Notice of Proposed Rulemaking Richard Starke, (202) 622-7790 omake an election to treat a sale of stock a

and Notice of Public Hearing Stephen R. Wegener, (202) 622-753( sale of assets, to calculate and collec
concerning submissions of comments, thihe appropriate amount of tax in a deemec
Purchase Price Allocations in hearing, and/or to be placed on the buildsr actual asset acquisition, and to deter-
Deemed Actual Asset ing access list to attend the hearing, Guyine the bases of assets acquired in
Acquisitions R. Traynor (202) 622-7180 (not toll-freedeemed or actual asset acquisition.
numbers). These collections of information are re-
REG-107069-97 quired to obtain a benefit. The likely re-

SUPPLEMENTARY INFORMATION:  spondents and/or recordkeepers are sma

businesses or organizations, businesse:
or other for-profit institutions, and farms.
The collections of information con- The regulation provides that a section

tained in this notice of proposed rulemak338 election is made by filing Form 8023.
ing have been submitted to the Office of he burden for this requirement is re-
SUMMARY: This document contains Management and Budget for review in acflected in the burden of Form 8023. The
proposed regulations relating to the allocordance with the Paperwork Reductiofiegulation also provides that both a seller
cation of purchase price in deemed anfict of 1995 (44 U.S.C. 3507(d)). and a purchaser must each file an asset a
actual asset acquisitions. The proposed Comments on the collections of infor-quisition statement on Form 8594. The
regulations determine the amount realizednation should be sent to ti@ffice of burden for this requirement is reflected in
and the amount of basis allocated to eadianagement and BudgetAttn: Desk the burden of Form 8594. The burden for
asset transferred in a deemed or actu@fficer for the Department of the Treathe collection of information in
asset acquisition and affect transactior@ry, Office of Information and Regula-81.338-2(€)(4) is as follows:
reported on either Form 8023 or Forniory Affairs, Washington, DC 20503, with Estimated total annual reporting/record-
8594. copies to thdnternal Revenue Service, keeping burden: 25 hours

Attn: IRS Reports Clearance OfficerEstimated average annual burden per re
DATES: Written comments must be reOP:FS:FP, Washington, DC 20224. Conspondent/recordkeeper: 0.56 hours
ceived by September 20, 1999. Requesmients on the collections of informationEstimated number of respondents/record
to speak and outlines of topics to be disshould be received by October 12, 199%eepers: 45
cussed at the hearing scheduled for 1@omments are specifically requested corstimated annual frequency of responses
a.m., October 12, 1999, must be receivegerning: On occasion
by September 20, 1999. Whether the proposed collections of in- An agency may not conduct or sponsor,

formation are necessary for the propeand a person is not required to respond tc
ADDRESSES: Send submissions toperformance of the functions of the IRSa collection of information unless it dis-
CC:DOM:CORP:R (REG-107069-97),including whether the collections will plays a valid control number assigned by
room 5226, Internal Revenue Servicehave a practical utility; the Office of Management and Budget.
POB 7604, Ben Franklin Station, WashThe accuracy of the estimated burden as- Books or records relating to a collec-
ington, DC 20044. Submissions may bsociated with the proposed collections aofion of information must be retained as
hand delivered Monday through Fridayinformation (see below); long as their contents may become mater
between the hours of 8 a.m. and 5 p.m. tdow the quality, utility, and clarity of the ial in the administration of any internal
CC:DOM:CORP:R (REG-107069-97),information to be collected may be enfevenue law. Generally, tax returns and
Courier’'s Desk, Internal Revenue Serhanced, tax return information are confidential, as
vice, 1111 Constitution Avenue, NW,How the burden of complying with therequired by 26 U.S.C. 6103.
Washington, DC. Alternatively, taxpayergoroposed collections of information may
may submit comments electronically vibe minimized, including through the ap-Background
the Internet by selecting the “Tax Regsplication of automated collection tech-a  gyolution of Code and Regulations.
option on the IRS Home Page, or by sulniques or other forms of information tech-
mitting comments directly to the IRS In-nology; and Section 338 was added to the Internal
ternet site at http://www.irs.ustreas.govEstimates of capital or start-up costs an@evenue Code of 1954 (Code) by sectior
tax_regs/regslist.ntml. The public hearcosts of operation, maintenance, and pu224(a) of the Tax Equity and Fiscal Re-
ing will be held in the NYU Classroom, chase of services to provide information.sponsibility Act of 1982, Public Law
Room 2615, Internal Revenue Building, The collections of information in these97-248 (96 Stat. 324), and amended by
1111 Constitution Avenue NW, Washing- Proposed regulations are in §81.338-2(d}ection 306(a)(8) of the Technical Correc-
ton, DC. 1.338-2(e)(4), 1.338-5(d)(3), 1.338-tions Act of 1982, Public Law 97-448 (96

10(a)(4), 1.338(h)(10)-1(d)(2), andStat. 2365), and further amended by sec
FOR FURTHER INFORMATION CON- 1.1060-1(e)(ii)(A) and (B). The collec-tion 712(k) of the Tax Reform Act of
TACT: Concerning the regulations,tions of information are necessary td984, Public Law 98-369 (98 Stat. 951).

AGENCY: Internal Revenue Service
(IRS), Treasury. Paperwork Reduction Act

ACTION: Notice of proposed rulemak-
ing and notice of public hearing.



Section 338 replaces any nonstatutory Sections 1.338-1T, 1.338-2T, 1.338— Sections 338 and 1060 were amendec
treatment of a stock purchase as an asgef, 1.338-5T, and 1.338(h)(10)-1T werdoy section 11323 of the Omnibus Budget
purchase by allowing certain acquiringamended by temporary regulations pubReconciliation Act of 1990, Public Law
corporations to elect to treat qualifyinglished as T.D. 8088 in tHeederal Regis- 101-508 (104 Stat. 1388-464). The
stock purchases as asset acquisitions. ter on May 16, 1986 (51 F.R. 17929amendments add certain reporting re-
General rules for making electionqd1986-1 C.B. 103]). Sections 1.338-1Tquirements under sections 338 and 1060
under section 338 were first issued ii1.338-3T, 1.338-4T, 1.338-5T, andn addition, a provision was added to sec-
temporary regulations 885f.338-1,1.338(h)(10)-1T were amended by temtion 1060 under which parties are bound
5f.338-2, and 5f.338-3 published as T.Dporary regulations published as T.D. 809By written agreements as to allocations ot
7942 in thd-ederal Registeron February in the Federal Registeron July 1, 1986 fair market values. The legislative history
8, 1984 (49 F.R. 4722 [1984-1 C.B. 93])(51 F.R. 23741 [1986-2 C.B. 49]). Thdndicates that the parties are so bound un
Those rules were amended and redesitgemporary regulations published on Julyess the parties can refute the agreemer
nated as 881.338-1T, 1.338-2T, andl, 1986 also added §1.338(b)-4T. Thesender the standards set forth@ommis-
1.338-3T by temporary regulations pubregulations made miscellaneous confornsioner v. Danielson378 F.2d 771 (3d
lished as T.D. 7975 in tHeederal Regis- ing changes and transitional rules relatin@ir.), cert. denied, 389 U.S. 858 (1967)
ter on September 6, 1984 (49 F.R. 350860 making and filing section 338 (by presenting proof which in an action
[1984-2 C.B. 81)). elections. between the parties would be admissible
Treasury Decision 8021, published in Section 1060 was added by section 64tb alter that construction or to show its un-
the Federal Registeron April 25, 1985 of the Tax Reform Act of 1986, Publicenforceability because of mistake, undue
(50 F.R. 16402 [1985-1 C.B. 96]),Law 99-514 (100 Stat. 2282). Sectiomnfluence, fraud, duress, etc.). See, H.R
amended 881.338-1T and 1.338-2T ant060 requires both the buyer and th&/ays and Means Comm., 101st Cong., 2c
added 81.338-4T. These regulations praeller of a trade or business to allocat8ess. (Print No. 101-37, Oct. 15, 1990), a
vided guidance in a question and answeheir consideration paid or received to th&9 .
format, most notably in the areas of assetssets under the same residual methodTemporary regulations published as
and stock consistency requirements. prescribed by the section 338 regulation§..D. 8339 in theFederal Registeron
Temporary regulations published a®\lso as part of the 1986 act, miscellaMarch 15, 1991 (56 F.R. 11093 [1991-1
T.D. 8068 in theFederal Registeron neous changes were made to section 388B. 52]), added §1.338-6T. The March
January 8, 1986 (51 F.R. 741 [1986-by section 631, 1275, 1804(e), and 1899A5, 1991, temporary regulations provided
C.B. 165]), amended §81.338-1T and@l00 Stat. 2269, 2598, 2800, 2958). Theelief from situations in which a corpora-
1.338-4T. The temporary regulationghanges to section 338 were made to cotien making an election under section 338
published on January 8, 1986 also addddrm section 338 with the repeal of thecould be subjected to multiple taxation on
§1.338(h)(10)-1T to implement sectionGeneral Utilitiesdoctrine and to define athe same gain as a result of the 1986 re
338(h)(10), under which a selling consoliqualified stock purchase by reference tpeal of theGeneral Utilitiesdoctrine.
dated group can elect to treat certain stodection 1504. On January 12, 1992, a notice of pro-
sales as asset sales. General guidance under section 106posed rulemaking (C0-111-90) under
Sections 1.338-1T and 1.338-4T wergvas provided by 81.1060-1T, added bgection 338 was published in tRederal
again amended by temporary regulationemporary regulations published as T.DRegister (57 F.R. 1409 [1992-1 C.B.
published as T.D. 8072 in theederal 8215 on July 18, 1986 (53 F.R. 27033.000]). The notice of proposed rulemak-
Register on January 29, 1986 (51 F.R]1988-2 C.B. 304]). These regulationsng contained proposed regulations to re-
3583 [1986-1 C.B. 111]). (Due to typedncluded direction on the scope of sectioplace the question and answer asset an
setting errors, thé&ederal Registerre- 1060 and reiterated the four class residuatock consistency rules of §1.338—4T and
published T.D. 8072 in its entirety onmethod found in the section 338 regulathe rules relating to the international as-
March 28, 1986 (51 F.R. 10617)). Thsions. pects of section 338 found in §1.338-5T.
temporary regulations published on Janu- Section 1060 was amended by sectioim addition, the proposed rules restated
ary 29, 1986 also amended §1.338(h)(10:006(h) of the Technical and Miscellathe remainder of the temporary regula-
1T and added §81.338(b)-1T, 1.338(b)neous Revenue Act of 1988, Public Lawions under section 338, except that only
2T, and 1.338(b)-3T. These regulation$00-647 (102 Stat. 3410). This amendninor conforming changes were made to
required the selling price and basis alloment requires the residual method to b&81.338(b)-2T and 1.338(b)-3T.
cated to each asset to be determined liged in the case of a distribution of part- Section 1060 was again amended by
using a four class residual method. nership property or a transfer of an intersection 13261(e) of the Omnibus Budget
On February 12, 1986, temporary reguest in a partnership, but only in determinReconciliation Act of 1993, Public Law
lations published as T.D. 8074 in thed- ing the value of goodwill or going 103-66 (107 Stat. 539). This amendmen
eral Register(51 F.R. 5163 [1986—1 C.B. concern value for purposes of applyingnade changes to section 1060 to conforn
126]), amended 881.338-1T, 1.338-4Tsection 755. Miscellaneous changes wetle rules for actual asset acquisitions tc
and 1.338(h)(10)-1T and addedagain made to section 338 by sectionthe amortization of intangibles under sec-
§1.338-5T. These regulations provided006(e)(20), 1012(bb)(5)(A), andtion 197. In addition, the legislative his-
guidance on international aspects of sed018(d)(9) of the 1988 act (102 Stattory to section 197 suggested that the
tion 338. 3403, 3535, 3581). residual method should be altered to ac-



commodate section 197 intangibles (Seeorporation makes a section 338 electiomr to all the S corporation shareholders).
H.R. Rep. 111, 103d Cong., 1st Sess. 760e target is treated as if it (as old targeffhus, under section 338(h)(10), the sell-
(May 23, 1993 [1993-3 C.B. 336])). sold all of its assets at the close of the amg shareholders are not treated as sellin

Sections 1.338-1T, 1.338-2T, 1.3384quisition date at fair market value in a sinstock but instead realize gain or loss, if
3T, 1.338-4T, 1.338-5T, 1.338(b)-1Tgle transaction and (as new target) puany, on the stock in the deemed liquida-
and 1.338(h)(10)-1T were revised and rezchased all of the assets as of the beginnitign. §1.338(h)(10)-1(d)(2). Usually, a
placed by §81.338-1, 1.338-2, 1.338-3f day after the acquisition date. selling consolidated group or selling affil-
1.338-4, 1.338-5, 1.338(b)-1, and If a purchasing corporation acquires théate will recognize no stock gain or loss
1.338(h)(10)-1, respectively, by final regstock of a target corporation in a qualifiecn the deemed liquidation under section
ulations published as T.D. 8515 in thetock purchase and makes a sectio382. S corporation shareholders will in-
Federal Registeron January 20, 1994 338(g) election (i.e., makes a general sectude their share of items of income, gain,
(59 F.R. 2958 [1994-1 C.B. 89]). Thetion 338 election, not a section 338(h)(10joss, or deduction on the deemed asse
final regulations published on January 2Gslection), old target’s gain or loss fromsale passed through to them under sectio
1994 (T.D. 8515) also removed §1.338the deemed asset sale is included in old366, increase or decrease their basis ac
6T and added 8§1.338(i)-1. Also, a newarget’s final return unless old target is @ordingly under section 1367, and then
§1.338-4T was added by temporary regunember of a consolidated group or is an &cognize any remaining gain or loss in
lations published as T.D. 8516 on Januaryorporation. In the consolidated and $heir stock under section 331 (the overall
20, 1994 in thé-ederal Register(59 F.R. corporation cases, old target files a speciaffect of which is to recognize net gain or
2956 [1994-1 C.B. 119]). The temporarinal return including only the items fromloss equal to the amount of built-in gain
regulations provided consistency rules aghe deemed asset sale. §1.338-1(e). dm loss in their S corporation stock imme-
plicable to certain cases involving conthe consolidated case, that return is comlately before the qualified stock pur-
trolled foreign corporations. solidated with neither the selling corporachase).

Treasury Decision 8626 amendedion’s nor the purchasing corporation’s In the case of a section 338(g) election,
§1.338-2 by final regulations publishectonsolidated group. In the S corporationld target’s total amount realized for the
in the Federal Registeron October 27, case, old target must file the special finassets it is deemed to sell (aggregate
1995 (60 F.R. 54942 [1995-2 C.B. 34])return as a C corporation. The sectiodeemed sale price or ADSP) is the sum o
providing rules governing the treatmenB3g(g) election (as opposed to a sectiofa) the purchasing corporation’s grossed-
of an intragroup merger following a quali-338(h)(10) election) generally does notip basis in recently purchased target
fied stock purchase of target stock when ghange the tax treatment of the sellingtock; (b) the liabilities of new target; and
section 338 election is not made for thghareholders—that is, they are still taxeft) other relevant items. This is the
target. on their stock sale, notwithstanding th@mount to be allocated among the asset

Section 1.338-4 was amended anfurchasing corporation’s section 338(gjold for purposes of determining gain or
§1.338-4T was removed by final regulaglection. loss on the assets. §1.338-3(d)(1) anc
tions published as T.D. 8710 in thed- | certain cases, the selling sharehold2). The liabilities referred to in (b) are
eral Registeron January 23, 1997 (62¢rs may join with the purchasing corporathose liabilities assumed by new target,
F.R. 3458 [1997-1 C.B. 82)). tion in making a section 338(h)(10) elecbut the amount thereof taken into account

Sections 1.338(b)-2T, 1.338(b)-3Ttion. Until 1994, a section 338(h)(10)in ADSP is determined as if old target had
and 1.1060-1T were amended by temp@sjection could be made only for targesold its assets to an unrelated person fo
rary regulations published as T.D. 8711 igorporations that were members of a corconsideration that included the liabilities.
theFederal Registeron January 16, 1997 ggjidated group. The 1994 revisions td@he liabilities include any tax liability re-
(62 F.R. 2267 [1997-1 C.B. 85]). Thehe section 338 regulations (effectivesulting from the deemed asset sale.
January 16, 1997, changes to the regulgstroactively to 1992 at taxpayers’ elec§§1.338-3(d)(3) and 1.338(b)-1(f). In
tions adapted the residual method to Sefpn) expanded the eligibility for sectionthe case of a section 338(h)(10) election,
tion 197 by adding a fifth class to thez3g(h)(10) elections to target corporaADSP is modified. While not stated ex-
residual method prescribed for deemegons that are members of an affiliateglicitly, modified ADSP (MADSP) ap-
and actual asset acquisitions. group and S corporations. The sectiopears to exclude any tax liabilities result-
338(h)(10) election changes the tax treatng from the deemed asset sale.
ment of old target and the selling share§1.338(h)(10)-1(f).

Section 338 allows certain purchaserbolders. Old target is deemed to sell all New target's adjusted grossed-up basis
of stock to treat the purchases instead és assets in a single transaction while i the assets it is deemed to purchas:
purchases of assets. A purchasing corpoiember of the selling consolidated grougAGUB) is the sum of (a) the purchasing
ration can elect to treat a stock acquisitio(or while a non-consolidated affiliate, orcorporation’s grossed-up basis in recently
as an asset acquisition if it acquires 8@hile an S corporation owned by the sellpurchased target stock; (b) the purchasing
percent of the total voting power and 80ng shareholders) and is deemed immedcorporation’s basis in nonrecently pur-
percent of the total value of the stock of ately thereafter to distribute the proceedshased target stock; (c) the liabilities of
target corporation (not taking into accounin complete liquidation to the members ohew target; and (d) other relevant items.
certain preferred stock) by purchas¢he selling consolidated group who soldhis is the amount to be allocated among
within a 12-month period. If a purchasinghe target stock (or to the selling affiliatethe assets sold for purposes of determin

B. Current Regulations.



ing the purchaser’s basis in the asset%) were made final as part of a singléreatment of new target or the purchasel
§1.338(b)-1(c)(1). package as recently as 1994, but, with thaf new target in item (a) above. Such link
Section 1060(a) requires a purchasexception of the consistency rules, most afoes not exist, however, in the case of ar
and a seller to allocate basis for any aghose regulations were largely restateactual asset sale between two parties. |
plicable asset acquisition in the same maments of the existing temporary regulaactual asset sales the timing and amoun
ner as amounts are allocated to such asstitsns that had been developed to thaif the seller’s amount realized and the
under section 338(b)(5). Section 1060(g)oint. The remaining temporary regulatiming and amount of the buyer’s basis
defines an applicable asset acquisition a®ns under section 338 and the temporaipay differ. For example, with respect to
any transfer of assets that constitute @gulations under section 1060 have bedhe link under (a), the current fair market
trade or business where the transfereesuibstantively changed only once sinc¥alue of promised future contingent pay-
basis is determined wholly by reference ta986 and 1988, respectively, to accommdnents that constitute debt is taken into ac
the consideration paid for the assets. date the addition of section 197 to th&€ount in amount realized under §1.1001-
Section 338(b)(5) authorizes the SecreCode. As a result of the ad hoc manner (@) unless, in rare and extraordinary cir-
tary to issue regulations prescribing howvhich the regulations under sections 33gumstances, the fair market value is not
the deemed purchase price is to be allend 1060 have been amended, the currdig@sonably ascertainable. Yet, unde!
cated among the assets. Final and temp@gulations are difficult to follow. Thus 81.1012-1(g), the current fair market
rary regulations under sections 338(b) anghe IRS and Treasury determined that a réalue of such future contingent payments
1060, as amended, implement this authoyiew of the regulations was appropriate. 1S not taken into account currently in the
ity. The regulations generally require that |n addition, the current regu|ati0nspurchaser’s basis.
the basis of the acquired (or deemed apave proven problematic in three major This link between old target's deemed
quired) assets will be determined using gespects: first, in their statement of ta@l€s price and the purchasing corpora
five class residual method. Class I coraccounting rules and their relationship t§0n's basis in target stock existed in the
sists of cash and cash equivalents; Classtiix accounting rules for asset purchas&¥iginal version of section 338, adopted in
consists of certificates of deposit, U.Seutside of section 338, second, in the e£982. In 1984, Congress removed that
Government securities, readily marfects of the allocation rules, and, third, idi"K from the statute, providing instead
ketable stock or securities, and foreigiheir lack of a statement of a completdhat old target should be deemed to sell it:
currency; Class Il includes all assets NGhodel for the deemed asset sale (and, fpSets at fair market value. The regula:
included in Class I, Class I, Class 1V, Olkthe case of section 338(h)(10) e|ecti0n§|’0ns Orlglna”y allowed old target to
Class V; Class IV consists of section 19?he deemed ||qu|dat|on) from which OneChOOS? between using the three-part for.
intal’lgib|e assets except those in the n@an determine the tax consequences nlg'tl‘lla (Items (a) through (C)) above to cal-
ture of goodwill and going concern valuegpecifically set forth in the regulations. CUlaté ADSP and treating the assets a;

and Class V consists of section 197 intan- being sold at their f_air marl_<et_ value. In
gible assets in the nature of goodwill an®. Tax Accounting Rules under Current 1994, new regulations eliminated the
going concern value. The total allocable Regulations. election, thereafter requiring use of the
basis is first decreased by the amount of three-part formula. Under the current

Class | assets. Any remaining amount is The current regulations include certaifegylations, any contingent payments for
allocated proportionally to Class Il assetlU/€S for accounting for items in conneCtarget stock do not become part of AGUB
to the extent of their fair market value 10" With the deemed asset sale. Theggd ADSP until they become fixed and
Any remaining amount is then allocated®X ccounting rules apply for determingeterminable. However, no rule prevents
first to Class IIl assets and then to Clagdd the original amounts of and subsethe seller from using all its basis to offset
IV assets in the same manner as to Clagy€nt adjustments to ADSP and AGUBthe amount realized in the year of the
Il assets. Finally, any remaining amount © €x@mple, the regulations providejeemed sale. As a result of the link be-
is allocated to the Class V assets. Sé& les governing the treatment of contintween old target's deemed sales price an

§§1.338(b)—2T and 1.1060-1T. gent liabilities deemed assumed by newhe purchasing corporation’s purchase
target. In some respects the tax accourgrice, old target receives open transactior
Reasons for change ing rules in the current regulations diffetreatment on terms broader than those

considerably from the tax accountingavailable in an actual asset sale. Compar

A. In General. rules applicable to actual asset sales.  §15A.453-1(d)(2)(iii) (“Only in those

T i i ' rare and extraordinary cases involvin
he regulfemons under section 338 ha-VE'nk between old targets and new sales for a contingent gayment obligatio%
developed, In large part, t_h_rough 3 S€ qarget's tax accounting in which the fair market value of the
of small changes and additions according

to the priorities of taxpayers’ and the gov- Under the current regulations, ADSP i€Pligation . .. cannot reasonably be ascer
ernment’s needs and in response to stawefined as the sum of (a) the grossed-Ugined will the taxpayer be entitied to as-
tory amendments to section 338 or othdyasis of the purchasing corporation’s re2€'t that the transaction is ‘open.”)
relgvant Code sectigns. Most of the regw—c'e.n.tly purchased target stock, (b) the lia-j;pilities assumed

lations under section 338 (881.338-1hilities of new target, and (c) other rele-

1.338-2, 1.338-3, 1.338-4, 1.338-5vant items. Thus, the calculation of The current regulations specify new
1.338(b)-1, 1.338(h)(10)-1, and 1.338(i)-ADSP is linked to the tax accountingtarget’s tax accounting treatment for the



assumption of liabilities. New targetfore it had borne the tax burden for suchllocation. As no basis is allocated to as-
takes a liability into account in AGUB step-up. sets in junior classes, they are also im-
only if it is a bona fide liability of target . paired. If such an asset is sold, the tax:
as of that date that would be properly>- Allocation Rules under Current payer will realize a gain on its disposition

taken into account in basis under princi- Regulations. even if its value has not increased since
ples of tax law if new target had acquireq;ast pay assets the acquisition date. Taxpayers may re-
old target’s assets from an unrelated per- verse the gain recognized in later years if

son and, as part of the transaction, had as-The current regulations employ a residthe purchasing corporation pays or incurs
sumed, or taken property subject to, the lual method of allocation. Under theadditional amounts for target stock or ad-
abilities, and the amount thereof igesidual method, the amount of basis to hditional target liabilities deemed assumed
determined on the same basisallocated to goodwill and going concerrare taken into account. For this reason
§1.338(b)-1(f)(1) and (2). value is based entirely on the amount ahe gain recognized is often referred to as
Under §1.338(b)-3T(a)(1), AGUB isbasis remaining to be allocated after apphantom income.
subsequently redetermined only if an adsther assets have been allocated basis toThe problem is most acute with assets
justment would be required, under genthe extent of their fair market values. Bethat turn over quickly, such as accounts
eral principles of tax law, in connectioncause assets other than goodwill angéceivable and inventory (fast pay assets)
with an actual asset purchase by new tagoing concern value tend to be more eagomments received on the temporary reg
get from an unrelated person. One of thigy valued, the residual allocation methodilations suggested that fast pay asset
subsequent events enumerated as an éx-intended to result in less controversghould be placed in a more senior class t«
ample is the change in a contingent liabilover the value of goodwill and going conmake it more likely that basis is allocated
ity of target to one which is fixed and decern value. The legislative history of secequal to the assets’ fair market values in
terminable. Section 1.338(b)-3T(c)(1}ion 1060, adopted in the Tax Reform Acbrder to alleviate concerns over phantom
provides that a contingent amount (inof 1986, Public Law 99-514, (100 Statincome.
cluding contingent liabilities of old target2282), noted with approval the use of the
deemed assumed) is taken into account @isidual method under the section 338(bjop-down allocation

the time at which such amount becomesgulations and required that the same

fixed and determinable. The statement ghethod be used in regulations to be pre- Under the current regulations, stock in

the latter rule suggests to some that ¥cribed under section 1060. See S. R?f’ subsidiary is generally a Class Il asset
i

overrides the rules based on general pritgo, 313, 99th Cong., 2d Sess., May 29" allocating basis among tiered corpora-
ciples of tax law stated in §§1.338(b)-1986, at 254. Accordingly, the current o> &" allocation to the stock of & sub-
1(f)(2) and 1.338(b)-3T(a)(1). Howeveregulations place each acquired asset infc')d'ary becomes the starting point for al-
interpreting the fixed and determinableone of five asset classes. The total alloc.2Caton [0 the assets inside the subsidian

rule in this manner would be inconsistenb|e basis is allocated among the C|asslsa section 338 election is also made for

with the economic performance rules oftarting with the first class and proceeding < subsidiary. See, e.g., §1.338-2(b)(4
section 461(h), that, in some circumtg the final, residual class. No asset iﬁf the current regulations. One might
stances, would operate to defer new tagny class except for the residual class chpﬁfer to this as top-down allocation,

get's taking an assumed liability into acpe allocated more than its fair market 96" & top-down allocation, the basis of
count until some time after the liability yajue. If the aggregate basis allocable 5S¢t of a particular class can be mor
becomes fixed and determinable. Segparticular class is less than the aggregd paired at one corporate level than at an
§§1.461-4(a) and 1.446-1(c)(1)(i)(B). fair market value of the assets within th&"'e"- For example, Class lll assets in the

class, each asset is allocated an amountqﬁrent target co_rporqtmn might be aIIo-.
proportion to its fair market value andcated some basis while Class Il assets i
The current regulations provide nanothing is allocated to any junior class. '(:Z Ssl;bé'lgﬁg :sr:e?s”(')nciirtzds nl;)s'izia:rls r?ae-
rules for old target to report its deemed The residual allocation method pre- u bed all the b n f u tl ('j ty thv
sale gain under the installment methogsents unique problems when the cost G2S0rbed all the basis allocated to the
ock in the subsidiary, a Class Il asset.

Because the parties could have structurébe assets, and hence the basis to be alfy

an actual asset sale to qualify for the incated thereto, is less than the aggregajd'© différences in impairment arising

stallment method, commentators have afair market value of the individual assets'To™ the differences in the location of as-
gued that making the installment methodhis situation may arise as a result of thaSts and liabilities is inconsistent with the
available when a section 338(h)(10) eleasse of contingent consideration for targdeSidual method (e.g., liabilities secured
tion is made would be consistent with thetock or the deemed assumption of liabiliPy n asset support basis of all assets in
full asset sale model implied by thosdies that are not yet taken into account. gingle corporation) and can lead to the
rules. Making the installment methodhis is the case, the basis of the assets'fisallocation of basis.

ellvaillable when only a section 338(9) elecsaid to be impairgd. Unlder the residugh siatement of Complete Model.

tion is made would not be appropriate bemethod, the impairment is borne equally

cause the target shareholders are stbly the assets in the first class in which the For purposes of effectuating the statu-
treated as selling stock and because targetmulative fair market value exceeds th&ry purpose of permitting taxpayers to

would get a step-up in basis of assets beemaining aggregate basis available foglect to treat a stock acquisition as an

Installment method



asset acquisition, section 338 and the cuand reorganize and restate the remainir@. §1.338-1 General principles; status
rent regulations deem certain transactiorfnal and temporary regulations in a man- of old target and new target.

to occur. The current regulations’ expresser that is more consistent with the ap- )

statement of these deemed transactiopsoach the IRS and Treasury has taken fegulations’scope statement

provides the appropriate Federal incomdrafting regulations in other areas. The 114 scope statement describes the ger
tax consequences for most targets fqrroposed regulations also attempt to Pr%ral model of the deemed asset sale an
which a section 338 election is madevide similar treatment, when appropriatey o, aspects of the regulations used a
However, as with the tax accountingor deemed and actual asset acquisitionge pasis for the rules in the proposed reg
rules, some taxpayers interpret the eXy stating the relevant concepts once if)jations. This statement of the model
press statements in the current regulatiotige regulations under section 338 andy, 4 assist the reader generally in the
as resulting in tax consequences differesoss-referencing those rules in oot interpretation and application of
from those had they actually engaged i§1.1060-1 of the proposed regulations. o raqyjations.  This section also pro-
the transactions deemed under the regula-New §1.338-1 includes a scope stalgjyes that old target and new target (as
tions to have occurred or as resulting iment. Section 1.338-1 also addresses (i@ o5 any other affected parties, for ex-
the tax consequences specifically state@lestion of to what extent the deemegmp|e when a section 338(h)(10) election
and not any of the collateral conseasset sale and other elements of the SL'mac,Je) are to determine the tax conse

quences. tion 338 regime are considered as actua Uences as if they had actually engaged it
having occurred for purposes of applicat-h : :

: - X ) e transactions deemed under the sectio

Explanation of Provisions tion of other Code sections, such as thosgq regulations to have occurred. Thus
A. Overview of Changes. relating to retirement plan sponsors. Tetp o proposed regulations clarify that old

minology and definitions and provision arget's deemed asset sale may result i
The proposed regulations are intendetfgarding the mechanics of the sectiof,,”c,nsequences for old target and nev
to clarify the treatment of, and provide338 election of current §1.338—1 havg, o (such as income and deduction) ir
consistent rules (where possible) for, botR€en moved to new §1.338-2. The returp, .00+ oid target's gain or loss real-
deemed and actual asset acquisitiorf#ing rules of current §1.338-1 have beer, . 1 its deemed sale of assets. For e
under sections 338 and 1060. In additiofoved to their own section, §1-"3’38_10&1mp|e if target is an insurance company
the proposed regulations propose chang@l Of the current §1.338-2 rules for qual-, " i 3 section 338 election is made,
to the current regulations to take into adfication for making the section 338 elecyy, . joomeq asset sale would be characte
count changes to the tax law made sind#n and rules relating to the effect on, . o taved as an assumption-reinsur
the different portions of the current regu€0Ntinuity of proprietary interest have,, .o yansaction under applicable Federa
lations were published. The changeB&&n moved to new §1.338-3. income tax law. See §1.817—4(d).
made by the proposed regulations have The rules defining ADSP, as well as™ proposed regulations make minor
four major components: organization of/arious rules relating to taxation of old, e s 10 the list of sections in sub

the regulations; clarification and modifi-target, currently in 81.338-3, are ing, .~ ¢ purposes of which old target

cation of the accounting rules applicabléﬁ'338l_4 gf ft_h_e przgcbssd regulz;tlo_nsand new target are considered the sam
to deemed and actual asset acquisitionsn€ rules defining , currently in

B . - orporation, notwithstanding the deemed
modifications to the residual methodgi'ggg((g)) 31T 22:5'?Oiﬁ'?histi;'ingg;rﬁlngsset sale between the two. Such change
mandated for allocating consideration and™" i . y i i
basis: ; g o eases or decreases in ADSP and AGUIg'enerally are with rgspect to retirement

asis; and miscellaneous revisions to th e Blan and similar provisions.
current regulations. These changes aF ese timing rules have been moved t

discussed in the order in which they aris%fgjé)-338—4 (ADSP) and new 8§1.338-anti-abuse rule

Treasury did not adiress any provisions Ut S81.338-4 and 1.335-5, deal- The proposed regulations incorporate
of the regulations relating to the consise 'Y with conS|stency and with mter.na—a.n anti-abuse rule giving the .Commls-
tency rules o the international aspects fional aspects of section 338, respectivelgioner, for purposes of calculating ADSP
cection 338 Have been renumbered §§1.338-8 arahd AGUB and allocating ADSP and
' 1.338-9, respectively. The substance #fGUB among assets, the authority under
B. Organization of Regulations. these rules has not been addressed in c@ertain circumstances (a) to treat as no
nection with these proposed regulations. being part of target’s assets those added t
The proposed regulations change the Section 1.338-6 of the proposed regithe pool of target's assets before the
organization of the regulations in order tdations addresses allocation of ADSP andeemed asset sale and (b) to treat as beir
make the rules for all asset acquisitionaGUB among assets, currently coveregart of target’s assets those removed fromn
more administrable and provide consisby §1.338(b)-2T. The rules pertaining tdhe pool of target’s assets before the
tent treatment, when appropriate, fosubsequent adjustments to ADSP andeemed asset sale. The Commissioner’
deemed and actual asset acquisitions. KGUB, currently in §1.338(b)-3T, are inauthority to treat assets added to the poc
order to make the regulations more ad§1.338-7 of the proposed regulations. as not being part of the pool exists when
ministrable, the proposed regulations re- Section 1.338(h)(10)-1 has not beethe property is transferred to old target in

designate certain of the final regulationsenumbered. connection with the transactions resulting



in the application of the residual methodions) provides a mechanism for targethase price may be allocated to target's
if such property is, within 24 months after(or, in the case of a section 338(h)(103tock in the target affiliate. For a discus-
the deemed asset sale, (a) not owned kjection, the member of the selling consion of the tax consequences when a qual
new target but owned, directly or indi-solidated group, the selling affiliate, orified stock purchase is made of an insol-
rectly, by a member of the affiliated grouphe S corporation shareholders to whickient corporation and a section 338(h)(10)
of which new target is a member, or (byuch income, loss, or other amount is aelection is made, see the discussion o
owned by new target but held or used ttibutable) to report items that are propsection 338(h)(10) elections later in this
more than an insignificant extent in conerly taken into account after the acquisipreamble.
nection with an activity conducted, di-tion date. One such item would be the ) ) )
rectly or indirectly, by another member ofdeduction for an assumed liability of oldTime for testing relationship
the afﬂhgted_group o;_whltc_:h nevyt:]argteht |star%§t(;he;t it COUlS not dedgc}f un(t:i:r IS A section 338 election may be made
a member in combination with othermethod of accounting on or before eacdnly with respect to a transaction that
property acquired, directly or indirectly, quisition date. o L
- . qualifies as a purchase within the mean-
from the transferor of the property to old The definition ofpurchasing corpora- . . .
. ) : : o . ing of section 338(h)(3). Under section
target. The Commissioner’s authority tdion has been clarified to include new tar- .
. : 38(h)(3)(iii), the parties to the transac-
treat assets removed from the pool aget (new T) with respect to its deeme )
. . o - lon must be unrelated in order for a trans-
being part of the pool exists where theurchase of stock in its own subsidiary. . :

. : : . LT : . action to qualify as a purchase. The
property is removed in connection with The definition ofselling groupin statute is unclear. however as to when th
the transactions resulting in the applica§81.338-2 of the proposed regulations anotI tionshio bet ’ h ’ ties is tested
tion of the residual method if the removedelated provisions in §1.338(h)(10)-1 o eha lonship de Weelnt_ € par I_zs Isthefti
property, within 24 months after thethe proposed regulations provide that Ietproprc:_se. rttagutadlqn pm\é'. ?Sl aft €
deemed asset sale, (a) is owned by nesection 338(h)(10) election may be mad c atlons |pt_|s ?l_sh.e |r|nmg 'a e}i’f at?r
target, or (b) is owned, directly or indi-for target notwithstanding that it was afhe ransac |0n.b_ IS Tu efglves erect fo
rectly, by a member of the affiliated groupsome time during the year in which thdhe statutory objective of preventing a

of which new target is a member and coracquisition date occurs the common palt_ransferor from obtaining the benefits of a

tinues after the election to be held or useeht of its affiliated or consolidated group,s_e_Ctlon ?’38 electhn while re_tammg a S_'g'
to more than an insignificant extent inso long as it is not the common parent ofjfficant interest, directly or indirectly, in

connection with one or more of the activithe acquisition date. the property transferred. This rule also
ties of new target. furthers the statutory objective of afford-

E. §1.338-3 Qualification for the ing similar tax treatment to section 338

D. 81.338-2 Nomenclature and section 338 election. deemed asset sales and actual asset sal

definitions; mechanics of the section . . For example, under this rule, if an actual

338 election. More than a nominal amount paid for 56 of assets would qualify as a reorgani

L purchase of stock zation under section 368(a)(1)(D) (with a
Definitions

The IRS and Treasury have receivegarryover of basis and other attributes),
Four definitions of terms already usednany informal comments in which guid-taxpayers are not able to reach a differen
in the current regulations have been addehce was requested on whether a sectig@sult by structuring the transaction as a
to the proposed regulations under sectid3B8 election may be made for a target th&0ock sale and electing under section 338.
338. These terms ai@quisition date is insolvent. In ordgr to have a purchasE §§1.338-4 and 1.338-5 Aggregate
asset, deemed asset sale, deemed safea share of stock in target, the proposed d S
; . ! eemed sale price; various aspects of
gain, and deemed sale returithe scope regulations _generally require th_at more . otion of the deemed asset sale:
of some of these terms has been expandéthn a nominal amount of consideration adjusted grossed-up basis
from their usage in the current regulabe paid for the stock. With respect to tar- '
tions. For exampledeemed asset saleget affiliates, one cannot adequately deBreaking the link between ADSP and
refers to the transaction deemed under thermine whether more than a nominahGuB
section 338 regulations to occur betweeamount of consideration is paid for the
old target and new target addemed sale stock because the amount paid is not de-Under the current regulations, the first
gain, refers to, in the aggregate, the Federmined in an arm’s length transactiorglement in the definition of ADSP is the
eral income tax consequences (generallgut instead under the allocation rules ogrossed-up basis of the purchasing corpo
the income, gain, deduction, and loss) dhe regulations. Consequently, the proation’s recently purchased target stock.
the deemed asset sale. Deemed sale gpised regulations provide that stock in @he combination of the link between the
can also refer to the Federal income tatarget affiliate acquired by new target irdefinitions of ADSP and AGUB with the
consequences of the transfer of a particthe deemed asset sale of target's own agHe in the current regulations that contin-
lar individual asset in the deemed assetets is considered purchased if, undegent payments are taken into account ir
sale. The expanded definition of deemegeneral principles of tax law, new target iAGUB as they become fixed and deter-
sale gain in conjunction with the rules inconsidered to own stock of the target afminable effectively affords old target
81.338-7(c) of the proposed regulationfiliate meeting the requirements of sectiompen-transaction treatment, which treat-
(81.338(b)-3T(h) of the current regula-1504(a)(2), notwithstanding that no purment generally is inconsistent with



8815A.453-1(d)(2)(iii) and 1.1001-1(g)-a liability assumed by new target if a secshareholders’ amount realized where not
(2). The proposed regulations remove thigon 338(h)(10) election is made. Thesall the target stock is recently purchasec
link in the current regulations betweerpresumptions apparently required that thiey the purchaser, the amount of selling
calculation of the first element of ADSPdefinition of ADSP be modified in current costs by which that grossed-up amount re:
and the purchaser’s basis in recently pug1.338(h)(10)-1. The proposed regulaalized is reduced is not itself grossed-up.
chased target stock. tions make clear that, whether or not &or new target, the definition of AGUB is

The new first element in the calculatiorsection 338(h)(10) election is made, ol¢hanged such that when the purchaser’
of ADSP is the grossed-up amount reakarget’s tax liability is deemed not as-basis in recently purchased stock is
ized on the sale to the purchasing corporgumed by new target only if the partiegrossed-up, acquisition costs are no
tion of the purchasing corporation’s re-have agreed that (or the tax or non-takonger also grossed-up. Grossing-up the
cently purchased target stock. Amountules operate such that) the seller, and nselling shareholders’ selling costs or the
realized is determined as if old target ittarget, will bear the economic cost of thapurchasing corporation’s acquisition costs
self were the selling shareholder. Alsotax liability. This is because the legal burwould result in costs not actually incurred
notwithstanding that the sellers of the tarden for the tax would otherwise remainmeducing old target's amount realized for
get shares may use the installment methath target. Thus, the proposed regulahe assets or increasing new target's cos
of section 453 to report their gain on theions remove the ternMADSPfrom basis in the assets. The IRS and Treasur
stock, old target may not use the install§1.338(h)(10)-1, and extend the use afo not believe that these results are apprc
ment method in the calculation of the firsthe termADSPto that regulation. priate because there is no evidence tha
element of ADSP. Under the proposed regulations, théhe purchasing corporation’s costs to ac-
amount of liabilities of old target takenquire an amount of target stock sufficient
into account to calculate ADSP is deterfor there to be a qualified stock purchase

The proposed regulations provide thafnined as if old target had sold its assets twould increase proportionately if it ac-
general principles of tax law apply in de2n unrelated person for consideration thauired all of the target stock and the
termining the timing and amount of theincluded the unrelated person’s assumpleemed asset sale mechanism allows ta
elements of ADSP, and that ADSP is reddion of, or taking subject to, the liabilities.payers to avoid many of the costs that
termined at such time and in such amourimilarly, they provide that, in order to bewould be incurred in an actual asset sale
as an increase or decrease would be rf@ken into account in AGUB, a liability Accordingly, the IRS and Treasury have
quired, under general principles of taxnust be a liability of target that is prop-exercised the authority under section
law, to the individual constituent element£rly taken into account in basis under ger838(b)(2) to prevent the grossing-up of
of the definition of ADSP. The proposeceral principles of tax law that would applyselling costs and acquisitions costs.
regulations also provide a parallel rule foif new target had acquired its assets from .
AGUB. Substantively, the two statement@n unrelated person for consideration th&fther relevant items
are designed to eliminate special accouniicluded the assumption of, or taking sub- Tha elemenbther relevant itemis re-
ing rules included in the current sectionect to, the liability. Regarding the timing ., oved from the definitions of both ADSP
338 regulations—such as the current reg).f taking such liabilities into account, theand AGUB as it no longer serves any
ulations’ fixed and determinable rule forproposed regulations provide that generglinction. In the current regulations, this
the timing of taking into account contin-principles of tax law apply in determiningg|ement reduces ADSP for the purchasing
gent amounts—and to bring taxation othe timing and amount of the elements ofghoration's acquisition costs that would
old target's deemed asset sale closer to tASP and AGUB. Thus, for example,qihenyise be taken into account becaus
taxation of an actual asset sale. In comnder general principles of tax law, a parg,o purchaser’s basis in recently purchase:
trast to the current regulations, the prot-iCU|aI’ liability might not be taken into aC-stock was an element in calculation of
posed regulations state in one location agiount in basis when a purchaser buys 3f, ADSP and AGUB. This element be-
the rules for determining ADSP andasset subject to such liability, but might,,meq ynnecessary with the removal of
AGUB. be taken into account at some later datgye |ink between ADSP and AGUB.

Both the breaking of the link betweersuch timing controls the timing of includ-
the calculation of ADSP and the pur4ng the liability in AGUB. Accordingly, G. §1.338-6 Allocation of ADSP and
chaser’s basis in recently purchased sto¢Re current rule in the regulations that lia- AGUB among target assets.
and the removal of the fixed and deterbilities are taken into account in calculat- )
minable rule for contingent liabilities maying AGUB, and apparently ADSP, onlyAllocation of ADSP and AGUB generally
often result in increased disparities bewhen such liabilities become fixed and Apart from a change in the number of

Time and amount combined

tween ADSP and AGUB. determinable is removed in the proposedizsses. the proposed regulations genel
Liabilities regulations. ally do not represent a substantive chang
Costs in the system of allocation of ADSP and

The current regulations appear to pre- AGUB. The proposed regulation states

sume that any tax liability of old target in- The treatment of selling costs for oldthe allocation rules that apply equally to
curred on its deemed asset sale is a liabterget and acquisition costs for new targgsDSP and AGUB and then states the
ity assumed by new target if a sectioms modified. For old target, it is mademodifications to those common allocation
338(h)(10) election is not made but is notlear that when grossing-up the sellingules for AGUB.



Transaction costs or going concern value; and Class VIIResidual class
goodwill and going concern value.

Generally, the definition of fair market In the current regulations, Class V, the
value is the price at which a willing sellerAGUB less than the amount of Class |  residual class, is comprised of section 197
will transfer an asset to a willing buyerassets intangibles in the nature of goodwill and
Therefore, the fair market value of a par- ] ) _Tgoing concern value. Class IV is com-
ticular asset to a seller is not different 1N€ proposed regulations clarify that, ity jseq of all section 197 intangibles ex-

from the fair market value of the samédhe total AGUB (or consideration in angent those in the nature of goodwill and
asset to a buyer, even though the ecgPPlicable asset acquisition under sectiogying concern value. Because many sec
nomic value of the asset to each would ré-060) to be allocated is less than th§,, 197 intangibles would have been
flect the selling costs or acquisition costs2mount of Class | assets (i.e., cash angh,racterized by the IRS as assets in th
A seller may reduce its amount realize§@sh equivalents), then new target (or the,¢,re of goodwill and going concern
on an asset and a buyer may increase Rgrchaser in an applicable asset acquisjzjye prior to the enactment of section
cost basis in an asset for the transactidipn under section 1060) immediately recy 97 the current regulations provide
costs specifically allocable to the asset iR9Nizes ordinary income to that extent.  gomewhat ambiguous guidance as to the
an actual as.set.sale. _Becausg the underll}férketable securities line between current Class IV and current
ing transaction in section 338 is actually a Class V. Accordingly, the proposed regu-
stock sale, the costs incurred are not The current regulations include mardations remove the phrase “in the nature
specifically allocable to any individual ketable stock and securities, as defined f.” Furthermore, in rare circumstances,
asset deemed transferred, but rather §1.351-1(c)(3), in Class Il. Marketablegoodwill or going concern value is not a
the stock. Therefore, in applying thestock and securities are included in Classection 197 intangible. The residual class
residual method to a deemed asset salepbecause a value can be easily assignetiould include all goodwill and going
transaction costs are accounted for onlyt any given time by looking at the valueconcern value to ensure that the residua
by decreasing the total amount realized byt which those instruments were tradingnethod serves the purpose of reducing
the seller or increasing the total cost basigh a securities exchange. Since the timealuation controversies. Therefore, the
of the buyer. In contrast, see the discuglass Il was first defined, financial mar-proposed regulations define the residual
sion of the treatment of transaction costgets have evolved and a greater variety @lass as goodwill and going concern value
in an actual asset acquisition below.  financial instruments can be readily valwithout any reference to whether those
IRS challenges to asset fair market valueUEd in .the same manner. The propo§ezd;sets would qualify as section 197 assets
regulations instead defines Class Il with In T.D. 8711,supra,the IRS amended
Drawing from the existing rules underréspect to actively traded personal progthe current regulations to adapt the resid
section 1060, the proposed regulationgrty as defined under section 1092(d) betal method to section 197 by creating a
provide that the IRS may challenge a taxcause the regulations under that sectiarew Class IV for section 197 intangibles
payer’s determination of the fair markehave a more comprehensive definition ofther than goodwill or going concern

value of any asset by any appropriatgublic financial markets. value and providing that goodwill and
method and take into account all factor going concern value would remain in a
including any lack of adverse tax interests ast pay assets true residual class. The proposed regula
between the parties. The IRS and Treasury are aware thdions retain this distinction in renumbered

many taxpayers engage in transactior@!ass VI ar_1d Class VII. Allocating good-

solely to avoid the impairment problemdVill and going concern value to Class VII
The seven classes under the proposdth fast-pay assets. In addition, the [R@Voids the_ need for qetermlnlng the value

regulations are as follows: Class I, cashpends time evaluating whether suchf goodwill and going concern value

and cash equivalents; Class Il, activeljransactions are subject to challengBrough a non-residual method.

traded personal property as defined iinder the section 338 regulations or geryjiocation of AGUB when gain

section 1092(d), certificates of depositeral principles of tax law. In order to adyeqqgnition election available but not

and foreign currency; Class lll, accountsiress these concerns, the proposed regullﬁéde

receivable, mortgages, and credit card réions create two new classes of assets

ceivables which arise in the ordinarybetween current Classes Il and Ill, one for When the purchaser of the target stock

course of business; Class IV, stock imccounts receivable, mortgages, anldolds nonrecently purchased target stock

trade of the taxpayer or other property ofredit card receivables which arise in thand no section 338(h)(10) election is

a kind which would properly be includedordinary course of business and anothenade, the purchaser has the option o

in the inventory of taxpayer if on hand afor stock in trade of the taxpayer or othemaking or not making the gain recogni-

the close of the taxable year, or propertgroperty of a kind which would properlytion election. (If a section 338(h)(10)

held by the taxpayer primarily for sale tdoe included in the inventory of taxpayer ifelection is made, the making of the gain

customers in the ordinary course of hisn hand at the close of the taxable year, oecognition election is automatic rather

trade or business; Class V, all assets notmoperty held by the taxpayer primarilythan elective.) The proposed regulations

Class I, II, lll, VI, or VII; Class VI, all for sale to customers in the ordinaryetain these rules. The current regulations

section 197 intangibles except goodwilcourse of its trade or business. have a special allocation rule when the

Number and content of classes



failure to make the gain recognition election by the amount of Class | assets) ancbntingent income asset at the beginning
tion leaves AGUB less than ADSP (thathe denominator of which is the hypothetef the day after the acquisition date is re-
is, when the purchaser’s nonrecently puiical purchase price (after reduction by thdetermined at the time of the increase ol
chased stock was bought at a lower pric@mount of Class | assets). The reason fdecrease in AGUB or ADSP (but only

than the recently purchased stock). Undeéhe modification is to spread only the imthose circumstances that resulted in the
the special allocation rule, AGUB, afterpairment that arises because no gaincrease or decrease to AGUB or ADSP
reduction by the amount of Class | assetggcognition election was made equallyre taken into account in the redetermina:
is allocated among all other assets, rexmong all assets in classes below Classtion). Under the second, the increase ol
gardless of their class, in proportion to The IRS and Treasury request comdecrease in AGUB or ADSP is allocated
their fair market values. (For this pur-ments as to whether any special allocatiofirst to the contingent income asset, not to

pose, the fair market value of assets in th@le has continuing merit. all assets generally under the normal allo-
residual class (current Class V) is deemed cation rules. Any portion that cannot be
to be the excess, if any, of the hypotheti. §1.338—7 Allocation of redetermined so allocated because of the fair market
cal purchase price over the sum of the ADSP and AGUB among target value limitation (as redetermined) is allo-
Class | assets and the fair market values assets. cated under the normal allocation rules.

of the Class I, Ill, and IV assets. The hy- The intent of this rule was to accommo-
pothetical purchase price is the AGUI%n general date the uncertainties in the valuation of

that would result if a gain recognition  Section 1.338(b)-3T of the current regcontingent income assets. The rule pro-
election were made.) ulations addresses subsequent adjusiuces an allocation that would have re-

If, looking at the hypothetical purchasements to ADSP and AGUB. In the pro-sulted if the parties had known on the ac-
price, full fair market value was paid onpgsed regulations, these rules, containdisition date the fair market value of the
the acquisition date for assets in each, §1.338-7, have been streamlined arfgPntingent income asset (as determined
class above the residual class, the curreggme of their content has been moved With hindsight, on the date of the adjust-
regulation’s special allocation rulethe sections defining ADSP and AGUBMenNt event) and paid on the acquisition
spreads the impairment that arises b&gy 338-4 and 1.338-5 respectively. Thdate the increased or decreased consider
cause no gain recognition election Wagroposed regulations eliminate the use don. The IRS and Treasury weighed the
made equally among all assets in classgss termadjustment evenised in certain usefulness of this rule with its complexity
below Class I. However, if, looking at theprovisions of the current regulations. in@nd decided that the proposed regulation:
hypothetical purchase price, full fair Margtead, the proposed regulations provid@‘)”'d not include any item-specific ad-
ket value was not paid on the acquisitiogimmy that when general principles of tapustment rule. Commentators, if they be-
date for assets in each class above the, require a change in the amount of ang,eve that the item-specific adjustment
residual class, this rule spreads the irrb-f the various elements of ADSP O,rule continues to serve a useful function
pairment that arises because no gaiRGUB (discussed earlier), the new ADSF;hat justifies its retention, should identify
recognition election was made as well aS; AGUB amount is reapplied to producén their comments in what circumstances
the impairment that arises from the barﬁew allocations to the assets. This genetlhe rule has proven useful or could prove
gain purchase equally among all assets Eﬂly is not intended as a substantivéjsefw' Commentators should also iden-
classes below Class I. In the latter cas f[y what provisions would be necessary

th oritizati f ol der th Shange to the current rules for subsequeP\ foctive it ific adiust A
e prioritization of classes under eadjustments provided in §1.338(b)—3T. or an effective item-specific adjustmen
residual method becomes irrelevant by rule.

the failure to make a gain recognitiontem-specific adjustments
election. Prior to the enactment of section |. §1.338(h)(10)-1 Deemed asset sale

197, the effect of the current regulations The current regulations at §1.338(b)— and liquidation.

generally would have been to shift basidT contain special rules for changes to, ' |

from depreciable or amortizable assets tHGUB (and thus, indirectly, to ADSP)

nondepreciable, nonamortizable assets. that relate to the income produced by in- The proposed regulations explain the
The proposed regulations modify thdangible assets. The special rules appbffects of the section 338(h)(10) election

special allocation rule to minimize this ef-for purposes of allocating an increase asn the parties involved. The proposed

fect. Generally, under the modified spedecrease in AGUB or ADSP to the extengegulations discuss the effects of the sec

cial allocation rule, the portion of AGUB (a) the contingency that results in the intion 338(h)(10) election on the purchasing

(after reduction by the amount of Class ¢rease or decrease directly relates to igorporation, the effects on new target, the

assets) to be allocated to each Class I, I¢come produced by a particular intangibleffects on old target, and the effects on

IV, V, VI, and VII asset is determined byasset (contingent income asset) and (lp)d target’'s shareholders (including non-

multiplying (a) the amount that would bethe increase or decrease is related to susblling shareholders).

allocated to such asset under the generantingent income asset and not to other As with the rest of the proposed regula-

rules for allocation of AGUB were AGUB target assets. The special rules consist ibns, proposed §1.338(h)(10)-1 de-

increased to equal the hypothetical putwo provisions that vary from the normalscribes the model on which taxation of the

chase price by (b) a fraction, the numeraules of §1.338(b)-3T. Under the firstsection 338(h)(10) election is based.

tor of which is actual AGUB (after reduc-provision, the fair market value of theUnder the proposed regulations, old targe



is treated as transferring all of its assets lywns all of the stock of T, T is insolventgain under section 1366. Form 8023 will
sale to an unrelated person. Old targétecause of its indebtedness to S, P abe corrected to reflect this requirement.
recognizes the deemed sale gain while gquires T from S in a qualified stock pur- ) )

member of the selling consolidated groumshase, and, as a condition of the sale, Ayailability of the section 453 installment
or owned by the selling affiliate, orcancels the debt owed it by T, and P and '8&thod

owned by the S corporation shareholdersake a section 338(h)(10) election for \yhen some or all of the target stock is
(both those who actually sell their sharetarget, T's deemed liquidation would noty ,.chased for an installment obligation
and any who do not). OlId target is themgualify under section 332 because gnd a section 338(h)(10) election is made
treated as transferring all of its assets twould not be considered to receive anyy,qo proposed regulations make the sectior
members of the selling consolidatedhing in return for its stock in T. Rev. Rul.453" installment method available to old
group, the selling affiliate, or S corpora-68-602 (1968-2 C.B. 135).

. ) X target in its deemed asset sale, as long &
tion shareholders and ceasing to exist. gpecial S corporation issues the deemed asset sale would otherwise

target is an S corporation, the deeme qualify for installment sale reporting.
asset sale and deemed liquidation are con-thg crrent regulations provide thatSolely for purposes of the application of
sidered as occurring while it is still an §,qyithstanding the purchase of 80 persection 453 and related provisions to the
corporation. The proposed regulationgens of the shares of an S corporation bydeemed asset sale and subsequent deem
treat all parties concerned as if the fictions,rchasing C corporation, the S corporazorporate liquidation under section
the section 338(h)(10) regulations deemq continues to be considered an S co838(h)(10), old target generally is consid-
to occur actually did occur, or as closely),ation for purposes of determining thered to receive from new target in the
thereto as possible. The structure of thigy effects of the section 338(h)(10) elecdeemed asset sale consideration consis
model should help taxpayers answer any,, 15 o|d target and its S corporatioring of the installment obligation given to
questions not explicitly addressed by theparenolders. For example, old target reld target shareholders in exchange for re
proposed regulations. Also, old targehq s tg its shareholders under sectiogently purchased stock, the assumptior
generally is barred by the proposed regurzgg the tax effects of its deemed assef, or taking subject to, old target liabili-
lations from obtaining any tax benefitsyje  and the shareholders adjust theiies, and cash. Thus, regardless of its ac
from the section 338(h)(10) election thakiq e pasis pursuant to section 1367. Theal character, any consideration con-
it would not obtain if it actually sold its yronased regulations clarify that when theeyed by the purchaser to the selling
assets and liquidated. _ target itself is an S corporation immedishareholders other than installment obliga-
The treatment of S corporation targetSe|y hefore the acquisition date, any ditions is considered to have been in cash
which own one or more qualified sub-gct anqd indirect subsidiaries of targeincluding for instance the purchaser's as-
chapter S subsidiaries (as defined in segth respect to which qualified subchapsumption of, or taking subject to, liabili-
tion 1361(b)(3)) is also addressed, as {3 g supsidiary elections are in effect arties of the selling shareholders. In addi-
the treatment of tiered targets (i.e., theynsjdered to remain qualified subchapteion, the amount of any grossing-up under
order of their deemed asset sales andlgpsidiaries for purposes of target's angil.338—4(d) of the proposed regulations is
deemed liquidations). its S corporation shareholders’ reportingleemed to be in the form of cash. For pur-
Deemed liquidation the effects of targe_t's _dee_med sale _of_a@oses of section 45_3, new targ(_at is consid
sets and deemed liquidation. No similaered to be the obligor on the installment
The current regulations provide thatrule applies when a qualified subchapter 8bligation the purchasing corporation ac-
when a section 338(h)(10) election isubsidiary, as opposed to the S corporaally issued. The provisions of sections
made, old target is deemed to sell all of itson that is its owner, is the target corpora4d53(h), 453B(d), and 453B(h) may then
assets and distribute the proceeds in corien. The IRS and Treasury request comapply to old target and its shareholders
plete liquidation. The termomplete lig- ments as to whether it would be beneficialith respect to the deemed liquidation of
uidation is generally considered to be @0 make section 338(h)(10) election®ld target following the deemed asset sale
term of art in tax law. The proposed reguavailable for acquisitions of qualified sub-In the deemed liquidation, a selling share-
lations instead provide that old targethapter S subsidiaries and as to how thelder who actually received an install-
transferred all of its assets to members akection 338(h)(10) regulations should benent obligation in the stock sale is
the selling consolidated group, the sellingnodified to accommodate the unique taxdeemed to receive that installment obliga-
affiliate, or S corporation shareholderstion of these entities. tion as part of the liquidating distribution;
and ceased to exist, making it clear that The proposed regulations clarify the efthe other shareholders are deemed to re
the transaction following the deemedects of the section 338(h)(10) election omeive none of the installment obligation.
asset sale does not automatically qualifigoth selling and non-selling S corporation The proposed regulations provide that
as a distribution in complete liquidationshareholders. For example, the proposeid target generally is barred from obtain-
under either section 331 or 332. This isegulations clarify that all S corporationing any tax benefit from the section
meant to clarify any inference one mighshareholders, selling or not, must conse38(h)(10) election that it would not ob-
draw from previous regulations that secto the making of the section 338(h)(10}ain if it actually sold its assets and liqui-
tion 332 treatment is automatic under se@lection, particularly because the nondated. This bar extends to the applicatior
tion 338(h)(10) in the case of an affiliatedselling shareholders have to include thewf section 453. In other words, the results
or consolidated group. For example, if roportionate share of the deemed sald application of section 453 to old target



should be as close as possible to those thiag§1.1060-1. transactions. The proposed regulations
would occur if old target actually sold its_ . , also incorporate the principles of the anti-
assets for an installment obligation of th&€finition of trade or business abuse rule from §1.338-1(c) of the pro-
purchaser. Thus, for example, the install- gaction 1060 applies to the direct or inPosed regulations to determine which as:

ment method of s_,ectio_n 453 applies Ungirect transfer of a trade or busines<S€ts must be included for purposes of
less old target affirmatively elects out of ;. qar the current regulations, a group APplying the residual method.
the installment method. ; ; ;

AS another example, S15A.453-1(0)fcq of such assets would constitute an an IO 1ANSfers of assets
(2)(iv) provides that any obligation Cré-e yrade or business for purposes of sec- Section 1060 applies to the di-
gted subsequent to the taxpayer's acquigjo, 355, Further, even if a group of asrect or indirect acquisition of a trade or
tion of the property and incurred Ofgerq \youid not qualify as an active tradbusiness when the purchaser’s basis in th
assumed by the taxpayer or placed as 30y, siness for purposes of section 355,assets (other than assets to which sectio
enc_umbranpe op_the property in Cqme"ljroup of assets will constitute a trade ot031 applies) is determined wholly by
plation of disposition of the property is ok, ,iness for purposes of section 1060 ieference to the consideration paid by the
quallfylng mdebtedness if the arrangemer&oodwi" or going concern value could atfurchaser. This rule clarifies that a pur-
result:c, n ac_ce_leratm_g recovery of the ©@5ch under any circumstances. The cughaser of assets in an applicable asset a
payer's basis in the installment sale. Olg o0 1ations set out factors that will beuisition is subject to the allocation rules
target would be subject to this test with rez e e in determining whether goodset out in 881.338-6 and 1.338-7 even i
Spect to its debts new target is deemed [Q) - oing concern could attach. the transferor in the transaction is treatec
assume or take subject to. Although the current regulations set ou@s transferring something different from

Further, the rule of section 453A 1€, < here are still ambiguities regardthe assets the transferee is treated as r
quiring payment of interest will apply in ing when goodwill or going concern valueceiving. For example, Rev. Rul. 99-6
the same manner as it would apply if tary o 4 artach. For example, §1.106041999-6 I.R.B. 6) concemns the purchase
get actually sold all its assets in return fo T(b)(2) has been misinterpreted to meay one person, of all of the interests in a

consideration that included an installmen[ at a trade or business exists only whéimited liability company which is classi-

obligation from the purchaser and theq,, a1 cated to goodwill or goingfied as a partnership under §301.7701-3
distributed in complete liquidation all the

derati ved concern value under the residual method.he revenue ruling sets forth two situa-
consiceration received. Under the misinterpretation, a taxpaye#ions and holds that each seller is treatec
Tiered targets would be required to filter every bulkas having transferred its interests in the

asset purchase through the residual allgartnership, while each purchaser is
The proposed regulations provide thaation method in order to determindreated as having purchased the assets

in the case of parent-subsidiary chains @fhether the transaction is subject to seébe limited liability company. The pro-

corporations making section 338(h)(10}jon 1060. The proposed regulations claiosed regulations make it clear that eact
elections, the deemed asset sale at the pay- that a trade or business is present Purchaser described in Rev. Rul. 99-6
ent level is considered to precede that gbodwill or going concern value could atmust use the residual method prescribec
the subsidiary level. The proposed reguach to the group of assets, regardless dfhder §§1.338-6 and 1.338-7 to allocate
lations then provide, however, that theyhether any value will eventually be allothe consideration paid for the purchasec
deemed liquidation of the subsidiary isated to the residual class (Class VII). assets (provided that the asset transfe
considered to precede the deemed liquida- | addition, the proposed regulation®therwise qualifies as an applicable asse

tion of the parent. provide that the presence of assets in t@€quisition).
nature Of. section 197 assets Is a factor f\ﬂultiple trades or businesses transferred
_ _ be con5|dere_d in determining Whethe(n a single transaction

The proposed regulations provide thagoodwill or going concern value could at-
the Commissioner may exercise the adach. This clarification recognizes that The current regulations are silent on the
thority granted in section 338(h)(10)-many section 197 assets would have be@oper application of the residual method
(C)(iii) to require the provision of any in- considered part of goodwill or going conto situations when a seller transfers a
formation deemed necessary to carry ogern value at the time Congress enacteftoup of assets that could be categorize
the provisions of section 338(h)(10) bysection 1060. However, the proposeds constituting more than one trade or
requiring submission of information onregulations make it clear that the transfesusiness. The proposed regulations clar
any tax reporting form. The IRS andof an isolated section 197 asset will not bidy that, as long as any part of the asset:
Treasury are considering requiring thasubject to section 1060. are a trade or business, all of the assets al
the information about the amount and al- The proposed regulations clarify thato be treated as a single trade or busines
location of AGUB and ADSP currently an applicable asset acquisition can occtior purposes of applying the residual
submitted on the election form (Formeven if the trade or business is transferradethod. Therefore, the residual method
8023) instead be submitted by the purfrom seller to purchaser in a series of reshould be applied once to all of the asset:
chaser and seller(s) separately on their itated transactions and that the residusdansferred, rather than to blocks of the
come tax returns, and is interested imethod must be applied once to all of thassets separately. This rule is intended t«
comments on this approach. assets transferred in a series of relatedduce valuation conflicts regarding how

Additional information required



much consideration should be allocated tdransaction costs Specific requests for comments and
each separate group of assets. By treating matters under study

all of the assets as a single trade or busi- Under the current regulations, consid- _ _
ness, all assets in Classes | through VI c&hation is allocated to each asset to the e Examples in the Section 338 and

receive full fair market value allocationt€nt of that asset’s fair market value as Section 1060 Regulations.
before the goodwill of any trade or busilong as there is sufficient consideration to
ness is allocated basis. In addition, thigrovide full allocation of basis to each
rule brings actual asset acquisitions intgsset in the class. The fair market valu . .
conformity with deemed asset acquisilimitation and the residual aIIocationregmat'onS' The retained examples are

. : . . ) : dated to reflect the changes in the loca
tions by allocating consideration paidnethod of the current regulations do ”Oﬁgn terminology, and subgstance of the
across all assets acquired, without lookingermit costs associated with specific as-’ " . hich thev illustrate. S
to the trade or business with which thegets to be allocated to those assets. Fouratons which they iflustrate. - some

) . . examples have been dropped as it wa
are associated. example, if a purchaser incurred costs t

acquire an asset and section 1060 did nt ought that they were unnecessary.
L . ?omments are requested as to whethe
apply to the acquisition, the basis of tha ;
. any of the retained examples (or new ex-
The proposed regulations incorporat@SSet would be increased to reflect thosa(?mples) are superfluous and whether
two miscellaneous changes addressing {§0StS: However, the fair market valug,, examples are necessary to illustrat
sues that have arisen under the currelffnitation under the current regulations, . oo ations.
regulations. First, the proposed regulavould limit a purchaser’s basis in the
tions include any covenants entered int3SSet to its fair market value. The proB. Discharge of Indebtedness Income in
between the seller and the purchaser RPsed regulations allow the buyer and the Case of Tiered Targets under
connection with an applicable asset acqugeller to adjust their allocation of consid- ~ Section 338 and the Current
sition as an asset transferred as part ofesation to particular assets for costs in- Regulations.
trade or business even though, to theurred which are specifically identified . .
seller, the covenant is a contract for semith those assets. Thus, the total amount 12XPayers may inadvertently experi-
vices. As a result, sellers must includéhe seller allocates to an asset for which §n¢€ adverse tax consequences whe
any covenants in the asset pool for puincurs specifically identifiable costs(Nere IS intercompany indebtedness owing
poses of applying the residual methodyould be less than its fair market valu@€tween tiered targets acquired in the
thus allowing for greater symmetry to beand, for the buyer, greater than its faipdMme quallfleq StQCk purchase. S_uch con
achieved between the purchaser anmarket value. The parties are not allowegeduénces might include the realization of
seller. to apportion costs associated generalf§iScharge of indebtedness income anc
Second, the like-kind exchange rule inwith the overall transaction to specific as- hanges to the issue price of the indebted
the current regulation has been expandegets. A similar rule is not necessary, ang€SS- The latter could affect the total
Under this expanded rule, if an applicablénerefore not included, under section 33gmount of AGUB to be allocated.

asset acquisition includes property that isecause the underlying transaction is a ' °" example, assume that T owns 10C

transferred subject to any provision of thgtock sale. Any costs associated with BS€&Nt of the stack of T1, T and T1 do

Code or regulations that has the tax effegleemed asset sale are of the type gen&gt fi€ @ consolidated return, and Tis in-

of section 1031, the tax treatment detelz|ly associated with the overall sale of€ored 0 T1. Assume also that P acquire

mined under such provision is given efsiock and, therefore, the parties would n(ﬂu the stock of T in a qualified stock pur-
chase and makes section 338 elections fo

fect. The residual method is then appliege g110wed to apportion those costs t

The proposed regulations, for the most
%art, retain the examples of the current

Miscellaneous changes

to the remaining assets and consideratiQyecific assets under the rule Both T and T1. Under §1.338-2(b)(4),

exchanged. ' first old T is considered to sell its assets to
In addition, the proposed regulationd/fritten allocation agreements new T, and new T is deemed to assume

no longer separately state the residual al- the debt of old T to old T1. Next, old T1

location method. Instead, proposed After the current regulations werejs deemed to sell its assets to new T1
§1.1060-1 incorporates the residuatdopted, Congress amended section 10fw T1 thus may be considered to ac-
method by cross reference to propose@ provide that a written agreement alloguire debt owed by new T (to old T1) at a
regulations §§1.338-6 and 1.338-7. Pr&ating purchase price is binding on botfime when new T1 is related to new T.
posed regulation §1.1060-1 only sets olp@rties. See section 1060(a). The legisla- Under section 108(e)(4), this may trig-
rules in which the treatment of an actudive history indicates that parties must reger discharge of indebtedness income fol
asset acquisition differs from the treatPort consistent with their agreed-upon alnew T if new T1's adjusted basis in the
ment of a deemed asset acquisition. Bi{pcations, unless the parties are able tacquired debt is less than the amount o
cross-referencing the section 338 reguldefute the agreement under the standartise debt (see §1.108-2(f)(1)). That might
tions rather than separately stating theet forth inCommissioner v. Danielson,occur when the T stock is purchased
residual method, the proposed regulatior378 F.2d 771 (3d Cir.), cert. denied, 38partly for contingent consideration not
ensure that deemed and actual asset 4&S. 858 (1967). The proposed regulasriginally taken into account in AGUB. A
quisitions will be treated similarly to thetions incorporate the Danielson standardariety of similar issues may arise under
extent possible. by reference. §1.1502-13(9).



The IRS and Treasury solicit commentsreated for all purposes as a Class V assa@inder, to Class IV assets, and then, if
on whether the application of section(or Class Il if publicly traded)—in other there is any remainder, to Class V assets
108(e)(4) and §1.1502-13(g) is appropriwords, such entities would not participatd’he allocations thus made to individual
ate in these circumstances and how orie the aggregation. Class | through V assets would be the
might best address these consequences. The method would thereafter switcHinal, binding allocations to them.
back to the normal top-down system for In the third step, if there were no
allocation to assets in Classes VI and Viiamount of the total basis remaining to be
because the process of dividing up thallocated to Class VI and VIl assets, one
amount allocated to the aggregate gooavould proceed to determine the basis in
will of all the targets under the residuaBubsidiary target stock. If the aggregate
In general method would be antithetical to the notioimount assigned to all the subsidiary’s

that goodwill is best valued by looking atClass | through V assets pursuant to the
The IRS and Treasury are studyingvhat value is left over rather than beingecond step above exceeded the amoul
ways of addressing the allocation okeparately valued, and because both Cla@kthe subsidiary’s liabilities, then the
ADSP and AGUB in the case of tiered tary| and VIl assets generally get the samamount of the excess would become its
gets making section 338 elections. Setfs5 year amortization period pursuant t®arent’s basis in that subsidiary’s stock.
forth below is the framework for one po-section 197—hence determining which of If the aggregate amount were, however,
tential method that would equalize thgnhose two classes or assets within th€ss than the liabilities, then the stock
amount of impairment for assets in &|asses receives a given dollar of basis RAsis would be zero. A subissue is
given class without regard to which targefe|atively insignificant. whether in such case other action shoulc
corporation owns the assets. This method ap, jssue in applying the method is how@lSO be taken: whether, in the case of e
uses a lookthrough approach. The, treat liabilities owed by one groupconsolidated group, an excess loss ac
method is incomplete, raises difficult is-ember to another. The IRS and Treg&ount should be created equal to the
sues, and is more complicated than thg,ry request comments as to whether sudount of the shortfall; and whether, if
current rules. For these reasons, the prspilities should be treated for all allocath€ tiered entities do not join in filing a
posed regulations do not adopt thgg, purposes as not debt but as stock gpnsolidated return but other nonconsoli-
method. However, the IRS and Treasunj,e debtor-member held by the creditordated investment adjustment rules apply
request comments as to the value and feﬁfember, and whether to do so even if thitliture positive basis increases should be
sibility of the method; how best to resolve. ;o ditor-member is a subsidiary of th&lenied to the extent of the excess loss ac
its issues; and what alternative apgaptor-member. count that would have been created unde
proaches might be better. For instance, One possible method of implementindhe method had they been filing consoli-
would it be better to have a complicate({Jhe method is set forth in greater detaiﬁlated. The rule could apply, for example,

C. Ideas for Revision of Application of
the Residual Method of Allocation
under Section 338 in the Case of
Tiered Targets.

special method such as that describgg, ... to increases in basis of controlled foreign
below that operates in every case of tiered corporations for undistributed earnings
targets or, as the proposed regulations dBpssible method of implementation of théaxed currently under subpart F.

retain the approach of the current reguldeokthrough approach Under the method, if there were an
tions with the addition of an anti-abuse amount of the total ADSP or AGUB re-

rule, the goal of which is to restrict move- The first step under the method woulgnaining to be allocated to Class VI and
ment of assets in advance of the qualificB€ to calculate the total amount to be allog|| assets, then one would proceed to al-
stock purchase undertaken to benefit froffated (ADSP and AGUB). Under thejgcate basis to Class VI and VIl assets. At
the shortcomings of the current top-dowrnethod, this would be the sum of (a) thenjs point, the aggregating of members’
rules? amount realized or basis, as appropriatgssets into joint classes would be aban

Essentially, the lookthrough approactpf the parent target stock (grossed-up afoned and the method would revert to a
referred to above would revise the trea@ppropriate to reflect stock not recentlfop-down system similar to that of current
ment of Classes | through V (referring tdurchased, etc.) and (b) liabilities. rules. The process is top-down in that any
the class numbering system of the pro- In the second step, all Class | throughasis not already allocated to the paren
posed regulations). In allocating to thes€lass V assets in the parent target angrget’'s Class | through V assets (other
senior classes, the tiered targets would Is¢ibsidiary targets (other than stock ofhan subsidiary target stock) would be al-
aggregated for purposes of calculating theubsidiary targets) would be combinedocated among its Class VI and VIl assets
overall purchase price and allocating thdfto aggregate Classes |, Il, IlI, IV, and Vaand subsidiary target stock, then the sub
amount among the individual assets. Thishen, the total basis would be allocatedidiary target would in turn make its own
rule would apply to a target (referred to agas basis is under the current system, eatlocation of its own basis among its own
the parent target) and to those of its lowerept that the allocation would be acros€lass VI and VII assets and any stock it
tier subsidiaries for which a section 33&uch joint classes, not merely within indimight own in other subsidiary targets.
election is also made (referred to as sulvidual members) first to Class | assets, Certain adjustments, as yet undeter-
sidiary targets). Stock in subsidiaries fothen, if there is any remainder, to Class Ihined, would have to be made to this
which section 338 elections are not oassets, then, if there is any remainder, tmethod for minority interests outstanding
cannot be made would continue to b€lass Il assets, then, if there is any ran subsidiaries.



Possible disadvantages of the method apply to qualified stock purchases or aphas also been submitted to and approve
plicable asset acquisitions occurring on doy the Office of Management and Budget.

The method has drawbacks: after the date that final regulations ar&Vith respect to Form 8594, the IRS esti-
(1) Complexity. The method is more  plished in thérederal Register. mated that 20,000 forms would be filed
complicated than the e?(lstlng rules. - each year and that each taxpayer woul
When, for example, there is a subsequeBipecial Analyses require 12.25 hours to comply. These es.

change in the amount of a liability of a ) ) o ;
subsidiary target that changes the amount 't has been determined that this noticlmates have been made available for pub
lic comment and no public comments

of AGUB or ADSP, under the method oné®f Proposed rulemaking is not a signifi- .
would recalculate the allocations to all th&ant regulatory action as defined in Exechave been received. These proposed reg

assets of the parent target and all sulytive Order 12866. Therefore, a regulgilations do not impose new requirements
sidiary targets, not just the assets of th@ry assessmentis not required. An initigpn small businesses and, in fact, shoulc
indebted subsidiary target and its owkegulatory flexibility analysis has been/essen any difficulties associated with the
subsidiary targets. prepared pursuant to 5 U.S.C. section 602isting reporting requirements by clari-
Also, questions arise regarding subsd®r the collections of information in thisfying the rules associated with deemed
quent changes in AGUB and ADSP, withfreasury Decision. The analysis is seind actual asset acquisitions.. .
respect to subsidiary targets already di¢0rth below under the heading “Initial The collections of information require
posed of. What if, for instance, at théRegulatory Flexibility Analysis.” Pur- taxpayers to file an election in order to
time of a subsequent adjustment to AGUBUant to section 7805(f) of the Code, thedgeat a stock sale as an asset sale. In adc
or ADSP, the group had already disposed®gulations will be submitted to the Chiefion, taxpayers must file a statement re-
of the stock of a particular subsidiary tar€ounsel for Advocacy of the Small Busi-9arding the amount of consideration allo-
get—should one change the allocation tB€SS Administration for comment on itscated to each class of assets under th
that former subsidiary’s assets? Sepampact on small business. residual method. The professional skills

rately, in determining whether AGUB or that would be necessary to make the elec

__Initial Regulatory Flexibility Analysi i i i
ADSP has changed, should one take into tial Regulatory Flexibility Analysis tion or allocate the consideration would
be the same as those required to prepare

account changes in the amount of liabili- This regulatory action is intended to ; for th Il busi
ties of former subsidiary targets? Howsimplify and clarify the current rules re_reCL;:)r;]s(i)(;eraetiirr?:vasusil\?;r?i) limiting the
would the group be made aware of sucfating to both deemed and actual asset ac- 9 9

changes? quisitions. The current rules were devel[eportmg requirements under section 106C

(2) Lack of inside-outside basis conforoped over a long period of time and havto trades or businesses meeting a threshol

mity. The current system, although it tolheen repeatedly amended. The IRS arfevel of business activity. However, any

erates large disparities in the allocationreasury believe these proposed regu|%_r95h°|d derived without further informa-
to identical assets based on location, agons will significantly improve the clarity lon would be.arb|trary. Ipstead, the pro-
sures conformity between stock basis angk the rules relating to both deemed anfjosed regulations authorize the Commis-
net asset basis. The look-through apsctual asset acquisitions. sioner to (_exclude f:ertam transactions from
proach does so only in a consolidated set- The major objective of the proposec}he reporting requirements.

tlng (emp|0y|ng excess loss accounts tfbgulations is to mOdIfy the rules for a”O'CommentS and Public Hearing

do so). . cating purchase price in both deemed and
(3) The method would not eliminate allactual asset acquisitions. In addition, the Before these proposed regulations are

allocation disparities.The method would proposed regulations replace the generatiopted as final regulations, considera-
not completely eliminate disparate allocary|es for electing to treat a stock sale as diPn will be given to any written com-
tions based on location within the acqygset sale. ments (a signed original and eight (8)
quired group, because it applies only 10 These collections of information maycopies) that are timely submitted to the
tiered targets. Similar disparities canyffect small businesses if the stock of #RS. The IRS and Treasury request com-
exist in acquisitions of sister corporation%orpon—mon which is a small entity is acments on the clarity of the proposed rule
or in mixed stock and asset purchasegyired in a qualified stock purchase or if @nd how it may be made easier to under
The method does not include a mechgrade or business which is also a smatitand. All comments will be available for
nism for equalizing basis impairment inyysiness is transferred in a taxable trangublic inspection and copying.
such cases. Thus, the method would ngktion, Form 8023 (on which an election A public hearing has been scheduled
fully solve the disparity problem. (Note,ty treat a stock sale as an asset salefay October 12, 1999, beginning at 10
however, that the new anti-abuse rule injjed) has been submitted to and approvealm. in the NYU Classroom, Room 2615,
cluded in the proposed regulations mayy the Office of Management and Budgetinternal Revenue Service Building, 1111
operate in some cases.) With respect to Form 8023, the IRS estiConstitution Avenue, NW, Washington,
mated that 201 forms would be filed eac®C. Due to building security procedures,
year and that each taxpayer would requingsitors must enter at the 10th Street en-
The regulations are proposed to be eft2.98 hours to comply. Form 8594 (orirance, located between Constitution anc
fective on the date that final regulationsvhich a sale or acquisition of assets corRennsylvania Avenues, NW. In addition,
are published in thEederal Registerand stituting a trade or business is reportedjll visitors must present photo identifica-

Proposed Effective Date



tion to enter the building. Because of acfor 1.338(b)-1, 1.338(b)-3T, and 1.1060€12) Qualified stock purchase.
cess restrictions, visitors will not be ad1T and by adding entries in numerica(13) Related persons.

mitted beyond the immediate entrancerder to read in part as follows:

area more than 15 minutes before the Authority: 26 U.S.C. 7805 * * *
hearing starts.
having your name placed on the building).S.C. 337(d), 338, and 1502.

(14) Section 338 election.

(15) Section 338(h)(10) election.
For information abouSection 1.338-6 also issued under 2@.6) Selling group.

(17) Target; old target; new target.

access list to attend the hearing, see tiSection 1.338-7 also issued under 2@.8) Target affiliate.

“FOR FURTHER INFORMATION U.S.C. 337(d), 338, and 1502.

CONTACT” section of this preamble.  Section 1.338-8 also issued under 2@l)
The IRS recognizes that persons outy.S.C. 337(d), 338, and 1502.

side the Washington, DC, area may alsgection 1.338-9 also issued under 2@)

wish to testify at the public hearingu.s.c. 337(d), 338, and 1502.

through teleconferencing. Requests to ingection 1.338-10 also issued under 2@)

clude teleconferencing sites must be rej.s.cC. 337(d), 338, and 1502.* * *

ceived by September 20, 1999. If the IRSection 1.1060-1 also issued under 2)

receives sufficient indications of interesy s.C. 1060.* * * (i)

to warrant teleconferencing to a particular par. 2. Sections 1.338-0 through

city, and if the IRS has teleconferencing 338-3 are revised to read as follows: (iii)

facilities available in that city on the date (iv)

the public hearing is to be scheduled, thg1.338—-0 Outline of topics. V)

IRS will try to accommodate the requests. _, . L . . )
This section lists the captions containe

The IRS will publish the locations of any. h lati d ion 338 )
teleconferencing sites in an announcd! the regulations under section a

ment in theFederal Register. follows:

The rules of 26 CFR 601.601(a)(3)g1.338-1 General principles; status of (4)
apply to the hearing. Persons who wish tgq target and new target.

present oral comments at the hearing must (i)

request to speak, and submit written con{a) In general. (ii)
ments and an outline of the topics to b€l) Deemed transaction. (iii)
discussed and the time to be devoted (@) Application of other rules of law. (jy)

each topic (a signed original and eight (8(3)
copies) by September 20, 1999. A periotb)
of ten minutes will be allocated to each
person for making comments. An agenda
showing the scheduling of the speaker§l)
will be prepared after the deadline for re¢2)
ceiving outlines has passed. Copies of thg)
agenda will be available free of charge at

Overview. (v)
Treatment of target under other progyj)
visions of the Internal Revenue
Code.

General rule for subtitle A.
Exceptions for subtitle A. a)
General rule for other provisions Otéb)
the Internal Revenue Code.

the hearing. (c) Anti-abuse rule. 1)
. . (1) Ingeneral.
Drafting Information (2) Examples. 8)

The principal authors of these propose 1.338-2 Nomenclature and definitions; (i)

regulations are Richard Starke an : : .
Stephen R. Wegener, Office of the Assisr_nechanlcs of the section 338 election. Eg'))
tant Chief Counsel (Corporate). How<a) Scope.
ever, other personnel from the IRS an Nomenclature. 0
Treasury Department participated in theifc) Definitions. (ii)
development. (1) Acquisition date. (iii)
5 x % % % (2) Acquisition date assets.
(3) Affiliated group.
Proposed Amendments to the Regulatiod) Common parent. (iv)
) (5) Consistency period. 4
Accordingly, 26 CFR parts 1 and 6025\ Deemed asset sale. 0
are proposed to be amended as follows: (7) Deemed sale gain. (ii)
PART 1-INCOME TAXES (8) Deemeq sale retur-n. (5)
(9) Domestic corporation. ()
Paragraph 1. The authority citation fo10) Old target's final return. (i)

part 1 is amended by removing the entrigd1) Purchasing corporation.

(19) 12-month acquisition period.

Time and manner of making elec-
tion.

Special rules for foreign corpora-
tions or DISCs.

Elections by certain foreign pur-
chasing corporations.

General rule.

Qualifying foreign purchasing cor-
poration.

Qualifying foreign target.

Triggering event.

Subject to United States tax.
Acquisition period.

Statement of section 338 may be
filed by United States shareholders
in certain cases.

Notice requirement for U.S. persons
holding stock in foreign market.
General rule.

Limitation.

Form of notice.

Timing of notice.

Consequence of failure to comply.
Good faith effort to comply.

§1.338-3 Qualification for the section
338 election.

Scope.

Rules relating to qualified stock pur-
chases.

Purchasing corporation requirement.
Purchase.

Definition.

Purchase of target.

Purchase of target affiliate.
Acquisitions of stock from related
corporations.

In general.

Time for testing relationship.

Cases where section 338(h)(3)(C)
applies—acquisitions treated as pur-
chases.

Examples.

Acquisition date for tiered targets.
Stock sold in deemed asset sale.
Examples.

Effect of redemptions.

General rule.

Redemptions from persons unre-
lated to the purchasing corporation.



(iii)
(A)
(B)

(iv)
(€)

(1)
)
®3)
0

(iii)
(iv)

§1.338-4 Aggregate deemed sale price;(:e)

Redemptions from the purchasingg1.338-5 Adjusted grossed-up basis.

corporation or related persons dur—(a)
ing 12-month acquisition period. (b)
General rule. (1)
Exception for certain redemptions(z)
from related corporations. Q)
Examples. (ii)
Effect of post-acquisition events o ii)
eligibility for section 338 election. (©)
Post-acquisition elimination of tar-
get. (d)
Post-acquisition elimination of the
purchasing corporation. (1)
Consequences of post-acquisitiorqg)
elimination of target.

Scope. (3)
Continuity of interest. (i)

Control requirement. (i)
Example. (iii)

v)

various aspects of taxation of the deemegl)

asset sale. )

(@) Scope. (3)

(b) Determination of ADSP. ()

(1) Generalrule.

(2) Time and amount of ADSP. )

(i) Original determination.

(i) Redetermination of ADSP.

(i) Example.

(c) Grossed-up amount realized on th )
sale to the purchasing corporation o é)
the purchasing corporation’s re- .)
cently purchased target stock. (!.)

(1) Determination of amount. E::I))

(2) Example. (b)

(d) Liabilities of old target.

(1) In general. 1)

(2) Time and amount of liabilities.

(3) Interaction with deemed sale gain. )

(e) Calculation of deemed sale gain.

() Other rules apply in determining(ii)

(g) Examples. (iv)

(h) Deemed sale of target affiliate stock(v)

(1) Scope. (vi)

(2) Ingeneral. (vii)

(3) Deemed sale of foreign target affili-(3)
ate by a domestic target.

(4) Deemed sale producing effectivelyc)
connected income.

(5) Deemed sale of insurance compang)
target affiliate electing under section
953(d). (2)

(6) Deemed sale of DISC target affiliate(3)

(7) Anti-stuffing rule.

(8)

Examples.

M
Scope. (i)
Determination of AGUB.
General rule. (iif)
Time and amount of AGUB. )
Original determination.
Redetermination of AGUB. «

Examples.

Scope.

Determination of hypothetical pur-
chase price.

Allocation of AGUB.

Liabilities taken into account in de-
termining amount realized on subse-
guent disposition.

Examples.

Grossed-up basis of recently purgj 3387 Allocation of redetermined

chased stock.
Basis of nonrecently purchased
stock; gain recognition election. (a)
No gain recognition election. (b)
Procedure for making gain recogni-
tion election. (c)
Effect of gain recognition election. (1)
In general.

Basis amount.

Losses not recognized. (2)
Stock subject to election.

Liabilities of new target. (i)
In general.

Time and amount of liabilities. (ii)

Interaction with deemed sale gain. (a)
Adjustments by the Internal Rev-
enue Service.

Examples.

(B)

§1.338-6 Allocation of ADSP and AGUB(C)
among target assets. 3)

Scope. (d)
In general. (1)
Fair market value.

In general. )
Transaction costs. e

Internal Revenue Service authority.

ADSP and AGUB among target assets.

Scope.

Allocation of redetermined ADSP
and AGUB.

Special rules for ADSP.

Increases or decreases in deeme
sale gain taxable notwithstanding
old target ceases to exist.
Procedure for transactions in which
section 338(h)(10) is not elected.
Deemed sale gain included in new
target’s return.

Carryovers and carrybacks.

Loss carryovers to new target tax-
able years.

Loss carrybacks to taxable years of
old target.

Credit carryovers and carrybacks.
Procedure for transactions in which
section 338(h)(10) is elected.
Special rules for AGUB.

Effect of disposition or depreciation
of acquisition date assets.

Section 38 property.

Examples.

General rule for allocating ADSP 81.338-8 Asset and stock consistency.

and AGUB.

Reduction in the amount of considfa)
eration for Class | assets. 1)
Other assets. 2
In general. ®3)
Class Il assets. 4)
Class lll assets.

Class IV assets. ()
Class V assets.

Class VI assets. (6)
Class VII assets. (b)

Other items designated by the Intert1)
nal Revenue Service. 2)
Certain limitations and other rules(C)
for allocation to an asset.

Allocation not to exceed fair market(1)
value. (2)
Allocation subject to other rules.
Special rule for allocating AGUB (3)
when purchasing corporation has
nonrecently purchased stock. (4)

Introduction.

Overview.

General application.

Extension of the general rules.
Application where certain dividends
are paid.

Application to foreign target affili-
ates.

Stock consistency.

Consistency for direct acquisitions.
General rule.

Section 338(h)(10) elections.

Gain from disposition reflected in
basis of target stock.

General rule.

Gain not reflected if section 338
election made for target.

Gain reflected by reason of distribu-
tions.

Controlled foreign corporations.



(5)

(d)
(1)
(2)

3)

(4)
(i)

(ii)
()
(1)
(2)
(f)

1)
(2)
(3)
(4)
(9)

(1)
()

3)
(4)
(h)

(1)
)

(i
(ii)

(i)
(iv)
3)

(4)
(i)
(ii)

(iii)
()
(i
()
(1)
()

3)
(i

(A)
(B)
(ii)

Gain recognized outside the consolifA)
dated group. (B)
Basis of acquired assets. (©)

Purchase by conduit. (i)
Purchase of conduit by corporation. (iii)
Purchase of conduit by conduit.

Carryover basis rule. (4) Conduit. (iv)

Exceptions to carryover basis rulg5) Existence of arrangement.

for certain assets. (6) Predecessor and successor. (5)

Exception to carryover basis rule fofi) Persons.

de minimisassets. (i) Assets.

Mitigation rule. (7) Examples. (6)

General rule. _ (i)

Time for transfer. §1.3_38—9 International aspects of (ii)

Examples. section 338. (A)

In general. (@) Scope. (B)

Direct gch|S|t|on§. . ..__(b) Application of section 338 to for- ©

Extens_lqn of consistency to indirect eign targets.

acqu|S|t|o_ns. (1) Ingeneral. ©)

Introduction. (2) Ownership of FT stock on the acqui-

Geqeral rule. . sition date. (E)

E)"’(‘;ﬁ olfechuwed assets. (3) Carryover FT stock. Ebg
p'es. . (i) Definition.

Extension of consistency if divi- (1)

dends qualifying for 100 percentg::i))
dividends received deduction are
paid. (iv)
General rule for direct acquisitions
from target. W)
Other direct acquisitions having
same effect.

Indirect acquisitions. (i)
Examples.

Consistency for target affiliates that
are controlled foreign corporations. (@)
In general.
Income or gain resulting from asse{c)
dispositions.

General rule. q
Basis of controlled foreign corpora—( )
tion stock. (€)
Operating rule.

Increase in asset or stock basis.

(f)

Stock issued by target affiliate that1 338-10 Filing of returns.

is a controlled foreign corporation.
Certain distributions.

General rule.

Basis of controlled foreign corpora-(1)
tion stock. (2)
Increase in asset or stock basis.

(@)

Examples.

[Reserved] (1)

Anti-avoidance rules. (i)
Extension of consistency rules. (i)

Qualified stock purchase and 12-
month acquisition period. (iv)
Acquisitions by conduits.

Asset ownership.

General rule. )
Application of carryover basis rule. (4)
Stock acquisitions. (1)

Carryover of earnings and profits.
Cap on carryover of earnings ancis)
profits.

Post-acquisition date distribution of
old FT earnings and profits. i
Old FT earnings and profits unaf-(ii)
fected by post-acquisition date
deficits. (&)
Character of FT stock as carryover

Gain and loss offsets.

Procedure for filing a combined re-
turn.

Consequences of filing a combined
return.

Deemed sale excluded from pur-
chasing corporation’s consolidated
return.

Due date for old target’s final return.
General rule.

Application of §1.1502—76(c).

In general.

Deemed extension.

Erroneous filing of deemed sale re-
turn.

Erroneous filing of return for regu-
lar tax year.

Last date for payment of tax.
Examples.

Waiver.

Certain additions to tax.

Notification.

Elections or other actions required
to be specified on a timely filed re-
turn.

In general.

New target in purchasing corpora-
tion’s consolidated return.
Examples.

FT stock eliminated upon disposi-§1.338(h)(10)-1 Deemed asset sale and

tion. liquidation.

Passive foreign investment com-

pany stock. (@) Scope.

Dividend treatment under section(b) Defmmpns.
1248(e). (1) Consolidated target.

Allocation of foreign taxes. (g)
Operation of section 338(h)(16).( )

[Reserved] Eg;
Examples. ()
(€)

1
Returns including tax liability from Ezg
deemed asset sale.
In general. (3)
Old target's final taxable year other-(4)
wise included in consolidated return(d)
of selling group.
General rule. (1)
Separate taxable year. (2)
Carryover and carryback of tax at-(3)
tributes. 0]
Old target is a component membegii)
of purchasing corporation’s con-(4)
trolled group.
Old target is an S corporation.
Combined deemed sale return.
General rule.

(i)

Selling consolidated group.

Selling affiliate; affiliated target.

S corporation target

S corporation shareholders.
Liquidation.

Section 338(h)(10) election.

In general.

Simultaneous joint election require-
ment.

Irrevocability.

Effect of invalid election.

Certain consequences of section
338(h)(10) election.

P.

New T.

Old T—deemed sale.

In general.

Tiered targets.

Old T and selling consolidated
group, selling affiliate, or S corpora-
tion shareholders—deemed liquida-
tion; tax characterization.

In general.



(ii) Tiered targets. ties. (Such transaction is, without regarthted to old target for purposes of subtitle
(5) Selling consolidated group, sellingto its characterization for Federal incomé\ of the Internal Revenue Code. Thus—
affiliate, or S corporation sharehold-tax purposes, referred to as the deemed(i) New target is not considered related

ers. asset sale and the income tax consé& old target for purposes of section 168
(i) Ingeneral. guences thereof as the deemed sale gaiar)d may make new elections under sec
(i) Basis and holding period of T stocklf a section 338(h)(10) election is madetion 168 without taking into account the
not acquired. old target is also deemed to liquidate folelections made by old target; and
(iif) T stock sale. lowing the deemed asset sale. (i) New target may adopt, without ob-

(6) Nonselling minority shareholders (2) Application of other rules of law. taining prior approval from the Commis-
other than nonselling S corporatiorOther rules of law apply to determine thesioner, any taxable year that meets the re

shareholders. tax consequences to the parties as if theyuirements of section 441 and any
(i) Ingeneral. had actually engaged in the transactionsethod of accounting that meets the re-
(ii) T stock sale. deemed to occur under section 338 amguirements of section 446. Notwithstand-
(iif) T stock not acquired. the regulations hereunder except to thiag §1.441-1T(b)(2), a new target may
(7) Consolidated return of selling con-extent otherwise provided in the regulaadopt a taxable year on or before the las

solidated group. tions hereunder. See also §1.338-6(c)(2)ay for making the election under section
(8) Availability of the section 453 in- Other rules of law may characterize th&38 by filing its first return for the desired

stallment method. transaction as something other than or iraxable year on or before that date.
(i) Indeemed asset sale. addition to a sale and purchase of assets;(2) Exceptions for subtitle ANew tar-
(i) In deemed liquidation. however, it must be a taxable transactioiget and old target are treated as the sam
(9) Treatment consistent with an actuaFor example, if target is an insuranceorporation for purposes of—

asset sale. company for which a section 338 election (i) The rules applicable to employee
(e) Examples. is made, the deemed asset sale would benefit plans (including those plans de-
(H) Inapplicability of provisions. characterized and taxed as an assumpticstribed in sections 79, 104, 105, 106, 125
(g) Required information. reinsurance transaction under applicabl&27, 129, 132, 137, and 220), qualified

Federal income tax law. See §1.817-4(dpension, profit-sharing, stock bonus and
(3) Overview. Definitions and special annuity plans (sections 401(a) and
nomenclature and rules for making thé03(a)), simplified employee pensions
section 338 election are provided in(section 408(k)), tax qualified stock op-
§1.338-2. Qualification for the sectiontion plans (sections 422 and 423), welfare
(a) In general—(1) Deemed transac- 338 election is addressed in §1.338-%enefit funds (sections 419, 419A,
tion. Elections are available under secThe amount for which old target is treate®12(a)(3), and 4976), voluntary employee
tion 338 when a purchasing corporatiomas selling all of its assets (the aggregateenefit associations (section 501(c)(9)
acquires the stock of another corporatiodeemed sale price, or ADSP) is addresseahd the regulations thereunder);
(the target) in a qualified stock purchasen 81.338—-4. The amount for which new (ii) Sections 1311 through 1314 (relat-
One type of election, under sectiorarget is deemed to have purchased all iisg to the mitigation of the effect of limi-
338(Q), is available to the purchasing corassets (the adjusted grossed-up basis, tations) if a section 338(h)(10) election is
poration. Another type of election, undeAGUB) is addressed in §1.338-5. Secnot made for target;
section 338(h)(10), is, in more limited cir-tion 1.338—6 addresses allocation both of (iii) Section 108(e)(5) (relating to the
cumstances, available jointly to the purADSP among the assets old target igeduction of purchase money debt);
chasing corporation and the sellers of thdeemed to have sold and of AGUB among (iv) Section 45A (relating to the Indian
stock. (Rules concerning eligibility forthe assets new target is deemed to ha#Employment Credit), section 51 (relating
these elections are contained in 88 1.33&urchased. Section 1.338-7 addresses &i-the Work Opportunity Credit), section
2, 1.338-3, and 1.338(h)(10)-1.) Aldocation of ADSP or AGUB when those51A (relating to the Welfare to Work
though target is a single corporation undeamounts change after the close of new taGredit), and section 1396 (relating to the
corporate law, if a section 338 election iget's first taxable year. Asset and stocEmpowerment Zone Act);
made, then two separate corporations, oltbnsistency are addressed in §1.338-8.(v) Sections 401(h) and 420 (relating to
target and new target, generally are connternational aspects of section 338 armedical benefits for retirees);
sidered to exist for purposes of subtitle Aovered in 81.338-9. Rules for the filing (vi) Section 414 (relating to definitions
of the Internal Revenue Code. Old targeif returns are provided in 81.338-10. Eliand special rules); and
is treated as transferring all of its assets @ibility for and treatment of section (vii) Any other provision designated in
an unrelated person in exchange for cor338(h)(10) elections is addressed ihe Internal Revenue Bulletin by the Inter-
sideration that includes the assumption 0§1.338(h)(10)-1. nal Revenue Service. See §601.601(d):
or taking subject to, liabilities, and new (b) Treatment of target under other pro-(2)(ii) of this chapter (relating to the Inter-
target is treated as acquiring all of its assisions of the Internal Revenue Ced@) nal Revenue Bulletin). See §1.1001-
sets from an unrelated person in exchanggeneral rule for subtitle A.Except as 3(e)(4)(F) providing that an election under
for consideration that includes the asprovided in this section, new target issection 338 does not result in the substitu:
sumption of or taking subject to liabili- treated as a new corporation that is unréion of a new obligor on target’s debt.

§1.338(i)—1 Effective dates.

81.338-1 General principles; status of
old target and new target.



(3) General rule for other provisions oftarget is a member or owned by new ta81.338—-2 Nomenclature and definitions;
the Internal Revenue CodeExcept as get but held or used to more than an irmmechanics of the section 338 election.
provided in the regulations under sectiosignificant extent in connection with an . , )

338 or in the Internal Revenue Bulletin byactivity conducted, directly or indirectly, (&) SCOPe.This section prescribes rules
the Internal Revenue Service (seey another member of the affiliated grouﬁe""mng to elections under section 338.
§601.601(d)(2)(ii) of this chapter), newof which new target is a member in com- (0) N_omenclature.For purposes of the
target is treated as a continuation of olBination with other property acquired, di-"é9ulations under section 338 (except a:
target for purposes other than subtitle A ofectly or indirectly, from the transferor ofotherwise provided).

the Internal Revenue Code. For exanthe property (or a member of the same af- (1) T is a domestic target corporation

ple— filiated group) to old target. For pur_.that has only one class of stock outstand

(i) New target is liable for old target's poses of this paragraph (c)(1), an intereft9- Old T refers to T for pe,r|ods ending
Federal income tax liabilities, includingin an entity is considered held or used ig" ©F Pefore the close of T's acquisition
the tax liability for the deemed sale gaiconnection with an activity if property of 216 New T refers to T for subsequent
and those tax liabilities of the other memthe entity is so held or used. The authof€0dS: . :
bers of any consolidated group that injty under this paragraph (c)(L) includes (2) P S the purchasing corporation.
cluded old target that are attributable tghe making of any necessary correlative (3) The P groupis an affiliated group of

taxable years in which those corporationggjustments. which P is a member. _
and old target joined in the same consoli- (2) Examples.The following examples . ) Ela P2, etc.,bare d?T]eS;'C corpora:
dated return (see §1.1502-6(a)); illustrate this paragraph (c): tions that are members of the P group.

(i) Wages earned by the employees of (5) T1, T2, etc., are domestic corpora-

old target are considered wages earned byExample 1. Prior to a qualified stock purchasetions that are target affiliates of T. These
such employees from new target for pw;_lnder section 338, target transfers one of its assetsggrporations (T1, T2, etc.) have only one

. a related party. The purchasing corporation theEIaSS of stock outstanding and mav alsc
poses of sections 3101 and 3111 (FEderﬂ[rchases the target stock and also purchases the 9 y

Insurance Contributions Act) and sectiofansferred asset from the related party. After it € targer' . )

3301 (Federal Unemployment Tax Act)purchase of target, the purchasing corporation and (6) S is a domestic corporation (unre-

and target are members of the same affiliated group. kated to P and B) that owns T prior to the
(iii) old target and new target must uségction 338 election is made. pnder an arrangemepurchase of T by P. (S is referred to in

the same employer identification numberW|th the purchaser, target continues to use the sep@ases in which it is appropriate to con-

. rately transferred asset to more than an insignificant. .
(c) Anti-abuse rule—=(1) In general. eytent in connection with its own activities. Apply-glder the effects of having all of the out

For purposes of applying the residuahg the anti-abuse rule of this paragraph (c), thétanding stock of T owned by a domestic
method of §§1.338-0 through 1.338—10ommissioner may consider target to own the tran€0rporation.)

1.338(h)(10)-1, and 1.338(i)-1, the Com.terred ass.et for purposes of applying section 338 and (7) A, a U.S. citizen or resident, is an
missioner is authorized to treat any prog® E”Ocat'lonzrufs' - L the stock of 71 diVidual (unrelated to P and B) who
oty (nccing Cas) Tansiend by oty Sl 143 1) e 65k T u T prir 10 th purchase of T by
target in connection with the transactiongonnection with its own activities. P, a purchasingA IS r_eferred toin casesin which it is ap-
resulting in the application of the residuatorporation, wishes to buy the T-T1 chain of corpoPropriate to consider the effects of having
method as, nonetheless, property of targetions. P, in connection with its planned purchasall of the outstanding stock of T owned by
at the close of the acquisition date if tha&f the T stock, contracts to consummate a purchaggn individual who is a U.S. citizen or resi-

s f all the stock of T1 on March 1 and of all the stoclﬁ ; ;
ent. Ownership of T by Aand ownershi
property so transferred, within 24 monthg(;f T on March 2. Section 338 elections are there- P y P

after the deemed asset sale, is owned Qﬁ(er made for both T and T1. Immediately after thé)f T by S are mutually exclusive circum-
new target, or is owned, directly or indi-purchases, P, T and T1 are members of the same §f2NCeS.)

rectly, by a member of the affiliated groupiliated group. T continues to lease the intellectual (8) B, a U.S. citizen or resident, is an
of which new target is a member and corfroperty from T1 and to use the property to mor¢gndividual (unrelated to T, S, and A) who
tinues after the election to be held or usetaan an insignificant extent in connection with itsOWﬂS the stock of P.

L ._own activities. Thus, an asset of T, the T1 stock, : :
to more than an insignificant extent "Myas removed from T ‘s own assets prior to the quali- (9) F, used as a prefix with the other

connection with one or more of the activifieq stock purchase of the T stock, T1's own assef€'MS in this paragraph (b), connotes for-
ties of new target. The Commissioner igre used after the deemed asset sale in connect®ign, rather than domestic, status. Fol
authorized to treat any property (includwith T's own activities, and the T1 stock is after theexample, FT is a foreign corporation (as
ing cash) transferred to old target in condéemed asset sale owned by P, a member of thfined in section 7701(a)(5)) and FA is
nection with the transactions resulting irga™e affiiated group of which Tis a member. Ay ingividual other than a U.S. citizen or
the application of the residual method a%'y'”g the ant-abuse rule of this paragraph (c). th?esident.
ommissioner may, for purposes of application o

nonetheless, not being property of targ&kction 338 both to T and to T1, consider P to have (10) CFC, used as a prefix with the
at the close of the acquisition date if théought only the stock of T, with T at the time of theother terms in this paragraph (b) referring
property so transferred by the transfergtualified stock purchases of both T and T1 (th¢o a corporation, connotes a controlled
is, within 24 months after the deeme((i‘guz'r'::g :;?g':ggrecrh::c‘iigigg g‘z‘;‘g,;”gg::s‘; gmhi?oreign corporation (as defined in section
asset salg, not ow.nec'j by new target byt ™ 1 . commissioner would accordingly apply@%l taklng mFo ac_c_ount _sectlon 953(c)).
owned, directly or indirectly, by a mem-gection 338 first at the T level and then at the TA corporation identified with the prefix F

ber of the affiliated group of which newievel. may be a controlled foreign corporation.



The prefix CFC is used when the corporaelection under section 953(d) or 1504(djeturn that includes target for the taxable
tion’s status as a controlled foreign corpoapplies); and period in which the acquisition date oc-
ration is significant. (ii) That is not a DISC, a corporationcurs. However, a selling group is not an
(c) Definitions. For purposes of the described in section 1248(e), or a corpaaffiliated group of which target is the
regulations under section 338 (except aation to which an election under sectiomommon parent on the acquisition date.

otherwise provided): 936 applies. (17) Target; old target; new target. Tar-
(1) Acquisition date.The termacquisi- (10) OlId target’s final return. Old tar- getis the target corporation as defined in

tion datehas the same meaning as in seget's final returnis the income tax return section 338(d)(2) Old targetrefers to tar-

tion 338(h)(2). of old target for the taxable year ending aget for periods ending on or before the

(2) Acquisition date assets. Acquisitiorthe close of the acquisition date that inelose of target’s acquisition datBlew tar-
date assetare the assets of the target heldludes the deemed sale gain. If the disafietrefers to target for subsequent periods.
at the beginning of the day after the acqufiliation rule of §1.338-10(a)(2)(i) applies (18) Target affiliate. The termtarget
sition date (other than assets that were not if target is an S corporation, target'sffiliate has the same meaning as in sec
assets of old target). deemed sale return is considered old tation 338(h)(6) (applied without section

(3) Affiliated group. The termaffili- get’s final return. 338(h)(6)(B)(i)). Thus, a corporation de-
ated grouphas the same meaning as in (11)Purchasing corporationThe term scribed in section 338(h)(6)(B)(i) is con-
section 338(h)(5). Corporations are affilipurchasing corporatiorhas the same sidered a target affiliate for all purposes
ated on any day they are members of theeaning as in section 338(d)(1). The pumlf section 338. If a target affiliate is ac-
same affiliated group. chasing corporation may also be referrequired in a qualified stock purchase, it is

(4) Common parentThe termcommon to as purchaser. Unless otherwise pr@lso a target.
parenthas the same meaning as in sectiorided, any reference to the purchasing (19) 12-Month acquisition periodThe
1504. corporation is a reference to all member$2-month acquisition perio the period

(5) Consistency period.The consis- of the affiliated group of which the pur-described in section 338(h)(1), unless ex-
tency periodis the period described inchasing corporation is a member. Setended pursuant to §1.338-8(j)(2).
section 338(h)(4)(A) unless extended pursections 338(h)(5) and (8). Also, unless (d) Time and manner of making elec-
suant to §1.338-8(j)(1). otherwise provided, any reference to th&on. The purchasing corporation makes a

(6) Deemed asset saleThe deemed purchasing corporation is, with respect tgection 338 election for target by filing a
asset salas the transaction described ina deemed purchase of stock under sectistatement of section 338 election on Form
8§1.338-1(a)(1) that is deemed to occu338(a)(2), a reference to new target witB023 in accordance with the instructions
for purposes of subtitle A of the Internalrespect to its own deemed purchase ob the form. The section 338 election
Revenue Code if a section 338 election istock in another target. must be made not later than the 15th day
made. (12) Qualified stock purchaseThe of the 9th month beginning after the

(7) Deemed sale gain. Deemed saleerm qualified stock purchaskas the month in which the acquisition date oc-
gain refers to, in the aggregate, the Fedsame meaning as in section 338(d)(3). curs. A section 338 election is irrevoca-
eral income tax consequences (generally, (13) Related personsTwo persons are ble. See §1.338(h)(10)-1(c)(2) for sec-
the income, gain, deduction, and loss) aklated if stock in a corporation owned byion 338(h)(10) elections.
the deemed asset salBeemed sale gain one of the persons would be attributed (e) Special rules for foreign corpora-
also refers to the Federal income tax conmnder section 318(a) (other than sectiotions or DISCs—(1) Elections by certain
sequences of the transfer of a particul&818(a)(4)) to the other. foreign purchasing corporations (i)
asset in the deemed asset sale. (14) Section 338 electionA section General rule. A qualifying foreign pur-

(8) Deemed sale returnThe deemed 338 electionis an election to apply sec-chasing corporation is not required to file
sale returnis the return on which target'stion 338(a) to target. A section 338 eleca statement of section 338 election for a
deemed sale gain is reported that does natn is made by filing a statement of secqualifying foreign target before the earlier
include any other items of target. Targetion 338 election pursuant to 81.338-2(dpf 3 years after the acquisition date and
files a deemed sale return when a sectiorhe form on which this statement is filedhe 180th day after the close of the pur-
338 election (but not a section 338(h)(10is referred to in the regulations under seachasing corporation’s taxable year within
election) is filed for target and target is dion 338 as the Form 8023 Electionsvhich a triggering event occurs.
member of a selling group (defined inUnder Section 338 for Corporations Mak- (ii) Qualifying foreign purchasing cor-
paragraph (c)(16) of this section) that filegng Qualified Stock Purchases. poration. A purchasing corporation is a
a consolidated return for the period that (15) Section 338(h)(10) electionA qualifying foreign purchasing corpora-
includes the acquisition date or is an Section 338(h)(10) electiois an election tion only if, during the acquisition period
corporation. See §1.338-10. to apply section 338(h)(10) to target. Aof a qualifying foreign target, all the cor-

(9) Domestic corporation.A domestic section 338(h)(10) election is made byorations in the purchasing corporation’s
corporationis a corporation— making a joint election for target underaffiliated group are foreign corporations

(i) That is domestic within the meaning81.338(h)(10)-1. that are not subject to United States tax.
of section 7701(a)(4) or that is treated as (16) Selling group. The selling group (iii) Qualifying foreign target.A target
domestic for purposes of subtitle A of thas the affiliated group (as defined in secis aqualifying foreign targebnly if target
Internal Revenue Code (e.g., to which ation 1504) eligible to file a consolidatedand its target affiliates are foreign corpo-



rations that, during target’s acquisition pewith respect to the purchasing corporation (C) Contain the following declaration
riod, are not subject to United States taky each United States shareholder for th@r a substantially similar declaration):
(and will not become subject to Unitedpurchasing corporation’s taxable year thatHIS DOCUMENT SERVES AS NO-
States tax during such period because ofircludes the acquisition date (or, if paraTICE OF AN ELECTION UNDER SEC-
section 338 election). A target affiliate isgraph (e)(1)(i) of this section applies to thd|ON 338 FOR THE ABOVE CITED
taken into account for purposes of the preslection, for the purchasing corporation'OREIGN TARGET THE STOCK OF
ceding sentence only if, during target'taxable year within which it becomes aVHICH YOU EITHER HELD OR
12-month acquisition period, it is or be-controlled foreign corporation). The pro-SOLD UNDER THE CIRCUM-
comes a member of the affiliated groupisions of §1.964—1(c) (including 81.964-STANCES DESCRIBED IN TREA-
that includes the purchasing corporation.1(c)(7)) do not apply to an election mad&URY REGULATIONS SECTION
(iv) Triggering event. A triggering by the United States shareholders. 1.338-2(e)(4). FOR POSSIBLE
eventoccurs in the taxable year of the (4)Notice requirement for U.S. persongNITED STATES FEDERAL INCOME
qualifying foreign purchasing corporationholding stock in foreign market(i) Gen- TAX CONSEQUENCES UNDER SEC-
in which either that corporation or anyeral rule. If a target subject to a sectiony|oN 551, 951, 1248, OR 1293 OF THE
Corporation in its affiliated group be-338 election was a controlled foreign CONMNTERNAL REVENUE CODE OF 1986
comes subject to United States tax. poration, a passive foreign investment a1 Ay APPLY TO YOU, SEE
(v) Subject to United States tacor company, or a foreign personal holding-p A gURY REGULATIONS SECTION
purposes of this paragraph (e)(1), a focompany atany time during the portion oh 335 g4y yoy MAY BE REQUIRED
eign corporation is considered subject tS taxable year that ends on its acquisitiohl 5\ 1A CH THE INFORMATION AT-
United States tax— date, the purchasing corporation must deI:ACHED TO THIS NOTICE TO CER-
(A) For the taxable year for which thatliver written notice of the election (and AIN RETURNS.

corporation is required under §1.6012£0py of Form 8023, its attachments an (iv) Timing of notice. The notice re-
2(g) (other than §1.6012-2(g)(2)(i)-Instructions) to— v '

. . . uired by this paragraph (e) (4) must be

B)(2)) o file a United States income tax (A) Each U.S. person (other than &

ﬁet)lgrr)ﬁ or member of the affiliated group of whichdelivered to the U.S. person on or befc_)r_e
(B) ’For the period during which thatthe purchasing corporation is a membdhe later of the 120th day after the acquisi-

. . i ion date of the particular target or the day
corporation is a controlled foreign corpo{the Purchasing group member)) that, of . T .
P g b the acquisition date of the foreign targeton which Form 8023 is filed. The notice

ration, a passive foreign investment co olds stock in the foreign target; and is considered delivered on the date it is

any for which an election under sectio .
2292 is in effect, a foreign investment  (B) Each U.S. person (other than a puimailed to the proper address (or an ad
i chasing group member) that sells stock ifiress similar enough to complete deliv-

company, or a foreign corporation the . ) o .
; o : . the foreign target to a purchasing groupry), unless the date it is mailed cannot be
stock ownership of which is described |r¥ . . , ) :
section 552(a)(2) member during the foreign target’s 12+easonably determined. The date of mail-
TR month acquisition period. ing will be determined under the rules of
(2) Acquisition period.For purposes of . " h : . .

this paragraph (e), the term acquisition (u)_ Limitation. The notice requirement section 7502. For example, the date of
’ af this paragraph (e)(4) applies only wherenailing is the date of U.S. postmark or the

]Eertloéj me??ﬁ thfzpeno?hbeglnr_nqg on tht%e section 338 election for the foreign tarapplicable date recorded or marked by &
rst-day ot the Ls-month acquisttion pe'get affects income, gain, loss, deductiorjesignated delivery service.
riod and ending on the acquisition date.

(3) Statement of section 338 electio or credit of the U.S. person described in (v) Consequence of failure to comply.

. . aragraph (e)(4)(i) of this section undep statement of section 338 election is not
may be filed by United States shareholdggyiq, 551, 951, 1248, or 1293. valid if timely notice is not given to one

ers In certain cases.The United States i) Eorm of notice. The notice to U.S. or more U.S. persons described in this
shareholders (as defined in sectiopersons must be identified prominently a aragraph (e)(4). If the form of notice
951(b)) of a foreign purchasing corporay potice of section 338 election anc?ails to comply with all requirements of

tion that is a controlled foreign corporayst— : :
tion (as defined in section 957 (taking into (A) Contain the name, address, and en%r-:ls para}grapi% (le;)(4)r,] the SGC“OT 33fB
account section 953(c))) may file a statep|oyer identification number (if any) of, - ection Is valid, but the waiver rule o

ment of section 338 election on behalf 0ind the country (and, if relevant, the~->oc_L0(b)(1) does not apply.

the purchasing corporation if the purchasesser political subdivision) under the (V) G00d faith effort to comply.The
ing corporation is not required undefiaws of which is organized, the purchasPurchasing corporation will be considered
§1.6012-2(g) (other than §1.6012-2(g)ing corporation and the relevant target® Nave complied with this paragraph
(2)(i)(B)(2)) to file a United States in- (j.e., target the stock of which the particu(€)(4), €ven though it failed to provide no-
come tax return for its taxable year thaar U.S. person held or sold under the cifice or pro_wde _tlmel_y notice to each per-
includes the acquisition date. Form 8023umstances described in paragrap$n described in this paragraph (e)(4), if
must be filed as described in the form angk)(4)(i) of this section); the Commissioner determines that the
its instructions and also must be attached (B) Identify those corporations as thePurchasing corporation made a good faith
to the Form 5471 (information return withpurchasing corporation and the foreigffort to identify and provide timely no-
respect to a foreign corporation) filedtarget, respectively; and tice to those U.S. persons.



§1.338-3 Qualification for the section  stock purchase within the meaning of se®f Year 1, the date on which 3 of the 4 shares of T

338 election. tion 338(d)(3), immediately after the lasftock held by R on that date were first considered
acquisition in such series: and owned by P un_de_r section 318(a)(2)(C) (i.ex4

a) Scope. This section provides rules V) . .75). The remaining 9 shares of T stock purchasec

(@) P P (C) In the case of a series of transactions p from R on December 1 of Year 1, are deemed tc

on whether certain acquisitions of stoCkffected pursuant to an integrated plan tave been acquired by P on June 1 of Year 1, the

are qualified stock purchases and on othgfgnose of Target stock, immediately aftetate on which an additional 12 of the 20 shares of T

miscellaneous issues under section 338.the last transaction in such series. stock owned by R on that date were first considered
(b) Rules relating to qualified stock (iil) Cases where section 338(h)(3)(CfW”ed by P under section 318(a)(2)(C) (i.e., &0

urchases—(1) Purchasing corporation . . 75) —3). Because stock acquisitions by P sufficient
P . (1) T 9 b applies—acquisitions treated as PUltor a qualified stock purchase of T occur within a
requirement. An individual cannot make

*h chases. If section 338(h)(3)(C) applies 12-month period (i.e., 3 shares constructively on
a qualified stock purchase of target. Se%{nd the purchasing corporation is treatethnuary 1 of Year 1, 9 shares constructively on Jun
tion 338(d)(3) requires, as a condition of a4 acquiring stock by purchase from R of Year 1, and 70 shares actually on December 1 0
qua|ified stock purchase, that a corporas.olely for purposes of determining Wheﬁ'(ear 1), a qualified stock purchase is made on De-
i i . . . cember 1 of Year 1.

g?\/?d%l,;rlcfhoa:snfstr;e C'sct)(r)clgr(;{if::g(er:‘t.ev\llf 2;1 t'gt'he stock is conS|dered. acquwgd, target gyample 3. (i) On February 1 of Year 1, P ac-

: P stock acquired from R is considered tQuires 25 percent in value of the R stock from B (the
acquire target stock, new P can make fave been acquired by the purchasing cogele shareholder of P). That R stock is not acquirec
qualified stock purchase of target if new By, ation on the day on which the purchagdy purchase. See section 338(h)(3)(A)(ii). On that
is considered for tax purposes to purcha§ﬁg corporation is first considered to ow ate, R owns 4 of the 100 shares of T stock. On Junt
the target stock. Facts that may indicatﬁqat stock under section 318(a) (other th of Year 1, P purchases an additional 25 percent ir
that new P does not purchase the targgéction 318(a)(4)) ( ) ( afdue of the R stock, and on January 1 of Year 2, P

K includ . d purchases another 25 percent in value of the R stock
stock include new P merging downstream ;) gxamples. The following exam- On June 1 of Year 2, R acquires an additional 16

into target, liquidating, or otherwise diS-p|eS illustrate this paragraph (b)(3): shares of the T stock. On December 1 of Year 2, F
posing of the target stock following the purchases 68 shares of the T stock from an unrelate
purported qualified stock purchase. Example 1.(i) S is the parent of a group of cor- person and 12 of the 20 shares of the T stock held b

(2) Purchase—(i) Definition. The term porations that are engaged in various businessés.
purchase has the same mea.ning as in SPrior to January 1, Year 1, S decided to discontinue (ii) Of the 12 shares of the T stock purchased by

i & involvement in one line of business. To accomP from R on December 1 of Year 2, 2 of those shares
tion 338(h)(3). plish this, S forms a new corporation, Newco, with @re deemed to have been acquired by P on June 1 (
(if) Purchase of targetA purchase of a nominal amount of cash. Shortly thereafter, on Jar¥ear 1, the date on which 2 of the 4 shares of the T
share of target stock occurs so long a#ry 1, Year 1, S transfers all the stock of the sulstock held by R on thgt date were first_ considered
more than a nominal amount is paid f0§idiary conducting the unwanted business (Target) @wned by P under_secthn 3_18(a)(2)(C) (i.ex /).
such share Newco inkexchange for 100 shares of New:j:o ccc)jrﬁ;zr purpo'sefj o:) thl; att)mbutmnr,]the R stSock needfnot
! . mon stock. Prior to January 1, Year 1, S and Undebe acquire y y purchase. ee section
(iii) Purchase of target affiliateStock  \yriter (U) had entered into a binding agreement pu38(h)(1). (By contrast, the acquisition of the T
in a target affiliate acquired by new targetuant to which U would purchase 60 shares dtock by P from R does not qualify as a purchase un:
in the deemed asset sale of target’s assé¥gvco common stock from S and then sell thostess P has acquired at least 50 percent in value of th
s considered purchased if, under generdIes B B TEl o em 00O O e aiing 10 ahares af the T sock purchased by
L - . jary 6, Year 1, the closes. )
prlnC|pIes of tax law, new targetis CO'n.SId- y(ii) Newco’s acquisition of Target stock is one of P from R on December 1 of Year 2, 1 of those shares
ered to own stock of the target affiliate, series of transactions undertaken pursuant to oisedeemed to have been acquired by P on January
meeting the requirements of sectiommtegrated plan. The series of transactions ends wit Year 2, the date on which an additional 1 share of
1504(a)(2), notwithstanding that nothe closing of the IPO and the transfer of all théhe 4 shares of the T stock held by R on that date wa
amount may be allocated to target's stocghares of stock in accordance with the agreemenfsrst conside_red owned by P under _sgction
in the target affiliate Immediate:]y aftler the last transaction effe;:ted pur@l’J].S(a)(Z)f(i) (#e., (Alb: .75)h—2).d 'gheprfemau;ng 9D
o ’ suant to the plan, S owns 40 percent of Newcahares of the T stock purchased by P from R on De-
(3) Acquisitions of stock from relatedynich does not give rise to a relationship describedember 1 of Year 2, are deemed to have been ac
corporations—(i) In general. Stock ac- in section 338(h)(3)(A)(iii). See §1.338-3(b)-quired by P on June 1 of Year 2, the date on which ar
quired by a purchasing corporation from &3)(ii)(C). Accordingly, S and Newco are not relatedadditional 12 shares of the T stock held by R on that
related corporation (R) is generally nofor purposes of section 338(h)(3)(A)(iii). date were first considered owned by P under sectior
. . h S (iii) Further, because Newco's basis in the Targe318(a)(2)(C) (i.e., (20< .75) —3). Because a quali-
Consldered acquwegl“ by purchase. %?ock is not determined by reference to S’s basis iied stock purchase of T by P is made on Decembel
section 338(h)(3)(A)(iii). the Target stock and because the transaction is not awf Year 2, only if all 12 shares of the T stock pur-
(i) Time for testing relationshipFor exchange to which section 351, 354, 355, or 356 aphased by P from R on that date are considered ac
purposes of section 338(h)(3)(A)(iii), arlies, Newco's acquisition of the Target stock is ajuired during a 12-month period ending on that date
purchasing corporation is treated as rgurchase Within_the meaning of section 338(h)(3). (so that, in conjunction with the 68 shares of the T
lated to another person if the relationshi@h Exam7pSIe 2.(i) On Jarlluaryf 1hofF\{(ear 1k, Popur;‘stock P ggrc?_?_sefogn Lhat date from .th(; Emg%te(
. . X ases 75 percent in value of the R stock. On thperson, 80 of T's shares are acquired by P dur
specified in section 338(h)(3)(A)(iii) gate, R owns 4 of the 100 shares of T stock. On Juiteg a 12-month period) and because 2 of those 13
exists— 1 of Year 1, R acquires an additional 16 shares of Shares are considered to have been acquired by
(A) In the case of a single transactionstock. On December 1 of Year 1, P purchases #@ore than 12 months before December 1 of Year 2
immediately after the purchase of Targe*‘thares of T stock from an unrelated person and 12 @fe., on June 1 of Year 1), a qualified stock purchase
stock: the 20 shares of T stock held by R. is not made. (Under §1.338-8(j)(2), for purposes of
’ . .. (i) Of the 12 shares of T stock purchased by Rpplying the consistency rules, P is treated as mak
(B) In the case of a series of acquiSifom R on December 1 of Year 1, 3 of those shardag a qualified stock purchase of T if, pursuant to an
tions otherwise constituting a qualifiedare deemed to have been acquired by P on Januargrtangement, P purchases T stock satisfying the re



quirements of section 1504(a)(2) over a period ofnade on the first day on which the perthe 12-month period ending on that date satisfy the

more than 12 months.) centage ownership requirements of se@0-percent ownership requirements of section
Example 4 Assume the same facts agivample . " 38(d)(3) (i.e., 60/75 shares), determined by taking
3, except that on February 1 of Year 1, P acquires Ztéon 338(d)(3) are satisfied by reference tﬁ]to account the redemption of 25 shares.

percent in value of the R stock by purchase. The réarget stock that is both— ] Example 2. QSP on stock redemption date; re-
sult is the same as Example 3. (A) Held on that day by the purchasingiemption from unrelated person during 12-month
corporation; and period. The facts are the same asErample 1ex-

(4) Acquisition date for tiered targets (B) Purchased by the purchasing corpdept that P purchases 60 shares of T stock on Jant
(i) Stock sold in deemed asset sdlean ration during the 12-month period endinggry 1 of Year 1 .gnd none on December 1 of Year 1.
election under section 338 is made for tabn that day makes a qualified stpck purchase of Ton .July 1 of

. A : Year 1, because that is the first day on which the T
get, old target is deemed to sell target_s (i) Redemptions from persons unrestock purchased by P within the preceding 12-month
assets and new target is deemed to acqujged to the purchasing corporatiorfar- period satisfies the 80-percent ownership require-
new target's deemed purchase of stock ‘P&ted to the purchasing corporation tharf\ined by taking into account the redemption of 25

S

ion i . - hares.
another corporation is a purchase for pusccur during the 12-month acquisition pe- Example 3. Redemption from purchasing corpo-

poses of section 338(d)(3) on the acquistiod are taken into account as reductiongtion not taken into accountOn December 15 of
tion date of target. If new target's deemes, target's outstanding stock for purposesear 1, T redeems 30 percent of its stock from P.
purchase causes a qua.“ﬁed stock pub-f determining whether target stock pur:rhe redeemed stock was held by P for several year

chase of the other corporation and if Rhased by the purchasing corporation iﬁnd constituted P’s total interest in T. On December

; ; ; e . . .. 1 of Year 2, P purchases the remaining T stock from
section 338 election is made for the othghe 12-month acquisition period Sat|3fle§l\. P does notpmake a qualified stockg[’Jurchase of T

corporation, the gcqwsmon date for tthe percentage ownership requirements gf pecember 1 of Year 2. For purposes of the 80-
other corporation is the same as the acqWection 338(d)(3). percent ownership requirements of section
sition date of target. However, the (i) Redemptions from the purchasing38(d)(3). the redemption of P's T stock on Decem-
deemed sale and purchase of the Oth%rporation or related persons during 12-2¢" 15 of Year 1 is not taken into account as a reduc

corporation’s assets is considered to ta it : tion in T's outstanding stock.
P HRonth acquisition perioe-(A) General Example 4. Redemption from related person

place after the deemed sale and purchag@e. For purposes of the percentag@ken into accountOn January 1 of Year 1, P pur-

of tiirget’s assets. . ownership requirements of sectiorthases 60 of the 100 shares of X stock. On that date
(if) Examples.The following examples 338(d)(3), a redemption of target stock owns 40 of the 100 shares of T stock. On April 1
illustrate this paragraph (b)(4): during the 12-month acquisition period?’ Year 1. Tredeems X's T stock and P purchases the

. . remaining 60 shares of T stock from an unrelated
Example 1.A owns all of the T stock. T owns 50 from the purchasmg corporation O,r 1Erorr‘berson. For purposes of the 80-percent ownershiy
of the 100 shares of X stock. The other 50 shares 81y Person related to the purchasing Cofsquirements of section 338(d)(3), the redemption of
X stock are owned by corporation Y, which is unreporation is not taken into account as a rehke T stock from X (a person related to P) is taken
lated to A, T, or P. On January 1 of Year 1, P makes@uction in target’s outstanding stock. into account as a reduction in T's outstanding stock.
qualified stock purchase of T from A and makes a (B) Exception for certain redemptions'f P had purchased the 40 redeemed shares from )
section 338 election for T. On December 1 of Year . . on April 1 of Year 1, all 40 of the shares would have
P purchases the 50 shares of X stock held by Y. om related corpo_ranonsA redempt|on been considered purchased (because of sectio
qualified stock purchase of X is made on December@f target stock during the 12-month acquizagh)(3)(c)(i)) during the 12-month period ending
of Year 1, because the deemed purchase of 50 shagéion period from a corporation related tan April 1 of Year 1 (24 of the 40 shares would have
of X stock by new T because of the section 338 ele¢the purchasing corporation is taken intdeen considered purchased by P on January 1 c
tion for T and the actual purchase of 50 shares of éccount as a reduction in target’s outYearl and the remaining 16 shares would have bee!
stock. by P are 'treated as purchases made by one Cgfénding stock to the extent that the r considered purchased by' P on April 1 of Ygar 1).
poration. Section 338(h)(8). For purposes of deter- . See paragraph (b)(3) of this section. Accordingly, P
mining whether those purchases occur within a 1ﬂeemed stock would have been Cons'ﬁiakes a qualified stock purchase of T on April 1 of
month acquisition period as required by sectiogred purchased by the purchasingear 1, because the 60 shares of T stock purchase
338(d)(3), T is deemed to purchase its X stock on Tgorporation (because of section 338(h)y P on that date satisfy the 80-percent ownershig
acquisition date, i.e., January 1 of Year 1. (3)(C)) during the 12-month acquisitionrequirements of section 338(d)(3) (i.e., 60/60

E-x.ample 2.0n January 1 of Year 1, P makes_j%eriod if the redeemed stock had been aghares_,), determined by taking into account the re-
qualified stock purchase of T and makes a secti . . . demption of 40 shares.
338 election for T. On that day, T sells all of theql*“red by the purchasing corporation

stock of T1 to A. Although T held all of the T1 stockfrom the related corporation on the day of (c) Effect of post-acquisition events on
on T's acquisition date, T is not considered to havthe redemption. See paragraph (b)(3) @fligibility for section 338 election-(1)
purchased the T1 stock because of the section 3g§js section. Post-acquisition elimination of targe(i)

election for T. In order for T to be treated as pur- : . _ . .
chasing the T1 stock, T must hold the T1 stock when (IV) Examples. The foIIowmg exam- The purChasmg corporation may make ar

T's deemed asset sale occurs. The deemed asset SIS illustrate this paragraph (b)(5): election under section 338 for target ever

is considered the last transaction of old T at the close . though target is liquidated on or after the
of T's acquisition date. Accordingly, the T1 stock Example 1. QSP on stock purchase date; re- isiti iaui

twall (;1 d fb. Tonth gy, 1 ition dat .demption from unrelated person during 12_m0m|{:’tCQUISItI0-ﬂ_qate. If target I_'qu_'dat_es qn
actually cisposed of by 1 on the acquisition date 13,4 A owns all 100 shares of T stock. On Januthe acquisition date, the liquidation is
not included in the deemed asset sale. Thus, T dogrs 1 of Year 1, P purchases 40 shares of the T stogonsid dt the followi d
not make a qualified stock purchase of T1. y > P nsicered to occur on the following day

from A. On July 1 of Year 1, T redeems 25 shareand immediately after new target’s
. . from A. On December 1 of Year 1, P purchases 2 |
(5) Effect of redemp_tlons(l) G(_eneral shares of the T stock from A. P makes a qualifie eemed pur(_:hase of assets. The purcha
rule. Except as provided in this para-ck purchase of T on December 1 of Year 1, bdNJ COrporation may also make an elec-

graph (b)(5), a qualified stock purchase igause the 60 shares of T stock purchased by P withifton under section 338 for target even



though target is merged into another cor- (ii) Continuity of interest.By virtue of (iii) Treatment of Tand XJnder section 361(a),
poration, or otherwise disposed of by theection 338, in determining whether thd recognizes no gain or ,'OS; in the merger. U_”dir
purchasing corporation provided thatcontinuity of interest requirement ofSection 362(b), X's basis in the assets received in th

. . s erger is the same as the basis of the assets in T
under the facts and circumstances, th&1.368—1(b) is satisfied on the transfer qrfands_ X succeeds to and takes into account th

purchasing corporation is considered foassets from target to the transferee, th@ms of T as provided in section 381.
tax purposes as the purchaser of the targairchasing corporation’s target stock ac- (iv) Treatment of PBy virtue of section 338, the
stock. quired in the qualified stock purchase reptansfer of T assets to X is a reorganization. Pur-

(i) The following examples illustrate resents an interest on the part of a persgHf"t t© that reorganization, P exchanges its T stocl
this paragraph (c)(1): who was an owner of the target’s business, ely for stock of X, a party to the reorganization.
p grap ’ 9 Pecause Pis the purchasing corporation, section 35

enterprise prior to the transfer that can bgpiies to P's exchange of T stock for X stock in the

Example 1 On January 1 of Year 1, P purchases . . o . ; )
100 percent of the outstanding common stock of 1cont|nued na reorganlzatlon. merger of T into X. Thus, P recognizes no gain or

On June 1 of Year 1, P sells the T stock to an unre- (i) Control requirement.By virtue of loss on the exchange. Under section 358, P's basi
lated person. Assuming that P is considered for tegection 338, the acquisition of target stock the X stock re’ce|ved in the exchange is the sam
purposes as the purchaser of the T stock, P remaifs the qualified stock purchase will notas the basis of P's T stock exchanged therefor.

eligible, after June 1 of Year 1, to make a section 3 - - (v) Treatment of K. Because K is not the pur-
9 @{event the purchasing corporation froMpasing corporation (or an affiliate thereof), section

election for T that results in a deemed asset sale .
T's assets on January 1 of Year 1, qualifying as a shareholder of the targeds4 cannot apply to K's exchange of T stock for X

Example 2.0n January 1 of Year 1, P makes aIransferor for the purpose of determiningtock in the merger of T into X unless the transfer of
qualified stock purchase of T. On that date, T ownwhether, immediately after the transfer of S assets is pursuant to a reorganization as deter
the stock of T1. On March 1 of Year 1, T sells thQarget assets, a shareholder of the tranrgl_necj Wlt_hOl_'lt regard to §1'338__3(C)(3)' Unde_r
T1 stock to an unrelated person. On April 1 of Ye i . general principles of tax law applicable to reorgani-
1, P makes a section 338 election for T. Notwitﬁeror is in control of the corporation tozations, the continuity of interest requirement is not

standing that the T1 stock was sold on March 1 Jwhich the assets are transferred within thgtisfied because P’s stock purchase and the merge

Year 1, the section 338 election for T on April 1 ofmeaning of section 368(a)(1)(D). of Tinto X are pursuant to an integrated transaction
Year 1 results in a qualified stock purchase by T of (iv) Example. The following example in which A, the owner of 85 percent of the stock of
T1 on January 1 of Year 1. See paragraph (b)@)()ustrates this paragraph (c)(3): T, received solely cash in exchange for A's T stock.
of this section. See, e.g.Yoc Heating v. Commissioné T.C. 168

Example(i) Facts. P, T, and X are domestic cor- (1973);Kass v. Commissiones0 T.C. 218 (1973),
(2) Post-acquisition elimination of the porations. T and X each operate a trade or businegéf'd, 491 F.2d 749 (3d Cir. 1974). Thus, the requi-
purchasing corporation.An election Aand K, individuals unrelated to P, own 85 and 15ite continuity of interest under §1-368—1,(b) is lack-
under section 338 may be made for targ@grcent, respectively, of the stock of T. P owns all dng and section 354 does not apply to K's exchange
he stock of X. The total adjusted basis of T’s propof T stock for X stock. K recognizes gain or loss, if

after the acquisition of assets of the pu'I(-:Trty exceeds the sum of T’s liabilities plus theany, pursuant to section 1001(c) with respect to its T

chasing corporation by another corporasyount of liabilities to which T's property is subject.Stock.

tion in a transaction described in sectiop purchases all of A's T stock for cash in a qualified )
381(a), provided that the purchasing corstock purchase. P does not make an election und@B1.338-4 and 1.338-5 [Redesignated
poration is considered for tax purposes &§ction 338(g) with respect to its acquisition of Tas 8§81.338-8 and 1.338-9]

tock. Shortly after the acquisition date, and as part
the purchaser of the target stock. The a§f the same plan, T merges under applicable state Par. 3. Sections 1.338—4 and 1.338-F

quiring gorporatlon in the sectlo_n 381(a)aw into X in a transaction that, but for the questioryre redesignated as §81.338-8 an
transaction may make an election undejt continuity of interest, satisfies all the require-

section 338 for target. ments of section 368(a)(1)(A). In the merger, all 011'338_9’ respectively.
(3) Consequences of post-acquisitiorT'S assets are transferred to X. P and K receive X Par. 4. New 881.338-4 and 1.338-5
elimination of target—(i) Scope. The stock in exchange for their T stock. P intends to rearé added to read as follows:

. tain the stock of X indefinitely. )
rules of this paragraph (c)(3) apply to the (iiy Status of transfer as a reorganizatioky ~$1.338—4 Aggregate deemed sale price;

transfer of target assets to the purchasiRgtue of section 338, for the purpose of determininarious aspects of taxation of the deemed
corporation (or another member of thevhether the continuity of interest requirement osset sale.

same affiliated group as the purchasin§1-368—1(b) is satisfied, P's T stock acquired in the

corporation) (the transferee) following a_quallfled stock purchase represents an interest on the (a) Scope. This section provides rules

. part of a person who was an owner of T’s busine ; ;
qua“fled stock purchase of target stock, i nterprise prior to the transfer that can be continuj:(?inder section 338(a)(1) to determine the

the purchasing corporation does not makg a reorganization through P's continuing owner&d9regate deemed sale price (ADSP) fo
a section 338 election for target. Notship of X. Thus, the continuity of interest require-target. ADSP is the amount for which old
withstanding the rules of this paragraph‘pen.t is §atisfieq apd the merger ofTinto Xis afeort—arget is deemed to have sold all of its as:
(c)(3), section 354(a) (and so much oggg(';)”(‘i')?:) W'\'/fgr'govt:reb)’/“;m;”gf ggct;icgggsets in the deemed asset sale. ADSPis a
section 356 as relates to section 354) Cafily requirement of section 368(a)(1)(D) that a targf:g)cated among target’s assets in accor
not apply to any person other than thenareholder control the transferee immediately afdance with §1.338—6 to determine the
purchasing corporation or another memthe transfer is satisfied because P controls X imm@mount for which each asset is deemed t
ber of the same affiliated group as thdiately after the transfer. In addition, all of T's ashave been sold. When an increase or de
purchasing corporation unless the transf(?eﬁézi\ireetr:reaislfgcekdet;cﬁa'r’]‘g:‘;thmeerregfg ;”su':sigg C(':<rease with respect to an element of
of t_arget assets is pursur_mt to a reorganz, . plan of reorganization. Thus, the merger of 1/SDSP is required, under general princi-
zation as determined without regard tey x is also a reorganization within the meaning oPI€S Of tax law, after the close of new tar-

this paragraph (c)(3). section 368(a)(1)(D). get’s first taxable year, redetermined



ADSP is allocated among target's asse®DSP among target’s assets undequtstanding T stock from S1 for $500, 20 percent of
in accordance with §1.338-7. This sec§1.338-7. the outstanding T stock from S2 for $225, and 20

. . . . percent of the outstanding T stock from S3 for $275.
tion also provides rules regarding the (iii) Example.The following example On that date, the fair market value of all the T voting

recognition of gain or loss on the deemeillustrates this paragraph (b)(2): common stock is $1,250 and the preferred stock
sale of target affiliate stock. Notwith- $750. S1, S2, and S3 respectively incur $40, $35

standing section 338(h)(6)(B)(ii), stock Example.In Year 1, T, a manufacturer, purchases, $25 of selling costs. S1 continues to own the re

= . | a customized delivery truck from X with purchase . 20 t of th tstanding T stock. Th
held by a target affiliate in a foreign cor-money indebtedness having a stated principal o2 <> PEICeM 07 fhe oulsranding @ S0ck. The

poration or in a corporation that is a DISGimount of $100,000. P acquires all of the stock of §10>5ed-uP amount realized on the sale to P of P

. . . . . . recently purchased T stock is calculated as follows:
or that is described in SeCt|0n_ 1248(e) '? Yefar §rf0£$700,0(_)r0hand m?kiﬁ.? secilr(])n ?28 e.lteﬁ“_he total amount realized (without regard to selling
not excluded from the operation of secton or I. Assume 1 has no flablities other than ., i o1 000 (500 + 225 + 275). The percentag

purchase money indebtedness to X. In Year 4, whe

tion 338. o Tis neither insolvent nor in a title 11 case, T and X T stock by value on the acquisition date qttnbu;—
(b) Determination of ADSP-(1) Gen- agree to reduce the amount of the purchase monaitl)le to the recently purchased T stock is 50%

eral rule. ADSP is the sum of— indebtedness to $80,000. Assume further that the §-’OOO/(1’250 * 750)). The selling costs are $10.O
. . . . . 40 + 35 + 25). The grossed-up amount realized i
(|) The grossed-up amount realized ogduction would be a purchase price reduction und 1,900 (1,000/.5 — 100).

the sale o the purchasing corporation JFEIeT KEXS. T X2 s ke
the purchasing corporatlon’§ recgntly pU.r\;vould not, under gelrj1eral principles Zf tax law that (d) L|ab|I|t|§s (.).f.OId targe—(1) In
chased target stock (as defined in sectiQfbuid apply if the deemed asset sale had actual§€Neral- The liabilities of old target are
338(b)(6)(A)); and occurred, change the amount of liabilities of old tarthe liabilities of target (and the liabilities
(ii) The liabilities of old target. get taken into account in determining its amount ret0 which target’s assets are subject) as c
(2) Time and amount of ADSP(i) aIize_d. Accordingly, A_DSP is not redetermined athe beginning of the day after the acquisi-
Original determination.ADSP is initially ?fa&me of the reduction. See §1.338-5(0)2)(ijy gate (other than liabilities that were
. e ple ¥or the effect on AGUB. . g L
determined at the beginning of the day neither liabilities of old target nor liabili-
after the acquisition date of target. Gen- (c) Grossed-up amount realized on thdies to which old target's assets were sub
eral principles of tax law apply in deter-sale to the purchasing corporation of thgect). In order to be taken into account in
mining the timing and amount of the elepurchasing corporation’s recently pur-ADSP, a liability must be a liability of
ments of ADSP. chased target stoek(1) Determination target that is properly taken into account
(i) Redetermination of ADSRDSPis of amount. The grossed-up amount realin amount realized under general princi-
redetermined at such time and in sucized on the sale to the purchasing corporgles of tax law that would apply if old tar-
amount as an increase or decrease wouidn of the purchasing corporation’s re-get had sold its assets to an unrelated pe
be required, under general principles ofently purchased target stock is ason for consideration that included that
tax law, for the elements of ADSP. Fommount equal to— person’s assumption of, or taking subject
example, ADSP is redetermined because (i) The amount realized on the sale t®o, the liability. Thus, ADSP takes into
of an increase or decrease in the amouttte purchasing corporation of the puraccount both tax credit recapture liability
realized for recently purchased stock ochasing corporation’s recently purchasedrising because of the deemed asset sa
because liabilities not originally takentarget stock determined as if old targeand the tax liability for the deemed sale
into account in determining ADSP arewere the selling shareholder and the irgain unless the tax liability is borne by
subsequently taken into account. An installment method were not available andome person other than the target. Fo
crease or decrease to one element détermined without regard to the sellinggexample, ADSP would not take into ac-
ADSP may cause an increase or decreasests taken into account in paragraphount the tax liability for the deemed sale
to the other element of ADSP. For examéc)(1)(iii) of this section; gain when a section 338(h)(10) election is
ple, if an increase in the amount realized (ii) Divided by the percentage of targetmade for a target S corporation becaus:
for recently purchased stock of target istock (by value, determined on the acquihe S corporation shareholders bear thz
taken into account after the acquisitiorsition date) attributable to that recenthfliability. However, if a target S corpora-
date, any increase in the tax liability ofpurchased target stock; tion is subject to a tax under section 1374
target for the deemed sale gain is also (iii) Less the selling costs incurred byor 1375, the liability for tax imposed by
taken into account when ADSP is redetetthe selling shareholders in connectiothose sections is a liability of target taken
mined. Increases or decreases with revith the sale to the purchasing corporanto account in ADSP (unless the S cor-
spect to the elements of ADSP that arddon of the purchasing corporation’s reporation shareholders expressly assum
taken into account before the close of newently purchased target stock that redudéat liability).
target’s first taxable year are taken inteheir amount realized on the sale of the (2) Time and amount of liabilitiesThe
account for purposes of determiningtock (e.g., brokerage commissions antime for taking into account liabilities of

ADSP and the deemed sale gain as if theany similar costs to sell the stock). old target in determining ADSP and the
had been taken into account at the begin- (2) Example. The following example amount of the liabilities taken into ac-
ning of the day after the acquisition dateillustrates this paragraph (c): count is determined as if old target had
Increases or decreases with respect to the sold its assets to an unrelated person fc

. Example.T has two classes of stock outstanding . . .
elements of ADSP that are taken n?to AGoting common stock and preferred stock not t‘,ﬂkeﬁon&dt,aratlon that_ included thg unrelgtec
count after the close of new target's firsiyo account for purposes of section 1504(a)(2). OR€rson’s assumption of or taking subject

taxable year result in the reallocation ofarch 1 of Year 1, P purchases 40 percent of tht0 the liabilities. For example, if no



amount of a target liability is properly (g) Examples.The following examples  ADSP = ($75,000/1) + $0 + .34 (ADSP —

taken into account in amount realized a#lustrate this section. For purposes of the $50,400)

of the beginning of the day after the acexamples in this paragraph (g), unless ADSP =$75,000 +.34ADSP — $17,136

quisition date, the liability is not initially otherwise stated, T is a calendar year tax- 66ADSP = $57,864

taken into account in determining ADSPpayer that files separate returns and that ADSP = $87,672.72

(although it may be taken into account abtas no loss, tax credit, or other carryovers (i) Because ADSP for T ($87,672.72) does not

some later date). As a further example, ao Year 1. Depreciation for Year 1 is nogxceed the fair market value of T's asset ($100,000)

increase or decrease in a liability that dogsken into account. T has no liabilities? €lass V asset, T's entire ADSP is allocated to that
) ] ] . ... asset. Thus, T has deemed sale gain of $37,272.7

not affe_ct the amount of_ old target’s ba_smother _than the Federal income tax I|ab|llt)(consisting of $29.600 of ordinary income and

deductions, or noncapital nondeductibleesulting from the deemed asset sale, agd 672.72 of capital gain).

items arising from the incurrence of the lithe T shareholders have no selling costs. (iv) The facts are the same as in paragraph (i) of

ability is not taken into account in redeterAssume that T's tax rate for any ordinaryhis Example 1, except that on July 1 of Year 1, P

mining ADSP. income or net capital gain resulting fronpurchases only 80 of the 100 shares of T stock for

$60,000. The grossed-up amount realized on the

(3) Interaction with deemed sale gainthe deemed sale of assets is 34 percenl. ., p of ps recently purchased T stock (G) is

Though deemed sale gain increases or dend that any capital loss is offset by capi7s 000 ($60,000/.8). Consequently, ADSP and
creases ADSP by creating or reducing &l gain. On July 1 of Year 1, P purchasegeemed sale gain are the same as in paragraphs (
tax liability, the amount of the tax liability all of the stock of T and makes a sectioand (iii) of this Example 1.

itself is a function of the size of the338 election for T. The examples are as, () The facts are the same as in paragraph (i) of

. . ] this Example 1, except that T also has goodwill (a
deemed sale gain. Thus, the determinésllows: Class VII asset) with an appraised value of $10,000.

tion of A[_)SP may require trial and error Example 1. One classi) On July 1 of Year 1, 1N results are the same as in paragraphs (i) an
computatlons._  T's only asset is an item of section 1245 propert)()") of this E_xample 1. Because ADSP does not ex-
(e) Calculation of deemed sale gainith an adjusted basis to T of $50,400, a recomputdtged the fair market value of the Class V asset, nc
Deemed sale gain on each asset is comesis of $80,000, and a fair market value o?md"“”_t is allocated “’I th‘)? Class VIl assets (goodwill
nd going concern value).
puted by reference to the ADSP allocate$00,000. P purchases all of the T stock fof :
to that asset $75,000, which also equals the amount realized for EX@mple 2. More than one clas) P purchases
) . . . the stock determined as if old target were the seIIin‘aII ofthe T St_OCk for $140,000, which al_so equal_s the
(f) Other rules apply in determining o i.ciqer amount realized for the stock determined as if old
ADSP. ADSP may not be applied in such iy Apsp is determined as follows (In the fol- 2r9€t were the selling shareholder. On July 1 of

a way as to contravene other applicablewing formula, G is the grossed-up amount realized®&" - T has liabilities (not including the tax liabil-
rules. For example, a capital loss cannet the sale to P of P's recently purchased T stock, ¥ Or the deemed sale gain) of $50,000, cash (3

be applied 1o reduce ordinary income iIiF T's liabilities other than T's tax liability for the Class | asset) of $10,000, actively traded securities

lculating the tax liabili the d (geemed sale gain, TR is the applicable tax rate, ar@l Class Il asset) with a basis of $f4’000 and a fair
calculating the tax liability on the deeme is the adjusted basis of the asset deemed sold): market value of $10,000, goodwill (a Class VII

sale for purposes of determining ADSP. asset) with a basis of $3,000, and the following
ADSP=G +L+T X (ADSP - B) Class V assets:

Ratio of asset fmv

to total
Asset Basis FMV Class V fmv
Land ... . $ 5,000 $ 35,000 14
Building ......... ... .. 10,000 50,000 .20
Equipment A (Recomputed basis $80,000) . . .. . ... 5,000 90,000 .36
Equipment B (Recomputed basis $20,000) ....... 10,000 75,000 .30
Totals ... $ 30,000 $ 250,000 1.00

(i) ADSP exceeds $20,000. Thus, $10,000 oany property subject to nonrecourse indebtednessassets is preliminarily determined as follows (in the
ADSP is allocated to the cash and $10,000 to the areated as being not less than the amount of such ifermula, the amount allocated to the Class | assets i
tively traded securities. The amount allocated to adebtedness; see §1.338-6(a)(2)). See §1.338&ferred to as | and the amount allocated to the Clas
asset (other than a Class VIl asset) cannot exceed&(€)(1) (relating to fair market value limitation). Il assets as Il):
fair market value (however, the fair market value of (iii) The portion of ADSP allocable to the Class V

ADSR, = (G — (I + 1)) + L+ T, ([(1 - B,) + (ADSR, - B,)]
ADSR, = ($140,000 — ($10,000 + $10,000)) + $50,000 +x3¢$10,000 — $4,000) + (ADSP- ($5,000 + $10,000 + $5,000 + $10,000))]
ADSR, = $161,840 + .34 ADSP

.66 ADSR, = $161,840
ADSPR, = $245,212.12

(iv) Because, under the preliminary calculationgregate fair market value, no ADSP amount is alloportion of ADSP allocable to the Class V assets is fi-
of ADSP, the amount to be allocated to the Class ¢tated to goodwill. Accordingly, the deemed sale ofally determined by taking into account this loss as
11, 111, 1V, V, and VI assets does not exceed their agthe goodwill results in a capital loss of $3,000. Théollows:



ADSPR, = (G — (I + 1)) + L+ T ([(Il - B,) + (ADSR, — B,) + (ADSR,,, — By;))]

ADSP, = ($140,000 — ($10,000 + $10,000)) + $50,000 + :34$10,000 — $4,000) + (ADSP- $30,000) + ($0 — $3,000)]
ADSR, = $160,820 + .34 ADSP

.66 ADSR, = $160,820

ADSP, = $243,666.67

(v) The allocation of ADSPV among the Class V assets is in proportion to their fair market values, as follows:

Asset ADSP Gain

Land. ... $34,113.33 $29,113.33
(capital gain)

Building. .. ... 48,733.34 38,733.34
(capital gain)

EqUIipmeNnt A . ... 87,720.00 82,720.00

(75,000 ordinary income
7,720 capital gain)
EqUIPMENt B . .. 73,100.00 63,100.00
(10,000 ordinary income
53,100 capital gain)
Totals . .o $ 243,666.67 $213,666.67

Example 3. More than one clas§) The facts Thus, $10,000 of ADSP is allocated to the cash anealue ($250,000). Thus, preliminarily, the ADSP
are the same as iBxample 2.except that P pur- $10,000 to the actively traded securities. amount allocated to Class V assets is $250,000.
chases the T stock for $150,000, rather than (iii) The portion of ADSP allocable to the Class V  (iv) Based on the preliminary allocation, the
$140,000. The amount realized for the stock deteassets as preliminarily determined under the formulaDSP is determined as follows (in the formula, the
mined as if old target were the selling shareholder iset forth in paragraph (iii) oExample 2is amount allocated to the Class | assets is referred t
also $150,000. $260,363.64. The amount allocated to the Class &s I, the amount allocated to the Class Il assets as |

(i) As in Example 2ADSP exceeds $20,000. assets cannot exceed their aggregate fair markatd the amount allocated to the Class V assets as V|

ADSP =G + L+ T ([(Il—B,) + (V=B,) + (ADSP — (I + Il + V+ B,,))]
ADSP = $150,000 + $50,000 + .34[($10,000 — $4,000) + ($250,000 — $30,000) + (ADSP — ($10,000 + $10,000 + $250,000 + $3,000))]
ADSP = $200,000 + .34ADSP — $15,980

.66ADSP = $184,020

ADSP = $278,818.18

(v) Because ADSP as determined exceeds the a§bSP among T's Class V assets (including the Ting ADSPV, the T1 stock can be disregarded but, be-
gregate fair market value of the Class I, Il, III, 1V, V,stock). In preliminarily calculating ADSPV in this cause T owns only 80 percent of the T1 stock, only
and VI assets, the $250,000 amount preliminarily akase, the T1 stock can be disregarded and, becaus&QT percent of T1 asset basis and value should b
located to the Class V assets is appropriate. Thuswns all of the T1 stock, the T1 asset can be treatéaken into account in calculating T's ADSP. By tak-
the amount of ADSP allocated to Class V assetas a T asset. Under this assumption, ADSPV img into account 80 percent of these amounts, the re
equals their aggregate fair market value ($250,000$243,666.67. See paragraph (iv)Eolample 2. maining calculations and results are the same as il
and the allocated ADSP amount for each Class V (iv) Because the portion of the preliminary ADSPparagraphs (ii), (iii), (iv), and (v) of this Example 4,
asset is its fair market value. Further, because thealocable to Class V assets ($243,666.67) does not exxcept that the grossed-up amount realized on the
are no Class VI assets, the allocable ADSP amounéed their fair market value ($250,000), no amount sale of the recently purchased T1 stock is
for the Class VIl asset (goodwill) is $8,818.18 (theallocated to Class VII assets for T. Further, thi$44,455.00 ($35,564.00/0.8).
excess of ADSP over the aggregate ADSP amoungnount ($243,666.67) is allocated among T's Class V

for the Class I, II, llI, IV, V and VI assets). assets in proportion to their fair market values. See (h) Deemed sale of target affiliate
Example 4. Amount allocated to T1 stoqk  paragraph (v) oExample 2. Tentatively, $48,733.34 stock—(1) Scope.This paragraph (h) pre-
The facts are the same afixample 2except that T  of this amount is allocated to the T1 stock. scribes rules relating to the treatment of

Z\rl]vc:]s'ri! (())fnfhe T1 st.ock (|nst§§d of the building), (v) The amount tentatively allogated to the Tleqain or loss realized on the deemed sale ¢
y asset is the building. The T1 stoclstock, however, reflects the tax incurred on th . .
and the building each have a fair market value adleemed sale of the T1 asset equal to $13,169.34 (.§Ika of a target affiliate when a section
$50,000, and the building has a basis of $10,000. A ($48,733.34 — $10,000)). Thus, the ADSP alloca338 election (but not a section 338(h)(10)
section 338 election is made for T1 (as well as Thle to the Class V assets of T, and the ADSP alloc&lection) is made for the target affiliate.
and T1 has no liabilities other than the tax liabilityble to the T1 stock, as preliminarily calculated, eacfrgy purposes of this paragraph (h), the de

for the deemed sale gain. T is the common parent ofust be reduced by $13,169.34. Consequentlyi ition of domestic corporation in

a consolidated group filing a final consolidated rethese amounts, respectively, are $230,497.33 a . . .

turn described in §1.338-10(a)(1). $35,564.00. In determining ADSP for T1, the31-338—2(C)(9) is applied without the ex-
(i) ADSP exceeds $20,000. Thus, $10,000 ofrossed-up amount realized on the deemed sale @Usion therein for DISCs, corporations

ADSP is allocated to the cash and $10,000 to the asew T of new T's recently purchased T1 stock iglescribed in section 1248(e), and corpora

tively traded securities. $35,564.00. tions to which an election under section
(iii) Because T does not recognize any gain on (vi) The facts are the same as in paragraph (i) @36 applies.

the deemed sale of the T1 stock under paragraphis Example 4, except that the T1 building has a .

(h)(2) of this section, appropriate adjustments musi12,500 basis and a $62,500 value, all of the out- (2) In g_ene,ral' Except as O_therWIS,e

be made to reflect accurately the fair market value aftanding T1 stock has a $62,500 value, and T owdrOvided in this paragraph (h), if a section

the T and T1 assets in determining the allocation &0 percent of the T1 stock. In preliminarily calculat-338 election is made for target, target rec-



ognizes no gain or loss on the deemeldss recognized by target on the deemettemed sale of the FT2 stock under paragraph (h)(2
sale of stock of a target affiliate havingsale of stock of the target affiliate is deterof this section. FT2 recognizes $25 of gain on the

"~ e . le of i . The $125 gain T
the same acquisition date and for which mined as if such asset had not been cofifemed sale of its assets. The $125 gain T recog
nizes on the deemed sale of the FT1 stock is in-

segtion 338 glection is made if—. tributed or transferred. . cluded in T's income as a dividend under section
(i) Target directly owns stock in the tar- (8) Examples.The following examples 1248, because FT1 and FT2 have sufficient earning

get affiliate satisfying the requirements ofllustrate this paragraph (h): and profits for full recharacterization ($50 of accu-

section 1504(a)(2); mulated earnings and profits in FT1, $50 of accumu-

.. - Example 1. (i) P makes a qualified stock pur- lated earnings and profits in FT2, and $25 of deemec
(”) TarQEt and the_ target aff”'at_e. Ar€hase of T and makes a section 338 election for $ale earnings and profits in FT2). §1.338-9(b). For
members of a consolidated group filing &s sole asset, all of the T1 stock, has a basis of $HUrposes of sections 901 through 908, the source

final consolidated return described imnd a fair market value of $150. T's deemed purand foreign tax credit limitation basket of $25 of the
§1.338-10(a)(1); or chase of the T1 stock results in a qualified stock pufecharacterized gain on the deemed sale of the FT!

o ! hase of T1 and a section 338 election is made fgtock is determined under section 338(h)(16).
iii) Tar nd the tar ffiliate file a& . .
( ) arget a d the ta get affiliate file aTl. T1's assets have a basis of $50 and a fair market

combined return under §1.338-10(a)(4). yajue of $150. §1.338-5 Adjusted grossed-up basis.

(3) Deemed sale of foreign target affili- (i) T realizes $100 of gain on the deemed sale of
ate by a domestic targefA domestic tar- the T1 stock, but the gain is not recognized because (a) Scope. This section provides rules
get recognizes gain or loss on the deemddirectly owns stock in T1 satisfying the require-nder section 338(b) to determine the ad-
sale of stock of a foreign target affiligte;:;”itss ;;chlf(')?r}fo‘l(a)(z) and a section 338 elefygia grossed-up basis (AGUB) for tar-
For the proper treatment of such gain or i 11 recognizes gain of $100 on the deeme@€l. AGUB is the amount for which new
loss, see, e.g., sections 1246, 1248, 1294 of its assets. target is deemed to have purchased all o
et seq., and 338(h)(16) and §1.338-9. Example 2.The facts are the same as in Exampléts assets in the deemed purchase unde

(4) Deemed sale producing effectiveI);lorre;‘iepé;iztu'::‘;e:er(‘:ct’itor:%kg%aelsee;ﬂ?:i23r?of'rer]‘2?e’éction 338(a)(2). AGUB is allocated
conpected _mcomeA foreign target rec- T1, the $100 gain realized by T on the deemedMONY target’s assgts in accgrdance yvltf
ognizes gain or loss on the deemed sale Qfie of the T1 stock is recognized. §1.338-6 to determine the price at which
stock of a foreign target affiliate to the ex- Example 3. (i) P makes a qualified stock pur- the assets are deemed to have been pu
tent that such gain or loss is effectivelyghase of T and makes a section 338 election for T. ghased. When an increase or decreas
connected (or treated as effectively COrﬁ:;;eagfii\tiitzmoglsg;i Iezsuth: %ez”;iilﬁfggvith respect to an element of AGUB is re-
nec_ted) Wlth the (_:onduct of a trade o[, purchase of T1 and T2 and section 338 cleduired, under general principles of _tax
business in the United States. tions are made for T1 and T2. T1 and T2 each owh@W, after the close of new target’s first

(5) Deemed sale of insurance companyo percent of the vote and value of T3 stock. Thtaxable year, redetermined AGUB is allo-
target affiliate electing under sectiondeemed purchases by T1 and T2 of the T3 stock regted among target's assets in accordanc
953(d). A domestic target recognizes gairpult in a qualified stock purchase of T3 and a sectio;ih g1 338-7.

38 election is made for T3. T is the common parent L

(but not loss) on the deemed §ale of stogk . consolidated group and all of the deemed asset (b) Determlnat_|on of AGUB-(1) Gen-
of a target affiliate that has in effect anjes are reported on the T group’s final consolidate@ral rule. AGUB is the sum of—
election under section 953(d) in arneturn. See §1.338-10(a)(1). (i) The grossed-up basis in the purchas:
amount equal to the lesser of the gain re- (i) Because T, T1, T2 and T3 are members of hg corporation’s recently purchased tar-
alized or the earnings and profits degonsqlldated group filing a final consolidated return‘get stock;

. . . no gain or loss is recognized by T, T1 or T2 on their .. . L, .
scribed in section 953(d)(4)(B).  respective deemed sales of target affiliate stock. (ii) The purchasing corporation’s basis

(6) Deemed sale of DISC target affili- Example 4. (i) T's sole asset, all of the FT1 iN Nonrecently purchased target stock; anc
ate. A foreign or domestic target recog-stock, has a basis of $25 and a fair market value of (i) The liabilities of new target.
nizes gain (but not loss) on the deeme®lS0. FT1's sole asset, all of the FT2 stock, has a (2) Time and amount of AGUB(i)
sale of stock of a target affiliate that is &25'S Of $75 and a fair market value of $150. FTjqina| determination. AGUB is ini-

. ._and FT2 each have $50 of accumulated earnings and . .
DISQ or a form_er DISC (as defined N, ofits for purposes of section 1248(c) and (d)_t|ally determined at the beginning of the
section 992(a)) in an amount equal to ther2's assets have a basis of $125 and a fair markd@y after the acquisition date of target.
lesser of the gain realized or the amountlue of $150, and their sale would not generate sulseneral principles of tax law apply in de-
of accumulated DISC income determine@art F income under section 951. The sale of thesrmining the timing and amount of the
with respect to such stock under sectiof’2 SOk or assets would not generate income efyo yants of AGUB.
L . . _Tectively connected with the conduct of a trade or .. . .

995(c). Such gain is included in gross iNgsiness within the United States. FT1 does not (1) Redetermination of AGUBAGUB
come as a dividend as provided in SeGrve an election in effect under section 953(d) ank$ redetermined at such time and in suct
tions 995(c)(2) and 996(g). neither FT1 nor FT2 is a passive foreign investmerdamount as an increase or decrease woul

(7) Anti-stuffing rule. If an asset the Co?g’a;ﬁakes  qualified stock purchase of T an be required, under general principles of

. . . . (1 ualifi u .
adjusted basis of which exceeds its fair ' o3 clection for T. T's deemed Iqur_ax law, with respect to an element of
market value is contributed or transferre@hase of the FT1 stock results in a qualified stoc®GUB. For example, AGUB is redeter-
to a target affiliate as transferred basifurchase of FT1 and a section 338 election is mad8ined because of an increase or decreas
property (within the meaning of sectionfor FT1. Similarly, FT1's deemed purchase of thén the amount paid or incurred for re-
7701(a)(43)) and a purpose of such tran§J2 stock results in a qualified stock purchase qiantly purchased stock or nonrecently

- - . - FT2 and a section 338 election is made for FT2. NI
action is to reduce the gain (or increase (i) T recognizes $125 of gain on the deeme urchased stock or because liabilities no
the loss) recognized on the deemed sale @fic of the FT1 stock under paragraph (h)(3) of thi@riginally taken into account in determin-

such target affiliate’s stock, the gain Okection. FT1 does not recognize $75 of gain on ti&g AGUB are subsequently taken into ac-



count. An increase or decrease to an elamount of the liability can be determined with reamay be made for nonrecently purchasec
ment of ADSP may cause an increase §Pnable accuracy but economic performance has ngfnck of target (or a target affiliate) only if
decrease to an element of AGUB. For exccurred with respect to the liability within the , o i 338 election is made for target
. . . eaning of section 461(h). P acquires all of the - . .
ample, if an increase in the amount reagock of T in Year 1 and makes a section 338 eledOr the target affiliate). The gain recogni-
ized for recently purchased stock of targeion for T. Assume that, if a corporation unrelated tdion election is made by attaching a gain
is taken into account after the acquisitioft had actually purchased T's assets and assumed Fgcognition statement to a timely filed
date, any increase in tax liability of targepPligation to remediate the contamination, the corrqrm 8023 for target. The gain recogni-
for the deemed sale gain is also taken infigra1ion would not satisty the economic perfors, o tement must contain the informa-
g . mance requirements until Year 5. Under section . . L.
account when AGUB is redetermined. Anyg1h), the assumed liability would not be treated 840N specified in the form and its instruc-
increase or decrease to one element mturred and taken into account in basis until thations. The gain recognition election is
AGUB may also cause an increase or déme. The incurrence of the liability in Year 5 underirrevocable. If a section 338(h)(10) elec-
crease to another element of AGUB. Fdf‘rioeucr?t”gf”:i'gb‘?ﬁzfeosfminCeerlr“'t‘;iésnﬁgtg’:fé"jfn't”i:ﬂﬁnn is made for target, see §1.338(h)(10)-
example, |_f the.re is an increase in th asis and results inahepregetermination of AGLJB_1(d)(1) (proyldlng that. the purchasing
amount paid or incurred for recently pur{respecting ADSP, compare §1.461-4(d)(5), whickOrporation is automatically deemed to
chased stock after the acquisition dat@yovides that economic performance occurs for olflave made a gain recognition election for
any increase in the basis of nonrecentlas the amount of the liability is properly taken intojts nonrecently purchased T stock).
purchased stock because a gain recog/fcount in amountrealized on the deemed asset sale.(3) Effect of gain recognition elec-
tion election was made is also taken intd|S ADSP is not redetermined when new T salio ., jy |n general. If the purchasing
) . ies the economic performance requirements.) . - S
account when AGUB is redetermined. In- corporation makes a gain recognition
creases or decreases with respect to the el{c) Grossed-up basis of recently pur-€lection, then for all purposes of the Inter-
ements of AGUB that are taken into acehased stock.The purchasing corpora-nal Revenue Code—
count before the close of new target's firstion’s grossed-up basis of recently pur- (A) The purchasing corporation is
taxable year are taken into account focthased target stock (as defined in sectidreated as if it sold on the acquisition date
purposes of determining AGUB and the338(b)(6)(A)) is an amount equal to—  the nonrecently purchased target stock fol
basis of target's assets as if they had been(1) The purchasing corporation’'s basishe basis amount determined under para
taken into account at the beginning of thn recently purchased target stock at thgraph (d)(3)(ii) of this section; and
day after the acquisition date. Increasdseginning of the day after the acquisition (B) The purchasing corporation’s basis
or decreases with respect to the elemerdate determined without regard to the amn the acquisition date in nonrecently pur-
of AGUB that are taken into account aftequisition costs taken into account in parachased target stock immediately following
the close of new target’s first taxable yeagraph (c)(3) of this section; the deemed sale in paragraph (d)(3)(i)(A)
result in the reallocation of AGUB among (2) Multiplied by a fraction, the numer- of this section is the basis amount.
target's assets under §1.338-7. ator of which is 100 percent minus the (ii) Basis amount.The basis amount is
(iif) Examples. The following exam- percentage of target stock (by value, deequal to the amount in paragraph (c)(1) of
ples illustrate this paragraph (b)(2): termined on the acquisition date) attributthis section (the purchasing corporation’s
able to the purchasing corporation’s nonbasis in recently purchased target stock a
Example 1 In Year 1, T, a manufacturer, pur- Lo ..
chases a customized delivery truck from X with pur_recentl'y purchaseq tqrget stock, and the beginning of_the da_y after the acquisi-
chase money indebtedness having a stated princig&@nominator of which is the percentage dfon date determined without regard to the
amount of $100,000 . P acquires all of the stock of Target stock (by value, determined on thacquisition costs taken into account in
in'Year 3 for $700,000 and makes a section 338 elegcquisition date) attributable to the purparagraph (c)(3) of this section) multi-
tion for T. Assume T has no liabilities other than it a5ing corporation’s recently purchaseglied by a fraction the numerator of which
purchase money indebtedness to X. In Year 4, when . .
T is neither insolvent nor in a title 11 case, T and )%arget stock; is the percentage of target stock (by value
agree to reduce the amount of the purchase money (3) Plus the acquisition costs the purdetermined on the acquisition date) attrib-
indebtedness to $80,000. Assume that the reducti@hasing corporation incurred in connecutable to the purchasing corporation’s
would be a purchase price reduction under sectigiion with its purchase of the recently purnonrecently purchased target stock anc
108(e)(5). T and X’s agreement to reduce thepaseq stock that are capitalized in théhe denominator of which is 100 percent
amount of the purchase money indebtedness woulg, ;¢ ¢\, stock (e.g., brokerage conminus the numerator amount. Thus, if
under general principles of tax law that would apply” =~ NN A . '
if the deemed asset sale had actually occurrelissions and any similar costs incurretiarget has a single class of outstanding
change the amount of liabilities of old target takey the purchasing corporation to acquirstock, the purchasing corporation’s basis
into account in determining its basis. Accordinglythe stock). in each share of nonrecently purchasec
AGUB is redetermined at the time of the reduction. () Basijs of nonrecently purchasedarget stock after the gain recognition

h (e)(2) of thi ion. Thus th - . I . 7 i
See paragraph (€)(2) of this section. Thus the pu:'itock; gain recognition electier(1) No election is equal to the average price pel

chase price reduction affects the basis of the truck . . . L
only indirectly, through the mechanism ofgain recognition (_al_ectlon.ln_the absence share of the purchasing corporation’s re-
§§1.338-6 and 1.338-7. See §1.338-4(b)(2Kii)) Of a gain recognition election under seceently purchased target stock.
amplefor the effecton ADSP. ~ tion 338(b)(3) and this section, the pur- (iii) Losses not recognized®nly gains
Example 2. T, an accrual basis taxpayer, is 8chasing corporation retains its basis in th@inreduced by losses) on the nonrecently
chemical manufacturer. In Year 1, T is obligated to, 0. oty purchased stock urchased target stock are recognized
remediate environmental contamination at the site (9 yp ) " . P . g . . 9 O
one of its plants. Assume that all the events have oc- (2) Procedure for making gain recogni- (iv) Stock subject to electiorhe gain

curred that establish the fact of the liability and thdéion election. A gain recognition election recognition election applies to—



(A) All nonrecently purchased targetacquired its assets from an unrelated peexamples in this paragraph (g), T has nc
stock; and son for consideration that included the adiabilities other than the tax liability for
(B) Any nonrecently purchased stock irsumption of, or taking subject to, the liathe deemed sale gain, T shareholder:
a target affiliate having the same acquisbilities. For example, an increase oincur no costs in selling the T stock, and P
tion date as target if such target affiliat@lecrease in a liability that does not affedgncurs no costs in acquiring the T stock.
stock is held by the purchasing corporahe amount of new target's basis arisinghe examples are as follows:
tion on _sugh Qate. from th(_e a_s_sur_nption of, or taking subjgct Example 1. (i) Before July 1 of Year 1, P pur-
(e) Liabilities of new target-(1) In to, the liability is not taken into account inchases 10 of the 100 shares of T stock for $5,000
general. The liabilities of new target are redetermining AGUB. On July 1 of Year 2, P purchases 80 shares of T stocl
the liabilities of target (and the liabilities (3) Interaction with deemed sale gainfor $60,000 and makes a section 338 election for T.
to which target’s assets are subject) as &ee §1.338—4(d)(3). As of July 1 of Year 2, T's only asset is raw land with
. .. . an adjusted basis to T of $50,400 and a fair marke
the beginning of the day after the acquisi- (f) Adjustments by the Internal Revenugy, e of $100,000. T has no loss or tax credit carry-
tion date (other than liabilities that wereService. In connection with the examina-overs to Year 2. T's marginal tax rate for any ordi-
neither liabilities of old target nor liabili- tion of a return, the District Director maynary income or net capital gain resulting from the
ties to which old target's assets were sulincrease (or decrease) AGUB under thgeemed asset sale is 34 percent. The 10 shares pL
. . . . . chased before July 1 of Year 1 constitute nonrecently
ject). In or'der. 'Fo be taken mtq aggount iruthority of section 338(b)(2) and allocate | -\ ' ciock with respect to P's qualified stock
AGUB, a liability must be a liability of such amounts to target’s assets under thgchase of T stock on July 1 of Year 2.
target that is properly taken into accounauthority of section 338(b)(5) so that (i) The ADSP formula as applied to these facts is
in basis under general principles of ta”AGUB and the basis of target's asset#e same as in 81.338-4{gample 1Accordingly,
law that would apply if new target had acproperly reflect the cost to the purchasinf]!® ADSP for T is $87,672.72. The existence of
. . . . . onrecently purchased T stock is irrelevant for pur-
quired its assets from an unrelated persaorporation of its interest in target's asyoses of the ADSP formula, because that formula
for consideration that included the assets. Such items may include distributreats P’'s nonrecently purchased T stock in the sam
sumption of, or taking subject to, the liations from target to the purchasing corpomanner as T stock not held by P.
bility. See §1.338—4(d)(1) for examplesation, capital contributions from the (i) The total tax liability resulting from T's
L . . . . . deemed asset sale, as calculated under the ADS
of when tax liabilities are considered liapurchasing corporation to target durmgormula’ is $12.672.72.
bilities assumed by new target. the 12-month acquisition period, or acqui- (i) If P does not make a gain recognition elec-
(2) Time and amount of liabilitiesThe sitions of target stock by the purchasingon, the AGUB of new Ts assets is $85,172.72, de-
time for taking into account liabilities of corporation after the acquisition date fronfermined as follows (In the following formula, GRP
old target in determining AGUB and theminority shareholders. IS the grossed-up basis in P's recently purchased 1
C e . . stock, BNP is P’s basis in nonrecently purchased T
amount of the liabilities taken into ac- (g) Examples.The following examples gock, 1 is Ts liabilities, and X is P’s acquisition

count is determined as if new target hatlustrate this section. For purposes of theosts for the recently purchased T stock):

AGUB = GRP + BNP + L + X

AGUB = $60,000% [(1 —.1)/.8] + $5,000 + $12,672.72 + 0

AGUB = $85,172.72

(v) If P makes a gain recognition election, the AGUB of new T's assets is $87,672.72, determined as follows:
AGUB = $60,000 ( [(1 —.1)/.8] + $60,000 ( [(1 —.1)/8].1/(1 — .1)] + $12,672.72

AGUB = $87,672.72

(vi) The calculation of AGUB if P makes a gain$100,000. At this time, T has 100 shares of stock Par. 5. Sections 1.338-6 and 1.338—7
recognition election may be simplified as follows: outstanding. On August 1 of Year 1, P purchases ]Qre added to read as follows:
_ of the 100 shares of T stock for $8,000. On June 1
AGUB = $60,000/.8 + $12,672.72 of Year 2, P purchases 50 shares of T stock fc§1,338—6 Allocation of ADSP and AGUB

AGUB = $87,672.72 $50,000. On June 15 of Year 2, P contributes a tra

t
(vii) As a result of the gain recognition election of land to the capital of T and receives 10 additiona%mong target assets.

PP .. shares of T stock as a result of the contribution. . -
P’s basis in its nonrecently purchased T stock is ir> e—
yp Both the basis and fair market value of the land at (a) Scop (1) In generaI.Thls section

creased from $5,000 to $7,500 (i.e., $60,000 ( [(1 that time are $10,800. On June 30 of Year 2, P puprescribes rules for allocating ADSP and

;L)/'rslzx [.'tlhl(: - .1)]t).t T.Tusr; Fr"rrecogtleesrahgaln(;nihases the remaining 40 shares of T stock ffAGUB among the acquisition date assets
ear < with respect fo 1ts nonrecently purchase 40,000 and makes a section 338 election for T. Thgf a target for which a section 338 elec-
stock of $2,500 (i.e., $7,500 — $5,000). AGUB of T is $108.800. tion is made
Example 2 On January 1 of Year 1, P purchases (i) To L epie : .
) prevent the shifting of basis from the con- . .
one-third of the T stock. On March 1 of Year 1, Tyihteqd property to other assets of T, the District Di- (2) Fair marke_t value—(i) In general.
distributes a dividend to all of its shareholders. ORgctor may allocate $10,800 of the AGUB to theGenerally, the fair market value of an asse
April 15 of Year 1, P purchases the remaining Tang, leaving $98,000 to be allocated to the buildings its gross fair market value (i.e., fair mar-
stock and makes a section 338 election for T. In agee paragraph (f) of this section. Otherwise, apphket value determined without regard to
propriate circumstances, the District Director mayng the allocation rules of §1.338-6 would, on thes?nortgages liens, pledges, or other liabili-

decrease the AGUB of T to take into account theacts, result in an allocation to the recently con;

payment of the dividend and properly reflect the faitributed land of an amount less than its value ofies). However, for purposes of determin-

market value of T's assets deemed purchased.  $10,800, with the difference being allocated to thé9 the amqum of old target’s deemed sale
Example 3.(i) T's sole asset is a building worth building already held by T. gain, the fair market value of any property



subject to a nonrecourse indebtedness wikets so held in such proportion, thewr exchange. For example, if the deemec
be treated as being not less than th@mong Class VI assets so held in suchsset sale is a transaction described in se
amount of such indebtedness. (For puproportion, and finally to Class VII assetstion 1056(a) (relating to basis limitation
poses of the preceding sentence, a liability (i) Class Il assets.Class Il assets arefor player contracts transferred in connec-
that was incurred because of the acquisactively traded personal property withintion with the sale of a franchise), the
tion of the property is disregarded to théhe meaning of section 1092(d)(1) an@mount of AGUB allocated to a contract
extent that such liability was not taken int1.1092(d)-1 (determined without regardor the services of an athlete cannot ex-
account in determining old target's basiso section 1092(d)(3)). In addition, Clasgeed the limitation imposed by that sec-
in such property.) Il assets include certificates of deposit antion. As another example, the amount of
(i) Transaction costs.Transaction foreign currency even if they are not acAGUB allocated to an amortizable sec-
costs are not taken into account in allocatively traded personal property. Exampletion 197 intangible resulting from an as-
ing ADSP or AGUB to assets in theof Class Il assets include U.S. governmersumption-reinsurance transaction is deter
deemed sale (except indirectly througecurities and publicly traded stock. mined under section 197(f)(5).
their effect on the total ADSP or AGUB to (iii) Class Il assetsClass Ill assets are (3) Special rule for allocating AGUB
be allocated). accounts receivable, mortgages, and credithen purchasing corporation has nonre-
(i) Internal Revenue Service authorcard receivables from customers whicleently purchased stoek(i) Scope. This
ity. In connection with the examination ofarise in the ordinary course of business. paragraph (c)(3) applies if at the beginning
a return, the Internal Revenue Service (iv) Class IV assetsClass IV assets are of the day after the acquisition date—
may challenge the taxpayer’s determinastock in trade of the taxpayer or other (A) The purchasing corporation holds
tion of the fair market value of any asseproperty of a kind which would properly nonrecently purchased stock for which a
by any appropriate method and take intbe included in the inventory of taxpayer ifgain recognition election under section
account all factors, including any lack ofon hand at the close of the taxable year, 838(b)(3) and §1.338-5(d) is not made;
adverse tax interests between the partigzroperty held by the taxpayer primarilyand
For example, in certain cases the Intern&br sale to customers in the ordinary (B) The hypothetical purchase price de-
Revenue Service may make an indepewourse of its trade or business. termined under paragraph (c)(3)(ii) of this
dent showing of the value of goodwill and (v) Class V assetsClass V assets aresection exceeds the AGUB determined
going concern value as a means of callingll assets other than Class |, Il, I, 1V, Vl,under 81.338-5(b).
into question the validity of the taxpayer'sand VIl assets. (i) Determination of hypothetical pur-
valuation of other assets. (vi) Class VI assets.Class VI assets chase price.Hypothetical purchase price
(b) General rule for allocating ADSP are all section 197 intangibles, as defineid the AGUB that would result if a gain
and AGUB—(1) Reduction in the amountin section 197, except goodwill and goingecognition election were made.
of consideration for Class | assetBoth concern value. (iii) Allocation of AGUB. Subject to
ADSP and AGUB, in the respective allo- (vii) Class VIl assetsClass VIl assets the limitations in paragraphs (c)(1) and
cation of each, are first reduced by thare goodwill and going concern valug2) of this section, the portion of AGUB
amount of Class | acquisition date assetéwhether or not the goodwill or going(after reduction by the amount of Class |
Class | assets are cash and general depagihcern value qualifies as a section 19&ssets) to be allocated to each Class I, llI
accounts (including savings and checkingtangible). IV, V, VI, and VIl asset of target held at
accounts) other than certificates of de- (3) Other items designated by the Interthe beginning of the day after the acquisi-
posit held in banks, savings and loan asral Revenue ServiceSimilar items may tion date is determined by multiplying—
sociations, and other depository institube added to any class described in this (A) The amount that would be allo-
tions. If the amount of Class | assetparagraph (b) by designation in the Intereated to such asset under the general rule
exceeds AGUB, new target will immedi-nal Revenue Bulletin by the Internal Reveof this section were AGUB equal to the
ately realize ordinary income in anenue Service. hypothetical purchase price; by
amount equal to such excess. The amount(c) Certain limitations and other rules (B) A fraction, the numerator of which
of ADSP or AGUB remaining after the re-for allocation to an asset(1) Allocation is actual AGUB (after reduction by the
duction is to be allocated to the remainingot to exceed fair market valueThe amount of Class | assets) and the denomi
acquisition date assets. amount of ADSP or AGUB allocated tonator of which is the hypothetical pur-
(2) Other assets-(i) In general. Sub- an asset (other than Class VIl assets) cathase price (after reduction by the amoun
ject to the limitations and other rules oot exceed the fair market value of thadf Class | assets).
paragraph (c) of this section, ADSP an@sset at the beginning of the day after the (4) Liabilities taken into account in de-
AGUB (as reduced by the amount ofacquisition date. termining amount realized on subsequent
Class | assets) are allocated among Class(2) Allocation subject to other rules. disposition. In determining the amount
Il acquisition date assets of target in proFhe amount of ADSP or AGUB allocatedrealized on a subsequent sale or other dis
portion to the fair market values of sucho an asset is subject to other provisions gisition of property deemed purchased by
Class Il assets at such time, then amorige Internal Revenue Code or generalew target, the entire amount of any lia-
Class Ill assets so held in such proportiomrinciples of tax law in the same mannebility taken into account in AGUB is con-
then among Class IV assets so held ias if such asset were transferred to or asidered to be an amount taken into ac-
such proportion, then among Class V asjuired from an unrelated person in a saleount in determining new target’s basis in



property that secures the liability for purvalues of T's Class V assets, the amount of ADSBrossed-up basis of recently purchased
poses of applying §1.1001-2(a). Thus @nd of AGUB allocated to each Class V asset is itsstock as determined under

a liability is taken into account in AGUB, fair market value: §1.338-5(c) ($1,60& (1—-.2)/.8).... $1,600

- Basis of nonrecently purchased stock . . . 100

§1.1001-2(a)(3) does not prevent thguilding ......................... 800, japilities. . .. .. .. SO 1,000

amount of such liability from being :—a”dt- S isg AGUB - oo oo $ 2,700
. S - Inpvestmentin T ...................

treated as discharged within the meanin Total .......... .. $1,450 (iv) Since P holds nonrecently purchased stock,

of §1'1001_2(a)(4) as a result of new tar- e hypothetical purchase price of the T stock must

get’s sale or disposition of the prOPGVtB{AD(;/;);IQ?; RgSéazjlo\glsdsfés_'r,s-rgfa::\?”n;SOEe computed and is determined as follows:
which secures such liability. X

) sets (goodwill and going concern value) is $150, i.eGrossed-up basis of recently purchased
(d) Examples.The following examples ¢; 500 _ $1,450. stock as determined under

illustrate 881.338-4, 1.338-5, and this (viii) The grossed-up basis of the T1 stock is §1.338-5(c) ($1,606 (L —.2)/.8).... $ 1,600

section: $500, i.e., $450 ( 1/.9. Basis of nonrecently purchased stock
_ (ix) The liabilities of T as of the beginning of the as if the gain recognition election
Example 1. (i) T owns 90 percent of the outstandday after the acquisition date (including the tax lia- under §1.338-5(d)(2) had been made

ing T1 stock. P purchases 100 percent of the oufility for the deemed sale gain) that would, under ($1,600X .2/(1 — .2)). .. ............ 400
standing T stock for $2,000. There are no acquisgeneral principles of tax law, be properly taken intQjabilities . . ... .................... 1.000
tion costs. P makes a section 338 election for T anflccount before the close of new T’s first taxable Total . .. ... ...... ... . ... .. .. $ 3,000
as a result, T1 is considered acquired in a qualifiegear, are as follows:
stock purchase. A section 338 election is made for o (v) Since the hypothetical purchase price
T1. The grossed-up basis of the T stock is $2,00@€eneral Liabilities . ................. $ 100($3,000) exceeds the AGUB ($2,700) and no gain
(i.e., $2,000 ( 1/1). Taxes Payable ..................... — 2fecognition election is made under section
(ii) The liabilities of T as of the beginning of the Total ........................... $120338(b)(3), AGUB is allocated under paragraph
dgy after the acquisition date _(lncludmg the tax lia- (x) The AGUB of T1 is determined as follows: (c)(3? of_thls section.
bility for the deemed sale gain) that would, under (vi) First, an AGUB amount equal to the hypo-
general principles of tax law, be properly taken intd@srossed-up basis of T1 Stock ......... $ 50@hetical purchase price ($3,000) is allocated among
account before the close of new T's first taxabléd.iabilities . .. ...................... 120the assets under the general rules of this section
year, are as follows: AGUB ........ ... $ 620The allocation is set forth in the column below enti-
I . . { iginal All i N he all i
Liabilities (nonrecourse mortgage (xi) Assume that ADSP is also $620. ted Orlglng ocation Next, the a o_catlon_tc_)
S ;. S each asset in Class Il through Class VII is multiplied
plus unsecured liabilities) .......... $ 700 (xii) Assume that at the beginning of the day afte - .
o ) . a fraction having a numerator equal to the actual
TaxesPayable .................... 30€he acquisition date, T1's cash and the fair marke
Total $ 1,000values of its Class IV and VI assets are as follows: GUB reduced by the amount of Class | assets
"""""""""""""" ' " ($2,700 — $200 = $2,500) and a denominator equa
(iii) The AGUB of T is determined as follows: Fair to the hypothetical purchase price reduced by the
) Asset market amount of Class | assets ($3,000 — $200 = $2,800)
Gross_ed—_u_p_ DASIS .. $2’00%Iass Asset value or 2,500/2,800. This produces tRimal Allocation:
Total liabilites . .................. 1,000
AGUB ... ...t $3,000 | Cash .................... $ 50* Original Final
A hat ADSP is also $3.000 v Inventory ................ 200 cClass Asset Allocation  Allocation
(Iv)Assume th at . 'sa_so_$ ' X h day aft Vi Patent ................... 350 | cash........... $ 200 $ 200
" V) Sts'd'ltmetdit‘ aflt_,t N ﬁglnzl?ﬁi the aky<t':1 ;r Total ...l $600 Portfolio of actively
e acquisition date, T's cash and the fair market valz o n: traded securities 300 268+
ues of T's Class I, lll, IV, and V assets are as fol- I Accounts receivable 600 536
lows: (xiii) The amount of ADSP and of AGUB alloca- counts recetv
Fair ble to T1's Class IV and VI assets is first reduced byl\>/ EVfleoTtory """" 8388 7252’
Asset market the $50 of cash. ul dmg """"
Class Asset value (xiv) Because the remaining amount of ADsp ¥~ kand .......... 200 178
| Cash § 200 and of AGUB ($570) is an amount which exceeds” Investment in Tl_ : 450 402
i Portfollic.) of actlvel traded T the fair market value of T1's only Class IV asset, the Goodwill and going
securities Y 300 inventory, the amount allocated to the inventory is concemnvalue .. 150 __134
" Accounts receivable - - . . 600 s fair market value ($200). After that, the remain- Total ....... : $3,000  $2,700
"""" ing amount of ADSP and of AGUB ($370) exceedg All numbers rounded for convenience.
[\ Inventory ................ 300 . )
Vv Building 800 the fair market value of T1's only Class VI asset, th%]_ 338-7 Allocation of redetermined
Vv Land . ... 200 patent. Thus, the amount of ADSP and of AGUB al=~-*
""" ot located to the patent is its fair market value ($350).ADSP and AGUB among target assets.
\% Investmentin Tl .......... 450
Total $ 2850 (xv) The amount of ADSP and of AGUB allo-

cated to T1's Class VIl assets (goodwill and going (&) Scope.ADSP and AGUB are rede-
concern value) is $20, i.e., $570 — $550. termined at such time and in such amoun
(vi) Under paragraph (b)(1) of this section, the Example 2(i) Assume that the facts are the sameys an increase or decrease would be re
amount of ADSP and AGUB allocable to T's Classas inExample lexcept that P has, for five years, . . s
I, I, 1V, and V assets is reduced by the amount obwned 20 percent of T's stock, which has a basisLi?l'Ilred under general principles of tax le_lw
cash to $2,800, i.e., $3,000 — $200. $300 of ADSP’s hands at the beginning of the day after the acq@" the elements of ADSP or AGUB. This
and of AGUB is then allocated to actively traded sesition date of $100, and P purchases the remainifgeCtion provides rules for allocating rede-
curities. $600 of ADSP and of AGUB is then allo-80 percent of T's stock for $1,600. P does not makgermined ADSP or AGUB when increases
cated to accounts receivable. $300 of ADSP and @fgain recognition election under section 338(b)(3).Or decreases with respect to the element
AGUB is then allocated to the inventory. Since the (ii) Under §1.338-5(c), the grossed-up basis o .
remaining amount of ADSP and of AGUB is $1,600recently purchased T stock is $1,600, i.e., $1,800 6f ADSP or AGUB a,re r_eqUIred after the
(i.e., $3,000 — ($200 + $300 + $600 + $300)), afl — .2)/.8. close of new target's first taxable year.
amount which exceeds the sum of the fair market (i) The AGUB of T is determined as follows: ~ For determining and allocating ADSP or

*Amount



AGUB when increases or decreases arg new target's income tax return, the (3)Procedure for transactions in which
required with respect to the elements adeemed sale gain is separately accountedction 338(h)(10) is electedf an elec-
ADSP or AGUB before the close of newfor as an item of old target and may not bBon under section 338(h)(10) is made,
target’s first taxable year, see 8§1.338—4ffset by income, gain, deduction, lossany additional deemed sale gain resulting
1.338-5, and 1.338-6. credit, or other amount of new target. Thé&om an increase or decrease in the ADSF

(b) Allocation of redetermined ADSPamount of tax on income of old target reis accounted for in determining the tax-
and AGUB.When ADSP or AGUB is re- sulting from an increase or decrease in theble income (or other amount) of the
determined, a new allocation of ADSP oADSP is determined as if such deemethember of the selling consolidated group,
AGUB is made by allocating the redetersale gain had been recognized in old tathe selling affiliate, or the S corporation
mined ADSP or AGUB amount under theget’s taxable year ending at the close afhareholders to which such income, loss
rules of §1.338-6. If the allocation of thehe acquisition date. or other amount is attributable for the tax-
redetermined ADSP or AGUB amount (ii) Carryovers and carrybacks(A) able year in which such increase or de-
under 81.338-6 to a given asset is diffel-oss carryovers to new target taxablerease is taken into account.
ent from the original allocation to it, theyears. A net operating loss or net capital (d) Special rules for AGUB-(1) Effect
difference is added to or subtracted frortoss of old target may be carried forwaraf disposition or depreciation of acquisi-
the original allocation to the asset, as afio a taxable year of new target, under thgon date assets.If an acquisition date
propriate. Amounts allocable to an acquiprinciples of section 172 or 1212, as apasset has been disposed of, depreciate
sition date asset (or with respect to a diglicable, but is allowed as a deductioramortized, or depleted by new target be-
posed-of acquisition date asset) arenly to the extent of any recognized infore an amount is added to the original al-
subject to all the asset allocation rules (focome of old target for such taxable yeatpcation to the asset, the increased amour
example, the fair market value limitationas described in paragraph (c)(2)(i) of thistherwise allocable to such asset is taker
in 81.338-6(c)(1)) as if the redeterminedection. For this purpose, however, taxnto account under general principles of
ADSP or AGUB were the ADSP or able years of new target are not taken intax law that apply when part of the cost of
AGUB on the acquisition date. account in applying the limitations in sec-an asset not previously taken into accoun

(c) Special rules for ADSP-(1) In- tion 172(b)(1) or 1212(a)(1)(B) (or otherin basis is paid or incurred after the asse
creases or decreases in deemed sale gasimilar limitations). In applying sectionshas been disposed of, depreciated, amol
taxable notwithstanding old target cease472(b) and 1212(a)(1), only income, gaintized, or depleted. A similar rule applies
to exist. To the extent general principlesloss, deduction, credit, and other amountghen an amount is subtracted from the
of tax law would require a seller in an acef old target are taken into account. Thusyriginal allocation to the asset. For pur-
tual asset sale to account for events relaf-old target has an unexpired net operaposes of the preceding sentence, an ass
ing to the sale that occur after the salig loss at the close of its taxable year ifs considered to have been disposed of t«
date, target must make such an accounthich the deemed asset sale occurred thiée extent that its allocable portion of the
ing. Target is not precluded from realizcould be carried forward to a subsequenfecrease in AGUB would reduce its basis
ing additional deemed sale gain becaugaxable year, such loss may be carried fopelow zero.
the target is treated as a new corporatiomard until it is absorbed by old target’s in- (2) Section 38 propertySection 1.47—
after the acquisition date. come. 2(c) applies to a reduction in basis of sec:

(2) Procedure for transactions in which  (B) Loss carrybacks to taxable years ofion 38 property under this section.
section 338(h)(10) is not electee(i) old target. An ordinary loss or capital  (e) Examples.The following examples
Deemed sale gain included in new targettoss accounted for as a separate item pfustrate this section. Any amount de-
return. If an election under sectionold target under paragraph (c)(2)(i) of thiscribed in the following examples is ex-
338(h)(10) is not made, any additionakection may be carried back to a taxablglusive of interest. For rules characteriz-
deemed sale gain of old target resultingear of old target under the principles ofng deferred contingent payments as
from an increase or decrease in the ADS$ection 172 or 1212, as applicable. Fgjrincipal or interest, see §§1.483-4,
is included in new target's income tax rethis purpose, taxable years of new targat1274-2(g), and 1.1275-4(c). The ex-
turn for new target's taxable year in whictare not taken into account in applying themples are as follows:
the increase or decrease is taken into alimitations in section 172(b) or 1212(a)
count. For example, if after the acquisi{or other similar limitations). . o
. . . . . and going concern value, and their fair market val-
tion date there is an increase in the alloca- (C) (?redﬂ carryovers anq carrybacks. ¢ i the beginning of the day after the acquisition
ble ADSP of section 1245 property forThe principles described in paragraphgate are as follows:
which the recomputed basis (but not thé&)(2)(ii)(A) and (B) of this section apply Fair
adjusted basis) exceeds the portion of tie carryovers and carrybacks of amountg Market
ADSP allocable to that particular asset ofor purposes of determining the amount ofss Asset Value
the acquisition date, the additional gain ia credit allowable under part 1V, subchap-v Buildin $100

. ! [« R

treated as ordinary income to the extent ter A, chapter 1 of the Internal Revenuey  siock of X (ot a target) . . . . . 200
does not exceed such excess amount. Seede. Thus, for example, credit carry- Total ... $ 300
paragraph (c)(2)(ii) of this section for theovers of old target may offset only in- (B) T has no liabilities other than a contingent Ii
special treatment of old target’s carrycome tax attributable to items describegyijity that would not be taken into account under
overs and carrybacks. Although includedh paragraph (c)(2)(i) of this section. general principles of tax law in an asset sale betweel

Example 1 (i)(A) T's assets other than goodwill



unrelated parties when the buyer assumed the liabil- (B) No amount is allocated to the Class VII asthe provisions of §1.338—6. Because the redeter-

ity or took property subject to it. sets. New T is a calendar year taxpayer. Assunmined AGUB for T ($330) exceeds the sum of the

(ii)(A) On September 1, 2000, P purchases all ofhat the X stock is a capital asset in the hands of nefair market values at the beginning of the day after
the outstanding stock of T for $270 and makes a set- the acquisition date of the Class V acquisition date
tion 338 election for T. The grossed-up basis of the (iii) On January 1, 2001, new T sells the X stockassets ($300), AGUB allocated to those assets is lim
T stock and T's AGUB are both $270. The AGUB isand uses the proceeds to purchase inventory. ited to those fair market values under §1.338-
ratably allocated among T's Class V assets in pro- (iv) Pursuant to events on June 30, 2002, thé(c)(1). As there are no Class VI assets, the remain
portion to their fair market values as follows: contingent liability of old T is at that time properly ing AGUB of $30 is allocated to goodwill and going

_ taken into account under general principles of tagoncern value (Class VIl assets). The amount of in-

Asset BasiS |aw. The amount of the liability is $60. crease in AGUB allocated to each acquisition date
Building ($270 (100/300) ............. $90 (v) T's AGUB increases by $60 from $270 toasset is determined as follows:
Stock ($270 (200/300) . . .. ...t .. 180%$330. This $60 increase in AGUB is first allocated

Total ....... ... . $270among T's acquisition date assets in accordance with

Original Redetermined

Asset AGUB AGUB Increase
Building . ... $90 $ 100 $10
XStock ..o 180 200 20
Goodwill and going concernvalue ................. 0 __ 30 _30

Total ..o $ 270 $330 $ 60

(vi) Since the X stock was disposed of before thg135 ($150x ($360/($150 + $250))) is allocated to Final
contingent liability was properly taken into accountthe machinery and $225 ($250 ($360/($150 + Class  Asset Allocation
for tax purposes, no amount of the increase i8250))) is allocated to the land. Accordingly, the | cash .. .. ... $ 200

AGUB attributable to such stock may be allocated t@asis of the machinery is reduced by $15 ($150 orig)

) Portfolio of actively traded
any T asset. Rather, such amount ($20) is allowafal allocation — $135 redetermined allocation) and

. securities .. ....... .. ... 268*
as a capital loss to T for the taxable year 2002 undgie basis of the land is reduced by $25 ($250 origi| Accounts receivable . . . 536
the principles ofArrowsmith v. Commissione344  nal allocation — $225 redetermined allocation). No |y IVentory . .vvvoeee .. 268
U.S. 6 (1952). In addition, the $10 increase immount is allocated to the Class VI assets. Accordy, Building 714
AGUB allocated to the building and the $30 in-ingly, the basis of the goodwill and going concern Land ... 178
crease in AGUB allocated to the goodwill and goingalue is reduced by $100 ($100 original allocation —y/ Investmentin T1 . . . ... 202
concern value are treated as basis redeterminatiopg redetermined allocation). Vil Goodwill and goin.g'c.c;n.c'e.rﬁ. ’
in 2002. See paragraph (d)(1) of this section. (v) Assume that, as a result of deductions under value 134
Example 2(i) On January 1, 2002, P purchasesection 168, the adjusted basis of the machinery im- Total ... $2.700

all of the outstanding stock of T and makes a sectioediately before the decrease in AGUB is zero. ThEy numbers rounded
338 election for T. Assume that ADSP and AGUBmachinery is treated as if it were disposed of before

of T are both $500 and are allocated among T's agne decrease is taken into account. In 2007, T recog- (ii) After the close of new target’s first taxable
quisition date assets as follows: nizes income of $15, the character of which is deteiear, P pays an additional $200 for its recently pur-
mined under the principles @frrowsmith v. Com- chased T stock. Assume that the additional consid-

for convenience.

éISaS:; Asset Basis missioner,344 U.S. 6 (1952), and the tax benefiteration paid would not increase T's tax liability for
rule. No adjustment to the basis of T's assets i&e deemed sale gain.
\ Machinery .................. $150 made for any tax paid on this amount. Assume also (i) T's AGUB increases by $200, from $2,700 to
\ Land ... 250 that, as a result of amortization deductions, the a&2,900. This $200 increase in AGUB is accounted
VIl Goodwill and going concern justed basis of the goodwill and going concern valu#or in accordance with the provisions of §1.338-
value ... 100 jmmediately before the decrease in AGUB is $40. &(c)(3)(ii).
Total ... $500 gimilar adjustment to income is made in 2007 with (iv) The hypothetical purchase price of the T

(i) On September 30, 2004, P filed a claim"@SPect to the $60 of previously amortized goodwilstock is redetermined as follows:

against the selling shareholders of T in a court of a,ﬁm(jv?)oll:gst(;;r;:z:; \;ﬁ:euﬁésis of T's acquisition 4 ST05Sed-Up basis of recently purchased
propriate jurisdiction alleging fraud in the sale of the y i _
T stock assets, as of January 1, 2007, is as follows: stock as determined under §1.338-5(c)
: ($1,800X (1—.2)/.8) . ..o $ 1,800

Basis Basis of nonrecently purchased stock as
......................... $ 0 if the gain recognition election under

(i) On January 1, 2007, the former shareholderg gget
refund $140 of the purchase price to P in a Sem%achinery

ment of the lawsuit. Assume that, under generglang = L 225 §1.338-5(d)(2) had been made ($1,800
principles of tax law, both the seller and the buyeg o4yl and going concern value . . . . . . 0 X2M(1=2) oo 450
properly take into account such refund when paid. Liabilities . ... 1.000

Assume also that the refund has no effect on the tax Example 3.(i) Assume that the facts are the same Total
liability for the deemed sale gain. This refund reas §1.338-6(dExample 2except that the recently
sults in a decrease of T's ADSP and AGUB of $140purchased stock is acquired for $1,600 plus addi- (v) Since the redetermined hypothetical purchase
from $500 to $360. tional payments that are contingent upon T's futurgrice ($3,250) exceeds the redetermined AGUB
(iv) The redetermined ADSP and AGUB of $360earnings. Assume that, under general principles ¢$2,900) and no gain recognition election was made
is allocated among T’s acquisition date assets. Béax law, such later payments are properly taken intonder section 338(b)(3), the rules of §1.338-
cause ADSP and AGUB do not exceed the fair maaccount when paid. Thus, T's AGUB, determined a6(c)(3)(iii) are reapplied using the redetermined hy-
ket value of the Class V assets, the ADSP andf the beginning of the day after the acquisition datpothetical purchase price and the redetermined
AGUB amounts are allocated to the Class V assefafter reduction by T's cash of $200), is $2,500 andGUB.
in proportion to their fair market values at the beginis allocated among T's acquisition date assets under (vi) First, an AGUB amount equal to the redeter-
ning of the day after the acquisition date. Thus§1.338-6(c)(3)(iii) as follows: mined hypothetical purchase price ($3,250) is allo-



cated among the assets under the general rulesi®imultiplied by a fraction with a numerator equal tathetical purchase price reduced by the amount of
81.338-6. The allocation is set forth in the columnhe actual redetermined AGUB reduced by th€lass | assets ($3,250 — $200 = $3,050), or
below entitledHypothetical Allocation. Next, the amount of Class | assets ($2,900 — $200 = $2,70@)700/3,050. This produces thimal Allocation
allocation to each asset in Class Il through Class VHnd a denominator equal to the redetermined hypo-

Hypothetical Final
Class Asset Allocation Allocation

| Cash .o $ 200 $ 200
Il Portfolio of actively traded securities ... ............... 300 266*
1 Accountsreceivable ........... ... ... L 600 531
v INVENTONY . . o o 300 266
\ Building . ... 800 708
\ Land ... .. 200 177
\% Investmentin TL .. ... ... . 450 398
i Goodwill and going concernvalue . ................... 400 354

Total ..o $ 3,250 $ 2900

* All numbers rounded for convenience.

(vii) As illustrated by this example, reapplying 81.338-6(c)(3) results in a basis increase for some assets and a badisrdghereassets. The amount of re-
determined AGUB allocated to each acquisition date asset is determined as follows:

Original Redetermined
©)(?3) ©)(3) Increase

Asset allocation allocation (decrease)
Portfolio of actively traded securities .. ......... ... ... ... .. ..... $ 268 $ 266 $ (2
Accountsreceivable ......... .. .. 536 531 (5)
INVENOTY . . . 268 266 )
Building . ..o 714 708 (6)
Land ... 178 177 1)
Investmentin TL ... ... . 402 398 4)
Goodwilland going concernvalue . ............. .. 134 354 _ 220

Total $ 2,500 $ 2,700 $ 200

Example 4(i) On January 1, 2001, P purchases (ii) T has no liabilites. The AGUB is $700. In tion to their fair market values as follows:
all of the outstanding T stock and makes a sectioralculating ADSP, assume that, under §1.1001-1,

338 election for T. P pays $700 of cash and promiselse current amount realized attributable to the corﬁo-‘SSEt Basis
also to pay a maximum $300 of contingent considetingent consideration is $200. ADSP is thereforé&quipment . ..................... $200
ation at various times in the future. Assume tha$900 ($700 cash plus $200). Non-actively traded securities . . . .. .. 100
under general principles of tax law, such later pay- (iii) (A) The AGUB of $700 is ratably allocated Building . ....................... 500
ments are properly taken into account by P whegmong T's Class V acquisition date assets in propor-Total . .. ..........oovvvee..n.. $800
aid. Assume also, however, that the current faj ir fai :
Eﬁarket value of the contingent payments is reasortlif)n (0 theirfair market values as follows: (B) The remaining ADSP, $100, is allocated to
ably ascertainable. The fair market value of T's adisset Basis  goodwill and going concern value (Class VII).
sets (other than goodwill and going concern value) asquipment ($700< 200/800) . . . . . . . $175.00 (V) P and T file a consolidated return for 2001
of the beginning of the following day is as follows: Non-actively traded securities and iaﬁh filf!l(?wmc? year with P as the common par-
Far B($'I7dc')O>< igg{i? %)O(-)/.S-0.0 ........... 43?77 55(? ent(\c/)i)tlneze(l)c;z;?fcc?r:tci)ggént amount of $120 is paid
Asset market UTI tlnlg( ) " 4700.0?Y P- Assume that, under general principles of tax
Class  Assets value O "law, the payment is properly taken into account by P
\% Equipment. ................. $200 (B) No amount is allocated to goodwill or goingat the time made. In 2004, there is an increase in T
\% Non-actively traded securities . . 100 concern value. AGUB of $120. The amount of the increase allo-
\Y Building. ................... __500 (iv) (A) The ADSP of $900 is ratably allocated cated to each acquisition date asset is determined &
Total.......... ..., 800 among T's Class V acquisition date assets in propofellows:
Original Redetermined
Asset AGUB AGUB Increase
Equipment . ... ... $175.00 $200.00 $ 25.00
Land ... .. 87.50 100.00 12.50
Building . ... 437.50 500.00 62.50
Goodwill and going concernvalue ................ 0.00 20.00 20.00
Total ... $ 700.00 $820.00 $120.00

Par. 6. Section 1.338-10 is added t(8) of this section, any deemed sale gain tsirn must also include any deemed sale
read as follows: reported on the final return of old targegain of any members of the consolidated
filed for old target’s taxable year that endgroup that are acquired by the purchasing
at the close of the acquisition date. If oldtorporation on the same acquisition date

(a) Returns including tax liability from target is the common parent of an affili-as old target).
deemed asset salg1) In general. Ex- ated group, the final return may be a con- (2) Old target’s final taxable year oth-
cept as provided in paragraphs (a)(2) amsblidated return (any such consolidated rerwise included in consolidated return of

§1.338-10 Filing of returns.



selling group—(i) General rule. If the are acquired by the purchasing corpora- (A) Contain the name, address, and em
selling group files a consolidated returriion on the same acquisition date and thatoyer identification number of each tar-
for the period that includes the acquisitiomtherwise would be required to file sepaget required to be included in the com-
date, old target is disaffiliated from thatrate deemed sale returns. The combindiined return;

group immediately before the deemedeturn must include all such targets. For (B) Contain the following declaration
asset sale and must file a deemed sale example, T and T1 may be included in §or a substantially similar declaration):
turn separate from the group that includesombined return if— EACH TARGET IDENTIFIED IN THIS
only the deemed sale gain and the carry- (A) T and T1 are directly owned sub-ELECTION TO FILE A COMBINED
over items specified in paragraphsidiaries of S; RETURN CONSENTS TO THE FILING
(a)(2)(iii) of this section. The deemed (B) S is the common parent of a consolOoF A COMBINED RETURN,;

asset sale occurs at the close of the acgidated group; and (C) For each target, be signed by a per:
sition date and is the last transaction of (C) P makes qualified stock purchaseson who states under penalties of perjury
old target. Any transactions of old targebf T and T1 on the same acquisition datethat he or she is authorized to act on be
occurring on the acquisition date other (ii) Gain and loss offsetsGains and half of such target.

than the deemed asset sale are includedl@asses recognized on the deemed asset(iv) Consequences of filing a combined
the selling group’s consolidated return. Asales by targets included in a combined reeturn. Each target included in a com-
deemed sale return includes a combinddrn are treated as the gains and losses dbiaed return is severally liable for any tax
deemed sale return as defined in paraingle target. In addition, loss carryoverassociated with the combined return. See
graph (a)(4) of this section. of a target that were not subject to the seg1.338-1(b)(3).

(i) Separate taxable yealhe deemed arate return limitation year restrictions (5) Deemed sale excluded from pur-
asset sale included in the deemed sale (&SRLY restrictions) of the consolidated rechasing corporation’s consolidated re-
turn under this paragraph (a)(2) occurs iturn regulations while that target was aurn. Old target may not be considered a
a separate taxable year, except that oldember of the selling consolidated groupmmember of any affiliated group that in-
target’s taxable year of the sale and thmay be applied without limitation to thecludes the purchasing corporation with re-
consolidated year of the selling group thagains of other targets included in the comspect to its deemed asset sale.
includes the acquisition date are treated &@ed return. If, however, a target has loss (6) Due date for old target's final re-
the same year for purposes of determinincarryovers that were subject to the SRLYurn—(i) General rule. Old target’s final
the number of years in a carryover or carestrictions while that target was a memreturn is generally due on the 15th day of
ryback period. ber of the selling consolidated group, théhe third calendar month following the

(iii) Carryover and carryback of tax at- use of those losses in the combined retumonth in which the acquisition date oc-
tributes. Target's attributes may be car-continues to be subject to those restricurs. See section 6072 (time for filing in-
ried over to, and carried back from, theions, applied in the same manner as if theome tax returns).
deemed sale return under the rules applicombined return were a consolidated re- (ii) Application of §1.1502—76(€}A)
able to a corporation that ceases to betarn. A similar rule applies, when approdn general. Section 1.1502—-76(c) applies
member of a consolidated group. priate, to other tax attributes. to old target’s final return if old target was

(iv) Old target is a component member (iii) Procedure for filing a combined re-a member of a selling group that did not
of purchasing corporation’s controlled turn. A combined return is made by filing file consolidated returns for the taxable
group. For purposes of its deemed sala single corporation income tax return iryear of the common parent that precede:
return, target is a component member dieu of separate deemed sale returns for dlie year that includes old target’s acquisi-
the controlled group of corporations intargets required to be included in the contion date. If the selling group has not
cluding the purchasing corporation unlesbined return. The combined return refiled a consolidated return that includes
target is treated as an excluded memb#ects the deemed asset sales of all targeikl target’s taxable period that ends on the
under section 1563(b)(2). required to be included in the combinedcquisition date, target may, on or before

(3) OId target is an S corporationlf return. If the targets included in the comthe final return due date (including exten-
target is an S corporation for the periodined return constitute a single affiliatedsions), either—
that ends on the day before the acquisitiogroup within the meaning of section (1) File a deemed sale return on the as
date, old target must file a deemed sale r&504(a), the income tax return is signedumption that the selling group will file
turn as a C corporation. For this purposdyy an officer of the common parent of thathe consolidated return; or
the principles of paragraph (a)(2) of thigroup. Otherwise, the return must be (2) File a return for so much of old tar-
section apply. This paragraph (a)(3) doesigned by an officer of each target inget’s taxable period as ends at the close ©
not apply if an election under sectiorcluded in the combined return. Ruleshe acquisition date on the assumption
338(h)(10) is made for the S corporation.similar to the rules in §1.1502—-75(j) applythat the consolidated return will not be

(4) Combined deemed sale retuni) for purposes of preparing the combinediled.

General rule. Under section 338(h)(15), return. The combined return must include (B) Deemed extensiorfor purposes of
a combined deemed sale return (conman attachment prominently identified aspplying 81.1502-76(c)(2), an extension
bined return) may be filed for all targetsan ELECTION TO FILE A COMBINED of time to file old target’s final return is
from a single selling consolidated groulRETURN UNDER SECTION 338(h)- considered to be in effect until the last date
(as defined in §1.338(h)(10)-1(b)(3)) tha{15). The attachment must— for making the election under section 338.



(C) Erroneous filing of deemed sale re+eturns. T must file a separate return for its taxabl|come tax return for T's taxable period ending on
turn. If. under this paragraph (a)(6)(ii) year ending on June 30 of Year 1, which return inSeptember 20 of Year 1 was due on December 15 o

. cludes the deemed asset sale. Year 1. Additions to tax for failure to file a return
target files a deemed sale return but thd . .
and to pay tax shown on a return will not be imposed

selling group does not file a c-onsolidated (b) Waiver—(1) Certain additions to if T's return is filed and the tax paid on or before
return, target must file a substituted returfgx. An addition to tax or additional June 15 of Year 2. (This waiver applies even if the
for old target not later than the due datgmount (addition) under subchapter A ofcquisition date coincides with the last day of T's
(including extensions) for the return ofchapter 68 of the Internal Revenue Codgt";ir;i?a:rﬁgf;%‘;y;rfa r:(%rﬂ;?sr ir?o:::;
the common parel_”nt with WhICh old tal’ge_Fa,nsmg on OI.’ before the |a§t day for ma able year ending September 20 of Year 1 runs from
would have been included in the consoliing the election under section 338 becausfcember 15 of Year 1. A statement indicating that
dated return. The substituted return is fasf circumstances that would not exist buthe waiver rule of this paragraph is being assertec
so much of old target's taxable year afor an election under section 338, ishould be attached to T's return.
ends at the close of the acquisition datevaived if— . EAxamp'e fAisumﬁ the same fSCtS aﬁmmﬁ"ed
- . . ;1. Assume urther that new T adopts the calendar
Under §1.1502-76(c)(2), the deemed sale (i) Under the particular statute the addi ear by filing, on or before June 15 of Year 2, its first

return is not considered a return for purtion is excusable upon a showing of reza,y—etum (for the period beginning on September 21 of

poses of section 6011 (relating to the gersonable cause; and Year 1 and ending on December 31 of Year 1) indi-
eral requirement of filing a return) if a (ii) Corrective action is taken on or be<ating that a calendar year is chosen. See
substituted return must be filed. fore the last day. §1.338-1(b)(1). Any additions to tax or amounts de-

(D) Erroneous filing of return for regu- (2) Notification. The Internal Revenue scribed in this paragraph (b) that arise because of thi

. - e - te filing of a return for the period ending on De-
lar tax year. If, under this paragraph Service should be notified at the time 0(;'ra‘ember 31 of Year 1 are waived, because they ar

(a)(6)(ii), target files a return for so muchcorrection (e.g., by at_taChmg a Sta_teme%'é\sed on circumstances that would not exist but for
of old target's regular taxable year as end® @ return that constitutes corrective aGne section 338 election. Notwithstanding this
at the close of the acquisition date but thon) that the waiver rule of this paragraphwaiver, however, the retum is still considered due
selling group files a consolidated return(b) is being asserted. March 15 of Year 2, and interest on any underpay-

- 3) Elections or other actions required Ment runs from that date.
target must file an amended return for old (3) q Example 3Assume the same facts asiample

target not later than the due date (indUd:Q be specified on a timely filed ret&m 2, except that T's former taxable year ends on Octo-
ing extensions) for the selling group’s(') m_ general_- If paragraph (b)(1) _Of this per 31." Although prior to the election old T had a re-
consolidated return. (The amended retur’ﬁeCtlon applles or would apply if theraurn due on January 15 of Year 2 for its year ending
is a deemed sale return.) were an underpayment, any election dPctober 31 of Year 1, that return need not be filed

(E) Last date for payment of taxt ei- other action that must be specified on Because a timely election L'mder. section 338 was
h bsti q ded final Hmely filed return for the taxable periodmaQe. InsFead, old T must file a final return fo.r thg
ther a substituted or amended final retur d by the late filed return d i @erlod ending on September 20 of Year 1, which is
of old target is filed under this paragraptf©Vered by the late filed return describey, o o, pecember 15 of Year 1.

in paragraph (b)(1) of this section is con-

a)(6)(ii), the last date prescribed for pay-. . . o )
Sn()e(nt)(m)‘ tax is the fingl return due dpa%/@dered timely if specified on a late-filed§8§1.338(b)-1, 1.338(b)-2T, and

(as defined in paragraph (a)(6)(i) of thid®™U™M filed on or before the last day forl.338(b)-3T [Removed]

section). ma.klng the electhn under section 338. bar 7. Secti 1 338(b)1. 1.338(b
(7) Examples.The following examples . (ii) New target in purchasing corpora- _Far. f. 2=-I0ns = (b)-1, 1.338(b)-

llustrate this paragraph (a): tion's consolidated return.If new target 2T, and 1.338(b)-3T, are removed.

paragraph (a): is includible for its first taxable year in a Par. 8. Section 1.338(h)(10)-1 is re-

Example 1(i) S is the common parent of a con-consolidated return filed by the affiliatedvised to read as follows.

solidated group that includes T. The S group filegr f which th rchasin rpora-

calendar )?ear F;onsolidated returns. At tﬁe cI?)se %O?]uiz g memcbert oen g::l t():efife t%]:?agfdajl'338(.h)(1o)_l Deemed asset sale and

June 30 of Year 1, P makes a qual_ified stock PUES, making the election under section 33 ’qwdatlon.

chase of T from S. P makes a section 338 election : .

for T, and T's deemed asset sale occurs as of thEY .elleCtl_On or other _aCtlon that must be (a) Scope.This section prescribes rules

close of T's acquisition date (June 30). specified in a timely filed return for newyo, qualification for a section 338(h)(10)
(ii) T is considered disaffiliated for purposes oftarget’s first taxable year (but which is nog|ection and for making a section

reporting the deemed sale gain. Accordingly, T igpecified in the consolidated return) i%38(h)(10) election. This section also pre-

included in the S group’s consolidated returicgnsidered timelv if specified in an.... .
through T's acquisition date except that the tax lia- Y P scribes the consequences of such electior

bility for the deemed sale gain is reported in a sepf‘%‘mended return filed on or before Sucﬁ-he rules of this section are in addition to
rate deemed sale return of T. Provided that T is né®St day, at the pl.ace where the ConSOI{he rules of 881.338-0 through 1.338-10
tlrgg‘sfebd ;S ?’_‘ excluded mft’mberb“”d?rp,sec“dj‘atidéetum Iwaiﬂle?.” _ | and 1.338(i)-1 and, in appropriate cases

(b)(2), T is a component member of P's con- (4) Examples.The following examples apply instead of the rules of §§1.338-0

trolled group for the taxable year of the deemedl|ystrate this paragraph (b): .
asset sale, and the taxable income bracket amounts paragraph (b) through 1.338-10 and 1.338(i)-1.

available in calculating tax on the deemed sale re- Example 1.T is an unaffiliated corporation with  (b) Definitions—(1) Consolidated tar-
turn must be limited accordingly. a tax year ending March 31. At the close of Septengget. A consolidated targeis a target that
(iii) If P purchased the stock of T at 10 a.m. orber 20 of Year 1, P makes a qualified stock purchage 3 member of a consolidated group
June 30 of Year 1, the results would be the samef T. P does not join in filing a consolidated return, ithin the meaning of §1.1502—1(h) on
See paragraph (a)(2)(i) of this section. P makes a section 338 election for T on or beforgv T g N
Example 2.The facts are the same a€ixample  June 15 of Year 2, which causes T's taxable year #'€ acquisition date and is not the com-
1, except that the S group does not file consolidateend as of the close of September 20 of Year 1. Amon parent of the group on that date.



(2) Selling consolidated groupA sell- the section 338 election for T is also noincluding the time of the deemed asset
ing consolidated groups the consoli- valid. sale and the deemed liquidation) notwith-
dated group of which the consolidated tar- (d) Certain consequences of sectiostanding section 1362(d)(2)(B). Also,
get is a member on the acquisition date. 338(h)(10) electionFor purposes of sub- when T is an S corporation target, any di-

(3) Selling affiliate; affiliated targetA title A of the Internal Revenue Code (ex+ect and indirect subsidiaries of T which T
selling affiliateis a domestic corporation cept as provided in §1.338-1(b)(2)), thdwas elected to treat as qualified subchapte
that owns on the acquisition date amonsequences to the parties of making % subsidiaries under section 1361(b)(3)
amount of stock in a domestic targetsection 338(h)(10) election for T are asemain qualified subchapter S sub-
which amount of stock is described irfollows: sidiaries through the close of the acquisi-
section 1504(a)(2), and does not join in (1) P. P is automatically deemed totion date. No similar rule applies when a
filing a consolidated return with the tar-have made a gain recognition election fogualified subchapter S subsidiary, as op-
get. In such case, the target isadfili- its nonrecently purchased T stock, if anyposed to the S corporation that is its
ated target. The effect of a gain recognition electiorowner, is the target the stock of which is

(4) S corporation target.An S corpo- includes a taxable deemed sale by P actually purchased.
ration targetis a target that is an S corpothe acquisition date of any nonrecently (ii) Tiered targets. In the case of par-
ration immediately before the acquisitiorpurchased target stock. See §1.338-5(dgnt-subsidiary chains of corporations
date. (2) New T. The AGUB for new T's as- making elections under section 338(h)-

(5) S corporation shareholders. S cor-sets is determined under 81.338-5 and {40), the deemed asset sale of a parer
poration shareholdersre the S corpora- allocated among the acquisition date asorporation is considered to precede tha
tion target’s shareholders. Unless othesets under §81.338-6 and 1.338-7. Noof its subsidiary. See §1.338-3(4)(i).
wise indicated, a reference to Swithstanding paragraph (d)(4) of this sec- (4) Old T and selling consolidated
corporation shareholders refers both to #on (deemed liquidation of old T), new Tgroup, selling affiliate, or S corporation
corporation shareholders who do andemains liable for the tax liabilities of oldshareholders—deemed liquidation; tax
those who do not sell their target stock. T (including the tax liability for the characterizatior—(i) In general.Old T is

(6) Liquidation. Any reference in this deemed sale gain). For example, new ffeated as if, before the close of the acqui:
section to a liquidation is treated as a refemains liable for the tax liabilities of thesition date, after the deemed asset sale i
erence to the transfer described in paraembers of any consolidated group thataragraph (d)(3) of this section, and while
graph (d)(4) of this section notwithstandare attributable to taxable years in whiclold T is a member of the selling consoli-
ing its ultimate characterization forthose corporations and old T joined in thelated group (or owned by the selling affil-
Federal income tax purposes. same consolidated return. See 81.1502ate or owned by the S corporation share-

(c) Section 338(h)(10) electien(1) In  6(a). holders), it transferred all of its assets to
general. A section 338(h)(10) election (3) Old T—deemed sale(i) In gen- members of the selling consolidated
may be made for T if P acquires stocleral. Old T is treated as transferring all ofgroup, the selling affiliate, or S corpora-
meeting the requirements of sectiolits assets to an unrelated person in exon shareholders and ceased to exist. Th
1504(a)(2) from a selling consolidatecchange for consideration that includes theansfer from old T is characterized for
group, a selling affiliate, or the S corporaassumption of or taking subject to liabili-Federal income tax purposes in the sam
tion shareholders in a qualified stock purties in a single transaction at the close ahanner as if the parties had actually en-
chase. the acquisition date (but before thegaged in the transactions deemed to occu

(2) Simultaneous joint election require-deemed liquidation). See 8§1.338-1(a) rdsecause of this section and taking into ac:
ment. A section 338(h)(10) election isgarding the tax characterization of theount other transactions that actually oc-
made jointly by P and the selling consolideemed asset sale. ADSP for old T is deurred or are deemed to occur. For exam
dated group (or the selling affiliate or theermined under §1.338—4 and allocatefdle, the transfer may be treated as ¢
S corporation shareholders) on Fornamong the acquisition date assets unddistribution in pursuance of a plan of reor-
8023 in accordance with the instruction£81.338-6 and 1.338—7. Old T realizeganization, a distribution in complete can-
to the form. S corporation shareholderthe deemed sale gain from the deemeztllation or redemption of all its stock,
who do not sell their stock must also conasset sale before the close of the acquigine of a series of distributions in com-
sent to the election. The sectiorion date while old T is a member of theplete cancellation or redemption of all its
338(h)(10) election must be made noselling consolidated group (or owned bystock in accordance with a plan of liqui-
later than the 15th day of the 9th montithe selling affiliate or owned by the S cordation, or part of a circular flow of cash.
beginning after the month in which theporation shareholders). If T is an affili-In most cases, the transfer will be treatec
acquisition date occurs. ated target, or an S corporation target, thees a distribution in complete liquidation to

(3) Irrevocability. A section 338(h)(10) principles of §81.338-2(c)(10) andwhich section 336 or 337 applies.
election is irrevocable. If a section1.338-10(a)(1), (5), and (6)(i) apply to (ii) Tiered targets. In the case of par-
338(h)(10) election is made for T, a secthe return on which the deemed sale gaent-subsidiary chains of corporations
tion 338 election is deemed made for T. is reported. When T is an S corporatiomaking elections under section

(4) Effect of invalid election.If a sec- target, T's S election continues in effec838(h)(10), the deemed liquidation of a
tion 338(h)(10) election for T is not valid, through the close of the acquisition datsubsidiary corporation is considered to



precede the deemed liquidation of its (ii) T stock sale.A minority share- under the installment obligation are
parent. holder recognizes gain or loss on thgreater or less than the amount realized.
(5) Selling consolidated group, sellingshareholder’s sale or exchange of T stock (ii) In deemed liquidation.Old T is
affiliate, or S corporation shareholders included in the qualified stock purchase. treated as distributing in the deemed lig-
() In general.If Tis an S corporation tar-  (iii) T stock not acquired A minority uidation the new T installment obliga-
get, S corporation shareholders (whetheshareholder does not recognize gain dions that it is treated as receiving in the
or not they sell their stock) take their prdoss under this section with respect todleemed asset sale. The members of th
rata share of the deemed sale gain into aghares of T stock retained by the shareelling consolidated group, the selling af-
count under section 1366 and increase aplder. The shareholder’s basis and holdHiate, or the S corporation shareholders
decrease their basis in T stock under seittg period for that T stock is not affectedare treated as receiving in the deemed lig
tion 1367. Members of the selling conby the section 338(h)(10) election. uidation the new T installment obliga-
solidated group, the selling affiliate, or S (7) Consolidated return of selling con-tions that correspond to the P installment
corporation shareholders are treated as #olidated group.If P acquires T in a qual- obligations they actually received indi-
after the deemed asset sale in paragraffted stock purchase from a selling convidually in exchange for their recently
(d)(3) of this section and before the clossolidated group— purchased stock. The new T installment
of the acquisition date, they received the (i) The selling consolidated group musbbligations may be recharacterized unde!
assets transferred by old T in the transafite a consolidated return for the taxabl®ther rules. See for example §1.453-
tion described in paragraph (d)(4)(i) ofperiod that includes the acquisition date; 11(a)(2) which, in certain circumstances,
this section. In most cases, the transfer (ii) A consolidated return for the sellingtreats the new T installment obligations
will be treated as a distribution in com-consolidated group for that period mayleemed distributed by old T as if they
plete liquidation to which section 331 omot be withdrawn on or after the day that were issued by new T in exchange for the
332 applies. section 338(h)(10) election is made for Tmembers’ of the selling consolidated
(i) Basis and holding period of T stockand group, the selling affiliate’s, or the S cor-
not acquired. A member of the selling  (iii) Permission to discontinue filing poration shareholders’stock in old T. The
consolidated group (or the selling affiliateconsolidated returns cannot be granteshembers of the selling consolidated
or an S corporation shareholder) retaininfpr, and cannot apply to, that period ogroup, the selling affiliate, or the S corpo-
T stock is treated as acquiring the stock sany of the immediately preceding taxablgation shareholders are treated as receiv
retained on the day after the acquisitioperiods during which consolidated returnéng all other consideration in the deemed
date for its fair market value. The holdingcontinuously have been filed. liquidation in cash.
period for the retained stock starts on the (8) Availability of the section 453 in- (9) Treatment consistent with an actual
day after the acquisition date. For purstallment methodSolely for purposes of asset sale.Old T may not assert any pro-
poses of this paragraph, the fair marketpplying sections 453, 453A, and 453Byision in section 338(h)(10) or this sec-
value of all of the T stock equals theand the regulations thereunder (the inon to obtain a tax result that would not
grossed-up amount realized on the sale &tallment method) to determine the consdpe obtained if the parties had actually en-
P of P’s recently purchased target stockjuences to old T in the deemed asset sgl@ged in the transactions deemed to occu
See §1.338-4(c). and to old T (and its shareholders, if relebecause of this section and taking into ac:
(i) T stock sale.Members of the sell- vant) in the deemed liquidation, the rulesount other transactions that actually oc-
ing consolidated group (or the selling afin paragraphs (d)(1) through (7) of thiscurred or are deemed to occur.
filiate or S corporation shareholders) recsection are modified as follows: (e) ExamplesThe following examples
ognize no gain or loss on the sale or (i) In deemed asset saleQld T is illustrate this section:
e_xchange of T stock included in the qualitreated as rgceiving in the _dee_med a:ssetEXamlole 1.() S1 owns all of the T stock and T
fied stock purchase (although they magale new T installment obligations, th&) s all of the stock of T1 and T2. S1 is the com-
recognize gain or loss on the T stock ierms of which are identical (except as téon parent of a consolidated group that includes T,
the deemed liquidation). the obligor) to P installment obligationsT1, and T2. P makes a qualified stock purchase o
(6) Nonselling minority shareholdersissued in exchange for recently purchase¥| of the T stock from S1. S1 joins with Pin making
other than nonselling S corporationstock of T. Old T is treated as receiving i section 338(h)(10) election for T and for the
. . . L. emed purchase of T1. A section 338 election is
shareholders—(i) In general. This para- cash all other consideration in the deem(qgit made for T2.
graph (d)(6) describes the treatment adsset sale other than the assumption of, or(ii) S1 does not recognize gain or loss on the sale
shareholders of old T other than the foltaking subject to, old T liabilities. For ex-of the T stock and T does not recognize gain or loss
lowing: members of the selling consoli-ample, old T is treated as receiving irf" the sale of the T1 stock because section
dated group, the selling affiliate, S corpoeash any amounts attributable to th ﬂ:;%f,’,;'g;tfgflii g:ﬁzeeg’;;tﬁzds;iomﬁ
ration shareholders (whether or not thegrossing-up of amount realized undeg; 11 stock is not taken into account in earnings anc
sell their stock), and P. For a descriptio81.338-4(c). The amount realized for reprofits. However, because a section 338 election is
of the treatment of S corporation sharecently purchased stock taken into accoumpt made for T2, T must recognize any gain or loss
holders, see paragraph (d)(5) of this seta determining ADSP is adjusted (andrealized on the deemed sale of the T2 stock. Se
tion. A shareholder to which this_par_a{hus, ADSP_is redetermi_ned) to reflect_thél'&%s;ﬁéhésults would be the same if SL, T, T1,
graph (d)(6) applies is called a minorityamounts paid under an installment obligasg T2 are not members of any consolidated group
shareholder. tion for the stock when the total paymentsecause S1 and T are selling affiliates.



Example 2 (i) S and T are solvent corporations.treated in the same manner as if they had actually oc- (ii) Assume that, if the T stock had not itself been
S owns all of the outstanding stock of T. S and Burred. Because old T transferred substantially all afold but T had instead sold both its inventory and the
agree to undertake the following transaction: T wilits assets to S2, and is deemed to have distributed Hiéwco stock to P, T would for tax purposes be
distribute half its assets to S, and S will assume hatt remaining assets and gone out of existence, tideemed instead to have sold both its inventory anc
of T's liabilities. Then, P will purchase the stock of Ttransfer of assets to S2, taking into account the relatedtively traded security directly to P, with P deemed
from S. S and P will jointly make a sectiontransfers, deemed and actual, qualifies as a reorgatiien to have created Newco and contributed the ac
338(h)(10) election with respect to the sale of T. Theation under section 368(a)(1)(D). Section 361(c)(ljvely traded security to the capital of Newco. Sec-
corporations then complete the transaction as agreexthd not section 332 applies to T's deemed liquidatiotion 338, if elected, generally recharacterizes a stock
(ii) Under section 338(a), the assets present in T Example 4. (i) T owns two assets: an actively sale as a deemed sale of assets. The tax results
at the close of the acquisition date are deemed sdicded security (Class Il) with a fair market value othe deemed sale of assets should, where possible, t
by old T to new T. Under paragraph (d)(4) of thisf100 and an adjusted basis of $100, and inventolike those of an actual asset sale. Hence, the deeme
section, the transactions described in paragraph ((Jlass V) with a fair market value of $100 and arsale of assets under section 338(h)(10) should b
of this section are treated in the same manner asaifljusted basis of $100. T has no liabilities. S is ndreated as one of the inventory and actively traded
they had actually occurred. Because S and P hadtiating to sell all the stock in T to P for $100 castsecurity themselves, not of the inventory and Newco
agreed that, after T's actual distribution to S of parand contingent consideration. Assume that undetock. That is the substance of the transaction. The
of its assets, S would sell T to P pursuant to an elegenerally applicable tax accounting rules, P’s adanti-abuse rule of §1.338-1(c) does not apply, be-
tion under section 338(h)(10), and because pargusted basis in the T stock immediately after the purause the substance of the deemed sale of assets i
graph (d)(4) of this section deems T subsequently tthase would be $100, because the contingent cosrle of the inventory and the actively traded security
have transferred all its assets to its shareholder, Ts&leration is not taken into account. Thus, under thtemselves, not of the inventory and the Newco
deemed to have adopted a plan of complete liquidadles of §1.338-5, AGUB would be $100. Under thestock. Otherwise, the anti-abuse rule might apply.
tion under section 332. T's actual transfer of assetdlocation rules of §1.338-6, the entire $100 would Example 5.(i) T, a member of a selling consoli-
to S is treated as a distribution pursuant to that plare allocated to the Class Il asset, the actively tradethted group, has only one class of stock, all of which
of complete liquidation. security, and no amount would be allocated to the ins owned by S1. On March 1 of Year 2, S1 sellsits T
Example 3. (i) S1 owns all of the outstanding ventory. P, however, plans immediately to cause $tock to P for $80,000, and joins with P in making a
stock of both T and S2. All three are corporationsto sell the inventory, but not the actively traded seciwsection 338(h)(10) election for T. There are no sell-
S1 and P agree to undertake the following transacity, so it requests that, prior to the stock sale, 8qg costs or acquisition costs. On March 1 of Year 2,
tion. T will transfer substantially all of its assets andtause T to create a new subsidiary, Newco, and cofi-owns land with a $50,000 basis and $75,000 fair
liabilities to S2, with S2 issuing no stock in ex-tribute the actively traded security to the capital ofnarket value and equipment with a $30,000 adjustec
change therefor, and retaining its other assets and llewco. Because the stock in Newco, which wouldasis, $70,000 recomputed basis, and $60,000 fai
abilities. Then, P will purchase the stock of T fromnot be actively traded, is a Class V asset, under tmearket value. T also has a $40,000 liability. S1
S1. S1 and P will jointly make a section 338(h)(10jules of §1.338—6 $100 of AGUB would be allocategpays old T's allocable share of the selling group’s
election with respect to the sale of T. The corporae the inventory and no amount of AGUB would beconsolidated tax liability for Year 2 including the tax
tions then complete the transaction as agreed. allocated to the Newco stock. Newco’s own AGUBJiability for the deemed sale gain (a total of
(i) Under section 338(a), the assets presentin T &0 under the rules of §1.338-5, would be allocatefl13,600).
the close of the acquisition date are deemed sold by the actively traded security. When P subsequently (i) ADSP of $120,000 ($80,000 + $40,000 + 0)
old T to new T. Under paragraph (d)(4) of this seceauses T to sell the inventory, T would realize naés allocated to each asset as follows:
tion, the transactions described in this section amgain or loss instead of realizing gain of $100.

Allocable

Assets Basis FMV Fraction ADSP
Land .. ... $ 50,000 $ 75,000 5/9 $ 66,667
EQUIPMENt ..o 30,000 60,000 4/9 53,333

Total .o $ 80,000 $ 135,000 1 $ 120,000

(iii) Under paragraph (d)(3) of this section, old T (B) Under 81.338-5, the AGUB for new T is has a fair market value of $60,000. T1 has no asset
has gain on the deemed sale of $40,000 (consisti$3.20,000 (i.e., $64,000/.8 + $40,000 + $0). other than the equipment and no liabilities. S1 pays
of $16,667 of capital gain and $23,333 of ordinary (C) Under paragraph (d)(4) of this section, Sbld T's and old T1's allocable shares of the selling
income). recognizes no gain or loss with respect to the regroup’s consolidated tax liability for Year 2 including

(iv) Under paragraph (d)(5)(iii) of this section, tained stock in T. See section 332. the tax liability for T and T1's deemed sale gain.

S1 recognizes no gain or loss upon its sale of the old (D) Under paragraph (d)(5)(ii) of this section, the (ii) ADSP for T is $120,000, allocated $66,667 to
T stock to P. S1 also recognizes no gain or loss updmasis of the T stock retained by S1 is $16,000 (i.ethe land and $53,333 to the stock. Old T's deemec
the deemed liquidation of T. See paragraph (d)(4) &120,000 — $40,000 (the ADSP amount for the old Fale gain is $16,667 (the capital gain on its deemec

this section and section 332. assets over the sum of new T’s liabilities immedisale of the land). Under paragraph (d)(5)(iii) of this
(v) P’s basis in new T stock is P’s cost for theately after the acquisition date) .20 (the propor- section, old T does not recognize gain or loss on its
stock, $80,000. See section 1012. tion of T stock retained by S1)). deemed sale of the T1 stock. See section 332.
(vi) Under 81.338-5, the AGUB for new T is Example 7.(i) The facts are the same asHr- (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +

$120,000, i.e., P’s cost for the old T stock ($80,000ample 6 except that K, a shareholder unrelated to 10). On the deemed sale of the equipment, T1 rec
plus T’s liability ($40,000). This AGUB is allocated or P, owns the 20 percent of the T stock that is natgnizes ordinary income of $23,333.
as basis among the new T assets under §81.338aéquired by P in the qualified stock purchase. K’'s (iv) Under paragraph (d)(5)(iii) of this section,

and 1.338-7. basis in its T stock is $5,000. S1 does not recognize gain or loss upon its sale o
Example 6. (i) The facts are the same asHR- (ii) The consequences to P, T, and S1 are the sartie old T stock to P.

ample 5.except that S1 sells 80 percent of the old s inExample 6. Example 9. (i) The facts are the same asHR-

stock to P for $64,000, rather than 100 percent of the (iii) Under paragraph (d)(6)(iii) of this section, K ample 8,except that P already owns 20 percent of

old T stock for $80,000. recognizes no gain or loss, and K’s basis in its The T stock, which is nonrecently purchased stock
(i) The consequences to P, T, and S1 are the sars®ck remains at $5,000. with a basis of $6,000, and that P purchases the re

as in Example 5, except that: Example 8.(i) The facts are the same asikam- maining 80 percent of the T stock from S1 for

(A) Ps basis for its 80-percent interest in the nevple 5, except that the equipment is held by T1, &64,000.
T stock is P's $64,000 cost for the stock. See sectiamholly-owned subsidiary of T, and a section (i) The results are the same asEixample 8gx-
1012. 338(h)(10) election is also made for T1. The T1 stockept that under paragraph (d)(1) of this section anc



81.338-5(d), P is deemed to have made a gaueipt of the note as a payment for the T stock; P'after the date that final regulations are
r(tacolgni;ion electil?npfor its n_onrecer_]tly fp;;%hgcs)ce)d fdayr?efnt (t)rf] th_([e_ $t25,gOOBnote in Yearz to 252 i Payyublished in therederal Register. For
stock. As a result, P recognizes gain of $10,000 amdent for the T stock. Because section 453(h) aiy o5 gpplicable to qualified stock pur-
its basis in the nonrecently purchased T stock is irplies to B, old T's deemed liquidating distribution of )
creased from $6,000 to $16,000. P’s basis in all titee note is, under section 453B(h), not treated asc_’chases befor? the F’ate that final re_gl'”a'
T stock is $80,000 (i.e., $64,000 + $16,000). Theaxable disposition by old T. tions are published in theederal Regis-
computations are as follows: (v) Under section 1366, A reports 40 percent, oter, see §81.338-0 through 1.338-5,
0 s b e sy s 00 o ofd T 55250 g oz Kot 530(0)1, 1.336(0)-2T, 1.338(0)-37,
chased T stock is , ie., , e basis nder section , this increases As , _ N _
the recently purchased T stock) (1 — .2)/(.8) (the adjusted basis in the T stock to $32,500. Next, iri'338(h)(10) 1, and 1.338())-1 as con

fraction in section 338(b)(4))). old T's deemed liquidation, A is considered to re-ta'ined in 26 CFR part 1 revised April 1,
(B) P's basis amount for the nonrecently purceive $40,000 for its old T shares, causing it to recL999.
chased T stock is $16,000 (i.e., $64,000 (thegnize an additional $7,500 gain in Year 1. Par. 10. Section 1.1060-1 is added tc

grossed-up basis in the recently purchased T stock) (vi) Under section 1366, B reports 40 percent, ofead as follows:

X (.2)/(1.0 = .2) (the fraction in section $22,500, of old T's $56,250 gain recognized in Year

338(b)(3)(B))). 1. Under section 1367, this increases B's $10,0091 .1060—1 Special allocation rules for
(C) The gain recognized on the nonrecently puradjusted basis in its T stock to $32,500. Next, in ol ; it

chased stock is $10,000 (i.e., $16,000 — $6,000). T’s deemed liquidation, B is considered to receivg:ertam asset acquisitions.
Example 10.(i) T is an S corporation whose solethe $25,000 note and $15,000 of other consideration. (a) Scope—(1) In general. This section

class of stock is owned 40 percent each by A and Rpplying section 453, including section 453(h), to . o .

and 20 percent by C. Aand B each has an adjustgsk deemed liquidation, B's selling price and conPTESCriDeS rules relating to the require-

basis of $10,000 in the stock. C has an adjusteghct price are both $40,000. Gross profit is $7,5001€nts of section 1060, which, in the case

basis of $5,000 in the stock. A, B, and C hold no int$40,000 selling price — B’s basis of $32,500). B'Of an applicable asset acquisition, re-

stallment obligations to which section 453A appliesgross profit ratio is 0.1875 (gross profit of $7,500 &uires the transferor (the seller) and the

On March 1 of Year 1, A sells its stock to P for$40,000 contract price). Thus, $2,812.50 (0'1875?ansferee (the purchaser) each to allocat

$40,000 in cash and B sells its stock to P for 15,000) is Year 1 gain attributable to the deemeﬂ_I iderati id ved in th
$25,000 note issued by P and real estate havingliguidation. In Year 7, when the $25,000 note is '€ CONSideration paid or received in the

fair market value of $15,000. The $25,000 note, dugaid, B has $4,687.50 (0.18%5$25,000) of addi- transaction among the assets transferre
in full in Year 7, is not publicly traded and bears adtjonal gain. in the same manner as amounts are allc
equate stated interest. A and B have no selling ex- (vii) Under section 1366, C reports 20 percent, ocated under section 338(b)(5) (relating to
penses. T's sole asset is real estate, which hagg 250, of old T's $56,250 gain recognized in Yeafhe allocation of adjusted grossed-up
value of $110,000 and an adjusted basis of $35,009. under section 1367, this increases C's $5,000 ag-__ .
Also, T's real estate is encumbered by long-outjysted basis in its T stock to $16,250. Next, in olcﬁas}IS among the assgts of the targe_t corpe
standing purchase-money indebtedness of $10,00Ps deemed liquidation, C is considered to receivé@tion when a section 338 election is
The real estate does not have built-in gain subject 0,000 for its old T shares, causing it to recognizenade). In the case of an applicable asse
section 1374. A, B, and C join with P in making 8an additional $3,750 gain in Year 1. Finally, undemcquisition described in paragraph (b)(1)
section 338(h)(10) election for T. paragraph (d)(5)(ii) of this section, C is consideregyf thjs section, sellers and purchasers
(ii) Solely for purposes of application of sectionsyg acquire its stock in T on the day after the acquisi;n I f; id : d h‘
453, 453A, and 453B, old T is considered in itsjon date for $20,000 (fair market value = grossed- ust allocate the consideration under the
deemed asset sale to receive back from new T th amount realized of $100,000 ( 20%). C's homimjesmual method as described in
$25,000 note (considered issued by new T) angeriod in the stock deemed received in new T begirs81.338—6 and 1.338—7 in order to deter-
$75,000 of cash (total consideration of $80,000 paigh that time. mine, respectively, the amount realized

for all the stock sold, which is then divided by .80 in L
. - SO T . from, and the basis in, each of the trans
o Jrossing-up, with the resulting foure of (f) Inapplicability of provisions. The ferred assets. For rules relating to distrib-

$100,000 then reduced by the amount of the instalb ‘i ; _ : )
ment note). Absent an election under sectio rovisions of section 6043, 81.331 1(d)utlons of partnership property or transfers

453(d), gain is reported by old T under the instan@nd 81.332-6 (relating to info_rmation reof partnership interests which are subject
ment method. turns and recordkeeping requirements f% section 1060(d), see §1.755-2T.
(iii) In applying the installment method to old T's corporate liquidations) do not apply to the . ’ fi
deemed asset sale, the contract price for old T's a§eemed liquidation of old T under paras (2) Eff_eCtlve date. The prOVISIOHSI Of
this section apply to any asset acquisitior

sets deemed sold is $100,000, the $110,000 selli ; :
price reduced by the indebtedness of $10,000 @’aph (d)(4) of this section. occurring after the date that final regula-

which the assets are subject. (The $110,000 selling .(g)_ReqUired informqtion-The Com'. tions are published in thieederal Regis-
price is itself the sum of the $80,000 grossed-up iMiSsioner may exercise the aUthOI’It)fer'

paragraph (ii) above to $100,000 and the $10,000 lgranted in section 338(h)(10)(C)(iii) to re- (3) Outline of topics.In order to facili-
hrice ~ o T past |sf$;§éoggog$1g§c¥) S equire provision of any information e the yse of this section, this paragrap!
price — o ’s basis o , . 'S gross C - ) ) ) 1
profit ratio is 0.75 (gross profit of $75,000 édeemed necessary to carry out the pro da)(3) lists the major paragraphs in this

$100,000 contract price). Thus, $56,250 (0.75 ( thelons of section 338(h)(10) by requiringyytion as follows:

$75,000 cash old T is deemed to receive in Year 1) 8ubmission of information on any tax re-(a) Scope
Year 1 gain attributable to the sale, and $18,7500rting form. (1) In genéral
(875,000 - $56,250) is recovery of basis. —  pgr, 9. Section 1.338(i)-1 is revised )  Effecti dat
(iv) In its liquidation, old T is deemed to distrib- read as follows: ) e(_: Ive Oa e.'
ute the $25,000 note to B, since B actually sold the : (3) Ouitline of topics.
stock partly for that consideration. To the extent ogl 338(i)~1 Effective dates (b) Applicable asset acquisition.

the remaining liquidating distribution to B, it is (1) In general.

deemed to receive, along with A and C, the balance . . L .
of old T's liquidating assets in the form of cash. The provisions of §81.338-0 through(2) Assets constituting a trade or busi-

Under section 453(h), B, unless it makes an electioli-338_1q _and 1.338(h)(10)-1 apply. tO. ness.
under section 453(d), is not required to treat the r&ny qualified stock purchase occurrindi) In general.



(i) Goodwill or going concern value.  tinue functioning or generating incomets presence in the microwave industry. P will not
(iii) Factors indicating goodwill or going without interruption notwithstanding ause the assets acquired from S to manufacture mi

concern value. change in ownership. It also includes th§°Wave connectors. The assets transferred are a

. . . . Sets that constitute a trade or business in the hands

(3) Examples. value that is attributable to the immediat@e selier. Thus, P's purchase of S's assets is an ay
(4) Asymmetrical transfers of assets. use or availability of an acquired trade Oplicable asset acquisition. The fact that P will not
(5) Related transactions. business, such as, for example, the use @k the assets acquired from S to continue the bus

(6) More than a single trade or businesghe revenues or net earnings that otheess of S does not affect this conclusion.
(7) Covenant entered into by the seller. wise would not be received during any Example 2. S, a sole proprietor who operates a

. " . . . . ar wash, both leases the building housing the ca
(8) Partial non-recognition exchanges. period if the acquired trade or busines$. < and selis all of the car wash equipment to P. S

(c) Allocation of consideration amongwere not available or operational. use of the building and the car wash equipment con:
assets under the residual method. (iii) Factors indicating goodwill or stitute a trade or business. P begins operating a ce
(1) Consideration. going concern value.In making the de- wash in the building it leases from S. Because the
(2) Allocation of consideration amongtermination in paragraph (b)(2) of thiszzzgz g’i?Cst:ecrgidst?u‘igtze{r:’(;;h(;:‘Euz?s:;s'efj:‘m
assetS' section, _a” the facts an_d C'rcumStan_Cec%ase of S’s assets is an applicable asset acquisition
(3) Certain costs. surrounding the transaction are taken into example 3.5, a corporation, owns a retail store
(4) Effect of agreement between partiesaccount. Whether sufficient considerabusiness in State X and conducts activities in con-
(d) Examples. tion is available to allocate to goodwill ornection with that business enterprise that meet the
(e) Reporting requirements. going concern value after the residuaic_“"e trade or business requirement of section 355
1) Applicable asset acquisitions method is applied is not relevant in deters, o T o shareholder of S. S distributes to P
(_ PP a : o pp - ) all the assets of S used in S’s retail business in Stat
(') |I‘_1 general. . mining whether goodwill or going con- x in complete redemption of P’s stock in S held by
(i) Time and manner of reporting. cern value could attach to a group of ag The distribution of S’s assets in redemption of P’'s
(A) In general. sets. Factors to be considered include—stock is treated as a sale or exchange under sectior
(B) Additional reporting requirement. (A) The presence of any intangible as302(@) and 302(b)(3), and P's basis in the assets dis

. . . tributed to it is determined wholly by reference to
(2) Transfers of interests in pgr?nershlp$ets (whgther or not those_ assets are s@c: . cieration paid, the S stock. Thus, S's distri-
(b) Applicable asset acquisitier(1) tion 197 intangibles), provided, howeveryton of assets constituting a trade or business to |
In general. An applicable asset acquisi-that the transfer of such an asset in the ais-an applicable asset acquisition.
tion is any transfer, whether direct or indisence of other assets will not be a trade or Example 4.S is a manufacturing company with
rect, of a group of assets if the assetsusiness for purposes of section 1060; 2" internal financial bookkeeping department. Pis
transferred constitute a trade or business (B) The existence of an excess of thi the business of providing a financial bookkeeping
X X R . gervice on a contract basis. As part of an agreemer
in the hands of either the seller or the putetal consideration over the aggregatgy p (o begin providing financial bookkeeping ser-
chaser and, except as provided in par&ook value of the tangible and intangible&ices to S, P agrees to buy all of the assets associate
graph (b)(8) of this section, the pur-assets purchased (other than goodwill anwth S's internal bookkeeping operations and pro-
chaser’s basis in the transferred assetsgsing concern value) as shown in the fivide employment to any of S's bookkeeping depart-
determined wholly by reference to thenancial accounting books and records ¢pent employees who choose to accept a positior
. . . with P. In addition to selling P the assets associatec
purchaser’s consideration. the purchaser; and with its bookkeeping operation, S will enter into a
(2) Assets constituting a trade or busi- (C) Related transactions, includingong term contract with P for bookkeeping services.
ness—(i) In general. For purposes of this lease agreements, licenses, or other sinfiecause assets transferred from S to P, along witl

section, a group of assets constituteslar agreements between the purchaser afig related contract for bookkeeping services, are ¢

trade or business if— seller (or managers, directors, owners, (gtade or business in the hands of P, the sale of th
. . bookkeeping assets from S to P is an applicable asse
(A) The use of such assets would coremployees of the seller) in connection.qisition.
stitute an active trade or business undevith the transfer.
section 355; or (3) ExamplesThe following examples il-  (4) Asymmetrical transfers of assets.
(B) Its character is such that goodwillustrate paragraphs (b)(1) and (2) of thif, under general principles of tax law, a
or going concern value could under angection: seller is not treated as transferring the
circumstances attach to such group. same assets as the purchaser is treated

(i) Goodwill or going concern value. maiﬁ?&ljrié ii'irixf:egg?]ig”gg?'snienslr;;’?tgh {cquiring, the assets acquired by the pur
Goodwill is the value of a trade or busiqyantities. It is a successful company with a reput&N@ser constitute a trade or business, an
ness attributable to the expectancy of cofien within the industry and among its customers foexcept as provided in paragraph (b)(8) of
tinued customer patronage. This exmanufacturing unique, high quality products. ltshis section, the purchaser’s basis in the
pectancy may be due to the name dangible assets consist primarily of ordinary machinyansferred assets is determined wholly by

reputation of a trade or business or ang?. o Vorking metal and plating. [t has no secrefq o once to the purchaser’s considera

. . %rmulas or patented drawings of value. Pis a com- . .
other factor. Going concern value is thgany that designs, manufactures, and markets eldéOn, then the purchaser is subject to sec
additional value that attaches to propertyonic components. It wants to establish an immedtion 1060.

because of its existence as an integral pate presence in the microwave industry, an area in (5) Related transactionsWhether the
of an ongoing business activity. Going'hich it pre‘;'oufs'y hasb”"t ?een ‘I*I”gage“- Pis “&ssets transferred constitute a trade o

. . gumng assets of a number of smaller companies a . . . .

concern value llncludes the value att'rlbuthopes that these assets will collectively allow it t;busmess is determined by aggregating al
able to the ability of a trade or businesSsgser a broad product mix. P acquires the assets oft&@nsfers from the seller to the purchasel

(or a part of a trade or business) to cofin order to augment its product mix and to promotén a series of related transactions. Excep



as provided in paragraph (b)(8) of thision-recognition assets transferred by thibe specific identifiable costs incurred in
section, all assets transferred from thether (to the extent of the money and thgansferring that asset in connection with
seller to the purchaser in a series of rdair market value of property transferredhe applicable asset acquisition (e.g., rea
lated transactions are included in thén the exchange). The money and othesstate transfer costs or security interes
group of assets among which the consigroperty that are treated as transferred jperfection costs). Costs so allocated in-
eration paid or received in such series isxchange for the non-recognition assetsease, or decrease, as appropriate, th
allocated under the residual method. Th@nd which are not included among théotal consideration that is allocated under
principles of §1.338-1(c) are also appliedssets to which section 1060 applies) athe residual method. No adjustment is
in determining which assets are includedonsidered to come from the followingmade to the amount allocated to an indi-
in the group of assets among which thassets in the following order: first fromvidual asset for general costs associatel
consideration paid or received is allocate@lass | assets, then from Class Il assetsjth the applicable asset acquisition as ¢
under the residual method. then from Class Il assets, then fronwhole or with groups of assets included
(6) More than a single trade or busi-Class IV assets, then from Class V assetserein (e.g., non-specific appraisal fees
ness. If the assets transferred from &hen from Class VI assets, and then froror accounting fees). These latter amount
seller to a purchaser include more tha@lass VIl assets. For this purpose, liabiliare taken into account only indirectly
one trade or business, then, in applyinties assumed (or to which a non-recognthrough their effect on the total considera-
this section, all of the assets transferretilon exchange property is subject) ar@on to be allocated.
(whether or not transferred in one transadreated as Class | assets. &ample 1 (4) Effect of agreement between par-
tion or a series of related transactions arid paragraph (d) of this section for an exties. If, in connection with an applicable
whether or not part of a trade or businesgimple of the application of section 106Qsset acquisition, the seller and purchase
are treated as a single trade or businessto a single transaction which is, in part, &gree in writing as to the allocation of any
(7) Covenant entered into by the sellemon-recognition exchange. amount of consideration to, or as to the
If, in connection with an applicable asset (c) Allocation of consideration amongfair market value of, any of the assets,
acquisition, the seller enters into assets under the residual methe€(1) such agreement is binding on them to the
covenant (e.g., a covenant not to comzonsideration.The seller’s consideration extent provided in this paragraph (c)(4).
pete) with the purchaser, that covenant is the amount, in the aggregate, realize]othing in this paragraph (c)(4) restricts
treated as an asset transferred as part ofram selling the assets in the applicablghe Commissioner’s authority to chal-
trade or business. asset acquisition under section 1001(bjenge the allocations or values arrived at
(8) Partial non-recognition exchanges.The purchaser’s consideration is then an allocation agreement. This para-
A transfer may constitute an applicablemount, in the aggregate, of its cost ng;raph (c)(4) does not apply if the parties
asset acquisition notwithstanding the fagburchasing the assets in the applicablge able to refute the allocation or valua-
that no gain or loss is recognized with reasset acquisition that is properly takefion under the standards set forthGam-
spect to a portion of the group of asseisto account in basis. missioner v. Danielsor878 F.2d 771 (3d
transferred. All of the assets transferred, (2) Allocation of consideration among cir,), cert. denied389 U.S. 858 (1967) (a
including the non-recognition assets, arassets. For purposes of determining theparty wishing to challenge the tax conse-
taken into account in determining whetheseller’s amount realized for each of th‘%{uences of an agreement as construed k&
the group of assets constitutes a trade assets sold in an applicable asset acquigire Commissioner must offer proof that,
business. The allocation of consideratiotion, the seller allocates consideration tgh an action between the parties to the
under paragraph (c) of this section is donall the assets sold by using the residuglyreement, would be admissible to alter
without taking into account either themethod under §81.338-6 and 1.338-%pat construction or show its unenforce-
non-recognition assets or the amount afubstituting consideration for ADSP.  Folypjjity because of mistake, undue influ-
money or other property that is treated gsurposes of determining the purchasergnce, fraud, duress, etc.).
transferred in exchange for the non-recogasis in each of the assets purchased in ang) examples. The following examples
nition assets (together, the non-recognapplicable asset acquisition, the purchasgfstrate this section:
tion exchange property). The basis in andllocates consideration to all the assets
gain or loss recognized with respect to thpurchased by using the residual method Example 1. (i) On January 1, 2001, A transfers
non-recognition exchange property arender §§1.338-6 and 1.338-7, substituf‘—s‘:'jelt:S >|< Yﬁ%‘ég o 'f] In exchange for assets D, E
determined under such rules as woulohg consideration for AGUB. In allocat- an(ii) Apsiimé the Ziihénge of assets constitutes ai
otherwise apply to an exchange of sucimg consideration, the rules set forth iRxchange of like-kind property to which section
property. The amount of the money angaragraphs (c)(3) and (4) of this sectiomo31 applies. Assume also that goodwill or going
other property treated as exchanged fapply in addition to the rules in §§1.338-concern value could under any circumstances attacl
non-recognition assets is the amount b§ and 1.338-7. to each of the DEF and XYZ groups of assets and,
. . . therefore, each group constitutes a trade or busines
which the fair market value of the non- (3) Certain costs. The seller and pur- under section 1060.
recognition assets transferred by onehaser each adjusts the amount allocatedijiy assume the fair market values of the assets
party exceeds the fair market value of the an individual asset to take into accounind the amount of money transferred are as follows:



By A By B

Asset Fair Market Value Asset Fair Market Value
X $ 400 D $40
Y 400 E. 30
e 200 F o 30
Cash(amount) ....................... 1,000
Total ..o $ 1,000 Total . ..o $1,100
(iv) Under paragr‘aph (b)(8_) of this section, for Fair on Form 8594 with their income tax re-
purposes of aI_Iocatln_g con5|dt_erat|c_>n under paraAsset Market turns or returns of income for the taxable
graph (c) of this section, the like-kind assets ex€lass  Asset Value year that includes the first date assets ar
changed and any money or other property that .arj Actively traded securities ... ... —$500 gp|d pursuant to an applicable asset acqui
treated as transferred in exchange for the like-kin Total Class Il s00 o0 pursu N applica q
property are excluded from the application of secy, Accounts receivable o Sition. This reporting requirement applies
tion 1060. . eking Total Class Il . . .. ... ... .. " oo tO a!l asset acquisi.tions de_scribed in this
(")hs'”ce assetls 5(' dY} an ﬁ are 'I.e' in pfroﬁ' Furniture and fixtures ... ... ... 800 section. For reporting requirements relat-
ggzt’i;nefoggeaﬁggiioen rurlzrs the application of the Building . ................... 800 ing to asset acquisitions occurring before
) Land ........... ... . 200 ; ; ; ;
(vi) Since assets D, E, and F are like-kind prop- Equipment 200 the date final regulations are published in
erty, they are excluded from the application of the Total Class v T 5 200 the Federal Register, as described in pare
section 1060 allocation rules. In ad_dltlor_l, $900 of Covenant not to compete . . . . . .. 000 graph (a)(2) of this section, see the tem-
the $1,000 cash B gave to A for As like-kind assets Total Class VI ............. 900 porary regulations under section 1060 in

is treated as transferred in exchange for the like-kind . . .
property in order to equalize the fair market values (i) P and S each allocate the consideration in thgﬁeCt prlpr to the date final regulatlpns
of the like-kind assets. Therefore, $900 of the casinansaction among the assets transferred under pa@£€ published in the Federal Register
is excluded from the application of the section 106@raph (c) of this section in accordance with th§81.1060—1T as contained in 26 CFR part
allocation rules. agreed upon fair market values of the assets, so thptreyised April 1, 1999).
(vii) $100 of the cash is e_lllocat(_ad under sectio$500 is allocated to Class Il a§sets, $200 is allocated (B) Additional reporting requirement.
1060 and paragraph (c) of this section. to the Class Il asset, $2,200 is allocated to Class V. . . .
(viii) A, as transferor of assets X, Y, and Z, re-assets, $900 is allocated to Class VI assets, awhen an increase or decrease in conside
ceived $100 that must be allocated under sectigyR00 ($4,000 total consideration less $3,800 allcation is taken into account after the close
1060 and paragraph (c) of this section. Since Bated to assets in Classes I, Ill, V, and V1) is alloof first taxable year that includes the first
tr?]nSLerl’ed no Class I, II, :II, v, V,dor VI assets tocated to the Class VIl assets (goodwill and goingjate assets are sold in an applicable ass
which section 1060 applies, in determining itsconcern value). i
amount realized for the part of the exchange to (iv) In connection with the examination of P’s re_acqwsmon,_the seller and the purChase!
which section 1031 does not apply, the $100 is allaurn, the District Director, in determining the tair€@Ch must file a supplemental asset acqui
cated to Class VIl assets (goodwill and going conmarket values of the assets transferred, may disrgition statement on Form 8594 with the
cern value). gard the parties’ agreement. Assume that the Digncome tax return or return of income for
(ix) A, as transferee of assets D, E, and F, gaweict Director correctly determines that the fair marthe taxable year in which the increase (ot
consideration only for assets to which section 103et value of the covenant not to compete was $50 . .
applies. Therefore, the allocation rules of sectiogince the allocation of consideration ;mong Class I?,jecrease) IS proper!y taken m_to account.
1060 and paragraph (c) of this section are not apH, v, and VI assets results in allocation up to the (2) Transfers of interests in partner-
plied to determine the bases of the assets A receivegir market value limitation, the $600 of unallocatedShips. For reporting requirements relating
(¥) B, as transferor of assets D, E, and F, receivasbnsideration resulting from the District Director'sto the transfer of the partnership interest,
consideration only for assets to which section 103gedetermination of the value of the covenant not tgag §1.755-2T(c).
applies. Therefore, the allocation rules of sectiogompete is allocated to Class VII assets (goodwill

1060 do not apply in determining B’s gain or loss. and going concern value). 11 _1T [Remov
(xi) B, as transferee of assets X, Y, and Z, gave A §1.1060 [ emo ed]
$100 that must be allocated under section 1060 and (e) Reporting requirements(1) Ap- Par. 11. Section 1.1060—1T is re-

paragraph (c) of this section. Since B received fm’blicable asset acquisitions(i) In gen- moved

Ano Class I, II, Ill, IV, V, or VI assets to which sec- .
tion 1060 applies, the $100 consideration is aIIo-eraI' Unless otherwise excluded from

cated by B to Class VIl assets (goodwill and goingNiS requirement by the CommissionerPART 602-OMB CONTROL
concern value). the seller and the purchaser in an applicUMBERS UNDER PAPERWORK
Example 2.(i) On January 1, 2001, S, a sole proble asset acquisition each must report iREDUCTION ACT

prietor, sells to P, a corporation, a group of assefgrmation concerning the amount of con- ) o
that constitutes a trade or business under paragrag%‘nderation in the transaction and its Par. 12. The authority citation for part

(b)(2) of this section. S, who plans to retire immedi- . 02 continues to read as follows:
ately, also executes in P’s favor a covenant not gllocation among the assets tranSferreg' o
Authority: 26 U.S.C. 7805.

compete. P pays S $3,000 in cash and assumékey also must report information con-
:iggg in liabilities. Thus, the total consideration |sc.ern|ng subsequent adjustments to CO@’BOZ.lOl [Amended]

’(“) On th hase date, P and S al t sideration.

I} n the purchase date, P an also execute a ;.. - . .
separate agreement that states that the fair market (D) Time and manner of reporting(A) Par. 13. In §602.1Ql, paragraph (b) is
values of the Class II, Class Ill, Class V. and Clasi) general. The seller and the purchaseamended by removing the entries for

VI assets S sold to P are as follows: each must file asset acquisition statemenis338(b)-1 and 1.1060-1T from the table.



John M. Dalrymple,
Acting Deputy Commissioner
of Internal Revenue.

(Filed by the Office of the Federal Register on Au
gust 4, 1999, 9:14 a.m., and published in the issue
the Federal Register for August 10, 1999, 64 F.F
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