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the consolidated section 53(c) limita-
tion under this paragraph (h)(4)(ii).
However, if a consolidated group choos-
es to apply the optional effective date
rule, the consolidated group shall not
take into account a consolidated tax-
able year beginning before January 1,
1997 in determining a member’s (or sub-
group’s) contributions to the consoli-
dated section 53(c) limitation under
this paragraph (h)(4)(ii).

(i1) Special subgroup rule. In the event
that the principles of §1.1502-21(g)(1) do
not apply to a particular credit carry-
over in the current group, then solely
for purposes of applying this paragraph
(h)(4)(iii) to determine the limitation
with respect to that carryover and with
respect to which the SRLY register
(the aggregate of the member’s or sub-
group’s contribution to consolidated
section 53(c) limitation reduced by the
aggregate of the member’s or sub-
group’s minimum tax credits arising
and absorbed in all consolidated return
years) began in a taxable year for
which the due date of the return is on
or before May 25, 2000, the principles of
§1.1502-21(c)(2) shall be applied without
regard to the phrase ‘‘or for a carry-
over that was subject to the overlap
rule described in paragraph (g) of this
section or §1.1502-15(g) with respect to
another group (the former group).”

)] Overlap rule. Paragraph
(h)(4)(ii1)(B)(5) of this section (relating
to overlap with section 383) applies to
taxable years for which the due date
(without extensions) of the consoli-
dated return is after May 25, 2000. For
purposes of paragraph (h)(4)(iii)(B)(5) of
this section, only an ownership change
to which section 383, as amended by the
Tax Reform Act of 1986 (100 Stat. 2095),
applies and which results in a section
383 credit limitation shall constitute a
section 383 event. The optional effec-
tive date rule of §1.1502-3(d)(4) (gen-
erally making this paragraph (h)(4)(iii)
also applicable to a consolidated return
year beginning on or after January 1,
1997, if the due date of the income tax
return (without extensions) was on or
before March 13, 1998) does not apply
with respect to paragraph
(h)(4)(ii1)(B)(5) of this section (relating
to the overlap rule).

[T.D. 8884, 66 FR 33759, May 25, 2000]
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ADMINISTRATIVE PROVISIONS AND OTHER
RULES

§1.1502-75 Filing of consolidated re-
turns.

(a) Privilege of filing consolidated re-
turns—(1) Exercise of privilege for first
consolidated return year. A group which
did not file a consolidated return for
the immediately preceding taxable
year may file a consolidated return in
lieu of separate returns for the taxable
year, provided that each corporation
which has been a member during any
part of the taxable year for which the
consolidated return is to be filed con-
sents (in the manner provided in para-
graph (b) of this section) to the regula-
tions under section 1502. If a group
wishes to exercise its privilege of filing
a consolidated return, such consoli-
dated return must be filed not later
than the last day prescribed by law (in-
cluding extensions of time) for the fil-
ing of the common parent’s return.
Such consolidated return may not be
withdrawn after such last day (but the
group may change the basis of its re-
turn at any time prior to such last
day).

(2) Continued filing requirement. A
group which filed (or was required to
file) a consolidated return for the im-
mediately preceding taxable year is re-
quired to file a consolidated return for
the taxable year unless it has an elec-
tion to discontinue filing consolidated
returns under paragraph (c) of this sec-
tion.

(b) How consent for first consolidated
year exercised—(1) General rule. The con-
sent of a corporation referred to in
paragraph (a)(1) of this section shall be
made by such corporation joining in
the making of the consolidated return
for such year. A corporation shall be
deemed to have joined in the making of
such return for such year if it files a
Form 1122 in the manner specified in
paragraph (h)(2) of this section.

(2) Comsent wunder facts and cir-
cumstances. If a member of the group
fails to file Form 1122, the Commis-
sioner may under the facts and cir-
cumstances determine that such mem-
ber has joined in the making of a con-
solidated return by such group. The
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following circumstances, among oth-
ers, will be taken into account in mak-
ing this determination:

(i) Whether or not the income and de-
ductions of the member were included
in the consolidated return;

(ii) Whether or not a separate return
was filed by the member for that tax-
able year; and

(iii) Whether or not the member was

included in the affiliations schedule,
Form 851.
If the Commissioner determines that
the member has joined in the making
of the consolidated return, such mem-
ber shall be treated as if it had filed a
Form 1122 for such year for purposes of
paragraph (h)(2) of this section.

(3) Failure to consent due to mistake. If
any member has failed to join in the
making of a consolidated return under
either subparagraph (1) or (2) of this
paragraph, then the tax liability of
each member of the group shall be de-
termined on the basis of separate re-
turns unless the common parent cor-
poration establishes to the satisfaction
of the Commissioner that the failure of
such member to join in the making of
the consolidated return was due to a
mistake of law or fact, or to inadvert-
ence. In such case, such member shall
be treated as if it had filed a Form 1122
for such year for purposes of paragraph
(h)(2) of this section, and thus joined in
the making of the consolidated return
for such year.

(c) Election to discontinue filing con-
solidated returns—(1) Good cause—(@i) In
general. Notwithstanding that a con-
solidated return is required for a tax-
able year, the Commissioner, upon ap-
plication by the common parent, may
for good cause shown grant permission
to a group to discontinue filing consoli-
dated returns. Any such application
shall be made to the Commissioner of
Internal Revenue, Washington, DC
20224, and shall be made not later than
the 90th day before the due date for the
filing of the consolidated return (in-
cluding extensions of time). In addi-
tion, if an amendment of the Code, or
other law affecting the computation of
tax liability, is enacted and the enact-
ment is effective for a taxable year
ending before or within 90 days after
the date of enactment, then applica-
tion for such a taxable year may be
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made not later than the 180th day after
the date of enactment, and if the appli-
cation is approved the permission to
discontinue filing consolidated returns
will apply to such taxable year not-
withstanding that a consolidated re-
turn has already been filed for such
year.

(ii) Substantial adverse change in law
affecting tax liability. Ordinarily, the
Commissioner will grant a group per-
mission to discontinue filing consoli-
dated returns if the net result of all
amendments to the Code or regulations
with effective dates commencing with-
in the taxable year has a substantial
adverse effect on the consolidated tax
liability of the group for such year rel-
ative to what the aggregate tax liabil-
ity would be if the members of the
group filed separate returns for such
year. Thus, for example, assume P and
S filed a consolidated return for the
calendar year 1966 and that the provi-
sions of the Code have been amended
by a bill which was enacted by Con-
gress in 1966, but which is first effec-
tive for taxable years beginning on or
after January 1, 1967. Assume further
that P makes a timely application to
discontinue filing consolidated returns.
In order to determine whether the
amendments have a substantial ad-
verse effect on the consolidated tax li-
ability for 1967, relative to what the ag-
gregate tax liability would be if the
members of the group filed separate re-
turns for 1967, the difference between
the tax liability of the group computed
on a consolidated basis and taking into
account the changes in the law effec-
tive for 1967 and the aggregate tax li-
ability of the members of the group
computed as if each such member filed
separate returns for such year (also
taking into account such changes)
shall be compared with the difference
between the tax liability of such group
for 1967 computed on a consolidated
basis without regard to the changes in
the law effective in such year and the
aggregate tax liability of the members
of the group computed as if separate
returns had been filed by such members
for such year without regard to the
changes in the law effective in such
year.

(iii) Other factors. In addition, the
Commissioner will take into account
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other factors in determining whether
good cause exists for granting permis-
sion to discontinue filing consolidated
returns beginning with the taxable
year, including:

(a) Changes in law or circumstances,
including changes which do not affect
Federal income tax liability,

(b) Changes in law which are first ef-
fective in the taxable year and which
result in a substantial reduction in the
consolidated net operating loss (or con-
solidated unused investment credit) for
such year relative to what the aggre-
gate net operating losses (or invest-
ment credits) would be if the members
of the group filed separate returns for
such year, and

(¢) Changes in the Code or regula-
tions which are effective prior to the
taxable year but which first have a
substantial adverse effect on the filing
of a consolidated return relative to the
filing of separate returns by members
of the group in such year.

(2) Discretion of Commissioner to grant
blanket permission—(i) Permission to all
groups. The Commissioner, in his dis-
cretion, may grant all groups permis-
sion to discontinue filing consolidated
returns if any provision of the Code or
regulations has been amended and such
amendment is of the type which could
have a substantial adverse effect on the
filing of consolidated returns by sub-
stantially all groups, relative to the
filing of separate returns. Ordinarily,
the permission to discontinue shall
apply with respect to the taxable year
of each group which includes the effec-
tive date of such an amendment.

(i1) Permission to a class of groups. The
Commissioner, in his discretion, may
grant a particular class of groups per-
mission to discontinue filing consoli-
dated returns if any provision of the
Code or regulations has been amended
and such amendment is of the type
which could have a substantial adverse
effect on the filing of consolidated re-
turns by substantially all such groups
relative to the filing of separate re-
turns. Ordinarily, the permission to
discontinue shall apply with respect to
the taxable year of each group within
the class which includes the effective
date of such an amendment.

(3) Time and manner for exercising elec-
tion. If, under subparagraph (1) or (2) of
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this paragraph, a group has an election
to discontinue filing consolidated re-
turns for any taxable year and such
group wishes to exercise such election,
then the common parent must file a
separate return for such year on or be-
fore the last day prescribed by law (in-
cluding extensions of time) for the fil-
ing of the consolidated return for such
year. See section 6081 (relating to ex-
tensions of time for filing returns).

(d) When a group remains in existence—
(1) General rule. A group remains in ex-
istence for a tax year if the common
parent remains as the common parent
and at least one subsidiary that was af-
filiated with it at the end of the prior
year remains affiliated with it at the
beginning of the year, whether or not
one or more corporations have ceased
to be subsidiaries at any time after the
group was formed. Thus, for example,
assume that corporation P acquires the
sole outstanding share of stock of S on
January 1, year 1, and that P and S file
a consolidated return for the year 1
calendar year. On May 1, year 2, P ac-
quires the sole outstanding share of
stock of S1 and, on July 1, year 2, P
sells the S share. The group (consisting
originally of P and S) remains in exist-
ence in year 2 because P remained the
common parent and, S, a subsidiary
that was affiliated with P at the end of
year 1, remained affiliated with P at
the beginning of year 2.

(2) Common parent no longer in exist-
ence—(i) Mere change in identity. For
purposes of this paragraph, the com-
mon parent corporation shall remain
as the common parent irrespective of a
mere change in identity, form, or place
of organization of such common parent
corporation (see section 368(a)(1)(F)).

(ii) Transfer of assets to subsidiary.
The group shall be considered as re-
maining in existence notwithstanding
that the common parent is no longer in
existence if the members of the affili-
ated group succeed to and become the
owners of substantially all of the as-
sets of such former parent and there re-
mains one or more chains of includible
corporations connected through stock
ownership with a common parent cor-
poration which is an includible cor-
poration and which was a member of
the group prior to the date such former
parent ceases to exist. For purposes of
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applying paragraph (£)(2)(i) of §1.1502-1
to separate return years ending on or
before the date on which the former
parent ceases to exist, such former par-
ent, and not the new common parent,
shall be considered to be the corpora-
tion described in such paragraph.

(iii) Tazxable years. If a transfer of as-
sets described in subdivision (ii) of this
subparagraph is an acquisition to
which section 381(a) applies and if the
group files a consolidated return for
the taxable year in which the acquisi-
tion occurs, then for purposes of sec-
tion 381:

(a) The former common parent shall
not close its taxable year merely be-
cause of the acquisition, and all tax-
able years of such former parent ending
on or before the date of acquisition
shall be treated as taxable years of the
acquiring corporation, and

(b) The corporation acquiring the as-
sets shall close its taxable year as of
the date of acquisition, and all taxable
years of such corporation ending on or
before the date of acquisition shall be
treated as taxable years of the trans-
feror corporation.

(iv) Ezxception. With respect to acqui-
sitions occurring before January 1,
1971, subdivision (iii) of this subpara-
graph shall not apply if the group, in
its income tax return, treats the tax-
able year of the former common parent
as having closed as of the date of acqui-
sition.

(3) Reverse acquisitions—(i) In general.
If a corporation (hereinafter referred to
as the ‘‘first corporation’) or any
member of a group of which the first
corporation is the common parent ac-
quires after October 1, 1965:

(a) Stock of another corporation
(hereinafter referred to as the second
corporation), and as a result the second
corporation becomes (or would become
but for the application of this subpara-
graph) a member of a group of which
the first corporation is the common
parent, or

(b) Substantially all the assets of the
second corporation,

in exchange (in whole or in part) for
stock of the first corporation, and the
stockholders (immediately before the
acquisition) of the second corporation,
as a result of owning stock of the sec-
ond corporation, own (immediately
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after the acquisition) more than 50 per-
cent of the fair market value of the
outstanding stock of the first corpora-
tion, then any group of which the first
corporation was the common parent
immediately before the acquisition
shall cease to exist as of the date of ac-
quisition, and any group of which the
second corporation was the common
parent immediately before the acquisi-
tion shall be treated as remaining in
existence (with the first corporation
becoming the common parent of the
group). Thus, assume that corporations
P and S comprised group PS (P being
the common parent), that P was
merged into corporation T (the com-
mon parent of a group composed of T
and corporation U), and that the share-
holders of P immediately before the
merger, as a result of owning stock in
P, own 90 percent of the fair market
value of T’s stock immediately after
the merger. The group of which P was
the common parent is treated as con-
tinuing in existence with T and U being
added as members of the group, and T
taking the place of P as the common
parent.

For purposes of determining under (a)
of this subdivision whether the second
corporation becomes (or would become)
a member of the group of which the
first corporation is the common par-
ent, and for purposes of determining
whether the former stockholders of the
second corporation own more than 50
percent of the outstanding stock of the
first corporation, there shall be taken
into account any acquisitions or re-
demptions of the stock of either cor-
poration which are pursuant to a plan
of acquisition described in (a) or (b) of
this subdivision.

(ii) Prior ownership of stock. For pur-
poses of subdivision (i) of this subpara-
graph, if the first corporation, and any
members of a group of which the first
corporation is the common parent,
have continuously owned for a period
of at least 5 years ending on the date of
the acquisition an aggregate of at least
25 percent of the fair market value of
the outstanding stock of the second
corporation, then the first corporation
(and any subsidiary which owns stock
of the second corporation immediately
before the acquisition) shall, as a re-
sult of owning such stock, be treated as
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owning (immediately after the acquisi-
tion) a percentage of the fair market
value of the first corporation’s out-
standing stock which bears the same
ratio to (a) the percentage of the fair
market value of all the stock of the
second corporation owned immediately
before the acquisition by the first cor-
poration and its subsidiaries as (b) the
fair market value of the total out-
standing stock of the second corpora-
tion immediately before the acquisi-
tion bears to (¢) the sum of (I) the fair
market value, immediately before the
acquisition, of the total outstanding
stock of the first corporation, and (2)
the fair market value, immediately be-
fore the acquisition, of the total out-
standing stock of the second corpora-
tion (other than any such stock owned
by the first corporation and any of its
subsidiaries). For example, assume
that corporation P owns stock in cor-
poration T having a fair market value
of $100,000, that P acquires the remain-
ing stock of T from individuals in ex-
change for stock of P, that imme-
diately before the acquisition the total
outstanding stock of T had a fair mar-
ket value of $150,000, and that imme-
diately before the acquisition the total
outstanding stock of P had a fair mar-
ket wvalue of $200,000. Assuming P
owned at least 25 percent of the fair
market value of T’s stock for 5 years,
then for purposes of this subparagraph,
P is treated as owning (immediately
after the acquisition) 40 percent of the
fair market value of its own out-
standing stock, determined as follows:

[$150,000/($200,000 + $50,000)] x 662/3% =
40%.

Thus, if the former individual stock-
holders of T own, immediately after
the acquisition more than 10 percent of
the fair market value of the out-
standing stock of P as a result of own-
ing stock of T, the group of which T
was the common parent is treated as
continuing in existence with P as the
common parent, and the group of
which P was the common parent before
the acquisition ceases to exist.

(iii) Election. The provisions of sub-
division (ii) of this subparagraph shall
not apply to any acquisition occurring
in a taxable year ending after October
7, 1969, unless the first corporation

§1.1502-75

elects to have such subdivision apply.
The election shall be made by means of
a statement, signed by any officer who
is duly authorized to act on behalf of
the first corporation, stating that the
corporation elects to have the provi-
sions of §1.1502-75(d)(3)(ii) apply and
identifying the acquisition to which
such provisions will apply. The state-
ment shall be filed, on or before the
due date (including extensions of time)
of the return for the group’s first con-
solidated return year ending after the
date of the acquisition, with the inter-
nal revenue officer with whom such re-
turn is required to be filed.

(iv) Transfer of assets to subsidiary.
This subparagraph shall not apply to a
transaction to which subparagraph
(2)(ii) of this paragraph applies.

(v) Taxable years. If, in a transaction
described in subdivision (i) of this sub-
paragraph, the first corporation files a
consolidated return for the first tax-
able year ending after the date of ac-
quisition, then:

(a) The first corporation, and each
corporation which, immediately before
the acquisition, is a member of the
group of which the first corporation is
the common parent, shall close its tax-
able year as of the date of acquisition,
and each such corporation shall, imme-
diately after the acquisition, change to
the taxable year of the second corpora-
tion, and

(b) If the acquisition is a transaction
described in section 381(a)(2), then for
purposes of section 381:

(1) All taxable years ending on or be-
fore the date of acquisition, of the first
corporation and each corporation
which, immediately before the acquisi-
tion, is a member of the group of which
the first corporation is the common
parent, shall be treated as taxable
years of the transferor corporation,
and

(2) The second corporation shall not
close its taxable year merely because
of such acquisition, and all taxable
years ending on or before the date of
acquisition, of the second corporation
and each corporation which, imme-
diately before the acquisition, is a
member of any group of which the sec-
ond corporation is the common parent,
shall be treated as taxable years of the
acquiring corporation.
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(vi) Ezception. With respect to acqui-
sitions occurring before April 17, 1968,
subdivision (v) of this subparagraph
shall not apply if the parties to the
transaction, in their income tax re-
turns, treat subdivision (i) as not af-
fecting the closing of taxable years or
the operation of section 381.

(4) [Reserved]

(6) Coordination with section 833—®1)
Election to continue old group. If, solely
by reason of the enactment of section
833 (relating to certain Blue Cross or
Blue Shield organizations and certain
other health insurers), an organization
to which section 833 applies (a ‘‘section
833 organization’) became the new
common parent of an old group on Jan-
uary 1, 1987, the old group may elect to
continue in existence with that section
833 organization as its new common
parent, provided all the old groups hav-
ing the same section 833 organization
as their new common parent elect to
continue in existence. To revoke this
election, see paragraph (d)(5)(x) of this
section. To file as a new group, see
paragraph (d)(5)(v) of this section.

(ii) Old group. For purposes of this
paragraph (d)(6), an old group is a
group which, for its last taxable year
ending in 1986, either filed a consoli-
dated return or was eligible to (but did
not) file a consolidated return.

(iii) Manner of electing to continue—
(A) Deemed election. If all the members
of all the old groups having the same
section 833 organization as their new
common parent are included for the
first taxable year beginning after De-
cember 31, 1986, on the same consoli-
dated (or amended consolidated) return
and a Form 1122 was not filed, the old
groups are deemed to have elected
under paragraph (d)(5)(i) of this section
to continue in existence.

(B) Delayed election. If a deemed elec-
tion to continue in existence was not
made under paragraph (d)(5)(iii)(A) of
this section, all the members of all the
old groups having the same section 833
organization as their new common par-
ent may make a delayed election under
paragraph (d)(6)(i) of this section to
continue in existence by:

(1) Filing an appropriate consolidated
(or amended consolidated) return or re-
turns for each taxable year beginning
after December 31, 1986, (notwith-
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standing §1.1502-75(a)(1)) on or before
January 3, 1991, and

(2) On the top of any such return
prominently affixing a statement con-
taining the following declaration:
“THIS RETURN” (or, if applicable,
“AMENDED RETURN”) “REFLECTS
A DELAYED ELECTION TO CON-
TINUE UNDER §1.1502—
75T(d)(5)({ii)(B)”’. A delayed election to
continue in existence automatically re-
vokes a deemed election to file as a
new group which was made under para-
graph (d)(5)(vi) of this section.

(iv) Effects of election to continue in ex-
istence. If an old group or groups elect
to continue in existence under para-
graph (d)(5)(1) of this section, the fol-
lowing rules apply:

(A) Taxable years. Each member that
filed returns other than on a calendar
year basis shall close its taxable year
on December 31, 1986, and change to a
calendar year beginning on January 1,
1987. See section 843 and §1.1502-
76(a)(1).

(B) Carryovers from separate return lim-
itation years. For purposes of applying
the separate return limitation year
rules to carryovers from taxable years
beginning before 1987 to taxable years
beginning after 1986, the following
rules apply:

(I) Any taxable year beginning before
1987 of a corporation that was not a
member of an old group (including a
section 833 organization) will be treat-
ed as a separate return limitation year;

(2) Any taxable year beginning before
1987 of a corporation that was a mem-
ber of an old group that, without re-
gard to this section and the enactment
of section 833, was a separate return
limitation year will continue to be
treated as a separate return limitation
year;

(3) Any taxable year beginning before
1987 of a member of an old group (other
than a separate return limitation year
described in paragraph (d)(6)(iv)(B)(2)
of this section) will not be treated as a
separate return limitation year with
respect to any corporation that was a
member of such group for each day of
that taxable year; and

(4) Any taxable year beginning before
1987 of a member of an old group will be
treated as a separate return limitation
year with respect to any corporation
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that was not a member of such group
for each day of that taxable year (e.g.,
a corporation that was not a member
of an old group, including a section 833
organization, or a corporation that was
a member of another old group).

(C) Five-year rules for life-nonlife
groups. Any life-nonlife election under
section 1504(c)(2) in effect for an old
group remains in effect. Any old group
which was eligible to make a life-
nonlife election will remain eligible to
make the election. For purposes of sec-
tion 1503(c), a nonlife member is treat-
ed as ineligible under §1.1502-47(d)(13)
with respect to a life member, unless
both were members of the same affili-
ated group (determined without regard
to the exclusions in section 1504(b) (1)
and (2)) for five taxable years imme-
diately preceding the taxable year in
which the loss arose. See paragraph
(d)(b)(ix) of this section for a tacking
rule.

(V) Election to file as a new group. If,
solely by reason of the enactment of
section 833, a section 833 organization
became the new common parent of an
old group on January 1, 1987, the appli-
cation of the five-year prohibition on
reconsolidation in section 1504(a)(3)(A)
to the old group is waived and the old
group together with the new section
833 organization common parent may
elect to file as a new group provided
that all includible corporations elect
to file a consolidated (or amended con-
solidated) return as a new group for the
first taxable year beginning after De-
cember 31, 1986. To revoke this elec-
tion, see paragraph (d)(5)(x) of this sec-
tion.

(vi) Manner of electing to file as a new
group—(A) Deemed election. The old
group or groups and the section 833 or-
ganization are deemed to have elected
under paragraph (d)(5)(v) of this section
to file as a new group by filing, for the
first taxable year beginning after De-
cember 31, 1986, a Form 1122 and a con-
solidated (or amended consolidated)
tax return.

(B) Delayed election. If a deemed elec-
tion to file as a new group was not
made pursuant to paragraph
(A)(B)(vi)(A) of this section, the old
group or groups and the section 833 or-
ganization may make a delayed elec-
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tion under paragraph (d)(6)(v) of this
section to file as a new group by

(1) Filing an appropriate consolidated
(or amended consolidated) return or re-
turns for each taxable year beginning
after December 31, 1986 (notwith-
standing §1.1502-75(a)(1)) on or before
January 3, 1991, and

(2) On the top of any such return
prominently affixing a statement con-
taining the following declaration:
“THIS RETURN” (or, if applicable,
“AMENDED RETURN”) “REFLECTS
A DELAYED ELECTION TO FILE AS
A NEW GROUP UNDER §1.1502-75T
(A)(G)(vi)(B)”. A delayed election to file
as a new group automatically revokes
any deemed election to continue in ex-
istence which was made under para-
graph (d)(5)(iii) of this section.

(vii) Effects of election to file as a new
group. If an old group or groups elect to
file as a new group under paragraph
(d)(5)(v) of this section, the following
rules apply:

(A) Termination. Each old group is
treated as if it terminated on January
1, 1987, and the termination is not
treated as resulting from the acquisi-
tion by a nonmember of all of the stock
of the common parent.

(B) Taxable years. Each member that
filed returns other than on a calendar
year basis shall close its taxable year
on December 31, 1986, and change to a
calendar year beginning on January 1,
1987. See section 843 and §1.1502—
76(a)(1).

(C) Separate return limitation year and
life-nonlife groups. For purposes of
§1.1502-1(f), sections 1503(c) and 1504(c),
and §1.1502-47, the group is treated as
coming into existence as a new group
on January 1, 1987. Thus, for example,
paragraphs (d)(6)(iv) (B) and (C) of this
section do not apply.

(viii) Earnings and profits. All dis-
tributions after January 1, 1987 by a
corporation, whether or not such cor-
poration was a member of an old group,
to an existing Blue Cross or Blue
Shield organization (as defined in sec-
tion 833(c)(2)) out of earnings and prof-
its accumulated before 1987 are deemed
made out of earnings and profits accu-
mulated in pre-affiliation years. See
§1.1502-32(h)(5).
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(ix) Five-year tacking rules for certain
life-nonlife groups. For purposes of ap-
plying §1.1502-47(d) (5) and (12) to any
taxable year ending after 1986 to a cor-
poration, whether or not the corpora-
tion was a member of an old group,

(A) The determination of whether the
corporation was in existence and a
member or tentatively treated as a
member of a group, for taxable years
ending before 1987, is made without re-
gard to the exclusions under section
1504(b) (1) and (2) of any section 833 or-
ganization or life insurance company
(as the case may be) and

(B) A section 833 organization is not

treated as having a change in tax char-
acter solely by reason of the loss of its
tax-exempt status due to the enact-
ment of section 833.
This paragraph (d)(5)(ix) does not apply
if an election to file as a new group
under paragraph (d)(5)(v) of this section
is made.

(x) Time to revoke elections made before
September 5, 1990. An election by an old
group to continue in existence or to
file as a new group that was made (or
deemed made) before September 5, 1990,
may be revoked by filing an appro-
priate return (or returns) on or before
January 3, 1991. For purposes of this
paragraph (d)(5)(x), appropriate returns
include separate returns filed by each
member of the group or consolidated
returns filed in accordance with a de-
layed election either under paragraph
(d)(b)(iii)(B) or (vi)(B) of this section.

(xi) Examples. The following examples
illustrate this paragraph (d)(56). In
these examples, each corporation uses
the calendar year as its taxable year.

Example 1. B is a section 833 organization.
For several years, B has owned all of the out-
standing stock of X, Y, and Z. X has owned
all the outstanding stock of X; throughout
X,’s existence and Y has owned all of the
outstanding stock of Y; throughout Y,’s ex-
istence. For 1986 X and X, filed a consoli-
dated federal income tax return but Y and Y,
filed separate returns. Under paragraph
(d)(5)(ii) of this section, X and X; and Y and
Y, each constitute an old group because they
either filed a consolidated return or were eli-
gible to file a consolidated return for 1986.
The X and Y groups may elect under para-
graph (d)(5)(i) of this section to continue in
existence. If they elect to continue, under
paragraph (d)(6)(iv)(B) of this section, the
separate return limitation year rules apply
as follows: any taxable year of B or Z begin-
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ning before 1987 is treated as a separate re-
turn limitation year with respect to each
other and to all other members of the group;
any taxable year of X or X, beginning before
1987 is treated as a separate return limita-
tion year with respect to B, Z, Y and Y,, but
not with respect to each other; and any tax-
able year of Y or Y, beginning before 1987 is
treated as a separate return limitation year
with respect to B, Z, X and X, but not with
respect to each other.

Example 2. The facts are the same as in Ex-
ample 1 except that B is owned by C, another
section 833 organization. If the X and Y
groups elect to continue, the results are the
same as in Example 1, except that, under
paragraph (d)(6)(iv)(B)(I) of this section, for
purposes of applying the separate return lim-
itation year rules, any taxable year of C be-
ginning before 1987 is also treated as a sepa-
rate return limitation year with respect to
all other members of the group.

Example 3. The facts are the same as in Ex-
ample 1 except that Y purchased Y, on Janu-
ary 1, 1985. If the X and Y groups elect to
continue, the results are the same as in Ex-
ample 1, except that, under paragraph
(A)(B)(iv)(B)(2) of this section, for purposes of
applying the separate return limitation year
rules, any taxable year of Y, beginning be-
fore 1985 is treated as a separate return limi-
tation year with respect to Y as well as with
respect to all other members of the group.

Example 4. B, a section 833 organization,
has owned all the stock of X since November
1984. X has owned all the stock of L, a life in-
surance company, throughout L’s existence.
In 1986, X and L properly filed a life-nonlife
consolidated return. TUnder paragraph
(d)(5)(i) of this section, the X group elects to
continue in existence. Under paragraph
(A)(B)([Av)(C) of this section, the life-nonlife
election will remain in effect. However,
losses of B which arise before 1990 cannot be
used to offset the income of L. See section
1503(c)(2) and §1.1502-47(d)(13) and paragraph
(A)(5)(iv)(C) of this section. Under paragraph
(d)(5)(iv)(B) of this section, the separate re-
turn limitation year rules apply as follows:
any taxable year of B beginning before 1987 is
treated as a separate return limitation year
with respect to all other members of the
group; and any taxable year of X or L begin-
ning before 1987 is treated as a separate re-
turn limitation year with respect to B, but
not with respect to each other.

Example 5. The facts are the same as Exam-
ple 4 except that, on January 1, 1984, B
formed L, a life insurance company. Under
paragraph (d)(56)(ix) of this section and sec-
tion 1504(c), the first year 1., is eligible to
join in B’s life-nonlife election is 1989.

Example 6. The facts are the same as in Ex-
ample 4 except that B and the X group elect
under paragraph (d)(5)(v) of this section to
file as a new group. The X group will be con-
sidered to have terminated under §1.1502-
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75(d)(1) on December 31, 1986. X and L are
each separately subject to the separate re-
turn limitation year rules of §1.1502-1(f). The
first year L and L, are eligible to join the
new group in a life-nonlife election is 1992
(five years after the new group is formed).
See section 1504(c)(2) and paragraphs
(d)(5)(vii)(C) and (ix) of this section.

The provisions contained in this
Treasury decision are needed to imme-
diately amend the consolidated return
regulations in response to changes
made by section 1012 of the Tax Reform
Act of 1986. It is therefore found im-
practicable and contrary to the public
interest to issue this Treasury decision
with notice and public procedure under
section 553(b) of title 5 of the United
States Code or subject to the effective
date limitations of section 553(d) of
title 5, United States Code.

(e) Failure to include subsidiary. If a
consolidated return is required for the
taxable year under the provisions of
paragraph (a)(2) of this section, the tax
liability of all members of the group
for such year shall be computed on a
consolidated basis even though:

(1) Separate returns are filed by one
or more members of the group, or

(2) There has been a failure to include

in the consolidated return the income
of any member of the group.
If subparagraph (1) of this paragraph
applies, the amounts assessed or paid
upon the basis of separate returns shall
be considered as having been assessed
or paid upon the basis of a consolidated
return.

(f) Inclusion of one or more corporations
not members of the group—(1) Method of
determining tax liability. If a consoli-
dated return includes the income of a
corporation which was not a member of
the group at any time during the con-
solidated return year, the tax liability
of such corporation will be determined
upon the basis of a separate return (or
a consolidated return of another group,
if paragraph (a)(2) or (b)(3) of this sec-
tion applies), and the consolidated re-
turn will be considered as including
only the income of the corporations
which were members of the group dur-
ing that taxable year. If a consolidated
return includes the income of two or
more corporations which were not
members of the group but which con-
stitute another group, the tax liability
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of such corporations will be computed
in the same manner as if separate re-
turns had been made by such corpora-
tions unless the Commissioner upon
application approves the making of a
consolidated return for the other group
or unless under paragraph (a)(2) of this
section a consolidated return is re-
quired for the other group.

(2) Allocation of tax liability. In any
case in which amounts have been as-
sessed and paid upon the basis of a con-
solidated return and the tax liability of
one or more of the corporations in-
cluded in the consolidated return is to
be computed in the manner described
in subparagraph (1) of this paragraph,
the amounts so paid shall be allocated
between the group composed of the cor-
porations properly included in the con-
solidated return and each of the cor-
porations the tax liability of which is
to be computed on a separate basis (or
on the basis of a consolidated return of
another group) in such manner as the
corporations which were included in
the consolidated return may, subject to
the approval of the Commissioner,
agree upon or in the absence of an
agreement upon the method used in al-
locating the tax liability of the mem-
bers of the group under the provisions
of section 1552(a).

(g) Computing periods of limitation—(1)
Income incorrectly included in consoli-
dated return. If:

(i) A consolidated return is filed by a
group for the taxable year, and

(ii) The tax liability of a corporation
whose income is included in such re-
turn must be computed on the basis of
a separate return (or on the basis of a
consolidated return with another
group), then for the purpose of com-
puting any period of limitation with
respect to such separate return (or
such other consolidated return), the fil-
ing of such consolidated return by the
group shall be considered as the mak-
ing of a return by such corporation.

(2) Income incorrectly included in sepa-
rate returns. If a consolidated return is
required for the taxable year under the
provisions of paragraph (a)(2) of this
section, the filing of separate returns
by the members of the group for such
year shall not be considered as the
making of a return for the purpose of
computing any period of limitation
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with respect to such consolidated re-
turn unless there is attached to each
such separate return a statement set-
ting forth:

(i) The most recent taxable year of
the member for which its income was
included in a consolidated return, and

(ii) The reasons for the group’s belief
that a consolidated return is not re-
quired for the taxable year.

(h) Method of filing return and forms—
(1) Consolidated return made by common
parent corporation. The consolidated re-
turn shall be made on Form 1120 for the
group by the common parent corpora-
tion. The consolidated return, with
Form 851 (affiliations schedule) at-
tached, shall be filed with the district
director with whom the common par-
ent would have filed a separate return.

(2) Filing of Form 1122 for first year. If,
under the provisions of paragraph (a)(1)
of this section, a group wishes to file a
consolidated return for a taxable year,
then a Form 1122 (‘‘Authorization and
Consent of Subsidiary Corporation To
Be Included in a Consolidated Income
Tax Return’) must be executed by each
subsidiary. For taxable years beginning
before January 1, 2003, the executed
Forms 1122 must be attached to the
consolidated return for the taxable
year. For taxable years beginning after
December 31, 2002, the group must at-
tach either executed Forms 1122 or un-
signed copies of the completed Forms
1122 to the consolidated return. If the
group submits unsigned Forms 1122
with its return, it must retain the
signed originals in its records in the
manner required by §1.6001-1(e). Form
1122 is not required for a taxable year if
a consolidated return was filed (or was
required to be filed) by the group for
the immediately preceding taxable
year.

(3) Persons qualified to execute returns
and forms. Bach return or form required
to be made or prepared by a corpora-
tion must be executed by the person
authorized under section 6062 to exe-
cute returns of separate corporations.

(i) [Reserved]

(j) Statements and schedules for subsidi-
aries. The statement of gross income
and deductions and the schedules re-
quired by the instructions on the re-
turn shall be prepared and filed in co-
lumnar form so that the details of the
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items of gross income, deductions, and
credits for each member may be read-
ily audited. Such statements and
schedules shall include in columnar
form a reconciliation of surplus for
each corporation, and a reconciliation
of consolidated surplus. Consolidated
balance sheets as of the beginning and
close of the taxable year of the group,
taken from the books of the members,
shall accompany the consolidated re-
turn and shall be prepared in a form
similar to that required for reconcili-
ation of surplus.

(k) Cross-reference. See §1.338(h)(10)-
1(d)(7) for special rules regarding filing
consolidated returns when a section
338(h)(10) election is made for a target
acquired from a selling consolidated
group.

(1) Effective/applicability dates. Para-
graph (d)(1) of this section applies to
taxable years for which the due date of
the original return (without regard to
extensions) is on or after September 17,
2008.

[T.D. 6894, 31 FR 11794, Sept. 8, 1966]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.1502-75, see the List of
CFR Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

§1.1502-76 Taxable year of members of
group.

(a) Taxable year of members of group.
The consolidated return of a group
must be filed on the basis of the com-
mon parent’s taxable year, and each
subsidiary must adopt the common
parent’s annual accounting period for
the first consolidated return year for
which the subsidiary’s income is in-
cludible in the consolidated return. If
any member is on a 52-53-week taxable
year, the rule of the preceding sentence
shall, with the advance consent of the
Commissioner, be deemed satisfied if
the taxable years of all members of the
group end within the same 7-day pe-
riod. Any request for such consent
shall be filed with the Commissioner of
Internal Revenue, Washington, DC
20224, not later than the 30th day before
the due date (not including extensions
of time) for the filing of the comnsoli-
dated return.

(b) Items included in the consolidated
return—(1) General rules—(i) In general.
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A consolidated return must include the
common parent’s items of income,
gain, deduction, loss, and credit for the
entire consolidated return year, and
each subsidiary’s items for the portion
of the year for which it is a member. If
the consolidated return includes the
items of a corporation for only a por-
tion of its tax year determined without
taking this section into account, items
for the portion of the year not included
in the consolidated return must be in-
cluded in a separate return (including
the consolidated return of another
group). The rules of this paragraph (b)
must be applied to prevent the duplica-
tion or elimination of the corporation’s
items.

(ii) The day a corporation becomes or
ceases to be a member—(A) End of the day
rule. (1) In general. If a corporation (S),
other than one described in paragraph
(b)(Q)(E1)(A)(2) of this section, becomes
or ceases to be a member during a con-
solidated return year, it becomes or
ceases to be a member at the end of the
day on which its status as a member
changes, and its tax year ends for all
Federal income tax purposes at the end
of that day. Appropriate adjustments
must be made if another provision of
the Internal Revenue Code or the regu-
lations thereunder contemplates the
event occurring before or after S’s
change in status. For example, S’s
items restored under §1.1502-13 imme-
diately before it becomes a nonmember
are taken into account in determining
the basis of S’s stock under §1.1502-32.
On the other hand, if a section 338(g)
election is made in connection with S
becoming a member, the deemed asset
sale under that section takes place be-
fore S becomes a member. See §1.338-
10(a)(5) (deemed sale excluded from
purchasing corporation’s consolidated
return.)

(2) Special rule for former S corpora-
tions. If S becomes a member in a
transaction other than in a qualified
stock purchase for which an election
under section 338(g) is made, and imme-
diately before becoming a member an
election under section 1362(a) was in ef-
fect, then S will become a member at
the beginning of the day the termi-
nation of its S corporation election is
effective. S’s tax year ends for all Fed-
eral income tax purposes at the end of
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the preceding day. This paragraph
(b)(1)(H1)(A)(2) applies to transactions
occurring after November 10, 1999.

(B) Next day rule. If, on the day of S’s
change in status as a member, a trans-
action occurs that is properly allocable
to the portion of S’s day after the
event resulting in the change, S and all
persons related to S under section
267(b) immediately after the event
must treat the transaction for all Fed-
eral income tax purposes as occurring
at the beginning of the following day.
A determination as to whether a trans-
action is properly allocable to the por-
tion of S’s day after the event will be
respected if it is reasonable and con-
sistently applied by all affected per-
sons. In determining whether an allo-
cation is reasonable, the following fac-
tors are among those to be consid-
ered—

(I) Whether income, gain, deduction,
loss, and credit are allocated inconsist-
ently (e.g., to maximize a seller’s stock
basis adjustments under §1.1502-32);

(2) If the item is from a transaction
with respect to S stock, whether it re-
flects ownership of the stock before or
after the event (e.g., if a member trans-
fers encumbered land to nonmember S
in exchange for additional S stock in a
transaction to which section 351 ap-
plies and the exchange results in S be-
coming a member of the consolidated
group, the applicability of section
357(c) to the exchange must be deter-
mined under §1.1502-80(d) by treating
the exchange as occurring after the
event; on the other hand, if S is a mem-
ber but has a minority shareholder and
becomes a nonmember as a result of its
redemption of stock with appreciated
property, S’s gain under section 311 is
treated as from a transaction occurring
before the event);

(3) Whether the allocation is incon-
sistent with other requirements under
the Internal Revenue Code and regula-
tions promulgated thereunder (e.g., if a
section 338(g) election is made in con-
nection with a group’s acquisition of S,
the deemed asset sale must take place
before S becomes a member and S’s
gain or loss with respect to its assets
must be taken into account by S as a
nonmember (but see §1.338-1(d)), or if S
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realizes discharge of indebtedness in-
come that is excluded from gross in-
come under section 108(a) on the day it
becomes a nonmember, the discharge
of indebtedness income must be treated
as realized by S as a member (see
§1.1502-28(b)(11))); and

(4) Whether other facts exist, such as
a prearranged transaction or multiple
changes in S’s status, indicating that
the transaction is not properly allo-
cable to the portion of S’s day after the
event resulting in S’s change.

(C) Swuccessor corporations. For pur-
poses of this paragraph (b)(1)(ii), any
reference to a corporation includes a
reference to a successor or predecessor
as the context may require. A corpora-
tion is a successor if the basis of its as-
sets is determined, directly or indi-
rectly, in whole or in part, by reference
to the basis of the assets of another
corporation (the predecessor). For ex-
ample, if a member forms S, S is treat-
ed as a member from the beginning of
its existence.

(iii) Group structure changes. If the
common parent ceases to be the com-
mon parent but the group remains in
existence, adjustments must be made
in accordance with the principles of
§1.1502-75(d)(2) and (3).

(2) Determination of items included in
separate and consolidated returns—(d) In
general. The returns for the years that
end and begin with S becoming (or
ceasing to be) a member are separate
tax years for all Federal income tax
purposes. The returns are subject to
the rules of the Internal Revenue Code
applicable to short periods, as if S
ceased to exist on becoming a member
(or first existed on becoming a non-
member). For example, cost recovery
deductions under section 168 must be
allocated for short periods. On the
other hand, annualization under sec-
tion 443 is not required of S solely be-
cause it has a short year as a result of
becoming a member. (Similarly, sec-
tion 443 applies with respect to a con-
solidated return only to the extent
that the group’s return is for a short
period and section 443 applies without
taking this paragraph (b) into ac-
count.)

(ii) Ratable allocation of a year’s
items—(A) Application. Although the pe-
riods ending and beginning with S’s
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change in status are different tax
years, items (other than extraordinary
items) may be ratably allocated be-
tween the periods if—

(I) S is not required to change its an-
nual accounting period or its method of
accounting as a result of its change in
status (e.g., because its stock is sold
between consolidated groups that have
the same annual accounting periods);
and

(2) An irrevocable ratable allocation
election is made under paragraph
(b)(2)(i1)(D) of this section.

(B) General rule—(1) Allocation within
original year. Under a ratable allocation
election, paragraph (b)(2) of this sec-
tion applies by allocating to each day
of S’s original year (S’s tax year deter-
mined without taking this section into
account) an equal portion of S’s items
taken into account in the original
year, except that extraordinary items
must be allocated to the day that they
are taken into account. All persons af-
fected by the election must take into
account S’s extraordinary items and
the ratable allocation of S’s remaining
items in a manner consistent with the
election.

(2) Items to be allocated. Under ratable
allocation, the items to be allocated
and their timing, location, character,
and source are generally determined by
treating the original year as a single
tax year, and the items are not subject
to the rules of the Internal Revenue
Code applicable to short periods (unless
the original year is a short period).
However, the years ending and begin-
ning with S’s change in status are
treated as different tax years (and as
short periods) with respect to any item
carried to or from these years (e.g., a
net operating loss carried under sec-
tion 172) and with respect to the appli-
cation of section 481.

(3) Multiple applications. If this para-
graph (b) applies more than once with
respect to an original year, adjust-
ments must be made in accordance
with the principles of this paragraph
(b). For example, if S becomes a mem-
ber of two different consolidated
groups during the same original year
and ratable allocation is elected with
respect to both groups, ratable alloca-
tion is generally determined for both
groups by treating the original year as

828



Internal Revenue Service, Treasury

a single tax year; however, if ratable
allocation is elected only with respect
to the first group, the ratable alloca-
tion is determined by treating the
original year as a short period that
does not include the period that S is a
member of the second group. Ratable
allocation is not a method of account-
ing, and ratable allocation with respect
to one application of this paragraph (b)
to S does not require ratable allocation
to be subsequently applied with respect
to S.

(C) Extraordinary items. An extraor-
dinary item is—

(I) Any item from the disposition or
abandonment of a capital asset as de-
fined in section 1221 (determined with-
out the application of any other rules
of law);

(2) Any item from the disposition or
abandonment of property used in a
trade or business as defined in section
1231(b) (determined without the appli-
cation of any holding period require-
ment);

(3) Any item from the disposition or
abandonment of an asset described in
section 1221(1), (3), (4), or (5), if substan-
tially all the assets in the same cat-
egory from the same trade or business
are disposed of or abandoned in one
transaction (or series of related trans-
actions);

(4) Any item from assets disposed of
in an applicable asset acquisition under
section 1060(c);

(5) Any item carried to or from any
portion of the original year (e.g., a net
operating loss carried under section
172), and any section 481(a) adjustment;

(6) The effects of any change in ac-
counting method initiated by the filing
of the appropriate form after S’s
change in status;

(7) Any item from the discharge or
retirement of indebtedness (e.g., can-
cellation of indebtedness income or a
deduction for retirement at a pre-
mium);

(8) Any item from the settlement of a
tort or similar third-party liability;

(9) Any compensation-related deduc-
tion in connection with S’s change in
status (including, for example, deduc-
tions from bonus, severance, and op-
tion cancellation payments made in
connection with S’s change in status);

§1.1502-76

(10) Any dividend income from a non-
member that S controls within the
meaning of section 304 at the time the
dividend is taken into account;

(11) Any deemed income inclusion
from a foreign corporation, or any de-
ferred tax amount on an excess dis-
tribution from a passive foreign invest-
ment company under section 1291;

(I12) Any interest expense allocable
under section 172(h) to a corporate eq-
uity reduction transaction causing this
paragraph (b) to apply;

(13) Any credit, to the extent it arises
from activities or items that are not
ratably allocated (e.g., the rehabilita-
tion credit under section 47, which is
based on placement in service); and

(I14) Any item which, in the opinion of
the Commissioner, would, if ratably al-
located, result in a substantial distor-
tion of income in any consolidated re-
turn or separate return in which the
item is included.

(D) Election—(1) Statement. The elec-
tion to ratably allocate items under
this paragraph (b)(2)(ii) must be made
in a separate statement entitled,
“THIS IS AN ELECTION UNDER
§1.1502-76(b)(2)(ii) TO RATABLY AL-
LOCATE THE YEAR’S ITEMS OF [IN-
SERT NAME AND EMPLOYER IDEN-
TIFICATION NUMBER OF THE MEM-
BER].” The election must be filed by
including a statement on or with the
returns including the items for the
years ending and beginning with S’s
change in status. If two or more mem-
bers of the same consolidated group, as
a consequence of the same plan or ar-
rangement, cease to be members of
that group and remain affiliated as
members of another consolidated
group, an election under this paragraph
()(2)(A1)(D)(1) may be made only if it is
made by each such member. Each
statement must also indicate that an
agreement, as described in paragraph
(b)(2)(i1)(D)(2) of this section, has been
entered into. Each party signing the
agreement must retain either the origi-
nal or a copy of the agreement as part
of its records. See §1.6001-1(e).

(2) Agreement. For each election
under this paragraph (b)(2)(ii), the
member and the common parent of
each affected group must sign and date
an agreement. The agreement must—
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(1) Identify the extraordinary items,
their amounts, and the separate or con-
solidated returns in which they are in-
cluded;

(i) Identify the aggregate amount to
be ratably allocated, and the portion of
the amount included in the separate
and consolidated returns; and

(7i7) Include the name and employer
identification number of the common
parent (if any) of each group that must
take the items into account.

(iii) Ratable allocation of a month’s
items. If ratable allocation under para-
graph (b)(2)(ii) of this section is not
elected (e.g., because S is required to
change its annual accounting period),
this paragraph (b)(2)(iii) may be ap-
plied to ratably allocate only S’s items
taken into account in the month of its
change in status, but only if the alloca-
tion is consistently applied by all af-
fected persons. The ratable allocation
is made by applying the principles of
paragraph (b)(2)(ii) of this section
under any reasonable method. For ex-
ample, S may close its books both at
the end of the preceding month and at
the end of the month of the change,
and allocate only its items (other than
extraordinary items) from the month
of the change. See paragraph
(b)(1)(1)(B) of this section for factors
to be considered in determining wheth-
er the method is reasonable.

(iv) Taxes. To the extent properly
taken into account during the mem-
ber’s tax year (determined without the
application of this paragraph (b)), Fed-
eral, state, local, and foreign taxes are
allocated under paragraph (b)(2) of this
section on the basis of the items or ac-
tivities to which the taxes relate.
Thus, income tax is allocated based on
the inclusion of the income (deter-
mined under the principles of this para-
graph (b)) to which the tax relates. For
example, if a calendar-year domestic
corporation has $100 of foreign source
dividend income (determined in accord-
ance with United States tax account-
ing principles but without taking this
paragraph (b) into account) that is pas-
sive income for purposes of section 904,
and $60 of the income is allocated
under this paragraph (b) to the period
of the calendar year after it becomes a
member of a consolidated group, then
60% of the corporation’s deemed paid
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foreign tax credit associated with its
dividend income for the calendar year
is taken into account in computing the
group’s passive basket consolidated
foreign tax credit. Similarly, property
taxes relate to the ownership of prop-
erty and are allocated over the period
that the property is owned. This para-
graph (b)(2)(iv) applies without regard
to any determination or allocation by
another taxing jurisdiction.

(v) Acquisition of S corporation. If a
corporation is acquired in a trans-
action to which paragraph
(b)()(EI)(A)2) of this section applies,
then paragraphs (b)(2)(ii) and (iii) of
this section do not apply and items of
income, gain, loss, deduction, and cred-
it are assigned to each short taxable
year on the basis of the corporation’s
normal method of accounting as deter-
mined under section 446. This para-
graph (b)(2)(v) applies to transactions
occurring after November 10, 1999.

(vi) Passthrough entities—(A) In gen-
eral. If S is a partner in a partnership
or an owner of a similar interest with
respect to which items of the entity
are taken into account by S, S is treat-
ed, solely for purposes of determining
the year to which the entity’s items
are allocated under paragraph (b)(2) of
this section, as selling or exchanging
its entire interest in the entity imme-
diately before S’s change in status.

(B) Treatment as a conduit. For pur-
poses of this paragraph (b)(2), if a mem-
ber (together with other members)
would be treated under section 318(a)(2)
as owning an aggregate of at least 50%
of any stock owned by the passthrough
entity, the method that is used to de-
termine the inclusion of the entity’s
items in the consolidated or separate
return must be the same method that
is used to determine the inclusion of
the member’s items in the consolidated
or separate return.

(C) Exception for certain foreign enti-
ties. This paragraph (b)(2)(v) does not
apply to any foreign corporation gener-
ating the deemed inclusion of income,
or to any passive foreign investment
company generating a deferred tax
amount on an excess distribution under
section 1291.

(3) Anti-avoidance rule. If any person
acts with a principal purpose contrary
to the purposes of this paragraph (b),
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to substantially reduce the Federal in-
come tax liability of any person, ad-
justments must be made as necessary
to carry out the purposes of this sec-
tion.

(4) Determination of due date for sepa-
rate return. Paragraph (c) of this sec-
tion contains rules for the filing of the
separate return referred to in this
paragraph (b). In applying paragraph
(c) of this section, the due date for the
filing of S’s separate return shall also
be determined without regard to the
ending of the tax year under paragraph
(b)(1)(ii) of this section or the deemed
cessation of its existence under para-
graph (b)(2)(i) of this section.

(6) Examples. For purposes of the ex-
amples in this paragraph (b), unless
otherwise stated, P and X are common
parents of calendar-year consolidated
groups, P owns all of the only class of
T’s stock, T owns no stock of lower-
tier members, all persons use the ac-
crual method of accounting, the facts
set forth the only corporate activity,
all transactions are between unrelated
persons, tax liabilities are disregarded,
and any election required under para-
graph (b)(2) of this section is properly
made. The principles of this paragraph
(b) are illustrated by the following ex-
amples.

Example 1. Items allocated between consoli-
dated and separate returns. (a) Facts. P and S
are the only members of the P group. P sells
all of S’s stock to individual A on June 30,
and therefore S becomes a nonmember on
July 1 of Year 2.

(b) Analysis. Under paragraph (b)(1) of this
section, the P group’s consolidated return
for Year 2 includes P’s income for the entire
tax year and S’s income for the period from
January 1 to June 30, and S must file a sepa-
rate return for the period from July 1 to De-
cember 31.

(c) Acquisition of another subsidiary before
end of tax year. The facts are the same as in
paragraph (a) of this Example 1, except that
on July 31 P acquires all the stock of T
(which filed a separate return for its year
ending on November 30 of Year 1) and T
therefore becomes a member on August 1 of
Year 2. Under §1.1502-75(d) and paragraph
(b)(1) of this section, the P group’s consoli-
dated return for Year 2 includes P’s income
for the entire year, S’s income from January
1 to June 30, and T’s income from August 1
to December 31. S must file a separate return
that includes its income from July 1 to De-
cember 31, and T must file a separate return
that includes its income from December 1 of
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Year 1 to July 31 of Year 2. (If P had acquired
T after December 31, the P group that in-
cluded S is a different group from the P
group that includes T, and, for example, the
P group that includes T must make a sepa-
rate election under section 1501 and §1.1502-
75 if consolidated returns are to be filed.)

Example 2. Group structure change. (a) Facts.
P owns all of the stock of S and T. Shortly
after the beginning of Year 1, P merges into
T in a reorganization described in section
368(a)(1)(A) (and in section 368(a)(1)(D)), and
P’s shareholders receive T’s stock in ex-
change for all of P’s stock. The P group is
treated under §1.1502-75(d)(2)(ii) as remaining
in existence with T as its common parent.

(b) Analysis. Under paragraph (b)(1) of this
section, the P group’s return must include
the common parent’s items for the entire
consolidated return year and, if the common
parent ceases to be the common parent but
the group remains in existence, appropriate
adjustments must be made. Consequently,
although P did not exist for all of Year 1, P’s
items for the portion of Year 1 ending with
the merger are treated as the items of the
common parent that must be included in the
P group’s return for Year 1.

(c) Reverse acquisition. Assume instead that
X acquires all of P’s assets in exchange for
more than 50% of X’s stock in a reorganiza-
tion described in section 368(a)(1)(D). The re-
organization constitutes a reverse acquisi-
tion under §1.1502-75(d)(3), with the X group
terminating and the P group surviving with
X as its common parent. Consequently, P’s
items for the portion of Year 1 ending with
the acquisition are treated as the items of
the common parent that must be included in
the P group’s return for Year 1, and X’s
items are treated for purposes of paragraph
(b)(1) of this section as the items of a sub-
sidiary included in the P group’s return for
the portion of Year 1 for which X is a mem-
ber.

Example 3. Ratable allocation. (a) Facts. P
sells all of T's stock to X, and T becomes a
nonmember on July 1 of Year 1. T engages in
the production and sale of merchandise
throughout Year 1 and is required to use in-
ventories. The sale is treated as causing T's
tax year to end on June 30, and the periods
beginning and ending with the sale are treat-
ed as two tax years for Federal income tax
purposes.

(b) Analysis. If ratable allocation under
paragraph (b)(2)(ii) of this section is not
elected, T must perform an inventory valu-
ation as of the acquisition and also as of the
end of Year 1. If ratable allocation is elected,
T must perform an inventory valuation only
as of the close of Year 1, and T’s income from
inventory is ratably allocated, along with
T’s other items that are not extraordinary
items, between the P and X consolidated re-
turns.
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(c) Merger into nonmember. Assume instead
that T merges into a wholly owned sub-
sidiary of X in a reorganization described in
section 368(a)(2)(D), and P receives 10% of X’s
stock in exchange for all of T’s stock. Under
paragraph (b)(2)(ii)(B) of this section, be-
cause T’s tax year ends on June 30 under sec-
tion 381(b)(1), T'’s original year determined
without taking paragraph (b) of this section
into account also ends on June 30. Con-
sequently, a ratable allocation under para-
graph (b)(2)(ii) of this section is the same as
an allocation based on closing the books.

Example 4. Net operating loss. P sells all of
T’s stock to X, T becomes a nonmember on
June 30 of Year 1, and ratable allocation
under paragraph (b)(2)(ii) of this section is
elected. Under ratable allocation, the X
group has a $100 consolidated net operating
loss for Year 1, all of which is attributable to
T. However, because of extraordinary items,
T has $100 of income for the portion of Year
1 that T is a member of the P group. Under
paragraph (b)(2)(ii)(B)(2) of this section, T's
loss may be carried back from the X group to
the portion of Year 1 that T was a member of
the P group. See also section 172 and §1.1502—
21(b). Under paragraph (b)(2)(i1)(C)(5) of this
section, any item carried to or from any por-
tion of the original year is an extraordinary
item, and the loss therefore is not taken into
account again in determining the ratable al-
location under paragraph (b)(2)(ii) of this
section.

Example 5. Employee benefit plans. (a) Facts.
P sells all of T’s stock to X, and T becomes
a nonmember on June 30 of Year 1. On March
15 of Year 2, T contributes $100 to its retire-
ment plan, which is a qualified plan under
section 401(a). T is not required to make
quarterly contributions to the plan for Year
1 under section 412(m). The contribution is
made on account of T’s taxable period begin-
ning on July 1 of Year 1, and is deemed in ac-
cordance with section 404(a)(6) to have been
made on the last day of T’s taxable period
beginning on July 1 of Year 1. Ratable allo-
cation under paragraph (b)(2)(ii) of this sec-
tion is not elected.

(b) Analysis. Under paragraph (b) of this
section, the sale is treated as causing T’s tax
year to end on June 30, and the period begin-
ning on July 1 is treated as a separate an-
nual accounting period for all Federal in-
come tax purposes. T’s income from January
1 to June 30 is included in the P group’s Year
1 return, and T’s income from July 1 to De-
cember 31 is included in the X group’s Year
1 return. Thus, the $100 contribution is de-
ductible by T for the period of Year 1 that it
is a member of the X group, subject to the
applicable limitations of section 404, if a con-
tribution on the last day of that period
would otherwise be deductible.

(c) The facts are the same as in paragraph
(a) of this Erxample 5, except that, in accord-
ance with section 404(a)(6), $40 of the $100
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contribution is made on account of T’s tax-
able period beginning on January 1 of Year 1
and is deemed to be made on the last day of
T’s taxable period beginning on January 1 of
Year 1. The remaining $60 is made on ac-
count of T’s taxable period beginning on
July 1 of Year 1 and is deemed to be made on
the last day of T’s taxable period beginning
on July 1 of Year 1. As in paragraph (b) of
this Example 5, under paragraph (b) of this
section, the sale is treated as causing T’s tax
year to end on June 30, and the period begin-
ning on July 1 is treated as a separate an-
nual accounting period for all Federal in-
come tax purposes. The $40 portion of the
contribution is deductible by T for the period
of Year 1 that it is a member of the P group,
subject to the applicable limitations of sec-
tion 404 and provided that a $40 contribution
on the last day of that period would other-
wise be deductible for that period, and the
$60 portion is deductible by T for the period
of Year 1 that it is a member of the X group,
subject to the same conditions.

(d) Ratable allocation. The facts are the
same as in paragraph (a) of this Example 5,
except that P, T, and X elect ratable alloca-
tion under paragraph (b)(2)(ii) of this section
and T’s deduction for the retirement plan
contribution is not an extraordinary item.
T’s deduction may be ratably allocated, sub-
ject to the applicable limitations of section
404, and is allowable only if a contribution
on the last day of Year 1 otherwise would be
deductible for any period in the year. (The
results would be the same if S were an unaf-
filiated corporation when acquired by X, and
the due date of its last separate return (in-
cluding extensions) were before the pension
contribution was made on March 15 of Year
2.)

Example 6. Allocation of partnership items.
(a) Facts. P sells all of T’s stock to X, and T
becomes a nonmember on June 30 of Year 1.
T has a 10% interest in the capital and prof-
its of a calendar-year partnership.

(b) Analysis. Under paragraph (b)(2)(vi)(A)
of this section, T is treated, solely for pur-
poses of determining T’s tax year in which
the partnership’s items are included, as sell-
ing or exchanging its entire interest in the
partnership as of P’s sale of T’s stock. Thus,
the deemed disposition is not taken into ac-
count under section 708, it does not result in
gain or loss being recognized by T, and T's
holding period is unaffected. However, under
section 706(a), in determining T’s income, T
is required to include its distributive share
of partnership items for the partnership’s
year ending within or with T’s tax year.
Under section 706(c)(2), the partnership’s tax
year is treated as closing with respect to T
for this purpose as of P’s sale of T’s stock.
The allocation of T’s distributive share of
partnership items must be made under
§1.706-1(c)(2)(ii).
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(c) Controlled partnership. The facts are the
same as in paragraph (a) of this Erample 6,
except that T has a 75% interest in the cap-
ital and profits of the partnership. Under
paragraph (b)(2)(vi)(B) of this section, T’s
distributive share of the partnership items is
treated as T’s items for purposes of para-
graph (b)(2) of this section. Thus, if ratable
allocation under paragraph (b)(2)(ii) of this
section is not elected, T’s distributive share
of the partnership’s items must be deter-
mined under §1.706-1(c)(2)(ii) by an interim
closing of the partnership’s books. Similarly,
if ratable allocation is elected for T’s items
that are not extraordinary items, T’s dis-
tributive share of the partnership’s non-
extraordinary items must also be ratably al-
located under §1.706-1(c)(2)(ii).

Example 7. Acquisition of S corporation. (a)
Facts. Z is a small business corporation for
which an election under section 1362(a) was
in effect at all times since Year 1. At all
times, Z had only 100 shares of stock out-
standing, all of which were owned by indi-
vidual A. On July 1 of Year 3, P acquired all
of the Z stock. P does not make an election
under section 338(g) with respect to its pur-
chase of the Z stock.

(b) Analysis. As a result of P’s acquisition
of the Z stock, Z’s election under section
1362(a) terminates. See sections 1361(b)(1)(B)
and 1362(d)(2). Z is required to join in the fil-
ing of the P consolidated return. See §1.1502—
75. Z’s tax year ends for all Federal income
tax purposes on June 30 of Year 3. If no ex-
tension of time is sought, Z must file a sepa-
rate return for the period from January 1
through June 30 of Year 3 on or before March
15 of Year 4. See paragraph (b)(4) of this sec-
tion. Z will become a member of the P con-
solidated group as of July 1 of Year 3. See
paragraph (b)(1)(ii)(A)(2) of this section. P
group’s Year 3 consolidated return will in-
clude Z’s items from July 1 to December 31
of Year 3.

(6) Effective date—(i) General rule. Ex-
cept as provided in paragraphs (b)(1)(ii)
(A)(2) and (b)(2)(v) of this section, this
paragraph (b) applies to corporations
becoming or ceasing to be members of
consolidated groups on or after Janu-
ary 1, 1995.

(ii) Prior law. For prior transactions,
see prior regulations under section 1502
as in effect with respect to the trans-
action. See, e.g., §1.1502-76(b) and (d) as
contained in the 26 CFR part 1 edition
revised as of April 1, 1994. However,
§1.1502-76(b)(56) and (6) as contained in
the 26 CFR part 1 edition revised as of
April 1, 1994 do not apply with respect
to corporations becoming or ceasing to
be members of consolidated groups on
or after January 1, 1995. If both this
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paragraph (b) and prior law may apply
to determine the inclusion of any
amount in a return, appropriate adjust-
ments must be made to prevent the
omission or duplication of the amount.

(c) Time for making separate returns for
periods mot included in consolidated re-
turn—(1) Consolidated return filed by due
date for separate return. If the group has
filed a consolidated return on or before
the due date for the filing of a subsidi-
ary’s separate return (including exten-
sions of time and determined without
regard to any change of its taxable
year required under paragraph (a) of
this section), then the separate return
for any portion of the subsidiary’s tax-
able year for which its income is not
included in the consolidated return of
the group must be filed no later than
the due date of such consolidated re-
turn (including extensions of time).

(2) Consolidated return not filed by due
date for separate return. If the group has
not filed a consolidated return on or
before the due date for the filing of a
subsidiary corporation’s separate re-
turn (including extensions of time and
determined without regard to any
change of its taxable year required
under paragraph (a) of this section),
then on or before such due date such
subsidiary shall file a separate return
either for the portion of its taxable
year for which its income would not be
included in a consolidated return if
such a return were filed, or for its com-
plete taxable year. However, if a sepa-
rate return is filed for such portion of
its taxable year and the group subse-
quently does not file a consolidated re-
turn, such subsidiary corporation shall
file a substituted return for its com-
plete taxable year not later than the
due date (including extensions of time)
prescribed for the filing of the common
parent’s return. On the other hand, if
the return is filed for the subsidiary’s
complete taxable year and the group
later files a consolidated return, such
subsidiary must file an amended return
not later than the due date (including
extensions of time) for the filing of the
consolidated return of the group. Such
amended return shall be for that por-
tion of such subsidiary’s taxable year
which is not included in the consoli-
dated return. If, under this subpara-
graph, a substituted return must be
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filed, then the return previously filed
shall not be considered a return within
the meaning of section 6011. If, under
this subparagraph, a substituted or
amended return must be filed, then, for
purposes of sections 6513(a) and 6601(a),
the last date prescribed for payment of
tax shall be the due date (not including
extensions of time) for the filing of the
subsidiary’s separate return (deter-
mined without regard to this subpara-
graph and without regard to any
change of its taxable year required
under paragraph (a) of this section).

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

Example 1. Corporation P, which filed a sep-
arate return for the calendar year 1966, ac-
quires all of the stock of corporation S as of
the close of December 31, 1966. Corporation S
reports its income on the basis of a fiscal
yvear ending March 31. On June 15, 1967, the
due date for the filing of a separate return by
S (assuming no extensions of time), a con-
solidated return has not been filed for the
group (P and S). On such date S may either
file a return for the period April 1, 1966,
through December 31, 1966, or it may file a
return for the complete fiscal year ending
March 31, 1967. If S files a return for the
short period ending December 31, 1966, and if
the group elects not to file a consolidated re-
turn for the calendar year 1967, S, on or be-
fore March 15, 1968 (the due date of P’s re-
turn, assuming no extensions of time), must
file a substituted return for the complete fis-
cal year ending March 31, 1967, in lieu of the
return previously filed for the short period.
Interest is computed from June 15, 1967. If,
however, S files a return for the complete
fiscal year ending March 31, 1967, and the
group elects to file a consolidated return for
the calendar year 1967, then S must file an
amended return covering the period from
April 1, 1966, through December 31, 1966, in
lieu of the return previously filed for the
complete fiscal year. Interest is computed
from June 15, 1967.

Example 2. Assume the same facts as in ex-
ample (1) except that corporation P acquires
all of the stock of corporation S at the close
of September 30, 1967, and that P files a con-
solidated return for the group for 1967 on
March 15, 1968 (not having obtained any ex-
tensions of time). Since a consolidated re-
turn has been filed on or before the due date
(June 15, 1968) for the filing of the separate
return for the taxable year ending March 31,
1968, the return of S for the short taxable
year beginning April 1, 1967, and ending Sep-
tember 30, 1967, should be filed no later than
March 15, 1968.
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(d) Effective/applicability date—(1) Tax-
able years of members of group effective
date. (i) In general. Paragraph (a) of
this section applies to any original
consolidated Federal income tax return
due (without extensions) after July 20,
2007.

(ii) Prior law. For original consoli-
dated Federal income tax returns due
(without extensions) after April 25,
2006, and on or before July 20, 2007, see
§1.1502-76T as contained in 26 CFR part
1 in effect on April 1, 2007. For original
consolidated Federal income tax re-
turns due (without extensions) on or
before April 25, 2006, see §1.1502-76 as
contained in 26 CFR part 1 in effect on
April 1, 2006.

(2) Election to ratably allocate items ef-
fective date—(i) In general. Paragraph
(b)(2)(A1)(D) of this section applies to
any original consolidated Federal in-
come tax return due (without exten-
sions) after July 20, 2007.

(ii) Prior law. For original consoli-
dated Federal income tax returns due
(without extensions) after May 30, 2006,
and on or before July 20, 2007, see
§1.1502-76T as contained in 26 CFR part
1 in effect on April 1, 2007. For original
consolidated Federal income tax re-
turns due (without extensions) on or
before May 30, 2006, see §1.1502-76 as
contained in 26 CFR part 1 in effect on
April 1, 2006.

[T.D. 6894, 31 FR 11794, Sept. 8, 1966]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.1502-76, see the List of
CFR Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

§1.1502-77 Agent for the group.

(a) Agent for the group—(1) Sole agent.
Except as provided in paragraphs (e)
and (f)(2) of this section, one entity
(the agent) is the sole agent that is au-
thorized to act in its own name regard-
ing all matters relating to the federal
income tax liability for the consoli-
dated return year for each member of
the group and any successor or trans-
feree of a member (and any subsequent
successors and transferees thereof).
The identity of that agent is deter-
mined under the rules of paragraph (c)
of this section.
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(2) Agent for each consolidated return
year. Agency for the group is estab-
lished for each consolidated return
year and is not affected by the status
or membership of the group in later
yvears. Thus, subject to the rules of
paragraph (c) of this section, the agent
will generally remain agent for that
consolidated return year regardless of
whether one or more subsidiaries later
cease to be members of the group,
whether the group files a consolidated
return for any subsequent year, wheth-
er the agent ceases to be the agent or
a member of the group in any subse-
quent year, or whether the group con-
tinues pursuant to §1.1502-75(d) with a
new common parent in any subsequent
year.

(3) Communications under this section.
Any designation, notification, objec-
tion, request, or other communication
made to or by the Commissioner pursu-
ant to paragraphs (¢) and (f)(2) of this
section must be made in accordance
with procedures prescribed by the Com-
missioner in the Internal Revenue Bul-
letin (see §601.601(d)(2)(ii) of this chap-
ter), forms, instructions, or other ap-
propriate guidance.

(b) Definitions. The following defini-
tions apply for purposes of this section
only—

(1) Successor. A successor is an indi-
vidual or entity (including a dis-
regarded entity as defined in paragraph
(b)(3) of this section) that is primarily
liable, pursuant to applicable law (in-
cluding, for example, by operation of a
state or federal merger statute), for the
tax liability of a corporation that was
a member of the group but is no longer
in existence under applicable law. The
determination of tax liability is made
without regard to §1.1502-1(f)(4) or
§1.1502-6(a). (For inclusion of a suc-
cessor in references to a subsidiary or
member, see paragraph (b)(5)(iii) of this
section.)

(2) Entity. The term entity includes
any corporation, limited liability com-
pany, or partnership formed under any
state, federal, or foreign jurisdiction.
The term entity includes a disregarded
entity (as defined in paragraph (b)(3) of
this section). The term entity does not
include an entity that has terminated
even if it is in a winding up period
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under the law under which it is orga-
nized.

(3) Disregarded entity. The term dis-
regarded entity includes any of the fol-
lowing types of entities that are dis-
regarded as separate from their own-
ers—

(1) Qualified real estate investment
trust subsidiaries (within the meaning
of section 856(i)(2));

(ii) Qualified subchapter S subsidi-
aries (within the meaning of section
1361(b)(3)(B)); and

(iii) Eligible entities with a single
owner (within the meaning of §301.7701-
3 of this chapter).

(4) Default successor. A successor to
the agent is the default successor if it is
an entity (whether domestic or foreign)
that is the sole successor to the agent.
A partnership is treated as a sole suc-
cessor with primary liability notwith-
standing that one or more partners
may also be primarily liable by virtue
of being partners.

(6) Member or subsidiary. All ref-
erences to a member or subsidiary for a
consolidated return year include—

(i) Each corporation that was a mem-
ber of the group during any part of
such year (except that any reference to
a subsidiary does not include the com-
mon parent);

(ii) Bach corporation whose income
was included in the consolidated return
for such year, notwithstanding that the
tax liability of such corporation should
have been computed on the basis of a
separate return, or as a member of an-
other consolidated group, under the
provisions of §1.1502-75; and

(iii) Except as indicated otherwise, a
successor of any of the foregoing cor-
porations.

(6) Completed year. A completed year is
a consolidated return year that has
ended, or will end at the time of the
referenced event.

(7T) Current year. A current year is a
consolidated return year that is not a
completed year.

(c) Identity of the agent—(1) In general.
Except as otherwise provided in this
section, the agent for a current year is
the common parent and the agent for a
completed year is the common parent
at the close of the completed year or
its default successor, if any. Except as
specifically provided otherwise in this
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paragraph (c), any entity that is an
agent pursuant to paragraph (c)(3) of
this section (agent following group
structure change), paragraph (c)(5) of
this section (agent designated by agent
terminating without default suc-
cessor), paragraph (c)(6) of this section
(agent designated by Commissioner), or
paragraph (c)(7) of this section (agent
designated by resigning agent), or any
entity subsequently serving as agent
following such agent, acts as an agent
for and under the same terms and con-
ditions that apply to a common parent.
For example, such an agent would gen-
erally be able to designate an agent if
it terminates without a default suc-
cessor; however, an entity that became
agent pursuant to a designation by the
Commissioner under paragraphs
(©)(6)([1)(A)2), (3), or (4) of this section
is not permitted to designate an agent
if it terminates without a default suc-
cessor. Other special rules described in
this paragraph (c) apply.

(2) Purported agent. If any entity files
a consolidated return, or takes any
other action related to the tax liability
for the consolidated return year, pur-
porting to be the agent but is subse-
quently determined not to have been
the agent with respect to the claimed
group, that entity is treated, to the ex-
tent necessary to avoid prejudice to
the Commissioner, as if it were the
agent.

(3) New common parent after a group
structure change. If the group continues
in existence after a group structure
change (as described in §1.1502-33(f)(1)),
the former common parent is the agent
until the group structure change, and
the new common parent becomes the
agent after the group structure change.
Following the group structure change,
the new common parent is the agent
with respect to the entire current year
(including the period before the group
structure change) and the former com-
mon parent is no longer the agent for
that year. However, actions taken by
the former common parent as the
agent before the group structure
change are not nullified when the new
common parent becomes the agent
with respect to the entire consolidated
return year. Following the group struc-
ture change, the new common parent
continues as the agent for succeeding
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years subject to the rules of this sec-
tion.

(4) Notification by default successor—(i)
In general. Failure to provide notice to
the Commissioner pursuant to this
paragraph (c)(4)(i) does not invalidate
an entity’s status as the default suc-
cessor. However, until the Commis-
sioner receives notification in writing
that an entity is the default suc-
cessor—

(A) Any notice of deficiency or other
communication mailed to the prede-
cessor agent, even if no longer in exist-
ence, is considered as having been prop-
erly mailed to the agent; and

(B) The Commissioner is not required
to act on any communication (includ-
ing, for example, a claim for refund)
submitted on behalf of the group by
any person (including the default suc-
cessor) other than the predecessor
agent.

(i1) Conversions and continuances. For
purposes of the notice requirements
under paragraph (c)(4)(i) of this sec-
tion, any entity that results from the
agent’s conversion or continuance by
operation of state law and that quali-
fies as a default successor under para-
graph (b)(4) of this section is treated as
a default successor for purposes of the
notice provisions of paragraph (c)(4)(i)
of this section, even if applicable state
or local law may treat the converted or
continued entity as not ceasing to
exist.

(5) Designation by terminating agent—
(i) In general. Prior to the termination
of its existence without a default suc-
cessor, an agent may designate an enti-
ty described in paragraph (c)(5)(ii) of
this section to act as agent for any
completed year. This designation is ef-
fective upon the termination of the
designating agent’s existence. How-
ever, this paragraph (c)(6) does not
apply to, and no designation can be
made by, an agent that was designated
by the Commissioner under paragraphs
(©)(6)(1)(A)2), (3), or (4) of this section,
or any successor of such an agent; in
such a case, the terminating agent
should request that the Commissioner
designate an agent pursuant to para-
graph (¢)(6)(1)(B) of this section.

(ii) Permissible agents—(A) The termi-
nating agent may designate as agent a
member of the group during any part of
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the completed year, or an entity
(whether domestic or foreign) that is a
successor of such a member, including
an entity that will become a successor
at the time the agent’s existence ter-
minates.

(B) The terminating agent may not
designate as agent any entity that was
previously replaced as agent by the
Commissioner pursuant to paragraphs
(©)(6)(1)(A)2), (3), or (4) of this section,
or any successor of such an agent. How-
ever, the terminating agent may sub-
mit a request pursuant to paragraph
(©)(6)(1)(B) of this section that the
Commissioner designate such an entity
as agent.

(iii) Notification of designation. The
terminating agent must notify the
Commissioner in writing of its designa-
tion of an entity as agent pursuant to
paragraph (c)(5)(i) of this section and
provide a statement executed by the
designated entity acknowledging that
it will serve as the agent for each spec-
ified completed year for which it is des-
ignated as the agent. If the designated
entity was not itself a member of the
group during any specified year (be-
cause it is a successor of a member),
the notification must include a state-
ment acknowledging that the des-
ignated entity is or will be primarily
liable for the tax liability for the speci-
fied completed year as a successor of a
member.

(iv) Failure to designate an agent. If
the agent terminates without a default
successor, and no agent is designated
pursuant to this paragraph (c)(5)—

(A) Any notice of deficiency or other
communication mailed to the agent,
even if no longer in existence, is con-
sidered as having been properly mailed
to the agent; and

(B) The Commissioner is not required
to act on any communication (includ-
ing, for example, a claim for refund)
submitted on behalf of the group by
any person.

(6) Designation by the Commissioner—
(i) In general. The Commissioner has
the authority to designate an entity to
act as the agent under the cir-
cumstances prescribed in this para-
graph (c)(6)(i). The designated agent for
a completed year must be an entity de-
scribed in paragraph (c)(5)(ii)(A) of this
section when the designation becomes

§1.1502-77

effective. The designated agent for a
current year must be a member of the
group when the designation becomes
effective. If, pursuant to this paragraph
(c)(6), the Commissioner replaces the
common parent or another entity as
the agent, the common parent or other
entity, or any successor thereof, may
not later act as the agent unless so des-
ignated by the Commissioner.

(A) On Commissioner’s own accord.
With or without a request from any
member of the group, the Commis-
sioner may designate an entity to act
as the agent if—

(I) The agent’s existence terminates,
other than in a group structure change,
without there being a default successor
and without any designation made
under paragraph (c)(b)(i) of this sec-
tion;

(2) An agent previously designated by
the Commissioner is no longer a mem-
ber of the group in the current year
and does not have a default successor
that is a member of the group;

(3) The Commissioner believes that
the agent or its default successor exists
but such entity has either not timely
responded to the Commissioner’s no-
tices (sent to the last known address
on file for the entity or left at the
usual place of business for such entity)
or has failed to perform its obligations
as agent as prescribed by the Internal
Revenue Code (Code) or regulations
promulgated thereunder; or

(4) The agent is or becomes a foreign
entity as a result of any action or
transaction (including, for example, a
continuance into a foreign jurisdiction
or certain inversion transactions sub-
ject to section 7874 in which a foreign
parent is treated as a domestic cor-
poration).

(B) Written request from any member.
At the request of any member, in a cir-
cumstance not described in paragraph
(¢)(6)(1)(A) of this section, the Commis-
sioner may, but is not required to, re-
place an agent previously designated
under this paragraph (c)(6).

(i1) Notification by Commissioner. The
Commissioner will notify the des-
ignated entity in writing of the Com-
missioner’s designation of the entity as
agent pursuant to paragraph (c)(6)(i) of
this section, and the designation will
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be effective as prescribed by the Com-
missioner. The designated entity
should give notice of the designation
by the Commissioner pursuant to para-
graph (c)(6)(i) of this section to each
member of the group during any part of
the consolidated return year. However,
a failure by the designated entity to
notify any such member of the group
does not invalidate the designation by
the Commissioner.

(iii) Term and effect of designation. Un-
less otherwise provided by the Commis-
sioner in the designation, any agent
designated by the Commissioner pursu-
ant to paragraph (¢)(6)(i) of this section
(new agent) is the agent with respect
to the entire consolidated return year
for which it is designated and succes-
sive years, subject to the rules of this
section. An agent immediately pre-
ceding a new agent (former agent)
ceases to be the agent for a particular
consolidated return year once the new
agent has been designated for that
year, but the designation of the new
agent does not nullify actions taken on
behalf of the group by the former agent
while it was agent. If there is more
than one new agent designated by the
Commissioner for a consolidated return
year, the new agent that is designated
last in time by the Commissioner is the
agent with respect to the entire con-
solidated return year. A designation
pursuant to this paragraph (c)(6) is ef-
fective as prescribed by the Commis-
sioner in such designation or the Inter-
nal Revenue Bulletin (see
§601.601(d)(2)(ii) of this chapter), forms,
instructions, or other appropriate guid-
ance.

(iv) Request by member of the group
where agent previously designated by the
Commissioner is no longer a member. If an
agent at any time after it is designated
as agent by the Commissioner pursuant
to paragraph (c)(6)(i) of this section is
no longer a member of the group for
any current year, and its default suc-
cessor, if any, is not a member of the
group at that time, a member of the
group, including the agent that will
cease to be a member, should request,
in writing, that the Commissioner des-
ignate a member of the group to be the
new agent pursuant to paragraph
(c)(6)(1)(A)(2) of this section. Until such
a request is made—
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(A) Any notice of deficiency or other
communication mailed to the agent,
even if no longer a member, is consid-
ered as having been properly mailed to
the agent; and

(B) The Commissioner is not required
to act on any communication (includ-
ing, for example, a claim for refund)
submitted on behalf of the group by
any person.

(T) Agent resigns—(i) In general. The
agent may resign for a completed year
if—

(A) It provides written notice to the
Commissioner that it no longer intends
to be the agent for that completed
year;

(B) An entity described in paragraph
(c)(5)(ii)(A) of this section consents, in
writing, to be the agent with respect to
that completed year;

(C) Immediately after its resignation
takes effect, the resigning agent will
not be the agent for the current year;
and

(D) The Commissioner does not ob-
ject to the agent’s resignation.

(i1) Notification by agent that replaces
agent that resigns. If the Commissioner
does not object to the agent’s resigna-
tion, the agent that replaces the agent
that resigns should give written notice
that it is the new agent to each mem-
ber of the group for any part of the
completed year for which it is des-
ignated the agent.

(8) Transactions under the Code. Not-
withstanding section 338(a)(2), a target
corporation for which an election is
made under section 338 is not deemed
to terminate for purposes of this sec-
tion.

(d) Examples of matters subject to agen-
cy. With respect to any consolidated re-
turn year for which it is the agent—

(1) The agent makes any election (or
similar choice of a permissible option)
that is available to a subsidiary in the
computation of its separate taxable in-
come, and any change in an election
(or similar choice of a permissible op-
tion) previously made by or for a sub-
sidiary, including, for example, a re-
quest to change a subsidiary’s method
or period of accounting;

(2) All correspondence concerning the
income tax liability for the consoli-
dated return year is carried on directly
with the agent;
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(3) The agent files for all extensions
of time, including extensions of time
for payment of tax under section 6164,
and any extension so filed is considered
as having been filed by each member;

(4) The agent gives waivers, gives
bonds, and executes closing agree-
ments, offers in compromise, and all
other documents, and any waiver or
bond so given, or agreement, offer in
compromise, or any other document so
executed, is considered as having also
been given or executed by each mem-
ber;

(5) The agent files claims for refund,
and any refund is made directly to and
in the name of the agent and dis-
charges any liability of the Govern-
ment to any member with respect to
such refund;

(6) The agent takes any action on be-
half of a member of the group with re-
spect to a foreign corporation includ-
ing, for example, elections by, and
changes to the method of accounting
of, a controlled foreign corporation in
accordance with §1.964-1(c)(3);

(7) Notices of claim disallowance are
mailed only to the agent, and the mail-
ing to the agent is considered as a
mailing to each member;

(8) Notices of deficiencies are mailed
only to the agent (except as provided in
paragraph (f)(3) of this section), and
the mailing to the agent is considered
as a mailing to each member;

(9) Notices of final partnership ad-
ministrative adjustment under section
6223 with respect to any partnership in
which a member of the group is a part-
ner may be mailed to the agent, and, if
so, the mailing to the agent is consid-
ered as a mailing to each member that
is a partner entitled to receive such no-
tice (for other rules regarding partner-
ship proceedings, see paragraph
(£)(2)(iii) of this section);

(10) The agent files petitions and con-
ducts proceedings before the United
States Tax Court, and any such peti-
tion is considered as also having been
filed by each member;

(11) Any assessment of tax may be
made in the name of the agent, and an
assessment naming the agent is consid-
ered as an assessment with respect to
each member; and

(12) Notice and demand for payment
of taxes is given only to the agent, and
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such notice and demand is considered
as a notice and demand to each mem-
ber.

(e) Matters reserved to subsidiaries. Ex-
cept as provided in this paragraph (e)
and paragraph (f)(2) of this section, no
subsidiary (unless it is or becomes an
agent pursuant to paragraph (c) of this
section) has authority to act for or to
represent itself in any matter related
to the tax liability for the consolidated
return year. The following matters,
however, are reserved exclusively to
each subsidiary—

(1) The making of the consent re-
quired by §1.1502-75(a)(1);

(2) Any action with respect to the
subsidiary’s liability for a federal tax
other than the income tax imposed by
chapter 1 of the Code (including, for ex-
ample, employment taxes under chap-
ters 21 through 25 of the Code, and mis-
cellaneous excise taxes under chapters
31 through 47 of the Code); and

(3) The making of an election to be
treated as a Domestic International
Sales Corporation under §1.992-2.

(f) Dealings with members—(1) Identi-
fying members in notice of a lien. Not-
withstanding any other provisions of
this section, any notice of a lien, any
levy, or any other proceeding to collect
the amount of any assessment, after
the assessment has been made, must
name the entity from which such col-
lection is to be made.

(2) Direct dealing with a member—(i)
Several liability. The Commissioner
may, upon issuing to the agent written
notice that expressly invokes the au-
thority of this provision, deal directly
with any member of the group with re-
spect to its liability under §1.1502-6 for
the consolidated tax of the group, in
which event such member has sole au-
thority to act for itself with respect to
that liability. However, if the Commis-
sioner believes or has reason to believe
that the existence of the agent has ter-
minated without an agent being identi-
fied under this section, the Commis-
sioner may, if the Commissioner deems
it advisable, deal directly with any
member with respect to that member’s
liability under §1.1502-6 without
issuing notice to any other entity.

(ii) Information requests. The Commis-
sioner may, upon issuing to the agent
written notice, request information
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relevant to the consolidated tax liabil-
ity from any member of the group.
However, if the Commissioner believes
or has reason to believe that the exist-
ence of the agent has terminated with-
out an agent being identified under
this section, the Commissioner may re-
quest such information from any mem-
ber of the group without issuing notice
to any other entity.

(iii) Members as partners in partner-
ships subject to the provisions of the Code.
Except as otherwise provided in this
paragraph (f)(2)(iii), the general rule of
paragraph (a)(1) of this section applies
so that the agent is the agent for any
subsidiary member that for any part of
the consolidated return year is a part-
ner in a partnership subject to the pro-
visions of sections 6221 through 6234 of
the Code (as originally enacted by the
Tax Equity and Fiscal Responsibility
Act of 1982 and subsequently amended)
and the accompanying regulations
(TEFRA partnership). However—

(A) Any subsidiary or any dis-
regarded entity owned by a subsidiary
that is designated as tax matters part-
ner of a TEFRA partnership will act in
its own name and perform its respon-
sibilities under sections 6221 through
6234 and the accompanying regulations
without requiring any action by the
agent (but see paragraph (d)(9) of this
section regarding the mailing of a final
partnership administrative adjustment
to the agent); and

(B) The Commissioner may at any
time communicate directly with a sub-
sidiary or a disregarded entity owned
by a subsidiary that is a partner in a
TEFRA partnership, without having to
deal with each member separately pur-
suant to paragraph (f)(2)(i) of this sec-
tion, whenever the Commissioner de-
termines that such direct communica-
tion will facilitate the conduct of an
examination, appeal, or settlement
with respect to the partnership.

(3) Copy of notice of deficiency to entity
that has ceased to be a member of the
group. A subsidiary that ceases to be a
member of the group during or after a
consolidated return year may file a
written notice of that fact with the
Commissioner and request a copy of
any notice of deficiency with respect to
the tax for a consolidated return year
during which it was a member, or a
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copy of any notice and demand for pay-
ment of such deficiency, or both. Such
filing does not limit the scope of the
agency of the agent provided for in this
section. Any failure by the Commis-
sioner to comply with such request
does not limit the subsidiary’s tax li-
ability under §1.1502-6.

(g) Examples. Unless otherwise indi-
cated, all entities are domestic and
have a calendar year taxable year, and
each of P, S, S-1, S-2, S-3, T, U, V, W,
W-1, Y, Z, and Z-1 is a corporation. For
none of the consolidated return years
at issue does the Commissioner exer-
cise the authority under paragraph
(£)(2) of this section to deal with any
member separately. Any surviving en-
tity in a merger is either a successor as
described in paragraph (b)(1) of this
section, or a default successor as de-
scribed in paragraph (b)(4) of this sec-
tion, as the case may be. Except as oth-
erwise indicated, no agent will be re-
placed under paragraph (c)(6) of this
section or will resign under paragraph
(¢)(7) of this section, and all commu-
nications to and from the Commis-
sioner are made in accordance with
procedures prescribed by the Commis-
sioner.

Example 1. Disposition of all group members
where the agent remains the agent. (i) Facts. As
of January 1 of Year 1, P is the common par-
ent and agent for the P consolidated group,
consisting of P and its two subsidiaries, S
and S-1. P files consolidated returns for the
P group in Years 1 and 2. On December 31 of
Year 1, P sells all the stock of S-1 to X. On
December 31 of Year 2, P distributes all the
stock of S to P’s shareholders. P files a sepa-
rate return for Year 3.

(ii) Analysis. Although the consolidated
group terminates after Year 2 under §1.1502—
75(d)(1) and P is no longer the common par-
ent nor the agent for years after Year 2, P re-
mains the agent for the P group for Years 1
and 2 under paragraph (a)(2) of this section.
Accordingly, for as long as P remains in ex-
istence, P is the agent for the P group under
paragraphs (a)(1) and (2) and (c)(1) of this sec-
tion for Years 1 and 2.

Example 2. Acquisition of the agent by an-
other group where the agent remains the agent.
(i) Facts. The facts are the same as in Exam-
ple 1, except on January 1 of Year 3, all of the
outstanding stock of P is acquired by Y,
which is the common parent and agent of the
Y consolidated group. P thereafter joins in
the Y group’s consolidated return as a mem-
ber of the Y group.
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(ii) Analysis. Although P is a member of
the Y group in Year 3 and succeeding years,
P remains the agent for the P group for
Years 1 and 2 under paragraph (a)(2) of this
section. Accordingly, for as long as P re-
mains in existence, P is the agent for the P
group under paragraphs (a)(1) and (2) and
(c)(1) of this section for Years 1 and 2.

Example 3. Reverse triangular merger of the
agent where the agent remains the agent. (i)
Facts. As of January 1 of Year 1, P is the
common parent and agent for the P consoli-
dated group consisting of P and its two sub-
sidiaries, S and S-1. P files consolidated re-
turns for the P group in Years 1 and 2. On
March 1 of Year 3, W-1, a subsidiary of W,
merges into P in a reverse triangular merger
qualifying as a reorganization under section
368(a)(1)(A) and (a)@2)(E). P survives the
merger with W-1. The transaction con-
stitutes a reverse acquisition under §1.1502—
75(d)(3)(i) because P’s shareholders receive
more than 50 percent of W’s stock in ex-
change for all of P’s stock. The transaction
is therefore a group structure change as de-
scribed in paragraph (c)(3) of this section.

(ii) Analysis. Because the transaction con-
stitutes a reverse acquisition that results in
a group structure change, the P group is
treated as remaining in existence with W as
its common parent and agent. Under para-
graphs (a)(1) and (2) and (c)(1) of this section,
P remains the agent for the P group for
Years 1 and 2 for as long as P remains in ex-
istence, even though the P group continues
with W as its new common parent pursuant
to §1.1502-75(d)(3)(i). Until the merger of W-
1 and P on March 1 of Year 3, P is the agent
for the P group for Year 3. From the time of
that merger, W, as common parent of the P
group, becomes the agent for the P group
with respect to all of Year 3 (including the
period through March 1) and succeeding con-
solidated return years. The actions taken by
P before the merger as agent for the P group
for Year 3 are not nullified by the fact that
W becomes the agent for all of Year 3.

Example 4. Reverse triangular merger of the
agent—subsequent distribution of agent where
the agent remains the agent. (i) Facts. The
facts are the same as in Example 3, except
that on April 1 of Year 4, in a transaction un-
related to the March 1, Year 3 reverse acqui-
sition, P distributes the stock of its subsidi-
aries S and S-1 to W, and W then distributes
the stock of P to the W shareholders.

(ii) Analysis. Although P is no longer a
member of the P group after the Year 4 dis-
tribution, P remains the agent for the P
group under paragraphs (a)(1) and (2) and
(c)(1) of this section for Years 1 and 2 for as
long as P remains in existence.

Example 5. Agent Resigns. (i) Facts. The
facts are the same as in Example 4, except
that on August 1 of Year 4, P provides writ-
ten notice to the Commissioner that it re-
signs as the agent for Years 1 and 2. Included
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with the written notice is a statement exe-
cuted by either S or S-1 consenting to be the
agent for the P group for Years 1 and 2.

(ii) Analysis. Pursuant to paragraph (c)(7)
of this section, because P is not the agent in
Year 4, the current year, it will not be the
agent immediately after its resignation
takes effect. Accordingly, if the Commis-
sioner does not object to P’s resignation, P
may resign with respect to Years 1 and 2,
both of which are completed years, and ei-
ther S or S-1, each an entity described in
paragraph (c)(5)(ii)(A) of this section, can be
the agent for the P group for Years 1 and 2
if it consents in writing. W cannot be the
agent for the P group for Years 1 and 2 be-
cause it is not an entity described in para-
graph (¢)(5)(ii)(A) of this section with respect
to the P group for Years 1 and 2.

Example 6. Qualified stock purchase and sec-
tion 338 election where the agent remains the
agent. (i) Facts. As of January 1 of Year 1, P
is the common parent and agent for the P
consolidated group consisting of P and its
two subsidiaries, S and S-1. P files consoli-
dated returns for the P group in Years 1 and
2. On March 31 of Year 2, V purchases the
stock of P in a qualified stock purchase
(within the meaning of section 338(d)(3)), and
V makes a timely election pursuant to sec-
tion 338(g) with respect to P.

(ii) Analysis. Although section 338(a)(2) pro-
vides that P is treated as a new corporation
as of the beginning of the day after the ac-
quisition date for purposes of subtitle A,
paragraph (c)(8) of this section provides that
P’s existence is not deemed to terminate for
purposes of this section notwithstanding the
general rule of section 338(a)(2). Accordingly,
new P is the agent for the P group for Year
1 and the period ending March 31 of Year 2
regardless of the election under section
338(g).

Example 7. Change in the agent’s federal in-
come tax classification to a partnership and the
resulting partnership continues as the agent. (i)
Facts. P, a State M limited liability partner-
ship with two partners that is formed on
January 1 of Year 1, elects pursuant to
§301.7701-3(c) of this chapter to be an associa-
tion taxable as a corporation for federal in-
come tax purposes effective on the date of
formation. P is the common parent and
agent for the P consolidated group con-
sisting of P and its two subsidiaries, S and S-
1. P files consolidated returns for the P
group in Years 1 through 6. On January 1 of
Year 7, P elects pursuant to §301.7701-3(c) of
this chapter to be treated as a partnership. P
remains in existence under applicable law.

(ii) Analysis. The P group terminates and P
is no longer the common parent of a consoli-
dated group after its election to be treated
as a partnership for federal income tax pur-
poses. Because P remains in existence under
applicable law, P is the agent for the P group
under paragraphs (a)(1) and (2) and (c¢)(1) of

841



§1.1502-77

this section for Years 1 through 6. If P
merged into a foreign partnership instead of
converting to a partnership, the foreign part-
nership would be P’s default successor and
agent for the P group for Years 1 through 6.
See paragraphs (b)(4) and (c)(1) of this sec-
tion.

Example 8. Forward triangular merger of
agent—successor as default successor. (i) Facts.
As of January 1 of Year 1, P is the common
parent and agent for the P consolidated
group consisting of P and its two subsidi-
aries, S and S-1. P files a consolidated return
for the P group for Year 1. On January 1 of
Year 3, P merges with and into Z-1, a sub-
sidiary of Z, in a forward triangular merger
qualifying as a reorganization under section
368(a)(1)(A) and (a)(2)(D). The transaction
constitutes a reverse acquisition under
§1.1502-75(d)(3)(1) resulting in a group struc-
ture change as described in paragraph (c)(3)
of this section because P’s shareholders re-
ceive more than 50 percent of Z’s stock in ex-
change for all of P’s stock. Z-1, the corpora-
tion that survives the merger and the suc-
cessor of P, is the default successor for the P
group for Years 1 and 2.

(ii) Analysis. Although Z is the new com-
mon parent for the P group (which continues
pursuant to §1.1502-75(d)(3)(i)) for consoli-
dated return years after the merger, and, as
a consequence, Z is the new agent as a result
of this group structure change, P may not
designate an agent for Years 1 or 2 because
Z-1 is P’s default successor and the agent for
the P group for Years 1 and 2. Z-1 must file
the P group’s consolidated return for Year 2.
See paragraphs (b)(4) and (c)(1) of this sec-
tion.

Example 9. Merger of the agent into a dis-
regarded entity in exchange for stock of owner
in a transaction qualifying as a reorganization
under the Code where successor is the default
successor. (i) Facts. As of January 1 of Year 1,
P is the common parent and agent for the P
consolidated group consisting of P and its
two subsidiaries, S and S-1. P files a consoli-
dated return for the P group in Year 1. On
January 1 of Year 2, the shareholders of P
form Y, a State M corporation. On the same
date, Y forms Y-1, a State M limited liabil-
ity company that is a disregarded entity (as
defined in paragraph (b)(3) of this section)
for federal income tax purposes, and P
merges into Y-1 under State M law. In the
merger, the P shareholders receive all of the
Y stock. Y (through Y-1) is treated as acquir-
ing the assets of P in a transaction quali-
fying as a reorganization of P into Y under
section 368(a)(1)(F), and the P group con-
tinues under §1.1502-75(d)(2) with Y as the
common parent and, as a consequence, the
transaction is treated as a group structure
change as described in paragraph (c)(3) with
Y as the P group’s agent for Year 2. In Year
4, the Commissioner seeks to extend the pe-
riod of limitations on assessment with re-
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spect to Year 1 of the P group. In Year 5, the
Commissioner seeks to extend the period of
limitations on assessment with respect to
Year 2 of the Y group (formerly the P group).

(ii) Analysis. (A) Year 1 extension. As a re-
sult of the January 1, Year 2 merger, Y-1 is
the default successor of P, and the agent for
the P group for Year 1. See paragraphs (b)(4)
and (c)(1) of this section. Therefore, Y-1 is
the only party that can sign the extension
with respect to the P group for Year 1.

(B) Year 2 extension. Because the January 1,
Year 2 merger qualified as a reorganization
under section 368(a)(1)(F), the P group re-
mains in existence with Y as the common
parent. Therefore, Y, the common parent of
the P group after the merger, is the P
group’s agent for all of Year 2 (see paragraph
(c)(3) of this section) and is the only party
that can sign the extension with respect to
the P group for that year and in succeeding
years. See paragraphs (a)(1) and (2) and (c)(1)
of this section.

Example 10. Designation of agent where there
is no default successor. (i) Facts. P is incor-
porated under the laws of State X. Fifty per-
cent of its stock is owned at all times by A,
an individual, and 50 percent by BCD, a part-
nership. On January 1 of Year 1, P forms two
subsidiaries, S and T, and becomes the com-
mon parent of the P group. P files consoli-
dated returns for the P group beginning in
Year 1 and is the agent for the P consoli-
dated group beginning on January 1 of Year
1. On November 30 of Year 3, P dissolves
under X law. Under X law, A and BCD are
primarily liable for the federal income tax li-
ability of dissolved corporation P. State X
law allows the officers of a dissolved cor-
poration to perform certain actions incident
to the winding up of its affairs after its dis-
solution, including the filing of tax returns.

(ii) Analysis. Upon P’s dissolution, there is
no default successor to P, pursuant to para-
graph (b)(4) of this section, because there are
two successors. Prior to its dissolution on
November 30 of Year 3, pursuant to para-
graph (c)(5)(i) of this section, P may des-
ignate an agent for the P group for Years 1
and 2 and the short taxable year ending on
November 30 of Year 3, to be effective upon
P’s dissolution. P may designate S or T, pur-
suant to paragraph (c)(5)(ii)(A) of this sec-
tion (because they are members of the
former group), or BCD (because it is an enti-
ty that is a successor to P pursuant to para-
graph (b)(1) of this section). P cannot des-
ignate A pursuant to paragraph (c)(5)(ii) of
this section, because A is not an entity.
Under paragraph (b)(2) of this section, the of-
ficers of P cannot designate an agent for the
P group after P dissolves on November 30 of
Year 3, notwithstanding the winding up pro-
visions of State X law. Accordingly, P should
designate an agent prior to its dissolution to
ensure that there is an agent authorized to
file the short Year 3 consolidated return. If P
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does not designate an agent prior to dissolu-
tion under paragraph (c)(5)(i) of this section,
the Commissioner may designate an agent
under paragraph (¢)(6)(1)(A)(1) of this section
from among S, T, or BCD, upon their request
or otherwise. If any of S, T, A, or BCD real-
izes that P has dissolved without designating
an agent, it should request, in writing, a des-
ignation of an agent by the Commissioner as
soon as possible.

Example 11. Commissioner designates a new
agent. (i) Agent fails to fulfill its obligations.
(A) Facts. P is the common parent and agent
for the P consolidated group consisting of P
and its two subsidiaries, S-1 and S-2, each a
State Y corporation. P files a consolidated
return for the P group in Year 1. In Year 2,
S-3, also a State Y corporation, joins the P
group. The P group continues as a consoli-
dated group in Years 2, 3, and 4. As of Year
4, P has failed to file the P group consoli-
dated returns for Years 2 and 3.

(B) Analysis. (1) Scope of designation. Be-
cause P failed to perform its obligations as
agent as prescribed by federal tax law, the
Commissioner may, under the authority of
paragraph (c)(6)(1)(A)(3) of this section, on
his own accord, with or without a written re-
quest from a member, designate another en-
tity described in paragraph (c)(6)(i) of this
section to act as the agent for not just Years
2 and 3, but any of Years 1 through 4.

(2) Year 1 designation. The Commissioner
may designate either S-1 or S-2, both of
which are entities described in paragraphs
(c)(6)(i) and (c)(b)(i1)(A) of this section, to act
as the agent for the P group for Year 1. Be-
cause S-3 was not a member of the group in
Year 1, it is not an entity described in para-
graphs (c)(6)(1) and (c)(5)(ii)(A) of this section
for Year 1 and therefore cannot be the agent
for Year 1. Unless otherwise provided in the
designation, the designation of either S-1 or
S-2 will also be effective for Years 2, 3, and
4 and all succeeding consolidated return
years of the group.

(3) Year 2 designation. The Commissioner
may designate either S-1, S-2, or S-3, all of
which are entities described in paragraph
(c)(b)(ii)(A) of this section, to act as the
agent for the P group for Year 2. Unless oth-
erwise provided in the designation, the des-
ignation of either S-1, S-2, or S-3 will also be
effective for Years 3 and 4 and all succeeding
consolidated return years of the group.

(4) Year 3 designation. The Commissioner
may designate any of S-1, S-2, or S-3 as the
agent for Year 3. Unless otherwise provided
in the designation, the designation of either
S-1, S-2, or S-3 will also be effective for Year
4 and all succeeding consolidated return
years of the group.

(5) Year 4 designation. The Commissioner
may designate any of S-1, S-2, or S-3 as the
agent for Year 4. Unless otherwise provided
in the designation, the designation of either
S-1, S-2, or S-3 will also be effective for all
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succeeding consolidated return years of the
group.

(ii) Member requests replacement of des-
ignated agent. (A) Facts. The facts are the
same as in paragraph (i)(A) of this Example
11, except that in Year 4 the Commissioner
designates S-1 as agent for Years 1 and suc-
ceeding years to replace P for P’s failure to
fulfill its obligations. After receiving notifi-
cation that S-1 has been designated, S-3 sub-
mits a request in Year 4, pursuant to para-
graph (c)(6)(i)(B) of this section, that the
Commissioner designate S-2 as the agent be-
cause S-1 does not have ready access to the
group’s books and records, which are located
in another state and are in the possession of
S-2.

(B) Analysis. In light of S-3’s request, the
Commissioner may, under the authority of
paragraph (c)(6)(i)(B) of this section, des-
ignate either S-2 (for all or any years) or S-
3 (for any year or years other than Year 1) as
agent in lieu of the previously designated
agent, S-1. However, notwithstanding S-3’s
request, the Commissioner is not required to
replace S-1 as agent for any of the consoli-
dated return years for which S-1 was des-
ignated.

Example 12. Designated agent ceases to be a
member of the group. (i) Facts. The facts are
the same as in paragraph (ii)(A) of Example
11, except that in Year 4 no member requests
that the Commissioner replace S-1, which
accordingly continues to be the agent for the
P group in Year 5 pursuant to paragraph
(c)(6)(iii) of this section. On May 2 of Year 5,
S-1 converts under State Y law into S-1 LLC,
a limited liability company that is an entity
that is treated as a disregarded entity (as de-
fined in paragraph (b)(3) of this section) and,
as a consequence, is no longer a member of
the P group after the conversion.

(ii) Analysis for completed years. S-1 LLC,
the disregarded entity resulting from the
conversion, becomes S-1’s default successor.
As such, S-1 LLC is the agent for Years 1-4.

(iil) Analysis for current and succeeding
years. S-1 is an agent designated by the Com-
missioner pursuant to paragraph
(¢)(6)(1)(A)(3) of this section. Because S-1 is
no longer a member of the P group after May
2 of Year 5, S-1 is the agent for the P group
for Year 5 only while it remains a member
(see paragraphs (c)(6)(i) and (iii) of this sec-
tion). According to paragraph (c)(6)(i) of this
section, although S-1 LLC is S-1’s default
successor, it is not a member of the group for
the current year and therefore cannot be its
agent. Furthermore, S-1 cannot designate an
agent for Year 5 under paragraph (c)(5)(i) of
this section because that paragraph pertains
only to designations for completed years for
which there is no default successor. In addi-
tion, S-1 cannot designate an agent for Year
5 under paragraph (c)(5)(i) of this section be-
cause S-1 was previously designated by the
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Commissioner under paragraph (c)(6)(1)(A)(3)
of this section.

(iv) Member’s notice to Commissioner for Com-
missioner to designate a member of the group for
a current year. A member of the group in
Year 5 should request that the Commissioner
designate, pursuant to paragraphs
(¢)(6)(1)(A)(2) and (c)(6)(iv) of this section, an-
other member of the P group to be the agent
of the group for Year 5. The Commissioner
may then, pursuant to paragraph
(c)(6)(1)(A)(2) of this section, designate either
S-2, S-3, or P to be the agent for the P group
and, once so designated, that member will
be, effective on May 3 of Year 5, the agent for
all of Year 5 and for succeeding years (sub-
ject to the rules of this section) pursuant to
paragraph (c)(6)(iii) of this section. No ac-
tions taken by S-1 on behalf of the P group
through May 2, Year 5, are nullified by the
Commissioner’s designation of another agent
even though the agent so designated will be
the agent for all of Year 5.

Example 13. Fraudulent conveyance of assets.
(i) Facts. As of January 1 of Year 1, P is the
common parent and agent for the P consoli-
dated group consisting of P and its two sub-
sidiaries, S and S-1. On March 15 of Year 2,
P files a consolidated return that includes
the income of S and S-1 for Year 1. On De-
cember 1 of Year 2, S-1 transfers assets hav-
ing a fair market value of $100x to U in ex-
change for $10x. This transfer of assets for
less than fair market value constitutes a
fraudulent conveyance under applicable
state law. On March 1 of Year 5, P executes
a waiver extending to December 31 of Year 6
the period of limitations on assessment with
respect to the P group’s Year 1 consolidated
return. On February 1 of Year 6, the Commis-
sioner issues a notice of deficiency to P as-
serting a deficiency of $30x for the P group’s
Year 1 consolidated tax liability. P does not
file a petition for redetermination in the Tax
Court, and the Commissioner makes a timely
assessment against the P group. P, S, and S—
1 are all insolvent and are unable to pay the
deficiency. On February 1 of Year 8, the
Commissioner sends a notice of transferee 1i-
ability to U, which does not file a petition in
the Tax Court. On August 1 of Year 8, the
Commissioner assesses the amount of the P
group’s deficiency against U. Under section
6901(c), the Commissioner may assess U’s
transferee liability within one year after the
expiration of the period of limitations
against the transferor, S-1. By operation of
section 6213(a) and 6503(a), the issuance of
the notice of deficiency to P and the expira-
tion of the 90-day period for filing a petition
in the Tax Court have the effect of further
extending by 150 days the P group’s limita-
tions period on assessment from the pre-
viously extended date of December 31 of Year
6 to May 30 of Year 7.

(ii) Analysis. Pursuant to paragraph (a)(1)
of this section, the waiver executed by P on
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March 1 of Year 5 to extend the period of
limitations on assessment to December 31 of
Year 6 and the further extension of the P
group’s limitations period to May 30 of Year
T (by operation of sections 6213(a) and 6503(a))
have the derivative effect of extending the
period of limitations on assessment of U’s
transferee liability to May 30 of Year 8. By
operation of section 6901(f), the issuance of
the notice of transferee liability to U and the
expiration of the 90-day period for filing a pe-
tition in the Tax Court have the effect of fur-
ther extending the limitations period on as-
sessment of U’s liability as a transferee by
150 days, from May 30 of Year 8 to October 27
of Year 8. Accordingly, the Commissioner
may send a notice of transferee liability to U
at any time on or before May 30 of Year 8 and
assess the unpaid liability against U at any
time on or before October 27 of Year 8. The
result would be the same even if S-1 ceased
to exist before March 1 of Year 5, the date P
executed the waiver.

Example 14. Consent to extend the statute of
limitations for a partnership where a member of
the consolidated group is a partner of such part-
nership subject to the provisions of the Code
and the taxr matters partner is not a member of
the group. (i) Facts. P is the common parent
and agent for the P consolidated group con-
sisting of P and its two subsidiaries, S and S—
1. The P group has a November 30 fiscal year
end and P files consolidated returns for the
P group for the years ending November 30,
Year 1 and November 30, Year 2. S-1 is a
partner in the PRS partnership, which is
subject to the provisions of sections 6221
through 6234. PRS has a calendar year end
and A, an individual, is the tax matters part-
ner of the PRS partnership. PRS files a part-
nership return for the year ending December
31, Year 1. On January 10, Year 5, A, as the
tax matters partner for the PRS partnership,
executes a consent to extend the period for
assessment of partnership items of PRS for
all partners, and the Commissioner co-exe-
cutes the consent on the same day for the
yvear ending December 31, Year 1.

(ii) Analysis. A’s consent to extend the
statute of limitations for the partnership
items of PRS partnership for the year ending
December 31, Year 1, extends the statute of
limitations with respect to the partnership
items for all members of the P group, includ-
ing P, S, and S-1 for the consolidated return
yvear ending November 30, Year 2. This is be-
cause S-1is a partner in the PRS partnership
for which A, the tax matters partner for the
PRS partnership, consents, pursuant to sec-
tion 6229(b)(1)(B), to extend the statute of
limitations for the year ending December 31,
Year 1. However, under paragraph (f)(2)(iii) of
this section, such agreement with respect to
the statute of limitations for the PRS part-
nership for the year ending December 31,
Year 1 does not obviate the need to obtain a
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consent from P, the agent for the P consoli-
dated group, to extend the statute of limita-
tions for the P consolidated group for the P
group’s consolidated return years ending No-
vember 30, Year 1 and November 30, Year 2
regarding any items other than partnership
items or affected items of the PRS partner-
ship.

Example 15. Contacting subsidiary member in
order to facilitate the conduct of an examina-
tion, appeal, or settlement where a member of
the consolidated group is a partner of a partner-
ship subject to the provisions of the Code. (i)
Facts. P is the common parent and agent for
the P consolidated group consisting of P and
its two subsidiaries, S and S-1. The P group
has a November 30 fiscal year end, and P files
consolidated returns for the P group for the
years ending November 30, Year 1 and No-
vember 30, Year 2. S-1 is a partner in the
PRS partnership, which is subject to the pro-
visions of sections 6221 through 6234. PRS has
a calendar year end and A, an individual, is
the tax matters partner of the PRS partner-
ship. PRS files a partnership return for the
yvear ending December 31, Year 1. The Com-
missioner, on January 10, Year 4, in the
course of an examination of the PRS part-
nership for the year ending December 31,
Year 1, seeks to obtain information in the
course of that examination to resolve the
audit.

(ii) Analysis. Because the direct contact
with a subsidiary member of a consolidated
group that is a partner in a partnership sub-
ject to the provisions under sections 6221
through 6234 may facilitate the conduct of an
examination, appeal, or settlement, the
Commissioner, under paragraph (f)(2)(iii) of
this section, may communicate directly with
either S-1, P, or A regarding the PRS part-
nership without breaking agency pursuant to
paragraph (f)(2)(i) of this section. However, if
the Commissioner were instead seeking to
execute a settlement agreement with respect
to S-1 as a partner with respect to its liabil-
ity as a partner in PRS partnership, P would
need to execute such settlement agreement
for all members of the group including the
partner subsidiary.

(h) Cross-reference. For further rules
applicable to groups that include insol-
vent financial institutions, see
§301.6402-7 of this chapter.

(i) [Reserved]

(j) Effective/applicability date—(1) In
general. The rules of this section apply
to consolidated return years beginning
on or after April 1, 2015. For prior years
beginning before June 28, 2002, see
§1.1502-77A. For prior years beginning
on or after June 28, 2002, and before
April 1, 2015, see §1.1502-T7B.

§1.1502-78

(2) Application of this section to prior
years. Notwithstanding paragraph (j)(1)
of this section, an agent may apply the
rules of paragraph (c)(7) of this section
to resign as agent for a completed year
that began before April 1, 2015.

[T.D. 9715, 80 FR 17318, Apr. 1, 2015, as amend-
ed at 80 FR 23237, Apr. 27, 2015]

§1.1502-78 Tentative carryback adjust-
ments.

(a) General rule. If a group has a con-
solidated net operating loss, a consoli-
dated net capital loss, or a consoli-
dated unused business credit for any
taxable year, then any application
under section 6411 for a tentative
carryback adjustment of the taxes for
a consolidated return year or years
preceding such year shall be made by
the common parent corporation for the
carryback year (or the agent deter-
mined under §1.1502-77(c) or §1.1502—
77B(d) for the carryback year) to the
extent such loss or unused business
credit is not apportioned to a corpora-
tion for a separate return year pursu-
ant to §1.1502-21(b), 1.1502-22(b), or
1.1502-79(c). In the case of the portion
of a consolidated net operating loss or
consolidated net capital loss or con-
solidated unused business credit to
which the preceding sentence does not
apply and that is to be carried back to
a corporation that was not a member
of a consolidated group in the
carryback year, the corporation to
which such loss or credit is attrib-
utable shall make any application
under section 6411. In the case of a net
capital loss or net operating loss or un-
used business credit arising in a sepa-
rate return year that may be carried
back to a consolidated return year,
after taking into account the applica-
tion of §1.1502-21(b)(3)(ii)(B) with re-
spect to any net operating loss arising
in another consolidated group, the
common parent for the carryback year
(or the agent determined under §1.1502—
T7(c) or §1.1502-77B(d) for the carryback
year) shall make any application under
section 6411.

(b) Special rules—(1) Payment of re-
fund. Any refund allowable under an
application referred to in paragraph (a)
of this section shall be made directly
to and in the name of the corporation
filing the application, except that in
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all cases where a loss is deducted from
the consolidated taxable income or a
credit is allowed in computing the con-
solidated tax liability for a consoli-
dated return year, any refund shall be
made directly to and in the name of
the common parent corporation for the
carryback year (or the agent deter-
mined under §1.1502-77(c) or §1.1502—
T7B(d) for the carryback year). The
payment of any such refund shall dis-
charge any liability of the Government
with respect to such refund.

(2) Several liability. If a group filed a
consolidated return for a taxable year
for which there was an adjustment by
reason of an application under section
6411, and if a deficiency is assessed
against such group under section
6213(b)(3), then each member of such
group shall be severally liable for such
deficiency including any interest or
penalty assessed in connection with
such deficiency.

(3) Groups that include insolvent finan-
cial institutions. For further rules appli-
cable to groups that include insolvent
financial institutions, see §301.6402-7 of
this chapter.

(c) Examples. The provisions of para-
graphs (a) and (b) of this section may
be illustrated by the following exam-
ples:

Example 1. Corporations P, S, and S-1 filed
a consolidated return for the calendar year
2003. P, S, and S-1 also filed a consolidated
return for the calendar year 2006. The group
incurred a consolidated net operating loss in
2006 attributable to S-1 which may be carried
back to 2003 as a consolidated net operating
loss carryback. If a tentative carryback ad-
justment is desired, P, the common parent
for the carryback year, must file an applica-
tion under section 6411 and any refund will
be made to P.

Example 2. Assume the same facts as in ex-
ample (1) except that P, S, and S-1 filed sepa-
rate returns for the calendar year 2006, even
though they were members of the same
group for such year. P incurred a net oper-
ating loss in 1969 which may be carried back
to 2003. If a tentative carryback adjustment
is desired, P must file an application under
section 6411 and any refund from such appli-
cation will be made to P.

Example 3. Corporations X, Y, and Z filed a
consolidated return for the calendar year
2003. Z ceased to be a member of the group in
2004. Z filed a separate return for 2005 while
X and Y filed a consolidated return for such
year. The group incurred a consolidated net
operating loss in 2005 attributable to Y,
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which may be carried back to 2003. Z also in-
curred a net operating loss for 2005 which
may be carried back to 2003. If a tentative
carryback adjustment is claimed with re-
spect to the consolidated net operating loss,
X, the common parent, must file an applica-
tion under section 6411. If a tentative
carryback adjustment is desired with respect
to Z’s loss, X must file an application. Any
refunds attributable to either application
will be made to X. If an assessment is made
under section 6213(b)(3) to recover an exces-
sive tentative allowance made with respect
to calendar year 2003, X, Y, and Z are sever-
ally liable for such assessment.

Example 4. Corporations L. and M filed a
consolidated return for the calendar year
2003. Corporation N filed a separate return
for such year. Later, N became a member of
the group and filed a consolidated return
with the group for the calendar year 2005.
The group incurred a consolidated net oper-
ating loss in 2005 attributable to N which
may be carried back to N’s separate return
for 2003. If a tentative carryback adjustment
is desired, N must file an application under
section 6411 and any refund will be made di-
rectly to N.

(d) Adjustments of overpayments of esti-
mated income tax. If a group paid its es-
timated income tax on a consolidated
basis, then any application under sec-
tion 6425 for an adjustment of overpay-
ment of estimated income tax shall be
made by the common parent corpora-
tion. If the members of a group paid es-
timated income taxes on a separate
basis, then any application under sec-
tion 6425 shall be made by the member
of the group which claims an overpay-
ment on a separate basis. Any refund
allowable under an application under
section 6425 shall be made directly to
and in the name of the corporation fil-
ing the application.

(e) Time for filing application—(1) Gen-
eral rule. The provisions of section
6411(a) apply to the filing of an applica-
tion for a tentative carryback adjust-
ment by a consolidated group.

(2) Special rule for mew members—(i)
New member. A new member is a cor-
poration that, in the preceding taxable
year, did not qualify as a member, as
defined in §1.1502-1(b), of the consoli-
dated group that it now joins.

(i1) End of taxable year. Solely for the
purpose of complying with the twelve-
month requirement for making an ap-
plication for a tentative carryback ad-
justment under section 6411(a), the sep-
arate return year of a qualified new
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member shall be treated as ending on
the same date as the end of the current
taxable year of the consolidated group
that the qualified new member joins.

(iiil) Qualified mew member. A new
member of a consolidated group quali-
fies for purposes of the provisions of
this paragraph (e)(2) if, immediately
prior to becoming a new member, ei-
ther—

(A) It was the common parent of a
consolidated group; or

(B) It was not required to join in the
filing of a consolidated return.

(iv) Examples. The provisions of this
paragraph (e)(2) may be illustrated by
the following examples:

Example 1. Individual A owns 100 percent of
the stock of X, a corporation that is not a
member of a consolidated group and files
separate tax returns on a calendar year
basis. On January 31 of year 1, X becomes a
member of the Y consolidated group, which
also files returns on a calendar year basis. X
is a qualified new member as defined in para-
graph (e)(2)(iii)(B) of this section because,
immediately prior to becoming a new mem-
ber of the Y consolidated group, X was not
required to join in the filing of a consoli-
dated return. As a result of its becoming a
new member of Group Y, X’s separate return
for the short taxable year (January 1 of year
1 through January 31 of year 1) is due Sep-
tember 15 of year 2 (with extensions). See
§1.1502-76(c). Group Y’s consolidated return
is also due September 15 of year 2 (with ex-
tensions). See §1.1502-76(c). Solely for the
purpose of complying with the twelve-month
requirement for making an application for a
tentative carryback adjustment under sec-
tion 6411(a), X’s taxable year for the separate
return year is treated as ending on December
31 of year 1. X’s application for a tentative
carryback adjustment is therefore due on or
before December 31 of year 2.

Example 2. Assume the same facts as in Ex-
ample 1 except that immediately prior to be-
coming a new member of Group Y, X was a
member of the Z consolidated group. Because
X was required to join in the filing of the
consolidated return for Group Z, X is not a
qualified new member as defined in para-
graph (e)(2)(iii) of this section. X’s items for
the one-month period will be included in the
consolidated return for Group Z. Group Z’s
application for a tentative carryback adjust-
ment, if any, continues to be due within 12
months of the end of its taxable year, which
is not affected by X’s change in status as a
new member of Group Y.

(f) Effective date—(1) In general. This
section applies to taxable years to
which a loss or credit may be carried

§1.1502-79

back and for which the due date (with-
out extensions) of the original return is
after June 28, 2002, except that the pro-
visions of paragraph (e)(2) apply for ap-
plications by new members of consoli-
dated groups for tentative carryback
adjustments resulting from net oper-
ating losses, net capital losses, or un-
used business credits arising in sepa-
rate return years of new members that
begin on or after January 1, 2001.

(2) Prior law. For taxable years to
which a loss or credit may be carried
back and for which the due date (with-
out extensions) of the original return is
on or before June 28, 2002, see §1.1502-78
in effect prior to June 28, 2002, as con-
tained in 26 CFR part 1 revised April 1,
2002.

[T.D. 6894, 31 FR 11794, Sept. 3, 1966, as
amended by T.D. 7059, 35 FR 14546, Sept. 17,
1970; T.D. 7246, 38 FR 767, Jan. 4, 1973; T.D.
8387, 56 FR 67489, Dec. 31, 1991; T.D. 8446, 57
FR 53034, Nov. 6, 1992; T.D. 8677, 61 FR 33324,
June 27, 1996; T.D. 8823, 64 FR 36100, July 2,
1999; T.D. 8950, 66 FR 33463, June 22, 2001; T.D.
9002, 67 FR 43544, June 28, 2002; 67 FR 77678,
Dec. 19, 2002; T.D. 9715, 80 FR 17324, Apr. 1,
2015]

§1.1502-79 Separate return years.

(a) Carryover and carryback of consoli-
dated net operating losses to separate re-
turn years. For losses arising in consoli-
dated return years beginning before
January 1, 1997, see §1.1502-79A(a). For
later years, see §1.15602-21(b).

(b) Carryover and carryback of consoli-
dated met capital loss to separate return
years. For losses arising in consolidated
return years beginning before January
1, 1997, see §1.1502-79A(b). For later
years, see §1.1502-22(b).

(c) Carryover and carryback of consoli-
dated unused investment credit to sepa-
rate return years—(1) In general. If a
consolidated unused investment credit
can be carried under the principles of
section 46(b) and paragraph (b) of
§1.1502-3 to a separate return year of a
corporation (or could have been so car-
ried if such corporation were in exist-
ence) which was a member of the group
in the year in which such unused credit
arose, then the portion of such consoli-
dated unused credit attributable to
such corporation (as determined under
subparagraph (2) of this paragraph)
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shall be apportioned to such corpora-
tion (and any successor to such cor-
poration in a transaction to which sec-
tion 381(a) applies) under the principles
of §1.1502-21(b) (or §§1.1502-79A(a)(1)
and (2), as appropriate) and shall be an
investment credit carryover or
carryback to such separate return
year.

(2) Portion of consolidated unused in-
vestment credit attributable to a member—
(i) Investment credit carryback. In the
case of a consolidated unused credit
which is an investment credit
carryback, the portion of such consoli-
dated unused credit attributable to a
member of the group is an amount
equal to such consolidated unused cred-
it multiplied by a fraction, the numer-
ator of which is the credit earned of
such member for the consolidated un-
used credit year, and the denominator
of which is the consolidated credit
earned for such unused credit year.

(ii) Imvestment credit carryover. In the
case of a consolidated unused credit
which is an investment credit carry-
over, the portion of such consolidated
unused credit attributable to a member
of the group is an amount equal to
such consolidated unused credit multi-
plied by a fraction, the numerator of
which is the credit earned with respect
to any section 38 property placed in
service in the consolidated unused
credit year and owned by such member
(whether or not placed in service by
such member) at the close of the last
day as of which the taxable income of
such member is included in a consoli-
dated return filed by the group, and the
denominator of which is the consoli-
dated credit earned for such unused
credit year.

(d) Carryover and carryback of consoli-
dated unused foreign tax—(1) In general.
If a consolidated unused foreign tax
can be carried under the principles of
section 904(d) and paragraph (e) of
§1.1502-4 to a separate return year of a
corporation (or could have been so car-
ried if such corporation were in exist-
ence) which was a member of the group
in the year in which such unused for-
eign tax arose, then the portion of such
consolidated unused foreign tax attrib-
utable to such corporation (as deter-
mined under subparagraph (2) of this
paragraph) shall be apportioned to such
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corporation (and any successor to such
corporation in a transaction to which
section 381(a) applies) under the prin-
ciples of §1.1502-21(b) (or §§1.1502—
T9A(a)(1) and (2), as appropriate) and
shall be deemed paid or accrued in such
separate return year to the extent pro-
vided in section 904(d).

(2) Portion of consolidated unused for-
eign taxr attributable to a member. The
portion of a consolidated unused for-
eign tax for any year attributable to a
member of a group is an amount equal
to such consolidated unused foreign tax
multipled by a fraction, the numerator
of which is the foreign taxes paid or ac-
crued for such year (including those
taxes deemed paid or accrued, other
than by reason of section 904(d)) to
each foreign country or possession (or
to all foreign countries or possessions
if the overall limitation is effective) by
such member, and the denominator of
which is the aggregate of all such taxes
paid or accrued for such year (includ-
ing those taxes deemed paid or accrued,
other than by reason of section 904(d))
to each such foreign country or posses-
sion (or to all foreign countries or pos-
sessions if the overall limitation is ef-
fective) by all the members of the
group.

(e) Carryover of consolidated excess
charitable contributions to separate re-
turn years—(1) In general. If the consoli-
dated excess charitable contributions
for any taxable year can be carried
under the principles of section 170(b)(2)
and paragraph (b) of §1.1502-24 to a sep-
arate return year of a corporation (or
could have been so carried if such cor-
poration were in existence) which was
a member of the group in the year in
which such excess contributions arose,
then the portion of such consolidated
excess charitable contributions attrib-
utable to such corporation (as deter-
mined under subparagraph (2) of this
paragraph) shall be apportioned to such
corporation (and any successor to such
corporation in a transaction to which
section 381(a) applies) under the prin-
ciples of §1.1502-21(b) (or §§1.1502-
T9A(a)(1) and (2), as appropriate) and
shall be a charitable contribution car-
ryover to such separate return year.
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(2) Portion of consolidated excess chari-
table contributions attributable to a mem-
ber. The portion of the consolidated ex-
cess charitable contributions attrib-
utable to a member of a group is an
amount equal to such consolidated ex-
cess contributions multiplied by a frac-
tion, the numerator of which is the
charitable contributions paid by such
member for the taxable year, and the
denominator of which is the aggregate
of all such charitable contributions
paid for such year by all the members
of the group.

[T.D. 6894, 31 FR 11794, Sept. 8, 1966, as
amended by T.D. 7728, 45 FR 72650, Nov. 3,
1980; T.D. 8294, 55 FR 9438, Mar. 14, 1990; T.D.
8319, 55 FR 49038, Nov. 26, 1990; T.D. 8364, 56
FR 47402, Sept. 19, 1991; T.D. 8597, 60 FR 36710,
July 18, 1995; T.D. 8677, 61 FR 33324, 33325,
33334, June 27, 1996; T.D. 8823, 64 FR 36100,
July 2, 1999]

§1.1502-80 Applicability of other pro-
visions of law.

(a) In general—(1) Application of other
provisions. The Internal Revenue Code
(Code), or other law, shall be applicable
to the group to the extent the regula-
tions do not exclude its application. To
the extent not excluded, other rules op-
erate in addition to, and may be modi-
fied by, these regulations. Thus, for ex-
ample, in a transaction to which sec-
tion 381(a) applies, the acquiring cor-
poration will succeed to the tax at-
tributes described in section 381(c).
Furthermore, sections 269 and 482 apply
for any consolidated return year. How-
ever, in a recognition transaction oth-
erwise subject to section 1001, for ex-
ample, the rules of section 1001 con-
tinue to apply, but may be modified by
the intercompany transaction regula-
tions under §1.1502-13.

(2) No duplicative adjustments. Nothing
in these regulations shall be inter-
preted or applied to require an adjust-
ment, inclusion, or other item to the
extent it would have the effect of du-
plicating any other adjustment, inclu-
sion, or other item required under the
Code or other rule of law, including
other provisions of these regulations.

(3) Application of single-entity prin-
ciples. If two or more adjustments, in-
clusions, or other items are subject to
paragraph (a)(2) of this section, the de-
termination of which adjustment, in-
clusion, or other item is treated as ap-
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plied or taken into account is made by
taking into account the purposes of the
provisions and applying single-entity
principles as appropriate.

(4) Effective/applicability dates. This
paragraph (a) is applicable with respect
to transactions and determinations on
or after September 17, 2008.

(b) Non-applicability of section 304.
Section 304 does not apply to any ac-
quisition of stock of a corporation in
an intercompany transaction or to any
intercompany item from such trans-
action occurring on or after July 24,
1991.

(c) Deferral of section 165—(1) General
rule. Subsidiary stock is not treated as
worthless under section 165 until im-
mediately before the earlier of the
time—

(i) The stock is worthless within the
meaning of §1.1502-19(c)(1)(iii); or

(ii) The subsidiary for any reason
ceases to be a member of the group.

(2) Cross reference. See §1.1502-36 for
additional rules relating to worthless-
ness of subsidiary stock on or after
September 17, 2008.

(3) Effective/applicability date. This
paragraph (c) applies to taxable years
for which the original consolidated
Federal income tax return is due (with-
out extensions) after July 18, 2007.
However, taxpayers may apply this
paragraph (c) to taxable years begin-
ning on or after January 1, 1995.

(d) Non-applicability of section 357(c)—
(1) In general. Section 357(c) does not
apply to any transaction to which
§1.1502-13, §1.1502-13T, §1.1502-14, or
§1.1502-14T applies, if it occurs in a
consolidated return year beginning on
or after January 1, 1995. For example,
P, S, and T are members of a consoli-
dated group, P owns all of the stock of
S and T with bases of $30 and $20, re-
spectively, S has a $30 basis in its as-
sets and $40 of liabilities, and S merges
into T in a transaction described in
section 368(a)(1)(A) (and in section
368(a)(1)(D)); section 357(c) does not
apply to the merger, P’s basis in T’s
stock increases to $50 ($30 plus $20), and
T succeeds to S’s $30 basis in the assets
transferred subject to the $40 liability.
Similarly, if S instead transferred its
assets and liabilities to a newly formed
subsidiary in a transaction to which
section 3561 applies, section 357(c) does
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not apply and S’s basis in the subsidi-
ary’s stock is a $10 excess loss account.
This paragraph (d) does not apply to a
transaction if the transferor or trans-
feree becomes a nonmember as part of
the same plan or arrangement. The
transferor (or transferee) is treated as
becoming a nonmember once it is no
longer a member of a consolidated
group that includes the transferee (or
transferor). For purposes of this para-
graph (d), any reference to a transferor
or transferee includes, as the context
may require, a reference to a successor
or predecessor.

(2) Prior period transactions. If, in a
tax year beginning before January 1,
1995, a member’s stock with an excess
loss account is transferred in a trans-
action to which §1.1502-13, §1.1502-13T,
§1.1502-14, or §1.1502-14T applies, para-
graph (d)(1) of this section applies to
the stock transfer to the extent that
the income, gain, deduction, or loss (if
any) is not taken into account in a tax
year beginning before January 1, 1995.
For example, if P, S, and T, are mem-
bers of a consolidated group, T°s stock
has an excess loss account, and P
transfers the T stock to S in 1993 in a
transaction to which section 351 and
§1.1502-13 apply, section 357(c) applies
to the transfer only to the extent P’s
gain is taken into account in tax years
beginning before January 1, 1995.

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

(f) Non-applicability of section 1031.
Section 1031 does not apply to any
intercompany transaction occurring in
consolidated return years beginning on
or after July 12, 1995.

(g) Special rules for liquidations to
which section 332 applies. Notwith-
standing the general rule of section 381,
if multiple members (distributee mem-
bers) acquire assets of a corporation in
a liquidation to which section 332 ap-
plies (regardless of whether any single
member owns stock in the liquidating
corporation meeting the requirements
of section 1504(a)(2)), such members
succeed to and take into account the
items of the liquidating corporation
(including items described in section
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381(c), but excluding intercompany
items under §1.1502-13) as provided in
this paragraph (g) to the extent not
otherwise prohibited by any applicable
provision of law. This paragraph (g)
does not apply to the intercompany
items of the liquidating corporation.
See §1.1502-13(j)(2)(i1).

(1) Income offset items and deferred in-
come. Except as otherwise provided in
this paragraph (g)(1), each distributee
member succeeds to and takes into ac-
count the items of the liquidating cor-
poration that could be used to offset
the income of the group or any member
(including deferred deductions, net op-
erating loss carryovers, and capital
loss carryovers) (income offset items)
to the extent that such items would
have been reflected in investment ad-
justments to the stock of the liqui-
dating corporation owned by such dis-
tributee member under §1.1502-32(c) if,
immediately prior to the liquidation,
any stock of the liquidating corpora-
tion owned by nonmembers had been
redeemed and then such items had been
taken into account. However, each dis-
tributee member succeeds to the full
amount of any deferred deduction or
deferred income item attributable to
the particular property or business op-
erations distributed to such distributee
in the liquidation to the extent that
such item is not taken into account in
the determination of the income or loss
of the liquidating corporation with re-
gard to the liquidation under chapter 1
of the Internal Revenue Code (Code). If
the liquidating corporation is not a
member of the group at the time of the
liquidation, the rules of this paragraph
(2)(1) are applied as if the liquidating
corporation had been a member of the
group.

(2) Accounting for deferred income
items. Solely for the purpose of deter-
mining whether deferred income items
of a liquidating corporation are taken
into account under applicable prin-
ciples of law as a result of a liquidation
to which section 332 applies, the trans-
fer of property to, and the assumption
of liabilities by, a distributee member
that does not own stock in the liqui-
dating corporation meeting the re-
quirements of section 1504(a)(2) without
regard to the application of §1.1502-34
immediately prior to the liquidation is
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not treated as part of a transaction to
which section 381(a) applies. In addi-
tion, section 332(a) does not apply in
determining the recognition or non-
recognition of any income realized by
the distributee member under applica-
ble principles of law on account of con-
sideration received (or deemed re-
ceived) on the assumption of the liqui-
dating corporation’s obligation or li-
ability attributable to any deferred in-
come item.

(3) Credits and earnings and profits.
Each distributee member succeeds to
and takes into account a percentage of
each credit of the liquidating corpora-
tion equal to the value of the stock of
the liquidating corporation owned by
such distributee at the time of the lig-
uidation divided by the total value of
all the stock of the liquidating cor-
poration owned by members of the
group at the time of the liquidation.
Except to the extent that the dis-
tributee member’s earnings and profits
already reflect the liquidating corpora-
tion’s earnings and profits, each dis-
tributee member succeeds to and takes
into account under the principles of
§1.1502-32(c) the earnings and profits,
or deficit in earnings and profits, of the
liquidating corporation (determined
after taking into account the amount
of earnings and profits properly appli-
cable to distributions to non-member
shareholders under §1.381(c)(2)-1(c)(2)).
If the liquidating corporation is not a
member of the group at the time of the
liquidation, the rules of this paragraph
(2)(3) are applied as if the liquidating
corporation had been a member of the
group.

(4) Other items. With regard to items
to which neither paragraph (g)(1) nor
(2)(3) of this section applies, a dis-
tributee member that, immediately
prior to the liquidation, owns stock in
the liquidating corporation meeting
the requirements of section 1504(a)(2)
without regard to the application of
§1.1502-34 succeeds to the items of the
liquidating corporation in accordance
with section 381 and other applicable
principles. A distributee member that,
immediately prior to the liquidation,
does not own stock in the liquidating
corporation meeting the requirements
of section 1504(a)(2) without regard to
the application of §1.1502-34 succeeds to

§1.1502-80

the items of the liquidating corpora-
tion to the extent that it would have
succeeded to those items if it had pur-
chased, in a taxable transaction, the
assets or businesses of the liquidating
corporation that it received in the liqg-
uidation and had assumed the liabil-
ities that it assumed in the liquidation.

(5) Determination of the items of a liqui-
dating subsidiary. For purposes of this
section, the items of a liquidating sub-
sidiary include the amount of any con-
solidated tax attribute attributable to
the liquidating subsidiary that is de-
termined pursuant to the principles of
§1.1502-21(b)(2)(iv). In addition, if the
liquidating subsidiary is a member of a
separate return limitation year sub-
group, the amount of a tax attribute
that arose in a separate return limita-
tion year that is attributable to that
member shall also be determined pur-
suant to the principles of §1.1502—
21(b)(2)(iv).

(6) Examples. The following examples
illustrate the application of this para-
graph (g):

Example 1. Liquidation—80 percent dis-
tributee. (i) Facts. X has only common stock
outstanding. On January 1 of year 1, X ac-
quired equipment with a 10-year recovery pe-
riod and elected to depreciate the equipment
using the straight-line method of deprecia-
tion. On January 1 of year 7, M1 and M2 own
80 percent and 20 percent, respectively, of X’s
stock. X is a domestic corporation but is not
a member of the group that includes M1 and
M2. On that date, X distributes all of its as-
sets to M1 and M2 in complete liquidation.
The equipment is distributed to M1l. Under
section 334(b), M1’s basis in the equipment is
the same as it would be in X’s hands. After
computing its tax liability for the taxable
year that includes the liquidation, X has net
operating losses of $100, business credits of
$40, and earnings and profits of $80.

(ii) Succession to items described in section
381(c). (A) Losses. Under paragraph (g)(1) of
this section, each distributee member suc-
ceeds to X’s items that could be used to off-
set the income of the group or any member
to the extent that such items would have
been reflected in investment adjustments to
the stock of X it owned under §1.1502-32(c) if,
immediately prior to the liquidation, such
items had been taken into account. Accord-
ingly, M1 and M2 succeed to $80 and $20, re-
spectively, of X’s net operating loss.

(B) Credits and earnings and profits. Under
paragraph (g)(3) of this section, because, im-
mediately prior to the liquidation, M1 and
M2 hold 80 percent and 20 percent, respec-
tively, of the value of the stock of X, M1 and
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M2 succeed to $32 and $8, respectively, of X’s
$40 of business credits. In addition, because
M1’s and M2’s earnings and profits do not re-
flect X’s earnings and profits, X’s earnings
and profits are allocated to M1 and M2 under
the principles of §1.1502-32(c). Therefore, M1
and M2 succeed to $64 and $16, respectively,
of X’s earnings and profits.

(C) Depreciation of equipment’s basis. Under
paragraph (g)(4) of this section, because M1
owns stock in X meeting the requirements of
section 1504(a)(2) without regard to the appli-
cation of §1.1502-34, M1 is required to con-
tinue to depreciate the equipment using the
straight-line method of depreciation over the
remaining recovery period of 4.5 years (as-
suming X used a half-year convention).

Example 2. Liquidation-no 80 percent dis-
tributee. (i) Facts. The facts are the same as
in Example 1 except that M1 and M2 own 60
percent and 40 percent, respectively, of X’s
stock. In addition, on January 1 of year 6, X
entered into a long-term contract with Y, an
unrelated party. The total contract price is
$1000, and X estimates the total allocable
contract costs to be $500. At the time of the
liquidation, X had received $250 in progress
payments under the contract and incurred
costs of $125. X accounted for the contract
under the percentage of completion method
described in section 460(b). In the liquida-
tion, M1 assumes X’s contract obligations
and rights.

(ii) Succession to items described in section
381(c). (A) Losses. Under paragraph (g)(1) of
this section, each distributee member suc-
ceeds to X’s items that could be used to off-
set the income of the group or any member
to the extent that such items would have
been reflected in investment adjustments to
the stock of X it owned under §1.1502-32(c) if,
immediately prior to the liquidation, such
items had been taken into account. Accord-
ingly, M1 and M2 succeed to $60 and $40, re-
spectively, of X’s net operating loss.

(B) Credits and earnings and profits. Under
paragraph (g)(3) of this section, because, im-
mediately prior to the liquidation, M1 and
M2 hold 60 percent and 40 percent, respec-
tively, of the value of the stock of X, M1 and
M2 succeed to $24 and $16, respectively, of X’s
$40 of business credits. In addition, because
M1’s and M2’s earnings and profits do not re-
flect X’s earnings and profits, X’s earnings
and profits are allocated to M1 and M2 under
the principles of §1.1502-32(c). Therefore, M1
and M2 succeed to $48 and $32, respectively,
of X’s earnings and profits.

(C) Depreciation of equipment’s basis. Under
section 334(a), M1’s basis in the equipment is
its fair market value at the time of the dis-
tribution. Pursuant to section 168(i)(7), to
the extent that M1’s basis in the equipment
does not exceed X’s adjusted basis in the
equipment at the time of the transfer, M1 is
required to continue to depreciate the equip-
ment using the straight-line method of de-
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preciation over the remaining recovery pe-
riod of 4.5 years (assuming X used a half-year
convention). Any portion of M1’s basis in the
equipment that exceeds X’s adjusted basis in
the equipment at the time of the transfer is
treated as being placed in service by M1 in
the year of the transfer. Thus, M1l may
choose any applicable depreciation method,
recovery period, and convention under sec-
tion 168 for such excess basis.

(D) Method of accounting for long-term con-
tract. Under paragraph (g)(4) of this section,
M1 does not succeed to X’s method of ac-
counting for the contract. Rather, under
§1.460-4(k)(2), M1 is treated as having entered
into a new contract on the date of the lig-
uidation. Under §1.460-4(k)(2)(iii), M1 must
evaluate whether the new contract should be
classified as a long-term contract within the
meaning of §1.460-1(b) and account for the
contract under a permissible method of ac-
counting.

Example 3. Liquidation—deferred items. (i)
Facts. X has only common stock out-
standing, and M1 and M2 (who are members
of the same group) own 80 percent and 20 per-
cent, respectively, of X’s stock. X operates
two divisions, each of which defers prepaid
subscription income pursuant to an election
under section 455. X distributes all of its as-
sets in complete liquidation. M1 receives all
of the assets of Division 1, including prepaid
subscription income, and assumes X’s liabil-
ity to furnish or deliver the newspaper, mag-
azine, or other periodical to which the pre-
paid subscription income received by M1 re-
lates. M2 receives all of the assets of Divi-
sion 2, including prepaid subscription in-
come, and assumes X’s liability to furnish or
deliver the newspaper, magazine, or other pe-
riodical to which the prepaid subscription in-
come received by M2 relates.

(ii) Acceleration of deferred income items and
succession to other deferred items. Under para-
graph (g)(1) of this section, M1 succeeds to
the full amount of the deferred prepaid sub-
scription income of X attributable to Divi-
sion 1. Under applicable law, X does not rec-
ognize the deferred prepaid subscription in-
come attributable to Division 1 because X’s
liability to furnish or deliver the newspaper,
magazine, or other periodical ends as a re-
sult of a transaction to which section 381(a)
applies. Under paragraph (g)(2) of this sec-
tion, solely for purposes of determining
whether the deferred income items of X at-
tributable to Division 2 are taken into ac-
count as a result of the liquidation, the dis-
tribution of property to M2 is not treated as
a transaction to which section 381(a) applies.
Therefore, under applicable law, X’s deferred
prepaid subscription income attributable to
Division 2 is taken into account in the deter-
mination of X’s income or loss with regard
to the liquidation. Further, under paragraph
(2)(2) of this section, section 332(a) does not
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apply in determining the recognition or non-
recognition of any income that M2 realizes
on account of consideration received (or
deemed received) on its assumption of X’s li-
ability to furnish or deliver the newspaper,
magazine, or other periodical to which the
prepaid subscription income relates.

() Effective/applicability date. This
paragraph (g) applies to transactions
occurring after April 14, 2008.

(h) Non-applicability of  section
362(e)(2)—(1) General rule. Section
362(e)(2) does not apply to any inter-
company transaction occurring on or
after September 17, 2008. Taxpayers
may apply this paragraph (h) to inter-
company transactions occurring on or
after October 22, 2004, and in such case,
any election made under section
362(e)(2)(C) will have no effect. The pur-
pose of this paragraph (h) is to facili-
tate the application of the consolidated
return provisions addressing the dupli-
cation of loss between members of a
consolidated group.

(2) Anti-abuse rule—(@{i) General rule. If
a taxpayer engages in a transaction to
which section 362(e)(2) would apply but
for the application of paragraph (h)(1)
of this section, and acts with a view to
prevent the consolidated return provi-
sions from properly addressing loss du-
plication, appropriate adjustments will
be made to clearly reflect the income
of the group.

(ii) Example. The following example
illustrates the principle of the anti-
abuse rule in this paragraph (h)(2).

Example. (A) Facts. P, the common parent
of a consolidated group, owns the four out-
standing shares of S stock (Share 1 through
Share 4) with an aggregate basis of $0 and
value of $80. S owns Asset 1 with a basis of
$0 and a value of $80. With a view to prevent
the consolidated return provisions from ad-
dressing the duplication of loss, P transfers
Asset 2 with a basis of $100 and a value of $20
to S in exchange for an additional share of S
stock (Share 5) in a transaction to which sec-
tion 351 applies. P later sells Share 5 to X, an
unrelated person, for $20 at a time when S’s
basis in Asset 2 was still $100. The sale is a
transfer of a loss share and therefore subject
to §1.1502-36.

(B) Analysis. Although the sale would be
subject to §1.1502-36, that section would not
prevent the stock loss or reduce S’s at-
tributes (to prevent duplication of the stock
loss) because neither §1.1502-36(b) mnor
§1.1502-36(c) would adjust the basis of the
transferred share (because there are no in-
vestment adjustments) and §1.1502-36(d)

§1.1502-81T

would not reduce S’s attributes (because S’s
aggregate inside loss is $0). However, because
P acted with a view to prevent the consoli-
dated return provisions from addressing the
duplication of the loss on Asset 2, P’s trans-
fer of Asset 2 to S is subject to the anti-
abuse rule in this paragraph (h)(2). Accord-
ingly, effective immediately before the
transfer of Share 5 to X, either P’s basis in
Share 5 or S’s basis in Asset 2 must be ad-
justed to reflect what it would have been had
section 362(e)(2) been applied at the time P
transferred Asset 2 to S (taking into account
the interim facts and circumstances). Ac-
cordingly, S must either reduce its basis in
Asset 2 by $80 to $20 (eliminating the dupli-
cated loss) or P must reduce its basis in
Share 5 by $80 to $20 (eliminating the dupli-
cated loss).

(C) Transfer of all S shares. Assume the
same facts as those in paragraph (A) of this
Example, except that P sells all five S shares
to X. Although P’s transfer of Asset 2 to S
results in the duplication of an $80 loss, be-
cause all the shares are transferred, the
transaction does not prevent the consoli-
dated return provisions from properly ad-
dressing loss duplication. P’s $80 duplicated
loss is offset by an $80 duplicated gain, and
the group recognizes the offsetting stock
gain and loss. Accordingly, this paragraph
(h)(2) does not apply to P’s transfer of Asset
2to S.

[T.D. 8402, 57 FR 9385, Mar. 18, 1992]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.1502-80, see the List of
CFR Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

§1.1502-81T Alaska Native Corpora-
tions.

(a) General Rule. The application of
section 60(b)(5) of the Tax Reform Act
of 1984 and section 1804(e)(4) of the Tax
Reform Act of 1986 (relating to Native
Corporations established under the
Alaska Native Claims Settlement Act
(43 U.S.C. 1601 et seq.)) is limited to the
use on a consolidated return of losses
and credits of a Native Corporation,
and of a corporation all of whose stock
is owned directly by a Native Corpora-
tion, during any taxable year (begin-
ning after the effective date of such
sections and before 1992), or any part
thereof, against the income and tax li-
ability of a corporation affiliated with
the Native Corporation. Thus, no other
tax saving, tax benefit, or tax loss is
intended to result from the application
of section 60(b)(56) of the Tax Reform
Act of 1984 and section 1804(e)(4) of the
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Tax Reform Act of 1986 to any person
(whether or not such person is a mem-
ber of an affiliated group of which a
Native Corporation is the common par-
ent). In particular, except as approved
by the Secretary, no positive adjust-
ment under §1.1502-32(b) will be made
with respect to the basis of stock of a
corporation that is affiliated with a
Native Corporation through applica-
tion of section 60(b)(5) of the Tax Re-
form Act of 1984 and section 1804(e)(4)
of the Tax Reform Act of 1986.

(b) Effective Dates. This section ap-
plies to taxable years beginning after
December 31, 1984.

[T.D. 8130, 52 FR 8448, Mar. 18, 1987, as
amended by T.D. 8560, 59 FR 41675, Aug. 15,
1994]
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[T.D. 8824, 64 FR 36128, July 2, 1999, as amend-
ed by T.D. 9304, 71 FR 76907, Dec. 22, 2006;
T.D. 9329, 72 FR 32805, June 14, 2007; T.D. 9424,
73 FR 53986, Sept. 17, 2008]

§1.1502-91 Application of section 382
with respect to a consolidated
group.

(a) Determination and effect of an own-
ership change—(1) In general. This sec-
tion and §§1.1502-92 and 1.1502-93 set
forth the rules for determining an own-
ership change under section 382 for
members of consolidated groups and
the section 382 limitations with respect
to attributes described in paragraphs
(e) and (f) of this section. These rules
generally provide that an ownership
change and the section 382 limitation
are determined with respect to these
attributes for the group (or loss sub-
group) on a single entity basis and not
for its members separately. Following
an ownership change of a loss group (or
a loss subgroup) under §1.1502-92, the
amount of consolidated taxable income
for any post-change year which may be
offset by pre-change consolidated at-
tributes (or pre-change subgroup at-
tributes) shall not exceed the consoli-
dated section 382 limitation (or sub-
group section 382 limitation) for such
yvear as determined under §1.1502-93.

(2) Special rule for post-change year
that includes the change date. If the
post-change year includes the change
date, section 382(b)(3)(A) is applied so
that the consolidated section 382 limi-
tation (or subgroup section 382 limita-
tion) does not apply to the portion of
consolidated taxable income that is al-
locable to the period in the year on or
before the change date. See generally
§1.382-6 (relating to the allocation of
income and loss). The allocation of
consolidated taxable income for the
post-change year that includes the
change date must be made before tak-
ing into account any consolidated net
operating loss deduction (as defined in
§1.1502-21(a)).

(3) Cross-reference. See §§1.1502-94 and
1.1502-95 for rules that apply section 382
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to a corporation that becomes or
ceases to be a member of a group or
loss subgroup.

(b) Definitions and nomenclature. For
purposes of this section and §§1.1502-92
through 1.1502-99, unless otherwise
stated:

(1) The definitions and nomenclature
contained in section 382 and the regula-
tions thereunder (including the nomen-
clature and assumptions relating to
the examples in §1.382-2T(b)) and this
section and §§1.1502-92 through 1.1502-99
apply.

(2) In all examples, all groups file
consolidated returns, all corporations
file their income tax returns on a cal-
endar year basis, the only b5-percent
shareholder of a corporation is a public
group, the facts set forth the only
owner shifts during the testing period,
no election is made under paragraph
(d)(4) of this section, and each asset of
a corporation has a value equal to its
adjusted basis.

(3) As the context requires, ref-
erences to §§1.1502-91 through 1.1502-96
include references to corresponding
provisions of §§1.1502-A through 1.1502—
96A. For example, a reference to an
ownership change under §1.1502-92 in
§1.1502-95(b) can include a reference to
an ownership change under §1.1502-92A.

(c) Loss group—(1) Defined. A 1loss
group is a consolidated group that—

§1.1502-91

(i) Is entitled to use a net operating
loss carryover to the taxable year that
did not arise (and is not treated under
§1.1502-21(c) as arising) in a SRLY;

(ii) Has a consolidated net operating
loss for the taxable year in which a
testing date of the common parent oc-
curs (determined by treating the com-
mon parent as a loss corporation); or

(iii) Has a net unrealized built-in loss
(determined under paragraph (g) of this
section by treating the date on which
the determination is made as though it
were a change date).

(2) Coordination with rule that ends
separate tracking. A consolidated group
may be a loss group because a mem-
ber’s losses that arose in (or are treat-
ed as arising in) a SRLY are treated as
described in paragraph (c)(1)(i) of this
section. See §1.1502-96(a).

(3) Example. The following example il-
lustrates the principles of this para-
graph (c):

Example. Loss group. (i) L and L1 file sepa-
rate returns and each has a net operating
loss carryover arising in Year 1 that is car-
ried over to Year 2. A owns 40 shares and L
owns 60 shares of the 100 outstanding shares
of L1l stock. At the close of Year 1, L. buys
the 40 shares of L1 stock from A. For Year 2,
L and L1 file a consolidated return. The fol-
lowing is a graphic illustration of these
facts:
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L

NOL

60%

NOL

L

SRY NOL
100%

L1

[SRLY NOL

(ii) L and L1 become a loss group at the be- not arise (and is not treated under §1.1502—
ginning of Year 2 because the group is enti- 21(c) as arising) in a SRLY. See §1.1502-94 for
tled to use the Year 1 net operating loss car- rules relating to the application of section
ryover of L, the common parent, which did 382 with respect to L1’s net operating loss
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carryover from Year 1 which did arise in a
SRLY.

(d) Loss subgroup—(1) Net operating
loss carryovers. Two or more corpora-
tions that become members of a con-
solidated group (the current group)
compose a loss subgroup if—

(i) They were affiliated with each
other in another group (the former
group), whether or not the group was a
consolidated group;

(ii) They bear the relationship de-
scribed in section 1504(a)(1) to each
other through a loss subgroup parent
immediately after they become mem-
bers of the current group (or are
deemed to bear that relationship as a
result of an election described in para-
graph (d)(4) of this section); and

(iii) At least one of the members car-
ries over a net operating loss that did
not arise (and is not treated under
§1.1502-21(c) as arising) in a SRLY with
respect to the former group.

(2) Net unrealized built-in loss. Two or
more corporations that become mem-
bers of a consolidated group compose a
loss subgroup if they—

(i) Have been continuously affiliated
with each other for the 5 consecutive
year period ending immediately before
they become members of the group;

(ii) Bear the relationship described in
section 1504(a)(1) to each other through
a loss subgroup parent immediately
after they become members of the cur-
rent group (or are deemed to bear that
relationship as a result of an election
described in paragraph (d)(4) of this
section); and

(iii) Have a net unrealized built-in
loss (determined under paragraph (g) of
this section on the day they become
members of the group by treating that
day as though it were a change date).

(3) Loss subgroup parent. A loss sub-
group parent is the corporation that
bears the same relationship to the
other members of the loss subgroup as
a common parent bears to the members
of a group.

(4) Election to treat loss subgroup par-
ent requirement as satisfied—(i) In gen-
eral. Solely for purposes of paragraphs
(A)(@Q)(E) and (2)({i) of this section, two
or more corporations that become
members of a consolidated group at the
same time and that were affiliated
with each other immediately before be-

§1.1502-91

coming members of the group are
deemed to bear a section 1504(a)(1) rela-
tionship to each other immediately
after they become members of the
group if the common parent of that
group makes an election under this
paragraph (d)(4) with respect to those
members. See §1.1502-96(e) for the time
and manner of making the election.

(i1) Members included. An election
under this paragraph (d)(4) includes all
corporations that become members of
the current group at the same time and
that were affiliated with each other
immediately before they become mem-
bers of the current group.

(iii) Each member included treated as
loss subgroup parent. If the members to
which this election applies are a loss
subgroup described in paragraph (d)(1)
or (2) of this section, then each member
is treated as a loss subgroup parent.
See §1.1502-92(b)(1)(iii) for special rules
relating to an ownership change of a
loss subgroup if the election under this
paragraph (d)(4) is made.

(5) Principal purpose of avoiding a limi-
tation. The corporations described in
paragraphs (d)(1) or (2) of this section
do not compose a loss subgroup if any
one of them is formed, acquired, or
availed of with a principal purpose of
avoiding the application of, or increas-
ing any limitation under, section 382.
Instead, §1.1502-94 applies with respect
to the attributes of each such corpora-
tion. Any member excluded from a loss
subgroup, if excluded with a principal
purpose of so avoiding or increasing
any section 382 limitation, is treated as
included in the loss subgroup. This
paragraph (d)(5) does not apply solely
because, in connection with becoming
members of the group, the members of
a group (or loss subgroup) are rear-
ranged (or, in the case of the preceding
sentence, are not rearranged) to bear a
relationship to the other members de-
scribed in section 1504(a)(1).

(6) Special rules. See §1.1502-95(d) for
rules concerning when a corporation
ceases to be a member of a loss sub-
group, and for certain exceptions that
may apply if a member does not con-
tinue to satisfy the loss subgroup par-
ent requirement within the current
group. See also §1.1502-96(a) for a spe-
cial rule regarding the end of separate
tracking of SRLY losses of a member
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that has an ownership change or that
has been a member of a group for at
least b consecutive years.

(7T) Examples. The following examples
illustrate the principles of this para-
graph (d):

Example 1. Loss subgroup. (i) P owns all the
L stock and L owns all the L1 stock. The P

26 CFR Ch. | (4-1-17 Edition)

group has a consolidated net operating loss
arising in Year 1 that is carried to Year 2. On
May 2, Year 2, P sells all the stock of L to A,
and L and L1 thereafter file consolidated re-
turns. A portion of the Year 1 consolidated
net operating loss is apportioned under
§1.1502-21(b) to each of L and L1, which they
carry over to Year 2. The following is a
graphic illustration of these facts:

860



Internal Revenue Service, Treasury §1.1502-91

I? 100% of

L stock
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100%

L

~2 1 NOL|

L1
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(ii) (a) L and L1 compose a loss subgroup (A) They were affiliated with each other in
within the meaning of paragraph (d)(1) of the P group (the former group);
this section because— (B) They bear a relationship described in

section 1504(a)(1) to each other through a
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loss subgroup parent (L) immediately after
they became members of the L group; and

(C) At least one of the members (here, both
L and L1) carries over a net operating loss to
the L group (the current group) that did not
arise in a SRLY with respect to the P group.

(b) Under paragraph (d)(3) of this section, L
is the loss subgroup parent of the L loss sub-
group.

Example 2. Loss subgroup—section 1504(a)(1)
relationship. (i) P owns all the stock of L. and
L1. L owns all the stock of L2. L1 and L2 own
40 percent and 60 percent of the stock of L3,

26 CFR Ch. | (4-1-17 Edition)

respectively. The P group has a consolidated
net operating loss arising in Year 1 that is
carried over to Year 2. On May 22, Year 2, P
sells all the stock of L. and L1 to P1, the
common parent of another consolidated
group. The Year 1 consolidated net operating
loss is apportioned under §1.1502-21(b), and
each of L, L1, 1.2, and L3 carries over a por-
tion of such loss to the first consolidated re-
turn year of the Pl group ending after the
acquisition. The following is a graphic illus-
tration of these facts:
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(ii) L and L2 compose a loss subgroup with-
in the meaning of paragraph (d)(1) of this
section. Neither L1 nor L3 is included in a
loss subgroup because neither bears a rela-
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100% of L
and I?l stk Pl
>
L1l
40%
Pl
N
60%
tionship described in section 1504(a)(1)

through a loss subgroup parent to any other
member of the former group immediately
after becoming members of the P1 group.
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Example 3. Loss subgroup—section 1504(a)(1)
relationship. The facts are the same as in Ex-
ample 2, except that the stock of L1 is trans-
ferred to L in connection with the sale of the
L stock to P1. L, L1, L2, and L3 compose a
loss subgroup within the meaning of para-
graph (d)(1) of this section because—

(i) They were affiliated with each other in
the P group (the former group);

(ii) They bear a relationship described in
section 1504(a)(1) to each other through a
loss subgroup parent (L) immediately after
they become members of the P1 group; and

(iii) At least one of the members (here,
each of L, L1, 1.2, and L3) carries over a net
operating loss to the P1 group (the current
group).

Example 4. Loss subgroup—elective section
1504(a)(1) relationship. The facts are the same
as in Example 2, except that P1 makes the
election under paragraph (d)(4) of this sec-
tion. The election includes L, L1, L2, and L3
(even though L and L2 would compose a loss
subgroup without regard to the election) be-
cause they become members of the current
group (the P1 group) at the same time and
were affiliated with each other in the P
group immediately before they became mem-
bers of the P1 group. As a result of the elec-
tion, L, L1, L2, and L3 are treated as satis-
fying the requirement that they bear the re-
lationship described in section 1504(a)(1) to
each other through a loss subgroup parent
immediately after they become members of
the P1 group. L, L1, L2, and L3 compose a
loss subgroup within the meaning of para-
graph (d)(1) of this section.

(e) Pre-change consolidated attribute—
(1) Defined. A pre-change consolidated
attribute of a loss group is—

(i) Any loss described in paragraph
(¢)(1)(i) or (ii) of this section (relating
to the definition of loss group) that is
allocable to the period ending on or be-
fore the change date; and

(ii) Any recognized built-in loss of
the loss group.

(2) Example. The following example il-
lustrates the principle of this para-
graph (e):

Example. Pre-change consolidated attribute.
(i) The L group has a consolidated net oper-
ating loss arising in Year 1 that is carried
over to Year 2. The L loss group has an own-
ership change at the beginning of Year 2.

(ii) The net operating loss carryover of the
L loss group from Year 1 is a pre-change con-
solidated attribute because the L. group was
entitled to use the loss in Year 2 and there-
fore the loss was described in paragraph
(c)(1)(i) of this section. Under paragraph
(a)(2)(i) of this section, the amount of con-
solidated taxable income of the L group for
Year 2 that may be offset by this loss carry-
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over may not exceed the consolidated sec-
tion 382 limitation of the L group for that
year. See §1.1502-93 for rules relating to the
computation of the consolidated section 382
limitation.

(f) Pre-change subgroup attribute—(1)
Defined. A pre-change subgroup at-
tribute of a loss subgroup is—

(i) Any net operating loss carryover
described in paragraph (d)(1)(iii) of this
section (relating to the definition of
loss subgroup); and

(ii) Any recognized built-in loss of
the loss subgroup.

(2) Example. The following example il-
lustrates the principle of this para-
graph (f):

Pre-change subgroup attribute. (i) P is the
common parent of a consolidated group. P
owns all the stock of L, and L owns all the
stock of LL1. L2 is not a member of an affili-
ated group, and has a net operating loss aris-
ing in Year 1 that is carried over to Year 2.
On December 11, Year 2, L1 acquires all the
stock of L2, causing an ownership change of
L2. During Year 2, the P group has a consoli-
dated net operating loss that is carried over
to Year 3. On November 2, Year 3, M acquires
all the L stock from P. M, L, L1, and L2
thereafter file consolidated returns. All of
the P group Year 2 consolidated net oper-
ating loss is apportioned under §1.1502-21(b)
to L and L2, which they carry over to the M
group.

(ii)(a) L, L1, and L2 compose a loss sub-
group because—

(1) They were affiliated with each other in
the P group (the former group);

(2) They bear a relationship described in
section 1504(a)(1) to each other through a
loss subgroup parent (L) immediately after
they became members of the L group; and

(3) At least one of the members (here, both
L and L2) carries over a net operating loss to
the M group (the current group) that is de-
scribed in paragraph (d)(1)(iii) of this sec-
tion.

(b) For this purpose, L2’s loss from Year 1
that was a SRLY loss with respect to the P
group (the former group) is described in
paragraph (d)(1)(iii) of this section because
L2 had an ownership change on becoming a
member of the P group (see §1.1502-96(a)) on
December 11, Year 2. Starting on December
12, Year 2, the P group no longer separately
tracked owner shifts of the stock of L.l with
respect to the Year 1 loss. M’s acquisition re-
sults in an ownership change of L., and there-
fore the L loss subgroup under §1.1502—
92(a)(2). See §1.1502-93 for rules governing the
computation of the subgroup section 382 lim-
itation.
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(iii) In the M group, L2’s Year 1 loss con-
tinues to be subject to a section 382 limita-
tion resulting from the ownership change
that occurred on December 11, Year 2. See
§1.1502-96(c).

(g) Net wunrealiced built-in gain and
loss—(1) In general. The determination
whether a consolidated group (or loss
subgroup) has a net unrealized built-in
gain or loss under section 382(h)(3) is
based on the aggregate amount of the
separately computed net unrealized
built-in gains or losses of each member
that is included in the group (or loss
subgroup) under paragraph (g)(2) of this
section, including items of built-in in-
come and deduction described in sec-
tion 382(h)(6). Thus, for example,
amounts deferred under section 267, or
under §1.1502-13 (other than amounts
deferred with respect to the stock of a
member (or an intercompany obliga-
tion) included in the group (or loss sub-
group) under paragraph (g)(2) of this
section) are built-in items. The thresh-
old requirement under section
382(h)(3)(B) applies on an aggregate
basis and not on a member-by-member
basis. The separately computed
amount of a member included in a
group or loss subgroup does not include
any unrealized built-in gain or loss on
stock (including stock described in sec-
tion 1504(a)(4) and §1.382-2T(f)(18)(ii)
and (iii)) of another member included
in the group or loss subgroup (or an
intercompany obligation). However, a
member of a group or loss subgroup in-
cludes in its separately computed
amount the unrealized built-in gain or
loss on stock (but not on an intercom-
pany obligation) of another member
not included in the group or loss sub-
group. If a member is not included in
the determination whether a group (or
subgroup) has a net unrealized built-in
loss under paragraph (g)(2)(ii) or (iv) of
this section, that member is not in-
cluded in the loss group or loss sub-
group. See §1.1502-94(c) (relating to
built-in gain or loss of a new loss mem-
ber) and §1.1502-96(a) (relating to the
end of separate tracking of certain
losses).

(2) Members included—(i) Consolidated
group with a mnet operating loss. The
members included in the determination
whether a consolidated group described
in paragraph (¢)(1)(i) or (ii) of this sec-
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tion (relating to loss groups with net
operating losses) has a net unrealized
built-in gain are all members of the
consolidated group on the day that the
determination is made.

(ii) Determination whether a consoli-
dated group has a net unrealized built-in
loss. The members included in the de-
termination whether a consolidated
group is a loss group described in para-
graph (c¢)(1)(iii) of this section are—

(A) The common parent and all other
members that have been affiliated with
the common parent for the 5 consecu-
tive year period ending on the day that
the determination is made;

(B) Any other member that has a net
unrealized built-in loss determined
under paragraph (g)(1) of this section
on the date that the determination is
made, and that is neither a new loss
member described in §1.1502-94(a)(1)(ii)
nor a member of a loss subgroup de-
scribed in paragraph (d)(2) of this sec-
tion;

(C) Any new loss member described in
§1.1502-94(a)(1)(ii) that has a net unre-
alized built-in gain determined under
paragraph (g)(1) of this section on the
day that the determination is made;
and

(D) The members of a loss subgroup
described in paragraph (d)(2) of this
section if the members of the subgroup
have, in the aggregate, a net unrealized
built-in gain on the day that the deter-
mination is made.

(iii) Loss subgroup with net operating
loss carryovers. The members included
in the determination whether a loss
subgroup described in paragraph (d)(1)
of this section (relating to loss sub-
groups with net operating loss
carryovers) has a net unrealized built-
in gain are all members of the loss sub-
group on the day that the determina-
tion is made.

(iv) Determination whether subgroup
has a net unrealiced built-in loss. The
members included in the determination
whether a subgroup has a net unreal-
ized built-in loss are those members de-
scribed in paragraphs (d)(2)(i) and (ii)
of this section.

(v) Separate determination of section
382 limitation for recognized built-in losses
and net operating losses. In determining
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whether a loss group described in para-
graph (c)(1)(i) or (ii) of this section (re-
lating to loss groups that have net op-
erating loss carryovers) has a net unre-
alized built-in gain which, if recog-
nized, increases the consolidated sec-
tion 382 limitation, the group includes,
under paragraph (g)(2)(i) of this sec-
tion, all of its members on the day the
determination is made. Under para-
graph (g)(2)(ii) of this section, however,
for purposes of determining whether a
group has a net unrealized built-in loss
described in paragraph (c)(1)(iii) of this
section, not all members of the consoli-
dated group may be included. Thus, a
consolidated group may have recog-
nized built-in gains that increase the
amount of consolidated taxable income
that may be offset by its pre-change
net operating loss carryovers that did
not arise (and are not treated as aris-
ing) in a SRLY, and also may have rec-
ognized built-in losses the absorption
of which is limited. Similar results
may obtain for loss subgroups under
paragraphs (g)(2)(iii) and (iv) of this
section. See §1.1502-93(c)(2) for rules
prohibiting the use of recognized built-
in gains to increase the amount of con-
solidated taxable income that can be
offset by recognized built-in losses.

(3) Coordination with rule that ends
separate tracking. See §1.1502-96(a) for
special rules relating to members (or
loss subgroups) that have an ownership
change within six months before, on, or
after becoming a member of the group.

(4) Acquisitions of built-in gain or loss
assets. A member of a consolidated
group (or loss subgroup) may not, in
determining its separately computed
net unrealized built-in gain or loss, in-
clude any gain or loss with respect to
assets acquired with a principal pur-
pose to affect the amount of its net un-
realized built-in gain or loss. A group
(or loss subgroup) may not, in deter-
mining its net unrealized built-in gain
or loss, include any gain or loss of a
member acquired with a principal pur-
pose to affect the amount of its net un-
realized built-in gain or loss.

(6) Indirect owmnership. A member’s
separately computed net unrealized
built-in gain or loss is adjusted to the
extent necessary to prevent any dupli-
cation of unrealized gain or loss attrib-
utable to the member’s indirect owner-
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ship interest in another member
through a nonmember if the member
has a 5-percent or greater ownership
interest in the nonmember.

(6) Common parent not common parent
for five years. If the common parent has
become the common parent of an exist-
ing group within the previous 5 year
period in a transaction described in
§1.1502-75(d)(2)(ii) or (3), appropriate
adjustments must be made in applying
paragraph (g)(2)(ii)(A) of this section so
that corporations that have not been
members of the group for five years are
not included. In such a case, references
to the common parent in paragraph
(2)(2)(i1)(A) of this section are to the
former common parent. Thus, members
of the group remaining in existence
(including the new common parent)
that have not been affiliated with the
former common parent (or that have
not been members of that group) for
the five consecutive year period ending
on the day that the determination is
made are not included under paragraph
(2)(2)(i1)(A) of this section. See, how-
ever, §1.1502-96(a)(2) for special rules
relating to members (or loss subgroups)
that have an ownership change within
six months before, on, or after the time
that the member becomes a member of
the group.

(h) Recognized built-in gain or loss—(1)
In general. [Reserved]

(2) Disposition of stock or an intercom-
pany obligation of a member. Gain or loss
recognized by a member on the disposi-
tion of stock (including stock described
in section 1504(a)(4) and §1.382-
2T(f)(18)(ii) and (iii)) of another mem-
ber is treated as a recognized gain or
loss for purposes of section 382(h)(2)
(unless disallowed) even though gain or
loss on such stock was not included in
the determination of a net unrealized
built-in gain or loss under paragraph
(2)(1) of this section. Gain or loss rec-
ognized by a member with respect to
an intercompany obligation is treated
as recognized gain or loss only to the
extent (if any) the transaction gives
rise to aggregate income or loss within
the consolidated group. The first sen-
tence of this paragraph (h)(2) is appli-
cable on or after September 17, 2008.

(3) Intercompany transactions. Gain or
loss that is deferred under provisions
such as section 267 and §1.1502-13 is
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treated as recognized built-in gain or
loss only to the extent taken into ac-
count by the group during the recogni-
tion period. See also §1.1502-13(c)(7) Ex-
ample 10.

(4) Exchanged basis property. If the ad-
justed basis of any asset is determined,
directly or indirectly, in whole or in
part, by reference to the adjusted basis
of another asset held by the member at
the beginning of the recognition pe-
riod, the asset is treated, with appro-
priate adjustments, as held by the
member at the beginning of the rec-
ognition period.

(i) [Reserved]

(j) Predecessor and Successor corpora-
tions. A reference in this section and
§§1.1502-92 through 1.1502-99 to a cor-
poration, member, common parent,
loss subgroup parent, or subsidiary in-
cludes, as the context may require, a
reference to a predecessor or successor
corporation as defined in §1.1502-1(f)(4).
For example, the determination wheth-
er a successor satisfies the continuous
affiliation requirement of paragraph
(d)(2)(d) or (g)(2)({i) of this section is
made by reference to its predecessor.

[T.D. 8824, 64 FR 36129, July 2, 1999, as amend-
ed by T.D. 9048, 68 FR 12291, Mar. 14, 2003;
T.D. 9187, 70 FR 10326, Mar. 3, 2005; T.D. 9254,
71 FR 13018, Mar. 14, 2006; T.D. 9424, 73 FR
53984, Sept. 17, 2008]

§1.1502-92 Ownership change of a loss
group or a loss subgroup.

(a) Scope. This section provides rules
for determining if there is an owner-
ship change for purposes of section 382
with respect to a loss group or a loss
subgroup. See §1.1502-94 for special
rules for determining if there is an
ownership change with respect to a
new loss member and §1.1502-96(b) for
special rules for determining if there is
an ownership change of a subsidiary.

(b) Determination of an ownership
change—(1) Parent change method—(i)
Loss group. A loss group has an owner-
ship change if the loss group’s common
parent has an ownership change under
section 382 and the regulations there-
under. Solely for purposes of deter-
mining whether the common parent
has an ownership change—

(A) The losses described in §1.1502-
91(c) are treated as net operating losses

§1.1502-92

(or a net unrealized built-in loss) of the
common parent; and

(B) The common parent determines
the earliest day that its testing period
can begin by reference to only the at-
tributes that make the group a loss
group under §1.1502-91(c).

(ii) Loss subgroup. A 1loss subgroup
has an ownership change if the loss
subgroup parent has an ownership
change under section 382 and the regu-
lations thereunder. The principles of
§1.1502-95(b) (relating to ceasing to be a
member of a consolidated group) apply
in determining whether the loss sub-
group parent has an ownership change.
Solely for purposes of determining
whether the loss subgroup parent has
an ownership change—

(A) The losses described in §1.1502—
91(d) are treated as net operating losses
(or a net unrealized built-in loss) of the
loss subgroup parent;

(B) The day that the members of the
loss subgroup become members of the
group (or a loss subgroup) is treated as
a testing date within the meaning of
§1.382-2(a)(4); and

(C) The loss subgroup parent deter-
mines the earliest day that its testing
period can begin under §1.382-2T(d)(3)
by reference to only the attributes that
make the members a loss subgroup
under §1.1502-91(d).

(iii) Special rule if election regarding
section 1504(a)(1) relationship is made—
(A) Ownership change of deemed loss sub-
group parent is an ownership change of
loss subgroup. If the common parent
makes an election under §1.1502-
91(d)(4), each of the members in the
loss subgroup is treated as the loss sub-
group parent for purposes of deter-
mining whether the loss subgroup has
an ownership change under section 382
and the regulations thereunder on or
after the day the members become
members of the group.

(B) Exception. Paragraph (b)(1)(iii)(A)
of this section does not apply to cause
an ownership change of a loss subgroup
if a deemed loss subgroup parent has an
ownership change upon (or after) ceas-
ing to be a member of the current
group.

(2) Examples. The following examples
illustrate the principles of this para-
graph (b):
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Example 1. Loss group—ownership change of
the common parent. (i) A owns all the L stock.
L owns 80 percent and B owns 20 percent of
the L1 stock. For Year 1, the L group has a
consolidated net operating loss that resulted
from the operations of L.l and that is carried
over to Year 2. The value of the L stock is
$1000. The total value of the L1 stock is $600

26 CFR Ch. | (4-1-17 Edition)

and the value of the L1 stock held by B is
$120. The L group is a loss group under
§1.1502-91(c)(1) because it is entitled to use
its net operating loss carryover from Year 1.
On August 15, Year 2, A sells 51 percent of
the L stock to C. The following is a graphic
illustration of these facts:

51% of

L stock
—_—

803

L1

r-l.—'OZO—I

(ii) Under paragraph (b)(1)(i) of this sec-
tion, section 382 and the regulations there-
under are applied to L to determine whether
it (and therefore the L loss group) has an
ownership change with respect to its net op-
erating loss carryover from Year 1 attrib-

20%

utable to L1 on August 15, Year 2. The sale
of the L stock to C causes an ownership
change of L under §1.382-2T and of the L loss
group under paragraph (b)(1)(i) of this sec-
tion. The amount of consolidated taxable in-
come of the L loss group for any post-change
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taxable year that may be offset by its pre-
change consolidated attributes (that is, the
net operating loss carryover from Year 1 at-
tributable to LL1) may not exceed the consoli-
dated section 382 limitation for the L loss
group for the taxable year.

Example 2. Loss group—owner shifts of sub-
sidiaries disregarded. (i) The facts are the
same as in Example 1, except that on August

49% of

L stock
—

A

L

80% 20%

L1

rL"OZO—I

(ii) B’s subsequent sale of L1 stock is not
taken into account for purposes of deter-
mining whether the L loss group has an own-
ership change under paragraph (b)(1)(i) of
this section, and, accordingly, there is no
ownership change of the L loss group. See
paragraph (c) of this section, however, for a
supplemental ownership change method that
would apply to cause an ownership change if
the purchases by C and D were pursuant to a
plan or arrangement and certain other condi-
tions are satisfied.

Example 3. Loss subgroup—ownership change
of loss subgroup parent controls. (i) P owns all

§1.1502-92

15, Year 2, A sells only 49 percent of the L
stock to C and, on December 12, Year 3, in an
unrelated transaction, B sells the 20 percent
of the L1 stock to D. A’s sale of the L stock
to C does not cause an ownership change of
L under §1.382-2T nor of the L loss group
under paragraph (b)(1)(i) of this section. The
following is a graphic illustration of these
facts:

—_—
20% of

L1 stock

the L stock. LL owns 80 percent and A owns 20
percent of the L1 stock. The P group has a
consolidated net operating loss arising in
Year 1 that is carried over to Year 2. On Sep-
tember 9, Year 2, P sells 51 percent of the L
stock to B, and L1 is apportioned a portion of
the Year 1 consolidated net operating loss
under §1.1502-21(b), which it carries over to
its next taxable year. L and L1 file a consoli-
dated return for their first taxable year end-
ing after the sale to B. The following is a
graphic illustration of these facts:
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P 51% of
L stock
—_—

1@

r—HOZO—1
-

49%

-21 NOLi”’j!III"
80%

|
-21 _NoL

(ii) Under §1.1502-91(d)(1), L. and L1 com- tion, section 382 and the regulations there-
pose a loss subgroup on September 9, Year 2, under are applied to L to determine whether
the day that they become members of the L it (and therefore the L loss subgroup) has an
group. Under paragraph (b)(1)(ii) of this sec- ownership change with respect to the portion
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of the Year 1 consolidated net operating loss
that is apportioned to L1 on September 9,
Year 2. LL has an ownership change resulting
from P’s sale of 51 percent of the L stock to
A. Therefore, the L loss subgroup has an
ownership change with respect to that loss.
Example 4. Loss group and loss subgroup—
contemporaneous ownership changes. (i) A
owns all the stock of corporation M, M owns
35 percent and B owns 65 percent of the L
stock, and L owns all the L1 stock. The L
group has a consolidated net operating loss
arising in Year 1 that is carried over to Year

§1.1502-92

2. On May 19, Year 2, B sells 45 percent of the
L stock to M for cash. M, L, and L1 there-
after file consolidated returns. L and L1 are
each apportioned a portion of the Year 1 con-
solidated net operating loss, which they
carry over to the M group’s Year 2 and Year
3 consolidated return years. The M group has
a consolidated net operating loss arising in
Year 2 that is carried over to Year 3. On June
9, Year 3, A sells 70 percent of the M stock to
C. The following is a graphic illustration of
these facts:
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(ii) Under §1.1502-91(d)(1), L. and L1 com- section 382 and the regulations thereunder
pose a loss subgroup on May 19, Year 2, the are applied to L to determine whether L (and
day they become members of the M group. therefore the L loss subgroup) has an owner-
Under paragraph (b)(1)(ii) of this section, ship change with respect to the loss
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carryovers from Year 1 on May 19, Year 2, a
testing date because of B’s sale of L stock to
M. The sale of L stock to M results in only
a 45 percentage point increase in A’s owner-
ship of L stock. Thus, there is no ownership
change of L (or the L loss subgroup) with re-
spect to those loss carryovers under para-
graph (b)(1)(ii) of this section on that day.

(iii) June 9, Year 3, is also a testing date
with respect to the L loss subgroup because
of A’s sale of M stock to C. The sale results
in a 56 percentage point increase in C’s own-
ership of L stock, and L has an ownership
change. Therefore, the L loss subgroup has
an ownership change on that day with re-
spect to the loss carryovers from Year 1.

(iv) Paragraph (b)(1)(i) of this section re-
quires that section 382 and the regulations
thereunder be applied to M to determine
whether M (and therefore the M loss group)
has an ownership change with respect to the
net operating loss carryover from Year 2 on
June 9, Year 3, a testing date because of A’s
sale of M stock to C. The sale results in a 70
percentage point increase in C’s ownership of
M stock, and M has an ownership change.
Therefore, the M loss group has an ownership
change on that day with respect to that loss
carryover.

Example 5. Deemed subgroup parent. (i) P
owns all the stock of L and L1 and 80 percent
of the stock of T. A owns the remaining 20
percent of the stock of T. LL1 owns all the
stock of L2. P1, which owns 60 percent of the
stock of P, acquires, at the beginning of Year
2, the T, L, and L1 stock owned by P, and T,
L, L1, and L2 become members of the Pl
group. The P group has a consolidated net
operating loss arising in Year 1 that is car-
ried over to Year 2. L, L1, and L2 are each
apportioned a portion of the Year 1 consoli-
dated net operating loss under §1.1502-21(b),
which they carry over to the P1 group’s Year
2 and Year 3 consolidated return years. Pl
makes the election described in §1.1502—
91(d)(4) to treat T, L, Ll and L2 as meeting
the section 1504(a)(1) requirement of §1.1502-
91(d)(1)(ii). As a result of the election, T, L,
L1 and L2 compose a loss subgroup and T, L,
L1, and L2 are each treated as the loss sub-
group parent for purposes of this paragraph
(b). Because of P1’s indirect ownership of T,
L, L1, and L2 prior to P1’s acquisition of the
T, L, and L1 stock, P1’s acquisition does not
cause an ownership change of the loss sub-
group.

(ii) On February 2, Year 3, L1 sells all of
the stock of L2 to B. Although L2 is treated
as a loss subgroup parent, the determination
whether the loss subgroup comprised of T, L,
and L1 has an ownership change under this
paragraph (b) is made without regard to the
sale of L2 because L2’s ownership change oc-
curred upon ceasing to be a member of the
P1 group. See §1.1502-95(b) to determine the
application of section 382 to L2 when L2
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ceases to be a member of the P1 group and
the T, L, L1 and L2 loss subgroup.

(iii) On March 26, Year 3, A sells her 20 per-
cent minority stock interest in T to C . C’s
purchase, together with the 32 percentage
point owner shift effected by P1’s acquisition
of the T stock at the beginning of Year 2,
causes an ownership change of T, and there-
fore of the loss subgroup comprised of T, L,
and L1.

(3) Special adjustments—(i) Common
parent succeeded by a new common par-
ent. For purposes of determining if a
loss group has an ownership change, if
the common parent of a loss group is
succeeded or acquired by a new com-
mon parent and the loss group remains
in existence, the new common parent is
treated as a continuation of the former
common parent with appropriate ad-
justments to take into account shifts
in ownership of the former common
parent during the testing period (in-
cluding shifts that occur incident to
the common parent’s becoming the
former common parent). A new com-
mon parent may be a continuation of
the former common parent even if,
under §1.1502-91(g)(2)(ii), the new com-
mon parent is not included in deter-
mining whether the group has a net un-
realized built-in loss.

(i1) Newly created loss subgroup parent.
For purposes of determining if a loss
subgroup has an ownership change, if
the member that is the loss subgroup
parent has not been the loss subgroup
parent for at least 3 years as of a test-
ing date, appropriate adjustments must
be made to take into account owner
shifts of members of the loss subgroup
so that the structure of the loss sub-
group does not have the effect of avoid-
ing an ownership change under section
382. (See paragraph (b)(3)(iii), Example 3
of this section.)

(iii) Examples. The following exam-
ples illustrate the principles of this
paragraph (b)(3):

Example 1. New common parent acquires old
common parent. (i) A, who owns all the L
stock, sells 30 percent of the L stock to B on
August 26, Year 1. LL owns all the L1 stock.
The L group has a consolidated net operating
loss arising in Year 1 that is carried over to
Year 3. On July 16, Year 2, A and B transfer
their L stock to a newly created holding
company, HC, in exchange for 70 percent and
30 percent, respectively, of the HC stock. HC,
L, and L1 thereafter file consolidated re-
turns. Under the principles of §1.1502-75(d),
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the L loss group is treated as remaining in The following is a graphic illustration of
existence, with HC taking the place of L as these facts:
the new common parent of the loss group.
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(ii) On November 11, Year 3, A sells 25 per-
cent of the HC stock to B. For purposes of
determining if the L loss group has an own-
ership change under paragraph (b)(1)(i) of
this section on November 11, Year 3, HC is
treated as a continuation of L under para-
graph (b)(4)(i) of this section because it ac-
quired L and became the common parent
without terminating the L loss group. Ac-
cordingly, HC’s testing period commences on
January 1, Year 1, the first day of the tax-
able year of the L loss group in which the
consolidated net operating loss that is car-
ried over to Year 3 arose (see §1.382—
2T(d)(3)(1)). Immediately after the close of
November 11, Year 3, B’s percentage owner-
ship interest in the common parent of the
loss group (HC) has increased by 55 percent-
age points over its lowest percentage owner-
ship during the testing period (zero percent).

§1.1502-92

Accordingly, HC and the L loss group have
an ownership change on that day.

Example 2. New common parent in case in
which common parent ceases to exist. (i) A, B,
and C each own one-third of the L stock. Li
owns all the L1 stock. The L group has a con-
solidated net operating loss arising in Year 2
that is carried over to Year 3. On November
22, Year 3, L is merged into P, a corporation
owned by D, and L1 thereafter files consoli-
dated returns with P. A, B, and C, as a result
of owning stock of L, own 90 percent of P’s
stock after the merger. D owns the remain-
ing 10 percent of P’s stock. The merger of L
into P qualifies as a reverse acquisition of
the L group under §1.1502-75(d)(3)(i), and the
L loss group is treated as remaining in exist-
ence, with P taking the place of L as the new
common parent of the L group. The fol-
lowing is a graphic illustration of these
facts:
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(ii) For purposes of determining if the L testing period for P begins on January 1,
loss group has an ownership change on No- Year 2, the first day of the taxable year of
vember 22, Year 3, the day of the merger, P the L loss group in which the consolidated
is treated as a continuation of L so that the net operating loss that is carried over to
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Year 3 arose. Immediately after the close of
November 22, Year 3, D is the only 5-percent
shareholder that has increased his ownership
interest in P during the testing period (from
zero to 10 percentage points).

(iii) The facts are the same as in paragraph
(i) of this Example 2, except that A has held
23 shares (23% percent) of L’s stock for five
years, and A purchased an additional 10
shares of L stock from E two years before
the merger. Immediately after the close of
the day of the merger (a testing date), A’s
ownership interest in P, the common parent
of the L loss group, has increased by 6%3 per-
centage points over A’s lowest percentage
ownership during the testing period (23%; per-
cent to 30 percent).

(iv) The facts are the same as in (i) of this
Example 2, except that P has a net operating
loss arising in Year 1 that is carried to the
first consolidated return year ending after
the day of the merger. Solely for purposes of
determining whether the L loss group has an
ownership change under paragraph (b)(1)(i) of
this section, the testing period for P com-
mences on January 1, Year 2. P does not de-
termine the earliest day for its testing pe-

§1.1502-92

riod by reference to its net operating loss
carryover from Year 1, which §§1.1502-1(f)(3)
and 1.1502-75(d)(3)(1) treat as arising in a
SRLY. See §1.1502-94 to determine the appli-
cation of section 382 with respect to P’s net
operating loss carryover.

Example 3. Newly acquired loss subgroup par-
ent. (i) P owns all the L stock and L owns all
the L1 stock. The P group has a consolidated
net operating loss arising in Year 1 that is
carried over to Year 3. On January 19, Year
2, L issues a 20 percent stock interest to B.
On February 5, Year 3, P contributes its L
stock to a newly formed subsidiary, HC, in
exchange for all the HC stock, and distrib-
utes the HC stock to its sole shareholder A.
HC, L, and L1 thereafter file consolidated re-
turns. A portion of the P group’s Year 1 con-
solidated net operating loss is apportioned to
L and L1 under §1.1502-21(b) and is carried
over to the HC group’s year ending after Feb-
ruary 5, Year 3. HC, L, and LL1 compose a loss
subgroup within the meaning of §1.1502-91(d)
with respect to the mnet operating loss
carryovers from Year 1. The following is a
graphic illustration of these facts:
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(ii) February 5, Year 3, is a testing date for
HC as the loss subgroup parent with respect
to the net operating loss carryovers of L and
L1 from Year 1. See paragraph (b)(1)(ii)(B) of

26 CFR Ch. | (4-1-17 Edition)
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this section. For purposes of determining
whether HC has an ownership change on the
testing date, appropriate adjustments must
be made with respect to the changes in the
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percentage ownership of the stock of HC be-
cause HC was not the loss subgroup parent
for at least 3 years prior to the day on which
it became a member of the HC loss subgroup
(a testing date). The appropriate adjust-
ments include adjustments so that HC suc-
ceeds to the owner shifts of other members
of the former group. Thus, HC succeeds to
the owner shift of L. that resulted from the
sale of the 20 percent interest to B in deter-
mining whether the HC loss subgroup has an
ownership change on February 5, Year 3, and
on any subsequent testing date that includes
January 19, Year 2.

(4) End of separate tracking of certain
losses. If §1.1502-96(a) (relating to the
end of separate tracking of attributes)
applies to a loss subgroup, then, while
one or more members that were in-
cluded in the loss subgroup remain
members of the consolidated group,
there is an ownership change with re-
spect to their attributes described in
§1.1502-96(a)(2) only if the consolidated
group is a loss group and has an owner-
ship change under paragraph (b)(1)(i) of
this section (or such a member has an
ownership change under §1.1502-96(b)
(relating to ownership changes of sub-
sidiaries)). If, however, the loss sub-
group has had an ownership change be-
fore §1.1502-96(a) applies, see §1.1502—
96(c) for the continuing application of
the subgroup’s section 382 limitation
with respect to its pre-change subgroup
attributes.

(c) Supplemental rules for determining
ownership change—

(1) Scope. This paragraph (c) contains
a supplemental rule for determining
whether there is an ownership change
of a loss group (or loss subgroup). It ap-
plies in addition to, and not instead of,
the rules of paragraph (b) of this sec-
tion. Thus, for example, if the common
parent of the loss group has an owner-
ship change under paragraph (b) of this
section, the loss group has an owner-
ship change even if, by applying this
paragraph (c), the common parent
would not have an ownership change.
This paragraph (c¢) does not apply in de-
termining an ownership change of a
loss subgroup for which an election
under §1.1502-91(d)(4) is made.

(2) Cause for applying supplemental
rule. This paragraph (c) applies to a
loss group (or loss subgroup) if—

(i) Any 5-percent shareholder of the
common parent (or loss subgroup par-
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ent) increases its percentage ownership
interest in the stock of both—

(A) A subsidiary of the loss group (or
loss subgroup) other than by a direct or
indirect acquisition of stock of the
common parent (or loss subgroup par-
ent); and

(B) The common parent (or loss sub-
group parent);

(ii) Those increases occur within a 3
year period ending on any day of a con-
solidated return year or, if shorter, the
period beginning on the first day fol-
lowing the most recent ownership
change of the loss group (or loss sub-
group); and

(iii) Either—

(A) The common parent (or loss sub-
group parent) has actual knowledge of
the increase in the b5-percent share-
holder’s ownership interest in the
stock of the subsidiary (or has actual
knowledge of the plan or arrangement
described in paragraph (c)(3)(i) of this
section) before the date that the
group’s income tax return is filed for
the taxable year that includes the date
of that increase; or

(B) At any time during the period de-
scribed in paragraph (c)(2)(ii) of this
section, the b-percent shareholder of
the common parent is also a 5-percent
shareholder of the subsidiary (deter-
mined without regard to paragraph
(¢)(3)(i) of this section) whose percent-
age increase in the ownership of the
stock of the subsidiary would be taken
into account in determining if the sub-
sidiary has an ownership change (deter-
mined as if the subsidiary was a loss
corporation and applying the principles
of §1.382-2T(k), including the principles
relating to duty to inquire).

(3) Operating rules. Solely for pur-
poses of this paragraph (¢c)—

(i) A b-percent shareholder of the
common parent (or loss subgroup par-
ent) is treated as increasing its owner-
ship interest in the stock of a sub-
sidiary to the extent, if any, that an-
other person or persons increases its
percentage ownership interest in the
stock of a subsidiary pursuant to a
plan or arrangement under which the 5-
percent shareholder increases its per-
centage ownership interest in the com-
mon parent (or loss subgroup parent);

(ii) The rules in section 382(1)(3) and
§§1.382-2T(h) and 1.382-4(d) (relating to
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constructive ownership) apply with re-
spect to the stock of the subsidiary by
treating such stock as stock of a loss
corporation; and

(iii) In the case of a loss subgroup, a
subsidiary includes any member of the
loss subgroup other than the loss sub-
group parent. (A loss subgroup parent
is, however, a subsidiary of the loss
group of which it is a member.)

(4) Supplemental ownership change
rules. The determination whether the
common parent (or loss subgroup par-
ent) has an ownership change is made
by applying paragraph (b)(1) of this sec-
tion as modified by the following addi-
tional rules:

(1) Additional testing dates for the com-
mon parent (or loss subgroup parent). A
testing date for the common parent (or
loss subgroup parent) also includes—

(A) Each day on which there is an in-
crease in the percentage ownership of
stock of a subsidiary as described in
paragraph (c¢)(2) of this section; and

(B) The first day of the first consoli-
dated return year for which the group
is a loss group (or the members com-
pose a loss subgroup).

(i1) Treatment of subsidiary stock as
stock of the common parent (or loss sub-
group parent). The common parent (or
loss subgroup parent) is treated as
though it had issued to the person ac-
quiring (or deemed to acquire) the sub-
sidiary stock an amount of its own
stock (by value) that equals the value
of the subsidiary stock represented by
the percentage increase in that per-
son’s ownership of the subsidiary (de-
termined on a separate entity basis).
Similar principles apply if the increase
in percentage ownership interest is ef-
fected by a redemption or similar
transaction.

(iii) Different testing periods. Stock
treated as issued under paragraph
(c)(4)(ii) of this section on a testing
date is not treated as so issued for pur-
poses of applying the ownership change
rules of this paragraph (c) and para-
graph (b)(1) of this section in a testing
period that does not include that test-
ing date.

(iv) Disaffiliation of a subsidiary. If a
deemed issuance of stock under para-
graph (c)(4)(ii) of this section would not
cause the loss group (or loss subgroup)
to have an ownership change before the
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day (if any) on which the subsidiary
ceases to be a member of the loss group
(or subgroup), then paragraph (c)(4) of
this section shall not apply.

(v) Subsidiary stock acquired first. If an
increase of subsidiary stock described
in paragraph (c)(2)(i)(A) of this section
occurs before the date that the 5-per-
cent shareholder increases its percent-
age ownership interest in the stock of
the common parent (or loss subgroup
parent), then the deemed issuance of
stock is treated as occurring on that
later date, but in an amount equal to
the value of the subsidiary stock on
the date it was acquired.

(vi) Anti-duplication rule. If two or
more 5-percent shareholders are treat-
ed as increasing their percentage own-
ership interests pursuant to the same
plan or arrangement described in para-
graph (c)(3)(i) of this section, appro-
priate adjustments must be made so
that the amount of stock treated as
issued is not taken into account more
than once.

(5) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Stock of the common parent under
supplemental rules. (i) A owns all the L stock.
L is not a member of an affiliated group and
has a net operating loss carryover arising in
Year 1 that is carried over to Year 6. On Sep-
tember 20, Year 6, L transfers all of its assets
and liabilities to a newly created subsidiary,
S, in exchange for S stock. L. and S there-
after file consolidated returns. On November
23, Year 6, B contributes cash to L in ex-
change for a 45 percent ownership interest in
L and contributes cash to S for a 20 percent
ownership interest in S.

(ii) During the 3 year period ending on No-
vember 23, Year 6, B is a 5% shareholder of L
and of S that increases its ownership inter-
est in LL and S during that period. Under
paragraph (c)(4)(ii) of this section, the deter-
mination whether L (the common parent of a
loss group) has an ownership change on No-
vember 23, Year 6 (or, subject to paragraph
(c)(4)(iv) of this section, on any testing date
in the testing period which includes Novem-
ber 23, Year 6), is made by applying para-
graph (b)(1)(i) of this section and by treating
the value of B’s 20 percent ownership inter-
est in S as if it were L stock issued to B. Be-
cause B is a 5% shareholder of both L and S
during the 3 year period ending on November
23, Year 6, and B’s increase in its percentage
ownership in the stock of S would be taken
into account in determining if S (if it were a
loss corporation) had an ownership change,
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it is not relevant whether L has actual
knowledge of B’s acquisition of S stock.
Example 2. Plan or arrangement—public offer-
ing of subsidiary stock. (i) A owns all the
stock of L and Li owns all the stock of Ll.
The L group has a consolidated net operating
loss arising in Year 1 that resulted from the
operations of L1 and that is carried over to

§1.1502-92

Year 2. On October 7, Year 2, A sells 49 per-
cent of the L stock to B. As part of a plan
that includes the sale of L stock, A causes a
public offering of L1 stock on November 6,
Year 2. L has actual knowledge of the plan.
The following is a graphic illustration of
these facts:
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(ii) A’s sale of the L stock to B does not §1.382-2T and paragraph (b)(1)(i) of this sec-

cause an ownership change of the L loss tion.
group on October 7, Year 2, under the rules of (iii) Because the issuance of Ll stock to
the public occurs as part of the same plan as
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B’s acquisition of L stock, and L. has knowl-
edge of the plan, paragraph (c)(4) of this sec-
tion applies to determine whether the L loss
group has an ownership change on November
6, Year 2 (or, subject to paragraph (c)(4)(iv)
of this section, on any testing date for which
the testing period includes November 6, Year
2).

(d) Testing period following ownership
change under this section. If a loss group
(or a loss subgroup) has had an owner-
ship change under this section, the
testing period for determining a subse-
quent ownership change with respect
to pre-change consolidated attributes
(or pre-change subgroup attributes) be-
gins no earlier than the first day fol-
lowing the loss group’s (or loss sub-
group’s) most recent change date.

(e) Information statements—(1) Common
parent of a loss group. The common par-
ent of a loss group must file the infor-
mation statement required by §1.382-
11(a) for a consolidated return year be-
cause of any owner shift, equity struc-
ture shift, or other transaction de-
scribed in §1.382-2T'(a)(2)(i)—

(i) With respect to the common par-
ent and with respect to any subsidiary
stock subject to paragraph (c) of this
section; and

(ii) With respect to an ownership
change described in §1.1502-96(b) (relat-
ing to ownership changes of subsidi-
aries).

(2) Abbreviated statement with respect
to loss subgroups. The common parent
of a consolidated group that has a loss
subgroup during a consolidated return
year must file the information state-
ment required by §1.382-11(a) because
of any owner shift, equity structure
shift, or other transaction described in
§1.382-2T(a)(2)(1) with respect to the
loss subgroup parent and with respect
to any subsidiary stock subject to
paragraph (c) of this section. Instead of
filing a separate statement for each
loss subgroup parent, the common par-
ent (which is treated as a loss corpora-
tion) may file the single statement de-
scribed in paragraph (e)(1) of this sec-
tion. In addition to the information
concerning stock ownership of the
common parent, the single statement
must identify each loss subgroup par-
ent and state which loss subgroups, if
any, have had ownership changes dur-
ing the consolidated return year. The
loss subgroup parent is, however, still
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required to maintain the records nec-
essary to determine if the loss sub-
group has an ownership change. This
paragraph (e)(2) applies with respect to
the attributes of a loss subgroup until,
under §1.1502-96(a), the attributes are
no longer treated as described in
§1.1502-91(d) (relating to the definition
of loss subgroup). After that time, the
information statement described in
paragraph (e)(1) of this section must be
filed with respect to those attributes.

[T.D. 8824, 64 FR 36137, July 2, 1999, as amend-
ed by T.D. 9264, 71 FR 30608, May 30, 2006;
T.D. 9329, 72 FR 32807, June 14, 2007]

§1.1502-93 Consolidated section 382
limitation (or subgroup section 382
limitation).

(a) Determination of the consolidated
section 382 limitation (or subgroup section
382 limitation)—(1) In general. Following
an ownership change, the consolidated
section 382 limitation (or subgroup sec-
tion 382 limitation) for any post-change
year is an amount equal to the value of
the loss group (or loss subgroup), as de-
fined in paragraph (b) of this section,
multiplied by the long-term tax-ex-
empt rate that applies with respect to
the ownership change, and adjusted as
required by section 382 and the regula-
tions thereunder. See, for example, sec-
tion 382(b)(2) (relating to the
carryforward of unused section 382 lim-
itation), section 382(b)(3)(B) (relating
to the section 382 limitation for the
post-change year that includes the
change date), section 382(h) (relating to
recognized built-in gains and section
338 gains), and section 382(m)(2) (relat-
ing to short taxable years). For special
rules relating to the recognized built-in
gains of a loss group (or loss subgroup),
see paragraph (c)(2) of this section.

(2) Coordination with apportionment
rule. For special rules relating to ap-
portionment of a consolidated section
382 limitation (or a subgroup section
382 limitation) or net unrealized built-
in gain when one or more corporations
cease to be members of a loss group (or
a loss subgroup) and to aggregation of
amounts so apportioned, see §1.1502—
95(c).

(b) Value of the loss group (or loss sub-
group)—(1) Stock value immediately be-
fore ownership change. Subject to any
adjustment under paragraph (b)(2) of
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this section, the value of the loss group
(or loss subgroup) is the value, imme-
diately before the ownership change, of
the stock of each member, other than
stock that is owned directly or indi-

rectly by another member. For this
purpose—

(i) Ownership is determined under
§1.382-2T;

(ii) A member is considered to indi-
rectly own stock of another member
through a nonmember only if the mem-
ber has a b-percent or greater owner-
ship interest in the nonmember; and

(iii) Stock includes stock described
in section 1504(a)(4) and §1.382-
2T(£)(18)(ii) and (iii).

(2) Adjustment to value—(i) In general.
The value of the loss group (or loss sub-
group), as determined under paragraph
(b)(1) of this section, is adjusted under
any rule in section 382 or the regula-
tions thereunder requiring an adjust-
ment to such value for purposes of
computing the amount of the section
382 limitation. See, for example, sec-
tion 382(e)(2) (redemptions and cor-
porate contractions), section 382(1)(1)
(certain capital contributions) and sec-
tion 382(1)(4) (ownership of substantial
nonbusiness assets). For purposes of
section 382(e)(2), redemptions and cor-
porate contractions that do not effect a
transfer of value outside of the loss
group (or loss subgroup) are dis-
regarded. For purposes of section
382(1)(1), capital contributions between
members of the loss group (or loss sub-
group) (or a contribution of stock to a
member made solely to satisfy the loss
subgroup parent requirement of para-
graph (d)(1)(ii) or (2)(ii) of this section),
are not taken into account. Also, the
substantial nonbusiness asset test of
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section 382(1)(4) is applied on a group
(or subgroup) basis, and is not applied
separately to its members.

(ii) Anti-duplication. Appropriate ad-
justments must be made to the extent
necessary to prevent any duplication of
the value of the stock of a member,
even though corporations that do not
file consolidated returns may not be re-
quired to make such an adjustment. In
making these adjustments, the group
(or loss subgroup) may apply the prin-
ciples of §1.382-8 (relating to controlled
groups of corporations) in determining
the value of a loss group (or loss sub-
group) even if that section would not
apply if separate returns were filed.
Also, the principles of §1.382-5(d) (relat-
ing to successive ownership changes
and absorption of a section 382 limita-
tion) may apply to adjust the consoli-
dated section 382 limitation (or sub-
group section 382 limitation) of a loss
group (or loss subgroup) to avoid a du-
plication of value if there are simulta-
neous (rather than successive) owner-
ship changes.

(3) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Basic case. (i) L, L1, and L2 com-
pose a loss group. L has outstanding common
stock, the value of which is $100. L1 has out-
standing common stock and preferred stock
that is described in section 1504(a)(4). L owns
90 percent of the L1 common stock, and A
owns the remaining 10 percent of the LL1 com-
mon stock plus all the preferred stock. The
value of the L.l common stock is $40, and the
value of the L1 preferred stock is $30. L2 has
outstanding common stock, 50 percent of
which is owned by L and 50 percent by Ll.
The L group has an ownership change. The
following is a graphic illustration of these
facts:
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(ii) Under paragraph (b)(1) of this section,
the L group does not include the value of the
stock of any member that is owned directly
or indirectly by another member in com-
puting its consolidated section 382 limita-
tion. Accordingly, the value of the stock of
the loss group is $134, the sum of the value
of—

(a) The common stock of L ($100);

(b) The 10 percent of the LL1 common stock
($4) owned by A; and

> Oy FMVs -

L common stock: $100
L1 common stock: § 40
L1l preferred stock: § 30

(c) The L1 preferred stock ($30) owned by
A.

Example 2. Indirect ownership. (i) L and L1
compose a consolidated group. L’s stock has
a value of $100. L. owns 80 shares (worth $80)
and corporation M owns 20 shares (worth $20)
of the L1 stock. Li also owns 79 percent of the
stock of corporation M. The L group has an
ownership change. The following is a graphic
illustration of these facts:
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(ii) Under paragraph (b)(1) of this section,
because of L’s more than 5 percent ownership
interest in M, a nonmember, L is considered
to indirectly own 15.8 shares of the L1 stock
held by M (79% x 20 shares). The value of the
L loss group is $104.20, the sum of the values
of—

(a) The L stock ($100); and

(b) The L1 stock not owned directly or in-
directly by L (21% x $20, or $4.20).

(c) Recognized built-in gain of a loss
group or loss subgroup—(1) In general. If
a loss group (or loss subgroup) has a
net unrealized built-in gain, any recog-
nized built-in gain of the loss group (or
loss subgroup) is taken into account
under section 382(h) in determining the
consolidated section 382 limitation (or
subgroup section 382 limitation).

(2) Adjustments. Appropriate adjust-
ments must be made so that any recog-
nized built-in gain of a member that in-
creases more than one section 382 limi-
tation (whether consolidated, sub-
group, or separate) does not effect a du-
plication in the amount of consolidated
taxable income that can be offset by
pre-change net operating losses. For
example, a consolidated section 382
limitation that is increased by recog-
nized built-in gains is reduced to the
extent that pre-change net operating
losses of a loss subgroup absorb addi-
tional consolidated taxable income be-
cause the same recognized built-in

M's L.L1 stock:

FMVs—-—

L stock: $100

S 20

gains caused an increase in that loss
subgroup’s section 382 limitation. In
addition, recognized built-in gain may
not increase the amount of consoli-
dated taxable income that can be offset
by recognized built-in losses.

(d) Continuity of business—(1) In gen-
eral. A loss group (or a loss subgroup) is
treated as a single entity for purposes
of determining whether it satisfies the
continuity of business enterprise re-
quirement of section 382(c)(1).

(2) Example. The following example il-
lustrates the principle of this para-
graph (d):

Example. Continuity of business enterprise. L
owns all the stock of two subsidiaries, L1l
and L2. The L group has an ownership
change. It has pre-change consolidated at-
tributes attributable to L2. Each of the
members has historically conducted a sepa-
rate line of business. Each line of business is
approximately equal in value. One year after
the ownership change, L discontinues its sep-
arate business and the business of L2. The
separate business of Ll is continued for the
remainder of the 2 year period following the
ownership change. The continuity of busi-
ness enterprise requirement of section
382(c)(1) is met even though the separate
businesses of L and L2 are discontinued.

(e) Limitations of losses under other
rules. If a section 382 limitation for a
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post-change year exceeds the consoli-
dated taxable income that may be off-
set by pre-change attributes for any
reason, including the application of the
limitation of §1.1502-21(c), the amount
of the excess is carried forward under
section 382(b)(2) (relating to the
carryforward of unused section 382 lim-
itation).

[T.D. 8824, 64 FR 36153, July 2, 1999]

§1.1502-94 Coordination with section
382 and the regulations thereunder
when a corporation becomes a
member of a consolidated group.

(a) Scope—(1) In general. This section
applies section 382 and the regulations
thereunder to a corporation that is a
new loss member of a consolidated
group. A corporation is a new loss
member if it—

(i) Carries over a net operating loss
that arose (or is treated under §1.1502—
21(c) as arising) in a SRLY with respect
to the current group, and that is not
described in §1.1502-91(d)(1); or

(ii) Has a net unrealized built-in loss
(determined under paragraph (c) of this
section immediately before it becomes
a member of the current group by
treating that day as a change date)
that is not taken into account under
§1.1502-91(d)(2) in determining whether
two or more corporations compose a
loss subgroup.

(2) Successor corporation as mew loss
member. A new loss member also in-
cludes any successor to a corporation
that has a net operating loss carryover
arising in a SRLY and that is treated
as remaining in existence under §1.382—
2(a)(1)(ii) following a transaction de-
scribed in section 381(a).

(3) Coordination in the case of a loss
subgroup. For rules regarding the deter-
mination of whether there is an owner-
ship change of a loss subgroup with re-
spect to a net operating loss or a net
unrealized built-in loss described in
§1.1502-91(d) (relating to the definition
of loss subgroup) and the computation
of a subgroup section 382 limitation fol-
lowing such an ownership change, see
§§1.1502-92 and 1.1502-93.

(4) End of separate tracking of certain
losses. If §1.15602-96(a) (relating to the
end of separate tracking of attributes)
applies to a new loss member, then,
while that member remains a member
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of the consolidated group, there is an
ownership change with respect to its
attributes described in §1.1502-96(a)(2)
only if the consolidated group is a loss
group and has an ownership change
under §1.1502-92(b)(1)(i) (or that mem-
ber has an ownership change under
§1.1502-96(b) (relating to ownership
changes of subsidiaries)). If, however,
the new loss member has had an owner-
ship change before §1.1502-96(a) applies,
see §1.1502-96(c) for the continuing ap-
plication of the section 382 limitation
with respect to the member’s pre-
change losses.

(5) Cross-reference. See section 382(a)
and §1.1502-96(c) for the continuing ef-
fect of an ownership change after a cor-
poration becomes or ceases to be a
member.

(b) Application of section 382 to a new
loss member—(1) In general. Section 382
and the regulations thereunder apply
to a new loss member to determine, on
a separate entity basis, whether and to
what extent a section 382 limitation
applies to limit the amount of consoli-
dated taxable income that may be off-
set by the new loss member’s pre-
change separate attributes. For exam-
ple, if an ownership change with re-
spect to the new loss member occurs
under section 382 and the regulations
thereunder, the amount of consolidated
taxable income for any post-change
yvear that may be offset by the new loss
member’s pre-change separate at-
tributes shall not exceed the section
382 limitation as determined separately
under section 382(b) with respect to
that member for such year. If the post-
change year includes the change date,
section 382(b)(3)(A) is applied so that
the section 382 limitation of the new
loss member does not apply to the por-
tion of the taxable income for such
year that is allocable to the period in
such year on or before the change date.
See generally §1.382-6 (relating to the
allocation of income and loss).

(2) Adjustment to value. Appropriate
adjustments must be made to the ex-
tent necessary to prevent any duplica-
tion of the value of the stock of a mem-
ber, even though corporations that do
not file consolidated returns may not
be required to make such an adjust-
ment. For example, the principles of

887



§1.1502-94

§1.1502-93(b)(2)(ii) (relating to adjust-
ments to value) apply in determining
the value of a new loss member.

(3) Pre-change separate attribute de-
fined. A pre-change separate attribute
of a new loss member is—

(i) Any net operating loss carryover
of the new loss member described in
paragraph (a)(1) of this section; and

(ii) Any recognized built-in loss of
the new loss member.

26 CFR Ch. | (4-1-17 Edition)

(4) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Basic case. (i) A and P each own
50 percent of the L stock. On December 19,
Year 6, P purchases 30 percent of the L. stock
from A for cash. L. has net operating losses
arising in Year 1 and Year 2 that it carries
over to Year 6 and Year 7. The following is a
graphic illustration of these facts:
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(ii) L is a new loss member because it has §1.1502-91(d). Under section 382 and the regu-
net operating loss carryovers that arose in a lations thereunder, L is a loss corporation on
SRLY with respect to the P group and L is December 19, Year 6, that day is a testing
not a member of a loss subgroup under
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date for L, and the testing period for L. com-
mences on December 20, Year 3.

(iii) P’s purchase of L stock does not cause
an ownership change of L. on December 19,
Year 6, with respect to the net operating loss
carryovers from Year 1 and Year 2 under sec-
tion 382 and §1.382-2T. The use of the loss
carryovers, however, is subject to limitation
under §1.1502-21(c).

890
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Example 2. Multiple new loss members. (i) The
facts are the same as in Example 1, and, on
December 31, Year 6, L purchases all the
stock of L1 from B for cash. L.1 has a net op-
erating loss of $40 arising in Year 3 that it
carries over to Year 7. The following is a
graphic illustration of these facts:
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(ii) L1 is a new loss member because it has
a net operating loss carryover from Year 3
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that arose in a SRLY with respect to the P
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group and L1 is not a member of a loss sub-
group under §1.1502-91(d)(1).
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(iii) L’s purchase of all the stock of Ll
causes an ownership change of LL1 on Decem-
ber 31, Year 6, under section 382 and §1.382—
2T. Accordingly, a section 382 limitation
based on the value of the L1 stock imme-
diately before the ownership change limits
the amount of consolidated taxable income
of the P group for any post-change year that
may be offset by L1’s loss from Year 3.

(iv) L1’s ownership change upon becoming
a member of the P group is an ownership
change described in §1.1502-96(a). Thus, start-
ing on January 1, Year 7, the P group no
longer separately tracks owner shifts of the
stock of L1 with respect to L1’s loss from
Year 3, and the P group is a loss group be-
cause L1’s Year 3 loss is treated as a loss de-
scribed in §1.1502-91(c).

Example 3. Ownership changes of mew 1oss
members. (i) The facts are the same as in Ex-
ample 2, and, on July 30, Year 7, C purchases
all the stock of P for cash.

(ii) L is a new loss member on July 30,
Year 7, because its Year 1 and Year 2 losses
arose in SRLYs with respect to the P group
and it is not a member of a loss subgroup
under §1.1502-91(d)(1). The testing period for
L commences on August 1, Year 4. C’s pur-
chase of all the P stock causes an ownership
change of L on July 30, Year 7, under section
382 and §1.382-2T with respect to its Year 1
and Year 2 losses. Accordingly, a section 382
limitation based on the value of the L stock
immediately before the ownership change
limits the amount of consolidated taxable
income of the P group for any post-change
year that may be offset by L’s Year 1 and
Year 2 losses. See §1.1502-21(c) for rules relat-
ing to an additional limitation.

(iii) The P group is a loss group on July 30,
Year 7, because it is entitled to use L1l’s loss
from Year 3, and such loss is no longer treat-
ed as a loss of a new loss member starting
the day after Ll’s ownership change on De-
cember 31, Year 6. See §§1.1502-96(a) and
1.1502-91(c)(2). C’s purchase of all the P stock
causes an ownership change of P, and there-
fore the P loss group, on July 30, Year 7, with
respect to L1’s Year 3 loss. Accordingly, a
consolidated section 382 limitation based on
the value of the P stock immediately before
the ownership change limits the amount of
consolidated taxable income of the P group
for any post-change year that may be offset
by L1’s Year 3 loss.

(c) Built-in gains and losses. As the
context may require, the principles of
§§1.1502-91(g) and (h) and 1.1502-93(c)
(relating to built-in gains and losses)
apply to a new loss member on a sepa-
rate entity basis. See §1.1502-91(g)(4).
See §1.1502-13 (including Example 10 of
§1.1502-13(c)(7)) for rules relating to the
treatment of intercompany trans-
actions.
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(d) Information statements. The com-
mon parent of a consolidated group
that has a new loss member subject to
paragraph (b)(1) of this section during a
consolidated return year must file the
information statement required by
§1.382-11(a) because of any owner shift,
equity structure shift, or other trans-
action described in §1.382-2T(a)(2)(i).
Instead of filing a separate statement
for each new loss member, the common
parent may file a single statement de-
scribed in §1.382-11(a) with respect to
the stock ownership of the common
parent (which is treated as a loss cor-
poration). In addition to the informa-
tion concerning stock ownership of the
common parent, the single statement
must identify each new loss member
and state which new loss members, if
any, have had ownership changes dur-
ing the consolidated return year. The
new loss member is, however, required
to maintain the records necessary to
determine if it has an ownership
change. This paragraph (d) applies with
respect to the attributes of a new loss
member until an event occurs which
ends separate tracking under §1.1502—
96(a). After that time, the information
statement described in §1.1502-92(e)(1)
must be filed with respect to these at-
tributes.

[T.D. 8824, 64 FR 36155, July 2, 1999, as amend-
ed by T.D. 9264, 71 FR 30608, May 30, 2006;
T.D. 9329, 72 FR 32807, June 14, 2007]

§1.1502-95 Rules on ceasing to be a
member of a consolidated group (or
loss subgroup).

(a) In general—(1) Consolidated group.
This section provides rules for applying
section 382 on or after the day that a
member ceases to be a member of a
consolidated group (or loss subgroup).
The rules concern how to determine
whether an ownership change occurs
with respect to losses of the member,
and how a consolidated section 382 lim-
itation (or subgroup section 382 limita-
tion) and a loss group’s (or loss sub-
group’s) net unrealized built-in gain or
loss is apportioned to the member. As
the context requires, a reference in this
section to a loss group, a member, or a
corporation also includes a reference to
a loss subgroup, and a reference to a
consolidated section 382 limitation also
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includes a reference to a subgroup sec-
tion 382 limitation.

(2) Election by common parent. Only
the common parent (not the loss sub-
group parent) may make the election
under paragraph (c) of this section to
apportion a consolidated section 382
limitation (or subgroup section 382 lim-
itation) or a loss group’s (or loss sub-
group’s) net unrealized built-in gain.

(3) Coordination with §§1.1502-91
through 1.1502-93. For rules regarding
the determination of whether there is
an ownership change of a loss subgroup
and the computation of a subgroup sec-
tion 382 limitation following such an
ownership change, see §§1.1502-91
through 1.1502-93.

(b) Separate application of section 382
when a member leaves a consolidated
group—(1) In general. Except as pro-
vided in §§1.1502-91 through 1.1502-93
(relating to rules applicable to loss
groups and loss subgroups), section 382
and the regulations thereunder apply
to a corporation on a separate entity
basis after it ceases to be a member of
a consolidated group (or loss subgroup).
Solely for purposes of determining
whether a corporation has an owner-
ship change—

(i) Any portion of a consolidated net
operating loss that is apportioned to
the corporation under §1.1502-21(b) is
treated as a net operating loss of the
corporation beginning on the first day
of the taxable year in which the loss
arose;

(ii) The testing period may include
the period during which (or before
which) the corporation was a member
of the group (or loss subgroup); and

(iii) Except to the extent provided in
§1.1502-96(d) (relating to reattributed
losses), the day it ceases to be a mem-
ber of a consolidated group is treated
as a testing date of the corporation
within the meaning of §1.382-2(a)(4).

(2) Effect of a prior ownership change
of the group. If a loss group has had an
ownership change under §1.1502-92 be-
fore a corporation ceases to be a mem-
ber of a consolidated group (the former
member)—

(i) Any pre-change consolidated at-
tribute that is subject to a consoli-
dated section 382 limitation continues
to be treated as a pre-change loss with
respect to the former member after it
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is apportioned to the former member
and, if any net unrealized built-in loss
is allocated to the former member
under paragraph (e) of this section, any
recognized built-in loss of the former
member is a pre-change loss of the
member;

(ii) The section 382 limitation with
respect to such pre-change attribute is
zero unless the common parent, under
paragraph (c) of this section, appor-
tions to the former member all or part
of the consolidated section 382 limita-
tion applicable to such attribute. The
limitation applicable to a pre-change
attribute other than a recognized built-
in loss may be increased to the extent
that the common parent has appor-
tioned all or part of the loss group’s
net unrealized built-in gain to the
former member, and the former mem-
ber recognizes built-in gain during the
recognition period;

(iii) The testing period for deter-
mining a subsequent ownership change
with respect to such pre-change at-
tribute (or such net unrealized built-in
loss, if any) begins no earlier than the
first day following the loss group’s
most recent change date; and

(iv) As generally provided under sec-
tion 382, an ownership change of the
former member that occurs on or after
the day it ceases to be a member of a
loss group may result in an additional,
lesser limitation amount with respect
to such losses.

(3) Application in the case of a loss sub-
group. If two or more former members
are included in the same loss subgroup
immediately after they cease to be
members of a consolidated group, the
principles of paragraphs (b), (¢) and (e)
of this section apply to the loss sub-
group. Therefore, for example, an ap-
portionment by the common parent
under paragraph (c) of this section is
made to the loss subgroup rather than
separately to its members. If the com-
mon parent of the consolidated group
apportions all or part of a limitation
(or net unrealized built-in gain) sepa-
rately to one or more former members
that are included in a loss subgroup be-
cause the common parent of the ac-
quiring group makes an election under
§1.1502-91(d)(4) with respect to those
members, the aggregate of those sepa-
rate amounts is treated as the amount
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apportioned to the loss subgroup. Such
separate apportionment may occur, for
example, because the election under
§1.1502-91(d)(4) has not been filed at the
time that the election of apportion-
ment is made under paragraph (f) of
this section.

(4) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Treatment of departing member as
a separate corporation throughout the testing

26 CFR Ch. | (4-1-17 Edition)

period. (i) A owns all the L stock. L, owns all
the stock of L.l and L2. The L group has a
consolidated net operating loss arising in
Year 1 that is carried over to Year 3. On Jan-
uary 12, Year 2, A sells 30 percent of the L
stock to B. On February 7, Year 3, Li sells 40
percent of the L2 stock to C, and L2 ceases to
be a member of the group. A portion of the
Year 1 consolidated net operating loss is ap-
portioned to L2 under §1.1502-21(b) and is
carried to L2’s first separate return year,
which ends December 31, Year 3. The fol-
lowing is a graphic illustration of these
facts:
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paragraph (b)(1)(ii) of this section, the test-
ing period for L2 with respect to this testing
date commences on January 1, Year 1, the
first day of the taxable year in which the

(ii) Under paragraph (b)(1) of this section,
L2 is a loss corporation on February 7, Year
3. Under paragraph (b)(1)(iii) of this section,
February 7, Year 3, is a testing date. Under
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portion of the consolidated net operating
loss apportioned to L2 arose. Therefore, in
determining whether L2 has an ownership
change on February 7, Year 3, B’s purchase of
30 percent of the L stock and C’s purchase of
40 percent of the L2 stock are each owner
shifts. L2 has an ownership change under
section 382(g) and §1.382-2T because B and C
have increased their ownership interests in
L2 by 18 and 40 percentage points, respec-
tively, during the testing period.

Example 2. Effect of prior ownership change
of loss group. (i) L owns all the L1 stock and
L1 owns all the L2 stock. The L loss group
had an ownership change under §1.1502-92 in
Year 2 with respect to a consolidated net op-
erating loss arising in Year 1 and carried
over to Year 2 and Year 3. The consolidated
section 382 limitation computed solely on
the basis of the value of the stock of L is
$100. On December 31, Year 2, L1 sells 25 per-
cent of the stock of L2 to B. L2 is appor-
tioned a portion of the Year 1 consolidated
net operating loss which it carries over to its
first separate return year ending after De-
cember 31, Year 2. L2’s separate section 382
limitation with respect to this loss is zero
unless L elects to apportion all or a part of
the consolidated section 382 limitation to L2.
(See paragraph (c) of this section for rules
regarding the apportionment of a consoli-
dated section 382 limitation.) L. apportions
$50 of the consolidated section 382 limitation
to L2, and the remaining $50 of the consoli-
dated section 382 limitation stays with the
loss group composed of L and L1.

(ii) On December 31, Year 3, Ll sells its re-
maining 75 percent stock interest in L2 to C,
resulting in an ownership change of L2. L.2’s
section 382 limitation computed on the
change date with respect to the value of its
stock is $30. Accordingly, L2’s section 382
limitation for post-change years ending after
December 31, Year 3, with respect to its pre-
change losses, including the consolidated net
operating losses apportioned to it from the L
group, is $30, adjusted for a short taxable
year, carryforward of unused limitation, or
any other adjustment required under section
382.

(c) Apportionment of a consolidated sec-
tion 382 limitation—(1) In general. The
common parent may elect to apportion
all or any part of a consolidated sec-
tion 382 limitation to a former member
(or loss subgroup). The common parent
also may elect to apportion all or any
part of the loss group’s net unrealized
built-in gain to a former member (or
loss subgroup).

(2) Amount which may be apportioned—
(i) Consolidated section 382 Ilimitation.
The common parent may apportion all
or part of each element of the consoli-
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dated section 382 limitation deter-
mined under §1.1502-93. For this pur-
pose, the consolidated section 382 limi-
tation consists of two elements—

(A) The value element, which is the
element of the limitation determined
under section 382(b)(1) (relating to
value multiplied by the long-term tax-
exempt rate) without regard to such
adjustments as those described in sec-
tion 382(b)(2) (relating to the
carryforward of unused section 382 lim-
itation), section 382(b)(3)(B)(relating to
the section 382 limitation for the post-
change year that includes the change
date), section 382(h)(relating to built-in
gains and section 338 gains), and sec-
tion 382(m)(2)(relating to short taxable
years); and

(B) The adjustment element, which is
so much (if any) of the limitation for
the taxable year during which the
former member ceases to be a member
of the consolidated group that is at-
tributable to a carryover of unused
limitation under section 382(b)(2) or to
recognized built-in gains under 382(h).

(i1) Net unrealiced built-in gain. The
aggregate amount of the loss group’s
net unrealized built-in gain that may
be apportioned to one or more former
members that cease to be members
during the same consolidated return
year cannot exceed the loss group’s ex-
cess, immediately after the close of
that year, of net unrealized built-in
gain over recognized built-in gain, de-
termined under section 382(h)(1)(A)(ii)
(relating to a limitation on recognized
built-in gain). For this purpose, net un-
realized built-in gain apportioned to
former members in prior consolidated
return years is treated as recognized
built-in gain in those years.

(3) Effect of apportionment on the
consolidated group—(i) Consolidated
section 382 limitation. The value ele-
ment of the consolidated section 382
limitation for any post-change year
ending after the day that a former
member (or loss subgroup) ceases to be
a member(s) is reduced to the extent
that it is apportioned under this para-
graph (c). The consolidated section 382
limitation for the post-change year in
which the former member (or loss sub-
group) ceases to be a member(s) is also
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reduced to the extent that the adjust-
ment element for that year is appor-
tioned under this paragraph (c).

(i1) Net unrealiced built-in gain. The
amount of the loss group’s net unreal-
ized built-in gain that is apportioned to
the former member (or loss subgroup)
is treated as recognized built-in gain
for a prior taxable year ending in the
recognition period for purposes of ap-
plying the Ilimitation of section
382(h)(1)(A)(ii) to the loss group’s rec-
ognition period taxable years begin-
ning after the consolidated return year
in which the former member (or loss
subgroup) ceases to be a member.

(4) Effect on corporations to which an
apportionment is made—(i) Consolidated
section 382 limitation. The amount of the
value element that is apportioned to a
former member (or loss subgroup) is
treated as the amount determined
under section 382(b)(1) for purposes of
determining the amount of that cor-
poration’s (or loss subgroup’s) section
382 limitation for any taxable year end-
ing after the former member (or loss
subgroup) ceases to be a member(s).
Appropriate adjustments must be made
to the limitation based on the value
element so apportioned for a short tax-
able year, carryforward of unused limi-
tation, or any other adjustment re-
quired under section 382. The adjust-
ment element apportioned to a former
member (or loss subgroup) is treated as
an adjustment under section 382(b)(2)
or section 382(h), as appropriate, for
the first taxable year after the member
(or members) ceases to be a member (or
members).

(ii) Net unrealized built-in gain. For
purposes of determining the amount by
which the former member’s (or loss
subgroup’s) section 382 limitation for
any taxable year beginning after the
former member (or loss subgroup)
ceases to be a member(s) is increased
by its recognized built-in gain—

(A) The amount of net unrealized
built-in gain apportioned to a former
member (or loss subgroup) is treated as
if it were an amount of net unrealized
built-in gain determined under section
382(h)(1)(A)({)(without regard to the
threshold of section 382(h)(3)(B)) with
respect to such member or loss sub-
group, and that amount is not reduced
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under section 382(h)(1)(A)(ii) by the loss
group’s recognized built-in gain;

(B) The former member’s (or loss sub-
group’s) b year recognition period be-
gins on the loss group’s change date;

©) In applying section
382(h)(1)(A)(ii), the former member (or
loss subgroup) takes into account only
its prior taxable years that begin after
it ceases to be a member of the loss
group; and

(D) The former member’s (or loss sub-
group’s) recognized built-in gain on the
disposition of an asset is determined
under section 382(h)(2)(A), treating ref-
erences to the change date in that sec-
tion as references to the loss group’s
change date.

(5) Deemed apportionment when 10Ss
group terminates. If a loss group termi-
nates, to the extent the consolidated
section 382 limitation or net unrealized
built-in gain is not apportioned under
paragraph (c)(1) of this section, the
consolidated section 382 limitation or
net unrealized built-in gain is deemed
to be apportioned to the loss subgroup
that includes the common parent, or, if
there is no loss subgroup that includes
the common parent immediately after
the loss group terminates, to the com-
mon parent. A loss group terminates
on the first day of the first taxable
year that is a separate return year
with respect to each member of the
former loss group.

(6) Appropriate adjustments when
former member leaves during the year.
Appropriate adjustments are made to
the consolidated section 382 limitation
for the consolidated return year during
which the former member (or loss sub-
group) ceases to be a member(s) to re-
flect the inclusion of the former mem-
ber in the loss group for a portion of
that year.

(7) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Consequence of apportionment. (i)
L owns all the L1 stock and L1 owns all the
L2 stock. The L group has a $200 consoli-
dated net operating loss arising in Year 1
that is carried over to Year 2. At the close of
December 31, Year 1, the group has an owner-
ship change under §1.1502-92. The ownership
change results in a consolidated section 382
limitation of $10 based on the value of the
stock of the group. On August 29, Year 2, L1
sells 30 percent of the stock of L2 to A. L2 is
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apportioned $90 of the group’s $200 consoli-
dated net operating loss under §1.1502-21(b).
L, the common parent, elects to apportion $6

L

-y
-
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of the consolidated section 382 limitation to
L2. The following is a graphic illustration of
these facts:

Ll

O

L2

(ii) For its separate return years ending
after December 31, Year 2, L2’s section 382
limitation with respect to the $90 of the
group’s net operating loss apportioned to it
is $6, adjusted, as appropriate, for any short
taxable year, unused section 382 limitation,
or other adjustment. For its consolidated re-
turn year ending December 31, Year 2 the L
group’s consolidated section 382 limitation
with respect to the remaining $110 of pre-
change consolidated attribute is $4 ($10
minus the $6 value element apportioned to
L2), adjusted, as appropriate, for any short
taxable year, unused section 382 limitation,
or other adjustment.

(iii) For the L group’s consolidated return
yvear ending December 31, Year 2, the value
element of its consolidated section 382 limi-
tation is increased by $4 (rounded to the
nearest dollar), to account for the period
during which L2 was a member of the L
group ($6, the consolidated section 382 limi-
tation apportioned to L2, times 241/365, the
ratio of the number of days during Year 2
that L2 is a member of the group to the num-
ber of days in the group’s consolidated re-
turn year). See paragraph (c)(6) of this sec-

—

stock

308 of
L2

tion. Therefore, the value element of the
consolidated section 382 limitation for Year 2
of the L group is $8 (rounded to the nearest
dollar).

(iv) The section 382 limitation for L2’s
short taxable year ending December 31, Year
2, is $2 (rounded to the nearest dollar), which
is the amount that bears the same relation-
ship to $6, the value element of the consoli-
dated section 382 limitation apportioned to
L2, as the number of days during that short
taxable year, 124 days, bears to 365. See
§1.382-5(c).

Example 2. Consequence of no apportionment.
The facts are the same as in Example 1, ex-
cept that L does not elect to apportion any
portion of the consolidated section 382 limi-
tation to L2. For its separate return years
ending after August 29, Year 2, L2’s section
382 limitation with respect to the $90 of the
group’s pre-change consolidated attribute
apportioned to L2 is zero under paragraph
(b)(2)(ii) of this section. Thus, the $90 con-
solidated net operating loss apportioned to
L2 cannot offset L.2’s taxable income in any
of its separate return years ending after Au-
gust 29, Year 2. For its consolidated return
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yvears ending after August 29, Year 2, the L
group’s consolidated section 382 limitation
with respect to the remaining $110 of pre-
change consolidated attribute is $10, ad-
justed, as appropriate, for any short taxable
year, unused section 382 limitation, or other
adjustment.

Example 3. Apportionment of adjustment ele-
ment. The facts are the same as in Example 1,
except that L2 ceases to be a member of the
L group on August 29, Year 3, and the L
group has a $4 carryforward of an unused
consolidated section 382 limitation (under
section 382(b)(2)) to the Year 3 consolidated
return year. The carryover of unused limita-
tion increases the consolidated section 382
limitation for the Year 3 consolidated return
year from $10 to $14. L. may elect to appor-
tion all or any portion of the $10 value ele-
ment and all or any portion of the $4 adjust-
ment element to L2.

(d) Rules pertaining to ceasing to be a
member of a loss subgroup—(1) In general.
A corporation ceases to be a member of
a loss subgroup on the earlier of—

(i) The first day of the first taxable
year for which it files a separate re-
turn; or

(ii) The first day that it ceases to
bear a relationship described in section
1504(a)(1) to the loss subgroup parent
(treating for this purpose the loss sub-
group parent as the common parent de-
scribed in section 1504(a)(1)(A)).

(2) Exceptions. Paragraph (d)(1)(ii) of
this section does not apply to a mem-
ber of a loss subgroup while that mem-
ber remains a member of the current
group—
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(i) If an election under §1.1502-
91(d)(4)(relating to treating the sub-
group parent requirement as satisfied)
applies to the members of the loss sub-
group;

(ii) Starting on the day after the
change date (but not earlier than the
date the loss subgroup becomes a mem-
ber of the group), if there is an owner-
ship change of the loss subgroup within
six months before, on, or after becom-
ing members of the group; or

(iii) Starting the day after the period
of 5 consecutive years following the
day that the loss subgroup become
members of the group during which the
loss subgroup has not had an ownership
change.

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

Example 1. Basic case. (i) P owns all the L
stock, LL owns all the L1 stock and L1 owns
all the L2 stock. The P group has a consoli-
dated net operating loss arising in Year 1
that is carried over to Year 2. On December
11, Year 2, P sells all the stock of L. to cor-
poration M. Each of L, L1, and L2 is appor-
tioned a portion of the Year 1 consolidated
net operating loss, and thereafter each joins
with M in filing consolidated returns. Under
§1.1502-92, the L loss subgroup has an owner-
ship change on December 11, Year 2. The L
loss subgroup has a subgroup section 382 lim-
itation of $100. The following is a graphic il-
lustration of these facts:
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(ii) On May 22, Year 3, L1 sells 40 percent
of the L2 stock to A. L2 carries over a por-
tion of the P group’s net operating loss from
Year 1 to its separate return year ending De-

cember 31, Year 3. Under paragraph (d)(1) of
this section, L2 ceases to be a member of the
L loss subgroup on May 22, Year 3, which is
both (1) the first day of the first taxable year
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for which it files a separate return and (2)
the day it ceases to bear a relationship de-
scribed in section 1504(a)(1) to the loss sub-
group parent, L.. The net operating loss of L2
that is carried over from the P group is
treated as a pre-change loss of L2 for its sep-
arate return years ending after May 22, Year
3. Under paragraphs (a)(2) and (b)(2) of this
section, the separate section 382 limitation
with respect to this loss is zero unless M
elects to apportion all or a part of the sub-
group section 382 limitation of the L loss
subgroup to L2.

Example 2. Formation of a new loss subgroup.
The facts are the same as in Erxample 1, ex-
cept that A purchases 40 percent of the L1
stock from L rather than purchasing L2

§1.1502-95

stock from L1. Ll and L2 file a consolidated
return for their first taxable year ending
after May 22, Year 3, and each of L1 and L2
carries over a part of the net operating loss
of the P group that arose in Year 1. Under
paragraph (d)(1) of this section, L1 and L2
cease to be members of the L loss subgroup
on May 22, Year 3. The net operating losses
carried over from the P group are treated as
pre-change subgroup attributes of the loss
subgroup composed of L1 and L2. The sub-
group section 382 limitation with respect to
those losses is zero unless M elects to appor-
tion all or part of the subgroup section 382
limitation of the L loss subgroup to the L1
loss subgroup. The following is a graphic il-
lustration of these facts:
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Example 3. Ownership change upon becoming
members of the group. (i) A owns all the stock
of P, and P owns all the stock of L1 and La2.
The P group has a consolidated net operating

loss arising in Year 1 that is carried over to
Year 3 and Year 4. Corporation M acquires
all the stock of P on November 11, Year 3,
and P, L1, and L2 thereafter file consolidated
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returns with M. M’s acquisition results in an
ownership change of the P loss subgroup
under §1.1502-92(b)(1)(ii).

(ii) P distributes the L2 stock to M on Oc-
tober 7, Year 4, and L2 ceases to bear the re-
lationship described in section 1504(a)(1) to
P, the P loss subgroup parent. However,
under paragraph (d)(2) of this section, L2
does not cease to be a member of the P loss
subgroup because the P loss subgroup had an
ownership change upon becoming members
of the M group and L2 remains in the M
group.

Example 4. Ceasing to bear a section 1504
(a)(1) to the loss subgroup parent. (i) A owns
all the stock of P, and P owns all the stock
of L1 and L2. The P group has a consolidated
net operating loss arising in Year 1 that is
carried over to Year 7. At the close of Year
2, X acquires all of the stock of P, causing an
ownership change of the loss subgroup com-
posed of P, L1 and L2 under §1.1502—
92(b)(1)(ii). In Year 4, M, which is owned by
the same person that owns X, acquires all of
the stock of P, and the M acquisition does
not cause a second ownership change of the
P loss subgroup.

(ii) P distributes the L2 stock to M on Feb-
ruary 3, Year 6 (less than 5 years after the P
loss subgroup became members of the M
group) and L2 ceases to bear the relationship
described in section 1504(a)(1) to P, the loss
subgroup parent. Thus, the section 382 limi-
tation from the Year 2 ownership change
that applies with respect to the pre-change
attributes attributable to L2 is zero except
to the extent M elects to apportion all or
part of the P loss subgroup section 382 limi-
tation to L2.

Example 5. Relationship through a successor.
The facts are the same as in Example 3, ex-
cept that M’s acquisition of the P stock does
not result in an ownership change of the P
loss subgroup, and, instead of P’s distrib-
uting the stock of L2, 1.2 merges into Ll on
October 7, Year 4. L1 (as successor to L2 in
the merger within the meaning of §1.1502—
1(f)(4)) continues to bear a relationship de-
scribed in section 1504(a)(1) to P, the loss
subgroup parent. Thus, L2 does not cease to
be a member of the P loss subgroup as a re-
sult of the merger.

Example 6. Reattribution of net operating loss
carryover under §1.1502-36(d)(6). The facts are
the same as in Example 3, except that, in-
stead of distributing the L2 stock to M, P
sells that stock to B, and, under §1.1502—
36(d)(6), M reattributes $10 of L2’s net oper-
ating loss carryover to itself. Under §1.1502-
36(d)(6)(iv)(A), M succeeds to the reattrib-
uted loss as if the loss were succeeded to in
a transaction to which section 381(a) applies.
M, as successor to L2, does not cease to be a
member of the P loss subgroup.

(e) Allocation of net unrealized built-in
loss—(1) In general. This paragraph (e)
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provides rules for the allocation of a
loss group’s (or loss subgroup’s) net un-
realized built-in loss if a member
ceases to be a member of a loss group
(or loss subgroup). This paragraph (e)
applies if—

(i) A loss group (or loss subgroup) has
a net unrealized built-in loss on a
change date; and

(ii) Immediately after the close of
the consolidated return year in which
the departing member ceases to be a
member, the amount of the loss group’s
(or loss subgroup’s) excess of net unre-
alized built-in loss over recognized
built-in loss, determined under section
382(h)(1)(B)(ii) (relating to a limitation
on recognized built-in loss), is greater
than zero. (The amount of such excess
is referred to as the remaining NUBIL
balance.) In applying section
382(h)(1)(B)(ii) for this purpose, net un-
realized built-in loss allocated to de-
parting members in prior consolidated
return years is treated as recognized
built-in loss in those years.

(2) Amount of allocation—(i) In general.
The amount of net unrealized built-in
loss allocated to a departing member is
equal to the remaining NUBIL balance,
multiplied by a fraction. The numer-
ator of the fraction is the amount of
the built-in loss, taken into account on
the change date under §1.1502-91(g), in
the assets held by the departing mem-
ber immediately after the member
ceases to be a member of the loss group
(or loss subgroup). The denominator of
the fraction is the sum of the numer-
ator, plus the amount of the built-in
loss, taken into account under §1.1502—
91(g) on the change date, in the assets
held by the loss group (or loss sub-
group) immediately after the close of
the taxable year in which the departing
member ceases to be a member. (Fluc-
tuations in value of the assets between
the change date and the date that the
member ceases to be a member of the
group (or loss subgroup), or the close of
the taxable year in which the member
ceases to be a member of the loss
group, are disregarded.) Because the
amount of built-in loss on the change
date with respect to a departing mem-
ber’s assets is taken into account
(rather than that member’s separately
computed net unrealized built-in loss
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on the change date), a departing mem-
ber can be apportioned all or part of
the loss group’s net unrealized built-in
loss, even if the departing member had
a separately computed net unrealized
built-in gain on the change date.
Amounts taken into account under sec-
tion 382(h)(6)(C) (relating to certain de-
duction items) are treated as if they
were assets in determining the numer-
ator and denominator of the fraction.

(i1) Transferred basis property and de-
ferred gain or loss. For purposes of para-
graph (b)(2)(i) of this section, assets
held by the departing member imme-
diately after it ceases to be a member
of the group (or by other members im-
mediately after the close of the taxable
year) include—

(A) Assets held at that time that are
transferred basis property that was
held by any member of the group (or
loss subgroup) on the change date; and

(B) Assets held at that time by any
member of the consolidated group with
respect to which gain or loss of the
group member or loss subgroup mem-
ber at issue has been deferred in an
intercompany transaction and has not
been taken into account.

(iii) Assets for which gain or loss has
been recognized. For purposes of para-
graph (b)(2)(i) of this section, assets
held by the departing member imme-
diately after it ceases to be a member
of the group (or by other members im-
mediately after the close of the taxable
year) do not include assets with respect
to which gain or loss has previously
been recognized and taken into account
during the recognition period (includ-
ing gain or loss recognized in an inter-
company transaction and taken into
account immediately before the mem-
ber leaves the group). Appropriate ad-
justments must be made if gain or loss
on an asset has been only partially rec-
ognized and taken into account.

(iv) Exchanged basis property. The
rules of §1.1502-91(h) apply for purposes
of this paragraph (e) (disregarding
stock received from the departing
member or another member that is a
member immediately after the close of
the taxable year).

(v) Two or more members depart during
the same year. If two or more members
cease to be members during the same
consolidated return year, appropriate

26 CFR Ch. | (4-1-17 Edition)

adjustments must be made to the de-
nominator of the fraction for each de-
parting member by treating the other
departing members as if they had not
ceased to be members during that year
and as if the assets held by those other
departing members immediately after
they cease to be members of the group
(or loss subgroup) are assets held by
the group immediately after the close
of the taxable year.

(vi) Anti-abuse rule. If assets are
transferred between members or a
member ceases to be a member with a
principal purpose of causing or affect-
ing the allocation of amounts under
this paragraph (e), appropriate adjust-
ments must be made to eliminate any
benefit of such acquisition, disposition,
or allocation.

(3) Effect of allocation on the consoli-
dated group. The amount of the net un-
realized built-in loss that is allocated
to the former member is treated as rec-
ognized built-in loss for a prior taxable
yvear ending in the recognition period
for purposes applying the limitation of
section 382(h)(1)(B)(ii) to a loss group’s
(or loss subgroup’s) recognition period
taxable years beginning after the con-
solidated return year in which the
former member ceases to be a member.

(4) Effect on corporations to which the
allocation is made. For purposes of de-
termining the amount of the former
member’s recognized built-in losses in
any taxable year beginning after the
former member ceases to be a mem-
ber—

(i) The amount of the loss group’s (or
loss subgroup’s) net unrealized built-in
loss that is allocated to the former
member is treated as if it were an
amount of net unrealized built-in loss
determined under section
382(h)(1)(B)(i)(without regard to the
threshold of section 382(h)(3)(B)) with
respect to such member or loss sub-
group, and that amount is not reduced
under section 382(h)(1)(B)(ii) by the loss
group’s (or loss subgroup’s) recognized
built-in losses;

(ii) The former member’s 5 year rec-
ognition period begins on the loss
group’s (or loss subgroup’s) change
date;

(iii) In
382(h)(LH)(B) (i),

section
member

applying
the former
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takes into account only its prior tax-
able years that begin after it ceases to
be a member of the loss group (or loss
subgroup); and

(iv) The former member’s recognized
built-in loss on the disposition of an
asset is determined under section
382(h)(2)(B), treating references to the
change date in that section as ref-
erences to the loss group’s (or loss sub-
group’s) change date.

(5) Subgroup principles. If two or more
former members are members of the
same consolidated group (the second
group) immediately after they cease to
be members of the current group, the
principles of paragraphs (e)(1), (2) and
(4) of this section apply to those former
members on an aggregate basis. Thus,
for example, the amount of net unreal-
ized built-in loss allocated to those
members is based on the assets held by
those members immediately after they
cease to be members of the current
group and the limitation of section
382(h)(1)(B)(ii) on recognized built-in
losses is applied by taking into account
the aggregate amount of net unrealized
built-in loss allocated to the former
members and the aggregate recognized
losses of those members in taxable
years beginning after they cease to be
members of the current group. If one or
more of such members cease to be
members of the second group, the prin-
ciples of this paragraph (e) are applied
with respect to those members to allo-
cate to them all or part of any remain-
ing unrecognized amount of net unreal-
ized built-in loss allocated to the mem-
bers that became members of the sec-
ond group.

(6) Apportionment of consolidated sec-
tion 382 limitation (or subgroup section
382 limitation)—(i) In general. For rules
relating to the apportionment of a con-
solidated section 382 limitation (or sub-
group section 382 limitation) to a
former member, see paragraph (c) of
this section.

(ii) Special rule for former members that
become members of the same consolidated
group. If recognized built-in losses of
one or more former members would be
subject to a consolidated section 382
limitation (or subgroup section 382 lim-
itation) if recognized immediately be-
fore the member (or members) cease to
be members of the group, an apportion-
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ment of that limitation may be made,
under paragraph (c) of this section, to
a loss subgroup that includes such
member (or members), and the recog-
nized built-in losses (if any) of that
member (or members) will be subject
to that apportioned limitation. If two
or more of such former members are
not included in a loss subgroup imme-
diately after they cease to be members
of the group (for example, because they
do mnot have mnet operating loss
carryovers or, in the aggregate, a net
unrealized built-in loss), but are mem-
bers of the same consolidated group, an
apportionment of the consolidated sec-
tion 382 limitation (or subgroup section
382 limitation) may be made to them as
if they were a loss subgroup.

(7T) Examples. The following examples
illustrate the principles of this para-
graph (e):

Example 1. Basic allocation case. (i) P owns
all of the stock of L1 and L2. On September
4, Year 1, A purchases all of the P stock,
causing an ownership change of the P group.
On that date P has two assets (other than
the L1 and L2 stock), asset 1 with an ad-
justed basis of $40 and a fair market value of
$15 and asset 2 with an adjusted basis of $50
and a fair market value of $100. L1 has two
assets, asset 3 , with a fair market value of
$50 and an adjusted basis of $100, and asset 4,
with an adjusted basis of $125 and a fair mar-
ket value of $75. L.2 has two assets, asset 5,
with a fair market value of $150 and an ad-
justed basis of $100, and asset 6, with an ad-
justed basis of $90 and a fair market value of
$40. Thus, the P loss group has a net unreal-
ized built-in loss of $75.

(ii) On March 19, Year 3, P sells all of the
L2 stock to M. At that time, asset 5, which
has appreciated in value, has a fair market
value of $250 and an adjusted basis of $100.
Asset 6, which has declined in value, has an
adjusted basis of $90 and a fair market value
of $10.

(iii) On April 8, Year 3, P sells asset 1, and
has a recognized built-in loss of $25 that is
subject to the P group’s section 382 limita-
tion. On November 11, Year 4, L2 sells asset
6 for its then fair market value, $10, recog-
nizing a loss of $80. On June 3, Year 5, L1
sells asset 4, recognizing a loss of $50.

(iv) Immediately after the close of Year 3,
the P loss group’s remaining NUBIL balance
is $50 ($75 net unrealized built-in loss reduced
by the $25 recognized built-in loss of P). The
portion of the remaining NUBIL balance
that is allocated to L2 is $17 (rounded to the
nearest dollar). Seventeen dollars is the
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product obtained by multiplying $50 (the re-
maining NUBIL balance) by $50/$150. The nu-
merator of the fraction ($50) is the amount of
built-in loss in asset 6, taken into account on
the change date under §1.1502-91(g). The de-
nominator ($150) is the sum of the numerator
($50) and the amount of built-in loss in assets
3 and 4, taken into account on the change
date under §1.1502-91(g) ($100). The built-in
loss in asset 1 is not included in the denomi-
nator of the fraction because it is not held
by the P group immediately after the close
of Year 3.

(v) Seventeen dollars of L2’s $80 loss on the
sale of asset 6 is a recognized built-in loss
and subject to a section 382 limitation of
zero, unless P apportions some or all of the
P group’s consolidated section 382 limitation
to L2 (adjusted for a short taxable year, car-
ryover of unused limitation, or any other ad-
justment required under section 382).

(vi) Thirty-three dollars of L1l’s $50 loss on
the sale of asset 4 is subject to the P group’s
consolidated section 382 limitation, reduced
by the amount of such limitation appor-
tioned to L2, and adjusted for any short tax-
able year, a carryforward of unused limita-
tion, or other adjustment. (In applying sec-
tion 382(h)(1)(B)(ii) with respect to Year 5,
the P group’s net unrealized built-in loss is
reduced by P’s $25 recognized built-in loss in
Year 3 and the $17 of net unrealized built-in
loss allocated to L2, thus limiting the P
group’s recognized built-in loss in Year 5 to
$33.)

Example 2. Two members depart in the same
year. The facts are the same as in Example 1,
except that P sells all of the stock of Ll to
C on November 1, Year 3. The amount of net
unrealized built-in loss apportioned to L2
(rounded to the nearest dollar) is $17 ($50 re-
maining NUBIL balance x $50/$150). The
amount of net unrealized built-in loss appor-
tioned to L1 (rounded to the nearest dollar)
is $33 ($50 remaining NUBIL balance x $100/
$150).

(8) Reporting requirements—(i) Common
Parent. Except as provided in para-
graph (e)(8)(iii) of this section, if a net
unrealized built-in loss is allocated
under paragraph (e) of this section, the
common parent must include a state-
ment entitled, “STATEMENT OF NET
UNREALIZED BUILT-IN LOSS ALLO-
CATION PURSUANT TO §1.1502-95(e),”
on or with its income tax return for
the taxable year in which the former
member(s) (or a new loss subgroup that
includes that member) ceases to be a
member. The statement must include—

(A) The name and employer identi-
fication number of the departing mem-
ber;
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(B) The amount of the remaining
NUBIL balance for the taxable year in
which the member departs;

(C) The amount of the net unrealized
built-in loss allocated to the departing
member; and

(D) A representation that the com-
mon parent has delivered a copy of the
statement to the former member (or
the common parent of the group of
which the former member is a member)
on or before the day the group files its
income tax return for the consolidated
return year that the former member
ceases to be a member.

(ii) Former member. Except as pro-
vided in paragraph (e)(8)(iii) of this sec-
tion, the former member must include
a statement on or with its first income
tax return (or the first return in which
the former member joins) that is filed
after the close of the consolidated re-
turn year of the group of which the
former member (or a new loss subgroup
that includes that member) ceases to
be a member. The statement will be
identical to the statement filed by the
common parent under paragraph
(e)(8)(i) of this section except that in-
stead of including the information de-
scribed in paragraph (e)(8)(i)(A) of this
section the former member must pro-
vide the name, employer identification
number and tax year of the former
common parent, and instead of the rep-
resentation described in paragraph
(e)(8)(I)(D) of this section the former
member must represent that it has re-
ceived and retained the copy of the
statement delivered by the common
parent as part of its records. See
§1.6001-1(e).

(iii) Exception. This paragraph (e)(8)
does not apply if the required informa-
tion (other than the amount of the re-
maining NUBIL balance) is included in
a statement of election under para-
graph (f) of this section (relating to ap-
portioning a section 382 limitation).

(f) Filing the election to apportion the
section 382 limitation and net unrealiced
built-in gain—(1) Form of the election to
apportion—(i) Statement. An election
under paragraph (c) of this section
must be made in the form set forth in
this paragraph (f)(1)(i). The election
must be made by the common parent
and the party described in paragraph
(£)(2) of this section. It must be filed in
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accordance with paragraph (f)(3) of this
section and be entitled, “THIS IS AN
ELECTION UNDER §1.1502-95 TO AP-
PORTION ALL OR PART OF THE [IN-
SERT THE CONSOLIDATED SECTION
382 LIMITATION, THE SUBGROUP
SECTION 382 LIMITATION, THE LOSS
GROUP’S NET UNREALIZED BUILT-
IN GAIN, OR THE LOSS SUBGROUP’S
NET UNREALIZED BUILT-IN GAIN,
AS APPROPRIATE] IN THE AMOUNT
OF [INSERT THE AMOUNT OF THE
LOSS LIMITATION OR NET UNREAL-
IZED BUILT-IN GAIN] TO [INSERT
NAME(S) AND EMPLOYER IDENTI-
FICATION NUMBER(S) OF THE COR-
PORATION (OR THE CORPORATIONS
THAT COMPOSE A NEW LOSS SUB-
GROUP) TO WHICH ALLOCATION IS
MADE].” The statement must also in-
dicate that an agreement, as described
in paragraph (f)(1)(ii) of this section,
has been entered into.

(ii) Agreement. Both the common par-
ent and the party described in para-
graph (f)(2) of this section must sign
and date the agreement. The agree-
ment must include, as appropriate—

(A) The date of the ownership change
that resulted in the consolidated sec-
tion 382 limitation (or subgroup section
382 limitation) or the loss group’s (or
loss subgroup’s) net unrealized built-in
gain;

(B) The amount of the departing
member’s (or loss subgroup’s) pre-
change net operating loss carryovers
and the taxable years in which they
arose that will be subject to the limita-
tion that is being apportioned to that
member (or loss subgroup);

(C) The amount of any net unrealized
built-in loss allocated to the departing
member (or loss subgroup) under para-
graph (e) of this section, which, if rec-
ognized, can be a pre-change attribute
subject to the limitation that is being
apportioned;

(D) If a consolidated section 382 limi-
tation (or subgroup section 382 limita-
tion) is being apportioned, the amount
of the consolidated section 382 limita-
tion (or subgroup section 382 limita-
tion) for the taxable year during which
the former member (or new loss sub-
group) ceases to be a member of the
consolidated group (determined with-
out regard to any apportionment under
this section);
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(B) If any net unrealized built-in gain
is being apportioned, the amount of the
loss group’s (or loss subgroup’s) net un-
realized built-in gain (as determined
under paragraph (c)(2)(ii) of this sec-
tion) that may be apportioned to mem-
bers that ceased to be members during
the consolidated return year;

(F) The amount of the value element
and adjustment element of the consoli-
dated section 382 limitation (or sub-
group section 382 limitation) that is ap-
portioned to the former member (or
new loss subgroup) pursuant to para-
graph (c) of this section;

(G) The amount of the loss group’s
(or loss subgroup’s) net unrealized
built-in gain that is apportioned to the
former member (or new loss subgroup)
pursuant to paragraph (c) of this sec-
tion;

(H) If the former member is allocated
any net unrealized built-in loss under
paragraph (e) of this section, the
amount of any adjustment element ap-
portioned to the former member that is
attributable to recognized built-in
gains (determined in a manner that
will enable both the group and the
former member to apply the principles
of §1.1502-93(¢c)); and

(1) The name and employer identi-
fication number of the common parent
making the apportionment.

(2) Signing the agreement. The agree-
ment must be signed by both the com-
mon parent and the former member
(or, in the case of a loss subgroup, the
common parent and the loss subgroup
parent) by persons authorized to sign
their respective income tax returns. If
the allocation is made to a loss sub-
group for which an election under
§1.1502-91(d)(4) is made, and not sepa-
rately to its members, the agreement
under this paragraph (f) must be signed
by the common parent and any mem-
ber of the new loss subgroup by persons
authorized to sign their respective in-
come tax returns. Each party signing
the agreement must retain either the
original or a copy of the agreement as
part of its records. See §1.6001-1(e).

(3) Filing of the election—(@i) Filing by
the common parent. The election must
be filed by the common parent of the
group that is apportioning the consoli-
dated section 382 limitation (or the
subgroup section 382 limitation) or the
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loss group’s net unrealized built-in
gain (or loss subgroup’s net unrealized
built-in gain) by including the state-
ment on or with its income tax return
for the taxable year in which the
former member (or new loss subgroup)
ceases to be a member.

(ii) Filing by the former member. An
identical statement must be included
on or with the first return of the
former member (or the first return in
which the former member, or the mem-
bers of a new loss subgroup, join) that
is filed after the close of the consoli-
dated return year of the group of which
the former member (or the members of
a new loss subgroup) ceases to be a
member.

(4) Revocation of election. An election
statement made under paragraph (c) of
this section is revocable only with the
consent of the Commissioner.

(g) Effective/applicability date. Para-
graphs (e)(8) and (f) of this section
apply to any original consolidated Fed-
eral income tax return due (without ex-
tensions) after June 14, 2007. For origi-
nal consolidated Federal income tax
returns due (without extensions) after
May 30, 2006, and on or before June 14,
2007, see §1.1502-95T as contained in 26
CFR part 1 in effect on April 1, 2007.
For original consolidated Federal in-
come tax returns due (without exten-
sions) on or before May 30, 2006, see
§1.1502-95 as contained in 26 CFR part 1
in effect on April 1, 2006.

[T.D. 8824, 64 FR 36159, July 2, 1999, as amend-
ed by T.D. 9264, 71 FR 30604, 30608, May 30,
2006; T.D. 9329, 72 FR 32805, 32807, June 14,
2007; T.D. 9424, 73 FR 53985, Sept. 17, 2008]

§1.1502-96 Miscellaneous rules.

(a) End of separate tracking of losses—
(1) Application. This paragraph (a) ap-
plies to a member (or a loss subgroup)
with a net operating loss carryover
that arose (or is treated under §1.1502—
21(c) as arising) in a SRLY, or a mem-
ber (or loss subgroup) with a net unre-
alized built-in loss determined at the
time that the member (or loss sub-
group) becomes a member of the con-
solidated group if there is—

(i) An ownership change of the mem-
ber (or loss subgroup) within six
months before, on, or after becoming a
member of the group; or
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(ii) A period of 5 consecutive years
following the day that the member (or
loss subgroup) becomes a member of a
group during which the member (or
loss subgroup) has not had an owner-
ship change.

(2) Effect of end of separate tracking—
(i) Net operating loss carryovers. If this
paragraph (a) applies with respect to a
member (or loss subgroup) with a net
operating loss carryover, then, starting
on the day after the earlier of the
change date (but not earlier than the
day the member (or loss subgroup) be-
comes a member of the consolidated
group) or the last day of the 5 consecu-
tive year period described in paragraph
(a)(1)(ii) of this section, such loss car-
ryover is treated as described in
§1.1502-91(c)(1)(i). The preceding sen-
tence also applies for purposes of deter-
mining whether there is an ownership
change with respect to such loss carry-
over following such change date or 5
consecutive year period. Thus, for ex-
ample, starting the day after the
change date (but not earlier than the
day the member (or loss subgroup) be-
comes a member of the consolidated
group) or the end of the 5 consecutive
year period—

(A) The consolidated group which in-
cludes the new loss member or loss sub-
group is no longer required to sepa-
rately track owner shifts of the stock
of the new loss member or subgroup
parent to determine if an ownership
change occurs with respect to the loss
carryover of the new loss member or
members included in the loss subgroup;

(B) The group is a loss group because
the member’s loss carryover is treated
as a loss described in §1.1502-91(c)(1)(i);

(C) There is an ownership change
with respect to such loss carryover
only if the group has an ownership
change; and

(D) If the group has an ownership
change, such loss carryover is a pre-
change consolidated attribute subject
to the loss group’s consolidated section
382 limitation.

(ii) Net wunrealized built-in losses. If
this paragraph (a) applies with respect
to a new loss member described in
§1.1502-94(a)(1)(ii) (or a loss subgroup
described in §1.1502-91(d)(2)) then,
starting on the day after the earlier of
the change date (but not earlier than
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the day the member (or loss subgroup)
becomes a member of the group) or the
last day of the 5 consecutive year pe-
riod described in paragraph (a)(1)(ii) of
this section, the member (or members
of the loss subgroup) are treated, for
purposes of applying §1.15602-91(g)(2)(ii),
as if they have been affiliated with the
common parent for 5 consecutive years.
Starting on that day, the member’s (or
the members of the loss subgroup’s)
separately computed net unrealized
built-in loss is included in the deter-
mination whether the group has a net
unrealized built-in loss, and there is an
ownership change with respect to the
member’s separately computed net un-
realized built-in loss only if the group
(including the member) has a net unre-
alized built-in loss and has an owner-
ship change. Thus, for example, start-
ing the day after the change date (but
not earlier than the day the member
(or loss subgroup) becomes a member
of the consolidated group), or the end
of the 5 consecutive period

(A) The consolidated group which in-
cludes the new loss member or loss sub-
group is no longer required to sepa-
rately track owner shifts of the stock
of the new loss member or subgroup
parent to determine if an ownership
change occurs with respect to the net
unrealized built-in loss of the new loss
member or members of the loss sub-
group;

(B) The group includes the member’s
(or the loss subgroup members’) sepa-
rately computed net unrealized built-in
loss in determining whether it is a loss
group under §1.1502-91(c)(1)(iii);

(C) There is an ownership change
with respect to such net unrealized
built-in loss only if the group is a loss
group and has an ownership change;
and

(D) If the group has an ownership
change, the member’s separately com-
puted net unrealized built-in loss and
its assets are taken into account in de-
termining the group’s pre-change con-
solidated attributes described in
§1.1502-91(e)(1) (relating to recognized
built-in losses) that are subject to the
group’s consolidated section 382 limita-
tion.

(iii) Common parent not common parent
for five years. If the common parent has
become the common parent of an exist-
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ing group within the previous 5-year
period in a transaction described in
§1.1502-75(d)(2)(ii) or (3), appropriate
adjustments must be made in applying
paragraphs (a)(2)(ii) and (3) of this sec-
tion. In such a case, as the context re-
quires, references to the common par-
ent are to the former common parent.

(38) Continuing effect of end of separate
tracking—@) In general. As the context
may require, a current group deter-
mines which of its members are in-
cluded in a loss subgroup on any test-
ing date by taking into account the ap-
plication of this section in the former
group. See the example in §1.1502—
91(f)(2). For this purpose, corporations
that are treated under paragraph
(a)(2)(ii) of this section as having been
affiliated with the common parent of
the former group for 5 consecutive
years are also treated as having been
affiliated with any other members that
have been (or are treated as having
been) affiliated with the common par-
ent. The corporations are treated as
having been affiliated with such other
members for the same period of time
that those members have been (or are
treated as having been) affiliated with
the common parent. If two or more cor-
porations become members of the
group at the same time, but paragraph
(a)(1) of this section does not apply to
every such corporation, then imme-
diately after the corporations become
members of the group, the corporations
to which paragraph (a)(1) of this sec-
tion applied are treated as not having
been previously affiliated, for purposes
of applying this paragraph (a)(3), with
the corporations to which paragraph
(a)(2)(ii) of this section did not apply.

(ii) Example. The following example
illustrates the principles of this para-
graph (a)(3):

Example. (i) L has owned all the stock of L1
for three years. At the close of December 31,
Year 1, the M group purchases all the L
stock, and L and L1 become members of the
M group. Other than the stock of L1, L has
one asset (the L loss asset) with a net unre-
alized built-in loss of $200 on this date. L1
has one asset with a net unrealized built-in
gain of $60 (the L1 gain asset). L, and L1 do
not compose a loss subgroup because they do
not meet the five year affiliation require-
ment of §1.1502-91(d)(2)(i). L is a new loss
member, and M’s purchase of L causes an
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ownership change of L.. At the close of De-
cember 31, Year 4, at a time when L1 has
been affiliated with the M group for three
years and has been affiliated with L for six
years, the S group purchases all the M stock.
On this date, the L loss asset has a net unre-
alized built-in loss of $300, the L1 gain asset
has a net unrealized built-in gain of $80, and
M, the common parent of the M group, has
one asset with a net unrealized built-in gain
of $200.

(ii) Paragraph (a)(1) of this section applies
to L because L is a new loss member de-
scribed in §1.1502-94(a)(1)(ii) that has an own-
ership change upon becoming a member of
the M group on December 31, Year 1. Accord-
ingly, L is treated as having been affiliated
with M for 5 consecutive years, and the L
loss asset with a net unrealized built-in loss
of $300 is included in the determination
whether the M group has a net unrealized
built-in loss.

(iii) The S group determines which of its
members are included in a loss subgroup by
taking into account application of paragraph
(a) of this section in the M group. For this
purpose, application of paragraph (a) of this
section causes L to be treated as having been
affiliated with M (or as having been a mem-
ber of the M group) for 5 consecutive years as
of January 1, Year 2. Therefore, the S group
includes L in the determination whether the
M subgroup acquired by S on December 31,
Year 4, has a net unrealized built-in loss.

(iv) Because paragraph (a)(1) of this section
applied to L when L became a member of the
M group, but did not apply to L1, L is treated
as not having been affiliated with L1 before
L and L1 joined the M group. Also, Ll is not
included in the determination whether the M
subgroup has a net unrealized built-in loss
because L1 has not been continuously affili-
ated with members of the M group for the
five consecutive year period ending imme-
diately before they become members of the S
group. See §1.15602-91(g)(2).

(4) Special rule for testing period. For
purposes of determining the beginning
of the testing period for a loss group,
the member’s (or loss subgroup’s) net
operating loss carryovers (or net unre-
alized built-in loss) described in para-
graph (a)(2) of this section are consid-
ered to arise—

(i) In a case described in paragraph
(a)(1)(d) of this section, in a taxable
year that begins not earlier than the
later of the day following the change
date or the day that the member be-
comes a member of the group; and

(ii) In a case described in paragraph
(a)(1)(ii) of this section, in a taxable
year that begins 3 years before the end
of the 5 consecutive year period.
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(5) Limits on effects of end of separate
tracking. The rule contained in this
paragraph (a) applies solely for pur-
poses of §§1.1502-91 through 1.1502-95
and this section (other than paragraph
(b)(2)(1)(B) of this section (relating to
the definition of pre-change attributes
of a subsidiary)) and §1.1502-98, and not
for purposes of other provisions of the
consolidated return regulations. How-
ever, the rule contained in this para-
graph (a) does apply in §§1.1502-15(g),
1.1502-21(g) and 1.1502-22(g) for purposes
of determining the composition of loss
subgroups defined in §1.1502-91(d). See
also paragraph (c) of this section for
the continuing effect of an ownership
change with respect to pre-change at-
tributes.

(b) Ownership change of subsidiary—(1)
Ownership change of a subsidiary because
of options or plan or arrangement. Not-
withstanding §1.1502-92, a subsidiary
may have an ownership change for pur-
poses of section 382 with respect to its
attributes which a group or loss sub-
group includes in making a determina-
tion under §1.1502-91(c)(1) (relating to
the definition of loss group) or §1.1502—
91(d) (relating to the definition of loss
subgroup). The subsidiary has such an
ownership change if it has an owner-
ship change under the principles of
§1.1502-95(b) and section 382 and the
regulations thereunder (determined on
a separate entity basis by treating the
subsidiary as not being a member of a
consolidated group) in the event of—

(i) The deemed exercise under §1.382—
4(d) of an option or options (other than
an option with respect to stock of the
common parent) held by a person (or
persons acting pursuant to a plan or
arrangement) to acquire more than 20
percent of the stock of the subsidiary;
or

(ii) An increase by 1 or more 5-per-
cent shareholders, acting pursuant to a
plan or arrangement to avoid an own-
ership change of a subsidiary, in their
percentage ownership interest in the
subsidiary by more than 50 percentage
points during the testing period of the
subsidiary through the acquisition (or
deemed acquisition pursuant to §1.382—
4(d)) of ownership interests in the sub-
sidiary and in higher-tier members
with respect to the subsidiary.
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(2) Effect of the ownership change—(i)
In general. If a subsidiary has an owner-
ship change under paragraph (b)(1) of
this section, the amount of consoli-
dated taxable income for any post-
change year that may be offset by the
pre-change losses of the subsidiary
shall not exceed the section 382 limita-
tion for the subsidiary. For purposes of
this limitation, the value of the sub-
sidiary is determined solely by ref-
erence to the value of the subsidiary’s
stock.

(ii) Pre-change losses. The pre-change
losses of a subsidiary are—

(A) Its allocable part of any consoli-
dated net operating loss which is at-
tributable to it under §1.1502-21(b) (de-
termined on the last day of the consoli-
dated return year that includes the
change date) that is not carried back
and absorbed in a taxable year prior to
the year including the change date;

(B) Its net operating loss carryovers
that arose (or are treated under
§1.1502-21(¢c) as having arisen) in a
SRLY; and

(C) Its recognized built-in loss with
respect to its separately computed net
unrealized built-in loss, if any, deter-
mined on the change date.

(3) Coordination with §§1.1502-91,
1.1502-92, and 1.1502-94. If an increase in
percentage ownership interest causes
an ownership change with respect to an
attribute under this paragraph (b) and
under §1.1502-92 on the same day, the
ownership change is considered to
occur only under §1.1502-92 and not
under this paragraph (b). See §1.1502-94
for anti-duplication rules relating to
value.

(4) Example. The following example il-
lustrates paragraph (b)(1)(ii) of this
section:

Example. Plan to avoid an ownership change
of a subsidiary. (i) L owns all the stock of L1,
L1 owns all the stock of 1.2, L2 owns all the
stock of L3, and L3 owns all the stock of L4.
The L group has a consolidated net operating
loss arising in Year 1 that is carried over to
Year 2. L has assets other than its L1 stock
with a value of $900. L1, L2, and L3 own no
assets other than their L2, L3, and L4 stock.
L4 has assets with a value of $100. During
Year 2, A, B, C, and D, acting pursuant to a
plan to avoid an ownership change of 1.4, ac-
quire the following ownership interests in
the members of the L loss group: (A) on Sep-
tember 11, Year 2, A acquires 20 percent of
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the L1 stock from L and B acquires 20 per-
cent of the L2 stock from L1; and (B) on Sep-
tember 20, Year 2, C acquires 20 percent of
the stock of L3 from L2 and D acquires 20
percent of the stock of L4 from L3.

(ii) The acquisitions by A, B, C, and D pur-
suant to the plan have increased their re-
spective percentage ownership interests in
L4 by approximately 10, 13, 16, and 20 per-
centage points, for a total of approximately
59 percentage points during the testing pe-
riod. This more than 50 percentage point in-
crease in the percentage ownership interest
in L4 causes an ownership change of L4 under
paragraph (b)(2) of this section.

(c) Continuing effect of an ownership
change. A loss corporation (or loss sub-
group) that is subject to a limitation
under section 382 with respect to its
pre-change losses continues to be sub-
ject to the limitation regardless of
whether it becomes a member or ceases
to be a member of a consolidated
group. See §1.382-5(d) (relating to suc-
cessive ownership changes and absorp-
tion of a section 382 limitation).

(d) Losses reattributed under §1.1502—
36(d)(6)—(1) In general. This paragraph
(d) contains rules relating to net oper-
ating carryovers, capital loss
carryovers, and deferred deductions
(collectively, loss or losses) that are re-
attributed to the common parent under
§1.1502-36(d)(6). References in this para-
graph (d) to a subsidiary are references
to the subsidiary (or lower-tier sub-
sidiary) whose loss is reattributed to
the common parent.

(2) Deemed section 381(a) transaction.
Under §1.1502-36(d)(6)(iv)(A), the com-
mon parent succeeds to the reattrib-
uted losses as if the losses were suc-
ceeded to in a transaction to which sec-
tion 381(a) applies. In general, §§1.1502—
91 through 1.1502-95, this section, and
§1.1502-98 are applied to the reattrib-
uted losses in accordance with that
characterization. See generally, §1.382—
2(a)(1)(i) (relating to distributor or
transferor loss corporations in trans-
actions under section 381), §1.1502—
1(f)(4) (relating to the definition of
predecessor and successor) and §1.1502—
91(j) (relating to predecessor and suc-
cessor corporations). For example, if
the reattributed loss is a pre-change
attribute subject to a section 382 limi-
tation, it remains subject to that limi-
tation following the reattribution. In
certain cases, the limitation applicable
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to the reattributed loss is zero unless
the common parent apportions all or
part of the limitation to itself. (See
paragraph (d)(4) of this section.)

(3) Rules relating to owner shifts—@{) In
general. Any owner shift of the sub-
sidiary (including any deemed owner
shift resulting from section 382(g)(4)(D)
or 382(1)(3)) in connection with the dis-
position of the stock of the subsidiary
is not taken into account in deter-
mining whether there is an ownership
change with respect to the reattributed
loss. However, any owner shift with re-
spect to the successor corporation that
is treated as continuing in existence
under §1.382-2(a)(1)(ii) must be taken
into account for such purpose if such
owner shift is effected by the reattribu-
tion and an owner shift of the stock of
the subsidiary not held directly or indi-
rectly by the common parent would
have been taken into account if such
shift had occurred immediately before
the reattribution. See  paragraph
(d)(3)(ii1) Example 2 of this section.

(ii) Examples. The following examples
illustrate the principles of this para-
graph (d)(3):

Example 1. No owner shift for reattributed
loss. (i) Facts. P, the common parent of a con-
solidated group, owns 60% of the stock of L,
and B owns the remaining 40%. L has a net
operating loss carryover of $100 from year 1
that it carries over to years 2, 3, and 4. At
the beginning of year 2, P purchases 40% of
the L stock from B, which does not cause an
ownership change of L.. On December 31, year
3, P sells all of the L stock to M. Pursuant
to §1.1502-36(d)(6), P reattributes $10 of L’s
$100 net operating loss carryover to itself,
and L carries $90 of its net operating loss
carryover to its year 4.

(ii) Analysis. The sale of the L stock to M
does not cause an owner shift that is taken
into account in determining if there is an
ownership change with respect to the $10 re-
attributed loss. Following the reattribution,
§1.1502-94(b) continues to apply to determine
if there is an ownership change with respect
to the $10 reattributed loss, until, under
paragraph (a) of this section, the loss is
treated as described in §1.1502-91(c)(1)(i). In
applying §1.1502-94(b), the 40 percentage
point increase by the P shareholders prior to
the reattribution is taken into account. The
sale of the L stock to M does cause an owner-
ship change of L with respect to the $90 of its
net operating loss that it carries over to
year 4.

Example 2. Owner shift for reattributed loss.
The facts are the same as in Example 1, ex-
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cept that P only purchases 20% of the L
stock from B and sells 80% of the L stock to
M. L is a new loss member, and, under
§1.1502-94(b)(1), an owner shift of the stock of
L not held directly or indirectly by the com-
mon parent (the 20% of L stock still held by
B) would have been taken into account if
such shift had occurred immediately before
the reattribution. Following the reattribu-
tion, §1.1502-94(b) continues to apply to de-
termine if there is an ownership change with
respect to the $10 reattributed loss, until,
under paragraph (a) of this section, the loss
is treated as described in §1.1502-91(c)(1)(i).
With respect to the $10 reattributed loss, the
P shareholders have increased their percent-
age ownership interest by 40 percentage
points. The P shareholders have increased
their ownership interests by 20 percentage
points as a result of P’s purchase of stock
from B, and, under §1.382-2(a)(1)(ii), are
treated as increasing their interests by an
additional 20 percentage points as a result of
the reattribution. (The acquisition of the L
stock by M does not, however, effect an
owner shift for the $10 of reattributed loss.)
The sale of the L stock to M causes an own-
ership change of L with respect to the $90 of
net operating loss that L carries over to
Year 4.

(4) Rules relating to the section 382 limi-
tation—(i) Reattributed loss is a pre-
change separate attribute of a mew loss
member. If the reattributed loss is a
pre-change separate attribute of a new
loss member that is subject to a sepa-
rate section 382 limitation prior to the
disposition of subsidiary stock, the
common parent’s limitation with re-
spect to that loss is zero, except to the
extent that the common parent appor-
tions to itself, under paragraph (d)(5) of
this section, all or part of such limita-
tion. A separate section 382 limitation
is the limitation described in §1.1502—
94(b) that applies to a pre-change sepa-
rate attribute.

(ii) Reattributed loss is a pre-change
subgroup attribute. If the reattributed
loss is a pre-change subgroup attribute
subject to a subgroup section 382 limi-
tation prior to the disposition of sub-
sidiary stock, and, immediately after
the reattribution, the common parent
is not a member of the loss subgroup,
the section 382 limitation with respect
to that loss is zero, except to the ex-
tent that the common parent appor-
tions to itself, under paragraph (d)(5) of
this section, all or part of the subgroup
section 382 limitation. See, however,
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§1.1502-95(d)(3) Example 6, for an illus-
tration of a case where the common
parent, as successor to the subsidiary,
is a member of the loss subgroup imme-
diately after the reattribution.

(iii) Potential application of section
382(1)(1). In general, the value of the
stock of the common parent is used to
determine the section 382 limitation
for an ownership change with respect
to the reattributed loss that occurs at
the time of, or after, the reattribution.
For example, if the loss is a pre-change
consolidated attribute, the value of the
stock of the common parent is used to
determine the section 382 limitation,
and no adjustment to that value is re-
quired because of the deemed section
381(a) transaction. However, if the loss
is a pre-change separate attribute of a
new loss member (or is a pre-change at-
tribute of a loss subgroup member and
the common parent was not the loss
subgroup parent immediately before
the reattribution), the deemed section
381(a) transaction is considered to con-
stitute a capital contribution with re-
spect to the new loss member (or loss
subgroup member) for purposes of sec-
tion 382(1)(1). Accordingly, if that sec-
tion applies because the deemed capital
contribution is (or is considered under
section 382(1)(1)(B) to be) part of a plan
described in section 382(1)(1)(A), the
value of the stock of the common par-
ent after the deemed section 381(a)
transaction must be adjusted to reflect
the capital contribution. Ordinarily,
this will require the value of the stock
of the common parent to be reduced to
an amount that represents the value of
the stock of the subsidiary (or loss sub-
group of which the subsidiary was a
member) when the reattribution oc-
curred.

(iv) Duplication or omission of value. In
determining any section 382 limitation
with respect to the reattributed loss
and with respect to other pre-change
losses, appropriate adjustments must
be made so that value is not improp-
erly omitted or duplicated as a result
of the reattribution. For example, if
the subsidiary has an ownership change
upon its departure, and the common
parent (as successor) has an ownership
change with respect to the reattributed
pre-change separate attribute upon its
reattribution under paragraph (d)(3)(i)
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of this section, proper adjustments
must be made so that the value of the
subsidiary is not taken into account
more than once in determining the sec-
tion 382 limitation for the reattributed
loss and the loss that is not reattrib-
uted.

(v) Special rule for continuity of busi-
ness requirement. If the reattributed
loss is a pre-change attribute of new
loss member and the reattribution oc-
curs within the two-year period begin-
ning on the change date, then, starting
immediately after the reattribution,
the continuity of business requirement
of section 382(c)(1) is applied with re-
spect to the business enterprise of the
common parent. Similar principles
apply if the reattributed loss is a pre-
change subgroup attribute and, on the
day after the reattribution, the com-
mon parent is not a member of the loss
subgroup.

(b) Election to reattribute section 382
limitation—(i) Effect of election. The
common parent may elect to apportion
to itself all or part of any separate sec-
tion 382 limitation or subgroup section
382 limitation to which the loss is sub-
ject immediately before the reattribu-
tion. However, no net unrealized built-
in gain of the member (or loss sub-
group) whose loss is reattributed can
be apportioned to the common parent.
The principles of §1.1502-95(c) apply to
the apportionment, treating, as the
context requires, references to the
former member as references to the
common parent, and references to the
consolidated section 382 limitation as
references to the separate section 382
limitation (or subgroup section 382 lim-
itation) that is being apportioned.
Thus, for example, the common parent
can reattribute to itself all or part of
the value element or adjustment ele-
ment of the limitation, and any part of
such element that is apportioned re-
quires a corresponding reduction in
such element of the separate section
382 limitation of the subsidiary whose
loss is reattributed (or in the subgroup
section 382 limitation if the reattrib-
uted loss is a pre-change subgroup at-
tribute). Appropriate adjustments
must be made to the separate section
382 limitation (or subgroup section 382
limitation) for the consolidated return
year in which the reattribution is made
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to reflect that the reattributed loss is
an attribute acquired by the common
parent during the year in a transaction
to which section 381(a) applies. The
election is made by the common parent
as part of the election to reattribute
the loss. See §1.1502-36(e)(5)(x) for the
time and manner of making the elec-
tion.

(ii) Examples. The following examples
illustrate the principles of this para-
graph (d)(5):

Example 1. Consequence of apportionment. (i)
Facts. P, the common parent of a consoli-
dated group, purchases all of the stock of L
on December 31, year 1. L carries over a net
operating loss arising in year 1 to each of the
next 5 taxable years. The purchase of the L
stock causes an ownership change of L, and
results in a separate section 382 limitation of
$10 for I’s net operating loss carryover based
on the value of the L stock. On July 2, year
3, P sells 30% of the L stock to A. Under
§1.1502-36(d)(6), P elects to reattribute to
itself $110 of L’s $200 net operating loss car-
ryover. P also elects to apportion to itself $6
of the $10 value element of the separate sec-
tion 382 limitation.

(ii) Analysis. (A) P’s separate section 382 limi-
tation. For the consolidated return years
ending after December 31, year 3, P’s sepa-
rate section 382 limitation with respect to
the reattributed net operating loss carryover
is $6, adjusted as appropriate for any short
taxable year, unused section 382 limitation,
or other adjustment. For the P group’s con-
solidated return year ending December 31,
year 3, the separate section 382 limitation for
L’s net operating loss carryover is $8, the
sum of $6 and $3. Five dollars of the limita-
tion is the amount that bears the same rela-
tionship to $10 as the number of days in the
period ending with the deemed section 381(a)
transaction, 183 days, bears to 365. Three dol-
lars of the limitation is the amount that
bears the same relationship to $6 as the num-
ber of days in the period between July 3 and
December 31, 182, bears to 365.

(B) L’s separate section 382 limitation. For
L’s taxable years ending after December 31,
year 3, L’s separate section 382 limitation for
its $90 of net operating loss carryover that
was not reattributed to P is $4, adjusted as
appropriate for any short taxable year, un-
used section 382 limitation, or other adjust-
ment. For L’s short taxable year ending De-
cember 31, year 3, the section 382 limitation
for its $90 of net operating loss carryover is
$2, the amount that bears the same relation-
ship to $4 (the portion of the value element
that was not apportioned to P), as the num-
ber of days during the short taxable year, 182
days, bears to 365. See §1.382-5(c).

Example 2. No apportionment required for
consolidated pre-change attribute. (i) Facts. P,
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the common parent of a consolidated group,
forms L. For year 1, LL has an operating loss
of $70 that is not absorbed and is included in
the group’s consolidated net operating loss
that is carried over to subsequent years. On
January 1 of year 3, A buys all of the P stock
and the P group has an ownership change.
The consolidated section 382 limitation
based on the value of the P stock is $10.

(ii) Analysis. On April 13 of year 4, P sells
all of the stock of L to B and, under §1.1502—
36(d)(6), elects to reattribute to itself $45 of
L’s net operating loss carryover. Following
the reattribution, the $45 portion of the year
1 net operating loss carryover retains its
character as a pre-change consolidated at-
tribute, and remains subject to so much of
the $10 consolidated section 382 limitation as
P does not elect to apportion to L under
§1.1502-95(c).

(e) Time and manner of making election
under §1.1502-91(d)(4)—(1) In general.
This paragraph (e) prescribes the time
and manner of making the election
under §1.1502-91(d)(4), relating to treat-
ing two or more corporations as treat-
ing the section 1504(a)(1) requirement
of §1.1502-91(d)(1)(ii) and (d)(2)(ii) as
satisfied.

(2) Election statement. An election
under §1.1502-91(d)(4) must be made by
the common parent. The election must
be made in the form of the following
statement: “THIS IS AN ELECTION
UNDER §1.1502-91(d)(4) TO TREAT
THE FOLLOWING CORPORATIONS
AS MEETING THE REQUIREMENTS
OF §1.1502-91 (d)(1)(ii) AND (d)(2)(ii)
IMMEDIATELY AFTER THEY BE-
CAME MEMBERS OF THE GROUP.”
[List separately the name of each cor-
poration, its E.I.N., and the date that
it became a member of the group]. If
separate elections are being made for
corporations that became members at
different times or that were acquired
from different affiliated groups, pro-
vide a separate statement and list for
each election.

(3) The election statement must be
filed by the common parent with its in-
come tax return for the consolidated
return year in which the members with
respect to which the election is made
become members of the group. Such
election must be filed on or before the
due date for such income tax return,
including extensions.
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(4) An election made under this para-
graph (e) is irrevocable.

[T.D. 8824, 64 FR 36170, July 2, 1999, as amend-
ed by T.D. 9424, 73 FR 53985, Sept. 17, 2008]

§1.1502-97 Special rules under section
382 for members under the jurisdic-
tion of a court in a title 11 or simi-
lar case. [Reserved]

§1.1502-98 Coordination with section
383.

The rules contained in §§1.1502-91
through 1.1502-96 also apply for pur-
poses of section 383, with appropriate
adjustments to reflect that section 383
applies to credits and net capital
losses. For example, subgroups with re-
spect to the carryover of general busi-
ness credits, minimum tax credits, un-
used foreign tax, and net capital loss
are determined by applying the prin-
ciples of §1.1502-91(d)(1). Similarly, in
the case of net capital losses, general
business credits, and excess foreign
taxes that are pre-change attributes,
§1.383-1 applies the principles of
§§1.1502-91 through 1.1502-96. For exam-
ple, if a loss group has an ownership
change under §1.1502-92 and has a car-
ryover of unused general business cred-
its from a pre-change consolidated re-
turn year to a post-change consoli-
dated return year, the amount of the
group’s regular tax liability for the
post-change year that can be offset by
the carryover cannot exceed the con-
solidated section 383 credit limitation
for that post-change year, determined
by applying the principles of §§1.383-
1(c)(6) and 1.1502-93 (relating to the
computation of the consolidated sec-
tion 382 limitation).

[T.D. 8824, 64 FR 36174, July 2, 1999, as amend-
ed by T.D. 8884, 656 FR 33760, May 25, 2000]

§1.1502-99 Effective/applicability
dates.

(a) In general. Except as provided in
paragraphs (b) and (c) of this section,
§§1.1502-91 through 1.1502-96 and
§1.1502-98 apply to any testing date on
or after June 25, 1999. Sections 1.1502-94
through 1.1502-96 also apply to a cor-
poration that becomes a member of a
group or ceases to be a member of a
group (or loss subgroup) on any date on
or after June 25, 1999.

§1.1502-99

(b) Special rules—(1) Election to treat
subgroup parent requirement as satisfied.
Section 1.1502-91(d)(4), §1.1502-91(d)(7),
Example 4, §1.1502-92(b)(1)(iii), §1.1502—
92(b)(2), Example 5, the last two sen-
tences of §1.1502-95(b)(3), §1.1502-
95(d)(2)(1), and §1.1502-96(e)(all of which
relate to the election under §1.1502-
91(d)(4) to treat the loss subgroup par-
ent requirement as satisfied) apply to
corporations that become members of a
consolidated group in taxable years for
which the due date of the income tax
return (without extensions) is after
June 25, 1999.

(2) Principal purpose of avoiding a limi-
tation. The third sentence of §1.1502—
91(d)(5) (relating to members excluded
from a loss subgroup) applies to cor-
porations that become members of a
consolidated group on or after June 25,
1999.

(3) Ceasing to be a member of a loss sub-
group—(i) Ownership change of a loss
subgroup. Section 1.1502-95(d)(2)(ii) and
§1.1502-95(d)(3), Example 3 apply to cor-
porations that cease to bear a relation-
ship described in section 1504(a)(1) to a
loss subgroup parent in taxable years
for which the due date of the income
tax return (without extensions) is after
June 25, 1999.

(ii) Expiration of 5-year period. Section
1.1502-95(d)(2)(iii) applies with respect
to the day after the last day of any 5
consecutive year period described in
that section that ends in a taxable year
for which the due date of the income
tax return (without extensions) is after
June 25, 1999.

(4) Reattribution of losses under
$1.1502-36(d)(6). Section 1.1502-96(d) ap-
plies to reattributions of net operating
loss carryovers, capital loss carryovers,
and deferred deductions in connection
with a transfer of stock to which
§1.1502-36 applies, and the election
under §1.1502-96(d)(5) (relating to an
election to reattribute section 382 limi-
tation) can be made with an election
under §1.1502-36(d)(6) to reattribute a
loss to the common parent that is filed
at the time and in the manner provided
in §1.1502-36(e)(5)(x).

(5) Election to apportion net unrealized
built-in gain. In the case of corporations
that cease to be members of a loss
group (or loss subgroup) before June 25,
1999 in a taxable year for which the due
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date of the income tax return (without
extensions) is after June 25, 1999,
§1.1502-95(a), (b), (c¢), and (f) apply to
those corporations if the common par-
ent makes the election described in the
second sentence of paragraph (c)(1) of
§1.1502-95 in the time and manner pre-
scribed in paragraph (f) of §1.1502-95.

(c) Testing period may include a period
beginning before June 25, 1999—

(1) In general. A testing period for
purposes of §§1.1502-91 through 1.1502-96
and 1.1502-98 may include a period be-
ginning before June 25, 1999. Thus, for
example, in applying §1.1502-
92(b)(1)(i)(relating to the determination
of an ownership change of a loss
group), the determination of the lowest
percentage of ownership interest of any
b-percent shareholder of the common
parent during a testing period ending
on a testing date occurring on or after
June 25, 1999 takes into account the pe-
riod beginning before June 25, 1999, ex-
cept to the extent that the period is
more than 3 years before the testing
date or is otherwise before the begin-
ning of the testing period. See §1.1502—
92(b)(1).

(2) Transition rule for met unrealized
built-in loss. A loss group (or loss sub-
group) that has a net unrealized built-
in loss on a testing date on or after
June 25, 1999 may apply §1.1502-91A(g)
(and §1.1502-96A(a) as it relates to
§1.1502-91A(g)) for the period ending on
the day before June 25, 1999 to deter-
mine under §1.382-2T(d)(ii)(A) the ear-
liest date that its testing period begins
(treating the day before June 25, 1999 as
the end of a taxable year.) Thus, for ex-
ample, if a consolidated group with no
net operating losses has a net unreal-
ized built-in loss determined under
§1.1502-91(g) on a testing date after
June 25, 1999, but, under §1.1502-91A(g),
does not have a net unrealized built-in
loss for the period ending on the day
before June 25, 1999, the group’s testing
period begins no earlier than June 25,
1999.

[T.D. 8824, 64 FR 36174, July 2, 1999, as amend-
ed by T.D. 9424, 73 FR 53986, Sept. 17, 2008]

§1.1502-100 Corporations exempt from
tax.

(a) In general—(1) Computation of taxr

liability. The tax liability for a consoli-

dated return year of a group of two or
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more corporations described in section
1504(e) which are exempt from taxation
under section 501 (hereinafter referred
to in this section as ‘“‘exempt group’)
shall be determined on a consolidated
basis by applying the provisions of sub-
chapter F of chapter 1 of the code in
the manner provided in this section.
See section 1504(e) for tax-exempt cor-
porations eligible to file a consolidated
return.

(2) Applicability of other consolidated
return provisions. The provisions of
§1.1502-1 through §1.1502-80 shall be ap-
plicable to an exempt group to the ex-
tent they are not inconsistent with the
provisions of this section or the provi-
sions of subchapter F of chapter 1 of
the Code. For purposes of applying the
provisions of §1.1502-1 through §1.1502—
80 to an exempt group, the following
substitutions shall be made:

(i) The term ‘“‘exempt group’ shall be
substituted for the term ‘‘group’’,

(ii) The terms ‘‘unrelated business
taxable income”, ‘‘separate unrelated
business taxable income’, and ‘‘con-
solidated unrelated business taxable

income” shall be substituted for the
terms ‘‘taxable income’, ‘‘separate
taxable income’, and ‘‘consolidated

taxable income”’, and

(iii) The term ‘‘consolidated liability
for tax determined under §1.1502-2”’ (or
an equivalent term) shall mean the
consolidated liability for tax of an ex-
empt group determined under para-
graph (b) of this section.

(b) Consolidated liability for tax. The
tax liability for a consolidated return
year of an exempt group is the tax im-
posed by section 511(a) or section
1201(a) on the consolidated unrelated
business taxable income for the year
(determined under paragraph (c) of this
section), and by allowing the credits
and surtax exemption provided in
§1.1502-2.

(c) Consolidated unrelated business tax-
able income. The consolidated unrelated
business taxable income for a consoli-
dated return year shall be determined
by taking into account:

(1) The separate unrelated business
taxable income of each member of the
exempt group (determined under para-
graph (d) of this section);

(2) Any consolidated net operating
loss deduction (determined under
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§1.1502-21A or 1.1502-21 (as appropriate)
subject to the limitations provided in
section 512(b)(6);

(3) Any consolidated charitable con-
tribution deduction (determined under
§1.1502-24) subject to the limitations
provided in section 512(b)(10); and

(4) Any consolidated net gain or net
loss from the disposition of debt-fi-
nanced property (as defined in section
514(b)) taken into account as provided
by section 514(a), or from the cutting of
timber to which section 631 applies.

(d) Separate unrelated business tarable
income. The separate unrelated busi-
ness taxable income of a member of an
exempt group shall be computed in ac-
cordance with the provisions of section
512 covering the determination of unre-
lated business taxable income of sepa-
rate corporations, except that:

(1) The provisions of paragraphs (a)
through (k) and (o) of §1.1502-12 shall
apply; and

(2) No charitable contributions de-
duction shall be taken into account
under section 512(b)(10).

See sections 511(c) and 512(a)(3)(C) for
special rules applicable to organiza-
tions described in section 501(c)(2).

[T.D. 7595, 44 FR 10382, Feb. 20, 1979, as
amended by T.D. 8677, 61 FR 33325, June 27,
1996; T.D. 8823, 64 FR 36101, July 2, 1999]

§1.1503-1 Computation and payment
of tax.

(a) General rule. In any case in which
a consolidated return is filed or re-
quired to be filed, the tax shall be de-
termined, computed, assessed, col-
lected, and adjusted in accordance with
the regulations prescribed under sec-
tion 1502 promulgated prior to the last
date prescribed by law for the filing of
such return.

(b) Limitation. If the affiliated group
includes one or more Western Hemi-
sphere trade corporations (as defined in
section 921) or one or more regulated
public utilities (as defined in section
1503 (c)), the increase in tax described
in section 1503 (a) shall be applied in a
manner provided in the regulations
under section 1502.

[T.D. 6500, 26 FR 12105, Nov. 26, 1960, as
amended by T.D. 7244, 37 FR 28897, Dec. 30,
1972]

§1.1503-2

§1.1503-2 Dual consolidated loss.

(a) Purpose and scope. This section
provides rules for the application of
section 1503(d), concerning the deter-
mination and use of dual consolidated
losses. Paragraph (b) of this section
provides a general rule prohibiting a
dual consolidated loss from offsetting
the taxable income of a domestic affil-
iate. Paragraph (c) of this section pro-
vides definitions of the terms used in
this section. Paragraph (d) of this sec-
tion provides rules for calculating the
amount of a dual consolidated loss and
for adjusting the basis of stock of a
dual resident corporation. Paragraph
(e) of this section contains an anti-
avoidance provision. Paragraph (f) of
this section applies the rules of para-
graph (d) of this section to the com-
putation of foreign tax credit limita-
tions. Paragraph (g) of this section pro-
vides certain exceptions to the limita-
tion rule of paragraph (b) of this sec-
tion. Finally, paragraph (h) of this sec-
tion provides the effective date of the
regulations and a provision for the ret-
roactive application of the regulations
to qualifying taxpayers.

(b) In general—(1) Limitation on the
use of a dual consolidated loss to offset
income of a domestic affiliate. Except as
otherwise provided in this section, a
dual consolidated loss of a dual resi-
dent corporation cannot offset the tax-
able income of any domestic affiliate
in the taxable year in which the loss is
recognized or in any other taxable
year, regardless of whether the loss off-
sets income of another person under
the income tax laws of a foreign coun-
try and regardless of whether the in-
come that the loss may offset in the
foreign country is, has been, or will be
subject to tax in the United States.
Pursuant to paragraph (c) (1) and (2) of
this section, the same limitation shall
apply to a dual consolidated loss of a
separate unit of a domestic corporation
as if the separate unit were a wholly
owned subsidiary of such corporation.

(2) Limitation on the use of a dual con-
solidated loss to offset income of a suc-
cessor-in-interest. A dual consolidated
loss of a dual resident corporation also
cannot be used to offset the taxable in-
come of another corporation by means
of a transaction in which the other cor-
poration succeeds to the tax attributes
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of the dual resident corporation under
section 381 of the Code. Similarly, a
dual consolidated loss of a separate
unit of a domestic corporation cannot
be used to offset income of the domes-
tic corporation following the termi-
nation, liquidation, sale, or other dis-
position of the separate unit. However,
if a dual resident corporation transfers
its assets to another corporation in a
transaction subject to section 381, and
the acquiring corporation is a dual
resident corporation of the same for-
eign country of which the transferor
dual resident corporation is a resident,
or a domestic corporation that carries
on the business activities of the trans-
feror dual resident corporation as a
separate unit, then income generated
by the transferee dual resident cor-
poration, or separate unit, may be off-
set by the carryover losses of the
transferor dual resident corporation. In
addition, if a domestic corporation
transfers a separate unit to another do-
mestic corporation in a transaction
subject to section 381, the income gen-
erated by the separate unit following
the transfer may be offset by the carry-
over losses of the separate unit.

(3) Application of rules to multiple tiers
of separate units. If a separate unit of a
domestic corporation is owned indi-
rectly through another separate unit,
the principles of paragraph (b) (1) and
(2) of this section shall apply as if the
upper-tier separate unit were a sub-
sidiary of the domestic corporation and
the lower-tier separate unit were a
lower-tier subsidiary.

(4) Examples. The following examples
illustrate the application of this para-
graph (b).

Example 1. P, a domestic corporation, owns
all of the outstanding stock of DRC, a do-
mestic corporation. P and DRC file a consoli-
dated U.S. income tax return. DRC is man-
aged and controlled in Country W, a country
that determines the tax residence of corpora-
tions according to their place of manage-
ment and control. Therefore, DRC is a dual
resident corporation and any net operating
loss it incurs is a dual consolidated loss. In
Years 1 through 3, DRC incurs dual consoli-
dated losses. Under this paragraph (b), the
dual consolidated losses may not be used to
offset P’s income on the group’s consolidated
U.S. income tax return. At the end of Year 3,
DRC sells all of its assets and discontinues
its business operations. DRC is then lig-
uidated into P, pursuant to the provisions of
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section 332. Normally, under section 381, P
would succeed to, and be permitted to uti-
lize, DRC’s net operating loss carryovers.
However, this paragraph (b) prohibits the
dual consolidated losses of DRC from reduc-
ing P’s income for U.S. tax purposes. There-
fore, DRC’s net operating loss carryovers
will not be available to offset P’s income.

Example 2. The facts are the same as in Ex-
ample 1, except that DRC does not sell its as-
sets and, following the liquidation of DRC, P
continues to operate DRC’s business as a sep-
arate unit (e.g., a branch). DRC’s loss
carryovers are available to offset P’s income
generated by the assets previously owned by
DRC and now held by the separate unit.

(¢) Definitions. The following defini-
tions shall apply for purposes of this
section.

(1) Domestic corporation. The term
“domestic corporation’ has the mean-
ing assigned to it by section 7701(a) (3)
and (4). The term also includes any cor-
poration otherwise treated as a domes-
tic corporation by the Code, including,
but not Ilimited to, sections 269B,
953(d), and 1504 (d). For purposes of this
section, any separate unit of a domes-
tic corporation, as defined in paragraph
(¢) (3) and (4) of this section, shall be
treated as a separate domestic corpora-
tion.

(2) Dual resident corporation. A dual
resident corporation is a domestic cor-
poration that is subject to the income
tax of a foreign country on its world-
wide income or on a residence basis. A
corporation is taxed on a residence
basis if it is taxed as a resident under
the laws of the foreign country. An S
corporation, as defined in section 1361,
is not a dual resident corporation. For
purposes of this section, any separate
unit of a domestic corporation, as de-
fined in paragraph (c) (3) and (4) of this
section, shall be treated as a dual resi-
dent corporation. Unless otherwise in-
dicated, any reference in this section
to a dual resident corporation refers
also to a separate unit.

(3) Separate unit—(i) The term ‘‘sepa-
rate unit” shall mean any of the fol-
lowing:

(A) A foreign branch, as defined in
§1.367(a)-6T(g) (or a successor regula-
tion), that is owned either directly by
a domestic corporation or indirectly by
a domestic corporation through owner-
ship of a partnership or trust interest
(regardless of whether the partnership
or trust is a United States person);
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(B) an interest in a partnership; or

(C) an interest in a trust.

(ii) If two or more foreign branches
located in the same foreign country are
owned by a single domestic corporation
and the losses of each branch are made
available to offset the income of the
other branches under the tax laws of
the foreign country, within the mean-
ing of paragraph (c)(15)(ii) of this sec-
tion, then the branches shall be treated
as one separate unit.

(4) Hybrid entity separate unit. The
term ‘‘separate unit’’ includes an inter-
est in an entity that is not taxable as
an association for U.S. income tax pur-
poses but is subject to income tax in a
foreign country as a corporation (or
otherwise at the entity level) either on
its worldwide income or on a residence
basis.

(6) Dual consolidated loss—(i) In gen-
eral. The term ‘‘dual consolidated loss”
means the net operating loss (as de-
fined in section 172(c) and the regula-
tions thereunder) of a domestic cor-
poration incurred in a year in which
the corporation is dual resident cor-
poration. The dual consolidated loss
shall be computed under paragraph
(d)(1) of this section. The fact that a
particular item taken into account in
computing a dual resident corpora-
tion’s net operating loss is not taken
into account in computing income sub-
ject to a foreign country’s income tax
shall not cause such item to be ex-
cluded from the calculation of the dual
consolidated loss.

(i1) Ezxceptions. A dual consolidated
loss shall not include the following—

(A) A net operating loss incurred by
a dual resident corporation in a foreign
country whose income tax laws—

(I) Do not permit the dual resident
corporation to use its losses, expenses
or deductions to offset the income of
any other person that is recognized in
the same taxable year in which the
losses, expenses or deductions are in-
curred; and

(2) Do not permit the losses, expenses
or deductions of the dual resident cor-
poration to be carried over or back to
be used, by any means, to offset the in-
come of any other person in other tax-
able years; or

(B) A net operating loss incurred dur-
ing that portion of the taxable year

§1.1503-2

prior to the date on which the domestic
corporation becomes a dual resident
corporation or subsequent to the date
on which the domestic corporation
ceases to be a dual resident corpora-
tion. For purposes of determining the
amount of the net operating loss in-
curred in that portion of the taxable
year prior to the date on which the do-
mestic corporation becomes a dual
resident corporation or subsequent to
the date on which the domestic cor-
poration ceases to be a dual resident
corporation, in no event shall more
than the aggregate of the equal daily
portion of the net operating loss com-
mensurate with the portion of the tax-
able year during which the domestic
corporation was not a dual resident
corporation be allocated to that por-
tion of the taxable year in which the
domestic corporation was not a dual
resident corporation.

(iii) Dual consolidated losses of sepa-
rate units that are partnership interests,
including interests in hybrid entities. [Re-
served]

(6) Subject to tax. For purposes of de-
termining whether a domestic corpora-
tion is subject to the income tax of a
foreign country on its income, the fact
that the corporation has no actual in-
come tax liability to the foreign coun-
try for a particular taxable year shall
not be taken into account.

(7T) Foreign country. For purposes of
this section, possessions of the United
States shall be considered foreign
countries.

(8) Consolidated group. The term
‘“‘consolidated group’” means an affili-
ated group, as defined in section
1504(a), with which a dual resident cor-
poration or domestic owner files a con-
solidated U.S. income tax return.

(9) Domestic owner. The term ‘‘domes-
tic owner” means a domestic corpora-
tion that owns one or more separate
units.

(10) Affiliated dual resident corporation
or affiliated domestic owner. The term
“affiliated dual resident corporation”
or ‘‘affiliated domestic owner’’ means a
dual resident corporation or domestic
owner that is a member of a consoli-
dated group.

(11) Unaffiliated dual resident corpora-
tion or unaffiliated domestic owner. The
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term ‘‘unaffiliated dual resident cor-
poration” or ‘‘unaffiliated domestic
owner’”’ means a dual resident corpora-
tion or domestic owner that is an unaf-
filiated domestic corporation.

(12) Successor-in-interest. The term
‘“‘successor-in-interest”” means an ac-
quiring corporation that succeeds to
the tax attributes of an acquired cor-
poration by means of a transaction
subject to section 381.

(13) Domestic affiliate. The term ‘‘do-
mestic affiliate’”” means any member of
an affiliated group, without regard to
the exceptions contained in section
1504(b) (other than section 1504(b)(3))
relating to includible corporations.

(14) Unaffiliated domestic corporation.
The term ‘‘unaffiliated domestic cor-
poration’” means a domestic corpora-
tion that is not a member of an affili-
ated group.

(15) Use of loss to offset income of a do-
mestic affiliate or another person—(i) A
dual consolidated loss shall be deemed
to offset income of a domestic affiliate
in the year it is included in the com-
putation of the consolidated taxable in-
come of a consolidated group. The fact
that no tax benefit results from the in-
clusion of the dual consolidated loss in
the computation of the group’s consoli-
dated taxable income in the taxable
year shall not be taken into account.

(ii) Except as provided in paragraph
(c)(15)(iii) of this section, a loss, ex-
pense, or deduction taken into account
in computing a dual consolidated loss
shall be deemed to offset income of an-
other person under the income tax laws
of a foreign country in the year it is
made available for such offset. The fact
that the other person does not have
sufficient income in that year to ben-
efit from such an offset shall not be
taken into account. However, where
the laws of a foreign country provide
an election that would enable a dual
resident corporation or separate unit
to use its losses, expenses, or deduc-
tions to offset income of another per-
son, the losses, expenses, or deductions
shall be considered to offset such in-
come only if the election is made.

(iii) The losses, expenses, or deduc-
tions taken into account in computing
a dual resident corporation’s or sepa-
rate unit’s dual consolidated loss shall
not be deemed to offset income of an-
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other person under the income tax laws
of a foreign country for purposes of
this section, if under the laws of the
foreign country the losses, expenses, or
deductions of the dual resident cor-
poration or separate unit are used to
offset the income of another dual resi-
dent corporation or separate unit with-
in the same consolidated group (or in-
come of another separate unit that is
owned by the unaffiliated domestic
owner of the first separate unit). If the
losses, expenses, or deductions of a
dual resident corporation or separate
unit are made available under the laws
of a foreign country to offset the in-
come of other dual resident corpora-
tions or separate units within the same
consolidated group (or other separate
units owned by the unaffiliated domes-
tic owner of the first separate unit), as
well as the income of another person,
and the laws of the foreign country do
not provide applicable rules for deter-
mining which person’s income is offset
by the losses, expenses, or deductions,
then for purposes of this section, the
losses, expenses or deductions shall be
deemed to offset the income of the
other dual resident corporations or sep-
arate units, to the extent of such in-
come, before being considered to offset
the income of the other person.

(iv) Except to the extent paragraph
(2)(1) of this section applies, where the
income tax laws of a foreign country
deny the use of losses, expenses, or de-
ductions of a dual resident corporation
to offset the income of another person
because the dual resident corporation
is also subject to income taxation by
another country on its worldwide in-
come or on a residence basis, the dual
resident corporation shall be treated as
if it actually had offset its dual con-
solidated loss against the income of an-
other person in such foreign country.

(16) Examples. The following examples
illustrate this paragraph (c).

Example 1. X, a member of a consolidated
group, conducts business through a branch in
Country Y. Under Country Y’s income tax
laws, the branch is taxed as a permanent es-
tablishment and its losses may be used under
the Country Y form of consolidation to offset
the income of Z, a Country Y affiliate of X.
In Year 1, the branch of X incurs an overall
loss that would be treated as a net operating
loss if the branch were a separate domestic
corporation. Under paragraph (c)(3) of this

920



Internal Revenue Service, Treasury

section, the branch of X is treated as a sepa-
rate domestic corporation and a dual resi-
dent corporation. Thus, under paragraph
(c)(b), its loss constitutes a dual consolidated
loss. Unless X qualifies for an exception
under paragraph (g) of this section, para-
graph (b) of this section precludes the use of
the branch’s loss to offset any income of X
not derived from the branch operations or
any income of a domestic affiliate of X.

Example 2. A and B are members of a con-
solidated group. FC is a Country X corpora-
tion that is wholly owned by B. A and B or-
ganize a partnership, P, under the laws of
Country X. P conducts business in Country X
and its business activity constitutes a for-
eign branch within the meaning of paragraph
(¢)(3)(1)(A) of this section. P also earns U.S.
source income that is unconnected with the
branch operations and, therefore, is not sub-
ject to tax by Country X. Under the laws of
Country X, the branch can consolidate with
FC. The interests in P held by A and B are
each treated as a dual resident corporation.
The branch is also treated as a separate dual
resident corporation. Unless an exception
under paragraph (g) of this section applies,
any dual consolidated loss incurred by P’s
branch cannot offset the U.S. source income
earned by P or any other income of A or B.

Example 3. X is classified as a partnership
for U.S. income tax purposes. A, B, and C are
the sole partners of X. A and B are domestic
corporations and C is a Country Y corpora-
tion. For U.S. income tax purposes, each
partner has an equal interest in each item of
partnership profit or loss. Under Country Y’s
law, X is classified as a corporation and its
income and losses may be used under the
Country Y form of consolidation to offset the
income of companies that are affiliates of X.
Under paragraph (c)(3) and (4) of this section,
the partnership interests held by A and B are
treated as separate domestic corporations
and as dual resident corporations. Unless an
exception under paragraph (g) of this section
applies, losses allocated to A and B can only
be used to offset profits of X allocated to A
and B, respectively.

Example 4. P, a domestic corporation, files
a consolidated U.S. income tax return with
its two wholly-owned domestic subsidiaries,
DRC1 and DRC2. Each subsidiary is also
treated as a Country Y resident for Country
Y tax purposes. Thus, DRC1 and DRC2 are
dual resident corporations. DRC1 owns FC, a
Country Y corporation. Country Y’s tax laws
permit affiliated resident corporations to file
a form of consolidated return. In Year 1,
DRC1 incurs a $200 net operating loss for
both U.S. and Country Y tax purposes, while
DRC2 recognizes $200 of income under the tax
laws of each country. FC also earns $200 of
income for Country Y tax purposes. DRCI,
DRC2, and FC file a Country Y consolidated
return. However, Country Y has no applica-
ble rules for determining which income is
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offset by DRC1’s $200 loss. Under paragraph
(c)(15)(iii) of this section, the loss shall be
treated as offsetting DRC2’s $200 of income.
Because DRC1 and DRC2 are members of the
same consolidated group, for purposes of this
section, the offset of DRC1’s loss against the
income of DRC2 is not considered a use of
the loss against the income of another per-
son under the laws of a foreign country.

Example 5. DRC, a domestic corporation,
files a consolidated U.S. income tax return
with its parent, P. DRC is also subject to tax
in Country Y on its worldwide income.
Therefore, DRC is a dual resident corpora-
tion and any net operating loss incurred by
DRC is a dual consolidated loss. Country Y’s
tax laws permit corporations that are sub-
ject to tax on their worldwide income to use
the Country Y form of consolidation, thus
enabling eligible corporations to use their
losses to offset income of affiliates. However,
to prevent corporations like DRC from off-
setting losses against income of affiliates in
Country Y and then again offsetting the
losses against income of foreign affiliates
under the tax laws of another country, Coun-
try Y prevents a corporation that is also sub-
ject to the income tax of another country on
its worldwide income or on a residence basis
from using the Country Y form of consolida-
tion. There is no agreement, as described in
paragraph (g)(1) of this section, between the
United States and Country Y. Because of
Country Y’s statute, DRC will be treated as
having actually offset its losses against the
income of affiliates in Country Y under para-
graph (c)(15)(iv) of this section. Therefore,
DRC will not be able to file an agreement de-
scribed in paragraph (g)(2) of this section and
offset its losses against the income of P or
any other domestic affiliate.

(d) Special rules for accounting for dual
consolidated losses—(1) Determination of
amount of dual consolidated loss—(i)
Dual resident corporation that is a mem-
ber of a consolidated group. For purposes
of determining whether a dual resident
corporation that is a member of a con-
solidated group has a dual consolidated
loss for the taxable year, the dual resi-
dent corporation shall compute its tax-
able income (or loss) in accordance
with the rules set forth in the regula-
tions under section 1502 governing the
computation of consolidated taxable
income, taking into account only the
dual resident corporation’s items of in-
come, gain, deduction, and loss for the
yvear. However, for purposes of this
computation, the following items shall
not be taken into account:

(A) Any net capital loss of the dual
resident corporation; and
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B)
losses.

(ii) Dual resident corporation that is a
separate unit of a domestic corporation.
For purposes of determining whether a
separate unit has a dual consolidated
loss for the taxable year, the separate
unit shall compute its taxable income
(or loss) as if it were a separate domes-
tic corporation and a dual resident cor-
poration in accordance with the provi-
sions of paragraph (d)(1)(i) of this sec-
tion, using only those items of income,
expense, deduction, and loss that are
otherwise attributable to such separate
unit.

(2) Effect of a dual consolidated loss.
For any taxable year in which a dual
resident corporation or separate unit
has a dual consolidated loss to which
paragraph (b) of this section applies,
the following rules shall apply.

(i) If the dual resident corporation is
a member of a consolidated group, the
group shall compute its consolidated
taxable income without taking into ac-
count the items of income, loss, or de-
duction taken into account in com-
puting the dual consolidated loss. The
dual consolidated loss may be carried
over or back for use in other taxable
years as a separate net operating loss
carryover or carryback of the dual resi-
dent corporation arising in the year in-
curred. It shall be treated as a loss in-
curred by the dual resident corporation
in a separate return limitation year
and (without regard to whether the
dual resident corporation is a common
parent) shall be subject to all of the
limitations of §§1.1502-21A(c) or 1.1502—
21(c), as appropriate (relating to limi-
tations on net operating loss
carryovers and carrybacks from sepa-
rate return limitation years).

(ii) The unaffiliated domestic owner
of a separate unit, or the consolidated
group of an affiliated domestic owner,
shall compute its taxable income with-
out taking into account the items of
income, loss or deduction taken into
account in computing the separate
unit’s dual consolidated loss. The dual
consolidated loss shall be treated as a
loss incurred by a separate corporation
and its use shall be subject to all of the
limitations of §§1.1502-21A(c) or 1.1502—
21(c), as appropriate, as if the separate
unit were filing a consolidated return

Any carryover or carryback
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with the unaffiliated domestic owner
or with the consolidated group of the
affiliated domestic owner.

(3) Basis adjustments for dual consoli-
dated losses—(i) Dual resident corpora-
tion that is a member of an affiliated
group. When a dual resident corpora-
tion is a member of a consolidated
group, each other member owning
stock in the dual resident corporation
shall adjust the basis of the stock in
the following manner.

(A) Positive adjustments. Positive ad-
justments shall be made in accordance
with the principles of §1.1502-32(b)(1),
except that there shall be no positive
adjustment under §1.1502-32(b)(1)(ii) for
any amount of the dual consolidated
loss that is not absorbed as a result of
the application of paragraph (b) of this
section. In addition, there shall be no
positive adjustment for any amount in-
cluded in income pursuant to para-
graph (g)(2)(vii) of this section.

(B) Negative adjustments. Negative ad-
justments shall be made in accordance
with the principles of §1.1502-32(b)(2),
except that there shall be no negative
adjustment under §1.1502-32(b)(2)(ii) for
the amount of the dual consolidated
loss subject to paragraph (b) of this
section that is absorbed in a carryover
year.

(ii) Dual resident corporation that is a
separate unit arising from an interest in a
partnership. Where a separate unit is an
interest in a partnership, the domestic
owner shall adjust its basis in the sepa-
rate unit in accordance with section
705, except that no increase in basis
shall be permitted for any amount in-
cluded as income pursuant to para-
graph (g)(2)(vii) of this section.

(4) Examples. The following examples
illustrate this paragraph (d).

Example 1. (i) P, S1, 82, and T are domestic
corporations. P owns all of the stock of S1
and S2. S2 owns all of the stock of T. T is a
resident of Country FC for Country FC in-
come tax purposes. Therefore, T is a dual
resident corporation. P, S1, S2, and T file a
consolidated U.S. income tax return. X and
Y are corporations that are not members of
the consolidated group.

(ii) At the beginning of Year 1, P has a
basis of $1000 in the stock of S2. S2 has a $500
basis in the stock of T.

(iii) In Year 1, T incurs interest expense in
the amount of $100. In addition, T sells a
noncapital asset, u, in which it has a basis of
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$10, to S1 for $50. T also sells a noncapital
asset, v, in which it has a basis of $200, to S1
for $100. The sales of u and v are intercom-
pany transactions described in §1.1502-13. T
also sells a capital asset, 2, in which it has a
basis of $180, to Y for $90. In Year 1, S1 earns
$200 of separate taxable income, calculated
in accordance with §1.1502-12, as well as $90
of capital gain from a sale of an asset to X.
P and S2 have no items of income, loss, or
deduction for Year 1.

(iv) In Year 1, T has a dual consolidated
loss of $100 (attributable to its interest ex-
pense). T’s $90 capital loss is not included in
the computation of the dual consolidated
loss. Instead, T’s capital loss is included in
the computation of the consolidated group’s
capital gain net income under §1.1502-22(c)
and is used to offset S1’s $90 capital gain.

(v) No elective agreement, as described in
paragraph (g)(1) of this section, exists be-
tween the United States and Country FC.
For Country FC tax purposes, T’s $100 loss is
offset against the income of a Country FC af-
filiate. Therefore, T is not eligible for the ex-
ception provided in paragraph (g)(2) of this
section.

(vi) Because T has a dual consolidated loss
for the year, the consolidated taxable in-
come of the consolidated group is calculated
without regard to T’s items of income, loss
or deduction taken into account in com-
puting the dual consolidated loss. Therefore,
the consolidated taxable income of the con-
solidated group is $200 (the sum of $200 of
separate taxable income earned by S1 plus
$90 of capital gain earned by S1 minus $90 of
capital loss incurred by T). The $40 gain rec-
ognized by T upon the sale of item u to S1
and the $100 loss recognized by T upon the
sale of item v to S1 are deferred pursuant to
§1.1502-13(c)(1).

(vii) S2 may not make the positive adjust-
ment provided for in §1.1502-32(b)(1)(ii) to its
basis in the stock of T for the $100 dual con-
solidated loss incurred by T. In addition, no
positive adjustment in the basis of the stock
is required for T’s $90 capital loss because
the loss has been absorbed by the consoli-
dated group. S2, however, must make the
negative adjustment provided for in §1.1502—
32(b)(2)(i) for its allocable part of T'’s deficit
in earnings and profits for the taxable year
attributable to both T’s $100 dual consoli-
dated loss and T’s $90 capital loss. Thus, as
provided in §1.1502-32(e)(1), S2 must make a
$190 net negative adjustment to its basis in
the stock of T, reducing its basis to $310. As
provided in §1.1502-33(c)(4)(ii)(a), S2’s earn-
ings and profits for Year 1 will reflect S2’s
decrease in its basis in T stock for the tax-
able year. Since S2 has no other earnings and
profits for the taxable year, S2 has a $190 def-
icit in earnings and profits for the year. As
provided in §1.1502-32(b)(2)(i), P must make a
negative adjustment to its basis in the stock
of S2 for its allocable part of S2’s deficit in
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earnings and profits for the taxable year.
Thus, P must make a $190 net negative ad-
justment to its basis in S2 stock, reducing
its basis to $810.

Example 2. (i) The facts are the same as in
Example 1, except that in Year 2, S1 sells
items u and v to X for no gain or loss. The
disposition of items u and v outside of the
consolidated group restores the deferred loss
and gain to T. T also incurs $100 of interest
expense in Year 2. In addition, T sells a non-
capital asset, r, in which it has a basis of
$100, to Y for $300. P and S2 have no items of
income, loss, or deduction for Year 2.

(ii) T has $40 of separate taxable income in
Year 2, computed as follows:

($100) interest expense
($100) sale of item v to S1

$ 40 sale of item uto S1
$200 sale ofitemrto Y
$ 40

Thus, T has no dual consolidated loss for
the year.

(iii) Since T does not have a dual consoli-
dated loss for the taxable year, the group’s
consolidated taxable income is calculated in
accordance with the general rule of §1.1502-11
and not in accordance with paragraph (d)(2)
of this section. T is the only member of the
consolidated group that has any income or
loss for the taxable year. Thus, the consoli-
dated taxable income of the group, computed
without regard to T°s dual consolidated loss
carryover, is $40.

(iv) As provided by §1.1502-21A(c), the
amount of the dual consolidated loss arising
in Year 1 that is included in the group’s con-
solidated net operating loss deduction for
Year 2 is $40 (that is, the consolidated tax-
able income computed without regard to the
consolidated net operating loss deduction
minus such consolidated taxable income re-
computed by excluding the items of income
and deduction of T). Thus, the group has no
consolidated taxable income for the year.

(v) 82 must make the positive adjustment
provided for in §1.502-32(b)(1)(i) to its basis in
T stock for its allocable part of T’s undis-
tributed earnings and profits for the taxable
year. S2 cannot make the negative adjust-
ment provided for in §1.1502-32(b)(2)(ii) for
the dual consolidated loss of T incurred in
Year 1 and absorbed in Year 2. Thus, as pro-
vided in §1.1502-32(e)(2), S2 must make a $40
net positive adjustment to its basis in T
stock, increasing its basis to $350. As pro-
vided in §1.1502-33(c)(4)(ii)(a), S2’s earnings
and profits for Year 2 will reflect S2’s in-
crease in its basis in T stock for the taxable
year. Since S2 has no other earnings and
profits for the taxable year, S2 has $40 of
earnings and profits for the year. As pro-
vided in §1.1502-32(b)(1)(i), P must make a
positive adjustment to its basis in the stock
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of S2 for its allocable part of the undistrib-
uted earnings and profits of S2 for the tax-
able year. Thus, P must make a $40 net posi-
tive adjustment to its basis in S2 stock, in-
creasing its basis to $850.

(e) Special rule for use of dual consoli-
dated loss to offset tainted income—(1) In
general. The dual consolidated loss of
any dual resident corporation that
ceases to be a dual resident corporation
shall not be used to offset income of
such corporation to the extent that
such income is tainted income, as de-
fined in paragraph (e)(2) of this section.

(2) Tainted income defined. Tainted in-
come is any income derived from taint-
ed assets, as defined in paragraph (e)(3)
of this section, beginning on the date
such assets are acquired by the dual
resident corporation. In the absence of
evidence establishing the actual
amount of income that is attributable
to the tainted assets, the portion of a
corporation’s income in a particular
taxable year that is treated as tainted
income shall be an amount equal to the
corporation’s taxable income for the
yvear multiplied by a fraction, the nu-
merator of which is the fair market
value of the tainted asset at the end of
the taxable year and the denominator
of which is the fair market value of the
total assets owned by the corporation
at the end of the taxable year. Docu-
mentation submitted to establish the
actual amount of income that is attrib-
utable to the tainted assets must be at-
tached to the consolidated group’s or
unaffiliated dual resident corporation’s
timely filed tax return for the taxable
year in which the income is recognized.

(38) Tainted assets defined. Tainted as-
sets are any asset acquired by a dual
resident corporation in a non-recogni-
tion transaction, as defined in section
7701(a)(45), or any assets otherwise
transferred to the corporation as a con-
tribution to capital, at any time during
the three taxable years immediately
preceding the taxable year in which the
corporation ceases to be a dual resident
corporation or at any time thereafter.
Tainted assets shall not include assets
that were acquired by such dual resi-
dent corporation on or before Decem-
ber 31, 1986.

(4) Ezxceptions. Income derived from
assets acquired by a dual resident cor-
poration shall not be subject to the
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limitation described in paragraph (e)(1)
of this section, if—

(i) For the taxable year in which the
assets were acquired, the corporation
did not have a dual consolidated loss
(or a carry forward of a dual consoli-
dated loss to such year); or

(ii) The assets were acquired as re-
placement property in the ordinary
course of business.

(f) Computation of foreign tax credit
limitations. If a dual resident corpora-
tion or separate unit is subject to para-
graph (d)(2) of this section, the consoli-
dated group or unaffiliated domestic
owner shall compute its foreign tax
credit limitation by applying the limi-
tations of paragraph (d)(2). Thus, the
dual consolidated loss is not taken into
account until the year in which it is
absorbed.

(g) Exception—(1) Elective agreement in
place between the United States and a
foreign country. Paragraph (b) of this
section shall not apply to a dual con-
solidated loss to the extent the dual
resident corporation, or domestic
owner of a separate unit, elects to de-
duct the loss in the United States pur-
suant to an agreement entered into be-
tween the United States and a foreign
country that puts into place an elec-
tive procedure through which losses
offset income in only one country.

(2) Elective relief provision—(i) In gen-
eral. Paragraph (b) of this section shall
not apply to a dual consolidated loss if
the consolidated group, unaffiliated
dual resident corporation, or unaffili-
ated domestic owner elects to be bound
by the provisions of this paragraph
(2)(2). In order to elect relief under this
paragraph (g)(2), the consolidated
group, unaffiliated dual resident cor-
poration, or unaffiliated domestic
owner must attach to its timely filed
(including extensions) U.S. income tax
return for the taxable year in which
the dual consolidated loss is incurred
an agreement described in paragraph
(2)(2)(A)(A) of this section. The agree-
ment must be signed under penalties of
perjury by the person who signs the re-
turn. For taxable years beginning after
December 31, 2002, the agreement at-
tached to the income tax return of the
consolidated group, unaffiliated dual
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resident corporation or unaffiliated do-
mestic owner pursuant to the pre-
ceding sentence may be an unsigned
copy. If an unsigned copy is attached
to the return, the consolidated group,
unaffiliated dual resident corporation,
or unaffiliated domestic owner must
retain the original in its records in the
manner specified by §1.6001-1(e). The
agreement must include the following
items, in paragraphs labeled to cor-
respond with the items set forth in
paragraph (g)(2)(i)(A) through (F) of
this section.

(A) A statement that the document
submitted is an election and an agree-
ment under the provisions of paragraph
(2)(2) of this section.

(B) The name, address, identifying
number, and place and date of incorpo-
ration of the dual resident corporation,
and the country or countries that tax
the dual resident corporation on its
worldwide income or on a residence
basis, or, in the case of a separate unit,
identification of the separate unit, in-
cluding the name under which it con-
ducts business, its principal activity,
and the country in which its principal
place of business is located.

(C) An agreement by the consolidated
group, unaffiliated dual resident cor-
poration, or unaffiliated domestic
owner to comply with all of the provi-
sions of §1.15603-2(g)(2)(iii)-(vii).

(D) A statement of the amount of the
dual consolidated loss covered by the
agreement.

(B) A certification that no portion of
the dual resident corporation’s or sepa-
rate unit’s losses, expenses, or deduc-
tions taken into account in computing
the dual consolidated loss has been, or
will be, used to offset the income of
any other person under the income tax
laws of a foreign country.

(F) A certification that arrangements
have been made to ensure that no por-
tion of the dual consolidated loss will
be used to offset the income of another
person under the laws of a foreign
country and that the consolidated
group, unaffiliated dual resident cor-
poration, or unaffiliated domestic
owner will be informed of any such for-
eign use of any portion of the dual con-
solidated loss.

(i1) Comnsistency rule—(A) If any loss,
expense, or deduction taken into ac-
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count in computing the dual consoli-
dated loss of a dual resident corpora-
tion or separate unit is used under the
laws of a foreign country to offset the
income of another person, then the fol-
lowing other dual consolidated losses
(if any) shall be treated as also having
been used to offset income of another
person under the laws of such foreign
country, but only if the income tax
laws of the foreign country permit any
loss, expense, or deduction taken into
account in computing the other dual
consolidated loss to be used to offset
the income of another person in the
same taxable year;

(I) Any dual consolidated loss of a
dual resident corporation that is a
member of the same consolidated
group of which the first dual resident
corporation or domestic owner is a
member, if any loss, expense, or deduc-
tion taken into account in computing
such dual consolidated loss is recog-
nized under the income tax laws of
such country in the same taxable year;
and

(2) Any dual consolidated loss of a
separate unit that is owned by the
same domestic owner that owns the
first separate unit, or that is owned by
any member of the same consolidated
group of which the first dual resident
corporation or domestic owner is a
member, if any loss, expense, or deduc-
tion taken into account in computing
such dual consolidated loss is recog-
nized under the income tax laws of
such country in the same taxable year.

(B) The following examples illustrate
the application of this paragraph
(8)(2)(d1).

Example 1. P, a domestic corporation, owns
A and B, which are domestic corporations,
and C, a Country X corporation. A is subject
to the income tax laws of Country X on a
residence basis and, thus, is a dual resident
corporation. B conducts business in Country
X through a branch, which is a separate unit
under paragraph (c)(3) of this section. The in-
come tax laws of Country X permit branches
of foreign corporations to elect to file con-
solidated returns with Country X affiliates.
In Year 1, A incurs a dual consolidated loss,
which is used to offset the income of C under
the Country X form of consolidation. The
branch of B also incurs a net operating loss.
However, B elects not to use the loss on a
Country X consolidated return to offset the
income of foreign affiliates. The use of A’s
loss to offset the income of C in Country X
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will cause the separate unit of B to be treat-
ed as if it too had used its dual consolidated
loss to offset the income of an affiliate in
Country X. Therefore, an election and agree-
ment under this paragraph (g)(2) cannot be
made with respect to the separate unit’s dual
consolidated loss.

Example 2. The facts are the same as in Ex-
ample 1, except that the income tax laws of
Country X do not permit branches of foreign
corporations to file consolidated income tax
returns with Country X affiliates. Therefore,
an election and agreement described in this
paragraph (g)(2) may be made for the dual
consolidated loss incurred by the separate
unit of B.

(iii) Triggering events requiring the re-
capture of dual consolidated losses—(A)
The consolidated group, unaffiliated
dual resident corporation, or unaffili-
ated domestic owner must agree that,
if there is a triggering event described
in this paragraph (g)(2)(iii), and no ex-
ception applies under paragraph
(2)(2)(iv) of this section, the consoli-
dated group, unaffiliated dual resident
corporation, or unaffiliated domestic
owner will recapture and report as in-
come the amount of the dual consoli-
dated loss provided in paragraph
(g2)(2)(vii) of this section on its tax re-
turn for the taxable year in which the
triggering event occurs (or, when the
triggering event is a use of the loss for
foreign purposes, the taxable year that
includes the last day of the foreign tax
year during which such use occurs). In
addition, the consolidated group, unaf-
filiated dual resident corporation, or
unaffiliated domestic owner must pay
any applicable interest charge required
by paragraph (g)(2)(vii) of this section.
For purposes of this section, any of the
following events shall constitute a
triggering event:

(I) In any taxable year up to and in-
cluding the 15th taxable year following
the year in which the dual consolidated
loss that is the subject of the agree-
ment filed under this paragraph (g)(2)
was incurred, any portion of the losses,
expenses, or deductions taken into ac-
count in computing the dual consoli-
dated loss is used by any means to off-
set the income of any other person
under the income tax laws of a foreign
country;

(2) An affiliated dual resident cor-
poration or affiliated domestic owner
ceases to be a member of the consoli-
dated group that filed the election. For
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purposes of this paragraph
(2)(2)(1i1)(A)(2), a dual resident corpora-
tion or domestic owner shall be consid-
ered to cease to be a member of the
consolidated group if it is no longer a
member of the group within the mean-
ing of §1.1502-1(b), or if the group
ceases to exist because the common
parent is no longer in existence or is no
longer a common parent or the group
no longer files on the basis of a consoli-
dated return. Such disaffiliation, how-
ever, shall not constitute a triggering
event if the taxpayer demonstrates, to
the satisfaction of the Commissioner,
that the dual resident corporation’s or
separate unit’s losses, expenses, or de-
ductions cannot be used to offset in-
come of another person under the laws
of a foreign country at any time after
the affiliated dual resident corporation
or affiliated domestic owner ceases to
be a member of the consolidated group;

(3) An unaffiliated dual resident cor-
poration or unaffiliated domestic
owner becomes a member of a consoli-
dated group. Such affiliation of the
dual resident corporation or domestic
owner, however, shall not constitute a
triggering event if the taxpayer dem-
onstrates, to the satisfaction of the
Commissioner, that the losses, ex-
penses, or deductions of the dual resi-
dent corporation or separate unit can-
not be used to offset the income of an-
other person under the laws of a for-
eign country at any time after the dual
resident corporation or domestic owner
becomes a member of the consolidated
group.

(4) A dual resident corporation trans-
fers assets in a transaction that re-
sults, under the laws of a foreign coun-
try, in a carryover of its losses, ex-
penses, or deductions. For purposes of
this paragraph (g2)(2)(iii)(A)(4), a trans-
fer, either in a single transaction or a
series of transactions within a twelve-
month period, of 50% or more of the
dual resident corporation’s assets
(measured by the fair market value of
the assets at the time of such transfer
(or for multiple transactions, at the
time of the first transfer)) shall be
deemed a triggering event, unless the
taxpayer demonstrates, to the satisfac-
tion of the Commissioner, that the
transfer of assets did not result in a
carryover under foreign law of the dual
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resident corporation’s losses, expenses,
or deductions to the transferee of the
assets;

(5) A domestic owner of a separate
unit transfers assets of the separate
unit in a transaction that results,
under the laws of a foreign country, in
a carryover of the separate unit’s
losses, expenses, or deductions. For
purposes of this paragraph
(2)(2)(iii)(A)(H), a transfer, either in a
single transaction or a series of trans-
actions over a twelve-month period, of
50% or more of the separate unit’s as-
sets (measured by the fair market
value of the assets at the time of the
transfer (or for multiple transfers, at
the time of the first transfer)), shall be
deemed a triggering event, unless the
taxpayer demonstrates, to the satisfac-
tion of the Commissioner, that the
transfer of assets did not result in a
carryover under foreign law of the sep-
arate unit’s losses, expenses, or deduc-
tions to the transferee of the assets;

(6) An unaffiliated dual resident cor-
poration or unaffiliated domestic
owner becomes a foreign corporation
by means of a transaction (e.g., a reor-
ganization) that, for foreign tax pur-
poses, is not treated as involving a
transfer of assets (and carryover of
losses) to a new entity. Such a trans-
action, however, shall not constitute a
triggering event if the taxpayer dem-
onstrates, to the satisfaction of the
Commissioner, that the dual resident
corporation’s or separate unit’s losses,
expenses, or deductions cannot be used
to offset income of another person
under the laws of the foreign country
at any time after the unaffiliated dual
resident corporation or unaffiliated do-
mestic owner becomes a foreign cor-
poration.

(7) A domestic owner of a separate
unit, either in a single transaction or a
series of transactions within a twelve-
month period, sells, or otherwise dis-
poses of, 50% or more of the interest in
the separate unit (measured by voting
power or value) owned by the domestic
owner on the last day of the taxable
year in which the dual consolidated
loss was incurred. For purposes of this
paragraph (g)(2)(iii)(A)(7), the domestic
owner shall be deemed to have disposed
of its entire interest in a hybrid entity
separate unit if such hybrid entity be-
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comes classified as a foreign corpora-
tion for U.S. tax purposes. The disposi-
tion of 50% or more of the interest in a
separate unit, however, shall not con-
stitute a triggering event if the tax-
payer demonstrates, to the satisfaction
of the Commissioner, that the losses,
expenses, or deductions of the separate
unit cannot be used to offset income of
another person under the laws of the
foreign country at any time after the
disposition of the interest in the sepa-
rate unit; or

(8) The consolidated group, unaffili-
ated dual resident corporation, or unaf-
filiated domestic owner fails to file a
certification required under paragraph
(2)(2)(vi)(B) of this section.

(B) A taxpayer wishing to rebut the
presumption of a triggering event de-
scribed in paragraphs (g)(2)(1ii)(A)(2)
through (7) of this section, by dem-
onstrating that the losses, expenses, or
deductions of the dual resident cor-
poration or separate unit cannot be
carried over or otherwise used under
the laws of the foreign country, must
attach documents demonstrating such
facts to its timely filed U.S. income
tax return for the year in which the
presumed triggering event occurs.

(C) The following example illustrates
this paragraph (g)(2)(iii).

Example. DRC, a domestic corporation, is a
member of CG, a consolidated group. DRC is
a resident Country Y for Country Y income
tax purposes. Therefore, DRC is a dual resi-
dent corporation. In Year 1, DRC incurs a
dual consolidated loss of $100. CG files an
agreement described in paragraph (g)(2) of
this section and, thus, the $100 dual consoli-
dated loss is included in the computation of
CG’s consolidated taxable income. In Year 6,
all of the stock of DRC is sold to P, a domes-
tic corporation that is a member of NG, an-
other consolidated group. The sale of DRC to
P is a triggering event under paragraph
(2)(2)(iii)(A) of this section, requiring the re-
capture of the dual consolidated loss. How-
ever, the laws of Country Y provide for a
five-year carryover period for losses. At the
time of DRC’s disaffiliation from CG, the
losses, expenses and deductions that were in-
cluded in the computation of the dual con-
solidated loss had expired for Country Y pur-
poses. Therefore, upon adequate documenta-
tion that the losses, expenses, or deductions
have expired for Country Y purposes, CG can
rebut the presumption that a triggering
event has occurred.
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(iv) Exceptions—(A) Acquisition by a
member of the consolidated group. The
following events shall not constitute
triggering events, requiring the recap-
ture of the dual consolidated loss under
paragraph (g)(2)(vii) of this section:

(I) An affiliated dual resident cor-
poration or affiliated domestic owner
ceases to be a member of a consoli-
dated group solely by reason of a trans-
action in which a member of the same
consolidated group succeeds to the tax
attributes of the dual resident corpora-
tion or domestic owner under the pro-
visions of section 381;

(2) Assets of an affiliated dual resi-
dent corporation or assets of a separate
unit of an affiliated domestic owner
are acquired by a member of its con-
solidated group in any other trans-
action; or

(3) An affiliated domestic owner of a
separate unit transfers its interest in
the separate unit to another member of
its consolidated group.

(B) Acquisition by an unaffiliated do-
mestic corporation or a new consolidated
group—(1) If all the requirements of
paragraph (g)(2)(iv)(B)(3) of this section
are met, the following events shall not
constitute triggering events requiring
the recapture of the dual consolidated
loss under paragraph (g)(2)(vii) of this
section:

(i) An affiliated dual resident cor-
poration or affiliated domestic owner
becomes an unaffiliated domestic cor-
poration or a member of a new consoli-
dated group (other than in a trans-
action described in paragraph
(2)(2)AV)(B)(2)(ii) of this section);

(i) Assets of a dual resident corpora-
tion or a separate unit are acquired by
an unaffiliated domestic corporation or
a member of a new consolidated group;
or

(7ii) A domestic owner of a separate
unit transfers its interest in the sepa-
rate unit to an unaffiliated domestic
corporation or to a member of a new
consolidated group.

(2) If the requirements of paragraph
(2)(2)Av)(B)(3)(iii) of this section are
met, the following events shall not
constitute triggering events requiring
the recapture of the dual consolidated
loss under paragraph (g)(2)(vii) of this
section—
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(1) An unaffiliated dual resident cor-
poration or unaffiliated domestic
owner becomes a member of a consoli-
dated group;

(i1) A consolidated group that filed an
agreement under this paragraph (g)(2)
ceases to exist as a result of a trans-
action described in §1.1502-13(j)(5)(1)
(other than a transaction in which any
member of the terminating group, or
the successor-in-interest of such mem-
ber, is not a member of the surviving
group immediately after the termi-
nating group ceases to exist).

(3) If the following requirements (as
applicable) are satisfied, the events
listed in paragraphs (2)(2)(iv)(B)(1) and
(2) of this section shall not constitute
triggering events requiring recapture
under paragraph (g)(2)(vii) of this sec-
tion.

(i) The consolidated group, unaffili-
ated dual resident corporation, or unaf-
filiated domestic owner that filed the
agreement under this paragraph (g)(2)
and the unaffiliated domestic corpora-
tion or new consolidated group must
enter into a closing agreement with
the Internal Revenue Service providing
that the consolidated group, unaffili-
ated dual resident corporation, or unaf-
filiated domestic owner and the unaf-
filiated domestic corporation or new
consolidated group will be jointly and
severally liable for the total amount of
the recapture of dual consolidated loss
and interest charge required in para-
graph (g)(2)(vii) of this section, if there
is a triggering event described in para-
graph (g)(2)(iii) of this section;

(ii) The unaffiliated domestic cor-
poration or new consolidated group
must agree to treat any potential re-
capture amount under paragraph
(2)(2)(vii) of this section as unrealized
built-in gain for purposes of section
384(a), subject to any applicable excep-
tions thereunder;

(iii) The unaffiliated domestic cor-
poration or new consolidated group
must file, with its timely filed (includ-
ing extensions) income tax return for
the taxable year in which the event de-
scribed in paragraph (g)(2)(iv)(B)(I) or
(2) of this section occurs, an agreement
described in paragraph (g)(2)(1) of this
section (new (g)(2)(i) agreement),
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whereby it assumes the same obliga-
tions with respect to the dual consoli-
dated loss as the corporation or con-
solidated group that filed the original
(2)(2)(1) agreement with respect to that
loss. The new (2)(2)(i) agreement must
be signed under penalties of perjury by
the person who signs the return and
must include a reference to this para-
graph (g)(2)(iv)(B)(3)(iii). For taxable
yvears beginning after December 31,
2002, the agreement attached to the re-
turn pursuant to the preceding sen-
tence may be an unsigned copy. If an
unsigned copy is attached to the re-
turn, the corporation or consolidated
group must retain the original in its
records in the manner specified by
§1.6001-1(e).

(C) Subsequent triggering events. Any
triggering event described in paragraph
(2)(2)(iii) of this section that occurs
subsequent to one of the transactions
described in paragraph (g)(2)(iv) (A) or
(B) of this section and does not fall
within the exceptions provided in para-
graph (g)(2)(iv) (A) or (B) of this sec-
tion shall require recapture under
paragraph (g)(2)(vii) of this section.

(D) Example. The following example
illustrates the application of paragraph
(2)(2)Av)(B)(2)(ii) of this section:

Example. (i) Facts. C is the common parent
of a consolidated group (the C Group) that
includes DRC, a domestic corporation. DRC
is a dual resident corporation and incurs a
dual consolidated loss in its taxable year
ending December 31, Year 1. The C Group
elects to be bound by the provisions of this
paragraph (g)(2) with respect to the Year 1
dual consolidated loss. No member of the C
Group incurs a dual consolidated loss in Year
2. On December 31, Year 2, stock of C is ac-
quired by D in a transaction described in
§1.1502-13(j)(b)(1). As a result of the acquisi-
tion, all the C Group members, including
DRC, become members of a consolidated
group of which D is the common parent (the
D Group).

(ii) Acquisition not a triggering event.
Under paragraph (g)(2)(Av)(B)(2)(ii) of this
section, the acquisition by D of the C Group
is not an event requiring the recapture of the
Year 1 dual consolidated loss of DRC, or the
payment of an interest charge, as described
in paragraph (g)(2)(vii) of this section, pro-
vided that the D Group files the new (g)(2)(i)
agreement described in paragraph
(2)(2)(Av)(B)(3)(iii) of this section.

(iii) Subsequent event. A triggering event
occurs on December 31, Year 3, that requires
recapture by the D Group of the dual consoli-
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dated loss that DRC incurred in Year 1, as
well as the payment of an interest charge, as
provided in paragraph (g)(2)(vii) of this sec-
tion. Bach member of the D Group, including
DRC and the other former members of the C
Group, is severally liable for the additional
tax (and the interest charge) due upon the
recapture of the dual consolidated loss of
DRC.

(v) Ordering rules for determining the
foreign use of losses. If the laws of a for-
eign country provide for the use of
losses of a dual resident corporation to
offset the income of another person but
do not provide applicable rules for de-
termining the order in which such
losses are used to offset the income of
another person in a taxable year, then
for purposes of this section, the fol-
lowing rules shall govern:

(A) If under the laws of the foreign
country the dual resident corporation
has losses from different taxable years,
the dual resident corporation shall be
deemed to use first the losses from the
earliest taxable year from which a loss
may be carried forward or back for for-
eign law purposes.

(B) Any net loss, or income, that the
dual resident corporation has in a tax-
able year shall first be used to offset
net income, or loss, recognized by af-
filiates of the dual resident corporation
in the same taxable year before any
carryover of the dual resident corpora-
tion’s losses is considered to be used to
offset any income from the taxable
year.

(C) Where different losses, expenses,
or deductions (e.g., capital losses and
ordinary losses) of a dual resident cor-
poration incurred in the same taxable
year are available to offset the income
of another person, the different losses
shall be deemed to offset such income
on a pro rata basis.

Example. DRC, a domestic corporation, is
taxed as a resident under the tax laws of
Country Y. Therefore, DRC is a dual resident
corporation. FA is a Country Y affiliate of
DRC. Country Y’s tax laws permit affiliated
corporations to file a form of consolidated
return. In Year 1, DRC incurs a capital loss
of $80 which, for Country Y purposes, offsets
completely $30 of capital gain recognized by
FA. Neither corporation has any other tax-
able income or loss for the year. In Year 1
(and in other years), DRC recognizes the
same amount of income for U.S. purposes as
it does for Country Y purposes. Under para-
graph (d)(1)(i) of this section, however, DRC’s
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$80 capital loss is not a dual consolidated
loss. In Year 2, DRC incurs a net operating
loss of $100, while FA incurs a net operating
loss of $50. DRC’s $100 loss is a dual consoli-
dated loss. Since the dual consolidated loss
is not used to offset the income of another
person under Country Y law, DRC is per-
mitted to file an agreement described in this
paragraph (g)(2). In Year 3, DRC has a net op-
erating loss of $10 and FA has capital gains
of $60. For Country Y purposes, DRC’s $10 net
operating loss is used to offset $10 of FA’s $60
capital gain. DRC’s $10 loss is a dual consoli-
dated loss. Because the loss is used to offset
FA’s income, DRC will not be able to file an
agreement under this paragraph (g)(2) with
respect to the loss. Country Y permits FA’s
remaining $50 of Year 3 income to be offset
by carryover losses. However, Country Y has
no applicable rules for determining which
carryover losses from Years 1 and 2 are used
to offset such income. Under the ordering
rules of paragraph (g)(2)(v)(A) of this section,
none of DRC’s $100 Year 2 loss will be deemed
to offset FA’s remaining $50 of Year 3 in-
come. Instead, the $50 of capital loss carry-
over from Year 1 will be considered to offset
the income.

(vi) Reporting requirements—(A) In
general. The consolidated group, unaf-
filiated dual resident corporation, or
unaffiliated domestic owner must an-
swer the applicable questions regarding
dual consolidated losses on its U.S. in-
come tax return filed for the year in
which the dual consolidated loss is in-
curred and for each of the following fif-
teen taxable years.

(B) Annual certification. Except as
provided in §1.1503-2(g)(2)(vi)(C), until
and unless Form 1120 or the Schedules
thereto contain questions pertaining to
dual consolidated losses, the consoli-
dated group, unaffiliated dual resident
corporation, or unaffiliated domestic
owner must file with its income tax re-
turn for each of the 15 taxable years
following the taxable year in which the
dual consolidated loss is incurred a cer-
tification that the losses, expenses, or
deductions that make up the dual con-
solidated loss have not been used to
offset the income of another person
under the tax laws of a foreign coun-
try. For taxable years beginning before
January 1, 2003, the annual certifi-
cation must be signed under penalties
of perjury by a person authorized to
sign the agreement described in
§1.1503-2(g)(2)(1). For taxable years be-
ginning after December 31, 2002, the
certification is verified by signing the
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return with which the certification is
filed. The certification for a taxable
yvear must identify the dual consoli-
dated loss to which it pertains by set-
ting forth the taxpayer’s year in which
the loss was incurred and the amount
of such loss. In addition, the certifi-
cation must warrant that arrange-
ments have been made to ensure that
the loss will not be used to offset the
income of another person under the
laws of a foreign country and that the
taxpayer will be informed of any such
foreign use of any portion of the loss. If
dual consolidated losses of more than
one taxable year are subject to the
rules of this paragraph (g)(2)(vi)(B), the
certifications for those years may be
combined in a single document but
each dual consolidated loss must be
separately identified.

(C) Ezception. A consolidated group or
unaffiliated domestic owner is not re-
quired to file annual certifications
under paragraph (g)(2)(vi)(B) of this
section with respect to a dual consoli-
dated loss of any separate unit other
than a hybrid entity separate unit.

(vii) Recapture of loss and interest
charge—(A) Presumptive rule—(1)
Amount of recapture. Except as other-
wise provided in this paragraph
(2)(2)(vii), upon the occurrence of a
triggering event described in paragraph
(2)(2)(iii) of this section, the taxpayer
shall recapture and report as gross in-
come the total amount of the dual con-
solidated loss to which the triggering
event applies on its income tax return
for the taxable year in which the trig-
gering event occurs (or, when the trig-
gering event is a use of the loss for for-
eign tax purposes, the taxable year
that includes the last day of the for-
eign tax year during which such use oc-
curs).

(2) Interest charge. In connection with
the recapture, the taxpayer shall pay
an interest charge. Except as otherwise
provided in this paragraph (g)(2)(vii),
such interest shall be determined under
the rules of section 6601(a) as if the ad-
ditional tax owed as a result of the re-
capture had accrued and been due and
owing for the taxable year in which the
losses, expenses, or deductions taken
into account in computing the dual
consolidated loss gave rise to a tax
benefit for U.S. income tax purposes.
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For purposes of this paragraph
(2)(2)(vii)(A)(2), a tax benefit shall be
considered to have arisen in a taxable
year in which such losses, expenses or
deductions reduced U.S. taxable in-
come.

(B) Rebuttal of presumptive rule—(1)
Amount of recapture. The amount of
dual consolidated loss that must be re-
captured under this paragraph
(2)(2)(vii) may be reduced if the tax-
payer demonstrates, to the satisfaction
of the Commissioner, the offset per-
mitted by this paragraph (g)(2)(vii)(B).
The reduction in the amount of recap-
ture is the amount by which the dual
consolidated loss would have offset
other taxable income reported on a
timely filed U.S. income tax return for
any taxable year up to and including
the year of the triggering event if such
loss had been subject to the restric-
tions of paragraph (b) of this section
(and therefore had been subject to the
separate return limitation year restric-
tions of §§1.1502-21A(c) or 1.1502-21(c)
(as appropriate) commencing in the
taxable year in which the loss was in-
curred. A taxpayer utilizing this rebut-
tal rule must attach to its timely filed
U.S. income tax return a separate ac-
counting showing that the income for
each year that offsets the dual resident
corporation’s or separate unit’s recap-
ture amount is attributable only to the
dual resident corporation or separate
unit.

(2) Interest charge. The interest
charge imposed under this paragraph
(2)(2)(vii) may be appropriately reduced
if the taxpayer demonstrates, to the
satisfaction of the Commissioner, that
the net interest owed would have been
less than that provided in paragraph
(2)(2)(vii)(A)(2) of this section if the
taxpayer had filed an amended return
for the year in which the loss was in-
curred, and for any other affected years
up to and including the year of recap-
ture, treating the dual consolidated
loss as a loss subject to the restrictions
of paragraph (b) of this section (and
therefore subject to the separate re-
turn limitation year restrictions of
§§1.1502-21A(c) or 1.1502-21(c) (as appro-
priate). A taxpayer utilizing this rebut-
tal rule must attach to its timely filed
U.S. income tax return a computation
demonstrating the reduction in the net
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interest owed as a result of treating
the dual consolidated loss as a loss sub-
ject to the restrictions of paragraph (b)
of this section.

(C) Computation of taxable income in
year of recapture—(1) Presumptive rule.
Except as otherwise provided in para-
graph (2)(2)(vii)(C)(2) of this section,
for purposes of computing the taxable
income for the year of recapture, no
current, carryover or carryback losses
of the dual resident corporation or sep-
arate unit, of other members of the
consolidated group, or of the domestic
owner that are not attributable to the
separate unit, may offset and absorb
the recapture amount.

(2) Rebuttal of presumptive rule. The
recapture amount included in gross in-
come may be offset and absorbed by
that portion of the taxpayer’s (consoli-
dated or separate) net operating loss
carryover that is attributable to the
dual consolidated loss being recap-
tured, if the taxpayer demonstrates, to
the satisfaction of the Commissioner,
the amount of such portion of the car-
ryover. A taxpayer utilizing this rebut-
tal rule must attach to its timely filed
U.S. income tax return a computation
demonstrating the amount of net oper-
ating loss carryover that, under this
paragraph (g)(2)(vii)(C)(2), may absorb
the recapture amount included in gross
income.

(D) Character and source of recapture
income. The amount recaptured under
this paragraph (g)(2)(vii) shall be treat-
ed as ordinary income in the year of re-
capture. The amount recaptured shall
be treated as income having the same
source and falling within the same sep-
arate category for purposes of section
904 as the dual consolidated loss being
recaptured.

(E) Reconstituted mnet operating loss.
Commencing in the taxable year imme-
diately following the year in which the
dual consolidated loss is recaptured,
the dual resident corporation or sepa-
rate unit shall be treated as having a
net operating loss in an amount equal
to the amount actually recaptured
under paragraph (g)(2)(vii) (A) or (B) of
this section. This reconstituted net op-
erating loss shall be subject to the re-
strictions of paragraph (b) of this sec-
tion (and therefore, the separate return
limitation year restrictions of §§1.1502—
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21A(c) or 1.1502-21T(c) (as appropriate).
The net operating loss shall be avail-
able only for carryover, under section
172(b), to taxable years following the
taxable year of recapture. For purposes
of determining the remaining carry-
over period, the loss shall be treated as
if it had been recognized in the taxable
yvear in which the dual consolidated
loss that is the basis of the recapture
amount was incurred.

(F) Consequences of failing to comply
with recapture provisions—(1) In general.
If the taxpayer fails to comply with the
recapture provisions of this paragraph
(2)(2)(vii) upon the occurrence of a trig-
gering event, then the dual resident
corporation or separate unit that in-
curred the dual consolidated loss (or a
successor-in-interest) shall not be eli-
gible for the relief provided in para-
graph (g)(2) of this section with respect
to any dual consolidated losses in-
curred in the five taxable years begin-
ning with the taxable year in which re-
capture is required.

(2) Exceptions. In the case of a trig-
gering event other than a use of the
losses, expenses, or deductions taken
into account in computing the dual
consolidated loss to offset income of
another person under the income tax
laws of a foreign country, this rule
shall not apply in the following cir-
cumstances:

(1) The failure to recapture is due to
reasonable cause; or

(ii) A taxpayer seeking to rebut the
presumption of a triggering event sat-
isfies the filing requirements of para-
graph (g)(2)(iii)(B) of this section.

(G) Examples. The following examples
illustrate this paragraph (g)(2)(vii).

Example 1. P, a domestic corporation, files
a consolidated return with DRC, a dual resi-
dent corporation. In Year 1, DRC incurs a
dual consolidated loss of $100 and P earns
$100. P files an agreement under this para-
graph (g)(2). Therefore, the consolidated
group is permitted to offset P’s $100 of in-
come with DRC’s $100 loss. In Year 2, DRC
earns $30, which is completely offset by a $30
net operating loss incurred by P. In Year 3,
DRC earns income of $25 while P recognizes
no income or loss. In addition, there is a
triggering event in Year 3. Therefore, under
the presumptive rule of  paragraph
(2)(2)(vii)(A) of this section, DRC must re-
capture $100. However, the $100 recapture
amount may be reduced by $25 (the amount
by which the dual consolidated loss would
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have offset other taxable income if it had
been subject to the separate return limita-
tion year restrictions from Year 1) upon ade-
quate documentation of such offset under
paragraph (g)(2)(vii)(B)(I) of this section.
Commencing in Year 4, the $100 (or $75) re-
capture amount is treated as a loss incurred
by DRC in a separate return limitation year,
subject to the restrictions of §§1.1502-21A(c)
or 1.1502-21(c), as appropriate. The carryover
period of the loss, for purposes of section
172(b), will start from Year 1, when the dual
consolidated loss was incurred.

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 2, DRC earns $75
and P earns $50. In Year 3, DRC earns $25
while P earns $30. A triggering event occurs
in Year 3. The $100 presumptive amount of
recapture can be reduced to zero by the $75
and $25 earned by DRC in Years 2 and 3, re-
spectively, upon adequate documentation of
such offset under paragraph (g)(2)(vii)(B)(1)
of this section. Nevertheless, an interest
charge will be owed. Under the presumptive
rule of paragraph (g)(2)(vii)(A)(2) of this sec-
tion, interest will be charged on the addi-
tional tax owed on the $100 of recapture in-
come as if the tax had accrued in Year 1 (the
year in which the dual consolidated loss re-
duced the income of P). However, the net in-
terest will be reduced to the amount that
would have been owed if the consolidated
group had filed amended returns, treating
the dual consolidated loss as a loss subject to
the separate return limitation year restric-
tions of §1.1502-21A(c) or 1.1502-21(c), as ap-
propriate, upon adequate documentation of
such reduction of interest under paragraph
(2)(2)(vii)(B)(2) of this section.

Example 3. P, a domestic corporation, owns
DRC, a domestic corporation that is subject
to the income tax laws of Country Z on a res-
idence basis. DRC owns FE, a Country Z cor-
poration. In Year 1, DRC incurs a net oper-
ating loss for U.S. tax purposes. Under the
tax laws of Country Z, the loss is not recog-
nized until Year 3. The Year 1 net operating
loss is a dual consolidated loss under para-
graph (c)(b) of this section. The consolidated
group elects relief under paragraph (g)(2) of
this section by filing the appropriate agree-
ment and uses the dual consolidated loss on
its U.S. income tax return. In Year 3, the
dual consolidated loss is used under the laws
of Country Z to offset the income of FE,
which is a triggering event under paragraph
(2)(2)(iii) of this section. However, the con-
solidated group does not recapture the dual
consolidated loss. The consolidated group’s
failure to comply with the recapture provi-
sions of this paragraph (g)(2)(vii) prevents
DRC from being eligible for the relief pro-
vided under paragraph (g)(2) of this section
for any dual consolidated losses incurred in
Years 3 through 7, inclusive.
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(h) Effective date—(1) In general. These
regulations are effective for taxable
years beginning on or after October 1,
1992. Section 1.1503-2A is effective for
taxable years beginning after Decem-
ber 31, 1986, and before October 1, 1992.
Paragraph (g)(2)iv)(B)(2) of this sec-
tion shall apply with respect to trans-
actions otherwise constituting trig-
gering events occurring on or after
January 1, 2002.

(2) Taxpayers that have filed for relief
under §1.1503-2A—@1) In general. Except
as provided in paragraph (h)(ii)(b) of
this section, taxpayers that have filed
agreements described in  §1.1503-
2A(c)(3) or certifications described in
§1.1503-2A(d)(3) shall continue to be
subject to the provisions of such agree-
ments or certifications, including the
amended return or recapture require-
ments applicable in the event of a trig-
gering event, for the remaining term of
such agreements or certifications.

(ii) Special transition rule. A taxpayer
that has filed an agreement described
in §1.1503-2A(c)(3) or a certification de-
scribed in §1.1503-2A(d)(3) and that is in
compliance with the provisions of
§1.1503-2A may elect to replace such
agreement or certification with an
agreement described in paragraph
(2)(2)(1) of this section. However, a tax-
payer making this election must re-
place all agreements and certifications
filed under §1.1503-2A. If the taxpayer
is a consolidated group, the election
must be made with respect to all dual
resident corporations or separate units
within the group. Likewise, if the tax-
payer is an unaffiliated domestic
owner, the election must be made with
respect to all separate units of the do-
mestic owner. The taxpayer must file
the replacement agreement with its
timely filed income tax return for its
first taxable year commencing on or
after October 1, 1992, stating that such
agreement is a replacement for the
agreement filed under §1.1503-2A(c)(3)
or the certification filed under §1.1503—
2A(d)(3) and identifying the taxable
year for which the original agreement
or certification was filed. A single
agreement described in paragraph
(2)(2)(1) of this section may be filed to
replace more than one agreement or
certification filed wunder §1.1503-2A;
however, each dual consolidated loss

§1.1503-2

must be separately identified. A tax-
payer may also elect to apply §1.1503-2
for all open years, with respect to
agreements filed under §1.1503-2A(c)(3)
or certifications filed under §1.1503-
2A(d)(3), in cases where the agreement
or certification is no longer in effect
and the taxpayer has complied with the
provisions of §1.1503-2A. For example, a
taxpayer may have had a triggering
event under §1.1503-2A that is not a
triggering event under §1.1503-2. If the
taxpayer fully complied with the re-
quirements of the agreement entered
into under §1.1503-2A(c)(3) and filed
amended U.S. income tax returns with-
in the time required under §1.1503-
2A(c)(3), the taxpayer may file amend-
ed U.S. income tax returns consistent
with the position that the earlier trig-
gering event is no longer a triggering
event.

(3) Taxpayers that are in compliance
with §1.1503-2A but have not filed for re-
lief thereunder. A taxpayer that is in
compliance with the provisions of
§1.1503-2A but has not filed an agree-
ment described in §1.1503-2A(c)(3) or a
certification described in §1.1503-
2A(d)(3) may elect to have the provi-
sions of §1.1503-2 apply for any open
yvear. In particular, a taxpayer may
elect to apply the provisions of §1.1503—
2 in a case where the dual consolidated
loss has been subjected to the separate
return limitation year restrictions of
§1.1502-21A(c) or 1.1502-21(c) (as appro-
priate) but the losses, expenses, or de-
ductions taken into account in com-
puting the dual consolidated loss have
not been used to offset the income of
another person for foreign tax pur-
poses. However, if a taxpayer is a con-
solidated group, the election must be
made with respect to all dual resident
corporations or separate units within
the group. Likewise, if the taxpayer is
an unaffiliated domestic owner, the
election must be made with respect to
all separate units of the domestic
owner.

[T.D. 8434, 57 FR 41084, Sept. 9, 1992; 57 FR
48722, Oct. 28, 1992; 57 FR 57280, Dec. 3, 1992;
58 FR 13413, Mar. 11, 1993, as amended by T.D.
8597, 60 FR 36680, July 18, 1995; T.D. 8677, 61
FR 33325, June 27, 1996; T.D. 8823, 64 FR 36101,
July 2, 1999; T.D. 9084, 68 FR 44617, July 30,
2003; T.D. 9100, 68 FR 70707, Dec. 19, 2003; T.D.
9300, 71 FR 71044, Dec. 8, 2006]
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(b) Special rules.
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[T.D. 9315, 72 FR 12914, Mar. 19, 2007; 72 FR
20424, Apr. 23, 2007]

§1.1503(d)-1 Definitions and special
rules for filings wunder section
1503(d).

(a) In general. This section and
§§1.1503(d)-2 through 1.1503(d)-8 provide
rules concerning the determination and
use of dual consolidated losses pursu-
ant to section 1503(d). Paragraph (b) of
this section provides definitions that
apply for purposes of this section and
§§1.1503(d)-2 through 1.1503(d)-8. Para-
graph (c) of this section provides a rea-
sonable cause exception and a signa-
ture requirement for filings.

(b) Definitions. The following defini-
tions apply for purposes of this section
and §§1.1503(d)-2 through 1.1503(d)-8:

(1) Domestic corporation means an en-
tity classified as a domestic corpora-
tion under section 7701(a)(3) and (4) or
otherwise treated as a domestic cor-
poration by the Internal Revenue Code,
including, but not limited to, sections
269B, 953(d), 1504(d), and 7874. However,
solely for purposes of section 1503(d),
the term domestic corporation shall
not include a regulated investment
company as defined in section 851, a
real estate investment trust as defined
in section 856, or an S corporation as
defined in section 1361.

(2) Dual resident corporation means—

(i) A domestic corporation that is
subject to an income tax of a foreign
country on its worldwide income or on
a residence basis. A corporation is
taxed on a residence basis if it is taxed
as a resident under the laws of the for-
eign country; and

(ii) A foreign insurance company that
makes an election to be treated as a
domestic corporation pursuant to sec-
tion 953(d) and is treated as a member

936



Internal Revenue Service, Treasury

of an affiliated group for purposes of
chapter 6, even if such company is not
subject to an income tax of a foreign
country on its worldwide income or on
a residence basis. See section 953(d)(3).

(3) Hybrid entity means an entity that
is not taxable as an association for
Federal tax purposes, but is subject to
an income tax of a foreign country as a
corporation (or otherwise at the entity
level) either on its worldwide income
or on a residence basis.

(4) Separate unit—(i) In general. The
term separate unit means either of the
following that is carried on or owned,
as applicable, directly or indirectly, by
a domestic corporation (including a
dual resident corporation):

(A) Except to the extent provided in
paragraph (b)(4)(iii) of this section, a
business operation outside the United
States that, if carried on by a U.S. per-
son, would constitute a foreign branch
as defined in §1.367(a)-6T(g)(1) (foreign
branch separate unit).

(B) An interest in a hybrid entity
(hybrid entity separate unit).

(i1) Separate unit combination rule. Ex-
cept as otherwise provided in this para-
graph, if a domestic owner, or two or
more domestic owners that are mem-
bers of the same consolidated group,
have two or more separate units (indi-
vidual separate units), then all such in-
dividual separate units that are located
(in the case of a foreign branch sepa-
rate unit) or subject to an income tax
either on their worldwide income or on
a residence basis (in the case of a hy-
brid entity an interest in which is a hy-
brid entity separate unit) in the same
foreign country shall be treated as one
separate unit (combined separate unit).
See §1.1503(d)-7(c) Erample 1. Separate
units of a foreign insurance company
that is a dual resident corporation
under paragraph (b)(2)(ii) of this sec-
tion, however, shall not be combined
with separate units of any other do-
mestic corporation. Except as specifi-
cally provided in this section or
§§1.1503(d)-2 through 1.1503(d)-8, any in-
dividual separate unit composing a
combined separate unit loses its char-
acter as an individual separate unit.

(iii) Business operations that do not
constitute a permanent establishment. A
business operation carried on by a do-
mestic corporation that is not a dual

§1.1503(d)-1

resident corporation shall not con-
stitute a foreign branch separate unit,
provided the business operation:

(A) Is not carried on indirectly
through a hybrid entity or a trans-
parent entity; and

(B) Is conducted in a country with
which the United States has entered
into an income tax convention and is
not treated as a permanent establish-
ment pursuant to that convention, or
is not otherwise subject to tax on a net
basis under that convention. See
§1.1503(d)-7(c) Example 2.

(iv) Foreign branch separate units held
by dual resident corporations or hybrid
entities in the same foreign country. A
foreign branch separate unit may be
owned by a dual resident corporation,
or through a hybrid entity (an interest
in which is a separate unit), even where
the foreign branch is located in the
same foreign country that subjects
such dual resident corporation or hy-
brid entity to tax on its worldwide in-
come or on a residence basis. But see
the rule under paragraph (b)4)(ii) of
this section that combines certain
same-country hybrid entity separate
units and foreign branch separate
units. See also §1.1503(d)-7(c) Example 1.

(5) Dual consolidated loss means—

(i) In the case of a dual resident cor-
poration, and except to the extent pro-
vided in §1.1503(d)-5(b), the net oper-
ating loss (as defined in section 172(c)
and the related regulations) incurred in
a year in which the corporation is a
dual resident corporation; and

(ii) In the case of a separate unit, the
net loss attributable to the separate
unit under §1.1503(d)-5(c) through (e).

(6) Subject to tax. For purposes of de-
termining whether a domestic corpora-
tion or another entity is subject to an
income tax of a foreign country on its
income, the fact that it has no actual
income tax liability to the foreign
country for a particular taxable year
shall not be taken into account.

(T) Foreign country includes any pos-
session of the United States.

(8) Consolidated group has the mean-
ing provided in §1.1502-1(h).

(9) Domestic owner means—

(i) A domestic corporation (including
a dual resident corporation) that has
one or more separate units or interests
in a transparent entity; and
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(ii) In the case of a combined sepa-
rate unit, a domestic corporation (in-
cluding a dual resident corporation)
that has one or more individual sepa-
rate units that are treated as part of
the combined separate unit under para-
graph (b)(4)(ii) of this section.

(10) Affiliated dual resident corporation
and affiliated domestic owner mean a
dual resident corporation and a domes-
tic owner, respectively, that is a mem-
ber of a consolidated group.

(11) Unaffiliated dual resident corpora-
tion, unaffiliated domestic corporation,
and unaffiliated domestic owner mean a
dual resident corporation, domestic
corporation, and domestic owner, re-
spectively, that is not a member of a
consolidated group.

(12) Domestic affiliate means—

(i) A member of an affiliated group,
without regard to the exceptions con-
tained in section 1504(b) (other than
section 1504(b)(3)) relating to includible
corporations;

(ii) A domestic owner;

(iii) A separate unit; or

(iv) An interest in a transparent enti-
ty, as defined in paragraph (b)(16) of
this section.

(13) Domestic use. See §1.1503(d)-2.

(14) Foreign use. See §1.1503(d)-3.

(15) Grantor trust means a trust, any
portion of which is treated as being
owned by the grantor or another person
under subpart E of subchapter J of this
chapter.

(16) Transparent entity—(i) In general.
The term transparent entity means an
entity described in this paragraph
(b)(16) where all or a portion of its in-
terests are owned, directly or indi-
rectly, by a domestic corporation. An
entity is described in this paragraph
(b)(16) if the entity—

(A) Is not taxable as an association
for Federal tax purposes;

(B) Is not subject to income tax in a
foreign country as a corporation (or
otherwise at the entity level) either on
its worldwide income or on a residence
basis; and

(C) Is not a pass-through entity under
the laws of the applicable foreign coun-
try. For purposes of applying the pre-
ceding sentence, the applicable foreign
country is the foreign country in which
the relevant foreign branch separate
unit is located, or the foreign country
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that subjects the relevant hybrid enti-
ty (an interest in which is a separate
unit) or dual resident corporation to an
income tax either on its worldwide in-
come or on a residence basis.

(ii) Example. A U.S. limited liability
company (LLC) does not elect to be
taxed as an association for Federal tax
purposes and is not subject to income
tax in a foreign country as a corpora-
tion (or otherwise at the entity level)
either on its worldwide income or on a
residence basis. The LLC is owned by a
hybrid entity (an interest in which is a
separate unit) that is the relevant hy-
brid entity. Provided the LLC is not
treated as a pass-through entity by the
applicable foreign country that sub-
jects the relevant hybrid entity to an
income tax either on its worldwide in-
come or on a residence basis, the LLC
would qualify as a transparent entity.
See also §1.1503(d)-7(c) Example 26.

(17) Disregarded entity means an enti-
ty that is disregarded as an entity sep-
arate from its owner, under §§301.7701-
1 through 301.7701-3 of this chapter, for
Federal tax purposes.

(18) Partnership means an entity that
is classified as a partnership, under
§§301.7701-1 through 301.7701-3 of this
chapter, for Federal tax purposes.

(19) Indirectly, when used in reference
to ownership, means ownership
through a partnership, a disregarded
entity, or a grantor trust, regardless of
whether the partnership, disregarded
entity, or grantor trust is a U.S. per-
son.

(20) Certification period means the pe-
riod of time up to and including the
fifth taxable year following the year in
which the dual consolidated loss that is
the subject of a domestic use agree-
ment (as described in §1.1503(d)-6(d)(1))
was incurred.

(c) Special rules for filings under sec-
tion 1503(d)—(1) Reasonable cause excep-
tion. A person that is permitted or re-
quired to file an election, agreement,
statement, rebuttal, computation, or
other information pursuant to section
1503(d) and these regulations, that fails
to make such filing in a timely man-
ner, shall be considered to have satis-
fied the timeliness requirement with
respect to such filing if the person is
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able to demonstrate, to the Area Direc-
tor, Field Examination, Small Busi-
ness/Self Employed or the Director of
Field Operations, Large and Mid-Size
Business (Director) having jurisdiction
of the taxpayer’s tax return for the
taxable year, that such failure was due
to reasonable cause and not willful ne-
glect. In determining whether the tax-
payer has reasonable cause, the Direc-
tor shall consider whether the taxpayer
acted reasonably and in good faith. In
general, the taxpayer must dem-
onstrate that it exercised ordinary care
and prudence in meeting its tax obliga-
tions but nonetheless did not comply
with the prescribed duty within the
prescribed time. Whether the taxpayer
acted reasonably and in good faith will
be determined after considering all the
facts and circumstances. The Director
shall notify the person in writing with-
in 120 days of the filing if it is deter-
mined that the failure to comply was
not due to reasonable cause, or if addi-
tional time will be needed to make
such determination. For this purpose,
the 120-day period shall begin on the
date the taxpayer is notified in writing
that the request has been received and
assigned for review. If, once such pe-
riod commences, the taxpayer is not
again notified within 120 days, then the
taxpayer shall be deemed to have es-
tablished reasonable cause. The reason-
able cause exception of this paragraph
(c) shall only apply if, once the person
becomes aware of its failure to file the
election, agreement, statement, rebut-
tal, computation or other information
in a timely manner, the person com-
plies with the requirements of para-
graph (¢)(2) of this section.

(2) Requirements for reasonable cause
relief—(i) Time of submission. Requests
for reasonable cause relief will only be
considered if once the person becomes
aware of the failure to file the election,
agreement, statement, rebuttal, com-
putation or other information, the per-
son attaches all the documents that
should have been filed, as well as a
written statement setting forth the
reasons for the failure to timely com-
ply, to an amended return that amends
the return to which the documents
should have been attached pursuant to
the rules of section 1503(d) and these
regulations.

§1.1503(d)-2

(ii) Notice requirement. In addition to
the requirements of paragraph (c)(2)(i)
of this section, the taxpayer must pro-
vide a copy of the amended return and
all required attachments to the Direc-
tor as follows:

(A) If the taxpayer is under examina-
tion for any taxable year when the tax-
payer requests relief, the taxpayer
must provide a copy of the amended re-
turn and attachments to the personnel
conducting the examination.

(B) If the taxpayer is not under ex-
amination for any taxable year when
the taxpayer requests relief, the tax-
payer must provide a copy of the
amended return and attachments to
the Director having jurisdiction of the
taxpayer’s return.

(38) Signature requirement. When an
election, agreement, statement, rebut-
tal, computation, or other information
is required pursuant to section 1503(d)
and these regulations to be attached to
and filed by the due date (including ex-
tensions) of a U.S. tax return and
signed under penalties of perjury by
the person who signs the return, the at-
tachment and filing of an unsigned
copy is considered to satisfy such re-
quirement, provided the taxpayer re-
tains the original in its records in the
manner specified by §1.6001-1(e).

[T.D. 9315, 72 FR 12914, Mar. 19, 2007]

§1.1503(d)-2 Domestic use.

A domestic use of a dual consolidated
loss shall be deemed to occur when the
dual consolidated loss is made avail-
able to offset, directly or indirectly,
the income of a domestic affiliate
(other than the dual resident corpora-
tion or separate unit that, in each case,
incurred the dual consolidated loss) in
the taxable year in which the dual con-
solidated loss is recognized, or in any
other taxable year, regardless of
whether the dual consolidated loss off-
sets income under the income tax laws
of a foreign country and regardless of
whether any income that the dual con-
solidated loss may offset in the foreign
country is, has been, or will be subject
to tax in the United States. A domestic
use shall be deemed to occur in the
year the dual consolidated loss is in-
cluded in the computation of the tax-
able income of a consolidated group,
unaffiliated dual resident corporation,
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or an unaffiliated domestic owner, as
applicable, even if no tax benefit re-
sults from such inclusion in that year.
See §1.1503(d)-7(c) Examples 2 through 4.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007]

§1.1503(d)-3 Foreign use.

(a) Foreign use—(1) In general. Except
as provided in paragraph (c) of this sec-
tion, a foreign use of a dual consoli-
dated loss shall be deemed to occur
when any portion of a deduction or loss
taken into account in computing the
dual consolidated loss is made avail-
able under the income tax laws of a for-
eign country to offset or reduce, di-
rectly or indirectly, any item that is
recognized as income or gain under
such laws and that is, or would be, con-
sidered under U.S. tax principles to be
an item of—

(i) A foreign corporation as defined in
section 7701(a)(3) and (a)(5); or

(ii) A direct or indirect owner of an
interest in a hybrid entity, provided
such interest is not a separate unit.
See §1.1503(d)-7(c) Erxamples 5 through
10 and 37.

(2) Indirect use—(i) General rule. Ex-
cept to the extent provided in para-
graph (a)(2)(ii) of this section, an item
of deduction or loss shall be deemed to
be made available indirectly if—

(A) One or more items are taken into
account as deductions or losses for for-
eign tax purposes, but do not give rise
to corresponding items of income or
gain for U.S. tax purposes; and

(B) The item or items described in
paragraph (a)(2)(i)(A) of this section
have the effect of making an item of
deduction or loss composing the dual
consolidated loss available for a for-
eign use as described in paragraph
(a)(1) of this section.

(ii) Exception. The general rule pro-
vided in paragraph (a)(2)(i) of this sec-
tion shall not apply if the consolidated
group, unaffiliated domestic owner, or
unaffiliated dual resident corporation
demonstrates, to the satisfaction of the
Commissioner, that the item or items
described in paragraph (a)(2)(1)(A) of
this section that gave rise to the indi-
rect foreign use—

(A) Were not incurred, or taken into
account, with a principal purpose of
avoiding the provisions of section
1503(d). For purposes of this paragraph

26 CFR Ch. | (4-1-17 Edition)

(a)(2)(ii), an item incurred or taken
into account as interest for foreign tax
purposes, but disregarded for U.S. tax
purposes, shall be deemed to have been
incurred, or taken into account, with a
principal purpose of avoiding the provi-
sions of section 1503(d). Similarly, for
purposes of this paragraph (a)(2)(ii), an
item incurred or taken into account as
the result of an instrument that is
treated as debt for foreign tax purposes
and equity for U.S. tax purposes, shall
be deemed to have been incurred, or
taken into account, with a principal
purpose of avoiding the provisions of
section 1503(d); and

(B) Were incurred, or taken into ac-
count, in the ordinary course of the
dual resident corporation’s or separate
unit’s trade or business.

(iii) Examples. See §1.1503(d)-7(c) Ex-
amples 6 through 8.

(3) Deemed use. See paragraph (e) of
this section for a deemed foreign use
pursuant to the mirror legislation rule.

(b) Available for use. A foreign use
shall be deemed to occur in the year in
which any portion of a deduction or
loss taken into account in computing
the dual consolidated 1loss is made
available for an offset described in
paragraph (a) of this section, regardless
of whether it actually offsets or re-
duces any items of income or gain
under the income tax laws of the for-
eign country in such year, and regard-
less of whether any of the items that
may be so offset or reduced are re-
garded as income under U.S. tax prin-
ciples.

(c) Exceptions—(1) In general. Para-
graphs (c¢)(2) through (9) of this section
provide exceptions to the general defi-
nition of foreign use set forth in para-
graphs (a) and (b) of this section. These
exceptions only apply to a foreign use
that occurs solely as a result of the
conditions or circumstances described
therein, and do not apply if a foreign
use occurs in any other case or by any
other means. For example, the excep-
tion under paragraph (c)(4) of this sec-
tion (regarding certain interests in
partnerships or grantor trusts) shall
not apply where the item of deduction
or loss is made available through a for-
eign consolidation regime (or similar
method). In addition, these exceptions
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do not apply when attempting to dem-
onstrate that no foreign use of a dual
consolidated loss can occur in any
other year by any means under
§1.1503(d)-6(c), (e)(2)(1), or (j)(2). But see
§1.1503(d)-6(e)(2)(ii), which takes into
account the exception under paragraph
(c)(7) of this section for purposes of re-
butting certain asset transfers.

(2) Election or merger required to enable
foreign use. Where the laws of a foreign
country provide an election that would
enable a foreign use, a foreign use shall
be considered to occur only if the elec-
tion is made. Similarly, where the laws
of a foreign country would enable a for-
eign use through a sale, merger, or
similar transaction, a foreign use shall
be considered to occur only if the sale,
merger, or similar transaction occurs.

(3) Presumed wuse where mno foreign
country rule for determining use. This
paragraph (c)(3) applies if the losses or
deductions composing the dual consoli-
dated loss are made available under the
laws of a foreign country both to offset
income that would constitute a foreign
use and to offset income that would
not constitute a foreign use, and the
laws of the foreign country do not pro-
vide applicable rules for determining
which income is offset by the losses or
deductions. In such a case, the losses or
deductions shall be deemed to be made
available to offset the income that
does not constitute a foreign use, to
the extent of such income, before being
considered to be made available to off-
set the income that does constitute a
foreign use. See §1.1503(d)-7(c) Example
11.

(4) Certain interests in partnerships or
grantor trusts—(i) General rule. Except
to the extent provided in paragraph
(c)(4)(iii) of this section, this paragraph
(c)(4)(i) applies to a dual consolidated
loss attributable to an interest in a hy-
brid entity partnership or a hybrid en-
tity grantor trust, or to a separate unit
owned indirectly through a partnership
or grantor trust. In such a case, a for-
eign use will not be considered to occur
if the foreign use is solely the result of
another person’s ownership of an inter-
est in the partnership or grantor trust,
as applicable, and the allocation or
carry forward of an item of deduction
or loss composing such dual consoli-

§1.1503(d)-3

dated loss as a result of such owner-
ship. See §1.1503(d)-7(c) Example 13.

(ii) Combined separate unit. This para-
graph applies to a dual consolidated
loss attributable to a combined sepa-
rate unit that includes an individual
separate unit to which paragraph
(c)(4)() of this section would apply, but
for the application of the separate unit
combination rule provided under
§1.1503(d)-1(b)(4)(ii). In such a case,
paragraph (c)(4)(i) of this section shall
apply to the portion of the dual con-
solidated loss of such combined sepa-
rate unit that is attributable, as pro-
vided under §1.1503(d)-5(c) through (e),
to the individual separate unit (other-
wise described in paragraph (c)(4)(i) of
this section) that is a component of the
combined separate unit. See §1.1503(d)-
T(c) Example 14.

(iii) Reduction in interest. The excep-
tion under paragraph (c)(4)(i) of this
section shall not apply if, at any time
following the year in which the dual
consolidated loss is incurred, there is
more than a de minimis reduction in the
domestic owner’s percentage interest
in the partnership or grantor trust, as
applicable, as described in paragraph
(c)(b) of this section. In such a case, a
foreign use shall be deemed to occur at
the time the reduction in interest ex-
ceeds the de minimis amount. See
§1.1503(d)-7(c) Example 13.

(6) De minimis reduction of an interest
in a separate unit—@{i) General rule. This
paragraph applies to a de minimis reduc-
tion of a domestic owner’s interest in a
separate unit (including an interest de-
scribed in paragraph (c)(4)(i) of this
section). Except to the extent provided
in paragraph (c)(6)(ii) of this section,
no foreign use shall be considered to
occur with respect to a dual consoli-
dated loss as a result of an item of de-
duction or loss composing such dual
consolidated loss being made available
solely as a result of a reduction in the
domestic owner’s interest in the sepa-
rate unit, as provided under paragraph
(c)(b)(iii) of this section. See §1.1503(d)-
7(c) Example 5.

(i1) Limitations. The exception pro-
vided in paragraph (c)(5)(i) of this sec-
tion shall not apply if—

(A) During any 12-month period the
domestic owner’s percentage interest
in the separate unit is reduced by 10
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percent or more, as determined by ref-
erence to the domestic owner’s interest
at the beginning of the 12-month pe-
riod; or

(B) At any time the domestic owner’s
percentage interest in the separate
unit is reduced by 30 percent or more,
as determined by reference to the do-
mestic owner’s interest at the end of
the taxable year in which the dual con-
solidated loss was incurred.

(iii) Reduction in interest. The fol-
lowing rules apply for purposes of para-
graphs (c¢)(4) and (5) of this section. A
reduction of a domestic owner’s inter-
est in a separate unit shall include a
reduction resulting from another per-
son acquiring through sale, exchange,
contribution, or other means, an inter-
est in the foreign branch or hybrid en-
tity, as applicable. A reduction may
occur either directly or indirectly, in-
cluding through an interest in a part-
nership, a disregarded entity, or a
grantor trust through which a separate
unit is carried on or owned. In the case
of an interest in a hybrid entity part-
nership or a separate unit all or a por-
tion of which is carried on or owned
through a partnership, an interest in
such separate unit (or portion of such
separate unit) is determined by ref-
erence to the owner’s interest in the
profits or the capital in the separate
unit. In the case of an interest in a hy-
brid entity grantor trust or a separate
unit all or a portion of which is carried
on or owned through a grantor trust,
an interest in such separate unit (or
portion of such separate unit) is deter-
mined by reference to the domestic
owner’s share of the assets and liabil-
ities of the separate unit.

(iv) Examples and coordination with ex-
ceptions to other triggering events. See
§1.1503(d)-7(c) Examples b5, 13, and I14.
See also §1.1503(d)-6(f)(3) and (f)(5) for
rules that coordinate the de minimis
exception to foreign use with excep-
tions to other triggering events de-
scribed in §1.1503(d)-6(e)(1), and provide
an exception to foreign use following
certain compulsory transfers.

(6) Certain asset basis carryovers. No
foreign use shall be considered to occur
with respect to a dual consolidated loss
solely as a result of items of deduction
or loss composing such dual consoli-
dated loss being made available as a re-

26 CFR Ch. | (4-1-17 Edition)

sult of the transfer of assets of a dual
resident corporation or separate unit,
provided—

(i) Such items of loss and deduction
are made available solely as a result of
the basis of the transferred assets
being determined, under foreign law, in
whole or in part by reference to the
basis of the assets in the hands of the
dual resident corporation or separate
unit;

(i1) The aggregate adjusted basis, as
determined under U.S. tax principles,
of all the assets so transferred during
any 12-month period is less than 10 per-
cent of the aggregate adjusted basis, as
determined under U.S. tax principles,
of all the dual resident corporation’s or
separate unit’s assets, determined by
reference to the assets held at the be-
ginning of such 12-month period; and

(iii) The aggregate adjusted basis, as
determined under U.S. tax principles,
of all the assets so transferred at any
time is less than 30 percent of the ag-
gregate adjusted basis, as determined
under U.S. tax principles, of all the
dual resident corporation’s or separate
unit’s assets, determined by reference
to the assets held at the end of the tax-
able year in which the dual consoli-
dated loss was generated. See
§1.1503(d)-7(c) Example 15.

() Assumption of certain liabilities—(i)
In general. Except to the extent pro-
vided in paragraph (c)(7)(ii) of this sec-
tion, no foreign use shall be considered
to occur with respect to any dual con-
solidated loss solely as a result of an
item of deduction or loss composing
such dual consolidated loss being made
available following the assumption of
liabilities of a dual resident corpora-
tion or separate unit, provided such
availability arises solely as the result
of an item of deduction or loss incurred
with respect to, or as a result of, such
liabilities. See §1.1503(d)-7(c) Example
16.

(i1) Ordinary course limitation. Para-
graph (c)(7)(i) of this section shall
apply only to the extent the liabilities
assumed were incurred in the ordinary
course of the dual resident corpora-
tion’s, or separate unit’s, trade or busi-
ness. For purposes of this paragraph, 1i-
abilities incurred in the ordinary
course of a trade or business shall in-
clude debt incurred to finance the
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trade or business of the dual resident
corporation or separate unit.

(8) Multiple-party events. This para-
graph applies to a transaction that
qualifies for the triggering event ex-
ception described in §1.1503(d)—
6(f)(2)(1)(B) where the acquiring unaf-
filiated domestic corporation or con-
solidated group owns, directly or indi-
rectly, more than 90 percent, but less
than 100 percent, of the transferred as-
sets or interests immediately after the
transaction. In such a case, no foreign
use shall be considered to occur with
respect to a dual consolidated loss of
the dual resident corporation or sepa-
rate unit whose assets or interests
were acquired, solely as a result of the
less than 10 percent direct or indirect
ownership of the acquired assets or in-
terests by persons other than the ac-
quiring unaffiliated domestic corpora-
tion or consolidated group, as applica-
ble, immediately after the transaction.
See §1.1503(d)-7(c) Example 37.

(9) Additional guidance. The Commis-
sioner may provide, by guidance pub-
lished in the Internal Revenue Bul-
letin, that certain events or trans-
actions do or do not result in a foreign
use. Such guidance may also modify
the triggering events and rebuttals de-
scribed in §1.1503(d)-6(e), and the excep-
tions thereto under §1.1503(d)-6(f), as
appropriate.

(d) Ordering rules for determining the
foreign use of losses. If the laws of a for-
eign country provide for the foreign
use of losses of a dual resident corpora-
tion or a separate unit, but do not pro-
vide applicable rules for determining
the order in which such losses are used
in a taxable year, the following rules
shall apply:

(1) Any net loss, or net income, that
the dual resident corporation or sepa-
rate unit has in a taxable year shall
first be used to offset net income, or
loss, recognized by its affiliates in the
same taxable year before any carry
over of its losses is considered to be
used to offset any income from the tax-
able year.

(2) If under the laws of the foreign
country the dual resident corporation
or separate unit has losses from dif-
ferent taxable years, it shall be deemed
to use first the losses which would not
constitute a triggering event that

§1.1503(d)-3

would result in the recapture of a dual
consolidated loss pursuant to
§1.1503(d)-6(h). Thereafter, it shall be
deemed to use first the losses from the
most recent taxable year from which a
loss may be carried forward or back for
foreign law purposes.

(3) Where different losses or deduc-
tions (for example, capital losses and
ordinary losses) of a dual resident cor-
poration or separate unit incurred in
the same taxable year are available for
foreign use, the different losses shall be
deemed to be used on a pro rata basis.
See §1.1503(d)-7(c) Example 12.

(e) Mirror legislation rule—(1) In gen-
eral. Except as provided in paragraph
(e)(2) of this section and §1.1503(d)-6(b)
(relating to agreements entered into
between the United States and a for-
eign country), a foreign use shall be
deemed to occur if the income tax laws
of a foreign country would deny any
opportunity for the foreign use of the
dual consolidated loss in the year in
which the dual consolidated loss is in-
curred (mirror legislation), determined
by assuming that such foreign country
had recognized the dual consolidated
loss in such year, for any of the fol-
lowing reasons:

(i) The dual resident corporation or
separate unit that incurred the loss is
subject to income taxation by another
country (for example, the TUnited
States) on its worldwide income or on
a residence basis.

(ii) The loss may be available to off-
set income (other than income of the
dual resident corporation or separate
unit) under the laws of another country
(for example, the United States).

(iii) The deductibility of any portion
of a deduction or loss taken into ac-
count in computing the dual consoli-
dated loss depends on whether such
amount is deductible under the laws of
another country (for example, the
United States). See §1.1503(d)-7(c) Ezx-
amples 17 through 19.

(2) Stand-alone exception—(i) In gen-
eral. This paragraph (e)(2) applies if, in
the absence of the mirror legislation
described in paragraph (e)(1) of this
section, no item of deduction or loss
composing the dual consolidated loss of
such dual resident corporation or sepa-
rate unit would otherwise be available
for a foreign use in the taxable year in
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which such dual consolidated loss is in-
curred. This determination is made
without regard to whether such avail-
ability is limited by election (or other
similar procedure). However, for pur-
poses of this paragraph (e)(2)(i), no
item of deduction or loss composing
the dual consolidated loss of a dual
resident corporation or separate unit is
considered to be made available for for-
eign use solely because the laws of a
foreign country would enable a foreign
use through a sale, merger, or similar
transaction (provided no such sale,
merger, or similar transaction actually
occurs). In such a case, no foreign use
shall be considered to occur pursuant
to paragraph (e)(1) of this section with
respect to the dual consolidated loss,
provided the requirements of paragraph
(e)(2)(ii) of this section are satisfied.
See §1.1503(d)-7(c) Examples 17 through
19.

(i1) Stand-alone domestic use agree-
ment. In order to qualify for the excep-
tion under paragraph (e)(2)(i) of this
section, the consolidated group, unaf-
filiated dual resident corporation, or
unaffiliated domestic owner, as the
case may be, must enter into a domes-
tic use agreement in accordance with
the provisions of §1.1503(d)-6(d) and, in
addition, must include the following
items in such domestic use agreement:

(A) A statement that the document is
also being submitted under the provi-
sions of paragraph (e)(2) of this section.

(B) A certification that the condi-
tions of paragraph (e)(2)(i) of this sec-
tion are satisfied during the taxable
year in which the dual consolidated
loss is incurred.

(C) An agreement to include with
each annual certification required
under §1.1503(d)-6(g), a certification
that the conditions described in para-
graph (e)(2)(i) of this section are satis-
fied during the taxable year of each
such certification.

(iii) Termination of stand-alone domes-
tic use agreement. This paragraph
(e)(2)(iii) applies to a consolidated
group, unaffiliated dual resident cor-
poration, or unaffiliated domestic
owner, as the case may be, that entered
into a domestic use agreement pursu-
ant to paragraph (e)(2)(ii) of this sec-
tion, with respect to a dual consoli-
dated loss, and which subsequently

26 CFR Ch. | (4-1-17 Edition)

makes an election pursuant to
§1.1503(d)-6(b) (relating to agreements
entered into between the United States
and a foreign country) with respect to
such dual consolidated loss. In such a
case, the dual consolidated loss shall be
subject to the election under §1.1503(d)-
6(b) (and any related agreements, rep-
resentations and conditions), and the
domestic use agreement entered into
pursuant to paragraph (e)(2)(ii) of this
section shall terminate and have no
further effect.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007]

§1.1503(d)-4 Domestic use limitation
and related operating rules.

(a) Scope. This section prescribes
rules that apply when the general limi-
tation on the domestic use of a dual
consolidated loss under paragraph (b)
of this section applies. Thus, the rules
of this section do not apply when an
exception to the domestic use limita-
tion applies (for example, as a result of
a domestic use election under
§1.1503(d)-6(d)). In general, when the
domestic use limitation applies, the
dual consolidated loss of a dual resi-
dent corporation or separate unit is
subject to the separate return limita-
tion year (SRLY) provisions of §1.1502—
21(c), as modified under this section.
Paragraph (c) of this section provides
rules that determine the effect of a
dual consolidated loss on a consoli-
dated group, an unaffiliated dual resi-
dent corporation, or an unaffiliated do-
mestic owner. Paragraph (d) of this
section provides rules that eliminate
dual consolidated losses following cer-
tain transactions or events. Paragraph
(e) of this section contains provisions
that prevent dual consolidated losses
from offsetting tainted income. Fi-
nally, paragraph (f) of this section pro-
vides rules for computing foreign tax
credits.

(b) Limitation on domestic use of a dual
consolidated loss. Except as provided in
§1.1503(d)-6, the domestic use of a dual
consolidated loss is not permitted. See
§1.1503(d)-2 for the definition of a do-
mestic use. See also §1.1503(d)-7(c) Ex-
amples 2 through 4.

(c) Effect of a dual consolidated loss on
a consolidated group, unaffiliated dual
resident corporation, or unaffiliated do-
mestic owner. For any taxable year in
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which a dual resident corporation or
separate unit has a dual consolidated
loss that is subject to the domestic use
limitation of paragraph (b) of this sec-
tion, the following rules shall apply:

(1) Dual resident corporation. This
paragraph (c)(1) applies to a dual con-
solidated loss of a dual resident cor-
poration. The unaffiliated dual resident
corporation, or consolidated group that
includes the dual resident corporation,
shall compute its taxable income (or
loss), or consolidated taxable income
(or loss), respectively, without taking
into account those items of deduction
and loss that compose the dual resident
corporation’s dual consolidated loss.
For this purpose, the dual consolidated
loss shall be treated as composed of a
pro rata portion of each item of deduc-
tion and loss of the dual resident cor-
poration taken into account in calcu-
lating the dual consolidated loss. The
dual consolidated loss is subject to the
limitations on its use contained in
paragraph (c)(3) of this section and,
subject to such limitations, may be
carried over or back for use in other
taxable years as a separate net oper-
ating loss carryover or carryback of
the dual resident corporation arising in
the year incurred. If the dual resident
corporation owns a separate unit or an
interest in a transparent entity, the
limitations contained in paragraph
(c)(3) of this section shall apply to the
dual resident corporation as if the sep-
arate unit or interest in a transparent
entity were a separate domestic cor-
poration that filed a consolidated re-
turn with the unaffiliated dual resident
corporation, or with the consolidated
group of the affiliated dual resident
corporation, as applicable.

(2) Separate unit. This paragraph (c)(2)
applies to a dual consolidated loss that
is attributable to a separate unit. The
unaffiliated domestic owner of a sepa-
rate unit, or the consolidated group of
an affiliated domestic owner of a sepa-
rate unit, shall compute its taxable in-
come (or loss) or consolidated taxable
income (or loss), respectively, without
taking into account those items of de-
duction and loss that compose the sep-
arate unit’s dual consolidated loss. For
this purpose, the dual consolidated loss
shall be treated as composed of a pro
rata portion of each item of deduction
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and loss of the separate unit taken into
account in calculating the dual con-
solidated loss. The dual consolidated
loss is subject to the limitations con-
tained in paragraph (c)(3) of this sec-
tion as if the separate unit to which
the dual consolidated loss is attrib-
utable were a separate domestic cor-
poration that filed a consolidated re-
turn with its unaffiliated domestic
owner or with the consolidated group
of its affiliated domestic owner, as ap-
plicable. Subject to such limitations,
the dual consolidated loss may be car-
ried over or back for use in other tax-
able years as a separate net operating
loss carryover or carryback of the sep-
arate unit arising in the year incurred.
See §1.1503(d)-7(c) Examples 29 and 38.

(3) SRLY limitation. The dual consoli-
dated loss shall be treated as a loss in-
curred by the dual resident corporation
or separate unit in a separate return
limitation year and shall be subject to
all of the limitations of §1.15602-21(c)
(SRLY limitation), subject to the fol-
lowing modifications—

(i) Notwithstanding §1.1502-1(f)(2)(i),
the SRLY limitation is applied to any
dual consolidated loss of a common
parent that is a dual resident corpora-
tion, or any dual consolidated loss at-
tributable to a separate unit of a com-
mon parent;

(ii) The SRLY limitation is applied
without regard to §1.1502-21(c)(2)
(SRLY subgroup limitation) and 1.1502—
21(g) (overlap with section 382);

(iii) For purposes of calculating the
general SRLY limitation under §1.1502—
21(c)(1)(i), the calculation of aggregate
consolidated taxable income shall only
include items of income, gain, deduc-
tion, and loss generated—

(A) In the case of a hybrid entity sep-
arate unit, in years in which the hybrid
entity (an interest in which is a sepa-
rate unit) is taxed as a corporation (or
otherwise at the entity level) either on
its worldwide income or as a resident
in the same foreign country in which it
was so taxed during the year in which
the dual consolidated loss was gen-
erated; and

(B) In the case of a foreign branch
separate unit, in years in which the
foreign branch qualified as a separate
unit in the same foreign country in
which it so qualified during the year in
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which the dual consolidated loss was
generated.

(iv) For purposes of calculating the
general SRLY limitation under §1.1502—
21(c)(1)(i), the calculation of aggregate
consolidated taxable income shall not
include any amount included in income
pursuant to §1.1503(d)-6(h) (relating to
the recapture of a dual consolidated
loss).

(4) Items of a dual consolidated 1loss
used in other taxable years. A pro rata
portion of each item of deduction or
loss that composes the dual consoli-
dated loss shall be considered to be
used when the dual consolidated loss is
used in other taxable years. See
§1.1503(d)-7(c) Examples 29 and 38.

(5) Reconstituted net operating losses.
For additional rules and limitations
that apply to reconstituted net oper-
ating losses, see §1.1503(d)-6(h)(6).

(d) Elimination of a dual consolidated
loss after certain transactions—(1) Gen-
eral rule. In general, a dual resident
corporation has a net operating loss
(and, therefore, a dual consolidated
loss) only if it sustains such loss, or
succeeds to such loss as a result of ac-
quiring the assets of a corporation that
sustained the loss in a transaction de-
scribed in section 381(a). Similarly, a
net loss generally is attributable to a
separate unit of a domestic owner (and
therefore is a dual consolidated loss)
only if the domestic owner incurs the
deductions or losses, or succeeds to
such deductions or losses in a trans-
action described in section 381(a). Ex-
cept as provided in @ §1.1503(d)-
6(h)(6)(iii), section 1503(d) and these
regulations do not alter these general
rules. Thus, the provisions of
§§1.1503(d)-1 through 1.1503(d)-8 gen-
erally do not cause a corporation to
have a dual consolidated loss if it did
not sustain (or inherit) the loss. In-
stead, these regulations either elimi-
nate a dual consolidated loss that a
corporation sustained (or inherited), or
prevent the carryover of a dual consoli-
dated loss under section 381 that would
ordinarily occur, as a result of certain
transactions.

(i) Transactions described in Ssection
381(a). This paragraph (d)(1)(i) applies
to a dual consolidated loss of a dual
resident corporation, or of a domestic
owner attributable to a separate unit,
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that is subject to the domestic use lim-
itation rule of paragraph (b) of this sec-
tion. In such a case, and except as pro-
vided in paragraph (d)(2) of this sec-
tion, the dual consolidated loss shall
not carry over to another corporation
in a transaction described in section
381(a) and, as a result, shall be elimi-
nated. See §1.1503(d)-7(c) Example 20.

(i1) Cessation of separate unit status.
This paragraph (d)(1)(ii) applies when a
separate unit of an unaffiliated domes-
tic owner ceases to be a separate unit
of its domestic owner, or when a sepa-
rate unit of an affiliated domestic
owner ceases to be a separate unit with
respect to its domestic owner and all
other members of the affiliated domes-
tic owner’s consolidated group. In such
a case, and except as provided in para-
graph (d)(2)(iii) of this section, a dual
consolidated loss of the domestic owner
attributable to such separate unit, that
is subject to the domestic use limita-
tion of paragraph (b) of this section,
shall be eliminated. For purposes of
this paragraph (d)(1)(ii), a separate unit
may cease to be a separate unit if, for
example, such separate unit is termi-
nated, dissolved, liquidated, sold, or
otherwise disposed of. See §1.1503(d)-
7(c) Example 21.

(2) Ezxceptions—(i) Certain section
368(a)(1)(F) reorganizations. Paragraph
(d)(@)(E) of this section (relating to
transactions described in section
381(a)) shall not apply to a dual con-
solidated loss of a dual resident cor-
poration that undergoes a reorganiza-
tion described in section 368(a)(1)(F) in
which the resulting corporation is a do-
mestic corporation. In such a case, the
dual consolidated loss of the resulting
corporation continues to be subject to
the limitations of paragraphs (b) and
(c) of this section, applied as if the re-
sulting corporation incurred the dual
consolidated loss.

(ii) Acquisition of a dual resident cor-
poration by another dual resident cor-
poration. If a dual resident corporation
transfers its assets to another dual
resident corporation in a transaction
described in section 381(a), and the
transferee corporation is a resident of
(or is taxed on its worldwide income
by) the same foreign country of which
the transferor was a resident (or was
taxed on its worldwide income), then
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paragraph (d)(1)(i) of this section shall
not apply with respect to dual consoli-
dated losses of the dual resident cor-
poration, and income generated by the
transferee may be offset by the carry-
over dual consolidated losses of the
transferor, subject to the limitations of
paragraphs (b) and (c) of this section
applied as if the transferee incurred the
dual consolidated loss. Dual consoli-
dated losses of the transferor dual resi-
dent corporation may not, however, be
used to offset income attributable to
separate units or interests in trans-
parent entities owned by the transferee
because they constitute domestic af-
filiates under §1.1503(d)-1(b)(12)(iii) and
(iv), respectively.

(iii) Acquisition of a separate unit by a
domestic corporation. This paragraph
(d)(2)(iii) provides exceptions to the
general rules in paragraphs (d)(1)(i) and
(ii) of this section that eliminate the
dual consolidated loss of a domestic
owner that is attributable to a sepa-
rate unit following certain trans-
actions or events. The exceptions set
forth in this paragraph (d)(2)(iii) shall
only apply where a domestic owner
transfers its assets to a domestic cor-
poration (transferee corporation) in a
transaction described in section 381(a).

(A) Acquisition by a corporation that is
not a member of the same consolidated
group—(1) General rule. If a domestic
owner transfers either an individual
separate unit or a combined separate
unit to a transferee corporation that is
not a member of its consolidated group
in a transaction described in section
381(a), and the transferee corporation,
or a member of the transferee’s con-
solidated group, is a domestic owner of
the transferred separate unit imme-
diately after the transaction, then
paragraphs (d)(1)(i) and (ii) of this sec-
tion shall not apply to such transfer. In
addition, income of the transferee, or a
member of the transferee’s consoli-
dated group, that is attributable to the
transferred separate unit may be offset
by the carryover dual consolidated
losses of the transferor domestic owner
that were attributable to the trans-
ferred separate unit, subject to the lim-
itations of paragraphs (b) and (c) of
this section applied as if the transferee
incurred the dual consolidated losses
and such losses were attributable to

§1.1503(d)-4

the separate unit. See §1.1503(d)-7(c)
Example 21.

(2) Combination with separate units of
the transferee. This paragraph
(d)(2)({ii)(A)(2) applies to a transaction
described in paragraph (d)(2)(iii)(A)()
of this section where the transferred
separate unit is combined with another
separate unit of the transferee, or an-
other member of the transferee’s con-
solidated group, immediately after the
transfer as provided under §1.1503(d)-
1(b)(4)(ii). In such a case, income gen-
erated by the transferee, or another
member of the transferee’s consoli-
dated group, that is attributable to the
combined separate unit may be offset
by the carryover dual consolidated
losses that were attributable to the
transferred separate unit, subject to
the limitations of paragraphs (b) and
(c) of this section, applied as if the
transferee incurred the dual consoli-
dated losses and such losses were at-
tributable to the combined separate
unit.

(B) Acquisition by a member of the same
consolidated group. If an affiliated do-
mestic owner transfers its assets to an-
other member of its consolidated group
in a transaction described in section
381(a), and the transferee corporation
or another member of such consoli-
dated group is a domestic owner of the
separate unit to which the dual con-
solidated loss was attributable, then
paragraphs (d)(1)(i) and (ii) of this sec-
tion shall not apply. In addition, in-
come generated by the transferee that
is attributable to the transferred sepa-
rate unit may be offset by the carry-
over dual consolidated losses that were
attributable to the transferred sepa-
rate unit, subject to the limitations of
paragraphs (b) and (c) of this section,
applied as if the transferee incurred the
dual consolidated losses and such
losses were attributable to the separate
unit. See §1.1503(d)-7(c) Example 21.

(iv) Special rules for foreign insurance
companies. See §1.1503(d)-6(a) for addi-
tional limitations that apply where the
transferor is a foreign insurance com-
pany that is a dual resident corpora-
tion under §1.1503(d)-1(b)(2)(ii).

(e) Special rule denying the use of a
dual consolidated loss to offset tainted in-
come—(1) In general. Dual consolidated
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losses incurred by a dual resident cor-
poration that are subject to the domes-
tic use limitation rule under paragraph
(b) of this section shall not be used to
offset income it earns after it ceases to
be a dual resident corporation to the
extent that such income is tainted in-
come.

(2) Tainted income—(i) Definition. For
purposes of paragraph (e)(1) of this sec-
tion, the term tainted income means—

(A) Income or gain recognized on the
sale or other disposition of tainted as-
sets; and

(B) Income derived as a result of
holding tainted assets.

(ii) Income presumed to be derived from
holding tainted assets. In the absence of
evidence establishing the actual
amount of income that is attributable
to holding tainted assets, the portion
of a corporation’s income in a par-
ticular taxable year that is treated as
tainted income derived as a result of
holding tainted assets shall be an
amount equal to the corporation’s tax-
able income for the year (other than
income described in paragraph
(e)(2)(1)(A) of this section) multiplied
by a fraction, the numerator of which
is the fair market value of all tainted
assets acquired by the corporation (de-
termined at the time such assets were
so acquired) and the denominator of
which is the fair market value of the
total assets owned by the corporation
at the end of such taxable year. To es-
tablish the actual amount of income
that is attributable to holding tainted
assets, documentation must be at-
tached to, and filed by the due date (in-
cluding extensions) of, the domestic
corporation’s tax return or the consoli-
dated tax return of an affiliated group
of which it is a member, as the case
may be, for the taxable year in which
the income is generated. See §1.1503(d)-
7(c) Example 22.

(3) Tainted assets defined. For pur-
poses of paragraph (e)(2) of this section,
tainted assets are any assets acquired
by a domestic corporation in a non-
recognition transaction, as defined in
section 7701(a)(45), any assets otherwise
transferred to the corporation as a con-
tribution to capital, or any assets oth-
erwise received from a separate unit or
a transparent entity owned by such do-
mestic corporation, at any time during
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the three taxable years immediately
preceding the taxable year in which the
corporation ceases to be a dual resident
corporation or at any time thereafter.

(4) Ezxceptions. Income derived from
assets acquired by a domestic corpora-
tion shall not be subject to the limita-
tion described in paragraph (e)(1) of
this section, and in addition shall not
be treated as tainted assets as defined
in paragraph (e)(3) of this section, if—

(i) For the taxable year in which the
assets were acquired, the corporation
did not have a dual consolidated loss
(or a carryforward of a dual consoli-
dated loss to such year); or

(ii) The assets were acquired as re-
placement property in the ordinary
course of business.

(f) Computation of foreign tax credit
limitation. If a dual consolidated loss is
subject to the domestic use limitation
rule under paragraph (b) of this sec-
tion, the consolidated group, unaffili-
ated dual resident corporation, or unaf-
filiated domestic owner shall compute
its foreign tax credit limitation by ap-
plying the limitations of paragraph (c)
of this section. Thus, the items consti-
tuting the dual consolidated loss are
not taken into account until the year
in which such items are absorbed.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007]

§1.1503(d)-5 Attribution of items and
basis adjustments.

(a) In general. This section provides
rules for determining the amount of in-
come or dual consolidated loss of a
dual resident corporation. This section
also provides rules for determining the
income or dual consolidated loss at-
tributable to a separate unit, as well as
the income or loss attributable to an
interest in a transparent entity. Para-
graph (b) of this section provides rules
with respect to dual resident corpora-
tions. Paragraph (c) of this section pro-
vides rules with respect to separate
units and interests in transparent enti-
ties. These determinations are required
for wvarious purposes under section
1503(d). For example, it is necessary for
purposes of applying the domestic use
limitation rule under §1.1503(d)-4(b) to
a dual consolidated loss, and for deter-
mining the extent to which a dual con-
solidated loss is available to offset in-
come as provided under §1.1503(d)-4(c).
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These determinations are also nec-
essary for purposes of determining
whether the amount subject to recap-
ture may be reduced pursuant to
§1.1503(d)-6(h)(2). Paragraph (d) of this
section provides rules with respect to
the foreign tax treatment of items.
Paragraph (e) of this section provides
rules regarding the treatment of items
where a dual resident corporation, sep-
arate unit, or transparent entity only
qualified as such during a portion of a
taxable year. Paragraph (f) of this sec-
tion provides rules for determining the
assets and liabilities of a separate unit.
Finally, paragraph (g) of this section
provides rules for making basis adjust-
ments to stock of certain members of a
consolidated group and to certain in-
terests in partnerships. The rules in
this section apply for purposes of
§§1.1503(d)-1 through 1.1503(d)-17.

(b) Determination of amount of income
or dual consolidated loss of a dual resi-
dent corporation—(1) In general. For pur-
poses of determining whether a dual
resident corporation has income or a
dual consolidated loss for the taxable
year, and except as provided in para-
graph (b)(2) of this section, the dual
resident corporation shall compute its
income or dual consolidated loss tak-
ing into account only those items of in-
come, gain, deduction, and loss from
such year (including any items recog-
nized by such corporation as a result of
an election under section 338). In the
case of an affiliated dual resident cor-
poration, such calculation shall be
made in accordance with the rules set
forth in the regulations under section
1502 governing the computation of con-
solidated taxable income. See also
paragraphs (d) and (e) of this section.

(2) Exceptions. For purposes of deter-
mining the income or dual consoli-
dated loss of a dual resident corpora-
tion, the following shall not be taken
into account—

(i) Any net capital loss of the dual
resident corporation;

(ii) Any carryover or
losses; or

(iii) Any items of income, gain, de-
duction, and loss that are attributable
to a separate unit or an interest in a
transparent entity of the dual resident
corporation.

carryback

§1.1503(d)-5

(c) Determination of amount of income
or dual consolidated loss attributable to a
separate unit, and income or loss attrib-
utable to an interest in a transparent en-
tity—(1) In general—(i) Scope and pur-
pose. Paragraphs (c¢) through (e) of this
section apply for purposes of deter-
mining the income or dual consoli-
dated loss attributable to a separate
unit, and the income or loss attrib-
utable to an interest in a transparent
entity, for the taxable year. In the case
of an affiliated domestic owner, this
determination shall be made in accord-
ance with the rules set forth in the reg-
ulations under section 1502 governing
the computation of consolidated tax-
able income. These rules apply solely
for purposes of section 1503(d).

(ii) Only items of domestic owner taken
into account. The computation made
under paragraphs (¢) through (e) of this
section shall be made using only those
existing items of income, gain, deduc-
tion, and loss of the separate unit’s or
transparent entity’s domestic owner
(or owners, in the case of certain com-
bined separate units), as determined
for U.S. tax purposes. These items
must be translated into U.S. dollars (if
necessary) at the appropriate exchange
rate provided under section 989(b), as
modified by regulations. The computa-
tion shall be made as if the separate
unit or interest in a transparent entity
were a domestic corporation, using
items that are attributable to the sepa-
rate unit or interest in a transparent
entity. However, for purposes of mak-
ing this computation, net capital
losses, and carryover or carryback
losses, of the domestic owner shall not
be taken into account. Items of in-
come, gain, deduction, and loss that
are otherwise disregarded for U.S. tax
purposes shall not be regarded or taken
into account for purposes of this sec-
tion. See §1.1503(d)-7(c) Examples 6 and
23 through 25.

(iii) Separate application. The attribu-
tion rules of this section shall apply
separately to each separate unit or in-
terest in a transparent entity. Thus, an
item of income, gain, deduction, or loss
shall not be considered attributable to
more than one separate unit or interest
in a transparent entity. In addition, for
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purposes of this section items of in-
come, gain, deduction, and loss attrib-
utable to a separate unit or an interest
in a transparent entity shall not offset
items of income, gain, deduction, and
loss of another separate unit or inter-
est in a transparent entity. See
§1.1503(d)-7(c) Example 24. See also the
separate unit combination rule in
§1.1503(d)-1(b)(4)(ii).

(2) Foreign branch separate unit—@i) In
general. Except to the extent provided
in paragraph (c)(4) of this section, for
purposes of determining the items of
income, gain, deduction (other than in-
terest), and loss of a domestic owner
that are attributable to the domestic
owner’s foreign branch separate unit,
the principles of section 864(c)(2), (¢c)(4),
and (c)(b), as set forth in §1.864-4(c),
and §§1.864-5 through 1.864-7, shall
apply. The principles apply without re-
gard to limitations imposed on the ef-
fectively connected treatment of in-
come, gain, or loss under the trade or
business safe harbors in section 864(b)
and the limitations for treating foreign
source income as effectively connected
under section 864(c)(4)(D). Except as
provided in paragraph (c)(2)(iii) of this
section, for purposes of determining
the domestic owner’s interest expense
that is attributable to a foreign branch
separate unit, the principles of §1.882-5,
as modified in paragraph (c)(2)(ii) of
this section, shall apply. When apply-
ing the principles of section 864(c) (as
modified by this paragraph) and §1.882—
5 (as modified in paragraph (c)(2)(ii) of
this section), the foreign branch sepa-
rate unit’s domestic owner shall be
treated as a foreign corporation, the
foreign branch separate unit shall be
treated as a trade or business within
the United States, and the other assets
of the domestic owner shall be treated
as assets that are not U.S. assets.

(i1) Principles of §1.882-5. For purposes
of paragraph (c)(2)(i) of this section,
the principles of §1.882-5 shall be ap-
plied, subject to the following modi-
fications—

(A) Except as otherwise provided in
this section, only the assets, liabilities,
and interest expense of the domestic
owner shall be taken into account in
the §1.882-5 formula;

(B) Except as provided under para-
graph (¢)(2)(ii)(C) of this section, a tax-
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payer may use the alternative tax book
value method under §1.861-9(i) for pur-
poses of determining the value of its
U.S. assets pursuant to §1.882-5(b)(2)
and its worldwide assets pursuant to
§1.882-5(c)(2);

(C) For purposes of determining the
value of a U.S. asset pursuant to §1.882—
5(b)(2), and worldwide assets pursuant
to §1.882-5(c)(2), the taxpayer must use
the same methodology under §1.861-
9T(g) (that is, tax book value, alter-
native tax book value, or fair market
value) that the taxpayer uses for pur-
poses of allocating and apportioning in-
terest expense for the taxable year
under section 864(e);

(D) Asset values shall be determined
pursuant to §1.861-9T(g)(2); and

(BE) For purposes of determining the
step-two U.S. connected liabilities, the
amounts of worldwide assets and liabil-
ities under §1.882-5(c)(2)(iii) and (iv)
must be determined in accordance with
U.S. tax principles, rather than sub-
stantially in accordance with U.S. tax
principles.

(iii) E=xception where foreign country
attributes interest expense solely by ref-
erence to books and records. The prin-
ciples of §1.882-5 shall not apply if the
foreign country in which the foreign
branch separate unit is located deter-
mines, for purposes of computing tax-
able income (or loss) of a permanent
establishment or branch of a non-
resident corporation under the laws of
the foreign country, the interest ex-
pense of the foreign branch separate
unit by taking into account only the
items of interest expense reflected on
the foreign branch separate unit’s
books and records. In such a case, only
those items of the domestic owner’s in-
terest expense reflected on the foreign
branch separate unit’s books and
records (as provided in paragraph
(¢)(3)(i) of this section), adjusted to
conform to U.S. tax principles, shall be
attributable to the foreign branch sep-
arate unit. This paragraph shall not
apply where the foreign country does
not use a method of attributing inter-
est based solely on the interest that is
reflected on the books and records. For
example, this paragraph does not apply
if the foreign country uses a method
for attributing interest expense similar
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to §1.882-5 or that set forth in the Or-
ganization for Economic Co-operation
and Development Report on the Attri-
bution of Profits to Permanent Estab-
lishments, Part II (Banks), December
2006. See http:/www.oecd.org.

(3) Hybrid entity separate unit and an
interest in a transparent entity—(@{i) Gen-
eral rule. This paragraph (c)(3) applies
to determine the items of income, gain,
deduction, and loss of a domestic owner
that are attributable to a hybrid entity
separate unit, or an interest in a trans-
parent entity, of such domestic owner.
Except to the extent provided in para-
graph (c)(4) of this section, the domes-
tic owner’s items of income, gain, de-
duction, and loss are attributable to
the extent they are reflected on the
books and records of the hybrid entity
or transparent entity, as applicable, as
adjusted to conform to U.S. tax prin-
ciples. See §1.1503(d)-7(c) Examples 23
through 26. For purposes of this para-
graph (c¢)(3), the term ‘books and
records’” has the meaning provided
under §1.989(a)-1(d). The treatment of
items for foreign tax purposes, includ-
ing under any type of foreign anti-de-
ferral regime, is not relevant for pur-
poses of determining whether items are
reflected on the books and records of
the entity, or for purposes of making
adjustments to such items to conform
to U.S. tax principles. The method de-
scribed in the second sentence of this
paragraph shall not apply to the extent
that the Commissioner determines that
booking practices are employed with a
principal purpose of avoiding the prin-
ciples of section 1503(d), including in-
consistently treating the same or simi-
lar items of income, gain, deduction,
and loss. In such a case, the Commis-
sioner may reallocate the items of in-
come, gain, deduction, and loss be-
tween or among a domestic owner, its
hybrid entities, its transparent entities
(and interests therein), its separate
units, or any other entity, as applica-
ble, in a manner consistent with the
principles of section 1503(d) and which
properly reflects income (or loss).

(i) Interests in certain disregarded enti-
ties, partnerships, and grantor trusts
owned by a hybrid entity or transparent
entity. This paragraph (c)(3)(ii) applies
if a hybrid entity or transparent entity
to which paragraph (c)(3)(i) of this sec-
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tion applies owns, directly or indi-
rectly (other than through a hybrid en-
tity or transparent entity), an interest
in an entity that is treated as a dis-
regarded entity, partnership, or grant-
or trust for U.S. tax purposes, but is
not a hybrid entity or a transparent
entity. For example, the rules of this
paragraph would apply when a hybrid
entity holds an interest in a limited
partnership created in the TUnited
States and, for both U.S. and foreign
tax purposes the entity is considered a
partnership. In such a case, and except
to the extent provided in paragraph
(c)(4) of this section, items of income,
gain, deduction, and loss that are re-
flected on the books and records of
such disregarded entity, partnership or
grantor trust, as determined under
paragraph (c¢)(3)(i) of this section, shall
be treated as being reflected on the
books and records of the hybrid entity
or transparent entity for purposes of
applying paragraph (c¢)(3)(i) of this sec-
tion. See §1.1503(d)-7(c) Example 26.

(4) Special rules. The following special
rules shall apply for purposes of attrib-
uting items to separate units or inter-
ests in transparent entities under this
section:

(1) Allocation of items between certain
tiered separate wunits and interests in
transparent entities—(A) Foreign branch
separate unit. This paragraph (c)(4)(i)
applies where a hybrid entity or trans-
parent entity owns directly or indi-
rectly (other than through a hybrid en-
tity or a transparent entity), a foreign
branch separate unit. For purposes of
determining items of income, gain, de-
duction, and loss of the domestic owner
that are attributable to the domestic
owner’s foreign branch separate unit
described in the preceding sentence,
only items of income, gain, deduction,
and loss that are attributable to the
domestic owner’s interest in the hybrid
entity, or transparent entity, as pro-
vided in paragraph (c)(3) of this sec-
tion, shall be taken into account. Fur-
ther, only assets, liabilities, and activi-
ties of the domestic owner’s interest in
the hybrid entity or the transparent
entity shall be taken into account
under paragraph (c)(2) of this section
when applying the ©principles of
864(c)(2), (¢)4), (c)(b) (as set forth in
§1.864-4(c), and §§1.864-5 through 1.864-
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7), and §1.882-5 (as modified in para-
graph (c)(2)(ii) of this section). See
§1.1503(d)-7(c) Examples 25 and 26.

(B) Hybrid entity separate unit or inter-
est in a transparent entity. For purposes
of determining items of income, gain,
deduction, and loss that are attrib-
utable to a hybrid entity separate unit
or an interest in a transparent entity
described in paragraph (c)(3) of this
section, such items shall not be taken
into account to the extent they are at-
tributable to a foreign branch separate
unit pursuant to paragraph (c)(4)(i)(A)
of this section. See §1.1503(d)-7(c) Ex-
amples 25 and 26.

(ii) Combined separate unit. If two or
more individual separate units defined
in §1.1503(d)-1(b)(4)(i) are treated as one
combined separate unit pursuant to
§1.1503(d)-1(b)(4)(ii), the items of in-
come, gain, deduction, and loss that
are attributable to the combined sepa-
rate unit shall be determined as fol-
lows:

(A) Items of income, gain, deduction,
and loss are first attributed to each in-
dividual separate unit without regard
to §1.1503(d)-1(b)(4)(ii), pursuant to the
rules of paragraphs (c) through (e) of
this section.

(B) The combined separate unit then
takes into account all of the items of
income, gain, deduction, and loss at-
tributable to its individual separate
units pursuant to paragraph
(¢)@)(i)(A) of this section. See
§1.1503(d)-7(c) Examples 25 and 26.

(iii) Gain or loss on the direct or indi-
rect disposition of a separate unit or an
interest in a transparent entity—(A) In
general. This paragraph (c)(4)(iii) ap-
plies for purposes of attributing items
of income, gain, deduction, and loss
that are recognized on the sale, ex-
change, or other disposition of a sepa-
rate unit or an interest in a trans-
parent entity (or an interest in a dis-
regarded entity, partnership, or grant-
or trust that owns, directly or indi-
rectly, a separate unit or an interest in
a transparent entity). For purposes of
this paragraph (c)(4)(iii), items taken
into account on the sale, exchange, or
other disposition include loss recapture
income or gain under section
367(a)(3)(C) or 904(f)(3), and gain or loss
recognized by the domestic owner as
the result of an election under section
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338. In cases where this paragraph
(c)(4)(iii)(A) applies, items taken into
account on the sale, exchange, or other
disposition shall be attributable to the
separate unit or the interest in the
transparent entity to the extent of
gain or loss that would have been rec-
ognized had the separate unit or trans-
parent entity sold all its assets (as de-
termined in paragraph (f) of this sec-
tion) in a taxable exchange, imme-
diately before the sale, exchange, or
other disposition (deemed sale). For
purposes of a deemed sale described in
this paragraph (c)(4)(iii), the assets are
treated as being sold for an amount
equal to their fair market value, plus
the assumption of the liabilities of the
separate unit or interest in a trans-
parent entity (as determined in para-
graph (f) of this section). See §1.1503(d)—
T7(c) Example 27.

(B) Multiple separate units or interests
in transparent entities. This paragraph
(c)(4)(iii)(B) applies to a sale, exchange,
or other disposition described in para-
graph (c)(4)(iii)(A) of this section that
results in more than one separate unit
or interest in a transparent entity
being, directly or indirectly, disposed
of. In such a case, items of income,
gain, deduction, and loss recognized on
such sale, exchange, or other disposi-
tion are allocated and attributed to
each separate unit or interest in a
transparent entity, based on the rel-
ative gain or loss that would have been
recognized by each separate unit or in-
terest in a transparent entity pursuant
to a deemed sale of their assets. See
§1.1503(d)-7(c) Example 28.

(iv) Inclusions on stock. Any amount
included in income of a domestic owner
arising from ownership of stock in a
foreign corporation (for example, under
sections 78, 951, or 986(c)) through a
separate unit, or interest in a trans-
parent entity, shall be attributable to
the separate unit or interest in a trans-
parent entity, if an actual dividend
from such foreign corporation would
have been so attributed. See §1.1503(d)-
7(c) Example 24.

(v) Foreign currency gain or loss recog-
niced wunder section 987. Foreign cur-
rency gain or loss of a domestic owner
recognized under section 987 as a result
of a transfer or remittance shall not be
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attributable to a separate unit or an
interest in a transparent entity.

(vi) Recapture of dual consolidated loss.
If all or a portion of a dual consoli-
dated loss that was attributable to a
separate unit is included in the gross
income of a domestic owner under the
recapture provisions of §1.1503(d)-6(h),
such amount shall be attributable to
the separate unit that incurred the
dual consolidated loss being recap-
tured. See §1.1503(d)-7(c) Examples 38
and 40.

(d) Foreign tax treatment disregarded.
The fact that a particular item taken
into account in computing the income
or dual consolidated loss of a dual resi-
dent corporation or a separate unit, or
the income or loss of an interest in a
transparent entity, is not taken into
account in computing income (or loss)
subject to a foreign country’s income
tax shall not cause such item to be ex-
cluded from being taken into account
under paragraph (b), (¢), or (e) of this
section.

(e) Items generated or incurred while a
dual resident corporation, a separate unit,
or a transparent entity. For purposes of
determining the amount of the dual
consolidated loss of a dual resident cor-
poration for the taxable year, only the
items of income, gain, deduction, and
loss generated or incurred during the
period the dual resident corporation
qualified as such shall be taken into
account. For purposes of determining
the amount of income of a dual resi-
dent corporation for the taxable year,
all the items of income, gain, deduc-
tion, and loss generated or incurred
during the year shall be taken into ac-
count. For purposes of determining the
amount of the income or dual consoli-
dated loss attributable to a separate
unit, or the income or loss attributable
to an interest in a transparent entity,
for the taxable year, only the items of
income, gain, deduction, and loss gen-
erated or incurred during the period
the separate unit or the interest in the
transparent entity qualified as such
shall be taken into account. For pur-
poses of this paragraph (e), the alloca-
tion of items to periods shall be made
under the principles of §1.1502-76(b).

(f) Assets and liabilities of a separate
unit or an interest in a transparent enti-
ty. A separate unit or an interest in a
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transparent entity shall be treated as
owning assets to the extent items of in-
come, gain, deduction, and loss from
such assets would be attributable to
the separate unit or interest in the
transparent entity under paragraphs
(c) through (e) of this section. Simi-
larly, liabilities shall be treated as li-
abilities of a separate unit, or an inter-
est in a transparent entity, to the ex-
tent interest expense incurred on such
liabilities would be attributable to the
separate unit, or the interest in a
transparent entity, under paragraphs
(c) through (e) of this section.

(g) Basis adjustments—(1) Affiliated
dual resident corporation or affiliated do-
mestic owner. If a member of a consoli-
dated group owns stock in an affiliated
dual resident corporation or an affili-
ated domestic owner that is a member
of the same consolidated group, the
member shall adjust the basis of the
stock in accordance with the provi-
sions of §1.1502-32. Corresponding ad-
justments shall be made to the stock of
other members in accordance with the
provisions of §1.1502-32. In the case
where two or more individual separate
units are treated as a combined sepa-
rate unit pursuant to §1.1503(d)-
1(b)(4)(ii), see paragraph (g)(3) of this
section.

(2) Interests in hybrid entities that are
partnerships or interests in partnerships
through which a separate unit is owned
indirectly—(@i) Scope. This paragraph
(2)(2) applies for purposes of deter-
mining the adjusted basis of an inter-
est in—

(A) A hybrid entity that is a partner-
ship; and

(B) A partnership through which a
domestic owner indirectly owns a sepa-
rate unit.

(i1) Determination of basis of partner’s
interest. The adjusted basis of an inter-
est described in paragraph (g)(2)(i) of
this section shall be adjusted in accord-
ance with section 705 and this para-
graph (g)(2). The adjusted basis shall
not be decreased for any amount of a
dual consolidated loss that is attrib-
utable to the partnership interest, or
separate unit owned indirectly through
the partnership interest, as applicable,
that is not absorbed as a result of the
application of §1.1503(d)-4(b) and (c).
The adjusted basis shall, however, be
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decreased for the amount of such dual
consolidated loss that is absorbed in a
carryover or carryback taxable year.
The adjusted basis shall be increased
for any amount included in income
pursuant to §1.1503(d)-6(h) as a result of
the recapture of a dual consolidated
loss that was attributable to the inter-
est in the hybrid partnership, or sepa-
rate unit owned indirectly through the
partnership interest, as applicable.

(3) Combined separate units. This para-
graph (g)(3) applies where two or more
individual separate units of one or
more affiliated domestic owners are
treated as one combined separate unit
pursuant to §1.1503(d)-1(b)(4)(ii). In
such a case, a member owning stock in
an affiliated domestic owner of the
combined separate unit shall adjust the
basis in the stock of such domestic
owner as provided in paragraph (g)(1) of
this section, and an affiliated domestic
owner shall adjust its basis in a part-
nership, as provided in paragraph (g)(2)
of this section, taking into account
only those items of income, gain, de-
duction, or loss attributable to each in-
dividual separate unit, prior to com-
bination. For purposes of this rule, if
the dual consolidated loss attributable
to a combined separate unit is subject
to the domestic use limitation of
§1.1503(d)-4(b), then for purposes of this
paragraph (g) and §1.15602-32, the dual
consolidated loss shall be allocated to
an individual separate unit to the ex-
tent such individual separate unit con-
tributed items of deduction or loss giv-
ing rise to the dual consolidated loss.
In addition, if one or more affiliated
domestic owners are required to recap-
ture all or a portion of a dual consoli-
dated loss pursuant to paragraph (h) of
this section, such recapture amount
shall be allocated to the affiliated do-
mestic owner of the individual separate
units composing the combined separate
unit, to the extent such individual sep-
arate units contributed items of deduc-
tion or loss giving rise to the recap-
tured dual consolidated loss.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007; 72 FR

20424, Apr. 25, 2007]

§1.1503(d)-6 Exceptions to the domes-
tic use limitation rule.

(a) In general—(1) Scope and purpose.
This section provides certain excep-
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tions to the domestic use limitation
rule of §1.1503(d)-4(b). Paragraph (b) of
this section provides an exception for
bilateral elective agreements. Para-
graph (c) of this section provides rules
regarding an exception that applies
when there is no possibility of a foreign
use. Paragraphs (d) through (h) of this
section provide rules for an exception
where a domestic use election is made.
Paragraph (e) of this section provides
rules with respect to triggering events,
and paragraph (f) of this section pro-
vides rules regarding exceptions to
triggering events. Paragraph (g) of this
section provides rules with respect to
the annual certification reporting re-
quirement. Paragraph (h) of this sec-
tion provides rules regarding the recap-
ture of dual consolidated losses. Fi-
nally, paragraph (j) of this section pro-
vides rules regarding the termination
of domestic use agreements and the an-
nual certification requirement.

(2) Absence of foreign affiliate or for-
eign consolidation regime. The absence of
a foreign affiliate or a foreign consoli-
dation regime alone does not con-
stitute an exception to the domestic
use limitation rule. This is the case be-
cause it is still possible that all or a
portion of the dual consolidated loss
may be put to a foreign use. For exam-
ple, there may be a foreign use with re-
spect to an affiliate acquired in a year
subsequent to the year in which the
dual consolidated loss was incurred. In
addition, a foreign use may occur in
the absence of a foreign consolidation
regime through a sale, merger, or simi-
lar transaction. See §1.1503(d)-7(c) Ex-
ample 2.

(3) Foreign insurance companies treated
as domestic corporations. The exceptions
contained in this section shall not
apply to losses of a foreign insurance
company that is a dual resident cor-
poration under §1.1503(d)-1(b)(2)(ii), or
to losses attributable to any separate
unit of such foreign insurance com-
pany. In addition, these exceptions
shall not apply to losses described in
the preceding sentence that, subject to
the rules of §1.1503(d)-4(d), carry over
to a domestic corporation pursuant to
a transaction described in section
381(a).

(b) Elective agreement in place between
the United States and a foreign country—
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(1) In general. The domestic use limita-
tion rule of §1.1503(d)-4(b) shall not
apply to a dual consolidated loss to the
extent the consolidated group, unaffili-
ated dual resident corporation, or unaf-
filiated domestic owner, as the case
may be, elects to deduct the loss in the
United States pursuant to an agree-
ment entered into between the United
States and a foreign country that puts
into place an elective procedure
through which losses in a particular
yvear may be used to offset income in
only one country. This exception shall
apply only if all the terms and condi-
tions required under such agreement
are satisfied, including any reporting
or filing requirements. See §1.1503(d)-
3(e)(2)(iii) for the effect of an agree-
ment described in this paragraph on a
stand-alone domestic use agreement.

(2) Application to combined separate
units. This paragraph (b)(2) applies
where two or more individual separate
units are treated as one combined sepa-
rate unit pursuant to §1.1503(d)-
1(b)(4)(ii), and an agreement described
in paragraph (b)(1) of this section
would apply to at least one of the indi-
vidual separate units. In such a case,
and except to the extent provided in
the agreement, the consolidated group,
unaffiliated dual resident corporation,
or unaffiliated domestic owner, as the
case may be, may apply the agreement
to the individual separate units, as ap-
plicable, provided the terms and condi-
tions of the agreement are otherwise
satisfied. See §1.1503(d)-7(c) Example 19.

(c) No possibility of foreign use—(1) In
general. The domestic use limitation
rule of §1.1503(d)-4(b) shall not apply to
a dual consolidated loss if the consoli-
dated group, unaffiliated dual resident
corporation, or unaffiliated domestic
owner, as the case may be—

(i) Demonstrates, to the satisfaction
of the Commissioner, that no foreign
use (as defined in §1.1503(d)-3) of the
dual consolidated loss occurred in the
year in which it was incurred, and that
no foreign use can occur in any other
year by any means; and

(ii) Prepares a statement described in
paragraph (c)(2) of this section that is
attached to, and filed by the due date
(including extensions) of, its U.S. in-
come tax return for the taxable year in
which the dual consolidated loss is in-
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curred. See §1.1503(d)-7(c) Examples 2,
30, and 31.

(2) Statement. The statement de-
scribed in this paragraph (¢)(2) must be
signed under penalties of perjury by
the person who signs the tax return.
The statement must be labeled ‘‘No
Possibility of Foreign Use of Dual Con-
solidated Loss Statement’” at the top
of the page and must include the fol-
lowing items, in paragraphs labeled to
correspond with the items set forth in
paragraphs (¢)(2)(i) through (iv) of this
section:

(i) A statement that the document is
submitted under the provisions of para-
graph (c) of this section.

(ii) The name, address, taxpayer iden-
tification number, and place and date
of incorporation of the dual resident
corporation, and the country or coun-
tries that tax the dual resident cor-
poration on its worldwide income or on
a residence basis, or, in the case of a
separate unit, identification of the sep-
arate unit, including the name under
which it conducts business, its prin-
cipal activity, and the country in
which its principal place of business is
located. In the case of a combined sepa-
rate unit, such information must be
provided for each individual separate
unit that is treated as part of the com-
bined separate unit under §1.1503(d)-
1(b)(d)(i1).

(iii) A statement of the amount of
the dual consolidated loss at issue.

(iv) An analysis, in reasonable detail
and specificity, of the treatment of the
losses and deductions composing the
dual consolidated loss under the rel-
evant facts. The analysis must include
the reasons supporting the conclusion
that no foreign use of the dual consoli-
dated loss can occur as described in
paragraph (c)(1)(i) of this section. The
analysis must be supported with offi-
cial or certified English translations of
the relevant provisions of foreign law.
The analysis may, for example, be
based on the taxpayer’s interpretation
of foreign law, on advice received from
local tax advisers in an opinion, or on
a ruling from local country tax au-
thorities. In all cases, however, the de-
termination must be made to the satis-
faction of the Commissioner.

(d) Domestic use election—(1) In gen-
eral. The domestic use limitation rule
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of §1.1503(d)-4(b) shall not apply to a
dual consolidated loss if an election to
be bound by the provisions of para-
graphs (d) through (j) of this section is
made by the consolidated group, unaf-
filiated dual resident corporation, or
unaffiliated domestic owner, as the
case may be (elector). In order to elect
such relief, an agreement described in
this paragraph (d)(1) (domestic use
agreement) must be attached to, and
filed by the due date (including exten-
sions) of, the U.S. income tax return of
the elector for the taxable year in
which the dual consolidated loss is in-
curred. The domestic use agreement
must be signed under penalties of per-
jury by the person who signs the re-
turn. If dual consolidated losses of
more than one dual resident corpora-
tion or separate unit requires the filing
of domestic use agreements by the
same elector, the agreements may be
combined in a single document, but the
information required by paragraphs
(d)(1)(i) and (iv) of this section must
be provided separately with respect to
each dual consolidated loss. The do-
mestic use agreement must be labeled
“Domestic Use Election and Agree-
ment’”’ at the top of the page and must
include the following items, in para-
graphs labeled to correspond with the
following:

(i) A statement that the document
submitted is an election and an agree-
ment under the provisions of paragraph
(d) of this section.

(ii) The information required by
paragraph (¢)(2)(ii) of this section.

(iii) An agreement by the elector to
comply with all of the provisions of
paragraphs (d) through (j) of this sec-
tion, as applicable.

(iv) A statement of the amount of the
dual consolidated loss at issue.

(v) A certification that there has not
been, and will not be, a foreign use (as
defined in §1.1503(d)-3) during the cer-
tification period (as defined in
§1.1503(d)-1(0b)(20)).

(vi) A certification that arrange-
ments have been made to ensure that
there will be no foreign use of the dual
consolidated 1loss during the certifi-
cation period, and that the elector will
be informed of any such foreign use of
the dual consolidated loss during such
period.
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(vii) If applicable, a notification that
an excepted triggering event under
paragraph (f)(2) of this section has oc-
curred with respect to the dual consoli-
dated loss within the taxable year in
which the loss is incurred. See para-
graph (g) of this section for notifica-
tion of excepted triggering events oc-
curring during the certification period.

(2) No domestic use election available if
there is a triggering event in the year the
dual consolidated loss is incurred. Except
as otherwise provided in this section, if
a dual resident corporation or separate
unit incurs a dual consolidated loss in
a taxable year and a triggering event,
as described in paragraph (e)(1) of this
section, occurs (and no exception ap-
plies) with respect to the dual consoli-
dated loss in such taxable year, then
the consolidated group, unaffiliated
dual resident corporation, or unaffili-
ated domestic owner, as the case may
be, may not make a domestic use elec-
tion with respect to such dual consoli-
dated loss and the loss will be subject
to the domestic use limitation rule of
§1.1503(d)-4(b). See §1.1503(d)-7(c) Exam-
ples 5 through 7. See also §1.1503(d)-4(d)
for rules that eliminate a dual consoli-
dated loss after certain transactions.

(e) Triggering events requiring the re-
capture of a dual consolidated loss—(1)
Events. Except as provided under para-
graphs (e)(2) (rebuttal of triggering
events) and (f) (exceptions to trig-
gering events) of this section, if there
is a triggering event described in this
paragraph (e)(1) with respect to a dual
consolidated loss of a dual resident cor-
poration or a separate unit during the
certification period (as defined in
§1.1503(d)-1(b)(20)), the elector will re-
capture and report as ordinary income
the amount of such dual consolidated
loss as provided in paragraph (h) of this
section on its tax return for the tax-
able year in which the triggering event
occurs (or, when the triggering event is
a foreign use of the dual consolidated
loss, the taxable year that includes the
last day of the foreign taxable year
during which such use occurs). In addi-
tion, the elector must pay any applica-
ble interest charge required by para-
graph (h) of this section. For purposes
of this section, any of the following
events shall constitute a triggering
event:
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(i) Foreign use. A foreign use (as de-
fined in §1.1503(d)-3) of the dual con-
solidated loss. See §1.1503(d)-3(c) for ex-
ceptions to foreign use.

(ii) Disaffiliation. An affiliated dual
resident corporation or affiliated do-
mestic owner that incurred directly or
through a separate unit, respectively, a
dual consolidated loss that is subject
to a domestic use election, ceases to be
a member of the consolidated group
that made the domestic use election.
For purposes of this paragraph
(e)(1)(ii), an affiliated dual resident
corporation or affiliated domestic
owner shall be considered to cease to
be a member of the consolidated group
if it is no longer a member of the group
within the meaning of §1.1502-1(b), or if
the group ceases to exist (for example,
when the group no longer files a con-
solidated return). See §1.1503(d)-7(c)
Example 34. Any consequences resulting
from this triggering event (for exam-
ple, recapture of a dual consolidated
loss) shall be taken into account on the
tax return of the consolidated group
for the taxable year that includes the
date on which the affiliated dual resi-
dent corporation or affiliated domestic
owner ceases to be a member of the
consolidated group. This paragraph
(e)(1)(ii) shall not apply to an acquisi-
tion described in §1.1502-75(d)(3) where
the consolidated group that includes
the affiliated dual resident corporation
or affiliated domestic owner, as appli-
cable, is treated as remaining in exist-
ence.

(iii) Affiliation. An unaffiliated dual
resident corporation or unaffiliated do-
mestic owner becomes a member of a
consolidated group. Any consequences
resulting from this triggering event
(for example, recapture of a dual con-
solidated loss) shall be taken into ac-
count on the tax return of the unaffili-
ated dual resident corporation or unaf-
filiated domestic owner for the taxable
year that ends at the end of the day on
which such corporation becomes a
member of the consolidated group.

(iv) Transfer of assets. Fifty percent
or more of the dual resident corpora-
tion’s or separate unit’s gross assets
(measured by the fair market value of
the assets at the time of such trans-
action or, for multiple transactions, at
the time of the first transaction) is
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sold or otherwise disposed of in either
a single transaction or a series of
transactions within a twelve-month pe-
riod. See §1.1503(d)-7(c) Examples 5 and
35 through 37. In determining whether
fifty percent or more of such assets is
sold or otherwise disposed of, any dis-
positions occurring in the ordinary
course of the dual resident corpora-
tion’s or separate unit’s trade or busi-
ness shall be disregarded. In addition,
for purposes of this paragraph (e)(1)(iv),
an interest in another separate unit
and the shares of a dual resident cor-
poration shall not be treated as assets
of a separate unit or a dual resident
corporation.

(v) Transfer of an interest in a separate
unit. Fifty percent or more of the inter-
est in a separate unit (measured by
voting power or value at the time of
such transaction, or for multiple trans-
actions, at the time of the first trans-
action) of the domestic owner, as deter-
mined by reference to such domestic
owner’s percentage interest on the last
day of the taxable year in which the
dual consolidated loss was incurred, is
sold or otherwise disposed of either in
a single transaction or a series of
transactions within a twelve-month pe-
riod. See §1.1503(d)-7(c) Examples 5 and
35 through 37.

(vi) Conversion to a foreign corpora-
tion. An unaffiliated dual resident cor-
poration, unaffiliated domestic owner,
or hybrid entity an interest in which is
a separate unit, that incurred the dual
consolidated loss, becomes a foreign
corporation (for example, as a result of
a reorganization or an election to be
classified as a corporation under
§301.7701-3(c) of this chapter).

(vii) Conversion to a regulated invest-
ment company, a real estate investment
trust, or an S corporation. An unaffili-
ated dual resident corporation or unaf-
filiated domestic owner elects to be a
regulated investment company pursu-
ant to section 851(b)(1), a real estate in-
vestment trust pursuant to section
8566(c)(1), or an S corporation pursuant
to section 1362(a).

(viil) Failure to certify. The elector
fails to file a certification with respect
to a dual consolidated loss as required
under paragraph (g) of this section.

(ix) Cessation of stand-alone status. In
the case of a dual consolidated loss

957



§1.1503(d)-6

that is subject to the stand-alone ex-
ception described in §1.1503(d)-3(e)(2),
the conditions described in §1.1503(d)-
3(e)(2)(1) are no longer satisfied. See
§1.1503(d)-7(c) Example 18.

(2) Rebuttal—(i) General rule. An event
described in paragraph (e)(1) of this
section shall not constitute a trig-
gering event if the elector dem-
onstrates, to the satisfaction of the
Commissioner, that there can be no
foreign use (as defined in §1.1503(d)-3)
of the dual consolidated loss during the
remaining certification period by any
means. See paragraph (j)(1) of this sec-
tion for rules regarding the termi-
nation of domestic use agreements and
annual certifications following
rebuttals under this general rule.

(ii) Certain asset transfers. An event
described in paragraph (e)(1)(iv) of this
section shall not constitute a trig-
gering event if the elector dem-
onstrates, to the satisfaction of the
Commissioner, that the transfer of as-
sets did not result in a carryover under
foreign law of the dual resident cor-
poration’s, or separate unit’s, losses,
expenses, or deductions to the trans-
feree of the assets. For purposes of this
determination, the exception to foreign
use in §1.1503(d)-3(c)(7) shall be taken
into account. Following rebuttal under
this paragraph (e)(2)(ii), the domestic
use agreement continues in effect.

(iii) Reporting. In order to satisfy the
requirements of paragraph (e)(2)(i) or
(ii) of this section, the elector must
prepare a statement, labeled ‘‘Rebuttal
of Triggering Event’’ at the top of the
page, that indicates that it is sub-
mitted under the provisions of this
paragraph (e)(2). The statement must
include the information described in
paragraphs (c)(2)(ii) and (iii) of this
section. The statement must also in-
clude the information described in
paragraph (c¢)(2)(iv) of this section that
supports the conclusions under para-
graph (e)(2)(1) or (ii) of this section, as
applicable. The statement must be at-
tached to, and filed by the due date (in-
cluding extensions) of, the elector’s in-
come tax return for the taxable year in
which the presumed triggering event
occurs.

(iv) Examples. See §1.1503(d)-7(c) Ex-
amples 32 and 33.
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(f) Triggering event exceptions—(1)
Continuing ownership of assets or inter-
ests. The following events shall not
constitute triggering events, requiring
the recapture of the dual consolidated
loss under paragraph (h) of this sec-
tion:

(1) Disaffiliation as a result of a trans-
action described in section 381. An affili-
ated dual resident corporation or affili-
ated domestic owner ceases to be a
member of a consolidated group solely
by reason of a transaction in which a
member of the same consolidated
group succeeds to the tax attributes of
the dual resident corporation or domes-
tic owner under the provisions of sec-
tion 381.

(ii) Continuing ownership by consoli-
dated group. This paragraph (f)(1)(ii) ap-
plies when assets of an affiliated dual
resident corporation, or assets of, or
interests in, a separate unit of an affili-
ated domestic owner are sold or other-
wise disposed of. In such a case, the
sale or disposition shall not be treated
as a triggering event to the extent the
assets or interests are acquired by one
or more members of the consolidated
group that includes the affiliated dual
resident corporation or affiliated do-
mestic owner, or by a partnership or a
grantor trust, but only if immediately
after the acquisition more than 90 per-
cent of the partnership’s or grantor
trust’s interests is owned, directly or
indirectly, by members of such consoli-
dated group.

(iii) Continuing ownership by unaffili-
ated dual resident corporation or unaffili-
ated domestic owner. This paragraph
(f)(1)(iii) applies when assets of an un-
affiliated dual resident corporation, or
assets of, or interests in, a separate
unit of an unaffiliated domestic owner,
are sold or otherwise disposed of. In
such a case, the sale or disposition
shall not be a triggering event to the
extent such assets or interests are ac-
quired by the unaffiliated dual resident
corporation, or unaffiliated domestic
owner, as applicable, or by a partner-
ship or grantor trust, but only if imme-
diately after the acquisition more than
90 percent of the partnership’s or
grantor trust’s interests is owned, di-
rectly or indirectly, by the unaffiliated
dual resident corporation or unaffili-
ated domestic owner. For example, this

958



Internal Revenue Service, Treasury

paragraph (f)(1)(iii) applies when an un-
affiliated domestic owner acquires di-
rect ownership of the assets of a sepa-
rate unit that it had immediately be-
fore owned indirectly through a part-
nership.

(2) Transactions requiring a new domes-
tic use agreement—(i) Multiple-party
events. If all the requirements of para-
graph (f)(2)(iii) of this section are satis-
fied, the following events shall not con-
stitute triggering events requiring the
recapture of the dual consolidated loss
under paragraph (h) of this section:

(A) An affiliated dual resident cor-
poration or affiliated domestic owner
becomes an unaffiliated domestic cor-
poration or a member of a new consoli-
dated group (other than in a trans-
action described in paragraph
(£)(2)(i1)(B) of this section).

(B) Assets of a dual resident corpora-
tion or assets of, or interests in, a sepa-
rate unit, are sold or otherwise dis-
posed of in a transaction in which such
assets or interests are acquired by an
unaffiliated domestic corporation, one
or more members of a new consolidated
group, or by a partnership or grantor
trust, but only if immediately after the
sale or disposition more than 90 per-
cent of the partnership’s or grantor
trust’s interests is owned, directly or
indirectly, by the unaffiliated domestic
owner or by members of a new consoli-
dated group, as applicable. See the re-
lated exception to foreign use provided
under  §1.1503(d)-3(c)(8). See also
§1.1503(d)-7(c) Examples 36 and 37.

(i1) Events resulting in a single consoli-
dated group. If the requirements of
paragraph (f)(2)(iii)(A) of this section
are satisfied, the following events shall
not constitute triggering events requir-
ing the recapture of the dual consoli-
dated loss under paragraph (h) of this
section:

(A) An unaffiliated dual resident cor-
poration or unaffiliated domestic
owner becomes a member of a consoli-
dated group.

(B) A consolidated group ceases to
exist as a result of a transaction de-
scribed in §1.1502-13(j)(5)(1) (relating to
acquisitions of the common parent of
the consolidated group), other than a
transaction in which any member of
the terminating group, or the suc-
cessor-in-interest of such member, is
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not a member of the surviving group
immediately after the terminating
group ceases to exist. See §1.1503(d)-
T(c) Example 34.

(iii) Requirements—(A) New domestic
use agreement. The unaffiliated domes-
tic corporation or new consolidated
group (subsequent elector) must file an
agreement described in paragraph (d)(1)
of this section (new domestic use
agreement). The new domestic use
agreement must be labeled ‘‘New Do-
mestic Use Agreement’ at the top of
the page, and must be attached to and
filed by the due date (including exten-
sions) of, the subsequent elector’s in-
come tax return for the taxable year in
which the event described in paragraph
(£)(2)([1) or (f)(2)(ii) of this section oc-
curs. The new domestic use agreement
must be signed under penalties of per-
jury by the person who signs the return
and must include the following items:

(I) A statement that the document
submitted is an election and agreement
under the provisions of paragraph (£)(2)
of this section.

(2) An agreement to assume the same
obligations with respect to the dual
consolidated loss as the unaffiliated
dual resident corporation, unaffiliated
domestic owner, or consolidated group,
as applicable, that filed the original
domestic use agreement (original elec-
tor) with respect to that loss. In such a
case, obligations of an elector provided
under this section shall also be consid-
ered to be obligations of a subsequent
elector.

(3) In the event of a transaction de-
scribed in section 384(a) involving the
subsequent elector, an agreement to
treat any potential recapture amount
under paragraph (h) of this section
with respect to the dual consolidated
loss as unrealized built-in gain for pur-
poses of section 384(a), subject to any
applicable exceptions (for example, the
threshold requirements under section
382(h)(3)(B)). The potential recapture
amount treated as unrealized built-in
gain under this paragraph
(H)(2)({ii)(A)(3) may be reduced to the
extent permitted by paragraph (h)(2)(i)
of this section.

(4) In the case of a multiple-party
event described in paragraph (£)(2)(i) of
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this section, an agreement to be sub-
ject to the rules provided in paragraph
(h)(3) of this section.

(5) The name, U.S. taxpayer identi-
fication number, and address of the
original elector and prior subsequent
electors, if any, with respect to the
dual consolidated loss.

(B) Statement filed by original elector.
In the case of a multiple-party event
described in paragraph (f)(2)(i) of this
section, the original elector must file a
statement that is attached to and filed
by the due date (including extensions)
of its income tax return for the taxable
year in which the event occurs. The
statement must be labeled ‘‘Original
Elector Statement” at the top of the
page, must be signed under penalties of
perjury by the person who signs the tax
return, and must include the following
items:

(I) A statement that the document
submitted is an election and agreement
under the provisions of paragraph (f)(2)
of this section.

(2) An agreement to be subject to the
rules provided in paragraph (h)(3) of
this section.

(3) The name, U.S. taxpayer identi-
fication number, and address of the
subsequent elector.

(3) Certain transfers qualifying for the
de minimis exception to foreign use. If a
transaction or event qualifies for the
de minimis exception to foreign use de-
scribed in §1.1503(d)-3(c)(b), the trans-
action or event shall not constitute a
triggering event under paragraph
(e)(1)(iv) (transfers of assets) or (v)
(transfers of an interest in a separate
unit) of this section. For purposes of
the preceding sentence, the transaction
or event shall include deemed transfers
that occur as a result of the trans-
action or event. See, for example,
deemed transfers occurring pursuant to
Rev. Rul. 99-5 (1999-1 CB 434), see
§601.601(d)(2)(ii)(b), and section 708 and
the related regulations. See also
§1.1503(d)-7 Example 5. This paragraph
(f)(3) only applies if the entire trans-
action or event qualifies for the de
minimis exception to foreign use. For
example, if a domestic owner sells five
percent of a separate unit to a foreign
corporation, which would qualify for
the de minimis exception to foreign use
if it were the only transfer, but pursu-
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ant to the same transaction also sells
70 percent of the same separate unit to
another corporation in a manner that
results in a triggering event under
paragraph (e)(1)(v) of this section, this
paragraph shall not apply to prevent
the transaction from resulting in a
triggering event.

(4) Deemed transactions as a result of
certain transfers that do not result in a
foreign use. The rules in this paragraph
(f)(4) apply where the assets of, or the
interests in, a separate unit are trans-
ferred in a transaction that would not
result in a foreign use and, but for re-
sulting deemed transactions or events,
would not result in a triggering event
described in paragraph (e)(1) of this
section. For purposes of this paragraph
(f)(4), deemed transactions or events
shall include transactions or events
that are deemed to occur pursuant to
Rev. Rul. 99-5 and section 708 and the
related regulations. In such a case, the
deemed transactions shall not result in
a triggering event under paragraph
(e)(1)(iv) (transfers of assets) or (v)
(transfers of an interest in a separate
unit) of +this section. See also
§1.1503(d)-7 Example 35.

(5) Compulsory transfers. Transfers of
the assets or stock of a dual resident
corporation, or of the assets or inter-
ests in a separate unit, shall not con-
stitute a triggering event (including a
foreign use that occurs as a result of,
or following, the transfer) if such
transfers are—

(i) Legally required by a foreign gov-
ernment as a necessary condition of
doing business in a foreign country;

(ii) Compelled by a genuine threat of
immediate expropriation by a foreign
government; or

(iii) The result of the expropriation
of assets by the foreign government.

(6) Subsequent triggering events. Any
triggering event described in paragraph
(e) of this section that occurs subse-
quent to one of the transactions de-
scribed in this paragraph (f), and that
itself does not meet any of the excep-
tions provided in this paragraph (f),
shall require recapture under para-
graph (h) of this section by the elector
or subsequent elector, as applicable.
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(g) Annual certification reporting re-
quirement. Unless and until the domes-
tic use agreement is terminated pursu-
ant to paragraph (j) of this section, the
elector must file a certification, la-
beled ‘‘Certification of Dual Consoli-
dated Loss’ at the top of the page, that
is attached to, and filed by the due
date (including extensions) of, its in-
come tax return for each taxable year
during the certification period. The
certification must provide that there
has been no foreign use of the dual con-
solidated loss. The certification must
identify the dual consolidated loss to
which it pertains by setting forth the
elector’s year in which the loss was in-
curred and the amount of such loss. In
addition, the certification must war-
rant that arrangements have been
made to ensure that there will be no
foreign use of the dual consolidated
loss and that the elector will be in-
formed of any such foreign use. If ap-
plicable, the certification must include
a notification that an excepted trig-
gering event under paragraph (f)(2) of
this section has occurred with respect
to the dual consolidated loss within the
taxable year being certified. If dual
consolidated losses of more than one
taxable year are subject to the rules of
this paragraph (g), the certification for
those years may be combined in a sin-
gle document, but each dual consoli-
dated loss must be separately identi-
fied. See §1.1503(d)-3(e)(2)(ii) for addi-
tional certifications required where
taxpayers elect the stand-alone excep-
tion of §1.1503(d)-3(e)(2).

(h) Recapture of dual consolidated loss
and interest charge—(1) Presumptive
rules—(i) Amount of recapture. Except as
otherwise provided in this section,
upon the occurrence of a triggering
event described in paragraph (e) of this
section that does not meet any of the
exceptions provided in paragraph (f) of
this section, the dual resident corpora-
tion or domestic owner of the separate
unit shall recapture as gross income
the total amount of the dual consoli-
dated loss to which the triggering
event applies on its income tax return
for the taxable year in which the trig-
gering event occurs (or, when the trig-
gering event is a foreign use of the dual
consolidated loss, the taxable year that
includes the last day of the foreign tax-
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able year during which such foreign use
occurs). See §1.1503(d)-5(c)(4)(vi) for
rules with respect to the attribution of
recapture income to a separate unit.
See also §1.1503(d)-7 Examples 38
through 40.

(ii) Interest charge. In connection with
the recapture, the elector shall pay an
interest charge. An interest charge
may be due even if the amount of re-
capture income is reduced to zero pur-
suant to paragraph (h)(2)(i) of this sec-
tion. See §1.1503(d)-7(c) Example 39. Ex-
cept as otherwise provided in this sec-
tion, the amount of the interest shall
be computed under the rules of section
6601(a) by treating the additional tax
resulting from the recapture as though
it had been due and unpaid as of the
date for payment of the tax for the tax-
able year in which the taxpayer re-
ceived a tax benefit from the dual con-
solidated loss. For purposes of this
paragraph (h)(1)(ii), a tax benefit shall
be considered to have arisen in a tax-
able year in which the losses or deduc-
tions taken into account in computing
the dual consolidated loss reduced U.S.
taxable income. For the purpose of
computing the interest charge, the ad-
ditional tax resulting from the recap-
ture is determined by treating the re-
capture income as the last income
earned in the year of recapture. The in-
terest shall be computed to the date for
payment of the tax for the year of re-
capture and the interest thus computed
becomes a part of the tax liability for
that taxable year. See section 6601 for
the computation of interest on a tax li-
ability that it is not paid timely. The
recapture interest charge shall be de-
ductible to the same extent as interest
under section 6601.

(2) Reduction of presumptive recapture
amount and presumptive interest charge—
(i) Amount of recapture. The dual resi-
dent corporation or domestic owner
may recapture an amount less than the
total dual consolidated loss if the elec-
tor demonstrates, to the satisfaction of
the Commissioner, the lesser amount
described in this paragraph (h)(2)@{).
The reduction in the amount of recap-
ture is the amount by which the dual
consolidated loss would have offset
other taxable income reported on a
timely filed U.S. income tax return for
any taxable year up to and including
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the taxable year of the triggering event
(or, when the triggering event is a for-
eign use of the dual consolidated loss,
the taxable year that includes the last
day of the foreign taxable year during
which such foreign use occurs) if no do-
mestic use election had been made for
the loss such that it was subject to the
domestic use limitation of §1.1503(d)-
4(b) (and therefore subject to the limi-
tation under §1.1503(d)-4(c)). For this
purpose, the rules for attributing items
of income, gain, deduction, and loss
under §1.1503(d)-5 shall apply. An elec-
tor using this rebuttal rule must pre-
pare a separate accounting showing the
income for each year that would have
offset the dual resident corporation’s
or separate unit’s recapture amount if
no domestic use election had been
made for the dual consolidated loss.
The separate accounting must be
signed under penalties of perjury by
the person who signs the elector’s tax
return, must be labeled ‘‘Reduction of
Recapture Amount” at the top of the
page, and must indicate that it is sub-
mitted under the provisions of this
paragraph (h)(2)(i). The accounting
must be attached to, and filed by the
due date (including extensions) of, the
elector’s income tax return for the tax-
able year in which the triggering event
occurs. See §1.1503(d)-7(c) Examples 38
through 40.

(ii) Interest charge. The interest
charge imposed under this section may
be reduced if the elector demonstrates,
to the satisfaction of the Commis-
sioner, that the net interest owed
would have been less than that pro-
vided in paragraph (h)(1)(ii) of this sec-
tion if the elector had filed an amended
return for the taxable year in which
the recaptured dual consolidated loss
was incurred, and for any other af-
fected taxable years up to and includ-
ing the taxable year of recapture, if no
domestic use election had been made
for the dual consolidated loss such that
it had been subject to the restrictions
of §1.1503(d)-4(b) (and therefore subject
to the limitations under §1.1503(d)-
4(c)). An elector using this rebuttal
rule must prepare a computation dem-
onstrating the reduction in the net in-
terest owed as a result of treating the
dual consolidated loss as a loss subject
to the restrictions of §1.1503(d)-4(b)

26 CFR Ch. | (4-1-17 Edition)

(and therefore subject to the limita-
tions under §1.1503(d)-4(c)). The com-
putation must be labeled ‘‘Reduction of
Interest Charge’ at the top of the page
and must indicate that it is submitted
under the provisions of this paragraph
(h)(2)(ii). The computation must be
signed under penalties of perjury by
the person who signs the elector’s tax
return, and must be attached to, and
filed by the due date (including exten-
sions) of, the elector’s income tax re-
turn for the taxable year in which the
triggering event occurs. See §1.1503(d)-
7(c) Examples 39 and 40.

(3) Rules regarding multiple-party event
exceptions to triggering events—(i) Scope.
The rules of this paragraph (h)(3) apply
when, after a triggering event de-
scribed in paragraph (e) of this section
with respect to which the requirements
of paragraph (f)(2)(i) of this section
were met (excepted event), a triggering
event under paragraph (e) of this sec-
tion occurs, and no exception applies to
such triggering event under paragraph
(f) of this section (subsequent trig-
gering event). See §1.1503(d)-7(c) Exam-
ples 36 and 37.

(i1) Original elector and prior subse-
quent electors not subject to recapture or
interest charge—(A) Except to the ex-
tent otherwise provided in this para-
graph (h)(3), neither the original elec-
tor nor any prior subsequent elector
shall be subject to the rules of this
paragraph (h) with respect to dual con-
solidated losses subject to the original
domestic use agreement.

(B) In the case of a dual consolidated
loss with respect to which multiple ex-
cepted events have occurred, only the
subsequent elector that owns the dual
resident corporation or separate unit
at the time of the subsequent trig-
gering event shall be subject to the re-
capture rules of this paragraph (h). For
purposes of this paragraph (h), the
term prior subsequent elector refers to
all other subsequent electors.

(iii) Recapture tax amount and required
statement—(A) In general. If a subse-
quent triggering event occurs, the sub-
sequent elector shall take into account
the recapture tax amount as deter-
mined under paragraph (h)(3)(iii)(B) of
this section. The subsequent elector
must prepare a statement that com-
putes the recapture tax amount, as
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provided under paragraph (h)(3)(iii)(B)
of this section, with respect to the dual
consolidated loss subject to the new do-
mestic use agreement. This statement
must be attached to, and filed by the
due date (including extensions) of, the
subsequent elector’s income tax return
for the taxable year in which the subse-
quent triggering event occurs (or, when
the subsequent triggering event is a
foreign use of the dual consolidated
loss, the taxable year that includes the
last day of the foreign taxable year
during which such foreign use occurs).
The statement must be signed under
penalties of perjury by the person who
signs the return. The statement must
be labeled ‘‘Statement Identifying Li-
ability”” at the top and, in addition to
the calculation of the recapture tax
amount, must include the following
items, in paragraphs labeled to cor-
respond with the items set forth in
paragraphs (h)(3)(iii)(A)(I) through (3)
of this section:

(I) A statement that the document is
submitted under the provisions of
§1.1503(d)-6(h)(3)(iii).

(2) A statement identifying the
amount of the dual consolidated losses
at issue and the taxable years in which
they were used.

(3) The name, address, and taxpayer
identification number of the original
elector and all prior subsequent elec-
tors.

(B) Recapture tax amount. The recap-
ture tax amount equals the excess (if
any) of—

(I) The income tax liability of the
subsequent elector for the taxable year
that includes the amount of recapture
and related interest charge with re-
spect to the dual consolidated losses
that are recaptured as a result of the
subsequent triggering event, as pro-
vided under paragraphs (h)(1) and (h)(2)
of this section; over

(2) The income tax liability of the
subsequent elector for such taxable
year, computed by excluding the
amount of recapture and related inter-
est charge described in paragraph
(h)(3)({ii)(B)(I) of this section.

(iv) Tax assessment and collection pro-
cedures—(A) In general—(1) Subsequent
elector. An assessment identifying an
income tax liability of the subsequent
elector is considered an assessment of
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the recapture tax amount where the re-
capture tax amount is part of the in-
come tax liability being assessed and
the recapture tax amount is reflected
in a statement attached to the subse-
quent elector’s income tax return as
provided under paragraph (h)(3)(iii) of
this section.

(2) Original elector and prior subse-
quent electors. The assessment of the re-
capture tax amount as set forth in
paragraph (h)(3)(iv)(A)(I) of this sec-
tion shall be considered as having been
properly assessed as an income tax li-
ability of the original elector and of
each prior subsequent elector, if any.
The date of such assessment shall be
the date the income tax liability of the
subsequent elector was properly as-
sessed. The Commissioner may collect
all or a portion of such recapture tax
amount from the original elector and/
or the prior subsequent electors under
the circumstances set forth in para-
graph (h)(3)(iv)(B) of this section.

(B) Collection from original elector and
prior subsequent electors; joint and sev-
eral liability—(1) In general. If the subse-
quent elector does not pay in full the
income tax liability that includes a re-
capture tax amount, the Commissioner
may collect that portion of the unpaid
balance of such income tax liability at-
tributable to the recapture tax amount
in full or in part from the original elec-
tor and/or from any prior subsequent
elector, provided that the following
conditions are satisfied with respect to
such elector:

(i) The Commissioner properly has
assessed the recapture tax amount pur-
suant to paragraph (h)(3)(iv)(A)(1) of
this section.

(ii) The Commissioner has issued a
notice and demand for payment of the
recapture tax amount to the subse-
quent elector in accordance with
§301.6303-1 of this chapter.

(i) The subsequent elector has failed
to pay all of the recapture tax amount
by the date specified in such notice and
demand.

(iv) The Commissioner has issued a
notice and demand for payment of the
unpaid portion of the recapture tax
amount to the original elector, or prior
subsequent elector (as the case may
be), in accordance with §301.6303-1 of
this chapter.
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(2) Joint and several liability. The li-
ability imposed under this paragraph
(h)(3)(iv)(B) on the original elector and
each prior subsequent elector shall be
joint and several.

(C) Allocation of partial payments of
tazx. If the subsequent elector’s income
tax liability for a taxable period in-
cludes a recapture tax amount, and if
such income tax liability is satisfied in
part by payment, credit, or offset, such
payment, credit or offset shall be allo-
cated first to that portion of the in-
come tax liability that is not attrib-
utable to the recapture tax amount,
and then to that portion of the income
tax liability that is attributable to the
recapture tax amount.

(D) Refund. If the Commissioner
makes a refund of any income tax li-
ability that includes a recapture tax
amount, the Commissioner shall allo-
cate and pay the refund to each elector
who paid a portion of such income tax
liability as follows:

(I) The Commissioner shall first de-
termine the total amount of recapture
tax paid by and/or collected from the
original elector and from any prior
subsequent electors. The Commissioner
shall then allocate and pay such refund
to the original elector and prior subse-
quent electors, with each such elector
receiving an amount of such refund on
a pro rata basis, not to exceed the
amount of recapture tax paid by and/or
collected from such elector.

(2) The Commissioner shall pay the
balance of such refund, if any, to the
subsequent elector.

(v) Definition of income tax liability.
Solely for purposes of paragraph (h)(3)
of this section, the term income tax li-
ability means the income tax liability
imposed on a domestic corporation
under title 26 of the United States Code
for a taxable year, including additions
to tax, additional amounts, penalties,
and any interest charge related to such
income tax liability.

(vi) Example. See §1.1503(d)-7(c) Exam-
ple 36.

(4) Computation of taxable income in
year of recapture—(i) Presumptive rule.
Except to the extent provided in para-
graph (h)(4)(ii) of this section, for pur-
poses of computing the taxable income
for the year of recapture, no current,
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carryover or carryback losses may off-
set and absorb the recapture amount.

(ii) Exception to presumptive rule. The
recapture amount included in gross in-
come may be offset and absorbed by
that portion of the elector’s net oper-
ating loss carryover that is attrib-
utable to the dual resident corporation
or separate unit that incurred the dual
consolidated loss being recaptured, if
the elector demonstrates, to the satis-
faction of the Commissioner, the
amount of such portion of the carry-
over. The principles of §1.1502—
21(b)(2)(iv) shall apply for purposes of
determining whether any portion of a
net operating loss carryover is attrib-
utable to the dual resident corporation
or separate unit. In the case of a sepa-
rate unit, such determination shall be
made by treating the separate unit as a
domestic corporation and a member of
the consolidated group composing its
unaffiliated domestic owner, or mem-
bers of the consolidated group of which
its affiliated domestic owner is a mem-
ber, as appropriate. An elector utilizing
this rebuttal rule must prepare a com-
putation demonstrating the amount of
net operating loss carryover that,
under this paragraph (h)(4)(ii), may ab-
sorb the recapture amount included in
gross income. Such computation must
be signed under penalties of perjury
and attached to and filed by the due
date (including extensions) of, the in-
come tax return for the taxable year in
which the triggering event occurs (or,
when the triggering event is a foreign
use of the dual consolidated loss, the
taxable year that includes the last day
of the foreign taxable year during
which such foreign use occurs).

() Character and source of recapture
income. The amount recaptured under
this paragraph (h) shall be treated as
ordinary income. Except as provided in
the prior sentence, such income shall
be treated, as applicable, as income
from the same source, having the same
character, and falling within the same
separate category, for all purposes, in-
cluding sections 904(d) and 907, to
which the items of deduction or loss
composing the dual consolidated loss
were allocated and apportioned, as pro-
vided under sections 861(b), 862(b),
863(a), 864(e), 865, and the related regu-
lations. For this determination, the
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pro rata computation of the items of
deduction or loss composing the dual
consolidated loss as described in
§1.1503(d)-4(c)(4) shall apply. See
§1.1503(d)-7(c) Example 38.

(6) Reconstituted net operating loss—(i)
General rule. Except as provided in
paragraphs (h)(6)(ii) and (iii) of this
section, commencing in the taxable
year immediately following the year in
which the dual consolidated loss is re-
captured, the dual resident corpora-
tion, or the domestic owner of the sep-
arate unit, that incurred the dual con-
solidated loss that is recaptured shall
be treated as having a net operating
loss (reconstituted net operating loss)
in an amount equal to the amount ac-
tually recaptured under this paragraph
(h). If a domestic corporation (trans-
feree) acquires the assets of the dual
resident corporation or domestic owner
in a transaction described in section
381(a), the preceding sentence shall be
applied by treating the transferee as
the dual resident corporation or domes-
tic owner, as applicable. In a case to
which this paragraph (h)(6) applies, the
transferee corporation shall be treated
as having a reconstituted net operating
loss in an amount equal to the amount
actually recaptured under this para-
graph (h). In no event, however, shall
more than one corporation be treated
as having a reconstituted net operating
loss as a result of a single dual consoli-
dated loss being recaptured. A reconsti-
tuted net operating loss of a domestic
owner shall be attributable under
§1.1503(d)-5 to the separate unit that
incurred the dual consolidated loss
that was recaptured. Moreover, a re-
constituted net operating loss shall be
subject to the domestic use limitation
of §1.1503(d)-4(b) (and therefore subject
to the limitation under §1.1503(d)-4(c)),
without regard to the exceptions con-
tained in paragraphs (b) through (d) of
this section (relating to elective agree-
ments in place between the United
States and a foreign country, the abil-
ity to demonstrate no possibility of a
foreign use, and a domestic use elec-
tion, respectively). The reconstituted
net operating loss shall be available
only for carryover, under section
172(b), to taxable years following the
taxable year of recapture. For purposes
of determining the remaining carry-
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over period, the reconstituted net oper-
ating loss shall be treated as if it had
been recognized in the taxable year in
which the dual consolidated loss that is
the basis of the recapture amount was
incurred. See §1.1503(d)-7(c) Examples
36, 38, and 40.

(ii) Exception. Paragraph (h)(6)(i) of
this section shall not apply to the ex-
tent the dual consolidated loss that is
the basis of the recapture amount
would have been eliminated pursuant
to §1.1503(d)-4(d) if no domestic use
election had been made for such loss.
See §1.1503(d)-7(c) Example 40.

(iii) Special rule for recapture following
multiple-party event exception to a trig-
gering event. This paragraph applies to
an excepted event described in para-
graph (f)(2)(i)(B) of this section that is
followed by a subsequent triggering
event requiring recapture as described
in paragraph (f)(6) of this section. In
such a case, the domestic corporation
that owns, directly or indirectly, the
assets of the dual resident corporation,
or the assets of or the interests in a
separate unit, immediately following
the excepted event shall be treated as
if it incurred the dual consolidated loss
that is recaptured for purposes of ap-
plying paragraph (h)(6)(i) of this sec-
tion. See §1.1503(d)-7(c) Example 36.

(i) [Reserved]

(j) Termination of domestic use agree-
ment and annual certifications—(1)
Rebuttals, exceptions to triggering events,
and recapture. The domestic use agree-
ment filed with respect to a dual con-
solidated loss shall terminate prior to
the end of the certification period and
have no further effect if—

(i) An elector is able to rebut the pre-
sumption of a triggering event pursu-
ant to the general rule in paragraph
(e)(2)(i) of this section;

(ii) An event described in paragraph
(e)(1) of this section is not a triggering
event as a result of the application of
paragraphs (£)(2)(i) or (ii) (relating to
events requiring a new domestic use
agreement) of this section; this para-
graph (j)(1)(ii) does not, however, apply
to terminate the new domestic use
agreement filed in connection with the
event pursuant to paragraph
(£)(2)(iii)(A) of this section. See also
paragraph (h)(3)(iv) of this section re-
garding collection from the original
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elector and prior subsequent electors in
certain cases; or

(iii) A dual consolidated loss is recap-
tured pursuant to paragraph (h) of this
section. See §1.1503(d)-7(c) Examples 32
through 34.

(2) Termination of ability for foreign
use—({i) In general. A domestic use
agreement filed with respect to a dual
consolidated loss shall terminate and
have no further effect as of the end of
a taxable year if the elector—

(A) Demonstrates, to the satisfaction
of the Commissioner, that as of the end
of such taxable year no foreign use (as
defined in §1.1503(d)-3) of the dual con-
solidated loss can occur in any other
year by any means; and

(B) Prepares a statement described in
paragraph (j)(2)(ii) of this section that
is attached to, and filed by the due
date (including extensions) of, its U.S.
income tax return for such taxable
year.

(ii) Statement. The statement de-
scribed in this paragraph (j)(2)(ii) must
be signed under penalties of perjury by
the person who signs the return. The
statement must be labeled ‘‘Termi-
nation of Ability for Foreign Use” at
the top of the page and must include
the following information, in para-
graphs labeled to correspond with the
following:

(A) A statement that the document is
submitted under the provisions of para-
graph (j)(2) of this section.

(B) The information required by
paragraph (c)(2)(ii) of this section.

(C) A statement of the amount of the
dual consolidated loss at issue and the
year in which such dual consolidated
loss was incurred.

(D) The information described in
paragraph (c¢)(2)(iv) of this section that
supports the conclusion that no foreign
use can occur as provided in paragraph
(1)(2)([1)(A) of this section.

(38) Agreements filed in connection with
stand-alone exception. See §1.1503(d)—
3(e)(2)(iii) for the termination of do-
mestic use agreements filed in connec-
tion with the stand-alone exception to
the mirror legislation rule when a sub-
sequent election is made under para-
graph (b) of this section (relating to
agreements entered into between the
United States and a foreign country).

[T.D. 9315, 72 FR 12914, Mar. 19, 2007]
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§1.1503(d)-7 Examples.

(a) In general. This section provides
examples that illustrate the applica-
tion of §§1.1503(d)-1 through 1.1503(d)-6.
This section also provides facts that
are presumed for such examples.

(b) Presumed facts for examples. For
purposes of the examples in this sec-
tion, unless otherwise indicated, the
following facts are presumed:

(1) Each entity has only a single class
of equity outstanding, all of which is
held by a single owner.

(2) P, a domestic corporation and the
common parent of the P consolidated
group, owns S, a domestic corporation
and a member of the P consolidated
group.

(3) DRCx, a domestic corporation, is
subject to Country X tax on its world-
wide income or on a residence basis,
and is a dual resident corporation.

(4) DElx and DE2x are both Country
X entities, subject to Country X tax on
their worldwide income or on a resi-
dence basis, and disregarded as entities
separate from their owners for U.S. tax
purposes. DE3y is a Country Y entity,
subject to Country Y tax on its world-
wide income or on a residence basis,
and disregarded as an entity separate
from its owner for U.S. tax purposes.
All the interests in DElx, DE2x, and
DE3y constitute hybrid entity separate
units.

(5) FBx is a Country X business oper-
ation that, if carried on by a U.S. per-
son, would constitute a foreign branch,
as defined in §1.367(a)-6T(g)(1), and is a
Country X foreign branch separate
unit.

(6) Neither the assets nor the activi-
ties of an entity constitute a foreign
branch separate unit.

(7)) FSx is a Country X entity that is
subject to Country X tax on its world-
wide income or on a residence basis and
is classified as a foreign corporation
for U.S. tax purposes.

(8) The applicable foreign country
has a consolidation regime that—

(i) Includes as members of a consoli-
dated group any commonly controlled
branches and permanent establish-
ments in such jurisdiction, and entities
that are subject to tax in such jurisdic-
tion on their worldwide income or on a
residence basis; and
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(ii) Allows the losses of members of
consolidated groups to offset income of
other members.

(9) There is no mirror legislation,
within the meaning of §1.1503(d)-3(e)(1),
in the applicable foreign country.

(10) There is no elective agreement
described in §1.1503(d)-6(b) between the
United States and the applicable for-
eign country.

(11) There is no income tax conven-
tion between the United States and the
applicable foreign country.

(12) If a domestic use election, within
the meaning of §1.1503(d)-6(d), is made,
all the necessary filings related to such
election are properly completed on a
timely basis.

(13) If there is a triggering event re-
quiring recapture of a dual consoli-
dated loss, the amount of recapture is
not reduced pursuant to §1.1503(d)—
6(h)(2).

(14) There are no other items of in-
come, gain, deduction, and loss. In ad-
dition, the United States and the appli-
cable foreign country recognize the
same items of income, gain, deduction,
and loss in each taxable year.

(15) All taxpayers use the calendar
year as their taxable year.

(c) Examples. The following examples
illustrate the application of §§1.1503(d)-
1 through 1.1503(d)-6:

Example 1. Separate unit combination rule. (i)
Facts. P owns DE3y which, in turn, owns
DElx. DElx owns FBx. PRS, an entity treat-
ed as a partnership for both U.S. and Coun-
try X tax purposes, is owned 50 percent by P
and 50 percent by an unrelated foreign per-
son. PRS carries on a business operation in
Country X that, if carried on by a U.S. per-
son, would constitute a foreign branch with-
in the meaning of §1.367(a)-6T(g)(1). In addi-
tion, P owns DRCx, a member of the consoli-
dated group of which P is the parent, which
carries on business operations in Country X
that constitute a foreign branch within the
meaning of §1.367(a)-6T(g)(1). S owns DE2x.

(ii) Result. Pursuant to §1.1503(d)-1(b)(4)(ii),
the interest in DElx, the interest in DE2y,
FBx, P’s share of the Country X business op-
erations carried on by PRS (which is owned
by P indirectly through its interest in PRS),
and DRCx’s Country X business operations
are combined and treated as a single sepa-
rate unit of the consolidated group of which
P is the parent. This is the case regardless of
whether the losses of each individual sepa-
rate unit are made available to offset the in-
come of the other individual separate units
under Country X tax laws. Because DRCx is
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a dual resident corporation, it is not com-
bined and treated as part of this combined
separate unit and, as a result, DRCx’s in-
come or dual consolidated loss is not taken
into account in determining the income or
dual consolidated loss of the combined sepa-
rate unit. In addition, P’s interest in DE3y is
not combined and is another separate unit
because it is subject to tax in Country Y,
rather than Country X.

Example 2. Definition of a separate unit and
application of domestic use limitation—foreign
branch separate unit. (i) Facts. P carries on
business operations in Country X that con-
stitute a permanent establishment under the
U.S.—Country X income tax convention. In
year 1, a loss is attributable to P’s Country
X permanent establishment, as determined
under §1.1503(d)-5.

(i) Result. Under §§1.1503(d)-1(b)(4)(1)(A)
and 1.367(a)-6T(g)(1), P’s Country X perma-
nent establishment constitutes a foreign
branch separate unit. Therefore, the year 1
loss attributable to the foreign branch sepa-
rate unit constitutes a dual consolidated loss
pursuant to §1.1503(d)-1(b)(6)(ii). The dual
consolidated loss rules apply to the dual con-
solidated loss even though there is no affil-
iate of the foreign branch separate unit in
Country X, because it is still possible that
all or a portion of the dual consolidated loss
can be put to a foreign use. For example,
there may be a foreign use with respect to a
Country X affiliate acquired in a year subse-
quent to the year in which the dual consoli-
dated loss was incurred. See §1.1503(d)-
6(a)(2). Accordingly, unless an exception
under §1.1503(d)-6 applies (such as a domestic
use election), the year 1 dual consolidated
loss attributable to P’s Country X perma-
nent establishment is subject to the domes-
tic use limitation rule of §1.1503(d)-4(b). As a
result, pursuant to §1.1503(d)-4(c), the year 1
dual consolidated loss cannot offset income
of P that is not attributable to its Country
X foreign branch separate unit, nor can it
offset income of any other domestic affiliate.
The loss can, however, offset income of the
Country X foreign branch separate unit, sub-
ject to the application of §1.1503(d)-4(c). The
result would be the same even if Country X
did not have a consolidation regime that in-
cludes as members of consolidated groups
Country X branches or permanent establish-
ments of nonresident corporations. The dual
consolidated loss rules apply even in the ab-
sence of a consolidation regime in the for-
eign country because it is possible that all or
a portion of a dual consolidated loss can be
put to a foreign use by other means, such as
through a sale, merger, or similar trans-
action. See §1.1503(d)-6(a)(2).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Erample 2,
except that P’s Country X business oper-
ations constitute a foreign branch as defined
in §1.367(a)-6T(g)(1), but do not constitute a
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permanent establishment under the U.S.—
Country X income tax convention. Although
the activities carried on by P in Country X
would otherwise constitute a foreign branch
separate unit as described in §1.1503(d)-
1(b)(4)(i)(A), the exception under §1.1503(d)-
1(b)(4)(iii) applies because the activities do
not constitute a permanent establishment
under the U.S.-Country X income tax con-
vention. Thus, the Country X business oper-
ations do not constitute a foreign branch
separate unit, and the year 1 loss is not sub-
ject to the dual consolidated loss rules. If P
instead carried on its Country X business op-
erations through DElx, then the exception
under §1.1503(d)-1(b)(4)(iii) would not apply
because P carries on the business operations
through a hybrid entity and, as a result, the
business operations would constitute a for-
eign branch separate unit. Thus, in such a
case the year 1 loss would be subject to the
dual consolidated loss rules.

Example 3. Domestic use limitation—foreign
branch separate unit owned through a partner-
ship. (i) Facts. P and S organize a partner-
ship, PRSx, under the laws of Country X.
PRSx is treated as a partnership for both
U.S. and Country X tax purposes. PRSx owns
FBx. PRSx earns U.S. source income that is
unconnected with its FBx branch operations,
and such income is not subject to tax by
Country X. In addition, such U.S. source in-
come is not attributable to FBx under
§1.1503(d)-5.

(ii) Result. Under §1.1503(d)-1(b)(4)(1)(A), P’s
and S’s shares of FBx owned indirectly
through their interests in PRSx are indi-
vidual foreign branch separate units. Pursu-
ant to §1.1503(b)-1(b)(4)(ii), these individual
separate units are combined and treated as a
single separate unit of the consolidated
group of which P is the parent. Unless an ex-
ception under §1.1503(d)-6 applies, any dual
consolidated loss attributable to FBx cannot
offset income of P or S (other than income
attributable to FBx, subject to the applica-
tion of §1.1503(d)-4(c)), including their dis-
tributive share of the U.S. source income
earned through their interests in PRSx, nor
can it offset income of any other domestic
affiliates.

Example 4. Definition of a separate unit and
domestic use limitation—interest in hybrid enti-
ty partnership and indirectly owned foreign
branch separate unit. (i) Facts. HPSx is a
Country X entity that is subject to Country
X tax on its worldwide income. HPSx is clas-
sified as a partnership for Federal tax pur-
poses. P, S, and FSx, are the sole partners of
HPSx. For U.S. tax purposes, P, S, and FSx
each has an equal interest in each item of
HPSx’s profit or loss. HPSx carries on oper-
ations in Country Y that, if carried on by a
U.S. person, would constitute a foreign
branch within the meaning of §1.367(a)-
6T (2)(1).
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(ii) Result. Under §1.1503(d)-1(b)(4)(1)(B), the
partnership interests in HPSx held by P and
S are individual hybrid entity separate
units. These individual separate units are
combined into a single separate unit under
§1.1503(d)-1(b)(4)(ii). In addition, P’s and S’s
share of the Country Y operations owned in-
directly through their interests in HPSx are
individual foreign branch separate units
under §1.1503(d)-1(b)(4)(1)(B). These indi-
vidual separate units are also combined into
a single separate unit under §1.1503(d)-
1(b)(4)(ii). Unless an exception under
§1.1503(d)-6 applies, dual consolidated losses
attributable to P’s and S’s combined inter-
ests in HPSx can only be used to offset in-
come attributable to their combined inter-
ests in HPSx (other than income attributable
to P’s and S’s combined interests in the
Country Y foreign branch separate unit),
subject to the application of §1.1503(d)-4(c).
Similarly, dual consolidated losses attrib-
utable to P’s and S’s combined interests in
the Country Y operations of HPSx can only
be used to offset income attributable to their
combined interests in such Country Y oper-
ations, subject to the application of
§1.1503(d)-4(c). Neither FSx’s interest in
HPSx, nor its share of the Country Y oper-
ations owned by HPSx, is a separate unit be-
cause FSx is not a domestic corporation.

Example 5. Foreign use—general rule and de
minimis reduction exception. (i) Facts. P owns
DElx. DElx owns FSx. In year 1, there is a
$100x loss attributable to P’s interest in
DElx that is a dual consolidated loss. Also in
year 1, FSx earns $200x of income. DElx and
FSx file a Country X consolidated tax re-
turn. For Country X tax purposes, the year 1
$100x loss of DElx is used to offset $100x of
year 1 income generated by FSx. Under
Country X tax law, unused losses are carried
forward and available to offset income in
subsequent taxable years.

(ii) Result. The $100x loss attributable to
P’s interest in DElx is available to, and in
fact does, offset FSx’s income under the laws
of Country X. In addition, under U.S. tax
principles, such income is considered to be
an item of FSx, a foreign corporation. As a
result, under §1.1503(d)-3(a), there has been a
foreign use of the year 1 dual consolidated
loss attributable to P’s interest in DElx.
Therefore, P cannot make a domestic use
election with respect to the loss as provided
under §1.1503(d)-6(d)(2), and such loss will be
subject to the domestic use limitation rule
of §1.1503(d)-4(b). The result would be the
same even if FSx, under Country X tax law,
had no income against which the dual con-
solidated loss of DElx could be offset (unless
FSx’s ability to use the loss under Country X
tax law requires an election, and no such
election is made).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Erample 5,
except that FSx cannot use the loss of DE1x
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under Country X tax law without an elec-
tion, and no such election is made. Pursuant
to the exception in §1.1503(d)-3(c)(2), there is
no foreign use of the year 1 dual consolidated
loss attributable to P’s interest in DElx. In
addition, P files a domestic use election with
respect to the year 1 dual consolidated loss
attributable to its interest in DElx and, at
the beginning of year 3, P sells its interest in
DElx to F, a Country Y entity that is a for-
eign corporation. The sale of the interest in
DElx to F results in a foreign use triggering
event pursuant to §1.1503(d)-6(e)(1)(i) be-
cause, immediately after the sale, the loss
attributable to the interest in DElx carries
over under Country X law and, therefore, is
available under U.S. tax principles to offset
income of the owner of the interest in DElx
which, in the hands of F, is not a separate
unit. It is also a foreign use because the loss
is available under U.S. tax principles to off-
set the income of F, a foreign corporation.
See §1.1503(d)-3(a)(1). Finally, the transfer is
a triggering event pursuant to §1.1503(d)-
6(e)(1)(iv) and (v).

(iv) Alternative Facts. The facts are the
same as in paragraph (iii), of this Example 5,
except that P only sells 5 percent of its in-
terest in DElx to F. Pursuant to Rev. Rul.
99-5 (1999-1 CB 434), see §601.601(d)(2)(ii)(b) of
this chapter, the transaction is treated as if
P sold 5 percent of its interest in each of
DElx’s assets to F, and then immediately
thereafter P and F transferred their inter-
ests in the assets of DElx to a partnership in
exchange for an ownership interest therein.
The sale of the 5 percent interest in DElx
generally results in a foreign use triggering
event because a portion of the dual consoli-
dated loss carries over under Country X tax
law and is available under U.S. tax principles
to offset income of the owner of the interest
in DElx, a hybrid entity, which in the hands
of F is not a separate unit. It is also a for-
eign use because the loss is available under
U.S. tax principles to offset the income of F,
a foreign corporation. See §1.1503(d)-3(a)(1).
However, pursuant to the exception under
§1.1503(d)-3(c)(5) (relating to a de minimis re-
duction of an interest in a separate unit),
such availability does not result in a foreign
use. In addition, pursuant to §1.1503(d)-6(f)(1)
and (3), the deemed transfers pursuant to
Rev. Rul. 99-5 as a result of the sale are not
treated as triggering events described in
§1.1503(d)-6(e)(1)(iv) or (V).

Example 6. Foreign use and indirect foreign
use—foreign reverse hybrid structure and dis-
regarded payments. (i) Facts. P owns DElx.
DElx owns 99 percent and S owns 1 percent of
FRHx, a Country X partnership that elected
to be treated as a corporation for U.S. tax
purposes. FRHx conducts a trade or business
in Country X. In year 1, DElx incurs interest
expense on a third-party loan, which con-
stitutes a dual consolidated loss attributable
to P’s interest in DElx. In year 1, for Coun-
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try X tax purposes, DElx takes into account
its distributive share of income generated by
FRHx and offsets such income with its inter-
est expense.

(ii) Result. In year 1, the dual consolidated
loss attributable to P’s interest in DElx is
available to, and in fact does, offset income
recognized in Country X and, under U.S. tax
principles, the income is considered to be in-
come of FRHx, a foreign corporation. Ac-
cordingly, pursuant to §1.1503(d)-3(a)(1),
there is a foreign use of the dual consoli-
dated loss. Therefore, P cannot make a do-
mestic use election with respect to the year
1 dual consolidated loss attributable to its
interest in DElgx, as provided under
§1.1503(d)-6(d)(2), and such loss will be sub-
ject to the domestic use limitation rule of
§1.1503(d)-4(b).

(iii) Alternative Facts. (A) The facts are the
same as in paragraph (i) of this Example 6,
except as follows. Instead of owning DElx, P
owns DE3y which, in turn, owns DE1lx. In ad-
dition, DE3y, rather than DEly, is the obli-
gor on the third-party loan and therefore in-
curs the interest expense on such loan. Fi-
nally, DE3y on-lends the loan proceeds from
the third-party loan to DElx, and DElx pays
interest to DE3y on such loan that is gen-
erally disregarded for U.S. tax purposes.

(B) Pursuant to §1.1503(d)-5(c)(1)(ii), for
purposes of calculating income or a dual con-
solidated loss, DE3y and DElx do not take
into account interest income or interest ex-
pense, respectively, with respect to amounts
paid on the disregarded loan from DE3y to
DElx. As a result, such items neither create
a dual consolidated loss with respect to the
interest in DElx, nor do they reduce (or
eliminate) the dual consolidated loss attrib-
utable to the interest in DE3y. Thus, in year
1, there is a dual consolidated loss attrib-
utable to P’s interest in DE3y, but not to P’s
indirect interest in DEl1x.

(C) In year 1, interest expense paid by DE1x
to DE3y on the disregarded loan is taken into
account as a deduction in computing DElx’s
taxable income for Country X tax purposes,
but does not give rise to a corresponding
item of income or gain for U.S. tax purposes
(because it is generally disregarded). In addi-
tion, such interest has the effect of making
an item of deduction or loss composing the
dual consolidated loss attributable to P’s in-
terest in DE3y available for a foreign use.
This is the case because it may reduce or off-
set items of deduction or loss composing the
dual consolidated loss for foreign tax pur-
poses, and creates another deduction or loss
that may reduce or offset income of DE1lx for
foreign tax purposes that, under U.S. tax
principles, is treated as income of FRHx, a
foreign corporation. Moreover, because the
disregarded item is incurred or taken into
account as interest for foreign tax purposes,
it is deemed to have been incurred or taken
into account with a principal purpose of
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avoiding the provisions of section 1503(d). Ac-
cordingly, there is an indirect foreign use of
the year 1 dual consolidated loss attributable
to P’s interest in DE3y, and P cannot make
a domestic use election with respect to such
loss as provided under §1.1503(d)-6(d)(2).
Thus, the loss will be subject to the domestic
use limitation rule of §1.1503(d)-4(b).

Example 7. Indirect foreign use—hybrid in-
strument. (i) Facts. P owns DElx which, in
turn, owns FSx. DElx borrows cash from an
unrelated lender and transfers the cash to
FSx in exchange for an instrument (hybrid
instrument). The hybrid instrument is treat-
ed as equity for U.S. tax purposes and debt
for Country X tax purposes. Interest expense
on the loan from the unrelated lender results
in a dual consolidated loss being attributable
to P’s interest in DElx in year 1. DElx does
not elect under Country X law to consolidate
with FSx. In year 1, FSx distributes its stock
as a payment on the hybrid instrument to
DElx. For U.S. tax purposes, such payment is
excluded from P’s gross income under sec-
tion 305. However, for Country X tax pur-
poses, such payment is treated as interest
and gives rise to a deduction taken into ac-
count in computing FSx’s Country X tax li-
ability; the payment also gives rise to inter-
est income to DElx for Country X tax pur-
poses.

(ii) Result. The payment on the hybrid in-
strument does not give rise to an item of in-
come or gain for U.S. tax purposes and there-
fore does not reduce (or eliminate) the dual
consolidated loss attributable to P’s interest
in DElx. In addition, such payment is taken
into account as a deduction in computing
FSx’s taxable income for Country X tax pur-
poses. Moreover, such payment has the effect
of making an item of deduction or loss com-
posing the dual consolidated loss attrib-
utable to P’s interest in DElx available for a
foreign use. This is the case because it may
reduce or offset items of deduction or loss
composing the dual consolidated loss for for-
eign tax purposes, and creates a deduction
that reduces or offsets income of FSx for for-
eign tax purposes that, under U.S. tax prin-
ciples, is income of a foreign corporation.
Further, because the item is incurred, or
taken into account, using an instrument
that is treated as equity for U.S. tax pur-
poses and debt for foreign tax purposes, it is
deemed to have been engaged in with the
principal purpose of avoiding the provisions
of section 1503(d). As a result, there has been
an indirect foreign use of the year 1 dual
consolidated loss, and P cannot make a do-
mestic use election with respect to such loss,
as provided under §1.1503(d)-6(d)(2). Thus, the
year 1 dual consolidated loss will be subject
to the domestic use limitation rule of
§1.1503(d)-4(b).

Example 8. No indirect foreign use—trans-
action entered into in the ordinary course of
business. (i) Facts. P owns DElx and FBy. FBy
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is a foreign branch separate unit located in
Country Y. DElx owns FBx and FSx. P’s in-
terest in DElx and FBx are combined and
treated as a single separate unit (Country X
separate unit) pursuant to §1.1503(d)-
1(b)(4)(ii). Under Country X tax laws, DElx
elects to consolidate with FSx. FBy engages
in the business of providing services and, in
connection with its ordinary course of busi-
ness, provides services to unrelated third
parties and to DElx. As compensation for
services, DElx makes a payment to FBy.
Under Country X tax law, the payment is de-
ductible. However, the payment is generally
disregarded for U.S. tax purposes and, pursu-
ant to §1.1503(d)-5(c)(1)(ii), is not taken into
account in calculating the income or dual
consolidated loss attributable to the Country
X separate unit or FBy. In year 1, the Coun-
try X separate unit and FBy each has a dual
consolidated loss. The dual consolidated loss
attributable to the Country X separate unit
is subject to the domestic use limitation
under §1.1503(d)-4(b) because DElx and FSx
elect to consolidate and, as a result, the dual
consolidated loss is put to a foreign use.

(ii) Result. The payment made by DElx to
FBy in connection with the performance of
services is taken into account as a deduction
in computing DElx’s taxable income for
Country X tax purposes, but does not give
rise to an item of income or gain for U.S. tax
purposes. In addition, such payment has the
effect of making an item of deduction or loss
composing the dual consolidated loss attrib-
utable to FBy available for a foreign use.
This is the case because it may reduce or off-
set items of deduction or loss composing the
dual consolidated loss of FBy for foreign tax
purposes, and creates another deduction that
reduces or offsets income of FSx for foreign
tax purposes (because DElx and FSx elect to
file a consolidated return) that, under U.S.
tax principles, is income of a foreign cor-
poration. However, the transaction between
DElx and FBy was entered into in the ordi-
nary course of FBy’s trade or business. As a
result, if P can demonstrate to the satisfac-
tion of the Commissioner that the trans-
action was not entered into with a principal
purpose of avoiding the provisions of section
1503(d), FBy’s year 1 dual consolidated loss
will not be treated as having been made
available for an indirect foreign use. In such
a case, P would be entitled to make a domes-
tic use election with respect to such loss.

Example 9. Foreign use—dual resident cor-
poration with hybrid entity joint venture. (i)
Facts. P owns DRCx, a member of the P con-
solidated group. DRCx owns 80 percent of
HPSx, a Country X entity that is subject to
Country X tax on its worldwide income.
HPSx is classified as a partnership for U.S.
tax purposes. FSx owns the remaining 20 per-
cent of HPSx. In year 1, DRCx generates a
$100x net operating loss (without regard to
items attributable to DRCx’s interest in
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HPSx). Also in year 1, HPSx generates $100x
of income, $80x of which is attributable to
DRCx’s interest in HPSx. DRCx and HPSx
file a consolidated tax return for Country X
tax purposes, and HPSx offsets its $100x of
income with the $100x loss generated by
DRCx.

(ii) Result. DRCx and its interest in HPSx
are not combined because DRCx is a dual
resident corporation and the combination
rule under §1.1503(d)-1(b)(4)(ii) only applies
to separate units. The $100x year 1 net oper-
ating loss incurred by DRCx (without regard
to items attributable to DRCx’s interest in
HPSx) is a dual consolidated loss. In addi-
tion, HPSx is a hybrid entity and DRCx’s in-
terest in HPSx is a hybrid entity separate
unit; however, there is no dual consolidated
loss attributable to such separate unit in
yvear 1 (instead, there is $80x of income at-
tributable to such separate unit). DRCx’s
year 1 dual consolidated loss offsets $100x of
income for Country X purposes, and $20x of
such income is, under U.S. tax principles, in-
come of FSx, which owns an interest in HPSx
that is not a separate unit (in addition, FSx
is a foreign corporation). As a result, pursu-
ant to §1.1503(d)-3(a), there is a foreign use of
the year 1 dual consolidated loss of DRCx,
and P cannot make a domestic use election
with respect to such loss pursuant to
§1.1503(d)-6(d)(2). Therefore, such loss will be
subject to the domestic use limitation rule
of §1.1503(d)-4(b). The result would be the
same even if HPSx, under Country X laws,
had no income against which the dual con-
solidated loss could be offset (unless the abil-
ity to use the loss under Country X laws re-
quired an election, and no such election is
made).

Example 10. Foreign use—foreign parent cor-
poration. (i) Facts. F1 and F2, nonresident
alien individuals, each owns 50 percent of
FPx, a Country X entity that is subject to
Country X tax on its worldwide income. FPx
is classified as a foreign corporation for U.S.
tax purposes. FPx owns DRCx. DRCx is the
parent of a consolidated group that includes
as a member DS, a domestic corporation. In
year 1, DRCx incurs a dual consolidated loss
of $100x and, for Country X tax purposes, FPx
generates $100x of income. In year 1, FPx
elects to consolidate with DRCx for Country
X tax purposes, and the $100x year 1 loss of
DRCx is used to offset the income of FPx
under the laws of Country X. For U.S. tax
purposes, the items of FPx do not constitute
items of income in year 1.

(ii) Result. The year 1 dual consolidated
loss of DRCx offsets the income of FPx under
the laws of Country X. Pursuant to
§1.1503(d)-3(a), the offset constitutes a for-
eign use because the items constituting such
income are considered under U.S. tax prin-
ciples to be items of a foreign corporation.
This is the case even though the United
States does not recognize such items as in-
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come in year 1. Therefore, DRCx cannot
make a domestic use election with respect to
its year 1 dual consolidated loss pursuant to
§1.1503(d)-6(d)(2). As a result, such loss will
be subject to the domestic use limitation
rule of §1.1503(d)-4(b).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 10,
except that FPx is classified as a partnership
for U.S. tax purposes. The result would be
the same as in paragraph (ii) of this Erxample
10, because the offset of the income gen-
erated by FPx is a foreign use pursuant to
§1.1503(d)-3(a). This is the case because the
items constituting such income are consid-
ered under U.S. tax principles to be items of
F1 and F2, the owners of interests in FPx (a
hybrid entity), that are not separate units.
Moreover, the result would be the same if F1
and F2 owned their interests in FPx indi-
rectly through another partnership.

Example 11. No foreign use—absence of for-
eign loss allocation rules. (i) Facts. P owns
DE1lx and DRCx. DRCx is a member of the P
consolidated group and owns FSx. DElx owns
FBx. P’s interest in DE1x and P’s indirect in-
terest in FByx are individual separate units
that are combined into a single separate unit
(Country X separate unit) pursuant to
§1.1503(d)-1(b)(4)(ii). In year 1, DRCx incurs a
$200x net operating loss and $200x of income
is attributable to P’s Country X separate
unit. The $200x net operating loss incurred
by DRCx is a dual consolidated loss. FSx also
earns $200x of income in year 1. DRCx, DElx,
and FSx file a Country X consolidated tax re-
turn. However, Country X has no applicable
rules for determining which income is offset
by DRCx’s year 1 $200x loss.

(ii) Result. Under §1.1503(d)-3(c)(3), DRCx’s
$200x loss shall be treated as having been
made available to offset the $200x of income
attributable to P’s Country X separate unit.
P’s Country X separate unit is not, under
U.S. tax principles, a foreign corporation,
and there is no interest in DElx (which is a
hybrid entity) that is not a separate unit. As
a result, DRCx’s loss being made available to
offset the income attributable to P’s Coun-
try X separate unit is not considered a for-
eign use of such loss. Therefore, P can make
a domestic use election with respect to
DRCx’s year 1 dual consolidated loss.

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 11,
except that in year 1 only $150x of income is
attributable to P’s Country X separate unit.
Because only $150x of income is attributed to
P’s Country X separate unit, $560x of DRCx’s
year 1 dual consolidated loss is treated as
being made available to offset the income of
FSx, a foreign corporation, and therefore
constitutes a foreign use. As a result, DRCx
cannot make a domestic use election with
respect to its year 1 dual consolidated loss
pursuant to §1.1503(d)-6(d)(2), and such loss
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will be subject to the domestic use limita-
tion rule of §1.1503(d)-4(b).

Example 12. No foreign use—absence of for-
eign loss usage ordering rules. (i) Facts. (A) P
owns DRCx, a member of the P consolidated
group. DRCx owns FSx. Under the Country X
consolidation regime, a consolidated group
may elect in any given year to use all or a
portion of the losses of one consolidated
group member to offset income of other con-
solidated group members. If no such election
is made in a year in which losses are gen-
erated by a consolidated member, such losses
carry forward and are available, at the elec-
tion of the consolidated group, to offset in-
come of consolidated group members in sub-
sequent taxable years. Country X law does
not provide ordering rules for determining
when a loss from a particular taxable year is
used because, under Country X law, losses
never expire. In addition, Country X law does
not provide ordering rules for determining
when a particular type of loss (for example,
capital or ordinary) is used.

(B) In year 1, DRCx incurs a capital loss of
$80x which, under §1.1503(d)-5(b)(2), is not a
dual consolidated loss. DRCx also incurs a
net operating loss of $80x in year 1 which is
a dual consolidated loss. FSx generates $60x
of capital gain in year 1 which, for Country
X purposes, can be offset by capital losses
and net operating losses. Under the laws of
Country X, DRCx elects to use $60x of its
total year 1 loss of $160x to offset the $60x of
capital gain generated by FSx in year 1; the
remaining $100x of year 1 loss carries for-
ward. In both year 2 and year 3, DRCx incurs
a net operating loss of $100x, while FSx in-
curs no income or loss in years 2 and 3.
DRCx’s $100x losses incurred in year 2 and
yvear 3 are dual consolidated losses. Because
DRCx does not elect under the laws of Coun-
try X to use all or a portion of its year 2 or
year 3 net operating losses of $100x to offset
the income of other members of the Country
X consolidated group, P is permitted to
make (and in fact does make) a domestic use
election with respect to both the year 2 and
yvear 3 dual consolidated losses of DRCx. In
year 4, DRCx has a net operating loss of $10x
and FSx generates $126x of income. Country
X law permits, upon an election, FSx’s $1256x
of income generated in year 4 to be offset by
losses (including carryover losses from prior
years) of other group members. Accordingly,
in year 4, DRCx elects to use $1256x of its ac-
cumulated losses to offset the $125x of year 4
income generated by FSx.

(ii) Result. (A) Under the ordering rules of
§1.1503(d)-3(d)(3), a pro rata amount of
DRCx’s year 1 net operating loss ($30x) and
capital loss ($30x) is considered to be used to
offset FSx’s year 1 $60x capital gain. As a re-
sult, P cannot make a domestic use election
with respect to DRCx’s year 1 $80x dual con-
solidated loss because a portion of such loss
is put to a foreign use.
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(B) DRCx’s $10x year 4 net operating loss is
also a dual consolidated loss. Under the or-
dering rules of §1.1503(d)-3(d)(1), such loss is
considered to be used to offset $10x of FSx’s
year 4 $125x of income. Consequently, P can-
not make a domestic use election with re-
spect to such loss. Under the ordering rules
of §1.1503(d)-3(d)(2), $50x of capital loss carry-
over and $50x of ordinary loss from year 1
will be considered to offset $100x of FSx’s
year 4 income because the income is first
deemed to have been offset by losses the use
of which would not constitute a triggering
event that would result in the recapture of a
dual consolidated loss. The remaining $156x of
FSx’s year 4 income is considered to be offset
by losses from year 3 because it is the most
recent taxable year from which a loss may be
carried forward. Thus, a portion of the year
3 dual consolidated loss has been put to a
foreign use and the entire year 3 dual con-
solidated loss is recaptured. However, none
of DRCx’s $100x year 2 net operating loss will
be deemed to offset FSx’s year 4 income. As
a result, DRCx’s year 2 dual consolidated loss
will not be recaptured.

Example 13. Exception to foreign use through
partnership interest. (i) Facts. (A) P owns 80
percent of HPSx, a Country X entity subject
to Country X tax on its worldwide income.
FSz, an unrelated foreign corporation, owns
the remaining 20 percent of HPSx. HPSx is
classified as a partnership for Federal tax
purposes and carries on operations in Coun-
try X that, if carried on by a U.S. person,
would constitute a foreign branch within the
meaning of §1.367(a)-6T(g)(1). P’s interest in
HPSx and P’s indirect interest in the Coun-
try X branch are individual separate units
that are combined into a single separate unit
(Country X separate unit) pursuant to
§1.1503(d)-1(b)(4)(ii).

(B) In year 1, HPSx incurs a loss of $100x,
$80x of which is attributable to P’s Country
X separate unit. The $80x of loss attributable
to P’s Country X separate unit constitutes a
dual consolidated loss and P makes a domes-
tic use election with respect to such loss. In
year 2, HPSx generates $50x of income, $40x
of which is attributable to P’s interest in the
Country X separate unit. Under Country X
income tax laws, the $100x of year 1 loss in-
curred by HPSx is carried forward and offsets
the $50x of income generated by HPSx in
year 2; the remaining $50x of loss is carried
forward and is available to offset income
generated by HPSx in subsequent years. P
and FS; maintain their ownership interests
in HPSx throughout years 1 and 2.

(ii) Result. In year 2, under the laws of
Country X, the $100x of year 1 loss, which in-
cludes the $80x dual consolidated loss attrib-
utable to P’s Country X separate unit, is
made available to offset income of HPSx.
Such income is attributable to P’s interest
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in HPSx, which is a separate unit. Such in-
come also is income of FSz, a foreign cor-
poration that is an owner of an interest in
HPSx, which is not a separate unit. However,
pursuant to §1.1503(d)-3(c)(4), there is no for-
eign use of the year 1 dual consolidated loss
in year 2. This is the case because P’s inter-
est in HPSx as of the end of year 1 has not
been reduced by more than a de minimis
amount, and the portion of the $80x dual con-
solidated loss was made available for a for-
eign use in year 2 solely as a result of FSz’s
ownership in HPSx and the allocation or
carry forward of the dual consolidated loss
as a result of such ownership.

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 13,
except that P also owns FSx. In addition,
FSx and HPSx elect to file a consolidated re-
turn under Country X law. The exception to
foreign use under §1.1503(d)-3(c)(4) does not
apply because there is a foreign use other
than by reason of the dual consolidated loss
being made available as a result of FS;’s
ownership in HPSx and the allocation or
carry forward of the dual consolidated loss
as a result of such ownership. That is, the ex-
ception does not apply because there is also
a foreign use of the dual consolidated loss as
a result of FSx and HPSx filing a consoli-
dated return under Country X law.

(iv) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 13,
except that at the end of year 2, FS, contrib-
utes cash to HPSx in exchange for additional
equity of HPSx. As a result of the contribu-
tion, FS,’s interest in HPSx increases from
20 percent to 30 percent, and P’s interest in
HPSx decreases from 80 percent to 70 per-
cent. P’s interest in HPSx is reduced within
a single 12-month period by 12.5 percent (10/
80), as compared to P’s interest in HPSx as of
the beginning of such 12-month period. Ac-
cordingly, pursuant to §1.1503(d)-3(c)(4)(iii),
the exception to foreign use provided under
§1.1503(d)-3(c)(4)(i) does not apply. Therefore,
in year 2 there is a foreign use of the $80x
year 1 dual consolidated loss attributable to
P’s Country X separate unit. Such foreign
use constitutes a triggering event in year 2
and the $80x year 1 dual consolidated loss is
recaptured. Alternatively, if FS; were a do-
mestic corporation, there would not be a for-
eign use of the $80x year 1 dual consolidated
loss because the loss would not be available
to offset income that, under U.S. tax prin-
ciples, is income of a foreign corporation or
a direct or indirect owner of an interest in a
hybrid entity that is not a separate unit.

Example 14. Exception to foreign use through
partnership interest—combination rule. (i)
Facts. (A) P and FSx form PRSx. P and FSx
each own 50 percent of PRSx throughout
years 1 and 2. PRSx is treated as a partner-
ship for both U.S. and Country X tax pur-
poses. PRSx owns DEy. DEy is a Country Y
entity subject to Country Y tax on its world-
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wide income and disregarded as an entity
separate from its owner for U.S. tax pur-
poses. DEy conducts business operations in
Country Y that, if carried on by a U.S. per-
son, would constitute a foreign branch as de-
fined in §1.367(a)-6T(g)(1). P’s interest in the
Country Y operations conducted by DEy is
an individual foreign branch separate unit.
P’s interest in DEy, owned indirectly
through PRSx, is a hybrid entity individual
separate unit. P also owns FBy, a Country Y
foreign branch individual separate unit.
Under §1.1503(d)-1(b)(4)(ii), FBy and P’s indi-
rect interests in DEy and DEy’s Country Y
business operations are treated as a com-
bined separate unit (Country Y separate
unit).

(B) In year 1, there is a $100x loss attrib-
utable to the Country Y business operations
conducted by DEy. Thus, there is a $50x loss
attributable to P’s interest in DEy’s Country
Y business operations in year 1. Also in year
1, there is a $200x loss attributable to FBy.
No income or loss is attributable to P’s in-
terest in DEy in year 1. Under §1.1503(d)-
5(c)(4)(ii), the dual consolidated loss attrib-
utable to P’s combined Country Y separate
unit is $250x ($50x loss attributable to P’s in-
direct interest in DEy’s Country Y oper-
ations, plus $200x loss attributable to FBy).
In year 2, neither DEy nor DEy’s Country Y
operations generates income or loss. Under
Country Y law, the $100x of year 1 loss in-
curred by DEy is carried forward and is
available to offset income of DEy in year 2.

(ii) Result. As a result of the carryover of
the year 1 $100x loss (which includes $50x of
the year 1 dual consolidated loss) under
Country Y law, a portion of such loss will be
available to offset income of DEy that is at-
tributable to P’s interest in DEy owned indi-
rectly through PRSx. A portion of such loss
will also be available to offset income of DEy
that is attributable to FSx’s indirect owner-
ship of DEy. Accordingly, under §1.1503(d)-
3(a), there would be a foreign use of a portion
of P’s $250x year 1 dual consolidated loss be-
cause it is available to offset an item of in-
come of the owner of an interest in a hybrid
entity, which is not a separate unit (there
would also be a foreign use in this case be-
cause FSx is a foreign corporation). However,
there has not been a reduction of P’s interest
in DEy, DEy has not consolidated under the
laws of Country Y, and there has not been
any other foreign use of the dual consoli-
dated losses. As a result, no foreign use oc-
curs as a result of the carryforward pursuant
to §1.1503(d)-3(c)(d)(1) and (ii).

Example 15. No foreign use—asset basis carry-
over exception. (i) Facts. P owns FBx and FSx.
In year 1, there is a dual consolidated loss
attributable to FBx. P’s items of income,
gain, deduction, and loss that are taken into
account in calculating FBx’s dual consoli-
dated loss include depreciation deductions
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attributable to FBx’s assets. P makes a do-
mestic use election under §1.1503(d)-6(d) with
respect to the year 1 dual consolidated loss
of FBx. At the end of year 2, P contributes a
portion of FBx’s assets to FSx, in exchange
for stock in FSx. The aggregate adjusted
basis of the assets transferred by P to FSx is
less than 10 percent of the aggregate ad-
justed basis of all of FBx’s assets held at the
beginning of year 2. In addition, no other as-
sets of FBx are transferred during the certifi-
cation period. Under Country X law, FSx’s
basis in the transferred assets is determined
by reference to P’s basis in such assets. In
addition, under Country X law, a portion of
the depreciation deductions that were taken
into account in year 1 for U.S. tax purposes,
are taken into account in year 2 for Country
X tax purposes.

(ii) Result. As a result of the transfer of as-
sets from P to FSx, a portion of the year 1
dual consolidated loss is available for a for-
eign use. This is the case because a portion
of the basis in FBx’s assets, which gave rise
to depreciation deductions that were taken
into account in computing the year 1 dual
consolidated loss, will give rise to a depre-
ciation deduction under Country X laws that
will be available, under U.S. tax principles,
to offset the income of FSx, a foreign cor-
poration, in year 2. However, the aggregate
adjusted basis of all the assets transferred by
P to FSx, within the 12-month period ending
at the end of year 2, is less than 10 percent
of the aggregate adjusted basis of all of
FBx’s assets at the beginning of such 12-
month period. Moreover, the aggregate ad-
justed basis of the assets transferred by P to
FSx at any time during the certification pe-
riod is less than 30 percent of the aggregate
adjusted basis of FBx’s assets held at the end
of year 1. In addition, the item of deduction
giving rise to the foreign use is being made
available solely as a result of the adjusted
basis of the transferred assets being deter-
mined in whole, or in part, by reference to
the adjusted basis of such transferred assets
in the hands of FBx. As a result, this transfer
will not result in a foreign use pursuant to
§1.1503(d)-3(c)(6).

Example 16. No foreign use—liability assump-
tion exception. (i) Facts. P owns FBx. In year
1, there is a dual consolidated loss attrib-
utable to FBx for which P makes a domestic
use election under §1.1503(d)-6(d). The dual
consolidated loss includes a deduction for
salary expense that was deductible for U.S.
tax purposes at the end of year 1, even
though it was not paid until year 2. The de-
duction was incurred in the ordinary course
of FBx’s trade or business. During year 2, and
before the accrued salary expense liability
was paid, P sells all the assets of FBx to FSx
in exchange for cash and FSx’s assumption of
the liabilities of the FBx trade or business,
including the obligation to pay the accrued
salary expense. Under Country X law, the ac-
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crued salary expense of FBx is deductible,
and is taken into account for purposes of
computing the taxable income of FBx, when
paid. FBx pays the accrued salary expense
after the sale of FBx to FSx.

(ii) Result. (A) As a result of FSx’s assump-
tion of the FBx liabilities, including the ac-
crued salary expense, a portion of the dual
consolidated loss is available for a foreign
use in year 2. This is the case because the de-
duction that was taken into account in year
1 in computing the dual consolidated loss
under U.S. tax principles will, under Country
X tax law, be taken into account and will be
available to offset the income of FSx, a for-
eign corporation, in year 2. However, because
this item of expense is made available solely
as a result of the assumption of a liability of
FBx, and such liability was incurred in the
ordinary course of FBx’s trade or business,
there will not be a foreign use of the year 1
dual consolidated loss pursuant to §1.1503(d)—
3(c)(D).

(B) The transfer of all the assets of FBx to
FSx is a triggering event under §1.1503(d)-
6(e)(1)(iv), unless P can rebut the triggering
event under §1.1503(d)-6(e)(2). For purposes of
determining whether, under §1.1503(d)-
6(e)(2)(ii), the transfer of assets resulted in a
carryover under foreign law of FBx’s losses,
expenses, or deductions, the exception to for-
eign use for the assumption of liabilities is
taken into account. However, the other ex-
ceptions to foreign use do not apply for this
purpose (or for purposes of demonstrating
that no foreign use of a dual consolidated
loss can occur in any other year under
§1.1503(d)-6(c),  (e)@2)(1) or ()2). See
§1.1503(d)-3(c)(1). Provided the other require-
ments of §1.1503(d)-6(e)(2)(ii) and (iii) are sat-
isfied, P may be able to rebut the occurrence
of a triggering event upon the transfer of
FBx’s assets to FSx.

Example 17. Mirror legislation rule—dual resi-
dent corporation and hybrid entity separate
unit. (i) Facts. P owns DRCx, a member of the
P consolidated group. DRCx owns FSx. In
year 1, DRCx incurs a $100x net operating
loss that is a dual consolidated loss. To pre-
vent corporations like DRCx from offsetting
losses both against income of affiliates in
Country X and against income of foreign af-
filiates under the tax laws of another coun-
try, Country X mirror legislation prevents a
corporation that is subject to the income tax
of another country on its worldwide income
or on a residence basis from using the Coun-
try X form of consolidation. Accordingly, the
Country X mirror legislation prevents the
loss of DRCx from being made available to
offset income of FSx.

(ii) Result. Under §1.1503(d)-3(e), because
the losses of DRCx are subject to Country X’s
mirror legislation, there is a deemed foreign
use of DRCx’s year 1 dual consolidated loss.
The stand-alone exception to the mirror rule
in §1.1503(d)-3(e)(2) does not apply because,

974



Internal Revenue Service, Treasury

absent the mirror legislation, DRCx’s year 1
dual consolidated loss would be available for
a foreign use (as defined in §1.1503(d)-3),
without regard to whether such availability
is limited by election or similar procedure.
That is, absent the mirror legislation, all or
a portion of the dual consolidated loss would
be available to offset the income of FSx
under the Country X consolidation regime.
This is the case even if Country X did not
recognize DRCx as having a loss in year 1.
Therefore, P may not make a domestic use
election with respect to DRCx’s year 1 dual
consolidated loss pursuant to §1.1503(d)-
3(A)(2).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 17,
except that P owns DElx (rather than DRCx)
and, in year 1, there is a $100 dual consoli-
dated loss attributable to P’s interest in
DElx (rather than of DRCx). The Country X
mirror legislation only applies to Country X
dual resident corporations and, therefore,
does not apply to losses attributable to P’s
interest in DEl1x. As a result, the mirror leg-
islation rule under §1.1503(d)-3(e) would not
deny the opportunity of such loss from being
put to a foreign use (for example, by offset-
ting the income of FSx through the Country
X consolidation regime). Therefore, a domes-
tic use election can be made with respect to
the dual consolidated loss (provided the con-
ditions for such an election are otherwise
satisfied).

Example 18. Mirror legislation rule—stand-
alone foreign branch separate unit. (i) Facts. P
owns FBx. In year 1, there is a $100x dual
consolidated loss attributable to FBx. Coun-
try X enacted mirror legislation to prevent
Country X branches and permanent estab-
lishments of nonresident corporations from
offsetting losses both against income of
Country X affiliates and against other in-
come of its owner (or foreign affiliates there-
of) under the tax laws of another country.
The Country X mirror legislation prevents a
Country X branch or permanent establish-
ment of a nonresident corporation from off-
setting its losses against the income of
Country X affiliates if such losses may be de-
ductible against income (other than income
of the Country X branch or permanent estab-
lishment) under the laws of another country.

(ii) Result. In general, under §1.1503(d)-3(e),
because the losses of FBx are subject to
Country X’s mirror legislation, there is a
deemed foreign use of FBx’s year 1 dual con-
solidated loss. However, in the absence of the
Country X mirror legislation, no item of de-
duction or loss composing FBx’s year 1 dual
consolidated loss would be available in the
year incurred for a foreign use (as defined in
§1.1503(d)-3), without regard to whether such
availability is limited by election or other-
wise. This is the case because there is no
Country X entity through which the dual
consolidated loss could be put to a foreign
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use (absent a sale, merger, or similar trans-
action involving FBx). As a result, the stand-
alone exception in §1.1503(d)-3(e)(2) may
apply, provided P complies with the require-
ments of §1.1503(d)-3(e)(2)(ii). Accordingly, P
may make a domestic use election with re-
spect to the year 1 dual consolidated loss of
FBx pursuant to §1.1503(d)-6(d). If, however,
any item of the dual consolidated loss would
otherwise be available for a foreign use dur-
ing the certification period (for example, as
a result of P acquiring a foreign corporation
that is organized under the laws of Country
X such that losses of FBx could be put to a
foreign use through consolidation or similar
means), then such loss would be recaptured
pursuant to §1.1503(d)-6(e)(1)(ix).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 18,
except that the Country X mirror legislation
operates in a manner similar to the rules
under section 1503(d). That is, it allows the
taxpayer to elect to use the loss to either
offset income of an affiliate in Country X, or
income of an affiliate (or other income of the
owner of the Country X branch or permanent
establishment) in the other country, but not
both. Because the Country X mirror legisla-
tion permits the taxpayer to choose to put
the dual consolidated loss to a foreign use, it
does not deny the opportunity to put the loss
to a foreign use. Therefore, there is no
deemed foreign use of the dual consolidated
loss pursuant to §1.1503(d)-4(e) and a domes-
tic use election can be made for such loss.

Example 19. Application of mirror legislation
rule to combined separate unit. (i) Facts. P
owns FBx, FSx, and DElx. In year 1, there is
a $50x dual consolidated loss attributable to
FBx and $10x of income attributable to P’s
interest in DElx. FSx has income of $100x.
Pursuant to §1.1503(d)-1(b)(4)(ii), FBx and P’s
interest in DElx are combined and treated as
a single separate unit (Country X separate
unit) which has a year 1 dual consolidated
loss of $40x. Country X enacted mirror legis-
lation to prevent Country X branches or per-
manent establishments of nonresident cor-
porations from offsetting losses both against
income of Country X affiliates and against
other income of its owner (or foreign affili-
ates thereof) under the tax laws of another
country. The Country X mirror legislation
prevents a Country X branch or permanent
establishment of a nonresident corporation
from offsetting its losses against the income
of Country X affiliates if such losses may be
deductible against income (other than in-
come of the Country X branch or permanent
establishment) under the laws of another
country. However, the United States and
Country X have entered into an agreement
described in §1.1503(d)-6(b) pursuant to the
U.S.-Country X income tax convention (mir-
ror agreement). The mirror agreement ap-
plies to Country X foreign branch separate
units of domestic corporations, but not to
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Country X hybrid entity separate units. The
mirror agreement provides that neither the
Country X mirror legislation nor the mirror
legislation rule under §1.1503(d)-3(e) will
apply to losses attributable to Country X
foreign branch separate units, provided cer-
tain conditions and reporting requirements
are satisfied (including a domestic use elec-
tion, if the loss is to be used to offset income
of a domestic affiliate). Thus, losses attrib-
utable to Country X foreign branch separate
units can, subject to the requirements of the
mirror agreement, be used to offset income
of a domestic affiliate or a Country X affil-
iate (but not both).

(ii) Result. The Country X mirror legisla-
tion only applies to Country X foreign
branch separate units and does not apply to
hybrid entity separate units. In addition, if
P complies with the terms and conditions of
the mirror agreement, the Country X mirror
legislation would not apply to FBx. As a re-
sult, the income tax laws of Country X would
not deny the opportunity of a loss of either
individual separate unit that composes P’s
combined Country X separate unit from
being put to a foreign use. Therefore, not-
withstanding §1.1503(d)-3(e), a domestic use
election can be made with respect to the
dual consolidated loss attributable to P’s
Country X separate unit, provided the terms
and conditions of the mirror agreement are
satisfied. See §1.1503(d)-6(b)(2).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 19,
except that the Country X mirror legislation
also applies to losses attributable to DElx,
but the mirror agreement does not apply to
such losses. The mirror legislation rule
would apply with respect to P’s interest in
DElx and, as a result, there is a deemed for-
eign use of the dual consolidated loss attrib-
utable to the Country X separate unit and a
domestic use election cannot be made for
such loss. This is the case even though, pur-
suant to §1.1503(d)-5(c)(4)(ii)(A), P’s interest
in DElx (which is subject to the Country X
mirror legislation) does not, as an individual
separate unit, have a dual consolidated loss
in year 1. Further, the stand-alone exception
to the mirror legislation rule in §1.1503(d)—
3(e)(2) does not apply because, absent the
mirror legislation, the Country X combined
separate unit’s dual consolidated loss would
be available in the year incurred for a for-
eign use (as defined in §1.1503(d)-3) because it
could be used to offset income of FSx under
the Country X consolidation regime. This is
the case even if Country X requires an elec-
tion to consolidate and no such election is
made. The result would be the same even if
Country X did not recognize DElx as having
a loss.

Example 20. Dual consolidated loss limitation
after section 381 transaction. disposition of as-
sets and subsequent liquidation of dual resident
corporation. (i) Facts. P owns DRCx, a mem-
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ber of the P consolidated group. In year 1,
DRCx incurs a dual consolidated loss and P
does not make a domestic use election with
respect to such loss. Under §1.1503(d)-4(b),
DRCx’s year 1 dual consolidated loss is sub-
ject to the limitations under §1.1503(d)-4(c)
and, therefore, may not be used to offset the
income of P or S (or any other domestic af-
filiate) on the group’s U.S. income tax re-
turn. At the beginning of year 2, DRCx sells
all of its assets for cash and distributes the
cash to P pursuant to a liquidation that
qualifies under section 332.

(ii) Result. In general, under section 381, P
would succeed to, and be permitted to use,
DRCx’s net operating loss carryover. How-
ever, §1.1503(d)-4(d)(1)(i) prohibits the dual
consolidated loss of DRCx from carrying over
to P. Therefore, DRCx’s year 1 net operating
loss carryover is eliminated.

Example 21. Dual consolidated loss limitation
applied to a separate unit transferred in a sec-
tion 381 transaction. (i) Facts. S owns DElx
which, in turn, owns FByx. S’s interest in
DElx and its indirect interest in FBx are
combined and treated as a single separate
unit (Country X separate unit) pursuant to
§1.1503(d)-1(b)(4)(ii). In year 1, a dual consoli-
dated loss is attributable to the Country X
separate unit, and P does not make a domes-
tic use election with respect to such loss.
Under §1.1503(d)-4(b), the year 1 dual consoli-
dated loss attributable to the Country X sep-
arate unit may not be used to offset the in-
come of P or S (other than income attrib-
utable to the Country X separate unit, sub-
ject to the application of §1.1503(d)-4(c)) on
the group’s consolidated U.S. income tax re-
turn (nor may it be used to offset the income
of any other domestic affiliates). At the be-
ginning of year 2, S transfers its entire inter-
est in DElx, and thus its entire indirect in-
terest in FBx, to FSx in a transaction de-
scribed in section 381.

(ii) Result. Section 1.1503(d)-4(d)(1)(ii) pro-
vides that the dual consolidated loss attrib-
utable to a separate unit that is subject to
the domestic use limitation under §1.1503(d)—
4(b) is eliminated if the separate unit ceases
to be a separate unit of its affiliated domes-
tic owner and all other members of the affili-
ated domestic owner’s separate group. As a
result of the transfer of the Country X sepa-
rate unit to FSx, the Country X separate
unit ceases to be a separate unit of S, and is
not a separate unit of any other member of
the P consolidated group. In addition, the ex-
ceptions in §1.1503(d)-4(d)(2)(iii) do not apply
because FSx is not a domestic corporation.
Thus, the year 1 dual consolidated loss at-
tributable to the Country X separate unit is
eliminated.

(iii) Alternative Facts. Assume the same
facts as in paragraph (i) of this Example 21,
except S transfers its assets to DC, a domes-
tic corporation that is not a member of the
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P consolidated group, in a transaction de-
scribed in section 381(a). Immediately after
the transaction, the Country X separate unit
is a separate unit of DC. Under §1.1503(d)-
4(d)(1)(ii), the year 1 dual consolidated loss of
the Country X separate unit would be elimi-
nated because it ceases to be a separate unit
of S, and is not a separate unit of any other
member of the P consolidated group. How-
ever, because the transferee is a domestic
corporation and the Country X separate unit
is a separate unit in the hands of DC imme-
diately after the transaction, the exception
under §1.1503(d)-4(d)(2)(iii)(A) applies. As a
result, the year 1 dual consolidated loss of
the Country X separate unit is not elimi-
nated and any income generated by DC that
is attributable to the Country X separate
unit following the transfer may be offset by
the carryover dual consolidated losses at-
tributable to the Country X separate unit,
subject to the limitations of §1.1503(d)-4(b)
and (c) applied as if DC generated the dual
consolidated loss and such loss was attrib-
utable to the Country X separate unit.

(iv) Alternative Facts. Assume the same
facts as in paragraph (iii) of this Example 21,
except that P owns DE2x and the interest in
DE2x is combined with and therefore in-
cluded in the Country X separate unit. In ad-
dition, a portion of the dual consolidated
loss of the Country X separate unit is attrib-
utable to P’s interest in DE2x. Pursuant to
§1.1503(d)-4(d)(2)(iii)(A), the result would be
the same as in paragraph (iii) of this Example
21, with respect to the portion of the dual
consolidated loss attributable to the com-
bined separate unit that is succeeded to and
taken into account by DC pursuant to sec-
tion 381. The portion of the dual consolidated
loss attributable to P’s interest in DE2y,
however, does not carry over to DC but is re-
tained by P and continues to be subject to
the limitations of §1.1503(d)—4(b) and (c¢) with
respect to P’s interest in DE2x.

(v) Alternative Facts. Assume the same facts
as in paragraph (iv) of this Example 21, except
that DC is a member of the P consolidated
group. Pursuant to §1.1503(d)-4(d)(2)(iii)(B),
the dual consolidated loss of the Country X
separate unit is not eliminated and income
attributable to the Country X separate unit
may continue to be offset by the dual con-
solidated loss that is succeeded to and taken
into account by DC pursuant to section 381,
subject to the limitations of §1.1503(d)-4(b)
and (c). The result would be the same even if
the interest in DE1lx ceased to be a separate
unit in the hands of DC (for example, because
it dissolved under Country X law in connec-
tion with the transaction), provided P, or an-
other member of the P consolidated group,
continued to own a portion of the Country X
separate unit.

Example 22. Tainted income. (i) Facts. P owns
100 percent of DRCz, a domestic corporation
that is included as a member of the P con-
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solidated group. DRCz conducts a business in
the United States. During year 1, DRC, was
managed and controlled in Country Z and
therefore was subject to tax as a resident of
Country Z and was a dual resident corpora-
tion. In year 1, DRC7 incurred a dual consoli-
dated loss of $200x, and P did not make a do-
mestic use election with respect to such loss.
As a result, such loss is subject to the domes-
tic use limitation rule of §1.1503(d)-4(b). At
the end of year 1, DRC, moved its manage-
ment and control to the United States and,
as a result, ceased being a dual resident cor-
poration. At the beginning of year 2, P trans-
ferred asset A, a non-depreciable asset, to
DRC; in exchange for common stock in a
transaction that qualified for nonrecognition
under section 351. At the time of the trans-
fer, P’s tax basis in asset A equaled $50x and
the fair market value of asset A equaled
$100x. The tax basis of asset A in the hands
of DRC,; immediately after the transfer
equaled $50x pursuant to section 362. Asset A
did not constitute replacement property ac-
quired in the ordinary course of business.
DRCz did not generate income or gain during
years 2, 3, or 4. On June 30, year 5, DRCz sold
asset A to a third party for $100x, its fair
market value at the time of the sale, and
recognized $50x of income on such sale. In ad-
dition to the $50x income generated on the
sale of asset A, DRC, generated $100x of oper-
ating income in year 5. At the end of year 5,
the fair market value of all the assets of
DRC7 was $400x.

(ii) Result. DRC; ceased being a dual resi-
dent corporation at the end of year 1. There-
fore, its year 1 dual consolidated loss cannot
be offset by tainted income. Asset A is a
tainted asset because it was acquired in a
nonrecognition transaction after DRCy
ceased being a dual resident corporation (and
was not replacement property acquired in
the ordinary course of business). As a result,
the $50x of income recognized by DRCz on
the disposition of asset A is tainted income
and cannot be offset by the year 1 dual con-
solidated loss of DRC7. In addition, absent
evidence establishing the actual amount of
tainted income, $256x of the $100x year 5 oper-
ating income of DRC7 (($100x/$400x) x $100x)
also is treated as tainted income and cannot
be offset by the year 1 dual consolidated loss
of DRC; under §1.1503(d)-4(e)(2)(ii). There-
fore, $75x of the $150x year 5 income of DRCZ,
constitutes tainted income and may not be
offset by the year 1 dual consolidated loss of
DRCyz; however, the remaining $75x of year 5
income of DRC; may be offset by such dual
consolidated loss. The result would be the
same if, instead of P transferring asset A to
DRC,, such asset was received from a sepa-
rate unit or a transparent entity of DRCy.

Example 23. Treatment of disregarded item
and books and records of a hybrid entity. (i)
Facts. P owns DE1x which, in turn, owns FSx.
In year 1, P borrows from a third party and
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on-lends the proceeds to DElx. In year 1, P
incurs interest expense attributable to the
third-party loan. Also in year 1, DElx incurs
interest expense attributable to its loan
from P, but such expense is generally dis-
regarded for U.S. tax purposes because DElx
is disregarded as an entity separate from P.
The third-party loan and related interest ex-
pense are reflected on the books and records
of P (and not on the books and records of
DElx). The loan from P to DElx and related
interest expense are reflected on the books
and records of DElx. There are no other
items of income, gain, deduction, or loss re-
flected on the books and records of DElx in
year 1.

(ii) Result. Because the interest expense on
P’s third-party loan is not reflected on the
books and records of DElx, no portion of
such expense is attributable to P’s interest
in DElx pursuant to §1.1503(d)-5(c)(3) for pur-
poses of calculating the year 1 dual consoli-
dated loss, if any, attributable to such inter-
est. In addition, even though P’s interest in
DElx is treated as a separate domestic cor-
poration for purposes of determining the
amount of income or dual consolidated loss
attributable to it pursuant to §1.1503(d)-
5(c)(1)(ii), such treatment does not cause the
interest expense incurred on the loan from P
to DElx that is generally disregarded for
U.S. tax purposes to be regarded for purposes
of calculating the year 1 dual consolidated
loss, if any, attributable to P’s interest in
DElx. As a result, even though the dis-
regarded interest expense is reflected on the
books and records of DElx, it is not taken
into account for purposes of calculating in-
come or a dual consolidated loss. Therefore,
there is no dual consolidated loss attrib-
utable to P’s interest in DE1x in year 1.

Example 24. Dividend income attributable to a
separate unit. (i) Facts. P owns DElx which, in
turn, owns FBx. P’s interest in DE1lx and its
indirect interest in FBx are combined and
treated as a single separate unit (Country X
separate unit) pursuant to §1.1503(d)-
1(b)(4)(ii). DElx owns DE3y. DE3y owns the
stock of FSx. P’s Country X separate unit
would, without regard to year 1 dividend in-
come (or related section 78 gross-up) received
from FSx, have a dual consolidated loss of
$75x in year 1. In year 1, FSx distributes $50x
to DE3y that is taxable as a dividend. DE3y
distributes the same amount to DElx. P
computes foreign taxes deemed paid on the
dividend under section 902 of $25x and in-
cludes that amount in gross income under
section 78.

(ii) Result. The $50x dividend is reflected on
the books and records of DE3y and, therefore,
is attributable to P’s interest in DE3y pursu-
ant to §1.1503(d)-5(c)(3)(i). In addition, the
$26x section 78 gross-up is attributable to P’s
interest in DE3y pursuant to §1.1503(d)-
5(c)(4)(iv). The distribution of $560x from DE3y
to DElx is generally disregarded for U.S. tax
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purposes and, therefore, does not give rise to
an item that is taken into account for pur-
poses of calculating income or a dual con-
solidated loss. This is the case even though
the item would be reflected on the books and
records of DElx. In addition, pursuant to
§1.1503(d)-5(c)(1)(iii), each separate unit must
calculate its own income or dual consoli-
dated loss, and each item of income, gain, de-
duction, and loss must be taken into account
only once. As a result, the dual consolidated
loss of $75x attributable to P’s Country X
separate unit in year 1 is not reduced by the
amount of dividend income attributable to
P’s indirect interest in DE3y.

Example 25. Items reflected on books and
records of a combined separate unit. (i) Facts. P
owns DE1lx which, in turn, owns FBx. P’s in-
terest in DElx and its indirect interest in
FBx are combined and treated as a single
separate unit (Country X separate unit) pur-
suant to §1.1503(d)-1(b)(4)(ii). The following
items are reflected on the books and records
of DElx in year 1: Sales, depreciation ex-
pense, a political contribution, royalty ex-
pense paid to P, repairs and maintenance ex-
pense paid to a third party, and Country X
income tax expense. The amount of sales
under U.S. tax principles equals the amount
of sales reported for accounting purposes.
The depreciation expense is calculated on a
straight-line basis over the useful life of the
asset for accounting purposes, but is subject
to accelerated depreciation for U.S. tax pur-
poses. In addition, the repairs and mainte-
nance expense, which is deducted when paid
for accounting purposes, is properly capital-
ized and amortized over five years for U.S.
tax purposes. Finally, P elects to claim as a
credit under section 901 the Country X in-
come tax expense that was paid in year 1.

(ii) Result. (A) For purposes of determining
the income or dual consolidated loss attrib-
utable to P’s Country X separate unit, items
of income, gain, deduction, and loss must
first be attributed to the individual separate
units (that is, P’s interest in DE1lx and its in-
direct interest in FBx). For purposes of at-
tributing items to P’s interest in DElx, P’s
items that are reflected on DElx’s books and
records, as adjusted to conform to U.S. tax
principles, are taken into account. See
§1.1503(d)-5(c)(3)(i1). For purposes of attrib-
uting items (other than interest expense) to
FBx, the principles of section 864(c)(2), (c)(4),
and (c)(5) (as set forth in §1.864-4(c) and
§§1.864-5 through 1.864-7) must be applied
and, for interest expense, the principles of
§1.882-5, as modified wunder §1.1503(d)-
5(c)(2)(ii), must be applied; however, for
these purposes, pursuant to §1.1503(d)-
5(c)(4)(i)(A), FBx only takes into account
items attributable to P’s interest in DElx
and the assets, liabilities, and activities of
such interest. In addition, to the extent such
items are taken into account by FBx, they
are not taken into account in determining
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the items attributable to P’s interest in
DE1x. §1.1503(d)-5(c)(4)(i)(B). Because P’s in-
terest in DElx has no assets or liabilities,
and conducts no activities, other than
through its ownership of FBx, all of the
items that are reflected on the books and
records of DElx, as adjusted to conform to
U.S. tax principles, are attributable to FBx;
no items are attributable to P’s interest in
DElx.

(B) The items reflected on the books and
records of DEl1x must be adjusted to conform
to U.S. tax principles. No adjustment is re-
quired to sales because the amount of sales
under U.S. tax principles equals the amount
of sales for accounting purposes. The amount
of straight-line depreciation expense re-
flected on DElx’s books and records must be
adjusted to reflect the amount of deprecia-
tion on the asset that is allowable for U.S.
tax purposes. The political contribution is
not taken into account because it is not de-
ductible for U.S. tax purposes. Similarly, be-
cause the royalty expense is paid to P, and
therefore is generally disregarded for U.S.
tax purposes, it is not taken into account.
The repair and maintenance expense that is
deducted in year 1 for accounting purposes
also must be adjusted to conform to U.S. tax
principles. Thus, the repair and maintenance
expense will be taken into account in com-
puting the income or dual consolidated loss
attributable to P’s Country X separate unit
over five years (even though no item related
to such expense would be reflected on the
books and records of DElx for years 2
through 5). Finally, because P elected to
claim as a credit the Country X foreign taxes
paid during year 1, no deduction is allowed
for such amount pursuant to section 275(a)(4)
and, therefore, the Country X tax expense is
not taken into account.

(C) Pursuant to §1.1503(d)-5(c)(4)(ii)(B), the
combined Country X separate unit of P cal-
culates its income or dual consolidated loss
by taking into account all the items of in-
come, gain, deduction, and loss that were
separately attributable to P’s interest in
DElx and FBx. However, in this case, there
are no items attributable to P’s interest in
DElx. Therefore, the items attributable to
the Country X separate unit are the items
attributable to FBx.

Example 26. Items attributable to a combined
separate unit. (i) Facts. P owns DElx. DElx
owns a 50 percent interest in PRS2, a Coun-
try Z entity that is classified as a partner-
ship both for Country Z tax purposes and for
U.S. tax purposes. FSx, which is unrelated to
P, owns the remaining 50 percent interest in
PRSz. PRS; carries on operations in Country
X that, if carried on by a U.S. person, would
constitute a foreign branch as defined in
§1.367(a)-6T(g)(1). Therefore, P’s share of the
Country X operations carried on by PRS;
constitutes a foreign branch separate unit.
PRS7 also owns assets that do not constitute
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a part of its Country X branch, including all
of the interests in TEr, a disregarded entity.
TEr is an entity incorporated under the laws
of Country T, a country that does not have
an income tax. Under the laws of Country X,
an interest holder of TEr does not take into
account on a current basis the interest hold-
er’s share of items of income, gain, deduc-
tion, and loss of TEr.

(ii) Result. (A) Pursuant to §1.1503(d)—
1(b)(4)(ii), P’s interest in DElx, and P’s indi-
rect ownership of a portion of the Country X
operations carried on by PRS2, are combined
and treated as a single separate unit (Coun-
try X separate unit). Pursuant to §1.1503(d)—
5(c)(4)(ii)(A), for purposes of determining P’s
items of income, gain, deduction, and loss at-
tributable to the Country X separate unit,
the items of P are first attributed to each
separate unit that composes the Country X
separate unit.

(B) Pursuant to §1.1503(d)-5(c)(2)(i), the
principles of section 864(c)(2), (c)(4), and (c)(b)
(as set forth in §1.864-4(c) and §§1.864-5
through 1.864-7), apply for purposes of deter-
mining P’s items of income, gain, deduction
(other than interest expense), and loss that
are attributable to P’s indirect interest in
the Country X operations carried on by
PRSz. For purposes of determining P’s inter-
est expense that is attributable to P’s indi-
rect interest in the Country X operations
carried on by PRSz, the principles of §1.882—
5, as modified under §1.1503(d)-5(c)(2)(ii),
shall apply. For purposes of applying these
rules, P is treated as a foreign corporation,
the Country X operations carried on by PRS,
are treated as a trade or business within the
United States, and the assets of P (including
its share of the PRS; assets, other than
those of the Country X operations) are treat-
ed as assets that are not U.S. assets. In addi-
tion, because P carries on its share of the
Country X operations through DElx, a hy-
brid entity, §1.1503(d)-5(c)(4)(i)(A) provides
that only the items attributable to P’s inter-
est in DElx, and only the assets, liabilities,
and activities of P’s interest in DElx, are
taken into account for purposes of this de-
termination.

(C) TEr is a transparent entity as defined
in §1.1503(d)-1(b)(16) because it is not taxable
as an association for Federal tax purposes, is
not subject to income tax in a foreign coun-
try as a corporation (or otherwise at the en-
tity level) either on its worldwide income or
on a residence basis, and is not treated as a
pass-through entity under the laws of Coun-
try X (the applicable foreign country). TEr is
not a pass-through entity under the laws of
Country X because a Country X holder of an
interest in TEr does not take into account
on a current basis the interest holder’s share
of items of income, gain, deduction, and loss
of TEr. For purposes of determining P’s
items of income, gain, deduction, and loss
that are attributable to P’s interest in TEr,
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only those items of P that are reflected on
the books and records of TEr, as adjusted to
conform to U.S. tax principles, are taken
into account. §1.1503(d)-5(c)(3)(i). Because
the interest in TEr is not a separate unit, a
loss attributable to such interest is not a
dual consolidated loss and is not subject to
section 1503(d) and these regulations. Items
must nevertheless be attributed to the inter-
ests in TEr. For example, such attribution is
required for purposes of calculating the in-
come or dual consolidated loss attributable
to the Country X separate unit, and for pur-
poses of applying the domestic use limita-
tion under §1.1503(d)-4(b) to a dual consoli-
dated loss attributable to the Country X sep-
arate unit.

(D) For purposes of determining P’s items
of income, gain, deduction, and loss that are
attributable to P’s interest in DElyx, only
those items of P that are reflected on the
books and records of DElx, as adjusted to
conform to U.S. tax principles, are taken
into account. §1.1503(d)-5(c)(3)(i). For this
purpose, DElx’s distributive share of the
items of income, gain, deduction, and loss
that are reflected on the books and records
of PRS7, as adjusted to conform to U.S. tax
principles, are treated as being reflected on
the books and records of DElx, except to the
extent such items are taken into account by
the Country X operations of PRSz. See
§1.1503(d)-5(c)(3)(ii) and (4)(1)(B). Because TEr
is a transparent entity, the items reflected
on its books and records are not treated as
being reflected on the books and records of
DEI1x.

(E) Pursuant to §1.1503(d)-5(c)(4)(ii)(B), the
combined Country X separate unit of P cal-
culates its income or dual consolidated loss
by taking into account all the items of in-
come, gain, deduction, and loss that were
separately attributable to P’s interest in
DElx and the Country X operations of PRS;
owned indirectly by P.

Example 27. Sale of separate unit by another
separate unit. (i) Facts. P owns DE3y which, in
turn, owns DElx. DE3y also owns other as-
sets that do not constitute a foreign branch
separate unit. DElx owns FBx. Pursuant to
§1.1503(d)-1(b)(4)(ii), P’s indirect interests in
DElx and FBx are combined and treated as
one Country X separate unit (Country X sep-
arate unit). DE3y sells its interest in DE1x at
the end of year 1 to an unrelated foreign per-
son for cash. The sale results in an ordinary
loss of $30x. Items of income, gain, deduc-
tion, and loss derived from the assets that
gave rise to the $30x loss would be attrib-
utable to the Country X separate unit under
§1.1503(d)-5(c) through (e). Without regard to
the sale of DElx, no items of income, gain,
deduction, and loss are attributable to P’s
Country X separate unit in year 1.

(ii)  Result. Pursuant to §1.1503(d)—
5(c)(4)(iii)(A), the $30x ordinary loss recog-
nized on the sale is attributable to the Coun-
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try X separate unit, and not P’s interest in
DE3y. This is the case because the Country X
separate unit is treated as owning the assets
that gave rise to the loss under §1.1503(d)-
5(f). Thus, the loss attributable to the sale
creates a year 1 dual consolidated loss at-
tributable to the Country X separate unit. In
addition, pursuant to §1.1503(d)-6(d)(2), P
cannot make a domestic use election with
respect to the dual consolidated loss because
the sale of the interest in DElx is a trig-
gering event described in §1.1503(d)-6(e)(1)(iv)
and (v). Further, although the year 1 dual
consolidated loss would otherwise be subject
to the domestic use Ilimitation rule of
§1.1503(d)-4(b), it is eliminated pursuant to
§1.1503(d)-4(d)(1)(ii). Finally, if there were a
dual consolidated loss attributable to P’s in-
terest in DE3y, the sale of the interest in
DElx would not be taken into account for
purposes of determining whether there is an
asset triggering event with respect to such
dual consolidated loss under §1.1503(d)-
6(e)(1)(v).

Example 28. Gain on sale of tiered separate
units. (i) Facts. P owns 75 percent of HPSx, a
Country X entity subject to Country X tax
on its worldwide income. FSx owns the re-
maining 25 percent of HPSx. HPSx is classi-
fied as a partnership for Federal tax pur-
poses. HPSx carries on operations in Country
Y that, if carried on by a U.S. person, would
constitute a foreign branch within the mean-
ing of §1.367(a)-6T(g)(1). HPSx also owns as-
sets that do not constitute a part of its
Country Y operations and would not them-
selves constitute a foreign branch within the
meaning of §1.367(a)-6T(g)(1) if owned by a
U.S. person. Neither HPSx nor the Country Y
operations has liabilities. P’s indirect inter-
est in the Country Y operations carried on
by HPSx, and P’s interest in HPSx, are each
separate units. P sells its interest in HPSx
and recognizes a gain of $150x on such sale.
Immediately prior to P’s sale of its interest
in HPSx, P’s portion of the assets of the
Country Y operations (that is, assets the in-
come, gain, deduction and loss from which
would be attributable to P’s Country Y for-
eign branch separate unit) had a built-in
gain of $200x, and P’s portion of HPSx’s other
assets (that is, assets the income, gain, de-
duction and loss from which would be attrib-
utable to P’s interest in HPSx) had a built-
in gain of $100x.

(ii)  Result. Pursuant to §1.1503(d)—-
5(c)(4)(iii)(B), $100x of the total $150x of gain
recognized ($200x/$300x x $150x) is attrib-
utable to P’s indirect interest in its share of
the Country Y operations carried on by
HPSx. Similarly, $560x of such gain ($100x/
$300x x $150x) is attributable to P’s interest
in HPSx.

Example 29. Effect on domestic affiliate. (i)
Facts. (A) P owns DElx which, in turn, owns
FBx. P’s interest in DE1x and its indirect in-
terest in FBx are combined and treated as a
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single separate unit (Country X separate
unit) pursuant to §1.1503(d)-1(b)(4)(ii). In
yvears 1 and 2, the items of income, gain, de-
duction, and loss that are attributable to P’s

Country X separate unit pursuant to
§1.1503(d)-5 are as follows:

Item Year 1 | Year2

Sales income .. $100x | $160x

(875x) | ($75x)

($50x) | ($50x)

($25x) | ($25x)

($50x) $10x

(B) P does not make a domestic use elec-
tion with respect to the year 1 dual consoli-
dated loss attributable to its Country X sep-
arate unit. Pursuant to §1.1503(d)-4(b) and
(c)(2), the year 1 dual consolidated loss of
$50x is treated as a loss incurred by a sepa-
rate domestic corporation and is subject to
the limitations under §1.1503(d)-4(c)(3). The P
consolidated group has $100x of consolidated
taxable income in year 2.

(ii) Result. (A) P must compute its taxable
income for year 1 without taking into ac-
count the $50x dual consolidated loss, pursu-
ant to §1.1503(d)—4(c)(2). Such amount con-
sists of a pro rata portion of the expenses
that were taken into account in calculating
the year 1 dual consolidated loss. Thus, the
items of the dual consolidated loss that are
not taken into account by P in computing
its taxable income are as follows: $256x of sal-
ary expense ($75x/$150x x $50x); $16.67x of re-
search and experimental expense ($50x/$150x x
$50x); and $8.33x of interest expense ($25x/
$150x x $50x). The remaining amounts of each
of these items, together with the $100x of
sales income, are taken into account by P in
computing its taxable income for year 1 as
follows: $50x of salary expense ($756x — $26x);
$33.33x of research and experimental expense
($50x — $16.67x); and $16.67x of interest ex-
pense ($256x — $8.33x).

(B) Subject to the limitations provided
under §1.1503(d)-4(c), the year 1 $50x dual
consolidated loss is carried forward and is
available to offset the $10x of income attrib-
utable to the Country X separate unit in
year 2. Pursuant to §1.1503(d)-4(c)(4), a pro
rata portion of each item of deduction or loss
included in such dual consolidated loss is
considered to be used to offset the $10x of in-
come, as follows: $6x of salary expense ($25x
/ $50x x $10x); $3.33x of research and experi-
mental expense ($16.67x/$50x x $10x); and
$1.67x of interest expense ($8.33x / $50x x $10x).
The remaining amount of each item shall
continue to be subject to the limitations
under §1.1503(d)-4(c).

Example 30. Exception to domestic use limita-
tion—no possibility of foreign use because items
are not deducted or capitalized under foreign
law. (i) Facts. P owns DElx which, in turn,
owns FSx. In year 1, the sole item of income,

§1.1503(d)-7

gain, deduction, and loss attributable to P’s
interest in DElx, as provided under
§1.1503(d)-5, is $100x of interest expense paid
on a loan to an unrelated lender. For Coun-
try X tax purposes, the $100x interest ex-
pense attributable to P’s interest in DElx in
year 1 is treated as a repayment of principal
and therefore cannot be deducted (at any
time) or capitalized.

(ii) Result. The $100x of interest expense at-
tributable to P’s interest in DE1x constitutes
a dual consolidated loss. However, because
the sole item constituting the dual consoli-
dated loss cannot be deducted or capitalized
(at any time) for Country X tax purposes, P
can demonstrate that there can be no foreign
use of the dual consolidated loss at any time.
As a result, pursuant to §1.1503(d)-6(c)(1), if P
prepares a statement described in §1.1503(d)-
6(c)(2) and attaches it to its timely filed tax
return, the year 1 dual consolidated loss at-
tributable to P’s interest in DE1x will not be
subject to the domestic use limitation rule
of §1.1503(d)—4(b).

Example 31. No exception to domestic use limi-
tation—inability to demonstrate no possibility of
foreign use. (i) Facts. P owns DElx which, in
turn, owns FBx. P’s interest in DE1lx and its
indirect interest in FBx are combined and
treated as a single separate unit (Country X
separate unit) pursuant to §1.1503(d)-
1(b)(4)(ii). In year 1, the sole items of income,
gain, deduction, and loss attributable to P’s
Country X separate unit, as provided under
§1.1503(d)-b, are $75x of sales income and
$100x of depreciation expense. For Country X
tax purposes, DElx also generates $756x of
sales income in year 1, but the $100x of depre-
ciation expense is not deductible until year
2.

(ii) Result. The year 1 $256x net loss attrib-
utable to P’s interest in the Country X sepa-
rate unit constitutes a dual consolidated
loss. In addition, even though DElx has posi-
tive income in year 1 for Country X tax pur-
poses, P cannot demonstrate that there is no
possibility of foreign use with respect to the
Country X separate unit’s dual consolidated
loss as provided under §1.1503(d)-6(c)(1)(i). P
cannot make such a demonstration because
the depreciation expense, an item composing
the year 1 dual consolidated loss, is deduct-
ible (in a later year) for Country X tax pur-
poses and, therefore, may be available to off-
set or reduce income for Country X purposes
that would constitute a foreign use. For ex-
ample, if DE1x elected to be classified as a
corporation pursuant to §301.7701-3(c) of this
chapter effective as of the end of year 1, and
the deferred depreciation expense were avail-
able for Country X tax purposes to offset
year 2 income of DElyx, an entity treated as
a foreign corporation in year 2 for U.S. tax
purposes, there would be a foreign use.

(iii) Alternative Facts. (A) The facts are the
same as in paragraph (i) of this Example 31,
except as follows. In year 1, the sole items of
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income, gain, deduction, and loss attrib-
utable to P’s Country X separate unit, as
provided in §1.1503(d)-b, are $756x of sales in-
come, $100x of interest expense, and $25x of
depreciation expense. For Country X tax pur-
poses, DE1x generates $756x of sales income in
year 1; the $100x interest expense is treated
as a repayment of principal and therefore
cannot be deducted or capitalized (at any
time); and the $256x of depreciation expense is
not deductible in year 1, but is deductible in
year 2.

(B) In year 1, the $50x net loss attributable
to P’s Country X separate unit constitutes a
dual consolidated loss. Even though the $100x
interest expense, a nondeductible and non-
capital item for Country X tax purposes, ex-
ceeds the $50x year 1 dual consolidated loss
attributable to P’s Country X separate unit,
P cannot demonstrate that there is no possi-
bility of foreign use of the dual consolidated
loss as provided under §1.1503(d)-6(c)(1)(1). P
cannot make such a demonstration because
the $25x depreciation expense, an item of de-
duction or loss composing the year 1 dual
consolidated loss, is deductible under Coun-
try X law (in year 2) and, therefore, may be
available to offset or reduce income for
Country X tax purposes that would con-
stitute a foreign use.

Example 32. Triggering event rebuttal—expira-
tion of losses in foreign country. (i) Facts. P
owns DRCx, a member of the P consolidated
group. In year 1, DRCx incurs a dual consoli-
dated loss of $100x. P makes a domestic use
election with respect to DRCx’s year 1 dual
consolidated loss and such loss therefore is
included in the computation of the P group’s
consolidated taxable income. DRCx has no
income or loss in year 2 through year 5. In
year 5, P sells the stock of DRCx to FSx. At
the time of the sale of the stock of DRCx, all
of the losses and deductions that were in-
cluded in the computation of the year 1 dual
consolidated loss of DRCx had expired for
Country X tax purposes because the laws of
Country X only provide for a three-year car-
ryover period for such items.

(ii) Result. The sale of DRCx to FSx gen-
erally would be a triggering event under
§1.1503(d)-6(e)(1)(ii), which would require
DRCx to recapture the year 1 dual consoli-
dated loss (and pay an applicable interest
charge) on the P consolidated group’s tax re-
turn for the year that includes the date on
which DRCx ceases to be a member of the P
consolidated group. However, upon adequate
documentation that the losses and deduc-
tions have expired for Country X tax pur-
poses, P can rebut the presumption that a
triggering event has occurred pursuant to
§1.1503(d)-6(e)(2)(i). If the triggering event
presumption is rebutted, the domestic use
agreement filed by the P consolidated group
with respect to the year 1 dual consolidated
loss of DRCx is terminated and has no fur-
ther effect pursuant to §1.1503(d)-6(j)(1)(i). If
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the presumptive triggering event is not re-
butted, the domestic use agreement would
terminate and have no further effect pursu-
ant to §1.1503(d)-6(j)(1)(iii) because the dual
consolidated loss would be recaptured.

Example 33. Triggering events and rebuttals—
tax basis carryover transaction. (i) Facts. (A) P
owns DElx. DElx’s sole asset is A, which it
acquired at the beginning of year 1 for $100x.
DElx does not have any liabilities. For U.S.
tax purposes, DElx’s tax basis in A at the be-
ginning of year 1 is $100x and DElx’s sole
item of income, gain, deduction, and loss for
year 1 is a $20x depreciation deduction at-
tributable to A. As a result, the $20x depre-
ciation deduction constitutes a dual consoli-
dated loss attributable to P’s interest in
DElx. P makes a domestic use election with
respect to the year 1 dual consolidated loss.

(B) For Country X tax purposes, DElx has
a $100x tax basis in A at the beginning of
year 1, but A is not a depreciable asset. As a
result, DElx does not have any items of in-
come, gain, deduction, and loss in year 1 for
Country X tax purposes.

(C) During year 2, P sells its interest in
DElx to FSx for $80x. P’s disposition of its
interest in DElx constitutes a presumptive
triggering event under §1.1503(d)-6(e)(1)(iv)
and (v) requiring the recapture of the year 1
$20x dual consolidated loss (plus the applica-
ble interest charge). For Country X tax pur-
poses, DE1x retains its tax basis of $100x in A
following the sale.

(ii) Result. The year 1 dual consolidated
loss is a result of the $20x depreciation de-
duction attributable to A. Although no item
of deduction or loss was recognized by DE1lx
at the time of the sale for Country X tax pur-
poses, the deduction composing the dual con-
solidated loss was retained by DElx after the
sale in the form of tax basis in A. As a result,
a portion of the dual consolidated loss may
be available to offset income for Country X
tax purposes in a manner that would con-
stitute a foreign use. For example, if DElx
were to dispose of A, the amount of gain rec-
ognized by DElx would be reduced (or an
amount of loss recognized by DElx would be
increased) and, therefore, an item composing
the dual consolidated loss would be avail-
able, under U.S. tax principles, to reduce in-
come of a foreign corporation (and an owner
of an interest in a hybrid entity that is not
a separate unit). Thus, P cannot dem-
onstrate pursuant to §1.1503(d)-6(e)(2)(i) that
there can be no foreign use of the year 1 dual
consolidated loss following the triggering
event, and must recapture the year 1 dual
consolidated loss. Pursuant to §1.1503(d)-
6(j)(1)(iii), the domestic use agreement filed
by the P consolidated group with respect to
the year 1 dual consolidated loss is termi-
nated and has no further effect.

(iii) Alternative Facts. The facts are the
same as paragraph (i) of this Example 33, ex-
cept that instead of P selling its interest in
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DElx to FSx, DElx sells asset A to FSx for
$80x and, for Country X tax purposes, FSx’s
tax basis in A immediately after the sale is
$80x. P’s disposition of Asset A constitutes a
presumptive triggering event under
§1.1503(d)-6(e)(1)(iv) requiring the recapture
of the year 1 $20x dual consolidated loss (plus
the applicable interest charge). For Country
X tax purposes, FSx’s tax basis in A was not
determined, in whole or in part, by reference
to the basis of A in the hands of DElx. As a
result, the deduction composing the dual
consolidated loss will not give rise to an
item of deduction or loss in the form of tax
basis for Country X tax purposes (for exam-
ple, when FSx disposes of A). Therefore, P
may be able to demonstrate (for example, by
obtaining the opinion of a Country X tax ad-
visor) pursuant to §1.1503(d)-6(e)(2)(i) that
there can be no foreign use of the year 1 dual
consolidated loss and, thus, would not be re-
quired to recapture the year 1 dual consoli-
dated loss.

Example 34. Triggering event resulting in a
single consolidated group where acquirer files a
new domestic use agreement. (i) Facts. P owns
DRCx, a member of the P consolidated group.
In year 1, DRCx incurs a dual consolidated
loss and P makes a domestic use election
with respect to such loss. No member of the
P consolidated group incurs a dual consoli-
dated loss in year 2. At the end of year 2, T,
the parent of the T consolidated group, ac-
quires all the stock of P, and all the mem-
bers of the P group, including DRCx, become
members of a consolidated group of which T
is the common parent.

(ii) Result. (A) Under §1.1503(d)-6(£)(2)(i1)(B),
the acquisition by T of the P consolidated
group is not an event described in §1.1503(d)-
6(e)(1)(ii) requiring the recapture of the year
1 dual consolidated loss of DRCx (and the
payment of an interest charge), provided
that the T consolidated group files a new do-
mestic use agreement described in §1.1503(d)—
6(f)(2)(iii)(A). If a new domestic use agree-
ment is filed, then pursuant to §1.1503(d)-
6(j)(1)(ii), the domestic use agreement filed
by the P consolidated group with respect to
the year 1 dual consolidated loss of DRCx is
terminated and has no further effect.

(B) Assume that T files a new domestic use
agreement and a triggering event occurs at
the end of year 3. As a result, the T consoli-
dated group must recapture the dual consoli-
dated loss that DRCx incurred in year 1 (and
pay an interest charge), as provided in
§1.1503(d)-6(h). Each member of the T con-
solidated group, including DRCx and any
former members of the P consolidated group,
is severally liable for the additional tax (and
the interest charge) due upon the recapture
of the dual consolidated loss of DRCx. In ad-
dition, pursuant to §1.1503(d)-6(j)(1)(iii), the
new domestic use agreement filed by the T
group with respect to the year 1 dual consoli-
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dated loss of DRCx is terminated and has no
further effect.

Example 35. Triggering event exceptions for
certain deemed transfers. (i) Facts. P owns
DE1lx. In year 1, there is a $100x dual consoli-
dated loss attributable to P’s interest in
DElx. P files a domestic use agreement
under §1.1503(d)-6(d) with respect to such
loss. During year 2, P sells 33 percent of its
interest in DE1x to T, an unrelated domestic
corporation.

(ii) Result. Pursuant to Rev. Rul. 99-5, the
transaction is treated as if P sold 33 percent
of its interest in each of DElx’s assets to T
and then immediately thereafter P and T
transferred their interests in the assets of
DElx to a partnership in exchange for an
ownership interest therein. Upon the trans-
fer of 33 percent of P’s interest to T, a do-
mestic corporation, no foreign use occurs
and, therefore, there is no foreign use trig-
gering event. However, P’s deemed transfer
of 67 percent of its interest in the assets of
DElx to a partnership is nominally a trig-
gering event under §1.1503(d)-6(e)(1)(iv). Be-
cause the initial transfer of 33 percent of
DElx’s interest was to a domestic corpora-
tion and there is only a triggering event be-
cause of the deemed transfer under Rev. Rul.
99-5, the deemed asset transfer is not treated
as resulting in a triggering event pursuant
to §1.1503(d)-6(£)(4).

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 35,
except that P sells 60 percent (rather than 33
percent) of its interest in DE1x to T. The sale
is a triggering event under §1.1503(d)-
6(e)(1)(iv) and (v) without regard to the oc-
currence of a deemed transaction. Therefore,
§1.1503(d)-6(f)(4) does not apply.

Example 36. Triggering event exception involv-
ing multiple parties. (i) Facts. P owns DElx
which, in turn, owns FBx. P’s interest in
DElx and its indirect interest in FBx are
combined and treated as a single separate
unit (Country X separate unit) pursuant to
§1.1503(d)-1(b)(4)(ii). In year 1, there is a $100x
dual consolidated loss attributable to P’s
Country X separate unit and P makes a do-
mestic use election with respect to such loss.
No member of the P consolidated group in-
curs a dual consolidated loss in year 2. At
the end of year 2, T, the parent of the T con-
solidated group, acquires all of P’s interest
in DE1x for cash.

(ii) Result. (A) Under §1.1503(d)-6(f)(2)(1)(B),
the acquisition by T of the interest in DE1x
is not an event described in §1.1503(d)-
6(e)(1)(iv) or (v) requiring the recapture of
the year 1 dual consolidated loss attributable
to the Country X separate unit (and the pay-
ment of an interest charge), provided: (1) the
T consolidated group files a new domestic
use agreement described in §1.1503(d)-
6(£)(2)(iii)(A) with respect to the year 1 dual
consolidated loss of the Country X separate
unit; and (2) the P consolidated group files a
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statement described in §1.1503(d)—
6()(2)(iii)(B) with respect to the year 1 dual
consolidated loss. If these requirements are
satisfied, then pursuant to §1.1503(d)-
6(j)(1)(ii) the domestic use agreement filed by
the P consolidated group with respect to the
year 1 dual consolidated loss is terminated
and has no further effect (if these require-
ments are not satisfied such that the P con-
solidated group recaptures the dual consoli-
dated loss, the domestic use agreement
would terminate pursuant to §1.1503(d)-
6(3)(1)(ii1)).

(B) Assume a triggering event occurs at
the end of year 3 that requires recapture by
the T consolidated group of the year 1 dual
consolidated loss, as well as the payment of
an interest charge, as provided in §1.1503(d)—
6(h). T continues to own the Country X sepa-
rate unit after the triggering event. In that
case, each member of the T consolidated
group is severally liable for the additional
tax (and the interest charge) due upon the
recapture of the year 1 dual consolidated
loss. The T consolidated group must prepare
a statement that computes the recapture tax
amount as provided under §1.1503(d)-
6(h)(3)(iii). Pursuant to §1.1503(d)-
6(h)(3)(iv)(A), the recapture tax amount is as-
sessed as an income tax liability of the T
consolidated group and is considered as hav-
ing been properly assessed as an income tax
liability of the P consolidated group. If the T
consolidated group does not pay in full the
income tax liability attributable to the re-
capture tax amount, the unpaid balance of
such recapture tax amount may be collected
from the P consolidated group in accordance
with the provisions of §1.1503(d)—
6(h)(3)(iv)(B). Pursuant to §1.1503(d)-
6(j)(1)(iii), the new domestic use agreement
filed by the T consolidated group is termi-
nated and has no further effect. Finally, pur-
suant to §1.1503(d)-6(h)(6)(iii), T is treated as
if it incurred the dual consolidated loss that
is recaptured for purposes of applying
§1.1503(d)-6(h)(6)(i). Thus, T has a reconsti-
tuted net operating loss equal to the amount
of the year 1 dual consolidated loss that was
recaptured, and such loss is attributable to
the Country X separate unit (and subject to
the rules and limitations under §1.1503(d)-
6(h)(6)(i)). Because T is treated as if it in-
curred the year 1 dual consolidated loss, P
shall not be treated as having a net oper-
ating loss under §1.1503(d)-6(h)(6)(1).

Example 37. No foreign use following multiple-
party event exception to triggering event. (i)
Facts. P owns DE1x which, in turn, owns FBx.
P’s interest in DE1x and its indirect interest
in FBx are combined and treated as a single
separate unit (Country X separate unit) pur-
suant to §1.1503(d)-1(b)(4)(ii). In year 1, there
is a $100x dual consolidated loss attributable
to P’s Country X separate unit and P makes
a domestic use election with respect to such
loss. T, a domestic corporation unrelated to
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P, owns 95 percent of PRS, a partnership.
FSx owns the remaining 5 percent of PRS. At
the beginning of year 3, PRS purchases 100
percent of the interest in DElx from P for
cash. For Country X tax purposes, the $100x
loss incurred by DElx in year 1 carries for-
ward and is available to offset income of
DElx in subsequent years.

(ii) Result. P’s sale of its interest in DElx
is a triggering event under §1.1503(d)-
6(e)(1)(iv) and (v). However, if P and T com-
ply with the requirements under §1.1503(d)-
6(f)(2)(iii), the sale would qualify for the mul-
tiple-party event exception under §1.1503(d)—
6(£)(2)(i). In addition, because the $100x loss
of DElx carries forward to subsequent years
for Country X purposes and is available to
offset income of DElx, there would be a for-
eign use of the dual consolidated loss imme-
diately after the sale pursuant to §1.1503(d)—
3(a)(1). This is the case because the dual con-
solidated loss would be available to offset or
reduce income that is considered, under U.S.
tax principles, to be an item of FSx, a for-
eign corporation (it would also be a foreign
use because FSx is an indirect owner of an
interest in a hybrid entity that is not a sepa-
rate unit). However, there is no foreign use
in this case as a result of FSx’s 5 percent in-
terest in DElx pursuant to §1.1503(d)-3(c)(8).

Example 38. Character and source of recap-
ture income. (i) Facts. (A) P owns FBx. In year
1, the items of income, gain, deduction, and
loss that are attributable to FBx for pur-
poses of determining whether it has a dual
consolidated loss are as follows:

Sales INCOMEe .....oevvviiniiniiiiiiiiciieennes $100x
Salary eXPeNnSe ...o.ceviririiiiiiiiiienanann ($75%)
Interest eXpense .....cocvvevveveniniininennnns ($50x)
Dual consolidated 10SS ......cceeveviveinnnnn ($25%)

(B) P makes a domestic use election with
respect to the year 1 dual consolidated loss
attributable to FBx and, thus, the $25x dual
consolidated loss is used to offset the P
group’s consolidated taxable income.

(C) Pursuant to §1.861-8, the $76x of salary
expense incurred by FBx is allocated and ap-
portioned entirely to foreign source general
limitation income. Pursuant to §1.861-9T,
$26x of the $50x interest expense attributable
to FBx is allocated and apportioned to do-
mestic source income, $156x of such interest
expense is allocated and apportioned to for-
eign source general limitation income, and
the remaining $10x of such interest expense
is allocated and apportioned to foreign
source passive income.

(D) During year 2, $6x of income is attrib-
utable to FBx under the rules of §1.1503(d)-5,
and the P consolidated group has $100x of
consolidated taxable income. At the end of
year 2, FBx undergoes a triggering event de-
scribed in §1.1503(d)-6(e)(1), and P continues
to own FBx following the triggering event.
Pursuant to §1.1503(d)-6(h)(2)(i), P is able to
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demonstrate to the satisfaction of the Com-
missioner that the $25x dual consolidated
loss attributable to FBx in year 1 would have
offset the $5x of income attributable to FBx
in year 2, if no domestic use election were
made with respect to the year 1 loss such
that it was subject to the limitations of
§1.1503(d)-4(b) and (c).

(ii) Result. P must recapture and report as
ordinary income $20x ($25x — $56x) of FBx’s
year 1 dual consolidated loss, plus applicable
interest. The $20x recapture income is attrib-
utable to FBx pursuant to §1.1503(d)-
5(c)(4)(vi). Pursuant to §1.1503(d)-6(h)(5), the
recapture income is treated as ordinary in-
come whose source and character (including
section 904 separate limitation character) is
determined by reference to the manner in
which the recaptured items of expense or
loss taken into account in calculating the
dual consolidated loss were allocated and ap-
portioned. Further, pursuant to §1.1503(d)-
6(h)(5), the pro rata computation described in
§1.1503(d)-4(c)(4) shall apply. Thus, the char-
acter and source of the recapture income is
determined in the same proportion as each
item of deduction or loss that contributed to
the dual consolidated loss being recaptured.
Accordingly, P’s $20x of recapture income is
characterized and sourced as follows: $4x of
domestic source income (($25x/$125x) x $20x);
$14.4x of foreign source general limitation in-
come (($75x + $15x)/$125x) x $20x); and $1.6x of
foreign source passive income (($10x/$125x) x
$20x). Pursuant to §1.1503(d)-6(h)(6)(i), com-
mencing in year 3, the $20x recapture
amount is reconstituted and treated as a net
operating loss incurred by FBx in a separate
return limitation year, subject to the limita-
tion under §1.1503(d)—4(b) (and therefore sub-
ject to the restrictions of §1.1503(d)-4(c)).
Pursuant to §1.1503(d)-6(j)(1)(iii), the domes-
tic use agreement filed by the P consolidated
group with respect to the year 1 dual consoli-
dated loss of FBx is terminated and has no
further effect.

Example 39. Interest charge without recap-
ture. (i) Facts. P owns DElx which, in turn,
owns FBx. P’s interest in DElx and its indi-
rect interest in FBx are combined and treat-
ed as a single separate unit (Country X sepa-
rate unit) pursuant to §1.1503(d)-1(b)(4)(ii). In
year 1, a dual consolidated loss of $100x is at-
tributable to P’s Country X separate unit. P
makes a domestic use election with respect
to such loss and uses the loss to offset the P
group’s consolidated taxable income. In year
2, there is $100x of income attributable to P’s
Country X separate unit and the P consoli-
dated group has $200x of consolidated taxable
income. At the end of year 2, the Country X
separate unit undergoes a triggering event
within the meaning of §1.1503(d)-6(e)(1). P
demonstrates, to the satisfaction of the
Commissioner, that if no domestic use elec-
tion were made with respect to the year 1
dual consolidated loss such that it was sub-

§1.1503(d)-7

ject to the limitations of §1.1503(d)-4(b) and
(c), the year 1 $100x dual consolidated loss
would have been offset by the $100x of year 2
income.

(ii) Result. There is no recapture of the
year 1 dual consolidated loss attributable to
P’s Country X separate unit because it is re-
duced to zero under §1.1503(d)-6(h)(2)(i). How-
ever, P is liable for one year of interest
charge under §1.1503(d)-6(h)(1)(ii), even
though P’s recapture amount is zero. This is
the case because the P consolidated group
had the benefit of the dual consolidated loss
in year 1, and the income that offset the re-
capture income was not recognized until
year 2. Pursuant to §1.1503(d)-6(j)(1)(iii), the
domestic use agreement filed by the P con-
solidated group with respect to the year 1
dual consolidated loss is terminated and has
no further effect.

Example 40. Reduced recapture and interest
charge, and reconstituted dual consolidated
loss. (i) Facts. S owns DElx which, in turn,
owns FBx. S’s interest in DE1x and its indi-
rect interest in FBx are combined and treat-
ed as a single separate unit (Country X sepa-
rate unit) pursuant to §1.1503(d)-1(b)(4)(ii). In
yvear 1, there is a $100x dual consolidated loss
attributable to S’s Country X separate unit,
and P earns $100x. P makes a domestic use
election with respect to the Country X sepa-
rate unit’s year 1 dual consolidated loss.
Therefore, the consolidated group is per-
mitted to offset P’s $100x of income with the
Country X separate unit’s $100x dual consoli-
dated loss. In year 2, $30x of income is attrib-
utable to the Country X separate unit under
the rules of §1.1503(d)-5 and such income is
offset by a $30x net operating loss incurred
by P in such year. In year 3, $256x of income
is attributable to the Country X separate
unit under the rules of §1.1503(d)-5, and P
earns $156x of income. In addition, at the end
of year 3 there is a foreign use of the year 1
dual consolidated loss that constitutes a
triggering event. S continues to own the
Country X separate unit after the triggering
event.

(ii) Result. (A) Under the presumptive rule
of §1.1503(d)-6(h)(1)(i), S must recapture $100x
(plus applicable interest). However, under
§1.1503(d)-6(h)(2)(1), S may be able to dem-
onstrate that a lesser amount is subject to
recapture. The lesser amount is the amount
of the $100x dual consolidated loss that
would have remained subject to §1.1503(d)-
4(c) at the time of the foreign use triggering
event if a domestic use election had not been
made for such loss.

(B) Although the combined separate unit
earned $30x of income in year 2, there was no
consolidated taxable income in such year. As
a result, as of the end of year 2 the $100x dual
consolidated loss would continue to be sub-
ject to §1.1503(d)-4(c) if a domestic use elec-
tion had not been made for such loss. How-
ever, the $30x earned in year 2 can be carried
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forward to subsequent taxable years and may
reduce the recapture income to the extent of
consolidated taxable income generated in
subsequent years. In year 3, $25x of income
was attributable to the Country X separate
unit and P earns $156x of income. Thus, the P
consolidated group has $40x of consolidated
taxable income in year 3. As a result, the
$100x of recapture income can be reduced by
$40x. This is the case because if a domestic
use election had not been made for the $100x
year 1 dual consolidated loss such that it was
subject to the limitations of §1.1503(d)-4(b)
and (c), only $60x of the loss would have re-
mained subject to such limitations at the
time of the foreign use triggering event. Ac-
cordingly, if S can adequately document the
lesser amount, the amount of recapture in-
come is $60x ($100x — $40x). The $60x recap-
ture income is attributable to the Country X
separate unit pursuant to §1.1503(d)-
5(c)(4)(vi).

(C) Pursuant to §1.1503(d)-6(h)(6)(i), com-
mencing in year 4, the $60x recapture
amount is reconstituted and treated as a net
operating loss incurred by the Country X
separate unit of S in a separate return limi-
tation year, subject to the limitation under
§1.1503(d)-4(b) (and therefore subject to the
restrictions of §1.1503(d)-4(c)). The loss is
only available for carryover to taxable years
after year 3 (and is not available for
carryback). The carryover period of the loss,
for purposes of section 172(b), will start from
year 1, when the dual consolidated loss that
was subject to recapture was incurred. In ad-
dition, such reconstituted net operating loss
is not eligible for the exceptions contained
in §1.1503(d)-6(b) through (d). Pursuant to
§1.1503(d)-6(j)(1)(iii), the domestic use agree-
ment filed by the P consolidated group with
respect to the year 1 dual consolidated loss
of the Country X separate unit is terminated
and has no further effect.

(iii) Alternative Facts. The facts are the
same as in paragraph (i) of this Example 40,
except that the triggering event that occurs
at the end of year 3 is a sale by S of its entire
interest in DE1lx to B, an unrelated domestic
corporation. The sale does not qualify as a
transaction described in section 381. The re-
sults are the same as in paragraph (ii) of this
Example 40, except that pursuant to
§1.1503(d)-6(h)(6)(ii) the $60x net operating
loss is not reconstituted (with respect to ei-
ther S or B). The loss is not reconstituted
with respect to S because the Country X sep-
arate unit ceases to be a separate unit of S
(or any other member of the consolidated
group that includes S) and therefore would
have been eliminated pursuant to §1.1503(d)-
4(d)(1)(di) if no domestic use election had
been made with respect to such loss. The loss
is not reconstituted with respect to B be-
cause B was not the domestic owner of the
combined separate unit when the dual con-
solidated loss that is recaptured was in-
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curred, and B did not acquire the Country X
separate unit in a section 381 transaction.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007; 72 FR
20424, Apr. 25, 2007]

§1.1503(d)-8 Effective dates.

(a) General rule. Except as provided in
paragraph (b) of this section, this para-
graph (a) provides the dates of applica-
bility of §§1.1503(d)-1 through 1.1503(d)-
7. Sections 1.1503(d)-1 through 1.1503(d)-
7 shall apply to dual consolidated
losses incurred in taxable years begin-
ning on or after April 18, 2007. However,
a taxpayer may apply §§1.1503(d)-1
through 1.1503(d)-7, in their entirety, to
dual consolidated losses incurred in
taxable years beginning on or after
January 1, 2007, by filing its return and
attaching to such return the domestic
use agreements, certifications, or other
information in accordance with these
regulations. For purposes of this sec-
tion, the term application date means
either April 18, 2007, or, if the taxpayer
applies these regulations pursuant to
the preceding sentence, January 1, 2007.
Section 1.1503-2 applies for dual con-
solidated losses incurred in taxable
years beginning on or after October 1,
1992, and before the application date.

(b) Special rules—(1) Reduction of term
of agreements filed wunder §§1.1503—
2A4(c)(3), 1.1503-2A(d)(3), 1.1503-2(9)(2)(i),
or 1.1503-2T(g)(i). If an agreement is
filed in accordance with §§1.1503—
2A(c)(3), 1.1503-2A(d)(3), 1.1503-2(g)(2)(1),
or 1.1503-2T(g)(2)(i) with respect to a
dual consolidated loss incurred in a
taxable year beginning prior to the ap-
plication date and an event requiring
recapture with respect to the dual con-
solidated loss subject to the agreement
has not occurred as of the application
date, then such agreement will be con-
sidered by the Internal Revenue Serv-
ice to apply only for any taxable year
up to and including the fifth taxable
yvear following the year in which the
dual consolidated loss that is the sub-
ject of the agreement was incurred and
thereafter will have no effect.

(2) Reduction of term of agreements
filed wunder §§1.1503-2(9)(2)(iv)(B)(2)(1)
(1992), 1.1503-2(g)(2)(iv)(B)(3)(i), or Rev.
Proc. 2000-42. Taxpayers subject to the
terms of a closing agreement entered
into with the Internal Revenue Service
pursuant to §§1.1503-2(g)(2)(Av)(B)(2)(i)
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(1992), 1.1503-2(2)(2)(iv)(B)(3)(i), or Rev.
Proc. 200042 (20002 CB 394), see
§601.601(d)(2)(ii)(b) of this chapter, will
be deemed to have satisfied the closing
agreement’s fifteen-year certification
period requirement if the five-year cer-
tification period specified in §1.1503(d)-
1(b)(20) has elapsed, provided such clos-
ing agreement is still in effect as of the
application date, and provided the dual
consolidated losses have not been re-
captured. For example, if a calendar
year taxpayer that has a January 1,
2007, application date entered into a
closing agreement with respect to a
dual consolidated loss incurred in 2003
and, as of January 1, 2007, the closing
agreement is still in effect and the dual
consolidated loss subject to the closing
agreement has not been recaptured,
then the closing agreement’s fifteen-
year certification period will be
deemed satisfied when the five-year
certification period described in
§1.1503(d)-1(b)(20) has elapsed. Thus,
the dual consolidated loss will be sub-
ject to the recapture and certification
provisions of the closing agreement in
such a case only through December 31,
2008. Alternatively, if a calendar year
taxpayer that has a January 1, 2007, ap-
plication date entered into a closing
agreement with respect to a dual con-
solidated loss incurred in 2000 and, as
of January 1, 2007, the closing agree-
ment is still in effect and the dual con-
solidated loss subject to the closing
agreement has not been recaptured,
then the certification period is deemed
to be satisfied.

(3) Relief for untimely filings. Para-
graphs (b)(3)(i) through (iii) of this sec-
tion set forth the effective dates for
rules that provide relief for the failure
to make timely filings of an election,
agreement, statement, rebuttal, com-
putation, closing agreement, or other
information, pursuant to section
1503(d) and these regulations.

(i) General rule. Except as provided in
paragraphs (b)(3)(ii) and (iii) of this
section, the reasonable cause relief
standard of §1.1503(d)-1(c) applies for
all untimely filings with respect to
dual consolidated losses, including
with respect to dual consolidated losses
incurred in taxable years beginning be-
fore the application date.

§1.1503(d)-8

(ii) Closing agreements. Solely with re-
spect to closing agreements described
in §1.1503-2(g)(2)({v)(B)(3)(I) and Rev.
Proc. 2000-42, taxpayers must request
relief for untimely requests through
the process provided under §§301.9100-1
through 301.9100-3 of this chapter. See
paragraph (b)(4) of this section for
rules that permit the multiple-party
event exception, rather than closing
agreements, for certain triggering
events.

(iii) Pending requests for relief. Tax-
payers that have letter ruling requests
under §§301.9100-1 through 301.9100-3 of
this chapter pending as of March 19,
2007 (other than requests under para-
graph (b)(3)(ii) of this section) are not
required to use the reasonable cause
procedure under §1.1503(d)-1(c); how-
ever, if such taxpayers have not yet re-
ceived a determination of their re-
quest, they may withdraw their re-
quest consistent with the procedures
contained in Rev. Proc. 2007-1 (2007-1
IRB 1), see §601.601(d)(2)(ii)(b) of this
chapter, (or any succeeding document)
and use the reasonable cause procedure
set forth in §1.1503(d)-1(c). In that
event, the Internal Revenue Service
will refund the taxpayer’s user fee.

(4) Multiple-party event exception to
triggering events. This paragraph (b)(4)
applies to events described in §1.1503-
2(2)(2){v)(B)(I)(i) through (iii) that
occur after April 18, 2007 and that are
with respect to dual consolidated losses
that were incurred in taxable years be-
ginning on or after October 1, 1992, and
before the application date. The events
described in the previous sentence are
not eligible for the exception described
in §1.1503-2(g)(2)(iv)(B)(I1), but instead
are eligible for the multiple-party
event exception described in §1.1503(d)-
6(f)(2)(i), as modified by this paragraph
(b)(4). Thus, such events are not eligi-
ble for a closing agreement described
in §1.1503-2(g)(2)Av)(B)(3)(i) and Rev.
Proc. 2000-42. For purposes of applying
§1.1503(d)-6(f)(2)(i) to transactions cov-
ered by this paragraph, agreements de-
scribed in §1.1503-2(g)(2)(1) (rather than
domestic use agreements) shall be
filed, and subsequent triggering events
and exceptions thereto have the mean-
ing provided in §1.1503-2(g)(2)(iii)(A)
and (iv) (other than the exception pro-
vided under §1.1503-2(2)(2)Av)(B)(1)).
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For example, if a calendar year tax-
payer that has a January 1, 2007, appli-
cation date filed an election under
§1.1503-2(g)(2)(1) with respect to a dual
consolidated loss that was incurred in
2004, and a triggering event described
in  §1.1503-2(g)(2)(iv)(B)(I1)(ii)  occurs
with respect to such dual consolidated
loss after April 18, 2007, then the event
is eligible for the multiple-party event
exception under §1.1503(d)-6(f)(2)(i) (and
not the exception under §1.1503-
2(2)(2)([{v)(B)(1)). However, in order to
comply with §1.1503(d)-6(f)(2)(iii)(A),
the subsequent elector must file a new
agreement described in §1.1503-2(g)(2)(1)
(rather than a new domestic use agree-
ment). In addition, for purposes of de-
termining whether there is a subse-
quent triggering event, and exceptions
thereto, pursuant to such new agree-
ment, §1.1503-2(g)(2)(iii)(A) and (iv)
(other than the exception provided
under  §1.1503-2(g)(2)(iv)(B)(I)) shall
apply. Notwithstanding the general ap-
plication of this paragraph (b)(4) to
events described in §1.1503-
2(2)(2)Av)(B)(I)(i) through (iii) that
occur after April 18, 2007, a taxpayer
may choose to apply this paragraph
(b)(4) to events described in §1.1503-
2(2)(2)Av)(B)(1)(i) through (iii) that
occur after March 19, 2007 and on or be-
fore April 18, 2007.

(5) Basis adjustment rules. Taxpayers
may apply the basis adjustment rules
of §1.1503(d)-5(g) for all open years in
which such basis is relevant, even if
the basis adjustment is attributable to
a dual consolidated loss incurred (or re-
captured) in a closed taxable year. Tax-
payers applying the provisions of
§1.1503(d)-5(g), however, must do so
consistently for all open years.

[T.D. 9315, 72 FR 12914, Mar. 19, 2007; 72 FR
20424, Apr. 25, 2007]

§1.1504-0 Outline of provisions.

In order to facilitate the use of
§§1.1504-1 through 1.1504-4, this section
lists the captions contained in §§1.1504—
1 through 1.1504-4.

26 CFR Ch. | (4-1-17 Edition)

$1.1504-1 Definitions.
$§1.1504-2—1.1504-3 [Reserved]

$1.1504—4 Treatment of warrants, options, con-
vertible obligations, and other similar inter-
ests.

(a) Introduction.

(1) General rule.

(2) Exceptions.

(b) Options not treated as stock or as exer-
cised.

(1) General rule.

(2) Options treated as exercised.

(i) In general.

(ii) Aggregation of options.

(iii) Effect of treating option as exercised.

(A) In general.

(B) Cash settlement options, phantom
stock, stock appreciation rights, or similar
interests.

(iv) Valuation.

(3) Example.

(c) Definitions.

(1) Issuing corporation.

(2) Related or sequential option.

(3) Related persons.

(4) Measurement date.

(i) General rule.

(ii) Issuances, transfers, or adjustments
not treated as measurement dates.

(iii) Transactions increasing likelihood of
exercise.

(iv) Measurement date for options issued
pursuant to a plan.

(v) Measurement date for related or se-
quential options.

(vi) Example.

(5) In-the-money.

(d) Options.

(1) Instruments treated as options.

(2) Instruments generally not treated as
options.

(i) Options on section 1504(a)(4) stock.

(ii) Certain publicly traded options.

(A) General rule.

(B) Exception.

(iii) Stock purchase agreements.

(iv) Escrow, pledge, or other security
agreements.

(v) Compensatory options.

(A) General rule.

(B) Exceptions.

(vi) Options granted in connection with a
loan.

(vii) Options created pursuant to a title 11
or similar case.

(viii) Convertible preferred stock.

(ix) Other enumerated instruments.

(e) Elimination of federal income tax li-
ability.

(f) Substantial amount of federal income
tax liability.

(2) Reasonable certainty of exercise.

(1) Generally.

(i) Purchase price.

(ii) In-the-money option.
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(iii) Not in-the-money option.

(iv) Exercise price.

(v) Time of exercise.

(vi) Related or sequential options.

(vii) Stockholder rights.

(viii) Restrictive covenants.

(ix) Intention to alter value.

(x) Contingencies.

(2) Cash settlement options, phantom
stock, stock appreciation rights, or similar
interests.

(3) Safe harbors.

(i) Options to acquire stock.

(ii) Options to sell stock.

(iii) Options exercisable at fair market
value.

(iv) Exceptions.

(v) Failure to satisfy safe harbor.

(h) Examples.

(i) Effective date.

[T.D. 8462, 57 FR 61800, Dec. 29, 1992]

§1.1504-1 Definitions.

The privilege of filing consolidated
returns is extended to all includible
corporations constituting affiliated
groups as defined in section 1504. See
the regulations under §1.1502 for a de-
scription of an affiliated group and the
corporations which may be considered
as includible corporations.

[T.D. 6500, 25 FR 12106, Nov. 26, 1960]

§§1.1504-2—1.1504-3 [Reserved]

§1.1504-4 Treatment of warrants, op-
tions, convertible obligations, and
other similar interests.

(a) Introduction—(1) General rule. This
section provides regulations under sec-
tion 1504(a)(5) (A) and (B) regarding the
circumstances in which warrants, op-
tions, obligations convertible into
stock, and other similar interests are
treated as exercised for purposes of de-
termining whether a corporation is a
member of an affiliated group. The fact
that an instrument may be treated as
an option under these regulations does
not prevent such instrument from
being treated as stock under general
principles of law. Except as provided in
paragraph (a)(2) of this section, this
section applies to all provisions under
the Internal Revenue Code and the reg-
ulations to which affiliation within the
meaning of section 1504(a) (with or
without the exceptions in section
1504(b)) is relevant, including those
provisions that refer to section
1504(a)(2) (with or without the excep-

§1.1504-4

tions in section 1504(b)) without refer-
ring to affiliation, provided that the 80
percent voting power and 80 percent
value requirements of section 1504(a)(2)
are not modified therein.

(2) Ezceptions. This section does not
apply to sections 163(j), 864(e), or 904(i)
or to the regulations thereunder. This
section also does not apply to any
other provision specified by the Inter-
nal Revenue Service in regulations, a
revenue ruling, or revenue procedure.
See §601.601(d)(2)(ii)(b) of this chapter.

(b) Options not treated as stock or as
excerised—(1) General rule. Except as
provided in paragraph (b)(2) of this sec-
tion, an option is not considered either
as stock or as exercised. Thus, options
are disregarded in determining whether
a corporation is a member of an affili-
ated group unless they are described in
paragraph (b)(2) of this section.

(2) Options treated as exercised—((i) In
general. Solely for purposes of deter-
mining whether a corporation is a
member of an affiliated group, an op-
tion is treated as exercised if, on a
measurement date with respect to such
option—

(A) It could reasonably be antici-
pated that, if not for this section, the
issuance or transfer of the option in
lieu of the issuance, redemption, or
transfer of the underlying stock would
result in the elimination of a substan-
tial amount of federal income tax li-
ability (as described in paragraphs (e)
and (f) of this section); and

(B) It is reasonably certain that the
option will be exercised (as described in
paragraph (g) of this section).

(i1) Aggregation of options. All options
with the same measurement date are
aggregated in determining whether the
issuance or transfer of an option in lieu
of the issuance, redemption, or transfer
of the underlying stock would result in
the elimination of a substantial
amount of federal income tax liability.

(iii) Effect of treating option as ezxer-
cised—(A) In general. An option that is
treated as exercised is treated as exer-
cised for purposes of determining the
percentage of the value of stock owned
by the holder and other parties, but is
not treated as exercised for purposes of
determining the percentage of the vot-
ing power of stock owned by the holder
and other parties.
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(B) Cash settlement options, phantom
stock, stock appreciation rights, or similar
interests. If a cash settlement option,
phantom stock, stock appreciation
right, or similar interest is treated as
exercised, the option is treated as hav-
ing been converted into stock of the
issuing corporation. If the amount to
be received upon the exercise of such
an option is determined by reference to
a multiple of the increase in the value
of a share of the issuing corporation’s
stock on the exercise date over the
value of a share of the stock on the
date the option is issued, the option is
treated as converted into a cor-
responding number of shares of such
stock. Appropriate adjustments must
be made in any situation in which the
amount to be received upon exercise of
the option is determined in another
manner.

(iv) Valuation. For purposes of sec-
tion 1504(a)(2)(B) and this section, all
shares of stock within a single class
are considered to have the same value.
Thus, control premiums and minority
and blockage discounts within a single
class are not taken into account.

(38) Example. The provisions of para-
graph (b)(2) of this section may be il-
lustrated by the following example:

Example. (i) Corporation P owns all 100
shares of the common stock of Corporation
S, the only class of S stock outstanding.
Each share of S stock has a fair market
value of $10 and has one vote. On June 30,
1992, P issues to Corporation X an option to
acquire 80 shares of the S stock from P.

(ii) If, under the provisions of this section,
the option is treated as exercised, then, sole-
ly for purposes of determining affiliation, P
is treated as owning only 20 percent of the
value of the outstanding S stock and X is
treated as owing the remaining 80 percent of
the value of the S stock. P is still treated as
owning all of the voting power of S. Accord-
ingly, because P is treated as owning less
than 80 percent of the value of the out-
standing S stock, P and S are no longer af-
filiated. However, because X is not treated as
owning any of the voting power of S, X and
S are also not affiliated.

(c) Definitions. For purposes of this
section—

(1) Issuing corporation. ‘‘Issuing cor-
poration” means the corporation whose
stock is subject to an option.

(2) Related or sequential option. ‘‘Re-
lated or sequential option’’ means an
option that is one of a series of options
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issued to the same or related persons.
For purposes of this section, any op-
tions issued to the same person or re-
lated persons within a two-year period
are presumed to be part of a series of
options. This presumption may be re-
butted if the facts and circumstances
clearly establish that the options are
not part of a series of options. Any op-
tions issued to the same person or re-
lated persons more than two years
apart are presumed not to be part of a
series of options. This presumption
may be rebutted if the facts and cir-
cumstances clearly establish that the
options are part of a series of options.

(3) Related persons. Persons are re-
lated if they are related within the
meaning of section 267(b) (without the
application of sections 267(c) and
1563(e)(1)) or 707(b)(1), substituting ‘10
percent’” for ‘60 percent’ wherever it
appears.

(4) Measurement date—(i) General rule.
‘“Measurement date’” means a date on
which an option is issued or transferred
or on which the terms of an existing
option or the underlying stock are ad-
justed (including an adjustment pursu-
ant to the terms of the option or the
underlying stock).

(i1) Issuances, transfers, or adjustments
not treated as measurement dates. A
measurement date does not include a
date on which—

(A) An option is issued or transferred
by gift, at death, or between spouses or
former spouses under section 1041;

(B) An option is issued or trans-
ferred—

(I) Between members of an affiliated
group (determined with the exceptions
in section 1504(b) and without the ap-
plication of this section); or

(2) Between persons none of which is
a member of the affiliated group (de-
termined without the exceptions in
section 1504(b) and without the applica-
tion of this section), if any, of which
the issuing corporation is a member,
unless—

(i) Any such person is related to (or
acting in concert with) the issuing cor-
poration or any member of its affili-
ated group; and

(ii) The issuance or transfer is pursu-
ant to a plan a principal purpose of
which is to avoid the application of
section 1504 and this section;
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(C) An adjustment occurs in the
terms or pursuant to the terms of an
option or the underlying stock that
does not materially increase the likeli-
hood that the option will be exercised;
or

(D) A change occurs in the exercise
price of an option or in the number of
shares that may be issued or trans-
ferred pursuant to the option as deter-
mined by a bona fide, reasonable, ad-
justment formula that has the effect of
preventing dilution of the interests of
the holders of the options.

(iii) Transactions increasing likelihood
of exercise. If a change or alteration re-
ferred to in this paragraph (c)(4)(iii) is
made for a principal purpose of increas-
ing the likelihood that an option will
be exercised, a measurement date also
includes any date on which—

(A) The capital structure of the
issuing corporation is changed; or

(B) The fair market value of the
stock of the issuing corporation is al-
tered through a transfer of assets to or
from the issuing corporation (other
than regular, ordinary dividends) or by
any other means.

(iv) Measurement date for options
issued pursuant to a plan. In the case of
options issued pursuant to a plan, a
measurement date for any of the op-
tions constitutes a measurement date
for all options issued pursuant to the
plan that are outstanding on the meas-
urement date.

(v) Measurement date for related or se-
quential options. In the case of related
or sequential options, a measurement
date for any of the options constitutes
a measurement date for all related or
sequential options that are out-
standing on the measurement date.

(vi) Example. The provisions of para-
graph (c¢)(4)(v) of this section may be il-
lustrated by the following example.

Example. (i) Corporation P owns all 80
shares of the common stock of Corporation
S, the only class of S stock outstanding. On
January 1, 1992, S issues a warrant, exer-
cisable within 3 years, to U, an unrelated
corporation, to acquire 10 newly issued
shares of S common stock. On July 1, 1992, S
issues a second warrant to U to acquire 10
additional newly issued shares of S common
stock. On January 1, 1993, S issues a third
warrant to T, a wholly owned subsidiary of
U, to acquire 10 newly issued shares of S
common stock. Assume that the facts and
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circumstances do not clearly establish that
the options are not part of a series of op-
tions.

(ii) January 1, 1992, July 1, 1992, and Janu-
ary 1, 1993, constitute measurement dates for
the first warrant, the second warrant, and
the third warrant, respectively, because the
warrants were issued on those dates.

(iii) Because the first and second warrants
were issued within two years of each other,
and both warrants were issued to U, the war-
rants constitute related or sequential op-
tions. Accordingly, July 1, 1992, constitutes a
measurement date for the first warrant as
well as for the second warrant.

(iv) Because the first, second, and third
warrants were all issued within two years of
each other, and were all issued to the same
or related persons, the warrants constitute
related or sequential options. Accordingly,
January 1, 1993, constitutes a measurement
date for the first and second warrants, as
well as for the third warrant.

(5)  In-the-money. “In-the-money”’
means the exercise price of the option
is less than (or in the case of an option
to sell stock, greater than) the fair
market value of the underlying stock.

(d) Options—(1) Instruments treated as
options. For purposes of this section,
except to the extent otherwise provided
in this paragraph (d), the following are
treated as options:

(i) A call option, warrant, convertible
obligation, put option, redemption
agreement (including a right to cause
the redemption of stock), or any other
instrument that provides for the right
to issue, redeem, or transfer stock (in-
cluding an option on an option); and

(ii) A cash settlement option, phan-
tom stock, stock appreciation right, or
any other similar interest (except for
stock).

(2) Instruments generally not treated as
options. For purposes of this section,
the following will not be treated as op-
tions:

(i) Options on section 1504(a)(4) stock.
Options on stock described in section
1504(a)(4);

(ii) Certain publicly traded options—(A)
General rule. Options which on the
measurement date are traded on (or
subject to the rules of) a qualified
board or exchange as defined in section
1256(g)(7), or on any other exchange,
board of trade, or market specified by
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the Internal Revenue Service in regula-
tions, a revenue ruling, or revenue pro-
cedure. See §601.601(d)(2)(ii)(b) of this
chapter;

(B) Ezxception. Paragraph (d)(2)(ii)(A)
of this section does not apply to op-
tions issued, transferred, or listed with
a principal purpose of avoiding the ap-
plication of section 1504 and this sec-
tion. For example, a principal purpose
of avoiding the application of section
1504 and this section may exist if war-
rants, convertible or exchangeable debt
instruments, or other similar instru-
ments have an exercise price (or, in the
case of convertible or exchangeable in-
struments, a conversion or exchange
premium) that is materially less than,
or a term that is materially longer
than, those that are customary for pub-
licly traded instruments of their type.
A principal purpose may also exist if a
large percentage of an issuance of an
instrument is placed with one investor
(or group of investors) and a very small
percentage of the issuance is traded on
a qualified board or exchange;

(iii) Stock purchase agreements. Stock
purchase agreements or similar ar-
rangements whose terms are commer-
cially reasonable and in which the par-
ties’ obligations to complete the trans-
action are subject only to reasonable
closing conditions;

(iv) Escrow, pledge, or other security
agreements. Agreements for holding
stock in escrow or under a pledge or
other security agreement that are part
of a typical commercial transaction
and that are subject to customary com-
mercial conditions;

(v) Compensatory options—(A) General
rule. Stock appreciation rights, war-
rants, stock options, phantom stock, or
other similar instruments provided to
employees, directors, or independent
contractors in connection with the per-
formance of services for the corpora-
tion or a related corporation (and that
is not excessive by reference to the
services performed) and which—

(I) Are nontransferable within the
meaning of §1.83-3(d); and

(2) Do not have a readily ascertain-
able fair market value as defined in
§1.83-7(b) on the measurement date;

(B) Ezxceptions. (D) Paragraph
(A)(@2)(V)(A) of this section does not
apply to options issued or transferred
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with a principal purpose of avoiding
the application of section 1504 and this
section; and

(2) Paragraph (d)(2)(v)(A) of this sec-
tion ceases to apply to options that be-
come transferable;

(vi) Options granted in connection with
a loan. Options granted in connection
with a loan if the lender is actively and
regularly engaged in the business of
lending and the options are issued in
connection with a loan to the issuing
corporation that is commercially rea-
sonable. This paragraph (d)(2)(vi) con-
tinues to apply if the option is trans-
ferred with the loan (or if a portion of
the option is transferred with a cor-
responding portion of the loan). How-
ever, if the option is transferred with-
out a corresponding portion of the
loan, this paragraph (d)(2)(vi) ceases to
apply;

(vii) Options created pursuant to a title
11 or similar case. Options created by
the solicitation or receipt of accept-
ances to a plan of reorganization in a
title 11 or similar case (within the
meaning of section 368(a)(3)(A)), the op-
tion created by the confirmation of the
plan, and any option created under the
plan prior to the time the plan becomes
effective;

(viii) Convertible preferred stock. Con-
vertible preferred stock, provided the
terms of the conversion feature do not
permit or require the tender of any
consideration other than the stock
being converted; and

(ix) Other enumerated instruments.
Any other instruments specified by the
Internal Revenue Service in regula-
tions, a revenue ruling, or revenue pro-
cedure. See §601.601(d)(2)(ii)(b) of this
chapter.

(e) Elimination of federal income tax li-
ability. For purposes of this section, the
elimination of federal income tax li-
ability includes the elimination or de-
ferral of federal income tax liability. In
determining whether there is an elimi-
nation of federal income tax liability,
the tax consequences to all involved
parties are considered. Examples of
elimination of federal income tax li-
ability include the use of a loss or de-
duction that would not otherwise be
utilized, the acceleration of a loss or
deduction to a year earlier than the
year in which the loss or deduction
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would otherwise be utilized, the defer-
ral of gain or income to a year later
than the year in which the gain or in-
come would otherwise be reported, and
the acceleration of gain or income to a
year earlier than the year in which the
gain or income would otherwise be re-
ported, if such gain or income is offset
by a net operating loss or net capital
loss that would otherwise expire un-
used. The elimination of federal in-
come tax liability does not include the
deferral of gain with respect to the
stock subject to the option that would
be recognized if such stock were sold
on a measurement date.

(f) Substantial amount of federal income
tax liability. The determination of what
constitutes a substantial amount of
federal income tax liability is based on
all the facts and circumstances, includ-
ing the absolute amount of the elimi-
nation, the amount of the elimination
relative to overall tax liability, and
the timing of items of income and de-
ductions, taking into account present
value concepts.

(g) Reasonable certainty of exercise—(1)
Generally. The determination of wheth-
er, as of a measurement date, an option
is reasonably certain to be exercised is
based on all the facts and cir-
cumstances, including:

(i) Purchase price. The purchase price
of the option in absolute terms and in
relation to the fair market value of the
stock or the exercise price of the op-
tion;

(i1) In-the-money option. Whether and
to what extent the option is in-the-
money on the measurement date;

(iii) Not in-the-money option. If the op-
tion is not in-the-money on the meas-
urement date, the amount or percent-
age by which the exercise price of the
option is greater than (or in the case of
an option to sell stock, is less than) the
fair market value of the underlying
stock;

(iv) Exercise price. Whether the exer-
cise price of the option is fixed or fluc-
tuates depending on the earnings,
value, or other indication of economic
performance of the issuing corporation;

(v) Time of exercise. The time at
which, or the period of time during
which, the option can be exercised;
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(vi) Related or sequential options.
Whether the option is one in a series of
related or sequential options;

(vii) Stockholder rights. The existence
of an arrangement (either within the
option agreement or in a related agree-
ment) that, directly or indirectly, af-
fords managerial or economic rights in
the issuing corporation that ordinarily
would be afforded to owners of the
issuing corporation’s stock (e.g., voting
rights, dividend rights, or rights to
proceeds on liquidation) to the person
who would acquire the stock upon exer-
cise of the option or a person related to
such person. For this purpose, manage-
rial or economic rights in the issuing
corporation possessed because of actual
stock ownership in the issuing corpora-
tion are not taken into account;

(viii) Restrictive covenants. The exist-
ence of restrictive covenants or similar
arrangements (either within the option
agreement or in a related agreement)
that, directly or indirectly, prevent or
limit the ability of the issuing corpora-
tion to undertake certain activities
while the option is outstanding (e.g.,
covenants limiting the payment of
dividends or borrowing of funds);

(ix) Intention to alter value. Whether
it was intended that through a change
in the capital structure of the issuing
corporation or a transfer of assets to or
from the issuing corporation (other
than regular, ordinary dividends) or by
any other means, the fair market value
of the stock of the issuing corporation
would be altered for a principal purpose
of increasing the likelihood that the
option would be exercised; and

(x) Contingencies. Any contingency
(other than the mere passage of time)
to which the exercise of the option is
subject (e.g., a public offering of the
issuing corporation’s stock or reaching
a certain level of earnings).

(2) Cash settlement options, phantom
stock, stock appreciation rights, or similar
interests. A cash settlement option,
phantom stock, stock appreciation
right, or similar interest is treated as
reasonably certain to be exercised if it
is reasonably certain that the option
will have value at some time during
the period in which the option may be
exercised.

(3) Safe harbors—(i) Options to acquire
stock. Except as provided in paragraph
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(2)(3)(iv) of this section, an option to
acquire stock is not considered reason-
ably certain, as of a measurement date,
to be exercised if—

(A) The option may be exercised no
more than 24 months after the meas-
urement date and the exercise price is
equal to or greater than 90 percent of
the fair market value of the underlying
stock on the measurement date; or

(B) The terms of the option provide
that the exercise price of the option is
equal to or greater than the fair mar-
ket value of the underlying stock on
the exercise date.

(i1) Options to sell stock. Except as
provided in paragraph (g)(3)(iv) of this
section, an option to sell stock is not
considered reasonably certain, as of a
measurement date, to be exercised if—

(A) The option may be exercised no
more than 24 months after the meas-
urement date and the exercise price is
equal to or less than 110 percent of the
fair market value of the underlying
stock on the measurement date; or

(B) The terms of the option provide
that the exercise price of the option is
equal to or less than the fair market
value of the underlying stock on the
exercise date.

(iii) Options exercisable at fair market
value. For purposes of paragraphs
(2)(3)(A)(B) and (g)(3)(ii)(B) of this sec-
tion, an option whose exercise price is
determined by a formula is considered
to have an exercise price equal to the
fair market value of the underlying
stock on the exercise date if the for-
mula is agreed upon by the parties
when the option is issued in a bona fide
attempt to arrive at fair market value
on the exercise date and is to be ap-
plied based upon the facts in existence
on the exercise date.

(iv) Exceptions. The safe harbors of
this paragraph (g)(3) do not apply if—

(A) An arrangement exists that pro-
vides the holder or a related party with
stockholder rights described in para-
graph (g)(1)(vii) of this section (except
for rights arising upon a default under
the option or a related agreement);

(B) It is intended that through a
change in the capital structure of the
issuing corporation or a transfer of as-
sets to or from the issuing corporation
(other than regular, ordinary divi-
dends) or by any other means, the fair
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market value of the stock of the
issuing corporation will be altered for a
principal purpose of increasing the
likelihood that the option will be exer-
cised; or

(C) The option is one in a series of re-
lated or sequential options, unless all
such options satisfy paragraph (g)(3) (i)
or (ii) of this section.

(v) Failure to satisfy safe harbor. Fail-
ure of an option to satisfy one of the
safe harbors of this paragraph (g)(3)
does not affect the determination of
whether an option is treated as reason-
ably certain to be exercised.

(h) Eramples. The provisions of this
section may be illustrated by the fol-
lowing examples. These examples as-
sume that the measurement dates set
forth in the examples are the only
measurement dates that have taken
place or will take place.

Example 1. (i) P is the common parent of a
consolidated group, consisting of P, S, and T.
P owns all 100 shares of S’s only class of
stock, which is voting common stock. P also
owns all the stock of T. On June 30, 1992,
when the fair market value of the S stock is
$40 per share, P sells to U, an unrelated cor-
poration, an option to acquire 40 shares of
the S stock that P owns at an exercise price
of $30 per share, exercisable at any time
within 3 years after the granting of the op-
tion. P and T have had substantial losses for
5 consecutive years while S has had substan-
tial income during the same period. Because
P, S, and T have been filing consolidated re-
turns, P and T have been able to use all of
their losses to offset S’s income. It is antici-
pated that P, S, and T will continue their
earnings histories for several more years. On
July 31, 1992, S declares and pays a dividend
of $1 per share to P.

(ii) If P, S, and T continue to file consoli-
dated returns after June 30, 1992, it could
reasonably be anticipated that P, S, and T
would eliminate a substantial amount of fed-
eral income tax liability by using P’s and T's
future losses to offset S’s income in consoli-
dated returns. Furthermore, based on the
difference between the exercise price of the
option and the fair market value of the S
stock, it is reasonably certain, on June 30,
1992, a measurement date, that the option
will be exercised. Therefore, the option held
by U is treated as exercised. As a result, for
purposes of determining whether P and S are
affiliated, P is treated as owning only 60 per-
cent of the value of outstanding shares of S
stock and U is treated as owning the remain-
ing 40 percent. P is still treated as owning
100 percent of the voting power. Because
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members of the P group are no longer treat-
ed as owning stock possessing 80 percent of
the total value of the S stock as of June 30,
1992, S is no longer a member of the P group.
Additionally, P is not entitled to a 100 per-
cent dividends received deduction under sec-
tion 243(a)(3) because P and S are also treat-
ed as not affiliated for purposes of section
243. P is only entitled to an 80 percent divi-
dends received deduction under section
243(c).

Example 2. (i) The facts are the same as in
Example 1 except that rather than P issuing
an option to acquire 40 shares of S stock to
U on June 30, 1992, P, pursuant to a plan,
issues an option to Ul on July 1, 1992, to ac-
quire 20 shares of S stock, and issues an op-
tion to U2 on July 2, 1992, to acquire 20
shares of S stock.

(ii) Because the options issued to Ul and
U2 were issued pursuant to a plan, July 2,
1992, constitutes a measurement data for
both options. Therefore, both options are ag-
gregated in determining whether the
issuance of the options, rather than the sale
of the S stock, would result in the elimi-
nation of a substantial amount of federal in-
come tax liability. Accordingly, as in Exam-
ple 1, because the continued affiliation of P,
S, and T could reasonably be anticipated to
result in the elimination of a substantial
amount of federal income tax liability and
the options are reasonably certain to be ex-
ercised, the options are treated as exercised
for purposes of determining whether P and S
are affiliated, and P and S are no longer af-
filiated as of July 2, 1992.

Example 3. (i) The facts are the same as in
Example 1 except that the option gives U the
right to acquire all 100 shares of the S stock,
and U is the common parent of a consoli-
dated group. The U group has had substan-
tial losses for 5 consecutive years and it is
anticipated that the U group will continue
its earnings history for several more years.

(ii) If P sold the S stock, in lieu of the op-
tion, to U, S would become a member of the
U group. Because the U group files consoli-
dated returns, if P sold the S stock to U, U
would be able to use its future losses to off-
set future income of S. When viewing the
transaction from the effect on all parties,
the sale of the option, in lieu of the under-
lying S stock, does not result in the elimi-
nation of federal income tax liability be-
cause S’s income would be offset by the
losses of members of either the P or U group.
Accordingly, the option is disregarded and S
remains a member of the P group.

Example 4. (i) P is the common parent of a
consolidated group, consisting of P and S. P
owns 90 of the 100 outstanding shares of S’s
only class of stock, which is voting common
stock, and U, an unrelated corporation, owns
the remaining 10 shares. On August 31, 1992,
when the fair market value of the S stock is
$100 per share, P sells a call option to U that
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entitles U to purchase 20 shares of S stock
from P, at any time before August 31, 1993, at
an exercise price of $115 per share. The call
option does not provide U with any voting
rights, dividend rights, or any other manage-
rial or economic rights ordinarily afforded to
owners of the S stock. There is no intention
on August 31, 1992, to alter the value of S to
increase the likelihood of the exercise of the
call option.

(ii) Because the exercise price of the call
option is equal to or greater than 90 percent
of the fair market value of the S stock on
August 31, 1992, a measurement date, the op-
tion may be exercised no more than 24
months after the measurement date, and
none of the items described in paragraph
(2)(3)(iv) of this section that preclude appli-
cation of the safe harbor are present, the
safe harbor of paragraph (g)(3)(i) of this sec-
tion applies and the call option is treated as
if it is not reasonably certain to be exer-
cised. Therefore, regardless of whether the
continued affiliation of P and S would result
in the elimination of a substantial amount of
federal income tax liability, the call option
is disregarded in determining whether S re-
mains a member of the P group.

Example 5. (i) The facts are the same as in
Example 4 except that the call option gives U
the right to vote similar to that of a share-
holder.

(ii) Under paragraph (g)(3)(iv) of this sec-
tion, the safe harbor of paragraph (g)(3)(i) of
this section does not apply because the call
option entitles U to voting rights equivalent
to that of a shareholder. Accordingly, all of
the facts and circumstances surrounding the
sale of the call option must be taken into
consideration in determining whether it is
reasonably certain that the call option will
be exercised.

Example 6. (i) In 1992, two unrelated cor-
porations, X and Y, decide to engage jointly
in a new business venture. To accomplish
this purpose, X organizes a new corporation,
S, on September 30, 1992. X acquires 100
shares of the voting common stock of S,
which are the only shares of S stock out-
standing. Y acquires a debenture of S which
is convertible, on September 30, 1995, into 100
shares of S common stock. If the conversion
right is not exercised, X will have the right,
on September 30, 1995, to put 50 shares of its
S stock to Y in exchange for 50 percent of
the debenture held by Y. The likelihood of
the success of the venture is uncertain. It is
anticipated that S will generate substantial
losses in its early years of operation. X ex-
pects to have substantial taxable income
during the three years following the organi-
zation of S.

(ii) Under the terms of this arrangement, it
is reasonably certain on September 30, 1992,
a measurement date, that on September 30,
1995, either through Y’s exercise of its con-
version right or X’s right to put S stock to
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Y, that Y will own 50 percent of the S stock.
Additionally, it could reasonably be antici-
pated, on September 30, 1992, a measurement
date, that the affiliation of X and S would
result in the elimination of a substantial
amount of federal income tax liability. Ac-
cordingly, for purposes of determining
whether X and S are affiliated, X is treated
as owning only 50 percent of the value of the
S stock as of September 30, 1992, a measure-
ment date, and S is not a member of the X
affiliated group.

Example 7. (i) The facts are the same as in
Example 6 except that rather than acquiring
100 percent of the S stock and the right to
put S stock to Y, X acquires only 80 percent
of the S stock, while S, rather than acquir-
ing a convertible debenture, acquires 20 per-
cent of the S stock, and an option to acquire
an additional 30 percent of the S stock. The
terms of the option are such that the option
will only be exercised if the new business
venture succeeds.

(ii) In contrast to Example 6, because of the
true business risks involved in the start-up
of S and whether the business venture will
ultimately succeed, along with the fact that
X does not have an option to put S stock to
Y, it is not reasonably certain on September
30, 1992, a measurement date, that the option
will be exercised and that X will only own 50
percent of the S stock on September 30, 1995.
Accordingly, the option is disregarded in de-
termining whether S is a member of the X
group.

(i) Effective date. This section applies,
generally, to options with a measure-
ment date on or after February 28, 1992.
This section does not apply to options
issued prior to February 28, 1992, which
have a measurement date on or after
February 28, 1992, if the measurement
date for the option occurs solely be-
cause of an adjustment in the terms of
the option pursuant to the terms of the
option as it existed on February 28,
1992. Paragraph (b)(2)(iv) of this section
applies to stock outstanding on or
after February 28, 1992.

[T.D. 8462, 57 FR 61801, Dec. 29, 1992; 58 FR
7041, Feb. 3, 1993]

REGULATIONS APPLICABLE FOR TAX
YEARS FOR WHICH A RETURN Is DUE
ON OR BEFORE AUGUST 11, 1999

§1.1502-9A Application of overall for-
eign loss recapture rules to cor-
porations filing consolidated re-
turns due on or before August 11,
1999.

(a) Scope—(1) Effective date. This sec-
tion applies only to consolidated re-
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turn years for which the due date of
the income tax return (without exten-
sions) is on or before August 11, 1999.

(2) In general. Affiliated group of cor-
porations filing a consolidated return
sustains an overall foreign loss (a con-
solidated overall foreign loss) in any
taxable year in which its gross income
from sources without the United States
subject to a separate limitation (as de-
fined in §1.904(f)-1(c)(2)) is exceeded by
the sum of the deductions properly al-
located and apportioned thereto. How-
ever, for taxable years prior to 1983, af-
filiated groups may have determined
their overall foreign losses for income
subject to the passive interest limita-
tion, DISC dividend limitation, and
general limitation on a combined basis
in accordance with the rules in
§1.904(f)-1(c)(1). The rules contained in
§§1.904(f)-1 through 1.904(f)-6 are appli-
cable to affiliated groups filing consoli-
dated returns. This section provides
special rules for applying those sec-
tions to such groups. Paragraph (b)
provides rules for additions and sub-
tractions of a portion of overall foreign
losses to and from consolidated overall
foreign loss accounts. Paragraph (c) re-
quires that separate notional overall
foreign loss accounts be kept for each
member of the group that contributes
to a consolidated overall foreign loss
account and provides for allocation of a
portion of the group’s overall foreign
loss account to a member when the
member leaves the group prior to re-
capture of the entire amount of the
loss account. These rules are similar to
the rules provided in §1.1502-21(b)(2) (or
§1.1502-79A, as appropriate) concerning
the apportionment of consolidated net
operating losses to a member who
leaves the group. However, the rules
differ somewhat because the absorption
rule of §1.1502-21(b)(1) (or §1.1502-T9A,
as appropriate) is applied year-by-year,
consistently with the sequence rules of
section 172(b), and recapture of overall
foreign losses is based on overall for-
eign loss accounts that may consist of
losses in more than one year. Para-
graph (d) provides rules for recapture
of amounts in consolidated overall for-
eign loss accounts. Paragraph (e) pro-
vides special rules pertaining to sec-
tion 904(f)(3) dispositions between
members of a group. Paragraphs (b),
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