
depreciation is properly attributable to 
negative salvage value (i.e., where the 
cost of removal or clean-up exceeds the 
salvage value). 

(iii) Consolidated group using current 
earnings and profits. In the case of a 
consolidated group that uses its aggre-
gate current earnings and profits as 
net book income (as determined under 
the rules of paragraph (b)(5)(ii) of this 
section), the current earnings and prof-
its of the group is the aggregate of the 
current earnings and profits of each 
member of the group. In determining 
aggregate current earnings and profits, 
the adjustments described in § 1.1502–33 
apply except for the adjustment for 

VerDate Mar<15>2010 11:52 May 15, 2012 Jkt 226086 PO 00000 Frm 00506 Fmt 8010 Sfmt 8010 Y:\SGML\226086.XXX 226086em
cd

on
al

d 
on

 D
S

K
7T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



497 

Internal Revenue Service, Treasury § 1.56–1 

intercompany distributions with re-
spect to stock and obligations or mem-
bers of the group described in § 1.1502– 
33(c)(1) and the investment adjustment 
described in § 1.1502–33(c)(4)(ii)(a). 

(iv) Restatement of a prior year’s appli-
cable financial statement—(A) In general. 
If a taxpayer restates an applicable fi-
nancial statement and as a result, the 
net book income for a taxable year is 
restated after the last date that the 
taxpayer could have filed its Federal 
income tax return for such taxable 
year (if it had obtained an extension of 
time under section 6081 of the Code), 
net book income for the first successor 
year (as defined in paragraph 
(d)(4)(iv)(D) of this section) must be ad-
justed by that part of the cumulative 
effect of the restatement on net book 
income attributable to taxable years 
beginning after 1986. To the extent that 
the cumulative effect of the restate-
ment on net book income includes a 
tax component, paragraph (d)(3) of this 
section may apply. See paragraph 
(c)(5)(iii) of this section for rules relat-
ing to the restatement of an applicable 
financial statement prior to the date 
the taxpayer’s return for the taxable 
year would be due if the time for filing 
the return is extended. 

(B) Reconciliation of owner’s equity in 
applicable financial statements. If— 

(1) The beginning balance of owner’s 
equity on the taxpayer’s applicable fi-
nancial statement for the current tax-
able year is different than the ending 
balance of owner’s equity on the tax-
payer’s applicable financial statement 
for the preceding taxable year, and 

(2) The taxpayer is not otherwise sub-
ject to the restatement rules in para-
graph (d)(4)(iv)(A) of this section, 
the taxpayer will be deemed to have re-
stated its applicable financial state-
ment for the preceding year and para-
graph (d)(4)(iv)(A) of this section will 
apply. 

(C) Use of different priority applicable 
financial statements in consecutive tax-
able years. If the priority of a tax-
payer’s applicable financial statement 
(as determined under the rules of para-
graph (c)(3) of this section) for the cur-
rent taxable year is different than the 
priority of the taxpayer’s applicable fi-
nancial statement for the preceding 
taxable year, the taxpayer shall be re-

quired to adjust net book income to 
the extent required under the rules of 
either paragraph (d)(4)(iv) (A) or (B) of 
this section. 

(D) First successor year defined. The 
‘‘first successor year’’ is the first tax-
able year for which the taxpayer could 
have timely filed a return if it had ob-
tained an extension of time under sec-
tion 6081 of the Code after the restate-
ment occurs. For example, if a cal-
endar year corporation restates and 
uses its 1987 applicable financial state-
ment between September 16, 1988 and 
September 15, 1989, any adjustment re-
sulting from the restatement will be 
made in the taxpayer’s 1988 Federal in-
come tax return. If the restatement oc-
curs prior to September 15, 1988, the 
rules of paragraph (c)(5)(iii) of this sec-
tion will apply. 

(E) Exceptions. (1) No adjustment is 
made under paragraph (d)(4)(iv)(A) of 
this section for a restatement prepared 
in accordance with APB Opinion No. 16, 
paragraph 53, requiring restatements of 
financial statements to reflect the 
combined operation of corporations 
combined in a pooling transaction. 

(2) In order to prevent duplication of 
an adjustment, an adjustment other-
wise required under paragraph 
(d)(4)(iv)(A) of this section may be de-
creased to take into account an adjust-
ment previously made under the disclo-
sure rules described in paragraph (d)(5) 
of the section. See paragraph 
(d)(4)(viii), Example 3 of this section. 

(v) Adjustment for items previously 
taxed as subpart F income. Net book in-
come does not include any item ex-
cluded from regular taxable income 
under section 959 if the item was in-
cluded in adjusted net book income in 
a prior taxable year under the provi-
sions of paragraph (b)(2)(iv) of this sec-
tion and due to section 951. A taxpayer 
may not adjust net book income under 
this paragraph (d)(4)(v) to the extent 
any portion of the subpart F income 
was recognized during taxable years be-
ginning before 1987. See Example 5 of 
paragraph (d)(4)(viii) of this section. 

(vi) Adjustment for poolings of inter-
ests. In a business combination ac-
counted for as a pooling of interests 
under paragraph 50 of APB Opinion 16, 
net book income does not include the 
income of a separate corporation for 
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that part of the taxable year preceding 
the combination of that corporation 
with the taxpayer, to the extent the 
separate corporation included this in-
come in its net book income for the 
taxable year preceding the business 
combination. A taxpayer may not ad-
just net book income under this para-
graph (d)(4)(vi) to the extent the sepa-
rate corporation’s income is attrib-
utable to taxable years beginning be-
fore 1987. 

(vii) Adjustment for certain deferred 
foreign taxes. In the case of deferred for-
eign taxes that were previously added 
back to net book income in accordance 
with paragraph (d)(3) of this section, a 
deduction is allowed in computing ad-
justed net book income for the taxable 
year in which the deferred foreign 
taxes are deducted under section 164(a). 
A taxpayer may not adjust net book in-
come under this paragraph (d)(4)(vii) to 
the extent the foreign taxes were de-
ferred during taxable years beginning 
before 1987. 

(viii) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. Corporation A uses a calendar 
year for both financial accounting and tax 
purposes. In 1986, A’s financial statement in-
cluded a $100 financial accounting loss for a 
plant shutdown. A could not deduct the loss 
on its 1986 Federal income tax return. In 
1987, A deducts the loss from the 1986 plant 
shutdown in its 1987 Federal income tax re-
turn. As a result, A’s 1987 adjusted net book 
income exceeds its 1987 pre-adjustment alter-
native minimum taxable income by $100 (an 
amount equal to the deduction for the 1986 
plant shutdown). Pursuant to paragraph 
(d)(4)(i) of this section, A cannot make an ad-
justment to net book income. 

Example 2. Corporation B uses a calendar 
year for both financial accounting and tax 
purposes. B issues its calendar year 1987 ap-
plicable financial statement on March 1, 
1988. The applicable financial statement re-
ports net book income for the calendar years 
1985 through 1987 of $50, $70, and $80, respec-
tively. On March 1, 1989 when it issues its 
calendar year 1988 applicable financial state-
ment, B restates its 1985, 1986, and 1987 appli-
cable financial statements. The restatement 
results from a change in accounting method 
that is made during calendar year 1988. After 
restatement, B’s net book income for 1985, 
1986, and 1987 is $60, $80, and $90, respectively. 
Based upon these facts, the cumulative ef-
fect of the restatement on B’s net book in-
come for years prior to 1988 is $30. However, 

since $20 of the cumulative effective is at-
tributable to years beginning before 1987, B’s 
1988 net book income is increased by only $10 
($30¥$20). If the cumulative effect includes a 
tax adjustment, see paragraph (d)(3) of this 
section 

Example 3. Assume the same facts for Cor-
poration B as in Example 2, except that B’s 
1987 net book income of $80 is increased by 
$10 for purposes of B’s 1987 Federal income 
tax return. The $10 adjustment is made pur-
suant to paragraph (d)(5)(iii) of this section 
relating to disclosure in the accountant’s 
opinion. Specifically, the accountant’s opin-
ion on B’s 1987 applicable financial state-
ment disclosed that if D had used a certain 
accounting method, B’s 1987 net book income 
would have been $90 rather than $80. The re-
statement of B’s 1987 applicable financial 
statement on March 1, 1988 results entirely 
from B changing to the accounting method 
referred to in the 1987 accountant’s opinion. 
Pursuant to paragraph (d)(4)(iv)(E)(2) of this 
section, no adjustment is made to B’s 1988 
net book income as a result of the restate-
ment of B’s 1987 applicable financial state-
ment. 

Example 4. Assume the same facts as in Ex-
ample 1, except that when A issues its 1987 
applicable financial statement it also re-
states the net book income reported on its 
1986 financial statement to exclude the $100 
loss attributable to the plant shutdown. Fur-
thermore, the $100 loss from the plant shut-
down is included in A’s 1987 net book income 
as reported on its 1987 applicable financial 
statement. Pursuant to paragraph (d)(4) of 
this section, no adjustment is made to A’s 
1987 net book income as a result of the re-
statement of A’s 1986 net book income. 

Example 5. Corporation D is a domestic cor-
poration. D owns ten percent of the issued 
and outstanding stock of corporation F, a 
foreign corporation. D and F file separate fi-
nancial statements and federal income tax 
returns, both on a calendar-year basis. F is a 
controlled foreign corporation as defined in 
section 957. In 1987, D includes ten percent of 
F’s subpart F income in its income under 
section 951. F makes no actual distributions 
to D in that year, and D’s applicable finan-
cial statement includes the earnings of F 
only when actual distributions are made. See 
paragraph (d)(6)(i)(A) of this section. In 1987, 
D must adjust its net book income under 
paragraph (b)(2)(iv) of this section to include 
ten percent of F’s subpart F income. In 1988, 
F makes an actual distribution to D which 
qualifies for the exclusion of section 959. D 
includes this actual distribution as income 
on its applicable financial statement for 1987. 
Pursuant to paragraph (d)(4)(v) of this sec-
tion, D must adjust its net book income for 
1988 to exclude the actual distribution from 
F. 
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(5) Adjustments resulting from disclo-
sure—(i) Adjustment for footnote disclo-
sure or other supplementary informa-
tion—(A) In general. Except as described 
in this paragraph (d)(5)(i), net book in-
come must be increased by any amount 
disclosed in a footnote or other supple-
mentary information to the applicable 
financial statement if the disclosure 
supports a calculation of a net book in-
come amount that would be greater 
than the net book income reported on 
the taxpayer’s applicable financial 
statement. However, net book income 
will not be increased if the disclosure— 

(1) Is specifically authorized by the 
accounting literature described in 
paragraph (d)(2)(ii) of this section, or 

(2) Is in accordance with the tax-
payer’s historic practice as defined in 
paragraph (d)(2)(i) of this section. 
See paragraph (d)(5)(v), Examples 1 and 
2 of this section. 

(B) Disclosures not specifically author-
ized in the accounting literature. The fol-
lowing footnote or other supple-
mentary disclosure will not be consid-
ered specifically authorized in the ac-
counting literature— 

(1) Disclosure of what the taxpayer’s 
net book income would have if GAAP 
had been used in preparing the applica-
ble financial statement instead of tax 
accounting rules (or disclosure of the 
adjustment necessary to determine net 
book income on a GAAP basis), and 

(2) Disclosure of what the taxpayer’s 
net book income would have been if the 
accrual method had been used in pre-
paring the applicable financial state-
ment instead of the cash method (or 
disclosure of the adjustment necessary 
to determine net book income on the 
accrual method). 

(ii) Equity adjustments—(A) In general. 
Except as described in this paragraph 
(d)(5)(ii), net book income must be in-
creased by the amount of any equity 
adjustment (as defined in paragraph 
(d)(5)(ii)(B) of this section) included in 
the applicable financial statement if 
the equity adjustment increases own-
er’s equity as reported on the tax-
payer’s applicable financial statement 
and the increase is attributable to the 
taxpayer or a member of the taxpayer’s 
consolidated group. However, net book 
income will not be increased if the eq-
uity adjustment— 

(1) Is specifically authorized by the 
accounting literature described in 
paragraph (d)(2)(ii) of this section, or 

(2) Is in accordance with the tax-
payer’s historic practice as defined in 
paragraph (d)(2)(i) of this section. 
See paragraph (d)(5)(v), Examples 3 and 
4 of this section. 

(B) Definition of equity adjustment. An 
equity adjustment is any reconciling 
item between beginning and ending 
owner’s equity as reported on the tax-
payer’s applicable financial statement 
for the current taxable year. However, 
if properly accounted for, the following 
reconciling items are not considered 
equity adjustments and do not require 
adjustment under paragraph 
(d)(5)(ii)(A) of this section— 

(1) Net book income, 
(2) Non-liquidating dividend distribu-

tions, and 
(3) Contributions to capital. 
(iii) Amounts disclosed in an account-

ant’s opinion. Net book income must be 
increased by the amount of any item 
disclosed in the accountant’s opinion 
(as described in paragraphs (c)(1)(ii)(C) 
and (c)(1)(ii)(D) of this section) if the 
disclosure supports a calculation of a 
net book income amount that would be 
greater than the net book income re-
ported on the taxpayer’s applicable fi-
nancial statement. However, net book 
income will not be increased if the dis-
closure is in accordance with the tax-
payer’s historic practice, as defined in 
paragraph (d)(2)(i) of this section. 

(iv) Accounting method changes that 
result in cumulative adjustments to the 
current year’s applicable financial state-
ment—(A) In general. If net book in-
come for the current taxable year in-
cludes a cumulative adjustment attrib-
utable to an accounting method change 
and the amount of the cumulative ad-
justment may be determined upon re-
view of the applicable financial state-
ment (including footnotes) or other 
supplementary disclosure, net book in-
come for the current taxable year shall 
be adjusted to exclude that portion of 
the cumulative adjustment attrib-
utable to taxable years beginning be-
fore 1987. To the extent the cumulative 
adjustment is reported net of a tax, 
paragraph (d)(3) of this section may 
apply. See paragraph (d)(5)(V), Exam-
ple 5 of this section. If an accounting 
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method change results in a restate-
ment of an applicable financial state-
ment, paragraphs (c)(5)(iii) or 
(d)(4)(iv)(A) of this section may apply. 

(B) Exception. In order to prevent du-
plication of an adjustment, the adjust-
ment required under paragraph 
(d)(5)(iv)(A) of this section may be de-
creased to take into account any ad-
justment for the accounting method 
change previously made under the 
rules described in paragraph (d)(5) of 
this section (relating to adjustments 
resulting from disclosure). 

(v) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. Corporation A uses a calendar 
year for both financial accounting and tax 
purposes. For calendar years 1984 through 
1986, A used the cash method of accounting 
on its financial statement and disclosed in a 
footnote the net income or loss that would 
have resulted if the accrual method of ac-
counting had been used. A’s 1987 net book in-
come, as reported on its 1987 applicable fi-
nancial statement, is $100 and is calculated 
on the cash method of accounting. In addi-
tion, a footnote in A’s 1987 applicable finan-
cial statement states that A’s 1987 net book 
income would have been $30 greater had the 
accrual method of accounting been used. 
Pursuant to paragraph (d)(5)(i)(B)(2) of this 
section, A’s 1987 footnote disclosure is not 
considered specifically authorized by the ac-
counting literature. However, since A made 
such disclosure for calendar years 1985 and 
1986, the 1987 disclosure is in accordance with 
A’s historic practice, as defined in paragraph 
(d)(2)(i) of this section. Since A satisfies the 
exception described in paragraph 
(d)(5)(i)(A)(2) of this section, no adjustment 
is made to A’s 1987 net book income for the 
footnote disclosure. 

Example 2. Assume the same facts for cor-
poration B as in Example (1), except that B’s 
1985 and 1986 financial statements did not 
disclose the amount of income or loss that 
would result if the accrual method of ac-
counting (rather than the cash method of ac-
counting) were used. Since B does not satisfy 
either of the exceptions described in para-
graph (d)(5)(i)(A) of this section, B’s 1987 ad-
justed net book income is $130 ($100 of net 
book income plus $30 adjustment for foot-
note disclosure). 

Example 3. Corporation C uses a calendar 
year for both financial accounting and tax 
purposes. C’s 1987 net book income, as re-
ported on its 1987 applicable financial state-
ment, is $200. However, as specifically au-
thorized in FASB Statement of Standards 
No. 52, C’s 1987 applicable financial state-
ment also includes a $50 equity adjustment 

(as defined in paragraph (d)(5)(ii)(B) of this 
section) for foreign currency translation 
gains. Since the equity adjustment is specifi-
cally authorized in the accounting lit-
erature, C satisfies the exception described 
in paragraph (d)(5)(ii)(A)(1) of this section, 
and no adjustment is made to C’s 1987 net 
book income for the $50 equity adjustment. 

Example 4. Assume the same facts for 
coporation D as in Example (3), except that 
D’s equity adjustment is for foreign currency 
transaction gains instead of foreign currency 
translation gains. Pursuant to FASB State-
ment of Financial Accounting Standards No. 
52, foreign currency transaction gains (as 
compared with foreign currency translation 
gains) are included in the income statement 
rather than in equity. In addition, in 1985 
and 1986, D included foreign currency trans-
action gains in its income statement. Since 
D does not satisfy either of the exceptions 
described in paragraph (d)(5)(ii)(A) of this 
section, D’s 1987 adjusted net book income is 
$250 ($200 of net book income plus $50 equity 
adjustment). 

Example 5. Corporation E uses a calendar 
year for both financial accounting and tax 
purposes. E’s net book income for 1988 is $100. 
The $100 of net book income includes $30 of 
financial accounting loss attributable to a 
cumulative adjustment as of January 1, 1988, 
resulting from a change in E’s accounting 
method. The $30 cumulative loss is disclosed 
in E’s 1988 applicable financial statement. If 
E had made the accounting method change 
in calendar year 1987, the cumulative loss as 
of January 1, 1987 would have been $20. Based 
upon the above facts, E must increase net 
book income by $20 to disregard that portion 
of the cumulative adjustment attributable to 
years beginning before 1987. Thus, assuming 
no other adjustments to net book income, 
E’s adjusted net book income for 1988 is $120 
($100 plus $20). 

(6) Adjustments applicable to related 
corporations—(i) Consolidated returns— 
(A) In general. Pursuant to paragraphs 
(a)(3) and (b)(3) of this section, the 
book income adjustment with respect 
to a consolidated group (as described 
under paragraph (a)(3) of this section) 
is computed based on the consolidated 
adjusted net book income (as defined in 
paragraph (b)(3)(i) of this section). In 
the case of any corporation that is not 
included in the consolidated group, 
consolidated adjusted net book income 
of the consolidated group shall include 
only the sum of the dividends received 
from such other corporation and other 
amounts includible in gross income 
under this chapter with respect to the 
earnings of such other corporation. See 
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paragraph (d)(6)(v), Example 4 of this 
section. 

(B) Corporations included in the con-
solidated Federal income tax return but 
excluded from the applicable financial 
statement—(1) In general. Consolidated 
net book income reported on the appli-
cable financial statement (as deter-
mined under paragraph (c)(5) of this 
section) shall be adjusted to include 
net book income attributable to a cor-
poration that is included in the con-
solidated group but is not included in 
the applicable financial statement. Net 
book income for the corporation not 
included in the applicable financial 
statement of the consolidated group is 
the net book income reported on such 
corporation’s applicable financial 
statement (determined under the rules 
of paragraph (c) of this section and ad-
justed under the rules of this para-
graph (d)). The adjusted net book in-
come of such corporation must be con-
solidated with the adjusted net book 
income of other members of the con-
solidated group and appropriate adjust-
ments, including consolidating elimi-
nation entries, must be made. 

(2) Adjustments to net book income for 
minority interests. Consolidated net 
book income must be adjusted to in-
clude income or loss allocated to mi-
nority interests in members of the con-
solidated group. Failure to include in-
come or loss allocated to minority in-
terests shall be treated as an omission 
of net book income. See paragraph 
(d)(6)(v), Example 1 of this section. 

(3) Corporations included in the consoli-
dated group that are accounted for under 
the equity method of accounting. No ad-
justment is required to consolidated 
net book income for income or loss of 
a member of the consolidated group 
that is reported in the applicable finan-
cial statement under the equity meth-
od of accounting (as described in APB 
Opinion No. 18, paragraph (6)). How-
ever, consolidated adjusted net book 
income (as defined in paragraph 
(b)(3)(i) of this section) must include 
100 percent of the net book income at-
tributable to such member. See para-
graph (d)(6)(i)(B)(2) of this section. For 
example, if consolidated net book in-
come (as defined in paragraph (b)(3)(ii) 
of this section) only includes 85 percent 
of the equity income attributable to a 

member of the consolidated group, an 
adjustment will be required to include 
the 15 percent of equity income ex-
cluded from consolidated net book in-
come. In addition, to the extent the eq-
uity income reflects an adjustment for 
tax expense or benefit, paragraph (d)(3) 
may apply. See paragraph (d)(6)(v), Ex-
amples 2 and 3 of this section. 

(C) Corporations included in the appli-
cable financial statement but excluded 
from the consolidated tax return. Net 
book income or consolidated net book 
income must be adjusted to eliminate 
the income or loss of a corporation 
that is included in the applicable finan-
cial statement, but is not included in 
the consolidated group. When net book 
income attributable to a corporation 
that is not a member of the consoli-
dated group is removed from the com-
putation of net book income in the ap-
plicable financial statement, consoli-
dating elimination entries attributable 
to the excluded member must also be 
removed. 

(ii) Adjustment under the principles of 
section 482. In order to fairly allocate 
items relating to intercompany trans-
actions between corporations that are 
owned or controlled directly or indi-
rectly by the same interests but are 
not members of a consolidated group, 
adjustments must be made to the net 
book income reported on the applicable 
financial statement of each corpora-
tion under the principles of section 482 
and the regulations thereunder (relat-
ing to allocation of income and deduc-
tions among related taxpayers). For ex-
ample, assume corporation A owns 100 
percent of F, a foreign subsidiary, but 
A and F are not members of a consoli-
dated group. However, A and F prepare 
a consolidated financial statement. In 
adjusting A’s applicable financial 
statement to eliminate the net book 
income attributable to F, A must apply 
the principles of section 482. If a cor-
poration fails to make appropriate ad-
justments to its applicable financial 
statement under the rules of this para-
graph (d)(6)(ii), the District Director 
may make such adjustments under the 
principles of section 482 and the regula-
tions thereunder. 
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(iii) Adjustment for dividends received 
from section 936 corporations—(A) In gen-
eral. Any dividend received from a cor-
poration eligible for the credit pro-
vided by section 936 (relating to the 
possession tax credit) shall be included 
in adjusted net book income. For ex-
ample, assume corporation A owns 100 
percent of B, a section 936 corporation, 
and B pays a $100 dividend to A. Fur-
thermore, assume that of the $100 divi-
dend, $15 of withholding tax is paid to 
a possession of the United States, so 
that A only receives $85 from the divi-
dend. Given these facts, A’s adjusted 
net book income includes $100 with re-
spect to the dividend from B. 

(B) Treatment as foreign taxes. Fifty 
percent of any withholding tax paid to 
a possession of the United States with 
respect to dividends referred to in para-
graph (d)(6)(iii)(A) of this section may 
be treated for purposes of the alter-
native minimum foreign tax credit as a 
tax paid to a foreign country by the 
corporation receiving the dividend. 
However, if the aggregate of these divi-
dends exceeds the excess referred to in 
paragraph (a)(1) of this section, the 
amount treated as a tax paid to the 
foreign country shall not exceed 50 per-
cent of the aggregate amount of the 
tax withheld multiplied by a fraction. 

(1) The numerator of which is the ex-
cess referred to in paragraph (a)(1) of 
this section; and 

(2) The denominator numerator of 
which is the aggregate amount of these 
dividends. 

(C) Treatment of taxes imposed on sec-
tion 936 corporations. Taxes paid by any 
corporation eligible for the credit pro-
vided under section 936 shall be treated 
as a withholding tax paid with respect 
to any dividend paid by such corpora-
tion, and thus subject to the rules of 
this paragraph (d)(6)(iii), but only to 
the extent such taxes would be treated 
as paid by the corporation receiving 
the dividend under rules similar to the 
rules of section 902. 

(iv) Adjustment to net book income on 
sale of certain investments. If a taxpayer 
accounts for an investment under any 
method equivalent to the equity meth-
od of accounting (as described in APB 
Opinion No. 18, paragraph 6) and pursu-
ant to paragraphs (b)(2)(iv) or (d)(6)(i) 
of this section the taxpayer excludes 

net book income attributable to that 
investment, the taxpayer must adjust 
its net book income in the year the in-
vestment is sold (or partially sold). The 
adjustment equals the amount of net 
book income previously excluded under 
paragraphs (b)(2)(iv) or (d)(6)(i)(A) of 
this section). See paragraph (d)(6)(v), 
Example 4 of this section. 

(v) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. 

Example 1. Corporation A and its 100 per-
cent owned subsidiary B and its 90 percent 
owned subsidiary C are a consolidated group. 
A also owns 100 percent of D, a foreign cor-
poration. ABC’s applicable financial state-
ment is a certified audited financial state-
ment that includes A, B, C and D. The net 
book income reported on the statement ex-
cludes $10 of C’s net book income that is at-
tributable to the 10 percent minority inter-
est in C held outside of the consolidated 
group. Pursuant to paragraph (d)(6)(i)(B)(2) 
of this section, net book income of the con-
solidated group must be adjusted to include 
the $10 of net book income attributable to 
the minority interest in C. In addition, pur-
suant to paragraph (d)(6)(i)(C) of this section, 
net book income shown on the applicable fi-
nancial statement must be adjusted to elimi-
nate the net book income attributable to D. 

Example 2. Corporation E owns 100 percent 
of F, a finance subsidiary, and EF are a con-
solidated group. Since F is a finance sub-
sidiary E’s applicable financial statement 
accounts for F under the equity method of 
accounting. F also prepares a separate finan-
cial statement that is of equal or higher pri-
ority than E’s applicable financial state-
ment. In 1987, E’s applicable financial state-
ment includes $60 of equity income from F. 
The $60 of equity income reflects a reduction 
for $40 of Federal income tax expense. Thus, 
E’s equity income from F prior to the reduc-
tion for Federal income tax expense, is $100 
($60 + $40). Since E’s applicable financial 
statement includes E’s equity income in F, 
F’s separate financial statement is not rel-
evant for determining the adjusted net book 
income of the EF consolidated group. How-
ever, pursuant to paragraphs (d)(3) and 
(d)(6)(i)(B)(3) of this section, E is required to 
adjust its equity income in F by the $40 of 
Federal income tax expense attributable to 
F. Thus, assuming there are no other adjust-
ments, E’s adjusted net book income with re-
spect to F is $100. 

Example 3. The facts are the same as Exam-
ple (2), except that E reports its equity in-
come in F without reduction for F’s Federal 
income tax expense. The $40 of Federal in-
come tax expense attributable to F is com-
bined with E’s Federal income tax expense. 
Assuming no other adjustments, E’s adjusted 
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net book income with respect to F is $100. 
Thus, E’s adjusted net book income with re-
spect to F will be the same regardless of 
whether E’s equity income in F is reported 
before or after taxes. 

Example 4. A, a domestic corporation, uses 
a calendar year for both financial accounting 
and tax purposes. On January 1, 1987, A pur-
chases 100 percent of F, a foreign corpora-
tion, for $100. F does not file a Federal in-
come tax return and A does not recognize 
any taxable income with respect to F under 
section 951 (relating to controlled foreign 
corporations). In its applicable financial 
statement, A accounts for its investment in 
F under the equity method of accounting. 
Thus, A’s initial investment in F is $100. 
During calendar year 1987, F has $50 of net 
book income but makes no dividend pay-
ments to A. Under the equity method of ac-
counting, A’s net book income includes the 
$50 of net book income attributable to A’s 
net book investment in F. Thus, A’s invest-
ment in F is increased to $150. Pursuant to 
paragraph (d)(6)(i)(C) of this section, A’s net 
book income is adjusted to eliminate the $50 
of net book income attributable to F. On 
January 1, 1988, A sells F for $150. Since A’s 
investment in F under the equity method of 
accounting is $150, A’s net book income for 
1988 will not include any gain on the sale of 
F. However, pursuant to paragraph (d)(6)(iv), 
A’s 1988 net book income must be increased 
by $50, the amount of net book income pre-
viously eliminated with respect to A’s in-
vestment in F. The result would be the same 
if instead of accounting for its investment in 
F under the equity method of accounting, A 
and F prepare a consolidated financial state-
ment. 

(7) Adjustments for foreign taxpayers 
with a United States trade or business—(i) 
In general. Pursuant to paragraph (b)(6) 
of this section, the book income adjust-
ment with respect to a foreign tax-
payer with a United States trade or 
business is computed based on the ef-
fectively connected net book income of 
the foreign taxpayer (as defined in 
paragraph (b)(6)(ii) of this section). The 
net book income amount reported on 
the applicable financial statement of 
the foreign taxpayer (as determined 
under paragraph (c)(5)(ii) of this sec-
tion) must be adjusted to— 

(A) Include effectively connected net 
book income attributable to a trade or 
business conducted in the United 
States by the foreign taxpayer that is 
not reported on the applicable finan-
cial statement. Such amounts shall be 
determined from a financial statement 
(determined under paragraph (c) of this 

section and adjusted under the rules of 
this paragraph (d)) that would have 
qualified as an applicable financial 
statement of such excluded trade or 
business or upon effectively connected 
earnings and profits (if the rules of sec-
tion (b)(6)(iii) of this section apply), 
and 

(B) Exclude any amount reported on 
such applicable financial statement 
that does not qualify as effectively 
connected net book income. 
See the example in paragraph (d)(7)(ii) 
of this section. 

(ii) Example. The provisions of this 
paragraph may be illustrated by the 
following example. 

Example. Foreign corporation A, a calendar 
year taxpayer for financial accounting and 
tax purposes, is incorporated in X. A actively 
conducts two real estate businesses, B and C, 
in the United States. B prepares a certified 
audited financial statement that it provides 
to its United States creditor. C does not pre-
pare a financial statement. The certified au-
dited financial statement prepared by B is 
treated as A’s applicable financial statement 
under paragraph (c)(5)(ii) of this section. B’s 
certified audited financial statement, in ad-
dition to amounts related to the conduct of 
its real estate business, also reports income 
received from its investment in United 
States securities, unrelated to its conduct of 
business in the United States that does not 
qualify as effectively connected net book in-
come. In order to determine A’s effectively 
connected net book income from the net 
book income reported on the applicable fi-
nancial statement, such statement must be 
adjusted to exclude amounts attributable to 
the securities. In addition, book income or 
loss attributable to C, to the extent effec-
tively connected to its business in the 
United States, must be included in the effec-
tively connected net book income reported 
on B’s financial statement. Since C does not 
have a financial statement, C’s effectively 
connected net book income is determined by 
computing its effectively connected earnings 
and profits under paragraph (b)(6)(iii) of this 
section. 

(8) Adjustment for corporations subject 
to subchapter F. A corporation subject 
to tax under subchapter F of chapter 1 
of the Code shall adjust its book in-
come to exclude all items of income, 
loss or expense other than those relat-
ing to the calculation of unrelated 
business taxable income for purposes of 
section 512(a). 

(e) Special rules—(1) Cooperatives. For 
purposes of computing the book income 
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adjustment, net book income of a coop-
erative to which section 1381 applies is 
reduced by patronage dividends and 
per-unit retain allocations under sec-
tion 1382(b) that are paid by the cooper-
ative to the extent such amounts are 
deductible for regular income tax and 
general alternative minimum tax pur-
poses under section 1382, and not other-
wise taken into account in determining 
adjusted net book income. 

(2) Alaska Native Corporations. In com-
puting the net book income of an Alas-
ka Native Corporation, cost recovery 
and depletion are computed using the 
asset basis determined under section 
21(c) of the Alaska Native Claims Set-
tlement Act (43 U.S.C. 1620(c)). In addi-
tion, net book income is reduced by ex-
penses payable under either section 7(i) 
or section 7(j) of the Alaska Native 
Claims Settlement Act (43 U.S.C. 1606 
(i) and (j)) only when deductions for 
such expenses are allowed for tax pur-
poses. 

(3) Insurance companies. In the case of 
an insurance company whose applica-
ble financial statement is a statement 
describing in paragraph (c)(1)(iii) of 
this section (relating to statements 
provided to a government regulator), 
net book income for purposes of the 
book income adjustment is the net in-
come or loss from operations, after re-
duction for dividends paid to policy-
holders, but without reduction for Fed-
eral income taxes. 

(4) Estimating the book income adjust-
ment for purposes of the estimated tax li-
ability. See § 1.6655–7, as contained in 26 
CFR part 1 revised as of April 1, 2007, 
for special rules for estimating the cor-
porate alternative minimum tax book 
income adjustment under the 
annualization exception. 

(5) Effective/applicability date. Para-
graph (e)(4) of this section is applicable 
for taxable years beginning after Sep-
tember 6, 2007. 

[T.D. 8307, 55 FR 33676, Aug. 17, 1990, as 
amended by T.D. 9347, 72 FR 44347, August 7, 
2007] 

REGULATIONS APPLICABLE TO TAXABLE 
YEARS BEGINNING IN 1969 AND ENDING 
IN 1970 

§ 1.56A–1 Imposition of tax. 
(a) In general. Section 56(a) imposes 

an income tax on the items of tax pref-
erence (as defined in § 1.57–1) of all per-
sons other than persons specifically ex-
empt from the taxes imposed by chap-
ter 1. The items of tax preference rep-
resent income of a person which either 
is not subject to current taxation by 
reason of temporary exclusion (such as 
stock options) or by reason of an accel-
eration of deductions (such as acceler-
ated depreciation) or is sheltered from 
full taxation by reason of certain de-
ductions (such as percentage depletion) 
or by reason of a special rate of tax 
(such as the rate of tax on corporate 
capital gains). The tax imposed by sec-
tion 56 is in addition to the other taxes 
imposed by chapter 1. 

(b) Computation of tax. The amount of 
such tax is 10 percent of the excess (re-
ferred to herein as ‘‘the minimum tax 
base’’) of— 

(1) The sum of the taxpayer’s items 
of tax preference for such year in ex-
cess of the taxpayer’s minimum tax ex-
emption (determined under § 1.58–1) for 
such year, over 

(2) The sum of: 
(i) The taxes imposed for such year 

under chapter 1 other than the taxes 
imposed by section 56 (relating to min-
imum tax for tax preferences), by sec-
tion 531 (relating to accumulated earn-
ings tax), or by section 541 (relating to 
personal holding company tax), re-
duced by the sum of the credits allow-
able under— 

(a) Section 33 (relating to taxes of 
foreign countries and possessions of the 
United States), 

(b) Section 37 (relating to retirement 
income), 

(c) Section 38 (relating to investment 
credit), 

(d) Section 40 (relating to expenses of 
work incentive programs), and 

(e) Section 41 (relating to contribu-
tions to candidates for public office, 
and 

(ii) The tax carryovers to such tax-
able year (as described in § 1.56A–5). 

(c) Special rule. For purposes of para-
graph (b) of this section where for any 
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