T.D. 8858 temporary regulations are in 881.338—-2T(d),R.B. 346)) a notice of proposed rulemak:
1.338-2T(e)(4), 1.338-5T(d)(3),ing. The notice contained proposed regule
1.338-10T(a)(4), 1.338(h)(10)-1T(d)(2)tions under sections 338 and 1060 of the Ir

DEPARTMENT OF THE TREASURY and 1.1060-1T(e)(i))(A) and (B). The col-ternal Revenue Code of 1986. The

Internal Revenue Service lections of information are necessary tétemporary and final regulations promul-

26 CFR Parts 1 and 602 make an election to treat a sale of stock agyated in this Treasury decision are substal

sale of assets, to calculate and collect the aprely the same as the proposed regulatior

propriate amount of tax in a deemed or agublished on August 10, 1999. The Ser
tual asset acquisition, and to determine thece and Treasury believe that the com
bases of assets acquired in a deemed or awents received on the proposed regulatior
tual asset acquisition. warrant further consideration. For instance

These collections of information are rethe Service and the Treasury received se'

AGENCY: Internal Revenue Servicequired to obtain a benefit. The likely re-eral comments requesting reconsideratio

(IRS), Treasury. spondents and/or recordkeepers are smafl(1) the provision in §1.338-3(b)(2)(ii) of

businesses or organizations, businessele proposed regulations stating that a pu

or other for-profit institutions, and farms. chase of target stock occurs only so long ¢

SUMMARY: This document contains The regulation provides that a sectiomore than a nominal amount is paid fo

temporary regulations relating to the allog3g election is made by filing Form 8023such share, and (2) the example i

cation of purchase price in deemed anflhe burden for this requirement is re§1.338-1(a)(2) of the proposed regulation

actual asset acquisitions. The temporafected in the burden of Form 8023. Thestating that if target is an insurance com

regulations determine the amount realizegbgulation also provides that both a sellgrany for which a section 338 election i

and the amount of basis allocated to eagthd a purchaser must each file an asset asade, then the deemed asset sale will t

asset transferred in a deemed or actugjisition statement on Form 8594. Theharacterized and taxed as an assumptio

asset acquisition and affect transactiongyrden for this requirement is reflected imeinsurance transaction. The temporar

reported on either Form 8023 or Formne burden of Form 8594. regulations reserve the purchase issue a

8594. The intended effect of the tempo- The burden for the collection of infor-dressed in §1.338-3(b)(2)(ii) of the pro-

rary regulations is to remove and replacgation in §1.338-2T(e)(4) is as follows: posed regulations pending further considel

many of the current temporary and finafstimated total annual reporting/recordation of the comments. The temporar

Purchase Price Allocations in
Deemed and Actual Asset
Acquisitions

ACTION: Temporary regulations.

regulations sections under sections 33&eping burden: 25 hours regulations retain the assumption-reinsur
and 1060 and renumber others. Estimated average annual burden per rance example because the example pro
DATES: Effective Date These regula- qundent/recordkeeper: 0.56 hours erly illustrates the principles of the pro-
tions are effective January 6, 2000. Estimated number of respondents/record)ose_d and temporary_regulanons. Thi
keepers: 45 Service and Treasury will give further con-

Applicability Dates For dates of ap- Estimated annual frequency of responsesideration to the interaction of section 33¢
plicability of these regulations, seepn occasion and the assumption-reinsurance rules ar
§1.338(i)-1T and §1.1060-1T(a)(2). Comments concerning the accuracy dahe need for additional guidance on how th

FOR FURTHER INFORMATION CON- this b_urden_ estimate and suggestions f@ssumption-reinsurance rules should wor
TACT: Richard Starke of the Office of"€ducing this burden shquld be sent to thia the antext of_a deemed asset sale.
Assistant Chief Counsel (Corporate)'ntemal Revenue Serw_ce Attn: IRS NotW|thstand|ng such comments, the
(202) 622-7790 (not a toll-free number). Repo_rts Clearance Officer, OP:ES:FFproposed_ regulations gener_ally were favor
Washington, DC 20224, and to ttéfice ably received, and the Service and Treasul
SUPPLEMENTARY INFORMATION:  of Management and BudgetAttn: Desk are convinced that, in general, the propose
Officer for the Department of the Trearegulations provide clearer guidance an
Paperwork Reduction Act sury, Office of Information and Regula-better rules than the current final and tem
tory Affairs, Washington, DC 20503. porary regulations under sections 338 an
The collections of information con-  Books or records relating to a collec1060. Accordingly, pending further review
tained in these temporary regulationgion of information must be retained a®f the comments received on the propose
have been reviewed and approved by thgng as their contents may become materegulations, the Service and Treasury ar
Office of Management and Budget in acia| in the administration of any internalreplacing existing temporary and final reg:
cordance with the Paperwork Reductiofeyenue law. Generally, tax returns andlations with the proposed rules publishet
Act of 1995 (44 U.S.C. 3507(d)) undefiax return information are confidential, aon August 10, 1999.

the control number 1545-1658. required by 26 U.S.C. 6103. As soon as feasible, final regulations
An agency may not conduct or sponsor, will be promulgated, replacing these new
and a person is not required to respond tBackground temporary regulations. All comments re-

a collection of information unless it dis- on AUgUSt 10. 1999. the IRS and Treageived in response to the requests fo

{)r:f;ygfﬁc\éag?I\;:‘EZOL&ZTPSLEESJ%”Z? bgury published in th&ederal Register comments contained in the notice of Au;
vlanage! ¢ BUGIEL  (REG-107069-97, 64 FR 43461 (1999-38Ust 10, 1999, will be considered in the
The collections of information in these course of preparing the final regu|at|0ns_



Special Analyses in a qualified stock purchase or if a trade dher information would be arbitrary. In-
] business which is also a small business &ead, these regulations authorize the
It has been determined that these tempgansferred in a taxable transaction. Forr@ommissioner to exclude certain transac:

rary regulations are not a significant regulagn23 (on which an election to treat a stockions from the reporting requirements.
tory action as defined in Executive Ordegje a5 an asset sale is filed) has been sub- _
12866. Therefore, a regulatory assessment§itted to and approved by the Office oPrafting Information

not required. It has been determined thatpsnagement and Budaet. With respect to L
final regulatory flexibility analysis is re- Formg8023 the IRS gstimated thapt 201 The_ prl_nC|paI author of t_hese regula-

; ; ; R ' X fions is Richard Starke, Office of the As-
quired for the collection of information int5rms would be filed each vear and that: ;

; i ny alistant Chief Counsel (Corporate). How-
this Treasury decision under 5 U.S.C. 604,5ch taxpayer would require 12.98 hours
This analysis is set forth below under thg oo Qver, other personnel from the IRS anc

omply. Form 8594 (on which a sale or acy, L
P it e o reasury Department participated exten-
heading “Final Regulatory Flexibility Act qisition of assets constituting a trade OLivelv in their development
Analysis.” Pursuant to section 7805(f) ofysiness is reported) has also been submit- y . % % Fi .
the Internal Revenue Code, these temporagyy o and approved by the Office of Man-
regulations will be submitted to the Chiefygement and Budget. With respect to Formdoption of Amendments to the
Counsel for Advocacy of the Small Businesgsgy, the IRS estimated that 20,000 formRegulations
Administration for comment on their impact,,quid be filed each year and that each tax-
on small business. payer would require 12.25 hours to comply. Accordingly, 26 CFR parts 1 and 602
i i amended as follows:
Final Regulatory Flexibility Act ;I'hesebel_snmates hatve bdeen ma(kj)? availalie®
Analysis or public comment and no public COMpapT 1 |INCOME TAXES
ments have been received. The regulations

This analysis is required under the Regdo not impose new requirements on small Paragraph 1. The authority citation for
ulatory Flexibility Act (5 U.S.C. chapter businesses and, in fact, should lessen apgrt 1 is amended by removing the entrie:
6). This regulatory action is intended tdlifficulties associated with the existing refor 1.338(b)-1, 1.338(b)-3T, and
simplify and clarify the current rules re-porting requirements by clarifying the rulesl.1060-1T and by adding entries in nu-
lating to both deemed and actual asset agssociated with deemed and actual asset agerical order to read in part as follows:
quisitions. The current rules were develquisitions. Authority: 26 U.S.C. 7805 * * *
oped over a long period of time and have The collections of information requireSection 1.338—6T also issued under 2¢
been repeatedly amended. The IRS ardxpayers to file an election in order tdJ.S.C. 337(d), 338, and 1502.
Treasury believe these temporary reguldreat a stock sale as an asset sale. In ad8ection 1.338—7T also issued under 2¢
tions will significantly improve the clarity tion, taxpayers must file a statement rel.S.C. 337(d), 338, and 1502.
of the rules relating to both deemed andarding the amount of consideration alloSection 1.338-8 also issued under 2¢
actual asset acquisitions. cated to each class of assets under theS.C. 337(d), 338, and 1502.

The major objective of these temporaryesidual method. The professional skillSection 1.338-9 also issued under 2¢
regulations is to modify the rules for allo-that would be necessary to make the elett.S.C. 337(d), 338, and 1502.
cating purchase price in both deemed aritbn or allocate the consideration wouldSection 1.338—10T also issued under 2¢
actual asset acquisitions. In additionbe the same as those required to prepar&)es.C. 337(d), 338, and 1502.* * *
these temporary regulations replace theeturn for the small business. Section 1.1060-1T also issued under 2¢
general rules for electing to treat a stock Consideration was given to limiting theU.S.C. 1060.* * *
sale as an asset sale. reporting requirements under section Par. 2. In the list below, for each sec-

These collections of information may af-1060 to trades or businesses meetingt®n indicated in the left column, remove
fect small businesses if the stock of a cothreshold level of business activity. How+the language in the middle column and
poration which is a small entity is acquirecever, any threshold derived without fur-add the language in the right column:

Section Remove Add
1.56(g)-1(k)(1) of 81.338(b)-2T(b), of 81.338-6T(b),
if otherwise if otherwise
1.56(g)-1(k)(1) of 881.338(b)-2T(c)(1) of 81.338-6T(c)(1)
and (2) also and (2) also
1.368-1(a) (k) and 1.338-2(c)(3). (k) and 1.338-3T(c)(3).
1.368-1(e)(6)Example see 81.338-2(c)(3) (which see 81.338-3T(c)(3) (which
4, paragraph (ii)
1.597-2(d)(5)(iii)(B) (see 81.338(b)-3T) (see 81.338-7T)




1.597-5(0)3)() under §51.338(b)-2T(D),

(c)(1) and (2).

under 81.338-6T(b),
(c)(1) and (2).

1.597-5(d)(2)(i) under §8§1.338(b)-2T(b),

(c)(1) and (2).

under §1.338-6T(b),
(c)(1) and (2).

1.921-1T(b)(1), A-1 and §1.338-1(d). and §1.338-2T(d).

1.1031(d)-1T see §1.1060-1T(b), (d),

and (g)Example (3).

see §1.1060-1T(b), (c),
and (d)Example 1.

1.1031(j)—1(b)(2)(iii) in 81.1060-1T(d). in 81.338-6T(b), to
which reference is made

by §1.1060-1T(c)(2).

1.1502-75(K) See §1.338(h)(10)-

1(e)(6) for

See §1.338(h)(10)-
1T(d)(7) for

1.1502-76(b)(1)(ii) (A)YD) See §1.338-1(e)(5)

(deemed

See §1.338-10T(a)(5)
(deemed

§1.338-0 through 1.338-3 [Removed] (6) Deemed asset sale.
Par. 3. Sections 1.338-0 througl{7) Deemed sale gain.

1.338-3 are removed. (8) Deemed sale return.
Par. 4. Sections 1.338-0T through9) Domestic corporation.

(vi) Good faith effort to comply.

81.338-3T Qualification for the section
338 electior(temporary).

1.338-3T are added to read as follows: (10) Old target’s final return. (a) Scope.
§1.338-0T Outline of topiqsemporary). (11) Purchasing corporation. (b) Rules relating to qualified stock pur-
This section lists the captions containe¢l2) Qualified stock purchase. chases.

in the regulations under section 338 ag13) Related persons.

follows: o (14) Section 338 election.
§1.338-1T General principles; status 0{15) Section 338(h)(10) election.
old target and new targétemporary). (16) Selling group.

(17) Target; old target; new target.
(18) Target affiliate. (3)Acquisitions of stock from related
(3) Overview. (d) Time and manner of making election. (|) In.general. . . '

(b) Treatment of target under other provi{€) Special rules for foreign corporationgii) Time for testing relationship.

(1) Purchasing corporation requirement.
(2) Purchase.

(i) Definition.

(ii) Purchase of target. [Reserved]

(@) In general. (iii) Purchase of target affiliate.

(1) Deemed transaction.

sions of the Internal Revenue Code.
(1) General rule for subtitle A.
(2) Exceptions for subtitle A.

or DISCs.

(1) Elections by certain foreign purchas-

ing corporations.

(3) General rule for other provisions of(i) General rule.
(i) Qualifying foreign purchasing corpo- (4) Acquisition date for tiered targets.

the Internal Revenue Code.

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

(iv) Examples.

(i) Stock sold in deemed asset sale.
(i) Examples.
(5) Effect of redemptions.

(c) Anti-abuse rule. ration.
(1) In general. (i) Qualifying foreign target.
(2) Examples. (iv) Triggering event.
. (v) Subject to United States tax. (i) General rule.

51'3?8_21_ Nomenclature_and deflnl'(2) Acquisition period. (i) Redemptions from persons unrelatec
t!ons, mechanics of the section 338 EIe(‘(3) Statement of section 338 may be filed to the purchasing corporation.
tion (temporary). by United States shareholders in cefiii) Redemptions from the purchasing

tain cases. corporation or related persons during
(4) Notice requirement for U.S. persons  12-month acquisition period.

holding stock in foreign market. (A) General rule.
(i) General rule. (B) Exception for certain redemptions
(ii) Limitation. from related corporations.
(iii) Form of notice. (iv) Examples.
(iv) Timing of notice. (c) Effect of post-acquisition events on el-
(v) Consequence of failure to comply. igibility for section 338 election.

(a) Scope.

(b) Nomenclature.

(c) Definitions.

(1) Acquisition date.

(2) Acquisition date assets.
(3) Affiliated group.

(4) Common parent.

(5) Consistency period.



(1) Post-acquisition elimination of target.  chased stock. ADSP and AGUB among target assets
(2) Post-acquisition elimination of the(d) Basis of nonrecently purchased stocKtemporary).

purchasing corporation. gain recognition election. (a) Scope
(3) Consequences of post-acquisitiorfl) No gain recognition election. (b) AIIocat.ion of redetermined ADSP and
elimination of target. (2) Procedure for making gain recogni- AGUB
(1) Scope. tion election. (c) Speciail rules for ADSP.
(i) Continuity of interest. (_3) Effect of gain recognition election. (1) Increases or decreasels in deemed sa
E:i'/)) Egg:rr]c;lhraequwement. E:i))lgsseigzrrilc.)unt gain taxable notwithstanding old tar-

get ceases to exist.

(2) Procedure for transactions in which
section 338(h)(10) is not elected.

(i) Deemed sale gain included in new tar-
get’s return.

(iii) Losses not recognized.
iv) Stock subject to election.
) Liabilities of new target.

(2) In general.

§1.338-4T Aggregate deemed sale pric
various aspects of taxation of the deem
asset salétemporary).

(a) Scope. (2) Time and amount of liabilities. i) Carrvovers and carrvbacks
(b) Determination of ADSP. (3) Interaction with deemed sale gain. EA?) Losg carryovers to zew tar.get taxable
(1) General rule. (f) Adjustments by the Internal Revenue years
(2) Time and amount of ADSP. Service. (B) Loss carrybacks to taxable years of
(i) Original determination. (9) Examples. old target.
(") Redetermination of ADSP. 81.338-6T Allocation of ADSP and(C) Credit carryovers and carrybacks.
(iif) Example. _ AGUB among target assetemporary).  (3) Procedure for transactions in which
(c) Grossed-up amount realized on the section 338(h)(10) is elected.
sale to the purchasing corporation ofa) Scope. (d) Special rules for AGUB.
the purchasing corporation's recentiy1) In general. (1) Effect of disposition or depreciation of
purchased target stock. (2) Fair market value. acquisition date assets.
(1) Determination of amount. (i) In general. (2) Section 38 property.
(2) Example. (ii) Transaction costs. (e) Examples
(d) Liabilities of old target. (iii) Internal Revenue Service authority. '
(1) In general. (b) General rule for allocating ADSP and81.338-8 Asset and stock consistency.
(2) Time and amount of liabilities. AGUB-_ . ) (a) Introduction.
(3) Interaction with deemed sale gain. (2) Reducnon in the amount of conS|dera(—1) Overview.
(e) Calculation of deemed sale gain. tion for Class | assets. (2) General application.
(f) Other rules apply in determining(2) Other aslsets. (3) Extension of the general rules.
ADSP. (1) In general. (4) Application where certain dividends
(g) Examples. (!!_) Class Il assets. are paid.
(h) Deemed sale of target affiliate stock. (If) Class Il assets. (5) Application to foreign target affiliates.
(1) Scope. E:Y))gfssss\llvai:tesfs. (6) Stock consistency.
(2) In general. Y Class Vi : (b) Consistency for direct acquisitions.
(3) Deemed sale of foreign target affiliatd V1) Class VI assets. (1) General rule.

by a domestic target. (vif) Class VI assets, ) Section 338(h)(10) elections.
(4) Deemed sale producing effectively(3) Other items designated by the Intemé%ﬁ)Gain from disposition reflected in

connected income. Rever_1ue_ S_e rv_ice. basis of target stock.
(5) Deemed sale of insurance compangp) C:llcarta[[r_l Imt1|tat|ons algd other rules for(l) General rule.
target affiliate electing under section afiocation fo an asset. (2) Gain not reflected if section 338 elec-

953(d). ) [0} \,;A;II(l)J(;atlon not to exceed fair market tion made for target.
(6) Deemed sale of DISC target affiliate. 2 Allocat biect to other rul (3) Gain reflected by reason of distribu-
(7) Anti-stuffing rule. (2) Allocation subject to other rules. tions.

(8) Examples. (3) Special rule for allocating AGUB (4) Controlled foreign corporations.

when purchasing corporation has noNe) 54 i-ed outside th i
§1.338-5T Adjusted grossed-up basis recently purchased stock. ( )d alnd recognized outside the consoil-
(temporary). (i) Scope. ated group.

.. o . (d) Basis of acquired assets.
(a) Scope. (i) Determination of hypothetical pur—(l) Carryover basis rule.

(b) Determination of AGUB. chase price. (2) Exceptions to carryover basis rule for

1) General rule. (iii) Alloc_::_;lﬁon of AG_UB. _ .
EZ; Time and amount of AGUB (4) Liabilities taken into account in deter- certain assets.

(i) Original determination mining amount realized on subsequer{t3) clizé«;r?ﬁ]tilr%ri]stsa)scsegtrgover pasts rule for
(i) Redetermination of AGUB. disposition. (4) Mitigation rule .

(iii) Examples. (d) Examples. (i) General rule. .

(c) Grossed-up basis of recently pur81.338-7T Allocation of redetermined(ii) Time for transfer.



(e) Examples. (a) Scope. turn.

(2) In general. (b) Application of section 338 to foreign (D) Erroneous filing of return for regular
(2) Direct acquisitions. targets. tax yeatr.
(f) Extension of consistency to indirect(1) In general. (E) Last date for payment of tax.
acquisitions. (2) Ownership of FT stock on the acquisi{7) Examples.
(2) Introduction. tion date. (b) Waiver.
(2) General rule. (3) Carryover FT stock. (1) Certain additions to tax.
(3) Basis of acquired assets. (i) Definition. (2) Notification.
(4) Examples. (ii) Carryover of earnings and profits. (3) Elections or other actions required tc
(g) Extension of consistency if dividendq(iii) Cap on carryover of earnings and be specified on a timely filed return.
qualifying for 100 percent dividends profits. (i) In general.
received deduction are paid. (iv) Post-acquisition date distribution of(ii) New target in purchasing corpora-
(1) General rule for direct acquisitions  old FT earnings and profits. tion’s consolidated return.
from target. (v) Old FT earnings and profits unaf-(4) Examples.
(2) Other direct acquisitions having same fected by post-acquisition date

§1.338(h)(10)-1T Deemed asset sale an

effect. deficits. liquidation (temporary)
(3) Indirect acquisitions. (vi) Character of FT stock as carryover '
(4) Examples. FT stock eliminated upon disposition.(a) Scope.
(h) Consistency for target affiliates that(4) Passive foreign investment companyb) Definitions.
are controlled foreign corporations. stock. (1) Consolidated target.
(2) In general. (c) Dividend treatment under section(2) Selling consolidated group.
(2) Income or gain resulting from asset 1248(e). (3) Selling affiliate; affiliated target.
dispositions. (d) Allocation of foreign taxes. (4) S corporation target
(i) General rule. (e) Operation of section 338(h)(16). [Re{5) S corporation shareholders.
(i) Basis of controlled foreign corpora- served] (6) Liquidation.
tion stock. (f) Examples. (c) Section 338(h)(10) election.

(iif) Operating rule.
(iv) Increase in asset or stock basis.

(2) In general.

§1.338-10T Filing of returngtempo- (2) Simultaneous joint election require-

rary).

(3) Stock issued by target affiliate that is a ment.

controlled foreign corporation. (a)Returns including tax liability from (3) Irrevocability.
(4) Certain distributions. deemed asset sale. (4) Effect of invalid election.
(i) General rule. (2) In general. (d) Certain consequences of sectior
(i) Basis of controlled foreign corpora-(2) Old target’s final taxable year other- 338(h)(10) election.

tion stock. wise included in consolidated return(1) P.
(i) Increase in asset or stock basis. of selling group. (2) New T.
(5) Examples. (i) General rule. (3) Old T—deemed sale.
(i) [Reserved] (ii) Separate taxable year. (i) In general.
(j) Anti-avoidance rules. (iif) Carryover and carryback of tax attrib-(ii) Tiered targets.
(1) Extension of consistency rules. utes. (4) Old T and selling consolidated group,
(2) Qualified stock purchase and 124iv) Old target is a component member of selling affiliate, or S corporation

month acquisition period. purchasing corporation’s controlled shareholders—deemed liquidation;
(3) Acquisitions by conduits. group. tax characterization.
(i) Asset ownership. (3) Old target is an S corporation. (i) In general.
(A) General rule. (4) Combined deemed sale return. (ii) Tiered targets.
(B) Application of carryover basis rule. (i) General rule. (5) Selling consolidated group, selling af-
(i) Stock acquisitions. (i) Gain and loss offsets. filiate, or S corporation shareholders.
(A) Purchase by conduit. (iif) Procedure for filing a combined re-(i) In general.
(B) Purchase of conduit by corporation. turn. (i) Basis and holding period of T stock
(C) Purchase of conduit by conduit. (iv) Consequences of filing a combined not acquired.
(4) Conduit. return. (i) T stock sale.
(5) Existence of arrangement. (5) Deemed sale excluded from purchag6) Nonselling minority shareholders
(6) Predecessor and successor. ing corporation’s consolidated return.  other than nonselling S corporation
(i) Persons. (6) Due date for old target’s final return. shareholders.
(i) Assets. (i) General rule. (i) In general.
(7) Examples. (i) Application of §1.1502—-76(c). (ii) T stock sale.

. . (A) In general. (iii) T stock not acquired.

§1.338-9 International aspects of sectio ) Deemed extension. (7) Consolidated return of selling consoli-

338. (C) Erroneous filing of deemed sale re- dated group.



(8) Availability of the section 453 install- 1.338—7T, 1.338-8, 1.338-9, 1.338-10Ting §1.441-1T(b)(2), a new target may

ment method. 1.338(h)(10)-1T, and 1.338(i)-1T. Seedopt a taxable year on or before the las
(i) In deemed asset sale. also 81.338-6T(c)(2). Other rules of lawday for making the election under section
(i) In deemed liquidation. may characterize the transaction as som&38 by filing its first return for the desired
(9) Treatment consistent with an actuathing other than or in addition to a saléaxable year on or before that date.

asset sale. and purchase of assets; however, it must(2) Exceptions for subtitle ANew tar-
(e) Examples. be a taxable transaction. For example, get and old target are treated as the sarn
(f) Inapplicability of provisions. target is an insurance company for whiclkorporation for purposes of—
(g9) Required information. a section 338 election is made, the (i) The rules applicable to employee

: : deemed asset sale would be characterizbdnefit plans (including those plans de-
Z1.22gg)lil'lTGEfr:jr:;IVEr?:éffairg'pg{a?trgg. Oﬁind taxe_d as an assur_nption—reinsura_nseribed in sections 79, 104, 105, 106,_1_25
old target and new targe{tempor,ary) ransaction under applicable Federal int27, _129, 13_2, 137_, and 220), qualified

(a) In generd—(1) Deemed tran.sac- come tax Ia\_/v. See §_1:8_17—4(d). ~pension, proflt-sharmg_, stock bonus and
tion. Elections are available under sec- (3) Overview Definitions and speual annuity p_lans_ _(sect|ons 401(a) _and
tion.338 when a purchasing Corporatiorr]]om_enclature and _rules for malgng th@,OS(g)), simplified empI(_))_/ee pensions
acquires the stock of another Corporatiosectlon 338 eIe<_:F|0n_ are prowded_ |r(_sect|0n 408(k)_), tax qualified stock op-
(the target) in a qualified stock purchas §1.338—2'_I'. Quahﬂcatlon fo_r the sectiorntion plz_ins (sections 42_2 and 423), welfare
One type of election, under sectioe338 election is addressed in §;.338—3'benef|t funds (sections 419, 419A,
338(g), is available to th'e purchasing Corr]]'he amount for WhICh old target is treate($12(a)_(3), and_49_76), volunt_ary employee
poratio'n Another type of election undefS selling all of_ its assets (th_e aggregateenefit assomgtlons (section 501(c)(9)
section é38(h)(10) is. in more Iimit'ed Cir__deemed sale price, or ADSP) is anressamq_ the regulatlons thereunder);
cumstances avail’ablie jointly to the pur'—n §1.3_38—4T. The amount for which new (i) Sect|on_s 1311 through 1314 (r_elz_it-
chasing corr;oration and the sellers of thtearget is deeme_d to have purchased a_II |ilsg to th_e m|t|ga_t|on of the effect of I_|m|-_
stock. (Rules concerning eligibility forassets (the adjusted _grossed-up basis, tations) if a section 338(h)(10) election is
thesé elections are contained in § GUB) is addressed in §1.338—5_T. Secnot__r_nade fpr target; _
1.338-2T 1.338-3T angdion 1.338-6T addresses allocation bot_h (i) _Sect|on 108(e)(5) (relating to the
1.338(h)(1,0)—1T) .Although’ target is aof ADSP among the assets old target |Eed_uct|on qf purchase money debt); _
si.ngle corporatioﬁ under corporate law, i eemed to have sold an_d of AGUB among (iv) Section 45A_(relat|n_g to the Indlgn
a section 338 election is made. then t,wohe assets new tz_irget is deemed to hatnployment Credit), s_ectlon 5_1 (relat_mg
separate corporations, old targét and ne urchgsed. Section 1.338-7T addressé&s the Worl_< Opportunity Credit), section
target, generally are ’considered 0 eXisz%Iocanon of ADSP or AGUB when those51A _(relatlng to_ the Welfare 'FO Work
for pu’rposes of subtitle A of the Internallamour?ts change after the close of new taGredit), and section 1396 (relating to the
Revenue Code. Old target is treated gset’s_ﬂrst taxable year. Asse_zt and stocEmpowerment Zone Act); _
transferring all olf its assets to an unrelated nS|ste_ncy are addressed in §1.338-8. (v)_ Sectlons_ 401(h) a_nd 420 (relating to
person in exchange for consideration tha{lternatl(_)nal aspects of section 338__armed_|cal be_neﬂts for ret|r_ees); o
includes the assumption of, or taking Subgovered in 81.338-9. Rules for the filing (vi) Section 414 (relating to definitions
. L ' . f returns are provided in 81.338-10Tand special rules);

Ject o, I|_a_b|I|t|es, af‘d new target s treate ligibility for and treatment of section and
f;st;;qpueli?(?na”]O;)'(tsh";snsgeetsfgro?oigigg:es:38(h)(10) elections is addressed in (vii) Any other provision d_esignated in
tion that includes the assumption of 0 1.338(h)(10)-1T. the Internal Revenue Bulle_tln by the In-
taking subject to liabilities. (Such trans- . (_b) Treatment of target under other pro-ternal Reven_ue S_erwce. See
action is, without regard t(; its characteriV1S1ONS of the Internal Revenue Cedd) _§601.601(d)(2)(||) of this chapter_ (relat-
Zation f(;r Federal income tax purposesGen.eral r_ule fpr subt_ltle A Except as ing to the Internal Revenue_ B_uIIetm). See
referred to as the deemed asset sale %g)wded in this sect|on,_new tar_get |s§1.1_001—3(e)(4)(l_:) providing that an
the income tax consequences thereofatreated as a new corporation that is unr@lectlon under_secnon 338 dogs not resul
the deemed sale gain.) If a sectio ated to old target for purposes of subtitlén the substitution of a new obligor on tar-
338(h)(10) election is méde old target ig‘ O.f the Internal Revenue C_ode. Thus—get's debt. -
also deemed to liquidate f’ollowing the (i) New target is not considered related (3) General rule for other provisions of
to old target for purposes of section 168he Internal Revenue CodeExcept as
and may make new elections under segrovided in the regulations under section

deemed asset sale.
(2) Application of other rules of law . . o . .
tion 168 without taking into account the338 or in the Internal Revenue Bulletin by

Other rules of law apply to determine theézlections made by old target; and the Internal Revenue Service (see

La; dcggtiz?luegﬁez tgdthiﬁ ?r?ertlter Znisagti?eg(ii) New target may adopt, without ob-8601.601(d)(2)(ii) of this chapter), new
y engag . r]tgining prior approval from the Commis-target is treated as a continuation of olc
deemed to occur under section 338 an

. - _sloner, any taxable year that meets the rearget for purposes other than subtitle A of
§§313?é?i% Oir?fggo_ufg.rl'13%%87(;’)(11'8)3f1$quirements of section 441 and anyhe Internal Revenue Code. For exam-
and 1.338(1)—1T except to the extent Othr_nethod of accounting that meets the reple—

erwise provided in §§1.338-0T throughquwements of section 446. Notwithstand- (i) New target is liable for old target's



Federal income tax liabilities, includingold target. For purposes of this paraen or before the close of T's acquisition
the tax liability for the deemed sale gaigraph (c)(1), an interest in an entity iglate; new T refers to T for subsequent pe
and those tax liabilities of the other memeonsidered held or used in connectioriods.
bers of any consolidated group that inwith an activity if property of the entity is  (2) P is the purchasing corporation.
cluded old target that are attributable tso held or used. The authority under this (3) The P group is an affiliated group of
taxable years in which those corporationparagraph (c)(1) includes the making o#vhich P is a member.
and old target joined in the same consolany necessary correlative adjustments.  (4) P1, P2, etc., are domestic corpora
dated return (see §1.1502-6(a)); (2) Examples.The following examples tions that are members of the P group.
(i) Wages earned by the employees dflustrate this paragraph ((_:): (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 purdnder section 338, target transfers one of its assetsdgporations (T1, T2, etc.) have only one
f sections 3101 and 3111 (Feder?afelated party. The purchasing corporation thenI ss of stock outstanding and may als
POSES 0 o . rchases the target stock and also purchases fr& 9 y
Insurance Contributions Act) and sectiofyansferred asset from the related party. After it9€ targets.
3301 (Federal Unemployment Tax Act)purchase of target, the purchasing corporation and (6) S is a domestic corporation (unre-
and target are membars _of the same affiliated group. fated to P and B) that owns T prior to the
(iii) Old target and new target must usg@ction 338 election is made. Under an a”angemﬁﬂhrchase of Tbhy P. (S is referred to ir
the same employer identification number™ . ¢ Purchaser, target continues to use the Sefa; oo i \vhich it is appropriate to con:
. ploy rately transferred asset to more than an insignifical& p_p p
(c) Anti-abuse rule—(1) In generd.  extent in connection with its own activities. Apply-Sider the effects of having all of the out-
For purposes of applying the residuahg the anti-abuse rule of this paragraph (c), thetanding stock of T owned by a domesti
method of §§1.338-0T through 1.338—7T¢ommissioner may consider target to own the trangorporation. )
1.338-8, 1.338-9, 1.338—10T,ifgflﬁ) g;sig;f:’&g:fposes of applying section 338 and (7y A g U.S. citizen or resident, is an
1.338(_h)(_10)—1_T, and 1_.338(|)—1T, the Example 2 Target (T) owns all the stock of T1. |nd|V|duaI_(unreIated to P and B) who
Commissioner is authorized to treat any |eases intellectual property to T, which T uses i®WNs T prior to the purchase of T by P.
property (including cash) transferred byonnection with its own activities. P, a purchasindA is referred to in cases in which it is ap-
old target in connection with the transaccorporation, wishes to buy the T-T1 chain of corpopropriate to consider the effects of having
tions resulting in the application of the/@tions. P. in connection with its planned purchasg)| of the outstanding stock of T owned by
idual method as, nonetheless, pro erg{/the T stock, contracts to consummate a purchase, i, i iy a1 who is a U.S. citizen or resi-
resi ! ! p_ p all the stock of T1 on March 1 and of all the stoclf’i . = :
of target at the close of the acquisitioRs T on March 2. Section 338 elections are therdde€nt. Ownership of T by A and ownership
date if the property so transferred, withirafter made for both T and T1. Immediately after th@f T by S are mutually exclusive circum-
24 months after the deemed asset sale,Pigchases, P, T and T1 are members of the same gtances.)
owned by new target, or is owned, dilg'r'g:)ee‘:tsrggﬁ; TTlC::é'T;ejstg t'ﬁ:s;r;gir't;t‘igeggi (8) B, a U.S. citizen or resident, is an
re(_:t_ly or indirectly, by a member of _thethan an insignificant extent in connection with iindividual (unrelated to T, S, and A) who
affiliated group of which new target is agwn activities. Thus, an asset of T, the T1 stockOWNS the stock of P.
member and continues after the electionas removed from T ‘s own assets prior to the quali- (9) F, used as a prefix with the othet
to be held or used to more than an irfied stock purchase of the T stock, T1's own asseterms in this paragraph (b), connotes for
significant extent in connection with one?'e used after the deemed asset sale in connectigiyn rather than domestic, status. For e>
f th tiviti f t tWlth T’'s own activities, and the T1 stock is after the le. ETi forei ti d
or more of the activities of new target .o ey asset sale owned by P, a member of tRenPl€, FT is & foreign corporation (as e
The Commissioner is authorized to treafame affiliated group of which T is a member. Apfined in section 7701(a)(5)) and FA is an
any property (including cash) transferre@lying the anti-abuse rule of this paragraph (c), thindividual other than a U.S. citizen or res-
to old target in connection with the transCommissioner may, for purposes of application ofdent.
actions resulting in the application of the?éction 338 both to T.and to T1, consider P to have 10y CEC, used as a prefix with the
idual method as, nonetheless, not bei pauant only the stock of T, with T at the time of the ther terms in this paragraph (b) referring
resi ! ! IE]galified stock purchases of both T and T1 (the quap . paragrap <
property of target at the close of the agfied stock purchase of T1 being triggered by thd0 @ corporation, connotes a controllec
quisition date if the property so trans-deemed sale under section 338 of T's assets) ownifigreign corporation (as defined in sectior
ferred by the transferor is, within 24T1. The Commissioner would accordingly apply957, taking into account section 953(c))
months after the deemed asset sale, nlief\gl'o” 338 first at the T level and then at the Th, corporation identified with the prefix F
ovv_ne(_Jl by new target but owned, d_|_rectl)§1.338_2_|_ Nomenclature and definim& be a contralled foreign corporation.
or indirectly, by a member of the affiliated;. "~ . . The prefix CFC is used when the corpora
tions; mechanics of the section 338 ele

group of which new target is a member ok ion's status as a controlled foreign corpo
jon (temporary). ration is significant

owned by new target but held or used 16 (a) Scope This section prescribes rules
more than an insignificant extent in con- P P (c) Definitions For purposes of the

nection with an activity conducted, di_relatlng o elections under section 338. regulations under section 338 (except a

rectly or indirectly, by another member of (b) Nomenclature For purposes of the otherwise provided):

the affiliated group of which new target isregulatlons under section 338 (except as (1) Acquisition date.The termacquisi-
tion datehas the same meaning as in sec

. o . otherwise provided):
a member in combination with other : . .
(1) T is a domestic target corporatloréion 338(h)(2)
that has only one class of stock outstand- (2) Acquisition date assetscquisition

property acquired, directly or indirectly,
from the transferor of the property (or a . )
ing. Old Trefers to T for periods endlngdate assetare the assets of the target hel

member of the same affiliated group) to



at the beginning of the day after the acqufiliation rule of §1.338-10T(a)(2)(i) ap- targetrefers to target for subsequent peri-
sition date (other than assets that were nplies or if target is an S corporation, tareds.
assets of old target). get’'s deemed sale return is considered old (18) Target affiliate The termtarget

(3) Affiliated group. The termaffili- target's final return. affiliate has the same meaning as in sec
ated grouphas the same meaning as in (11)Purchasing corporationThe term tion 338(h)(6) (applied without section
section 338(h)(5). Corporations are affilipurchasing corporatiorhas the same 338(h)(6)(B)(i)). Thus, a corporation de-
ated on any day they are members of thmeaning as in section 338(d)(1). The pusscribed in section 338(h)(6)(B)(i) is con-
same affiliated group. chasing corporation may also be referresidered a target affiliate for all purposes

(4) Common parentThe ternrcommon to as purchaser. Unless otherwise pra@f section 338. If a target affiliate is ac-
parenthas the same meaning as in sectiorided, any reference to the purchasinguired in a qualified stock purchase, it is
1504. corporation is a reference to all memberalso a target.

(5) Consistency period.The consis- of the affiliated group of which the pur- (19)12-Month acquisition periodThe
tency periodis the period described inchasing corporation is a member. Se¥2-month acquisition perioi$ the period
section 338(h)(4)(A) unless extended pursections 338(h)(5) and (8). Also, unlesdescribed in section 338(h)(1), unless ex:
suant to §1.338-8(j)(1). otherwise provided, any reference to theended pursuant to §1.338-8(j)(2).

(6) Deemed asset saleThedeemed purchasing corporation is, with respect to (d) Time and manner of making elec-
asset salas the transaction described ina deemed purchase of stock under sectition. The purchasing corporation makes &
§1.338-1T(a)(1) that is deemed to occud38(a)(2), a reference to new target witlsection 338 election for target by filing a
for purposes of subtitle A of the Internalrespect to its own deemed purchase statement of section 338 election on Forr
Revenue Code if a section 338 election istock in another target. 8023 in accordance with the instructions
made. (12) Qualified stock purchase The to the form. The section 338 election

(7) Deemed sale gain. Deemed salterm qualified stock purchasbas the must be made not later than the 15th da
gain refers to, in the aggregate, the Fedsame meaning as in section 338(d)(3). of the 9th month beginning after the
eral income tax consequences (generally, (13) Related personsTwo persons are month in which the acquisition date oc-
the income, gain, deduction, and loss) aklated if stock in a corporation owned byurs. A section 338 election is irrevoca-
the deemed asset salbeemed sale gain one of the persons would be attributettle. See §1.338(h)(10)-1T(c)(2) for sec-
also refers to the Federal income tax comnder section 318(a) (other than sectiotion 338(h)(10) elections.
sequences of the transfer of a particul&818(a)(4)) to the other. (e) Special rules for foreign corpora-
asset in the deemed asset sale. (14) Section 338 election A section tions or DISCs—(1) Elections by certain

(8) Deemed sale return Thedeemed 338 electionis an election to apply sec-foreign purchasing corporations(i)
sale returnis the return on which target’stion 338(a) to target. A section 338 elec&General rule A qualifying foreign pur-
deemed sale gain is reported that does natn is made by filing a statement of secehasing corporation is not required to file
include any other items of target. Targetion 338 election pursuant to paragraph statement of section 338 election for &
files a deemed sale return when a sectidd) of this section. The form on whichqualifying foreign target before the earlier
338 election (but not a section 338(h)(10bhis statement is filed is referred to in the@f 3 years after the acquisition date anc
election) is filed for target and target is aegulations under section 338 as the Forthe 180th day after the close of the pur-
member of a selling group (defined in8023 Elections Under Section 338 focchasing corporation’s taxable year within
paragraph (c)(16) of this section) that file€orporations Making Qualified Stockwhich a triggering event occurs.

a consolidated return for the period thaPurchases. (i) Qualifying foreign purchasing cor-
includes the acquisition date or is an S (15) Section 338(h)(10) electionA poration A purchasing corporation is a
corporation. See §1.338-10T. section 338(h)(10) electiois an election qualifying foreign purchasing corpora-
(9) Domestic corporation.A domestic to apply section 338(h)(10) to target. Ation only if, during the acquisition period
corporationis a corporation— section 338(h)(10) election is made byf a qualifying foreign target, all the cor-
(i) That is domestic within the meaningmaking a joint election for target underporations in the purchasing corporation’s
of section 7701(a)(4) or that is treated a§1.338(h)(10)-1T. affiliated group are foreign corporations

domestic for purposes of subtitle A of the (16) Selling group Theselling group that are not subject to United States tax.
Internal Revenue Code (e.g., to which ais the affiliated group (as defined in sec- (iii) Qualifying foreign target A target
election under section 953(d) or 1504(djion 1504) eligible to file a consolidatedis aqualifying foreign targeonly if target
applies); and return that includes target for the taxabland its target affiliates are foreign corpo-
(i) That is not a DISC, a corporationperiod in which the acquisition date oc+ations that, during target’s acquisition pe-
described in section 1248(e), or a corpceurs. However, a selling group is not amiod, are not subject to United States tax
ration to which an election under sectiomffiliated group of which target is the(and will not become subject to United
936 applies. common parent on the acquisition date. States tax during such period because of
(10) Old targetss final return. Old tar-  (17) Target; old target; new target. section 338 election). A target affiliate is
get’s final returnis the income tax return Targetis the target corporation as definedaken into account for purposes of the pre
of old target for the taxable year ending ah section 338(d)(2).0ld targetrefers to ceding sentence only if, during target’s
the close of the acquisition date that intarget for periods ending on or before th&2-month acquisition period, it is or be-
cludes the deemed sale gain. If the disaflose of target's acquisition dateNew comes a member of the affiliated group



that includes the purchasing corporation.United States shareholders. SURY REGULATIONS SECTION

(iv) Triggering event A triggering (4) Notice requirement for U.S. personsl.338-2T(e)(4). FOR POSSIBLE
eventoccurs in the taxable year of theholding stock in foreign market(i) Gen- UNITED STATES FEDERAL INCOME
qualifying foreign purchasing corporationeral rule. If a target subject to a sectionTAX CONSEQUENCES UNDER SEC-
in which either that corporation or any338 election was a controlled foreign corTION 551, 951, 1248, OR 1293 OF THE
corporation in its affiliated group be-poration, a passive foreign investmeniNTERNAL REVENUE CODE OF 1986
comes subject to United States tax. company, or a foreign personal holding HAT MAY APPLY TO YOU, SEE

(v) Subject to United States taxror company at any time during the portion of REASURY REGULATIONS SECTION
purposes of this paragraph (e)(1), a foiits taxable year that ends on its acquisitioh.338-9(b). YOU MAY BE REQUIRED
eign corporation is considered subject tdate, the purchasing corporation must dd-O ATTACH THE INFORMATION AT-
United States tax— liver written notice of the election (and aTACHED TO THIS NOTICE TO CER-

(A) For the taxable year for which thatcopy of Form 8023, its attachments an@AIN RETURNS.
corporation is required under §1.6012—2(ghstructions) to— (iv) Timing of notice. The notice re-
(other than 8§1.6012-2(g)(2)(i)(B)2to (A) Each U.S. person (other than ajuired by this paragraph (e)(4) must be
file a United States income tax return; or member of the affiliated group of whichdelivered to the U.S. person on or befor:

(B) For the period during which thatthe purchasing corporation is a membeahe later of the 120th day after the acquisi
corporation is a controlled foreign corpo{the purchasing group member)) that, otion date of the particular target or the day
ration, a passive foreign investment comthe acquisition date of the foreign targeton which Form 8023 is filed. The notice
pany for which an election under sectioolds stock in the foreign target; and is considered delivered on the date it i
1295 is in effect, a foreign investment (B) Each U.S. person (other than a pumailed to the proper address (or an ac
company, or a foreign corporation thechasing group member) that sells stock idress similar enough to complete deliv-
stock ownership of which is described irthe foreign target to a purchasing groupry), unless the date it is mailed cannot b
section 552(a)(2). member during the foreign target’s 12reasonably determined. The date of mail

(2) Acquisition period For purposes of month acquisition period. ing will be determined under the rules of
this paragraph (e), the teratquisition (ii) Limitation. The notice requirementsection 7502. For example, the date ¢
periodmeans the period beginning on thef this paragraph (e)(4) applies onlymailing is the date of U.S. postmark or the
first day of the 12-month acquisition pe-where the section 338 election for the forapplicable date recorded or marked by
riod and ending on the acquisition date. eign target affects income, gain, loss, dedesignated delivery service.

(3) Statement of section 338 electiomuction, or credit of the U.S. person de- (v) Consequence of failure to comply.
may be filed by United States shareholdscribed in paragraph (e)(4)(i) of thisA statement of section 338 election is no
ers in certain cases.The United States section under section 551, 951, 1248, aralid if timely notice is not given to one
shareholders (as defined in sectiod293. or more U.S. persons described in thi
951(b)) of a foreign purchasing corpora- (iii) Form of notice The notice to U.S. paragraph (e)(4). If the form of notice
tion that is a controlled foreign corporapersons must be identified prominently afils to comply with all requirements of
tion (as defined in section 957 (taking inta notice of section 338 election andhis paragraph (e)(4), the section 33¢
account section 953(c))) may file a statemust— election is valid, but the waiver rule of
ment of section 338 election on behalf of (A) Contain the name, address, and en§1.338-10T(b)(1) does not apply.
the purchasing corporation if the purchagloyer identification number (if any) of, (vi) Good faith effort to comply.The
ing corporation is not required undefand the country (and, if relevant, theurchasing corporation will be considerec
§1.6012-2(Q) (other thanlesser political subdivision) under theto have complied with this paragraph
§1.6012-2(g)(2)(i)(B)(P to file a United laws of which is organized, the purchasfe)(4), even though it failed to provide no-
States income tax return for its taxabléng corporation and the relevant targetice or provide timely notice to each per-
year that includes the acquisition date(i.e., target the stock of which the particuson described in this paragraph (e)(4), i
Form 8023 must be filed as described itar U.S. person held or sold under the cithe Commissioner determines that the
the form and its instructions and also mustumstances described in paragrappurchasing corporation made a good faitl
be attached to the Form 5471 (informage)(4)(i) of this section); effort to identify and provide timely no-
tion return with respect to a foreign cor- (B) ldentify those corporations as theice to those U.S. persons.
poration) filed with respect to the pur-purchasing corporation and the foreig§1.338-3T Qualification for the section
chasing corporation by each United Statdsarget, respectively; and 338 election(temporary).
shareholder for the purchasing corpora- (C) Contain the following declaration (a) Scope. This section provides rules
tion’s taxable year that includes the acquitor a substantially similar declaration):on whether certain acquisitions of stock
sition date (or, if paragraph (e)(1)(i) ofTHIS DOCUMENT SERVES AS NO- are qualified stock purchases and on othe
this section applies to the election, for th&ICE OF AN ELECTION UNDER SEC- miscellaneous issues under section 338.
purchasing corporation’s taxable yeafION 338 FOR THE ABOVE CITED (b) Rules relating to qualified stock
within which it becomes a controlled for-FOREIGN TARGET THE STOCK OF purchases—(1) Purchasing corporation
eign corporation). The provisions ofWHICH YOU EITHER HELD OR requirement An individual cannot make
§1.964-1(c) (including 81.964-1(c)(7))SOLD UNDER THE CIRCUM- a qualified stock purchase of target. Sec
do not apply to an election made by th&E TANCES DESCRIBED IN TREA- tion 338(d)(3) requires, as a condition of &



qualified stock purchase, that a corporahe stock is considered acquired, target Example 3 (i) On February 1 of Year 1, P acquires
tion purchase the stock of target. If an instock acquired from R is considered t@> percent in value of the R stock from B (the sole

. . . . hareholder of P). That R stock is not acquired by
dividual forms a corporation (new P) tohave been acquired by the purchasing COlirchase. See section 338(h)(3)(A)(ii). On that date

acquire target stock, new P can make poration on the day on which the purchasg owns 4 of the 100 shares of T stock. On June 1 o
qualified stock purchase of target if new hg corporation is first considered to ownyear 1, P purchases an additional 25 percent in valu
is considered for tax purposes to purchagkat stock under section 318(a) (other thasf the R stock, and on January 1 of Year 2, P pur-
the target stock. Facts that may indicatsection 318(a)(4)). chases another 25 percent in value of the R stock. O

. . June 1 of Year 2, R acquires an additional 16 shares c
that new P does not purchase the target(iv) Examples The following exam- the T stock. On December 1 of Year 2, P purchase

stock include new P’s merging down-ples illustrate this paragraph (b)(3): 68 shares of the T stock from an unrelated person an
stream into target, liquidating, or other- Example 1 () Sis the parent of a group of corpo-13 of the 20 shares of the T stock held by R.

wise disposing of the target stock followations that are engaged in various pusme.sses.. P_rlor(ii) Of the 12 shares of the T stock purchased by F
ing the purported qualified StOtho January 1, Year 1, S decided to discontinue its ifrom R on December 1 of Year 2, 2 of those shares

urchase volvement in one line of business. To accomplishire deemed to have been acquired by P on June 1.
P : this, S forms a new corporation, Newco, with a noMyeay 1, the date on which 2 of the 4 shares of the 1

(2) Purchase—(i) Definition. The term inal amount of cash. Shortly thereafter, on January dock held by R on that date were first considered
purchasd\as the same meaning as in Sedear_ 1, S transfers all the s_tock of the subsidiary CoRwned by P under section 318(a)(2)(C) (i.e., 4 ( .5).
tion 338(h)(3). ducting the unwanted business (Target) to Newco i purposes of this attribution, the R stock need no

(ii) Purchase of target[Reserved] exchange for 100 shares of Newco common stogks acquired by P by purchase. See section 338(h)(1

- and a Newco promissory note. Prior to January Yy contrast, the acquisition of the T stock by P from
(iii) Purchase of target affiliate Stock vear 1, s and Underwriter (U) had entered into & goes not qualify as a purchase unless P has a

in a target affiliate acquired by new targebinding agreement pursuant to which U would puryired at least 50 percent in value of the R stock by
in the deemed asset sale of target's assefgse 60 shares of Newco common stock from S apghrchase. Section 338(h)(3)(C)(i).) Of the remain-
is considered purchased if, under generglgzg seg tk;ose shaée\s( in ajl-n Lmt:ilopulbhc Offeringng 10 shares of the T stock purchased by P from F
S : . . On January 6, Year 1, the closes. i
prmuples of tax law, new target is ConSId-( ) Yy on December 1 of Year 2, 1 of those shares is deeme

- (i) Newco's acquisition of Target stock is one ofiq nave been acquired by P on January 1 of Year 2
ered to own stock of the target affiliate, series of transactions undertaken pursuant to ofgs date on which an additional 1 share of the 4

meeting the requirements of sectiomtegrated plan. The series of transactions ends Witfares of the T stock held by R on that date was firs
1504(a)(2), notwithstanding that nothe closing of the IPO and the Fransfer of all thgnsidered owned by P under section 318(a)(2)(C)
amount may be allocated to target's stock'2'es Of stock in accordance with the agreementge (4 (.75) —2). The remaining 9 shares of the T
in the target affiliate. Immediately after the last transaction effected pursiock purchased by P from R on December 1 of Yea

L suant to the plan, S owns 40 percent of Newc® are deemed to have been acquired by P on June
(3) Acquisitions of stock from relatedwnich does not give rise to a relationship describegt year 2. the date on which an additional 12 share:

corporations—(i) In general. Stock ac- in  section  338(h)(3)(A)(iii). See of the T stock held by R on that date were first con-
quired by a purchasing corporation from &1.338-2T(b)(3)(ii)(C). Accordingly, S and Newcosjgered owned by P under section 318(a)(2)(C) (i.e.
related corporation (R) is generally nof® not related for purposes of sectionpg (.75)-3). Because a qualified stock purchase o
considered acquired by purchase. 538N E)(AN. T by P is made on December 1 of Year 2, only if all

- (iii) Further, because Newco's basis in the Targ
section 338(h)(3)(A)iii). e_iZ shares of the T stock purchased by P from R or

o ; . . stock is not determined by reference to S's basis ¥at date are considered acquired during a 12-mont
(i) Time for testing relationship.For the Target stock and because the transaction is not&kiod ending on that date (so that, in conjunction

purposes of section 338(h)(3)(A)(iii), aexchange to "’VhiCh section 351, 354, 355, or 356 aith the 68 shares of the T stock P purchased on tha
purchasing corporation is treated as réies: Newco's acquisition of the Target stock is gyate from the unrelated person, 80 of T's 100 share
lated to another person if the relationshif"c 23 Within the meaning of section 338(h)(3). are acqired by P during a 12-month period) and be

- . ! Example 2 (i) On January 1 of Year 1, P pur- :
speC|f|ed in section 338(h)(3)(A)(III) ex- cause 2 of those 12 shares are considered to hay

) chases 75 percent in value of the R stock. On thggen acquired by P more than 12 months before De
ISts— date, R owns 4 of the 100 shares of T stock. On Juggmper 1 of Year 2 (i.e., on June 1 of Year 1), a qual

(A) In the case of a single transactionl of Year 1, R acquires an additional 16 shares of fieq stock purchase is not made. (Under
immediately after the purchase of Targetiock- On December 1 of Year 1, P purchases &) 335 g(j)(2), for purposes of applying the consis-

stock: tsr?arzeos Ohf T stocfkarotm znhulrgilatgd person and 12 ey rules, P is treated as making a qualified stock
' . . .the ZU shares of 1 stock held by R. urchase of T if, pursuant to an arrangement, P pur
(B) In the case of a series of acquisi- (i of the 12 shares of T stock purchased by lghases T stock satisfying the requirements of sectior

tions otherwise constituting a qualifiedfrom R on December 1 of Year 1, 3 of those sharegs04(a)(2) over a period of more than 12 months.)
stock purchase within the meaning of se@'e deemed to have been acquired by P on January 1gyample 4 Assume the same facts asixample
tion 338(d)(3), immediately after the las' Year 1, the date on which 3 of the 4 shares of § except that on February 1 of Year 1, P acquires 25
acquisition in such series: and stock held by R on that date were first con&dereﬁercem in value of the R stock by purchase. The re

. owned by P under section 318(a)(2)(C) (i.e., 4 (.755it is the same as Example 3
(C) In the case of a series of transagre remaining 9 shares of T stock purchased by P (4) Acquisition date for tiered targets

tions effected pursuant to an integrateflom R on December 1 of Year 1, are deemed t .
P g Stock sold in deemed asset salkan

plan to dispose of Target stock, immedibave been acquired by P on June 1 of Year 1, t

ately after the last transaction in such s@ate on which an additional 12 of the 20 shares of glection under section 338 is made for tar:
fies stock owned by R on that date were first consideregiet, old target is deemed to sell target's

. owned by P under section 318(2)(2)(C) (i.e., (20 fssets and new target is deemed to acqui

(iii) Cases where sectiddB8(h)(3)(C) 75) -3). Because stock acquisitions by P sufficien, o< assets Undgr section 338(h)(3)(2B)
applies—acquisitions treated as pur-or a qualified stock purchase of T occur within a i v d q h f stock
chases If section 338(h)(3)(C) applies 12-month period (i.e., 3 shares constructively ofiEW largets eeme . purchase of stock o
and the purchasing corporation is treateffuay 1 of Year 1, 9 shares constructively on Jugnother corporation is a purchase for pur
as acquiring stock by purchase from 1 of Year 1, and 70 shares actually on December 1 pioses of section 338(d)(3) on the acquisi

= ear 1), a qualified stock purchase is made on Dgjon date of target. If new target’'s deemec
solely for purposes of determining whe ' o
y for purp g ftember 1 of Year 1. purchase causes a qualified stock pur



chase of the other corporation and if ¢he 12-month acquisition period satisfiegercent ownership requirements of sectior
section 338 election is made for the othehe percentage ownership requirements é?g(d)@)' the redemption of P's T stock on Decem

corporation, the acquisition date for thesection 338(d)(3). tig;ﬁ?}; \;euirstlafdir:;t ggsl? into account as a redu

ofth_er corporation is the same as the acqui- (jii) R_edemptions from the pur(_:hasing Example 4. Redemption from related persor
sition date of target. However, thecorporation or related persons during 12-taken into accountOn January 1 of Year 1, P pur-
deemed sale and purchase of the otheronth acquisition perioe-(A) General chases 60 of the 100 shares of X stock. On that da
corporation’s assets is considered to takelle. For purposes of the percentagé& owns 40 of the 100 shares of T stock. On April 1
of Year 1, T redeems X’s T stock and P purchases th

place after the deemed sale and purchagsenership requirements of sectlonrernaining 60 shares of T stock from an unrelate

of t_z_irget’s assets. _ 338_(d)(3)’ a redemption Of t_qrget StQCif)erson. For purposes of the 80-percent ownershi
(i) Examples The following examples during the 12-month acquisition periotrequirements of section 338(d)(3), the redemption o
illustrate this paragraph (b)(4): from the purchasing corporation or fromthe T stock from X (a person related to P) is taker

Example 1.A owns all of the T stock. T owns 50 any person related to the purchasing coflfto account as a reduction in T's outstanding stock
of the 100 shares of X stock. The other 50 shares Bforation is not taken into account as a rdf.P had purchased the 40 redeemed shares from
X stock are owned by corporation Y, which is unre- .. ; . on April 1 of Year 1, all 40 of the shares would have
lated to A, T, or P. On January 1 of Year 1, Pmakesq:lucnon n targets outstandmg StOCk'_ been considered purchased (because of sectic
qualified stock purchase of T from A and makes a (B) EXception for certain redemptions33s(h)(3)(C)(i) during the 12-month period ending
section 338 election for T. On December 1 of Year from related corporations A redemption on April 1 of Year 1 (24 of the 40 shares would have
P purchases the 50 shares of X stock held by Y. &f target stock during the 12-month acquileen considered purchased by P on January 1
qualified stock purchase of X is made on December &itin, period from a corporation related tOYear _1 and the remaining 16 shares \{vould have bee
of Year 1, because the deemed purchase of 50 shaygs . . . . considered purchased by P on April 1 of Year 1)
of X stock by new T because of the section 338 eled!'® purchasing Corpo_ratlo_n is taken int@ee paragraph (b)(3) of this section. Accordingly, F
tion for T and the actual purchase of 50 shares of RCCOUNt as a reduction in target’s oUtmakes a qualified stock purchase of T on April 1 of
stock by P are treated as purchases made by one cgtanding stock to the extent that the revear 1, because the 60 shares of T stock purchasi
poration. Section 338(h)(8). For purposes of detejeemed stock would have been consid¥ P on that date satisfy the 80-percent ownershi
mining whether those purchases occur within a 125 a4 purchased by the purchasinéiqu”emems qf section 338_(d)(3) (i.e., 60/60
month acquisition period as required by section . . ares), determined by taking into account the re
338(d)(3), T is deemed to purchase its X stock on rgorporation (pecause of SeCtIO_rhemption of 40 shares.
acquisition date, i.e., January 1 of Year 1. 338(h)(3)(C)) during the 12-month acqui- (c) Effect of post-acquisition events on

Example 2 On January 1 of Year 1, P makes &sition period if the redeemed stock ha@ligibility for section 338 election- (1)

qualified stock purchase of T and makes a sectigpeen acquired by the purchasing corporgrost-acquisition elimination of target(i)

338 election for T. On that day, T sells all of thet- ; . .
ion from the related corporation on th
stock of T1 to A. Although T held all of the T1 stock P €The purchasmg corporation may make a

on T's acquisition date, T is not considered to haday of the redemption. See paragrap8lection under section 338 for target eve

purchased the T1 stock because of the section 3§8)(3) of this section. though target is liquidated on or after the
election for T. In order for T to be treated as pur- (iv) Examples. The following exam- acquisition date. If target liquidates on the
chasing the T1 stock, T must hold the T1 stock wheples illustrate this paragraph (b)(5): acquisition date, the liquidation is consid-

T's deemed asset sale occurs. The deemed asset salgxample 1 QSP on stock purchase date; re- . .

is considered the last transaction of old T at the C|0%mptionpfrom %nrelated persgn during 12_m0nthered_t0 occur on the fOIIOWI’ng day and im-

of T's acquisition date. Accordingly, the T1 stockperiod. A owns all 100 shares of T stock. On Janu/N€diately after new target's deemed pur

actually disposed of by T on the acquisition date igiry 1 of Year 1, P purchases 40 shares of the T sto§iflase of assets. The purchasin

not included in the deemed asset sale. Thus, T doggm A. On July 1 of Year 1, T redeems 25 sharesorporation may also make an electior

not make a qualified stock purchase of T1. from A. On December 1 of Year 1, P purchases 20nder section 338 for target even thoug|
(5) Effect of redemptions(i) General shares of the T stock from A. P makes a qualifiegarget is merged into another corporatior

i i i stock purchase of T on December 1 of Year 1, be- . . .
rule. Except as provided in this para P ar otherwise disposed of by the purchasin

raph (b)(5), a qualified stock purchase i use the 60 shares of T stock purchased by P with i -
graph (b)(5). a g P the 12-month period ending on that date satisfy théorporation provided that, under the fact:

made on the f'rSt,day on which the Pel50_percent ownership requirements of sectioand circumstances, the purchasing corpc
centage ownership requirements of se@sgq)() (i.e., 60/75 shares), determined by takingation is considered for tax purposes as th
tion 338(d)(3) are satisfied by reference tto account the redemption of 25 shares. epurchaser of the target stock

' _ Example 2. QSP on stock redemption date; re" .- ) .
target stock that is both xample 2. QSP on stock redemplion date; 1€ iy 'y o £415wing examples illustrate

A) Held on that dav by the urchasinqjemption from unrelated person during 12-month pe- .
Co(rpg)ration' and y by P iod. The facts are the same asExample 1except this paragraph (c)(1):

] that P purchases 60 shares of T stock on January 1 ofExample 1.0n January 1 of Year 1, P purchases
(B) Purchased by the purchasing Corporear 1 and none on December 1 of Year 1. P makes.80 percent of the outstanding common stock of T
ration during the 12-month period endingyualified stock purchase of T on July 1 of Year 1, beOn June 1 of Year 1, P sells the T stock to an unre
on that day. cause that is the first day on which the T stock pufated person. Assuming that P is considered for ta
(i) Redemptions from persons unre9h?5‘?d by P within the preceding 12-m9nth periogurposes as the purchaser of the T stock, P_remau
lated to th hasi tiorTar- satisfies the 80-percent ownership requirements 6figible, after June 1 of Year 1, to make a section 33
ated to the purc 5_‘-5'”9 corporationiar section 338(d)(3) (i.e., 60/75 shares), determined Hlection for T that results in a deemed asset sale
get stock redemptions from persons Unresking into account the redemption of 25 shares.  T's assets on January 1 of Year 1.
lated to the purchasing corporation that Example 3. Redemption from purchasing corpo- Example 2 On January 1 of Year 1, P makes a
occur during the 12-month acquisition petation not taken into accounton December 15 of qualified stock purchase of T. On that date, T own:
riod are taken into account as reductiona’ 1. T redeems 30 percent of its stock from Rhe stock of T1. On March 1 of Year 1, T sells the

. , di K f The redeemed stock was held by P for several yeafd stock to an unrelated person. On April 1 of Yeal
In target's outstanding stock for purposeg, ., nsiituted P's total interest in T. On Decembek. P makes a section 338 election for T. Notwith-

of determining whether target stock puri of vear 2, P purchases the remaining T stock froratanding that the T1 stock was sold on March 1 o
chased by the purchasing corporation iA. P does not make a qualified stock purchase of Year 1, the section 338 election for T on April 1 of
on December 1 of Year 2. For purposes of the 80ear 1 results in a qualified stock purchase by T o



T1 on January 1 of Year 1. See paragraph (b)(4)@orations. T and X each operate a trade or busine&l.368-1(b) is lacking and section 354 does not
of this section. A and K, individuals unrelated to P, own 85 and 1%pply to K’'s exchange of T stock for X stock. K rec-

(2) Post-acquisition elimination of the percent, respectively, of the stock of T. P owns all obgnizes gain or loss, if any, pursuant to section
purchasing corporation.An election the stock of X. The total adjusted basis of T's prop1001(c) with respect to its T stock.

h erty exceeds the sum of T's liabilities plus the
under section 338 may be made for targgh o nt of fiabilities to which T's property is subject.8§81.338—4 and 1.338-5 [Redesignated
after_the acquisition of assets of the pulp purchases all of A's T stock for cash in a qualifieys §§1.338—8 and 1.338-9]
chasing corporation by another corporastock purchase. P does not make an election under
i i i i i jogection 338(g) with respect to its acquisition of T i _ L
tion in a transaction described in sectiof to | Par. 5. Sections 1.338—4 and 1.338-
381(a), provided that the purchasing corf;tfot‘;ké ssar:;’:'éIZT';“S;;‘;‘;'?::ZZ:‘ZL%Iiigf)lzssi’:éfre redesignated as §§1.338-8 an
poration is considered for tax purposes s, inio X in a transaction that, but for the questiorf.338—9, respectively.
the pUYChaSGr Of the tal’get StOCk. The agf Cont|nu|ty of interest' satisfies a” the require_ Par. 6- NeW §§1-338_4T and 1.338—5T
uiring corporation in the section 381(a)nents of section 368(a)(1)(A). In the merger, all oire added to read as follows:
g p
transaction may make an election unders assets are transferred to X. P and K receive §1.338—4T Aggregate deemed sale price
; stock in exchange for their T stock. P intends to re;. i ;

section 338 for target. K hange for their T stock. P intends to rearjgys aspects of taxation of the deemec

3) C f t isiti tain the stock of X indefinitely. t salét

( ) O_nsequences O_ post-acquisition (ii) Status of transfer as a reorganizatiorBy asse Saé empqrary). . .
el|m|nat|o_n of target—(i) Scope The \jrue of section 338, for the purpose of determining () Scop_e This section prowdes_ rules
rules of this paragraph (c)(3) apply to thevhether the continuity of interest requirement oinder section 338(a)(1) to determine the
transfer of target assets to the purchasir#g-368-1(b) is satisfied, P's T stock acquired in theggregate deemed sale price (ADSP) fo
corporation (or another member of th@iﬁ"gfiSggf:oz“x:jsm‘farseg’nez‘ivr‘;z f‘gf'?};rﬁztsi"n”etf?rget. ADSP is the amount for which old
same afflhated group as the purch_asm terprise prior to the transfer that can be Cominujgrge_t is deemed to have sold all of |ts_ as
COI‘pOI‘atIOﬂ) (the transferee) f0||OWIng an a reorganization through P’s Continuing Ownersets n the deemed asset Sale. ADSP IS @
qualified stock purchase of target stock, ihip of X. Thus, the continuity of interest requirelocated among target’s assets in accor
the purchasing corporation does not makeent is satisfied and the merger of Tinto X is a reoidance with §1.338—6T to determine the
a section 338 election for targetdanization within the meaning of sectiongmaynt for which each asset is deemed t

Notwithstanding the rules of this para-%g(a)(l)(A)' Moreover, by virtue of section 338’(Qave been sold. When an increase or de

. the requirement of section 368(a)(1)(D) that a targ .
graph (c)(3), section 354(a) (and so muckhareholder control the transferee immediately aft&ease with respect to an element of ADSF
of section 356 as relates to section 354)e transfer is satisfied because P controls X immés required, under general principles of tax
cannot apply to any person other than thdately after the transfer. In addition, all of T's as{aw, after the close of new target’s first
purchasing corporation or another men:ts are transferred to X in the merger and P and &y apje year, redetermined ADSP is allo-
ber of the same affiliated group as théoo Ve e X stock exchanged therefor in pursuance, oy o o0 target's assets in accordanc
) . 9 p %f the plan of reorganization. Thus, the merger of F A 9 9 . >

purchasing corporation unless the transfeyio x is also a reorganization within the meaning ofVith 81.338—7T. This section also pro-
of target assets is pursuant to a reorgarsection 368(a)(1)(D). vides rules regarding the recognition of
zation as determined without regard to (i) Treatment of Tand XJnder section 361(a), gain or loss on the deemed sale of targe
this paragraph (c)(3). Iefsﬁfnggg;(sb )”3( gan or i'r?j;e'gézgtg‘ggeﬁceduiﬂdt%ﬁi|iate stock. Notwithstanding section

(||)_ Contlnw_ty of mtergs_t By virtue of merger is the same as the basis of the assets in %S(h)_(G)(B)(u)_, stock held_ by a t_arget af-
section 338, in determining whether th@ands. x succeeds to and takes into account tidiate in a foreign corporation or in a cor-
continuity of interest requirement ofitems of T as provided in section 381. poration that is a DISC or that is describec
§1.368-1(b) is satisfied on the transfer of (iv) Treatment of P By virtue of section 338, the in section 1248(e) is not excluded from
assets from target to the transferee, tﬁs%‘;‘sﬁg ?r:;t- f‘esosrgt;nit;’aﬁof 2 ;i%f:n”g'i“;’:-T ;zrct*rlge operation of section 338.
pu_rcha_smg corpo_r_atlon’s target stock ACsolely for stock of X, a part’y to the reorganization. (b) Determlnatl_on of ADSP-(1) Gen-
quired in the qualified stock purchase repsecause P is the purchasing corporation, section 3§4al rule. ADSP is the sum of—
resents an interest on the part of a persapplies to P’'s exchange of T stock for X stock in the (i) The grossed-up amount realized on
who was an owner of the target's busineggerger of T into X. Thus, P recognizes no gain othe sale to the purchasing corporation of
enterprise prior to the transfer that can b)gss on the exchange. Under section 358, P's bagi§e hyrchasing corporation’s recently pur-
continued in a reorganization. in the X stock re,ce'ved in the exchange is the SaMhased target stock (as defined in sectiol

: . as the basis of P’s T stock exchanged therefor.

(iii) Control requiremet By virtue of (v) Treatment of K Because K is not the pur- 338(D)(6)(A)); and
section 338, the acquisition of target stockhasing corporation (or an affiliate thereof), section (ii) The liabilities of old target.
in the qualified stock purchase will not354 cannot apply to K's exchange of T stock for X (2) Time and amount of ADSR(i)
prevent the purchasing corporation fron§iock in the merger of Tinto X unless the transfer ofyjging| determination. ADSP is initially

ip . T'§ asset_s is pursuant to a rgorganlzatlon as deted‘- . d t the be innin Of the da

qualifying as a shareholder of the tgrgerjr']med without regard to this paragraph (c)(3) etermine at th g g y
transferor for the purpose of determiningnger general principles of tax law applicable to re@fter the acquisition date of target. Gen-
whether, immediately after the transfer oérganizations, the continuity of interest requiremeneral principles of tax law apply in deter-
target assets, a shareholder of the trarigshot satisfied because P's stock purchase and thgining the timing and amount of the ele-
feror is in control of the corporation toMe9er of T into X are pursuant to an integrategnants of ADSP,

which the assets are transferred within tr{ransaa'on in which A, the owner of 85 percent of (i) Redetermination of ADSPADSP is

He stock of T, received solely cash in exchange for

(iv) Example The following example 61 T.C. 168 (1973)Kass v. Commissione60 T.C. amount as an increase or decrease would
illustrates this paragraph (c)(3): 218 (1973), aff'd, 491 F.2d 749 (3d Cir. 1974).required, under general principles of tax

Example (i) Facts. P, T, and X are domestic cor- Thus, the requisite continuity of interest undeniaw, for the elements of ADSP. For exam-



ple, ADSP is redetermined because of awere the selling shareholder and the innto account the tax liability for the
increase or decrease in the amount realizethllment method were not available andeemed sale gain when a sectiol
for recently purchased stock or because ligetermined without regard to the sellind338(h)(10) election is made for a target ¢
bilities not originally taken into account incosts taken into account in paragrapborporation because the S corporatio
determining ADSP are subsequently take¢c)(1)(iii) of this section; shareholders bear that liability. However
into account. An increase or decrease to (ii) Divided by the percentage of targetf a target S corporation is subject to a ta
one element of ADSP may cause an instock (by value, determined on the acquiander section 1374 or 1375, the liability
crease or decrease to the other elementgifion date) attributable to that recentlyfor tax imposed by those sections is a lia
ADSP. For example, if an increase in thpurchased target stock; bility of target taken into account in ADSP
amount realized for recently purchased (iii) Less the selling costs incurred by(unless the S corporation shareholders e:
stock of target is taken into account aftethe selling shareholders in connectiopressly assume that liability).

the acquisition date, any increase in the taxith the sale to the purchasing corpora- (2) Time and amount of liabilitiesThe
liability of target for the deemed sale gain ision of the purchasing corporation’s retime for taking into account liabilities of
also taken into account when ADSP is redesently purchased target stock that reducdd target in determining ADSP and the
termined. Increases or decreases with réseir amount realized on the sale of thamount of the liabilities taken into ac-
spect to the elements of ADSP that arstock (e.g., brokerage commissions ancbunt is determined as if old target hac

taken into account before the close of neany similar costs to sell the stock). sold its assets to an unrelated person ft
target’s first taxable year are taken into ac- (2) Example The following example consideration that included the unrelate
count for purposes of determining ADSHIlustrates this paragraph (c): person’s assumption of or taking subjec

and the deemed sale gain as if they had Example T has two classes of stock outstandingto the liabilities. For example, if no
been taken into account at the beginning §pting common stock and preferred stock not takeg g nt of a target liability is properly

L into account for purposes of section 1504(a)(2). O . . . |
the day after the acquisition date. Increases .7 o vear 1, P purchases 40 percent of th%iken into account in amount realized a

or decreases with respect to the elements @fistanding T stock from S1 for $500, 20 percent @ the beginning of the day after the ac
ADSP that are taken into account after thexe outstanding T stock from S2 for $225, and 2@juisition date, the liability is not initially
close of new target's first taxable year repercent of the outstanding T stock from S3 for $27%aken into account in determining ADSP

sult in the reallocation of ADSP among tar©On that date, the fair market value of all th'3T"°“”5{(although it may be taken into account a

, common stock is $1,250 and the preferred stoc
get's assets under §1.3387T. $750. S1, S2, and S3 respectively incur $40, $350Me later date). As a further example, a

(i) Example The following example ang $25 of selling costs. S1 continues to own the éncrease or decrease in a liability that doe

illustrates this paragraph (b)(2): maining 20 percent of the outstanding T stock. Thaot affect the amount of old target’s basis
Example. InYear 1, T, a manufacturer, purchasegrossed-up amount realized on the sale to P of P§eductions, or noncapital nondeductible
a customlzed delivery truck_from X with purphgse'ecently purchased T_stock |s_ calculated as foIIo_WSf;[emS arising from the incurrence of the li-
money indebtedness having a stated principdlhe total amount realized (without regard to selling_, ... . . .
amount of $100,000. P acquires all of the stock of €osts) is $1,000 (500 + 225 + 275). The percenta _Ill_ty is not taken into account in redeter-
in Year 3 for $700,000 and makes a section 338 eleof T stock by value on the acquisition date attributMining ADSP.
tion for T. Assume T has no liabilities other than itsable to the recently purchased T stock is 50% (3) Interaction with deemed sale gain.
purchase money indebtedness to X. In Year 4, whét,000/(1,250 + 750)). The selling costs are $10q'h0ugh deemed sale gain increases or d
T is neither insolvent nor in a title 11 case, T and X40 + 35 + 25). 'l'he grossed-up amount realized Ereases ADSP by creating or reducing |
agree to reduce the amount of the purchase mong§¢,900 (1,000/.5 4100). liabilitv. th t of the tax liabilit
indebtedness to $80,000. Assume further that the re- (d) Liabilities of old target—(1) In gen- tflx ;]? ; ity ¢ e atmoun foth e _ax Iaf Itlhy
duction would be a purchase price reduction undg5| * The |iabilities of old target are the jj.'1S€M 1S a tunction ot the size ot the
section 108(e)(5). T and X’s agreement to reduce, ...,. P deemed sale gain. Thus, the determing
the amount of the purchase money indebtednegsblhtIes of target (and the liabilities totion of ADSP may require trial and error

would not, under general principles of tax law tha¥vhich target's assets are subject) as of tl?:%mputations.

would apply if the deemed asset sale had actuallyeginning of the day after the acquisition Calculati fd d sal :
occurred, change the amount of liabilities of old tardate (other than liabilities that were neithe, (e) Calcula |on_ o deemed sale _galn
Deemed sale gain on each asset is cor

get taken into account in determining its amount "Yiabilities of old target nor liabilities to

alized. Accordingly, ADSP is not redetermined at_, . , . uted by reference to the ADSP allocatet
the time of the reduction. See §1.338-5T(b)(2)ii)VNICh Old target's assets were subject). N .~ o

Example 1 for the effect on AGUB. order to be taken into account in ADSP, a (f) Other rules apply in determining

(c) Grossed-up amount realiz_ed on thdiability must be_ a liability of_ target that iS[ADSP. ADSP may not be applied in such
sale to the purchasing corporation of theproperly taken into account in amount real, way as to contravene other applicabl
purchasing corporation’s recently .pur_lzed under general principles of tax law, . = ¢ example, a capital loss cannc
chased target stoek(1) Determination that would apply if old target had sold its applied to reduce ordinary income ir
of amount The grossed-up amount realaSsets to an unrelated person for ConSId.ercaélculating the tax liability on the deemec
ized on the sale to the purchasing corpor&on that included that person’s assumption

) . I sale for purposes of determining ADSP.
tion of the purchasing corporation’s reof, or taking subject to, the liability. Thus, purp 9

; ; . (g9) Examples The following examples
cently purchased target stock is a@aDStErfklie;blirl]itto a;ﬁg#]m téoetzatli);gri?'irﬁllustrate this section. For purposes of the
amount equal to— P y 9 examples in this paragraph (g), unless ott

() The amount realized on the sale téleemed asset sale and the tax liability fof . .
the purchasing corporation of the purthe deemed sale gain unless the tax liabilify o stated, T is a calendar year taxpay

: . . at files separate returns and that has r
chasing corporation’s recently purchaset§ borne by some person other than the tgr- " " o o o carryovers to Yea

target stock determined as if old targe@et. For example, ADSP would not take



1. Depreciation for Year 1 is not taken into (i) ADSP is determined as follows (In the fol- sale to P of P’s recently purchased T stock (G) is
account. T has no liabilities other than th&Wwing formula, G is the grossed-up amount realize875,000 ($60,000/.8). Consequently, ADSP and
. L . on the sale to P of P’s recently purchased T stock, leemed sale gain are the same as in paragraphs (
Federal income tax liability resulting from; "+ " fies other than T's tax liability for the and (ii) of thisExample 1.

the deemed asset sale, and the T shareh gémed sale gainTis the applicable tax rate, and  (v) The facts are the same as in paragraph (i) of

ers have no selling costs. Assume that TiSis the adjusted basis of the asset deemed sold): this Example 1 except that T also has goodwill (a

tax rate for any ordinary income or net ADSP=G+L+Tx (ADSP - B) Class VII asset) with an appraised value of $10,000
capital gain resulting from the deemed sale ADSP = ($75,000/1) + $0 + .34 x (ADSP -The _results are the same as in paragraphs (ii) and (i
of assets is 34 percent and that any capital$50'40°) of this Example 1. Because ADSP does not exceed
. . . ADSP = $75,000 + .34ADSP - $17,136 the fair market value of the Class V asset, no amoun
loss is offset by capital gain. On July 1 of ggapsp = $57,864 is allocated to the Class VII asset (goodwill).
Year 1, P purchases all of the stock of T ADSP = $87,672.72 Example 2. More than one clas§) P purchases
and makes a section 338 election for T. (iii) Because ADSP for T ($87,672.72) does notll of the T stock for $140,000, which also equals the
The examples are as follows: exceed the fair market value of T's asset ($100,000ymount realized for the stock determined as if old

Example 1. One class(i) On July 1 of Year 1, @ Class V asset, T's entire ADSP is a_llocated to thaarget were th_e s_e_l!ing sha_rehol(?er. On JuI_y 1 of
T's only asset is an item of section 1245 properfgsetg T_hus, T has deemed sal.e galq of $37,272.Y&ar 1, T has liabilities (not |'nclud|ng the tax liabil-
with an adjusted basis to T of $50,400, a recomput onsisting of $29,600 of ordinary income andty for the deemed sale gain) of $50,000, cash (e
basis of $80,000, and a fair market value oP7,672.72 of capital gain). Class | asset) of $10,000, actively traded securities
$100,000. P purchases all of the T stock for (iv) The facts are the same as in paragraph (i) ¢& Class Il asset) with a basis of $4,000 and a fail
$75,000, which also equals the amount realized tdpis Example 1 except that on July 1 of Year 1, Pmarket value of $10,000, goodwill (a Class VII
urchases only 80 of the 100 shares of T stock fasset) with a basis of $3,000, and the following

the stock determined as if old target were the sellin .
60,000. The grossed-up amount realized on tH@lass V assets:

shareholder.

Asset Basis FMV Ratio of
asset fmv
to total
Class V
fmv
Land .. $ 5,000 $ 35,000 14
BUIldiNg . ..o 10,000 50,000 .20
Equipment A (Recomputed basis $80,000) ... ........ ..ttt 5,000 90,000 .3€
Equipment B (Recomputed basis $20,000) ... ...ttt 10,000 75,000 .3
TOtalS . $ 30,000 $ 250,000 1.00
(i) ADSP exceeds $20,000. Thus, $10,000 ofl assets as Il): will results in a capital loss of $3,000. The portion of
ADSP is allocated to the cash and $10,000 to the ac- ADSR, = (G - (I + Il)) + L+ Ty ([(Il - B)) + ADSP allocable to the Class V assets is finally deter-
tively traded securities. The amount allocated to an (ADSR, - B,))] mined by taking into account this loss as follows:

asset (other than a Class VIl asset) cannot exceed itsADSR, = ($140,000 - ($10,000 + $10,000)) + ADSR,=(G& (I + 1)) + L+ Ty ([(Il & B}) +
fair market value (however, the fair market value of $50,000 + .34 ( [($10,000 - $4,000) + (AQSP (ADSR, &4B,) + (ADSR,,, 4B,,)]

any property subject to nonrecourse indebtedness is ($5,000 + $10,000 + $5,000 + $10,000))] ADSPR,, = ($140,000 & ($10,000 + $10,000)) +
treated as being not less than the amount of such in- ADSR,, = $161,840 + .34 ADSP $50,000 + .34 ( [($10,000 & $4,000) + (AQS®
debtedness; see §1.338-6T(a)(2)). See .66 ADSR, = $161,840 $30,000) + ($0 & $3,000)]
§1.338-6T(c)(1) (relating to fair market value limi- ADSR, = $245,212.12 ADSPR, = $160,820 + .34 ADSP
tation). (iv) Because, under the preliminary calculations of .66 ADSR, = $160,820

(iii) The portion of ADSP allocable to the Class VADSP, the amount to be allocated to the Class I, I, Ill, ADSR, = $243,666.67

assets is preliminarily determined as follows (in théV, V, and VI assets does not exceed their aggregate (v) The allocation of ADSp among the Class V
formula, the amount allocated to the Class | assetsfair market value, no ADSP amount is allocated t@ssets is in proportion to their fair market values, as
referred to as | and the amount allocated to the Clagsodwill. Accordingly, the deemed sale of the goodfollows:

Asset ADSP Gain
Land .. $334,113. $29,113.33
(capital gain)
BUIIdING . .o 48,733.34 38,733.34
(capital gain)
EQUIPMENt A 87,720.00 720.082,

(75,000 ordinary income
7,720 capital gain)
EqQUIPMENt B . . . . 73,100.00 100.063,
(10,000 ordinary income
53,100 capital gain)
Totals . oo $ 243,666.67 $ 213,666.67



Example 3. More than one clas§) The facts allocated to Class VIl assets for T. Further, thisale of stock of a foreign target affiliate.
are the same as iBxample 2 except that P pur- amount ($243,666.67) is allocated among T's Class or the proper treatment of such gain 0
chases the T stock for $150,000, rather thaassets in proportion to their fair market values. Sﬁ%ss see, e.g., sections 1246, 1248, 12
$140,000. The amount realized for the stock deteparagraph (v) oExample 2 Tentatively, $48,733.34 ’ N ’ ' :
mined as if old target were the selling shareholder isf this amount is allocated to the T1 stock. et seq., and 338(h)(16) and §1.338-9.
also $150,000. (v) The amount tentatively allocated to the T1 (4) Deemed sale producing effectively

(i) As in Example 2 ADSP exceeds $20,000. stock, however, reflects the tax incurred on thgonnected incomeA foreign target rec-
Thus, $10,000 of ADSP is allocated to the cash andkemed sale of the T1 asset equal to $13,169.34 (-36énizes gain or loss on the deemed sale
$10,000 to the actively traded securities. ($48,733.34 4 $10,000)). Thus, the ADSP allocable t . -
(iii) The portion of ADSP allocable to the Class Vthe Class V assets of T, and the ADSP allocable to thgetOCk ofa forelgn Farget aﬁ”lz_ite to the_ ex-
assets as preliminarily determined under the formufil stock, as preliminarily calculated, each must be fd€Nt that such gain or loss is effectively
set forth in paragraph (iii) oExample 2is duced by $13,169.34. Consequently, these amoun@pnnected (or treated as effectively con
$260,363.64. The amount allocated to the Class késpectively, are $230,497.33 and $35,564.00. In dﬁ-ected) with the conduct of a trade ol
assets cannot exceed their aggregate fair markermining ADSP for T1, the grossed-up amount realy ;siness in the United States.
value ($250,000). Thus, preliminarily, the ADSPized on the deemed sale to new T of new T's recently .
amount allocated to Class V assets is $250,000. purchased T1 stock is $35,564.00. (5) Deer_n_ed sale Of. Insurance companj

(iv) Based on the preliminary allocation, the (vi) The facts are the same as in paragraph (i) d&rget affiliate electing under section
ADSP is determined as follows (in the formula, thethis Example 4 except that the T1 building has a953(d) A domestic target recognizes gair
amount allocated to the Class | assets is referred $42,500 basis and a $62,500 value, all of the ou(but not IOSS) on the deemed sale of stoc
as |, the amount allocated to the Class Il assets asdtanding T1 stock has a $62,500 value, and T OWRSF target affiliate that has in effect an elec
and the amount allocated to the Class V assets as 8D percent of the T1 stock. In preliminarily calculat-. . .
ADSP=G+L+ T ([(l-B,)+(V-B,) + ingADSR,the T1 stock can be disregarded but, bet-lc'n under section 953(d)_ n an_ amoun
(ADSP - (I + 11 + V+ B)))] cause T owns only 80 percent of the T1 stock, onl?quaI to the lesser of the gan realized or tr
ADSP = $150,000 + $50,000 + .34 ( [($10,000 80 percent of T1 asset basis and value should &arnings and profits described in sectiol
$4,000) + ($250,000 - $30,000) + (ADSP -taken into account in calculating T's ADSP. By tak953(d)(4)(B)_

($10,000 + $10,000 + $250,000 + $3,000))] ing into account 80 percent of these amounts, the re- (6) Deemed sale of DISC target affiliate.

ADSP = $200,000 + .34ADSP - $15,980 maining calculations and results are the same as j . . .
.66ADSP = $184,020 paragraphs (ii), (iii), (iv), and (v) of thExample 4 K foreign or domestic target recognizes
ADSP = $278,818.18 except that the grossed-up amount realized on tgiN (but not loss) on the deemed sale ¢
(v) Because ADSP as determined exceeds the agale of the recently purchased T1 stock iStock of a target affiliate that is a DISC or &
gregate fair market value of the Class I, II, Ill, IV, V,$44,455.00 ($35,564.00/0.8). former DISC (as defined in section 992(a)

and VI assets, the $250,000 amount preliminarily al- (h) Deemed sale of target affiliate steek in an amount equal to the lesser of the gai

located to the Class V assets is appropriate. Th S ; : .
cope This paragraph (h) prescribe
e amount of ADSP allosated t Class v asset) SCOP paragraph (h) p $ealized or the amount of accumulatec

equals their aggregate fair market value ($250,0005l,'"e.S relating to the treatment of gain or losBISC income determ_ined with respect tC.
and the allocated ADSP amount for each Class V€alized on the deemed sale of stock of a tagich stock under section 995(c). Such ga
asset is its fair market value. Further, because theget affiliate when a section 338 election (bu included in gross income as a dividend &
are no Class VI assets, the allocable ADSP amoupjot a section 338(h)(10) election) is madprovided in sections 995(c)(2) and 996(g).

0 e 1t o) 3515 e e e, ot uposes f 15 (7 g vl 11 et e 0
for the Class I, II, I, IV, V and VI assets). paragraph (h), the definition of domestic cofjusted basis of which exceeds its fair mar

Example 4. Amount allocated to T1 stoof) ~POration in §1.338-2T(c)(9) is applied with-ket value is contributed or transferred to :
The facts are the same a€xample 2except that T out the exclusion therein for DISCs, corpotarget affiliate as transferred basis propert
owns all of the T1 stock (instead of the building).rations described in section 1248(e), andNithin the meaning of section

and t1s only asset s Whe bulding. The TL $to¢korporations to which an election under se¢701(a)(43)) and a purpose of such transa
and the building each have a fair market value of

$50,000, and the building has a basis of $10,000. yon 936 applies. ~ tionis to re‘_juce the gain (or increase th
section 338 election is made for T1 (as well as T), (2) In general Except as otherwise loss) recognized on the deemed sale of sut
and T1 has no liabilities other than the tax liabilityprovided in this paragraph (h), if a sectionarget affiliate’s stock, the gain or loss rec
for the deemed sale gain. Tis the common parent 838 election is made for target, target re@gnized by target on the deemed sale ¢

a consolidated group filing a final consolidated '®ognizes no gain or loss on the deem - . . (
turn described in §1.338-10T(a)(1). g g estock of the target affiliate is determined a

(i) ADSP exceeds $20,000. Thus, $10,000 osale of stock qf.a_l target affiliate ha\(ingf such asset had not been contributed c
ADSP is allocated to the cash and $10,000 to the a€ Same acquisition date and for which gansferred.
tively traded securities. section 338 election is made if— (8) Examples The following examples
(iif) Because T does not recognize any gain on (i) Target directly owns stock in the tar-jllustrate this paragraph (h):
the deemed sale of the T1 stock under paragragbt affiliate satisfying the requirements of Example 1 (i) P makes a qualified stock purchase

(h)(2) of this section, appropriate adjustments mu gection 1504(a)(2); of T and makes a section 338 election for T. T's Sol

be made to reflect accurately the fair market valu Il of the T1 stock. h basis of $50 and a f:
, - i) Tar nd th r il re@sset, all of the T1 stock, has a basis 0 and a f:
of the T and T1 assets in determining the allocation (ii) Target and the target affiliate a € market value of $150. T's deemed purchase of the T

of ADSP among T's Class V assets (including themembers of a consolidated group flllng. Rtock results in a qualified stock purchase of T1 and
T1 stock). In preliminarily calcu_latlng ADSFn  final consolidated return described irsection 338 election is made for T1. T1's assets have
this case, the T1 stock can be disregarded and, bgy 338.10T(a)(1); or basis of $50 and a fair market value of $150.

cause T owns all of the T1 stock, the T1 asset can (iii) Target and the target affiliate file a (i) T realizes $100 of gain on the deemed sale o

be treated as a T asset. Under this assumption, * /. the T1 stock, but the gain is not recognized becaus
ADSP, is $243,666.67. See paragraph (iv)eok combined return under §1'338_10T(a)(4)l‘ directly owns stockgin T1 satisfying the require-

am‘?'e 2 ) . (3) Deemed Sa_lle of forelgn target aff'“'ments of section 1504(a)(2) and a section 338 ele
(iv) Because the portion of the preliminary ADSPate by a domestic targefA domestic tar- tion is made for T1.

aIIocabIe_to C_:IassVassetS ($243,666.67) does not egét recognizes gain or loss on the deemed i) T1 recognizes gain of $100 on the deemec
ceed their fair market value ($250,000), no amount i sale of its assets.



Example 2.The facts are the same asixample  section 338(a)(2). AGUB is allocatedtaken into account before the close of new
fl' eﬁep;that P does not mzk;sa Tecf'on 338 electigfinong target’s assets in accordance withrget's first taxable year are taken into ac-
or T Because a section election s not m‘r"dg?l.?»B»B—GT to determine the price atount for purposes of determining AGUB

for T1, the $100 gain realized by T on the deemed . . .
sale of the T1 stock is recognized. which the assets are deemed to have beamd the basis of target’s assets as if they he

Example 3 (i) P makes a qualified stock pur-purchased. When an increase or decreaseen taken into account at the beginning o
chase of T and makes a section 338 election for T. With respect to an element of AGUB is rethe day after the acquisition date. Increase
owns all of the stock of T1 and T2. T's deemed puryired, under general principles of taor decreases with respect to the elements «
chase of the T1 and T2 stock results in a qualifie w, after the close of new target’s firstAGUB that are taken into account after the

stock purchase of T1 and T2 and section 338 elec- . . g
tions are made for T1 and T2. T1 and T2 each owk@Xxable year, redetermined AGUB is alloclose of new target's first taxable year re-

50 percent of the vote and value of T3 stock. Théated among target’s assets in accordanselt in the reallocation of AGUB among
deemed purchases by T1 and T2 of the T3 stock rgvith §1.338-7T. target’s assets under §1.338-7T.
sultin a qualified stock purchase of T3 and a section () Determination of AGUB-(1) Gen- (i) Examples. The following exam-

338 election is made for T3. Tis the common pare . f : .
of a consolidated group and all of the deemed ass'%[al rule. AGUB is the sum of— ples illustrate this paragraph (b)(2):

sales are reported on the T group’s final consolidated () The grossed-up basis in the purchas- Example 1 In Year 1, T, a manufacturer, pur-
return. See §1.338-10T(a)(1). ing corporation’s recently purchased taréhases a customized delivery truck from X with pur-
(i) Because T, T1, T2 and T3 are members of get stock: chase money indebtedness having a stated principz

lidated il final lidated ret n . . . amount of $100,000 . P acquires all of the stock of T
consolidated group 1fing a final consolicated retum, - (jjy The purchasing corporation’s basisy vear 3 for $700,000 and makes a section 338 elec

no gain or oss is recognized by T, TL or T2 on theif, nonrecently purchased target stock; antn for T. Assume T has no liabilities other than its

respective deemed sales of target affiliate stock. S )
Example 4.() T's sole asset, all of the FTL stock,  (iii) The liabilities of new target. purchase money indebtedness to X. In Year 4, whei
’ ' T is neither insolvent nor in a title 11 case, T and X

has a basis of $25 and a fair market value of $150. (2) Time and amount of AGUB(i)
FT1’s sole asset, all of the FT2 stock, has a basis @riginal determination. AGUB is ini- agree to reduce the amount of the purchase mone
' ' g ) indebtedness to $80,000. Assume that the reductio

$75 and a fair market value of $150. FT1 and FTfially determined at the beginning of th&yould be a purchase price reduction under sectior

each have $50 of accumulated earnings and profits fgy, . ,
pUrposes of section 1248(c) and (d). FT2's asse@say after the acquisition date of targetios(e)(5). T and X’s agreement to reduce the

have a basis of $125 and a fair market value of $1562€neral principles of tax law apply in de-amount of the purchase money indebtedness woulc

and their sale would not generate subpart F incomi@€rmining the timing and amount of the!';n::]er generaldprincipltes c;f t";X Idaw t:‘at I‘;"C’“Id appl)(/j
under section 951. The sale of the FT2 stock or assgfements of AGUB. 'l the deemed asset sale had actually occurre

1d not te i ffectivel ted o change the amount of liabilities of old target taken
would not generate income efiectively connected  (jj) Redetermination of AGUBAGUB  into account in determining its basis. Accordingly,

with the conduct of a trade or business within th . . . ) ) ) ;
) S ?ﬁ redetermined at such time and in SucChGUB is redetermined at the time of the reduction.
United States. FT1 does not have an election in effecC

under section 953(d) and neither FT1 nor FT2 is Qmount as an increase or decrease would $&¢ para_graph (e)(?) of this section. .Thus the pur
passive foreign investment company. required, under general principles of taﬁhase price reduction affects the basis of the trucl

(i) P makes a qualified stock purchase of T andaw, with respect to an element of AGUBOnly indirectly, through the mechanism of

K tion 338 election for T. T's d d . . §81.338-6T and 1.338-7T. See
Makes a section 3¢ election for 1. 1 deemed PUEor example, AGUB is redetermined besgi.338-4T(b)(2)(iii)Examplefor the effect on
chase of the FT1 stock results in a qualified stoc '

) S ause of an increase or decrease in thesr.
purchase of FT1 and a section 338 election is made . . Example 2. T an accrual basis taxpaver. is a
for FT1. Similarly, FT1's deemed purchase of theMount paid or incurred for recently pur- pie <. %, payer,

FT2 stock results in a qualified stock purchase cthased stock or nonrecently purchasegemical manufacturer. In Year 1, T is obligated to
remediate environmental contamination at the site of

FT2 and a section 338 election is made for FT2.  stock or because liabilities not Originallyone of its plants. Assume that all the events have oc

I(iii)f'l;hre?:OTglnizteskmzdS of gain onhthr(]e geeT;%aken into account in determining AGUBcyred that establish the fact of the liability and the
sale of the FTL stock under paragraph (N)(3) of thig o, o\ hsequently taken into account. An irmount of the liability can be determined with rea-
section. FT1 does not recognize $75 of gain on thé d i | t of ADSPnable accuracy but economic performance has nc
deemed sale of the FT2 stock under paragraph (h)@fease or decrease to an element o

of this section. FT2 recognizes $25 of gain on theNay cause an increase or decrease to anggurred with respect to the liability within the

deemed sale of its assets. The $125 gain T recogment of AGUB. For example. if an in_meanlng of section 461(h). P acquires all of the

nizes on the deemed salé of the FT1 stock is i - : . ple, stock of T in Year 1 and makes a section 338 elec:

cluded in T's income as a dividend under sectiorbrease in the amount rea“_zed for r_ecentl%n for T. Assume that, if a corporation unrelated to
- —purchased stock of target is taken into ag-had actually purchased T’s assets and assumed T

1248, because FT1 and FT2 have sufficient earnings Lo - oblication t diate th tamination. th

and profits for full recharacterization ($50 of accucOUNt after the acquisition date, any inebligation to remediate the contamination, the cor

mulated eamings and profits in FT1, $50 of accumierease in tax liability of target for thePoration would not satisfy the economic perfor-

. . L. . mance requirements until Year 5. Under section
lated earnings and profits in FT2, and $25 of deemadeemed sale gainis also taken into accouﬂ@ﬁl(h) the? assumed liability would not be treated as
sale earnings and profits in FT2). §1.338-9(b). Fqfhen AGUB is redetermined. An increaséhcurred and taken into account in basis until that

purposes of sections 901 through 908, the sourc . . S
and foreign tax credit limitation basket of $25 of thegr decrease to one element of AGUB matjine. The incurrence of the liability in Year 5 under

recharacterized gain on the deemed sale of the F‘?‘iso cause an increase or decrease to &e-economic performance rules is an increase in th

stock is determined under section 338(h)(16). other element of AGUB. For example, ifAmount of liabilities properly taken into account in
38 di d d basith . . in th t id basis and results in the redetermination of AGUB.
81.338-5T Adjusted grossed-up basithere is an increase in the amount pai QRespecting ADSP, compare §1.461-4(d)(5), which

(temporary). incurred for recently purchased stock aftgfrovides that economic performance occurs for old
(a) Scope. This section provides rulesthe acquisition date, any increase in theas the amount of the liability is properly taken into

under section 338(b) to determine the adasis of nonrecently purchased stock b@ccount in amount realized on the deemed asset sal

justed grossed-up basis (AGUB) for tareause a gain recognition election was mad’gus ADSP is not redetermined when new T satis-

. . . . . fies the economic performance requirements.)

get. AGUB is the amount for which newis also taken into account when AGUB is .

target is deemed to have purchased all efdetermined. Increases or decreases witl (c) Grossed-up basis of recently pur-
9 P ) cﬂased stock.The purchasing corpora-

its assets in the deemed purchase undespect to the elements of AGUB that arg | . grossed-up basis of recently pur-



chased target stock (as defined in section (A) The purchasing corporation isquired its assets from an unrelated persc
338(b)(6)(A)) is an amount equal to—  treated as if it sold on the acquisition datéor consideration that included the as-
(1) The purchasing corporation’s basishe nonrecently purchased target stock faumption of, or taking subject to, the lia-
in recently purchased target stock at thine basis amount determined under paraility. See §1.338-4T(d)(1) for examples
beginning of the day after the acquisitiorgraph (d)(3)(ii) of this section; and of when tax liabilities are considered lia-
date determined without regard to the ac- (B) The purchasing corporation’s basidilities assumed by new target.
quisition costs taken into account in parasn the acquisition date in nonrecently pur- (2) Time and amount of liabilitiesThe
graph (c)(3) of this section; chased target stock immediately followtime for taking into account liabilities of
(2) Multiplied by a fraction, the numer-ing the deemed sale in paragrapbld target in determining AGUB and the
ator of which is 100 percent minus th€d)(3)(i)(A) of this section is the basisamount of the liabilities taken into ac-
percentage of target stock (by value, deamount. count is determined as if new target ha
termined on the acquisition date) attribut- (ii) Basis amount The basis amount isacquired its assets from an unrelated pe
able to the purchasing corporation’s nonequal to the amount in paragraph (c)(1) afon for consideration that included the as
recently purchased target stock, and théis section (the purchasing corporation’sumption of, or taking subject to, the lia-
denominator of which is the percentage dfasis in recently purchased target stock hilities. For example, an increase ot
target stock (by value, determined on ththe beginning of the day after the acquisidecrease in a liability that does not affec
acquisition date) attributable to the purtion date determined without regard to théhe amount of new target's basis arising
chasing corporation’s recently purchasedcquisition costs taken into account irfirom the assumption of, or taking subjec
target stock; paragraph (c)(3) of this section) multi-to, the liability is not taken into account in
(3) Plus the acquisition costs the purplied by a fraction the numerator of whichredetermining AGUB.
chasing corporation incurred in connecis the percentage of target stock (by value, (3) Interaction with deemed sale gain
tion with its purchase of the recently purdetermined on the acquisition date) attribSee §1.338-4T(d)(3).
chased stock that are capitalized in thetable to the purchasing corporation’s (f) Adjustments by the Internal Revenue
basis of such stock (e.g., brokerage conmonrecently purchased target stock an8lervice In connection with the examina-
missions and any similar costs incurrethe denominator of which is 100 percention of a return, the District Director may
by the purchasing corporation to acquireninus the numerator amount. Thus, iincrease (or decrease) AGUB under th
the stock). target has a single class of outstandinguthority of section 338(b)(2) and allocate
(d) Basis of nonrecently purchasedstock, the purchasing corporation’s basisuch amounts to target’s assets under tt
stock; gain recognition electier(1) No in each share of nonrecently purchaseamuthority of section 338(b)(5) so that
gain recognition election In the absence target stock after the gain recognitiolAGUB and the basis of target's asset:
of a gain recognition election under secelection is equal to the average price pgrroperly reflect the cost to the purchasing
tion 338(b)(3) and this section, the purshare of the purchasing corporation’s recorporation of its interest in target’s as-
chasing corporation retains its basis in theently purchased target stock. sets. Such items may include distribu:
nonrecently purchased stock. (iif) Losses not recognized®nly gains tions from target to the purchasing corpo
(2) Procedure for making gain recogni-(unreduced by losses) on the nonrecenthation, capital contributions from the
tion election A gain recognition election purchased target stock are recognized. purchasing corporation to target during
may be made for nonrecently purchased (iv) Stock subject to electioriThe gain the 12-month acquisition period, or acqui:

stock of target (or a target affiliate) only ifrecognition election applies to— sitions of target stock by the purchasing
a section 338 election is made for target (A) All nonrecently purchased targetcorporation after the acquisition date frorr
(or the target affiliate). The gain recognistock; and minority shareholders.

tion election is made by attaching a gain (B) Any nonrecently purchased stock in (g) Examples The following examples
recognition statement to a timely fileda target affiliate having the same acquisillustrate this section. For purposes of th
Form 8023 for target. The gain recognition date as target if such target affiliatexamples in this paragraph (g), T has n
tion statement must contain the informastock is held by the purchasing corporaiabilities other than the tax liability for
tion specified in the form and its instruction on such date. the deemed sale gain, T shareholder
tions. The gain recognition election is (e) Liabilities of new target-(1) In incur no costs in selling the T stock, and F
irrevocable. If a section 338(h)(10) elecgeneral The liabilities of new target areincurs no costs in acquiring the T stock
tion is made for target, seethe liabilities of target (and the liabilitiesThe examples are as follows:
§1.338(h)(10)-1T(d)(1) (providing thatto which target's assets are subject) as of Example 1. (i) Before July 1 of Year 1, P pur-
the purchasing corporation is automatithe beginning of the day after the acquisighases 10 of the 100 shares of T stock for $5,00
. . A, On July 1 of Year 2, P purchases 80 shares of T stoc
cz_il_ly deeme_d to haye made a gain recogo_n date_ (qt_h_er than liabilities tha_t W&, $60.000 and makes a section 338 election for 1
nition election for its nonrecently pur-neither liabilities of old target nor liabili- as of July 1 of Year 2, T's only asset is raw land with
chased T stock). ties to which old target’s assets were sulan adjusted basis to T of $50,400 and a fair marke
(3) Effect of gain recognition ject). In order to be taken into account iyalue of $100,000. T has no loss or tax credit carry
election—(i) In general If the purchas- AGUB, a liability must be a liability of °Vers to Year 2. T's marginal tax rate for any ord-
. . . L. . . ary income or net capital gain resulting from the
ing corporation makes a gain recognitionarget _that is properly take_n into accoungeemeol asset sale is 34 percent. The 10 shares p
election, then for all purposes of the Interin basis under general principles of taXhased before July 1 of Year 1 constitute nonrecent
nal Revenue Code— law that would apply if new target had acpurchased T stock with respect to P’s qualified stocl



purchase of T stock on July 1 of Year 2. Par. 7. Sections 1.338-6T andtely realize ordinary income in an
(i) The ADSP formula as applied to these facts i§ 338 7T are added to read as follows: amount equal to such excess. The amour
::slji:eeAagég ilr'ﬁg;g(%)%@gé %hé(;(?sr?e'ncél.SSS—GT Allocation of ADSP andof ADSP or AGUB remaining after the re-
of nonrecently purchased T stock is irrelevant foAGUB among target assetemporary).  duction is to be allocated to the remaining
purposes of the ADSP formula, because that formula (&) Scope—(1) In general. This section acquisition date assets.
treats P’s nonrecently purchased T stock in the sanmrescribes rules for allocating ADSP and (2) Other assets-(i) In general Sub-
manner as T stock not held by P. _ AGUB among the acquisition date assefgct to the limitations and other rules of
d eé';)e;h;;ga;;gf gibégfﬁuﬁzfﬁf'ﬂﬁ dg??;eTAngL a target for which a section 338 elecparagraph (c) of this section, ADSP and
formula, is $12,672.72. tion is made. AGUB (as reduced by the amount of
(iv) If P does not make a gain recognition elec- (2) Fair market value—(i) In general. Class | assets) are allocated among Clas
tion, the AGUB of new T's assets is $85,172.72, deGGenerally, the fair market value of an asset I§ acquisition date assets of target in pro-
termined as follows (In the following formula jt5 gross fair market value (i.e., fair markeportion to the fair market values of such
below, GRP is the grossed-up basis in P's recently, o getermined without regard to mortClass Il assets at such time, then amon
purchased T stock, BNP is P’s basis in nonrecently _ RN . .
purchased T stock, L is T's liabilities, and X is P'sdagdes, liens, pledges, or other liabilities)Class I1l assets so held in such proportion
acquisition costs for the recently purchased T stocklHowever, for purposes of determining thehen among Class IV assets so held ir
AGUB = GRP + BNP + L + X amount of old target's deemed sale gain, theich proportion, then among Class V as-
AGUB = $60,000 ( [(1 - .1)/.8] + $5,000 + f5ir market value of any property subject to aets so held in such proportion, then
igbgi'gg,f?z.?z nonrecourse indebtedness will be treated asnong Class VI assets so held in sucl
(v) If P makes a gain recognition election, the?€iNg not less than the amount of such iproportion, and finally to Class VIl assets.
AGUB of new T's assets is $87,672.72, determine@lebtedness. (For purposes of the preceding(ii) Class Il assetsClass |l assets are ac-
as follows: sentence, a liability that was incurred betively traded personal property within the
AGUB = $60,000 ([(1 - .1)/-8] + $60,000 ([(1 - cause of the acquisition of the property imeaning of section 1092(d)(1) and
:23/5]5(:[;:3(%%12)_]7; $12,672.72 disregarded to the extent that such liabilitg1.1092(d)-1 (determined without regard
(vi) The calculation of AGUB if P makes a gainWas not taken into account in determiningo section 1092(d)(3)). In addition, Class I
recognition election may be simplified as follows: 0Old target’s basis in such property.) assets include certificates of deposit anc
AGUB = $60,000/.8 + $12,672.72 (i) Transaction costs.Transaction foreign currency even if they are not ac-
AGUB = $87,672.72 N __costs are not taken into account in allocatively traded personal property. Examples
P,S(\ggsiA:is iﬁsﬁc'fn?;f;ﬁtﬁ,a;"u:fﬁ;’fgg'?”sﬂﬁﬁt};"};{n9 ADSP or AGUB to assets in theof Cla_s_s Il assets i_nclude U.S. governmen
creased from $5,000 to $7,500 (i.e., $60,000 ( [(L deemed sale (except indirectly througlsecurities and publicly traded stock.
A)/.8] ([.1/(1 & .1)]). Thus, P recognizes a gain itheir effect on the total ADSP or AGUB to (iii) Class Ill assets Class Il assets are
Year 2 with respect to its nonrecently purchased e allocated). accounts receivable, mortgages, and cred
stock of $2,500 (i.e., $7,500 & $5,000). (iii) Internal Revenue Service authorcard receivables from customers which
onf_)tfir:;pg tzheog Jsfgglf ryolnolt/l\;tre;r] 11 ;‘:{ng:'i?ﬁfty. In connection with the examination ofarise in the ordinary course of business.
distributes a dividend to all of its shareholders. o return, the Internal Revenue Service (iv) Class IV assetsClass IV assets are
April 15 of Year 1, P purchases the remaining TMay challenge the taxpayer’s determinastock in trade of the taxpayer or other
stock and makes a section 338 election for T. In agion of the fair market value of any asseproperty of a kind which would properly
propriate circumstances, the District Director mayyy gny appropriate method and take intbe included in the inventory of taxpayer if
gz;:sg:f omﬁeAngife:; ;nz)gfokseg?ezgg?fhn; ft;‘:account all factors, including any lack ofon hand at the close of the taxable year, o
market value of T's assets deemed purchased. ~ adverse tax interests between the partigstoperty held by the taxpayer primarily
Example 3.(i) T's sole asset is a building worth FOr example, in certain cases the Intern&r sale to customers in the ordinary
$100,000. At this time, T has 100 shares of stocRevenue Service may make an indepegeourse of its trade or business.
outstanding. On August 1 of Year 1, P purchases Jant showing of the value of goodwill and (v) Class V assets Class V assets are
g]; t\?:;o; SFT %rjfcggessto;g g;if%c;' Tosr:o‘]cukn? Céoing concern value as a means of callingll assets other than Class I, II, IlI, IV, VI,
$50,000. On June 15 of Year 2, P contributes a tralitO question the validity of the taxpayer’sand VIl assets.
of land to the capital of T and receives 10 additionavaluation of other assets. (vi) Class VI assets Class VI assets
shares of T stock as a result of the contribution. (b) General rule for allocating ADSP are all section 197 intangibles, as definec
Both the basis and fair market value of the land 3{nd AGUB—(1) Reduction in the amountin section 197, except goodwill and going
::hha;stgetﬁ;e ?elr%:ﬁ]?hgozoji?gf’;o;ﬁa;tzéciF}lg?‘f consideration for Class | asset®oth concern value.
$40,000 and makes a section 338 election for T. THRDSP and AGUB, in the respective allo- (vii) Class VIl assets Class VII assets
AGUB of T is $108,800. cation of each, are first reduced by thare goodwill and going concern value
(if) To prevent the shifting of basis from the con-amount of Class | acquisition date assetéwhether or not the goodwill or going
t”bt’ted pmpeﬁ‘y tot 02‘19561:()53‘5]:0:; tXZBEtziC‘tﬁiCIass | assets are cash and general depasihcern value qualifies as a section 197
Ir:r?d?rle:\%gzgg%go to b’e allo?:ates to the bu(i)IdinZz.iCCOuntS (including savings_ _and checkinmtangible). . )
See paragraph (f) of this section. Otherwise, appiaccounts) other than certificates of de- (3) Other items designated by the Inter-
ing the allocation rules of §1.338-6T would, onp0sit held in banks, savings and loan asial Revenue Servic&imilar items may be
these facts, result in an allocation to the recentigociations, and other depository instituadded to any class described in this pars
contributed land of an amount less than its value qfons. |If the amount of Class | assetgraph (b) by designation in the Internal Rev-

$10,800, with the difference being allocated 10 the,y o q g AGUB, new target will immedi-enue Bulletin by the Internal Revenue Ser-
building already held by T.



vice (see 8601.601(d)(2) of this Chapter). of the day after the acquisition date— (4) Liabilities taken into account in de-
(c) Certain limitations and other rules (A) The purchasing corporation holdsermining amount realized on subsequen
for allocation to an asset(1) Allocation nonrecently purchased stock for which disposition In determining the amount
not to exceed fair market valueThe gain recognition election under sectiomealized on a subsequent sale or other di
amount of ADSP or AGUB allocated t0338(b)(3) and §1.338-5T(d) is not madeposition of property deemed purchased b
an asset (other than Class VIl assets) caand new target, the entire amount of any lia
not exceed the fair market value of that (B) The hypothetical purchase price debility taken into account in AGUB is con-
asset at the beginning of the day after thiermined under paragraph (c)(3)(ii) of thisidered to be an amount taken into ac
acquisition date. section exceeds the AGUB determinedount in determining new target’s basis ir
(2) Allocation subject to other rule§the under §1.338-5T(b). property that secures the liability for pur-
amount of ADSP or AGUB allocated to an (ii) Determination of hypothetical pur- poses of applying 81.1001-2(a). Thus, i
asset is subject to other provisions of the Irehase price Hypothetical purchase pricea liability is taken into account in AGUB,
ternal Revenue Code or general principlds the AGUB that would result if a gain81.1001-2(a)(3) does not prevent the
of tax law in the same manner as if suchecognition election were made. amount of such liability from being
asset were transferred to or acquired from (iii) Allocation of AGUB Subject to treated as discharged within the meanin
an unrelated person in a sale or exchangée limitations in paragraphs (c)(1) andf 8§1.1001-2(a)(4) as a result of new tar
For example, if the deemed asset sale is(2) of this section, the portion of AGUBget’s sale or disposition of the property
transaction described in section 1056(gpfter reduction by the amount of Class which secures such liability.
(relating to basis limitation for player con-assets) to be allocated to each Class 1, I, (d) Examples The following examples
tracts transferred in connection with thaV, V, VI, and VIl asset of target held atillustrate §81.338-4T, 1.338-5T, and this
sale of a franchise), the amount of AGUBhe beginning of the day after the acquisisection:
allocated to a contract for the services of aion date is determined by multiplying—  Example 1()) T owns 90 percent of the outstanding
athlete cannot exceed the limitation im- (A) The amount that would be allo-T1stock. Ppurchases 100 percent of the outstanding
. tock for $2,000. There are no acquisition costs. |
posed by that section. As another exampleateql to su<_:h asset under the general ru%§kes a section 338 election for T and, as a result, T1
the amount of AGUB allocated to an amoref this section were AGUB equal to theonsidered acquired in a qualified stock purchase.
tizable section 197 intangible resultinchypothetical purchase price; by section 338 election is made for T1. The grossed-u
from an assumption-reinsurance transac- (B) A fraction, the numerator of which basis of the T stock is $2,000 (i.e., $2,000 ( 1/1).
tion is determined under section 197(f)(5).is actual AGUB (after reduction by the (i) The liabilities of T as of the beginning of the
(3) Special rule for allocating AGUB amount of Class | assets) and the denorrﬁ.a-‘.y after the acquisition date (including the tax lia-
. ) . : ) ility for the deemed sale gain) that would, under
when purchasing corporation has nonrenator of which is the hypothetical pur-general principles of tax law, be properly taken intc
cently purchased stoek(i) Scope This chase price (after reduction by the amountcount before the close of new T’s first taxable

paragraph (c)(3) applies if at the beginningf Class | assets). year, are as follows:
Liabilities (nonrecourse mortgage plus unsecured liabilities) . .......... ... . ... . .. . . i ciauan-n. $ 700
Taxes Payable . ... ... e 300
Ot . . $ 1,000

(iii) The AGUB of T is determined as follows:

GroSSEA-UP DaASIS . . . .ottt e ——— $2,000
Total labilities . .. ... e 1,000
AGUB . e $ 3,000

(iv) Assume that ADSP is also $3,000.
(v) Assume that, at the beginning of the day after the acquisition date, T’s cash and the fair market values of T'dICIgsant V assets
are as follows:

Asset Asset Fair
Class market

value
| Cash ... $ 200*
I Portfolio of actively traded securities . . .............. .. ... ... 300
1} Accountsreceivable .. ... ... 600
vV INVENEOTY . . 300
\Y, Building . . ... 800
\% Land ... 200
Vv Investment in T . ... ... 450

*Amount.



(vi) Under paragraph (b)(1) of this section, thevalues of its Class IV and VI assets are as follows:  (1-.2)/.8) ..................... $ 1,600

amount of ADSP and AGUB allocable to T's Class Asset Asset Fair Basis of nonrecently purchased
I, 1N, IV, and V assets is reduced by the amount of Class Market stock . oo 100
cash to $2,800, i.e., $3,000 & $200. $300 of ADSP Value
and of AGUB is then allocated to actively traded se- | cash $ 50* Liabilities ..................... 1,000
curities. $600 of ADSP and of AGUB is then allo- AGUB . oo $2,700
cated to accounts receivable. $300 of ADSP and of 'V Inventory .......... 200 (iv) Since P holds nonrecently purchased stock
AGUB is then allocated to the inventory. Since the VI Patent............. 350  the hypothetical purchase price of the T stock mus’1
remaining amount of ADSP and of AGUB is $1,600 Total ............ $ 600 be computed and is determined as follows:
(i.e., $3,000 a ($200 + $300 + $600 + $300)), an

* Amount. Grossed-up basis of recently

amount which exceeds the sum of the fair market (xiii) The amount of ADSP and of AGUB alloca-

values of T's Class V assets, the amount of A_DS_’BIe to T1's Class IV and VI assets is first reduced by
and of AGUB allocated to each Class V asset is it$e $50 of cash

fair market value:
Building .................. 800
Land ........... .. ... ... 200

purchased stock as
determined under

) n §1.338-5T(c)

(xiv) Because the remaining amount of ADSP ($1,600 ( (1 -.2)/8) ovovrnn. $ 1,600
and of AGUB ($570) is an amount which exceeds
: the fair market value of T1’s only Class IV asset, the ] ' @
InvestmentinT1 ............ 450 inventory, the amount allocated to the inventory is Stock as if the gain recognition

Total ...l $1450 its fair market value ($200). After that, the remain- ©lection under §1.338-5T(d)(2)
(vii) T has no Class VI assets. The amount of,, amaunt of ADSP and of AGUB ($370) exceeds nad been made ($1,600

ADSP and of AGUB allocated to T's Class VIl as-y¢ fair market value of T1's only Class VI asset, the (2/(1&.2)) - 400

sets (goodwill and going concern value) is $150, i'epatent. Thus, the amount of ADSP and of AGUB al- Liabilities
$1’6(_)_9 - $1,450. ) _located to the patent is its fair market value ($350). Total $3.000
(viii) The grossed-up basis of the T1 stock is (xv) The amount of ADSP and of AGUB allo- Al EEEEEEEE 0
(v) Since the hypothetical purchase price

$50_0’ e, $,45(_)_(, 1/.9. o cated to T1's Class VII assets (goodwill and goingﬂ -
(ix) The liabilities of T as of the beginning of the concern value) is $20, i.e., $570 & $550. $3,000) exceeds the AGUB ($2,700) and no gain

day after the acquisition date (including the tax lia- Example 2(i) Assume that the facts are the sam ecognition election is made under section
bility for the deemed sale gain) that would, undegs inExample lexcept that P has, for five years, 38(b)(3), AGUB is allocated under paragraph

general principles of tax law, be properly taken int%wned 20 percent of T's stock, which has a basis iﬁ;)@) of this section.

account before the close of new T's first taxable‘}yS hands at the beginning of the day after the acqui- (vi) First, an AGUB amount equal to the hypo-

year, are as follows: sition date of $100, and P purchases the remainiff€tical purchase price ($3,000) is allocated among

Basis of nonrecently purchased

General Liabilities . .. ........ $ 100 80 percent of T's stock for $1,600. P does not ma e assets_un(_jer the general rules of this sectigr
Taxes Payable .............. 20 a gain recognition election under section 338(b)(3).The allgc_atlon is set ‘forth in the column beI‘ow enti-
Total .......... KERRRER B $ 120 (i) Under §1.338-5T(c), the grossed-up basis Jied Ongma_l Allocation. Next, the aIIo_catlon_to_
(x) The AGUB ole is determined as follows: recently purchased T stock is $1,600, i.e., $1’600etach asst_et in Cla_ss Il through Class VII is multiplied
Grossed-up basis of T1 Stock . . $ 500 1-.2)8. by a fraction having a numerator equal to the actua
Liabilites ................. 120 ) . AGUB reduced by the amount of Class | assets
AGUB ..., “$620 (i) The AGUB of Tis determined as follows: (g5 700 & $200 = $2,500) and a denominator equa
(xi) Assume that ADSP is also $620. Grossed-up basis of recently to the hypothetical purchase price reduced by the
(xii) Assume that at the beginning of the day after purchased stock as determined amount of Class | assets ($3,000 & $200 = $2,800)

the acquisition date, T1's cash and the fair market under §1.338-5T(c) ($1,600 x or 2,500/2,800. This produces thimal Allocation:
Class Asset Original Final
Allocation Allocation
| Cash . . $ 200 $ 200
I Portfolio of actively traded securities . ..................... 300 268*
1 Accountsreceivable ....... ... .. . 600 536
v INVENIOTY . . oo 300 268
\Y Building . . ..o 800 714
\ Land . ... 200 178
\ Investmentin T1 . ... .. ... 450 402
\i Goodwill and going concernvalue . ....................... 150 134
Total .o $ 3,000 $ 2,700

* All numbers rounded for convenience.

81.338-7T Allocation of redeterminedFor determining and allocating ADSP omnder §1.338-6T to a given asset is differ-
ADSP and AGUB among target assetdGUB when increases or decreases amnt from the original allocation to it, the
(temporary). required with respect to the elements difference is added to or subtracted from
(a) Scope.ADSP and AGUB are rede- ADSP or AGUB before the close of newthe original allocation to the asset, as ap
termined at such time and in such amoumarget’s first taxable year, see §81.338—4propriate. Amounts allocable to an acqui-
as an increase or decrease would be re338-5T, and 1.338—6T. sition date asset (or with respect to a dis
quired under general principles of tax law (b) Allocation of redetermined ADSPposed-of acquisition date asset) are
for the elements of ADSP or AGUB. Thisand AGUB When ADSP or AGUB is re- subject to all the asset allocation rules (for
section provides rules for allocating rededetermined, a new allocation of ADSP oexample, the fair market value limitation
termined ADSP or AGUB when increaseAGUB is made by allocating the redeterin §1.338-6T(c)(1)) as if the redeter-
or decreases with respect to the elememsined ADSP or AGUB amount under themined ADSP or AGUB were the ADSP or
of ADSP or AGUB are required after therules of §1.338—6T. If the allocation ofAGUB on the acquisition date.
close of new target’s first taxable yearthe redetermined ADSP or AGUB amount (c) Special rules for ADSP(1) In-



creases or decreases in deemed sale gamilar limitations). In applying sectionshas been disposed of, depreciated, amc
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. Thugriginal 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 as:
ing to the sale that occur after the salmg loss at the close of its taxable year iis considered to have been disposed of
date, target must make such an accounthich the deemed asset sale occurred thihe extent that its allocable portion of the
ing. Target is not precluded from realizcould be carried forward to a subsequemtecrease in AGUB would reduce its basi
ing additional deemed sale gain becaugaxable year, such loss may be carried fobelow zero.
the target is treated as a new corporatiomard until it is absorbed by old target’'s in- (2) Section 38 property Section
after the acquisition date. come. 1.47-2(c) applies to a reduction in basi
(2) Procedure for transactions in which  (B) Loss carrybacks to taxable years obf section 38 property under this section.
section 338(h)(10) is not elected (i) old target An ordinary loss or capital (e) Examples The following examples
Deemed sale gain included in new target®ss accounted for as a separate item dfustrate 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 taxabldusive of interest. For rules characteriz:
deemed sale gain of old target resultingear of old target under the principles ofng deferred contingent payments a
from an increase or decrease in the ADS$ection 172 or 1212, as applicable. Fagrincipal or interest, see §§81.483-4
is included in new target's income tax rethis purpose, taxable years of new targdt1274-2(g), and 1.1275-4(c). The ex
turn for new target’s taxable year in whichare not taken into account in applying theamples are as follows:
the increase or decrease is taken into aémitations in section 172(b) or 1212(a) Example 1 (i)(A) T's assets other than goodwill
count. For example, if after the acquisi{or other similar limitations). and going concemn value, and their fair market val

. . . . . ues at the beginning of the day after the acquisitio
tion date there is an increase in the alloca- (C) Credit carryovers and carrybacks.date, are as follows:

ble ADSP of section 1245 property forThe principles described in paragraphgsset Asset Fair
which the recomputed basis (but not thé&)(2)(ii)(A) and (B) of this section apply Class Market
adjusted basis) exceeds the portion of the carryovers and carrybacks of amounts Value
ADSP allocable to that particular asset ofor purposes of determining the amount of Building ............. $ 100
the acquisition date, the additional gain ia credit allowable under part IV, subchapy Stock of X (not a target) . 200
treated as ordinary income to the extent fer A, chapter 1 of the Internal Revenue Total $300

does not exceed such excess amount. Seede. Thus, for example, credit carry- (g) T has no liabilities other than a contingent li-
paragraph (c)(2)(ii) of this section for theovers of old target may offset only in-ability that would not be taken into account undet
special treatment of old target’s carrycome tax attributable to items describedeneral principles of tax law in an asset sale betwee
overs and carrybacks. Although includeéh paragraph (c)(2)(i) of this section. unrelated parties when the buyer assumed the liabi
in new target’s income tax return, the (3)Procedure for transactions in which™ gir)zzg)koar%ie;é/;z?reit tzoog'o P purchases all o
deemed sale gain is separately accountedction 338(h)(10) is electedf an elec- he outstanding stock of T for $270 and makes a se
for as an item of old target and may not béon under section 338(h)(10) is madetion 338 election for T. The grossed-up basis of th
offset by income, gain, deduction, lossany additional deemed sale gain resultinfstock and T's AGUB are both $270. The AGUB is
credit, or other amount of new target. Thérom an increase or decrease in the ADSPtaPl allocated among T's Class V assets in pro
amount of tax on income of old target reis accounted for in determining the taxgzrst;n to their fair market values as fouowséasis
sulting from an increase or decrease in treble income (or other amount) of the
: . . . ) Building ($270 (100/300) . ....... $90
ADSP is determined as if such deemethember of the selling consolidated group,

sale gain had been recognized in old tathe selling affiliate, or the S corporationStOCk ($270(200/300) . .......... 180

get’s taxable year ending at the close athareholders to which such income, loss, Total ........ S $270
the acquisition date. or other amount is attributable for the tax- (B) No amount is allocated to the Class Vil as-
ii) Carryovers and carrybacks(A) able year in which such increase or d sets. New T's a calendar year taxpayer. Assum
(if) y y y &hat the X stock is a capital asset in the hands of ne

Loss carryovers to new target taxablerease is taken into account. T

years. A net operating loss or net capital (d) Special rules for AGUB-(1) Effect (iiiy On January 1, 2001, new T sells the X stock

loss of old target may be carried forwaraf disposition or depreciation of acquisi-and uses the proceeds to purchase inventory.

to a taxable year of new target, under thiion date assets.If an acquisition date (V) Pursuantto events on June 30, 2002, th
inciples of section 172 or 1212, as apasset has been disposed of, depreciat Cg:mngem liability of old T is at that time properly

prmup ’ ! . pa . p ! p q en into account under general principles of ta

plicable, but is allowed as a deductioramortized, or depleted by new target bgaw, The amount of the liability is $60.

only to the extent of any recognized infore an amount is added to the original al- (v) T's AGUB increases by $60 from $270 to

come of old target for such taxable yeatpcation to the asset, the increased amou$30. This $60 increase in AGUB is first allocated

as described in paragraph (c)(2)(i) of thistherwise allocable to such asset is take}y'ond T's acquisition date assets in accordance wi

tion. For this purpose, however, taxnto account under general principles oﬁe provisions of 51.335-6T. Because the redete

sec : purp ! v g P p ined AGUB for T ($330) exceeds the sum of the

able years of new target_ar_e n_ot tal_<en intax law that apply_when part of the cost ofair market values at the beginning of the day afte

account in applying the limitations in sec-an asset not previously taken into accouttte acquisition date of the Class V acquisition date

tion 172(b)(1) or 1212(a)(1)(B) (or otherin basis is paid or incurred after the ass@gsets ($300), AGUB allocated to those assets is lin
ited to those fair market values under §1.338.



6T(c)(1). As there are no Class VI assets, the reause ADSP and AGUB do not exceed the fair mar- traded securities . . .. .. 268*
maining AGUB of $30 is allocated to goodwill andket value of the Class V assets, the ADSP anq, Accounts receivable . . 536
going concern value (Class VIl assets). The amoudtGUB amounts are allocated to the Class V assets
of increase in AGUB allocated to each acquisitiorin proportion to their fair market values at the begin- Inventory ........... 268
date asset is determined as follows: ning of the day after the acquisition date. Thus,V Building ............ 714
Asset Original ~ Redetermined Increase $135 ($150 ( ($360/($150 + $250))) is allocated toy Land .. ..o 178

AGUB AGUB the mac_hmery and $225 ($250 ( ($36Q/($150 + Investmentin T1 . . . . . 202
Building .... $90 $100 $10 $259))) is aIIocatgd tolthe land. Accordingly, thfe ) ]

basis of the machinery is reduced by $15 ($150 orig-V!! Goodwill and going
X Stock ... .. 180 200 20 jnal allocation & $135 redetermined allocation) and concernvalue ........ 134
Goodwill and the basis of the land is reduced by $25 ($250 origi- Total ............. $ 2,700
going concern nal allocation & $225 redetermined allocation). NQ Al numbers rounded for convenience.
value ....... 0 30 30 amount is allocated to the Class VIl assets. Accord- (ii) After the close of new target’s first taxable
Total $270 $330 560 ingly, the basis of the goodwill and going concerryear, P pays an additional $200 for its recently pur-

S . value is reduced by $100 ($100 original allocation 8hased T stock. Assume that the additional consid
(V.') S|nce_ th_e_ X stock was disposed _Of before th%o redetermined allocation). eration paid would not increase T's tax liability for

contingent liability was properly taken |r_1to accoun't (v) Assume that, as a result of deductions undehe deemed sale gain.

for tax purposes, no amount of the increase 'Baction 168, the adjusted basis of the machinery im- (iii) T’s AGUB increases by $200, from $2,700 to

AGUB autributable to such stock may be allocated tg ¢ jiqiely pefore the decrease in AGUB is zero. Thg2,900. This $200 increase in AGUB is accounted

any T a;set. Rather, such amount ($20) is aIIO\'\'q’ﬁachinery is treated as if it were disposed of beforyr in accordance with the provisions of

asa c_aplltal loss to T for t_he taxable year 2002 undﬂ{e decrease is taken into account. In 2007, T recog§1.338-6T(c)(3)(iii).

the principles ofArrowsrmth V- CommISS_IOneB44 . nizes income of $15, the character of which is deter- (iv) The hypothetical purchase price of the T

U.S. 6 (1952). In addltlor_\, _the $10 mcrease_ "Mined under the principles @frrowsmith v. Com- stock is redetermined as follows:

AGUB ,a”ocatEd to the building and t_he $30 '™ missioner 344 U.S. 6 (1952), and the tax benefit Grossed-up basis of recently

crease in AGUB allocated to the goodwill and going s No adjustment to the basis of T's assets is purchased stock as determined

concern value are treated as basis redeterminatiolq]%d : :
e for any tax paid on this amount. Assume also —
in 2002. See paragraph (d)(1) of this section. y b under §1.338-5T(c) ($1,800

: that, as a result of amortization deductions, the ad- ( (1-.2)/8) .................. $ 1,800
Example 2 (i) Qn January 1, 2002, P purchas_e?usted basis of the goodwill and going concern value Basis of nonrecently purchased
all of the Qutstandlng stock of T and makes a SeCt'qpnmediately before the decrease in AGUB is $40. A stock as if the gain recognition
338 election for T. Assume that ADSP and A(,BUBsimiIar adjustment to income is made in 2007 with election under §1.338-5T(d)(2)
of _T_a}re both $500 and are allocated among T's aﬁ:éspect to the $60 of previously amortized goodwill had been made ($1,800
quisition date assets as follows: _ and going concern value. (2008 .2) oo 450
Asset  Asset Basis (vi) In summary, the basis of T’s acquisition date Liabilities .................... 1,000
Class assets, as of January 1, 2007, is as follows: Total ..o $ 3,250
\% Machinery.............. $ 150 Asset Basis (v) Since the redetermined hypothetical purchase
Vv Land ..o 250 Machinery .................... $ 0 price ($3,250) exceeds the redetermined AGUB
. . ($2,900) and no gain recognition election was made
VIl Goodwill and going. . .. . ... Land.. oo 225 nder section 338(b)(3), the rules of
concernvalue ........... 100 Goodwill and going §1.338-6T(c)(3)(iii) are reapplied using the redeter-
Total ............... $500 concernvalue.................. 0 mined hypothetical purchase price and the redeter

(i) On September 30, 2004, P filed a claim Example 3 (i) Assume that the facts are the samenined AGUB.
against the selling shareholders of T in a court of aftS 81.338-6T(dExample Zexcept that the recently (vi) First, an AGUB amount equal to the redeter-
propriate jurisdiction alleging fraud in the sale of thé?Urchased stock is acquired for $1,600 plus addinined hypothetical purchase price ($3,250) is allo-
T stock. tional payments that are contingent upon T's futurgated among the assets under the general rules «

(iiiy On January 1, 2007, the former shareholder§2Mings. Assume that, under general principles gf.338-6T. The allocation is set forth in the column
refund $140 of the purchase price to P in a settd@x law, such later payments are properly taken intgelow entitledHypothetical Allocation Next, the
ment of the lawsuit. Assume that, under generdccount when paid. Thus, T's AGUB, determined agjlocation to each asset in Class II through Class VI
principles of tax law, both the seller and the buyeff the beginning of the day after the acquisition datg multiplied by a fraction with a numerator equal to
properly take into account such refund when paid@fter reduction by T's cash of $200), is $2,500 anthe actual redetermined AGUB reduced by the
Assume also that the refund has no effect on the t& allocated among T's acquisition date assets undgfount of Class | assets ($2,900 & $200 = $2,700
liability for the deemed sale gain. This refund reS1.338-6T(c)(3)(iii) as follows: and a denominator equal to the redetermined hypo

sults in a decrease of T's ADSP and AGUB of $140-1ass Asset Final  thetical purchase price reduced by the amount o
from $500 to $360. Allocation  Class | assets ($3,250 & $200 = $3,050), ot
(iv) The redetermined ADSP and AGUB of $360 | Cash............... $ 200 2,700/3,050. This produces thmal Allocation

is allocated among T's acquisition date assets. Bey Portfolio of actively

Class  Asset Hypothetical Final
Allocation Allocation

[ CaSh . $ 200 $ 200

Il Portfolio of actively traded securities . ............ .. 300 66* 2

1] Accounts receivable . ... ... e 600 531

\% INVENTONY . . .o 300 266

\Y BUIlding . ..o e 800 708

\Y LaNd . o 200 177

Y INVeStMENt N TL . .. 450 398

\ii Goodwill and going CoNCern value . . .......... .ttt e _ 400 o 35
L1 U $ 3,250 $ 2900

* All numbers rounded for convenience.



(vii) As illustrated by this example, reapplying some assets and a basis decrease for other asset&h acquisition date asset is determined as fo
§1.338-6T(c)(3) results in a basis increase fofhe amount of redetermined AGUB allocated tdows:

Asset Original Redetermined Increase
©)3) (©)(3) (decrease)
allocation allocation
Portfolio of actively traded securities .. .......... ... .. ... ... . $ 268 $ 266 $ (
Accountsreceivable . . ... ... 536 531 (
INVENIOIY . .o 268 266 (
BUlding . . ..o 714 708 (¢
Land . .o 178 177 (
Investmentin TL ... ... . e 402 398 (
Goodwill and going concernvalue . .......... ... 134 354 22
Total .o $ 2,500 $2,700 $ 20
Example 4 (i) On January 1, 2001, P purchases/ Building. .. ............ 500 among T's Class V acquisition date assets in propol
all of the outstanding T stock and makes a section Total tion to their fair market values as follows:

338 :e'ec“lon for T. P pays $7$%%0°ffcash and iy T has no liabilities. The AGUB is $700. In ASSet Basis

E;%rgiljeesateilos:at?vﬁ?/oismtian)ﬁ(g?ijrr?the futsrecozts'!lgjer&talculating ADSP, assume that, under §1.1001-Equipment ..................... $200
' e current amount realized attributable to the cory; : -

that, under general principle; of tax law, such Iateﬁngent consideration is $200. ADSP is thereforrcl\lon—actlvely traded securities ... 100
payments are properly taken into account by P Whe?cpb00 ($700 cash plus $200). BUIlING .. .oooeee e 500

paid. Assume also, however, that the current fair (iii) (A) The AGUB of $700 is ratably allocated Total _$800

mbel“ket value °L|the conEnaent payments 1S [5359%imong T's Class V acquisition date assets in propor- () The remaining ADSP, $100, is allocated to
ably ascertainable. e ar mar_et value o Sa ‘|0n to their fair market values as follows: goodwm and going concern value (C|ass V||)
sets (other than goodwill and going concern value :

sset Basis i i
as of the beginning of the following day is as fol- ) Pha?d”T file a cons_o:]ldated Leturn for 2001
lows: Equipment ($700 ( 200/800) . ... ... $175.00and each following year with P as the common par
: ent of the affiliated group.

Asset  Assets Palr - Non-actively traded securities (vi) In 2004, a cc?ntingent amount of $120 is paid

Class market '
value ($700 (100/800) ................. 87'50by P. Assume that, under general principles of ta
) Building ($700 (500/800) ......... 437.50 law, the payment is properly taken into account by |
\Y Equipment............. $ 200 Total $700.00°t the time made. In 2004, there is an increase in T
Vv Non-actively traded (B) No amount is allocated to goodwill or goingAGUB of $120. Tr_]e_ 'amount of the_lncrease.allo-
securities . .. ..ot 100 concern value. cated to each acquisition date asset is determined

(iv) (A) The ADSP of $900 is ratably allocated follows:

Asset Original Redetermined Increase
AGUB AGUB
EqQUIPMENT . . .o $175.00 $200.00 $2
Land .. 87.50 100.00 12
BUilding . . ..o 437.50 500.00 62
Goodwill and going concernvalue . ............. ... .o 0.00 20.00 20.
Total .o $ 700.00 $820.00 $ 120

Par. 8. Section 1.338-10T is added teelling group—(i) General rule If the turn under this paragraph (a)(2) occurs i

read as follows: selling group files a consolidated returra separate taxable year, except that o
§1.338-10T Filing of returngétempo- for the period that includes the acquisitionarget’'s taxable year of the sale and th
rary). date, old target is disaffiliated from thatconsolidated year of the selling group tha

(a) Returns including tax liability from group immediately before the deemedhcludes the acquisition date are treated ¢
deemed asset salg1) In general. Ex- asset sale and must file a deemed sale the same year for purposes of determinin
cept as provided in paragraphs (a)(2) artdrn separate from the group that includethe number of years in a carryover or car
(3) of this section, any deemed sale gaionly the deemed sale gain and the carryyback period.
is reported on the final return of old targebver items specified in paragraph (iii) Carryover and carryback of tax at-
filed for old target's taxable year that endg$a)(2)(iii) of this section. The deemedtributes Target's attributes may be car-
at the close of the acquisition date. If oldsset sale occurs at the close of the acquied over to, and carried back from, the
target is the common parent of an affilisition date and is the last transaction adeemed sale return under the rules appli
ated group, the final return may be a coreld target. Any transactions of old targetible to a corporation that ceases to be
solidated return (any such consolidatedccurring on the acquisition date othemember of a consolidated group.
return must also include any deemed sathan the deemed asset sale are included in(iv) Old target is a component membel
gain of any members of the consolidatethe selling group’s consolidated return. Aof purchasing corporation’s controlled
group that are acquired by the purchasindeemed sale return includes a combinegtoup. For purposes of its deemed sale
corporation on the same acquisition datdeemed sale return as defined in paraeturn, target is a component member ¢
as old target). graph (a)(4) of this section. the controlled group of corporations in-

(2) Old target’s final taxable year oth- (i) Separate taxable yeaiThe deemed cluding the purchasing corporation unles:
erwise included in consolidated return ofasset sale included in the deemed sale itarget is treated as an excluded membe



under section 1563(b)(2). flects the deemed asset sales of all targetikl target’s taxable period that ends on the
(3) OId target is an S corporationIf required to be included in the combineccquisition date, target may, on or before
target is an S corporation for the periodeturn. If the targets included in the comthe final return due date (including exten-
that ends on the day before the acquisitidnined return constitute a single affiliatedsions), either—
date, old target must file a deemed sale rgroup within the meaning of section (1) File a deemed sale return on the as
turn as a C corporation. For this purposd,504(a), the income tax return is signedumption that the selling group will file
the principles of paragraph (a)(2) of thidy an officer of the common parent of thathe consolidated return; or
section apply. This paragraph (a)(3) doegroup. Otherwise, the return must be (2) File a return for so much of old tar-
not apply if an election under sectiorsigned by an officer of each target inget's taxable period as ends at the close c
338(h)(10) is made for the S corporation.cluded in the combined return. Ruleshe acquisition date on the assumptior
(4) Combined deemed sale returi) similar to the rules in §1.1502-75(j) applythat the consolidated return will not be
General rule Under section 338(h)(15),for purposes of preparing the combinediled.
a combined deemed sale return (conreturn. The combined return must include (B) Deemed extensiorfor purposes of
bined return) may be filed for all targetsan attachment prominently identified aspplying §1.1502-76(c)(2), an extension
from a single selling consolidated grouman “ELECTION TO FILE ACOMBINED of time to file old target’s final return is
(as defined in §1.338(h)(10)-1T(b)(3))RETURN UNDER SECTION considered to be in effect until the last
that are acquired by the purchasing corp®38(h)(15).” The attachment must—  date for making the election under sectior
ration on the same acquisition date and (A) Contain the name, address, and en338.
that otherwise would be required to fileployer identification number of each tar- (C) Erroneous filing of deemed sale re-
separate deemed sale returns. The coget required to be included in the comturn. If, under this paragraph (a)(6)(ii),

bined return must include all such targetsined return; target files a deemed sale return but the
For example, T and T1 may be included (B) Contain the following declaration selling group does not file a consolidated
in a combined return if— (or a substantially similar declaration):return, target must file a substituted return

(A) T and T1 are directly owned sub-EACH TARGET IDENTIFIED IN THIS for old target not later than the due date
sidiaries of S; ELECTION TO FILE A COMBINED (including extensions) for the return of

(B) S is the common parent of a consoRETURN CONSENTS TO THE FILING the common parent with which old target
idated group; and OF A COMBINED RETURN; would have been included in the consoli-

(C) P makes qualified stock purchases (C) For each target, be signed by a pedated return. The substituted return is fo
of T and T1 on the same acquisition dateson who states under penalties of perjurso much of old target’s taxable year as

(i) Gain and loss offsetsGains and that he or she is authorized to act on be&nds at the close of the acquisition date
losses recognized on the deemed asdwlf of such target. Under 81.1502-76(c)(2), the deemed salc
sales by targets included in a combined (iv) Consequences of filing a combinedeturn is not considered a return for pur-
return are treated as the gains and lossegurn. Each target included in a com-oses of section 6011 (relating to the gen
of a single target. In addition, loss carrybined return is severally liable for any taeral requirement of filing a return) if a
overs of a target that were not subject tassociated with the combined return. Sesubstituted return must be filed.
the separate return limitation year restric§1.338-1T(b)(3). (D) Erroneous filing of return for regu-
tions (SRLY restrictions) of the consoli- (5) Deemed sale excluded from puriar tax year |If, under this paragraph
dated return regulations while that targethasing corporation’s consolidated re-(a)(6)(ii), target files a return for so much
was a member of the selling consolidatetirn. Old target may not be considered af old target’s regular taxable year as end:
group may be applied without limitationmember of any affiliated group that in-at the close of the acquisition date but the
to the gains of other targets included irludes the purchasing corporation with reselling group files a consolidated return,
the combined return. If, however, a targetpect to its deemed asset sale. target must file an amended return for old
has loss carryovers that were subject to (6) Due date for old target’s final re- target not later than the due date (includ-
the SRLY restrictions while that targetturn—(i) General rule. Old target’s final ing extensions) for the selling group’s
was a member of the selling consolidatetkturn is generally due on the 15th day afonsolidated return. (The amended returt
group, the use of those losses in the corthe third calendar month following theis a deemed sale return.)
bined return continues to be subject tmonth in which the acquisition date oc- (E) Last date for payment of taxt ei-

those restrictions, applied in the sameurs. See section 6072 (time for filing intn€r & substituted or amended final returr

it th bined ret ¢ i of old target is filed under this paragraph
manne_r as | e com |ne_ re urn were aome ax r.e U!'I"IS). (a)(6)(||), the last date prescribed for pay-
consolidated return. A similar rule ap- (i) Application of 81.1502-76(e}(A) ment of tax is the final return due date (as
plies, when appropriate, to other tax ath general Section 1.1502-76(c) appliesdefined in paragraph (a)(6)(i) of this sec-
tributes. to old target’s final return if old target wastion). .

(iii) Procedure for filing a combined re-a member of a selling group that did nof (7) Examples.The following examples
turn. A combined return is made by filingfile consolidated returns for the taxable'lusnate this paragraph (a):

h . . y g Example 1(i) S is the common parent of a con-
a single corporation income tax return iryear of the common parent that precedegjigated group that includes T. The S group files
lieu of separate deemed sale returns for dlie year that includes old target’s acquiskalendar year consolidated returns. At the close o
targets required to be included in the contion date. If the selling group has nofune 30 of Year 1, P makes a qualified stock pur-

bined return. The combined return refiled a consolidated return that include§h@se of T from S. P makes a section 338 electior
for T, and T's deemed asset sale occurs as of th



close of T's acquisition date (June 30). target’s first taxable year (but which is no838(h)(10) election. This section also pre

(ii) T is considered disaffiliated for purposes ofgpacified in the consolidated return) iscribes the consequences of such electio
reporting the deemed sale gain. Accordingly, T, siqered timely if specified in anThe rules of this section are in addition tc
included in the S group’s consolidated return .
through T's acquisition date except that the tax lis@Mmended return filed on or before suckhe rules of §81.338-0T through

bility for the deemed sale gain is reported in a sepd@st day, at the place where the consolt.338—7T, 1.338-8, 1.338-9, 1.338-10T

rate deemed sale return of T. Provided that T is ngfated return was filed. and 1.338(i)-1T and, in appropriate case:s
”eatebd as an excluded memberb“”d‘f* section (4) Examples The following examples apply instead of the rules of §§1.338-01
3563( )(2), Tis a component member of P's o jlustrate this paragraph (b): through 1.338-7T, 1.338-8, 1.338-9
rolled group for the taxable year of the deeme

asset sale, and the taxable income bracket amountsEXample ld'T 'SNTm u;gflﬂh?;edhcorlporatl?g with 1-338_10_1-’_ ‘de 1.338(i)-1T. )
available in calculating tax on the deemed sale ré ‘> year ending March 31. At the close of Septem- 1) pefinjtions—(1) Consolidated tar-
turn must be limited accordingl ef)er 20 of Year 1, P makes a qualified stock purchase t A lidated tarqeis a t t that
(iii) If P purchased the sto?:z. of Tat 10 am. o of T. P does not join in filing a consolidated return._ge consolidated targ a arget tha
June 30 oprear 1 the results would be the S'amnP makes a section 338 election for T on or befortS @ member Of_ a consolidated groug
See paragraph (a)(’2)(i) of this section Sine 15 of Year 2, which causes T's taxable year within the meaning of §1.1502—1(h) on
Example 2.The facts are the same asixample _end as of the close of September 20. of Year_ L Ahe vaUiSition date and is not the com
1, except that the S group does not file consolidategcome tax return for T's taxable period ending oryyqn parent of the group on that date.
] . eptember 20 of Year 1 was due on December 15 of . .
returns. T must file a separate return for its taxaplg(ear 1. Additions to tax for failure to file a return (2) Selling consolidated groupA sell-

year ending on June 30 of Year 1, which return "Mand to pay tax shown on a return will not be imposelld consolidated groups the consoli-

cludes the (?eemed asset sale._ . if T's return is filed and the tax paid on or beforedated group of which the consolidated tar
b C dd group

ta>(< )X:'/]ag/g(;i(gr)l t:rtt;(n oar a::lt:joi?if)r:gl June 15 of Year 2. (This waiver applies even if thgjet is a member on the acquisition date.

amc.)unt (addition) under subchapter A o?ocr?:elsrli:xnasgeei?lri]2de|\javrvclthhézifliztaggy) C:;;rs (3) Selling affiliate; affiiated target A

P year, 1. < of Selling affiliateis a domestic corporation

chapter 68 of the Internal Revenue Codgstonany underpayment of tax for old T's short tax- e

arising on or before the last day for malkable year ending September 20 of Year 1 runs frokhat owns on the acquisition date ar

ing the electi d ion 338 b December 15 of Year 1. A statement indicating thaemount of stock in a domestic target

mfgt_ e election un her sect||c()jn 38 gcabu% waiver rule of this paragraph is being assertegyhich amount of stock is described in

of circumstances that would not exist bughould be attached to T's return. : o

for an election under section 338, is Euxample 2 Assume the sam facts asEiample s_le_ctlon 1504(I2(2t),dan? does_ﬂr:otthjo[{n Ir

waived if— 1. Assume further that new T adopts the calendcﬂ Ing a consolidated return wi . e ar-
(i) Under the particular statute the addi¥e®" by filing, on or before June 15 of Year 2, its firs@€t. In such case, the target is afili-

L . return (for the period beginning on September 21 cated target

tion is excusable upon a showing of re

&ear 1 and ending on December 31 of Year 1) indicat- (4) S corporation target An S corpo-
sonable cause; and ing that a calendar year is chosen. See 81.33854i9n targetis a target that is an S corpo-

(i) Corrective action is taken on or be-1T(b)(1). Any additions to tax or amounts described ..~ . . L
fore the last day. in this paragraph (b) that arise because of the late fgition immediately before the acquisition
P ing of a return for the period ending on December 3@ale.

S (2) NOtIEC&tlléJI’E) The.][ntgrnal ﬁev.enue ﬁf Year 1 are waived, because they are based on cir-(5) S corporation shareholders. S cor-
erwcg shou e notifie . at the time Ofmgtances that would not exist but for the sectioporation shareholdersire the S corpora-
correction (e.g., by attaching a statemenis election. Notwithstanding this waiver, howeverg o target's shareholders. Unless other

i i he return is still considered due March 15 of Year 2 A :
to a return that constitutes corrective adl indicated, a reference to S

. ise
tion) that the waiver rule of this paragrapt@nd interest on any underpayment runs from that dat\él. .
(b) i)s being asserted paragrap Example 3 Assume the same facts aEiample  COrporation shareholders refers both to !

. . .2, except that T’s former taxable year ends on Oct&orporation shareholders who do anc
(3) Elections or other actions required

o - : ber 31. Although prior to the election old T had a rethose who do not sell their target stock.
to be specified on a timely filed reta#n  tum due on January 15 of Year 2 for its year ending (6) Liquidation Any reference in this

(@) In general If paragraph (b)(1) of this October 31 of Year 1, that return need not be filed * o
section applies or would apply if therdbecause a timely election under section 338 Wa%eCtlon to diquidationis treate_d as _a ref-

were an underpayment, any election gpade. Instead, old T must file a final return for the€r€Nce to the transfer described in par
other action that must b'e specified on aﬁriod ending on September 20 of Year 1, which igraph (d)(4) of this section notwithstand-

. ) ) e on December 15 of Year 1. ing its ultimate characterization for
timely filed return for the taxable period

covered by the late filed return describe§81.338(b)-1, 1.338(b)-2T, Federal income tax purposes.

. : L (c) Section 338(h)(10) electien(1) In

in paragraph (b)(1) of this section is conl.338(b)-3T, and 1.338(h)(10)-1 4 A tion 338(h)(10) electi
idered timely if specified on a late-filed[Removed] genera. section 2. (h)( ). election

S! ) may be made for T if P acquires stock

return filed on or before the last day for

: ) . Par. 9. Sections 1.338(b)-1meeting the requirements of sectior
making the election under section 338. . .

(i) New target In purchasing corora. 1-338(0)=2T, and 1.338(b)-3T, andi504(@)(2) from a selling consolidated
tion’s consolidated return If new target 1.338(n)(10)-1 are removed. group, a selling afflllate, or _the S corpora
is includible for its first t.axable year in a Par. 10. Section 1.338(h)(10)-1T igion shareholders in a qualified stock pur

. hase.
consolidated return filed by the affiliated""dded to read as follows: ¢ . - . :
group of which the purch;’sing corpora—§1'338(h)(1o)_lT Deemed asset sale and (2) S|mu|taqeou510|nt election require-
tion is a member on or before the last dai uidation (temporary). ment A section 338(h)(10) election is

g (a)Scope This section prescribes rulegnade jointly by P and the selling consoli-
for qualification for a section 338(h)(10)dated group (or the selling affiliate or the
election and for making a sectionS corporation shareholders) on Forn

for making the election under section 33
any election or other action that must b
specified in a timely filed return for new



8023 in accordance with the instruction§81.338—6T and 1.338-7T. Old T realganization, a distribution in complete can-
to the form. S corporation shareholderezes the deemed sale gain from theellation or redemption of all its stock,

who do not sell their stock must also condeemed asset sale before the close of thee of a series of distributions in com-
sent to the election. The sectioracquisition date while old T is a membeplete cancellation or redemption of all its
338(h)(10) election must be made noof the selling consolidated group (orstock in accordance with a plan of liqui-
later than the 15th day of the 9th montlowned by the selling affiliate or owned bydation, or part of a circular flow of cash.

beginning after the month in which thethe S corporation shareholders). If T is ain most cases, the transfer will be treatec
acquisition date occurs. affiliated target, or an S corporation taras a distribution in complete liquidation to

(3) Irrevocability. A section 338(h)(10) get, the principles of 881.338—-2T(c)(10which section 336 or 337 applies.
election is irrevocable. If a sectionand 1.338-10T(a)(1), (5), and (6)(i) apply (ii) Tiered targets In the case of par-
338(h)(10) election is made for T, a secto the return on which the deemed salent-subsidiary chains of corporations
tion 338 election is deemed made for T. gain is reported. When T is an S corporanaking elections wunder section

(4) Effect of invalid election If a sec- tion target, T's S election continues in ef338(h)(10), the deemed liquidation of a
tion 338(h)(10) election for T is not valid, fect through the close of the acquisitiorsubsidiary corporation is considered to
the section 338 election for T is also notlate (including the time of the deemedgbrecede the deemed liquidation of its par-
valid. asset sale and the deemed liquidatiomnt.

(d) Certain consequences of sectiomotwithstanding section 1362(d)(2)(B). (5) Selling consolidated group, selling
338(h)(10) election For purposes of sub-Also, when T is an S corporation targetaffiliate, or S corporation shareholders
title A of the Internal Revenue Code (exany direct and indirect subsidiaries of Ti) In general If T is an S corporation tar-
cept as provided in 81.338-1T(b)(2)), thevhich T has elected to treat as qualifieget, S corporation shareholders (whethe
consequences to the parties of makingsubchapter S subsidiaries under sectiar not they sell their stock) take their pro
section 338(h)(10) election for T are a4361(b)(3) remain qualified subchapter $ata share of the deemed sale gain into ac
follows: subsidiaries through the close of the acount under section 1366 and increase o

(1) P. P is automatically deemed toquisition date. No similar rule appliesdecrease their basis in T stock under sec
have made a gain recognition election fowhen a qualified subchapter S subsidiaryion 1367. Members of the selling con-
its nonrecently purchased T stock, if anyas opposed to the S corporation that is isolidated group, the selling affiliate, or S
The effect of a gain recognition electiorowner, is the target the stock of which igorporation shareholders are treated as i
includes a taxable deemed sale by P actually purchased. after the deemed asset sale in paragrar
the acquisition date of any nonrecently (ii) Tiered targets In the case of par- (d)(3) of this section and before the close
purchased target stock. Seent-subsidiary chains of corporation®f the acquisition date, they received the
§1.338-5T(d). making elections under sectionassets transferred by old T in the transac

(2) New T The AGUB for new T's as- 338(h)(10), the deemed asset sale oftan described in paragraph (d)(4)(i) of
sets is determined under §1.338-5T and garent corporation is considered to prethis section. In most cases, the transfe
allocated among the acquisition date agede that of its subsidiary. Seaewill be treated as a distribution in com-
sets under 881.338-6T and 1.338-781.338-3T(4)(i). plete liquidation to which section 331 or
Notwithstanding paragraph (d)(4) of this (4) Old T and selling consolidated 332 applies.
section (deemed liquidation of old T),group, selling affiliate, or S corporation (ii) Basis and holding period of T stock
new T remains liable for the tax liabilitiesshareholders—deemed liquidation; taxot acquired A member of the selling
of old T (including the tax liability for the characterizatior—(i) In general Old Tis consolidated group (or the selling affiliate
deemed sale gain). For example, new ffeated as if, before the close of the acquadr an S corporation shareholder) retaining
remains liable for the tax liabilities of thesition date, after the deemed asset sale Tnstock is treated as acquiring the stock st
members of any consolidated group thataragraph (d)(3) of this section, and whileetained on the day after the acquisition
are attributable to taxable years in whicleld T is a member of the selling consoli-date for its fair market value. The holding
those corporations and old T joined in thelated group (or owned by the selling affilperiod for the retained stock starts on the
same consolidated return. Sedate or owned by the S corporation sharalay after the acquisition date. For pur-
§1.1502-6(a). holders), it transferred all of its assets tposes of this paragraph, the fair marke

(3) Old T—deemed sale—(i) In genmembers of the selling consolidatedialue of all of the T stock equals the
eral. Old T is treated as transferring all ofgroup, the selling affiliate, or S corpora-grossed-up amount realized on the sale t
its assets to an unrelated person in exon shareholders and ceased to exist. Tireof P’s recently purchased target stock
change for consideration that includes thiansfer from old T is characterized forSee §1.338-4T(c).
assumption of or taking subject to liabili-Federal income tax purposes in the same (iii) T stock sale Members of the sell-
ties in a single transaction at the close ahanner as if the parties had actually ering consolidated group (or the selling af-
the acquisition date (but before thegaged in the transactions deemed to occfiliate or S corporation shareholders) rec-
deemed liquidation). See §1.338-1T(ahecause of this section and taking into aognize no gain or loss on the sale ol
regarding the tax characterization of theount other transactions that actually oexchange of T stock included in the quali-
deemed asset sale. ADSP for old T is deurred or are deemed to occur. For exanfied stock purchase (although they may
termined under §1.338-4T and allocatedle, the transfer may be treated as r@ecognize gain or loss on the T stock in
among the acquisition date assets unddistribution in pursuance of a plan of reorthe deemed liquidation).



(6) Nonselling minority shareholdersissued in exchange for recently purchasedsection 338(h)(10) election for T and for the
other than nonselling S corporationstock of T. Old T is treated as receiving ifléemed purchase of T1. A section 338 election i
shareholders—(i) In general This para- cash all other consideration in the deemélf made for T2 .

; . (ii) S1 does not recognize gain or loss on the sal
graph (d)(6) describes the treatment odsset sale other than the assumption of, gfihe T stock and T does not recognize gain or los
shareholders of old T other than the foltaking subject to, old T liabilities. For ex-on the sale of the T1 stock because sectiol
lowing: members of the selling consoli-ample, old T is treated as receiving ir838(h)(10) elections are made for T and T1. Thus
dated group, the selling affiliate, S corpoeash any amounts attributable to th&r €xample, gain or loss realized on the sale of the-
ration shareholders (whether or not thegrossing-up of amount realized undef’ '+ SOk is nottaken into account in earnings an

8 S . profits. However, because a section 338 election i
sell their stock), and P. For a descriptio§1.338-4T(c). The amount realized fofot made for T2, T must recognize any gain or los:
of the treatment of S corporation sharerecently purchased stock taken into agealized on the deemed sale of the T2 stock. Se
holders, see paragraph (d)(5) of this secount in determining ADSP is adjusteds1.338-4T(h).
tion. A shareholder to which this para{and, thus, ADSP is redetermined) to re- (i) The results would be the same if S1, T, T1,
graph (d)(6) applies is called a minorityflect the amounts paid under an installgggaziearseln:r: mee ;Zesr;I?r]:gagﬁﬁgtzo"dated groui
shareholder. ment obligation for the stock when the gyample 2.(i) S and T are solvent corporations.

(if) T stock sale A minority share- total payments under the installmeng owns all of the outstanding stock of T. S and F
holder recognizes gain or loss on thebligation are greater or less than thegree to undertake the following transaction: T will
shareholder’s sale or exchange of T stockmount realized. distribute half its assets to S, and S will assume ha
included in the qualified stock purchase. (i) In deemed liquidation Old T is goTr: "Sa_b'"ge:"nghsnv’vﬁlv?'gif}f{ihﬁzek?eato:;?;:

(i) T stock not acquired A minority treated as distributing in the deemed liquis3g(n)(10) election with respect to the sale of T. The
shareholder does not recognize gain aation the new T installment obligationscorporations then complete the transaction as agree
loss under this section with respect tohat it is treated as receiving in the (i) Under section 338(a), the assets present in
shares of T stock retained by the shareleemed asset sale. The members of tAghe close of the acquisition date are deemed so
holder. The shareholder’s basis and holdelling consolidated group, the selling afggc(tjigjnTtLOer‘tfggéct%;iegepfgsg;p; (Sifri)g:);;:l“z
ing period for that T stock is not affectediliate, or the S corporation shareholderss ihis section are treated in the same manner as
by the section 338(h)(10) election. are treated as receiving in the deemed ligrey had actually occurred. Because S and P he

(7) Consolidated return of selling con-uidation the new T installment obligationsagreed that, after T's actual distribution to S of par
solidated group.If P acquires T in a qual- that correspond to the P installment oblig2f its assets, S would sell T to P pursuant to an ele«
ified stock purchase from a selling conations they actually received individuallyt'?;1 ;: ?g)e(z)sgf :L?Q;i?ighn)(jgghznf sz%ziuiinﬁ’f r:
solidated group— in exchange for their recently purChaseaavF:e transferred all its assets to its shareh%lder,yT

(i) The selling consolidated group musstock. The new T installment obligationsieemed to have adopted a plan of complete liquid:
file a consolidated return for the taxablenay be recharacterized under other ruleton under section 332. T's actual transfer of asset
period that includes the acquisition date; See for example §1.453—11(a)(2) whicho S is treated as a distribution pursuant to that pla

(ii) A consolidated return for the sellingin certain circumstances, treats the new ¢ CEOXrZIF')T:etli ';qugi(;agfnéwns all of the outstandin
consolidated group for that period maynstallment obligations deemed distrib;gcy of f,oth T and S2. All three are Corporaﬁogs
not be withdrawn on or after the day that ated by old T as if they were issued bys1 and P agree to undertake the following transax
section 338(h)(10) election is made for Tnew T in exchange for the members’ ofion. T will transfer substantially all of its assets and
and the selling consolidated group, the sellindabilities to S2, with S2 issuing no stock in ex-

(iii) Permission to discontinue filing affiliate’s, or the S corporation shareholdggﬁirt‘igez th?:j:r’Pa\?vﬁlrsaa:l:nllgge'tfhztr;fg;sz?t? 2221
consolidated returns cannot be granteers’ stock in old T. The members of thes; s1 and p will jointly make a section 338(h)(L0)
for, and cannot apply to, that period oselling consolidated group, the selling afelection with respect to the sale of T. The corpora
any of the immediately preceding taxabldiliate, or the S corporation shareholder$ons then complete the transaction as agreed.
periods during which consolidated returngre treated as receiving all other consider- (i) Under section 338(a), the assets present in-
continuously have been filed. ation in the deemed liquidation in cash. ﬁ;tgﬁd CTIOtienfv\tlhﬁ a&%:'rt'ggrggizpaﬁ d(;?gmoefihsiz

(8) Availability of the section 453 in-  (9) Treatment consistent with an actuakection, the transactions described in this section a
stallment methad Solely for purposes of asset sale Old T may not assert any pro-treated in the same manner as if they had actuall
applying sections 453, 453A, and 453Byision in section 338(h)(10) or this sec-ccurred. Because old T transferred substantially a
and the regulations thereunder (the irtion to obtain a tax result that would noff its assets to S2, and is deemed to have distribut
stallment method) to determine the consde obtained if the parties had actually erﬁ:L'ttfafsT;'gfngszs;stfo asnzd A out of existenc

. . . , g into account th
quences to old T in the deemed asset sajaged in the transactions deemed to 0CCldfiated transfers, deemed and actual, qualifies as
and to old T (and its shareholders, if relebecause of this section and taking into ageorganization under section 368(a)(1)(D). Sectior

vant) in the deemed liquidation, the rulesount other transactions that actually 0c361(c)(1) and not section 332 applies to T's deeme

in paragraphs (d)(1) through (7) of thiccurred or are deemed to occur. ”qUEida“O”I- T w . el

section are modified as follows: (e) Examples The following examples . _Ex@mpie 4 () T owns two assets: an actively
. . . . . traded security (Class Il) with a fair market value of
(i) In deemed asset saleOIld T is illustrate this section: $100 and an adjusted basis of $100, and inventor

treated as receiving in the deemed assetExample 1 (i) S1 owns all of the T stock and T (cjass Iv) with a fair market value of $100 and an
sale new T installment obligations, the??ns all of the stock of T1 and T2. 'S1 is the comagjysted basis of $100. T has no liabilities. S is ne

. . . mon parent of a consolidated group that includes iati i
terms of which are identical (except as t p group TBotiating to sell all the stock in T to P for $100 cash

. ; e 1, and T2. P makes a qualified stock purchase gfq contingent consideration. Assume that unde
the obligor) to P installment obligationsay of the T stock from S1. S1 joins with Pin makinggenerally applicable tax accounting rules, P's ad



justed basis in the T stock immediately after the puisecurity. When P subsequently causes T to sell tliause the substance of the deemed sale of assets i
chase would be $100, because the contingent canventory, T would realize no gain or loss instead o$ale of the inventory and the actively traded security
sideration is not taken into account. Thus, under thealizing gain of $100. themselves, not of the inventory and the Newco
rules of §1.338-5T, AGUB would be $100. Under (ii) Assume that, if the T stock had not itself beerstock. Otherwise, the anti-abuse rule might apply.
the allocation rules of §1.338-6T, the entire $1080ld but T had instead sold both its inventory and the Example 5 (i) T, a member of a selling consoli-
would be allocated to the Class Il asset, the activeewco stock to P, T would for tax purposes belated group, has only one class of stock, all of which
traded security, and no amount would be allocated tteemed instead to have sold both its inventory arid owned by S1. On March 1 of Year 2, S1 sellsits T
the inventory. P, however, plans immediately tactively traded security directly to P, with P deemedtock to P for $80,000, and joins with P in making a
cause T to sell the inventory, but not the activelyhen to have created Newco and contributed the asection 338(h)(10) election for T. There are no sell-
traded security, so it requests that, prior to the stodkely traded security to the capital of Newco. Secing costs or acquisition costs. On March 1 of Year 2,
sale, S cause T to create a new subsidiary, Newdipn 338, if elected, generally recharacterizes a stock owns land with a $50,000 basis and $75,000 fair
and contribute the actively traded security to theale as a deemed sale of assets. The tax resultsrafrket value and equipment with a $30,000 adjustec
capital of Newco. Because the stock in Newcothe deemed sale of assets should, where possible,dzsis, $70,000 recomputed basis, and $60,000 fai
which would not be actively traded, is a Class Mike those of an actual asset sale. Hence, the deenmadrket value. T also has a $40,000 liability. S1
asset, under the rules of §1.338-6T $100 of AGUBale of assets under section 338(h)(10) should Ipays old T's allocable share of the selling group’s
would be allocated to the inventory and no amourtteated as one of the inventory and actively tradecbnsolidated tax liability for Year 2 including the tax
of AGUB would be allocated to the Newco stock.security themselves, not of the inventory and Newchability for the deemed sale gain (a total of
Newco’s own AGUB, $0 under the rules ofstock. That is the substance of the transaction. TI$43,600).

81.338-5T, would be allocated to the actively tradednti-abuse rule of §1.338-1T(c) does not apply, be- (ii) ADSP of $120,000 ($80,000 + $40,000 + 0)

is allocated to each asset as follows:

Assets Basis FMV Fraction Allocable
ADSP
Land . ... $ 50,000 $ 75,000 5/9 $ 66,6
Equipment ... ... ~— 30,000 ~ 60,000 4/9 53,3
Total ... or P, owns the 20 percent of the T stock that is n@omputations are as follows:
........................................ acquired by P in the qualified stock purchase. K's (A) P’s grossed-up basis for the recently pur-
$80,000. ... .0t basis in its T stock is $5,000. chased T stock is $64,000 (i.e., $64,000 (the basis o
$135000 . .. .. (i) The consequences to P, T, and S1 are the sarthe recently purchased T stock) ( (1 & .2)/(.8) (the
Lo as inExample 6 fraction in section 338(b)(4))).
$120,000. .. .ot (iii) Under paragraph (d)(6)(iii) of this section, K (B) P’s basis amount for the nonrecently pur-
(iii) Under paragraph (d)(3) of this section, old Trecognizes no gain or loss, and K’s basis in its Thased T stock is $16,000 (i.e., $64,000 (the
has gain on the deemed sale of $40,000 (consistisgpck remains at $5,000. grossed-up basis in the recently purchased T stock)
of $16,667 of capital gain and $23,333 of ordinary Example 8 (i) The facts are the same asEr-  (.2)/(1.0 & .2) (the fraction in section 338(b)(3)(B)))-
income). ample 5 except that the equipment is held by T1, a (C) The gain recognized on the nonrecently pur-

(iv) Under paragraph (d)(5)(iii) of this section, wholly—owned subsidiary of T, and a sectionchased stock is $10,000 (i.e., $16,000 & $6,000).
S1 recognizes no gain or loss upon its sale of the 0888(h)(10) election is also made for T1. The T1 Example 10 (i) T is an S corporation whose sole
T stock to P. S1 also recognizes no gain or loss upestock has a fair market value of $60,000. T1 has rdass of stock is owned 40 percent each by A and E
the deemed liquidation of T. See paragraph (d)(4) @fssets other than the equipment and no liabilitieand 20 percent by C. T, A, B, and C all use the casl
this section and section 332. S1 pays old T's and old T1's allocable shares of thmethod of accounting. Aand B each has an adjuste

(v) P’s basis in new T stock is P’s cost for theselling group’s consolidated tax liability for Year 2basis of $10,000 in the stock. C has an adjustec
stock, $80,000. See section 1012. including the tax liability for T and T1's deemed salebasis of $5,000 in the stock. A, B, and C hold no in-

(vi) Under 81.338-5T, the AGUB for new T is gain. stallment obligations to which section 453A applies.
$120,000, i.e., P’s cost for the old T stock ($80,000) (ii) ADSP for T is $120,000, allocated $66,667 toOn March 1 of Year 1, A sells its stock to P for
plus T's liability ($40,000). This AGUB is allocated the land and $53,333 to the stock. Old T's deeme$40,000 in cash and B sells its stock to P for a
as basis among the new T assets under §81.338-6dle gain is $16,667 (the capital gain on its deemek25,000 note issued by P and real estate having
and 1.338-7T. sale of the land). Under paragraph (d)(5)(iii) of thidair market value of $15,000. The $25,000 note, due

Example 6 (i) The facts are the same asErx-  section, old T does not recognize gain or loss on iia full in Year 7, is not publicly traded and bears ad-
ample 5 except that S1 sells 80 percent of the old Heemed sale of the T1 stock. See section 332.  equate stated interest. A and B have no selling ex
stock to P for $64,000, rather than 100 percent of the (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +penses. T’s sole asset is real estate, which has
old T stock for $80,000. $0). On the deemed sale of the equipment, T1 reealue of $110,000 and an adjusted basis of $35,00C

(i) The consequences to P, T, and S1 are the samgnizes ordinary income of $23,333. Also, T's real estate is encumbered by long-out-
as inExample 5except that: (iv) Under paragraph (d)(5)(iii) of this section, standing purchase-money indebtedness of $10,00(

(A) P’s basis for its 80-percent interest in the neve1l does not recognize gain or loss upon its sale ®he real estate does not have built-in gain subject tc
T stock is P’s $64,000 cost for the stock. See sectidhe old T stock to P. section 1374. A, B, and C join with P in making a
1012. Example 9 (i) The facts are the same asEr-  section 338(h)(10) election for T.

(B) Under 81.338-5T, the AGUB for new T is ample 8 except that P already owns 20 percent of (ii) Solely for purposes of application of sections
$120,000 (i.e., $64,000/.8 + $40,000 + $0). the T stock, which is nonrecently purchased stock53, 453A, and 453B, old T is considered in its

(C) Under paragraph (d)(4) of this section, Slvith a basis of $6,000, and that P purchases the rdeemed asset sale to receive back from new T thi
recognizes no gain or loss with respect to the renaining 80 percent of the T stock from S1 for$25,000 note (considered issued by new T) anc
tained stock in T. See section 332. $64,000. $75,000 of cash (total consideration of $80,000 paid

(D) Under paragraph (d)(5)(ii) of this section, the (ii) The results are the same asEixample 8ex- for all the stock sold, which is then divided by .80 in
basis of the T stock retained by S1 is $16,000 (i.ecept that under paragraph (d)(1) of this section artthe grossing-up, with the resulting figure of
$120,000 & $40,000 (the ADSP amount for the old $1.338-5T(d), P is deemed to have made a ga#iL.00,000 then reduced by the amount of the install
assets over the sum of new T’s liabilities immedirecognition election for its nonrecently purchased Thent note). Absent an election under section
ately after the acquisition date) ( .20 (the proportiostock. As a result, P recognizes gain of $10,000 art63(d), gain is reported by old T under the install-
of T stock retained by S1)). its basis in the nonrecently purchased T stock is imment method.

Example 7 (i) The facts are the same asEir-  creased from $6,000 to $16,000. P’s basis in all the (iii) In applying the installment method to old T's
ample 6 except that K, a shareholder unrelated to T stock is $80,000 (i.e., $64,000 + $16,000). Theeemed asset sale, the contract price for old T's as



sets deemed sold is $100,000, the $110,000 selling (g) Required information The Com- fore January 5, 2000, see 81.1060-1T i
price reduced by the indebtedness of $10,000 {\issioner may exercise the authorityeffect prior to January 6, 2000 (see 2¢

which the assets are subject. (The $110,000 selli . ) . .
price is itself the sum of the $80,000 grossed-up i'gqranted in section 338(h)(10)(C)(iii) to re-CFR part 1 revised April 1, 1999).

paragraph (ii) above to $100,000 and the $10,000 fAuire provision of any information _ (3) Outline of tqpics Ir_1 order to facili-
ability.) Gross profit is $75,000 ($110,000 sellingdeemed necessary to carry out the proviate the use of this section, this paragrap
price & old T's basis of $35,000). Old T's grosssions of section 338(h)(10) by requiringa)(3) lists the major paragraphs in this
2;%2%3%“0 '? 0-t75,(Q;OSTShprogé(;O;S?fdggo( t"’;]submission of information on any tax resection as follows:
y contract price). us, , . .

$75,000 cash old T is deemed to receive in Year 1) @ortlng form. EEB ﬁ]cggre].eral
Year 1 gain attributable to the sale, and $18,75 . h :
($75,000 & $56,250) is recovery of basis. 31'338(0_1 [Removed] (2) Effective date.

(iv) In its liquidation, old T is deemed to distrib- Par. 11. Section 1.338()-1 is removeo(3) Outline of topics.

ute the $25,000 note to B, since B actually sold the X . . b) Applicable asset acquisition.
stock partly for that consideration. To the extent of Par. 12. Section 1.338(i)-1T is adde%_; Inpgeneral q

the remaining liquidating distribution to B, it is t0 read as follows: o )
deemed to receive, along with A and C, the balancg1.338(i)—1T Effective dat¢eemporary). (2) Assets constituting a trade or busines:
of old T's liquidating assets in the form of cash. The provisions of §8§1.338-0T through(') In general.

Under section 453(h), B, unless it makes an electiop 555 - 1.338-10T and (i) Goodwill or going concern value.

under section 453(d), is not required to treat the re- . i ; ; ;
ceipt of the note zis)a paymen? for the T stock; P'¢-338()(10)-1T apply to any qua||f|ed("|) Factors indicating goodwill or going

payment of the $25,000 note in Year 7 to B is a paystock purchase occurring after January @é)ncern value.
ment for the T stock. Because section 453(h) ai2000. For rules applicable to qua“fieo( ) Examples._
plies to B, old T's deemed liquidating distribution ofstack purchases on or before January g4) Asymmetrical transfers of assets.

the note is, under section 453B(h), not treated 3400 see §§1.338-0 through 1.338—55) Related transactions.

taxable di ition by old T. i ;
aX(6:/) TJnIdSErO::eIc(;ir:)nylg%, A reports 40 percent, 0|1-338(b)_1' 1-338(b)—2T: 1-338(b)—3T:(6) More than a smgle trage or business.

$22,500, of old T's $56,250 gain recognized in Yeal.338(h)(10)—1, and 1.338(i)-1 in effec{) Covenant entered into by the seller.
1. Under section 1367, this increases A's $10,00@rior to January 6, 2000 (see 26 CFR pa@) Partial non-recognition exchanges.

adjusted basis in the T stock to $32,500. Next, i reyvised April 1, 1999). (c) Allocation of consideration among as-
old T's deemed liquidation, A is considered to re- Par. 13. Section 1.1060-1T is reviseaets under the residual method.

ceive $40,000 for its old T shares, causing it to rec- ’ ’ ] ’ (1) Consideration.

ognize an additional $7,500 gain in Year 1. to read as follows:

(vi) Under section 1366, B reports 40 percent, 081.1060—1T Special allocation rules for(2) Allocation of consideration among as-
$22,500, of old T's $56,250 gain recognized in Yeacertain asset acquisitiorgemporary). sets. _
1. Under section 1367, this increases B's $10,000 (3)Scope—(1) In general This section (3) Certain costs.

adjusted basis in its T stock to $32,500. Next, in .°Ig)rescribes rules relating to the requiret4) Effect of agreement between parties.

T's deemed liquidation, B is considered to receiv: K X . @) Examples.

the $25,000 note and $15,000 of other consideratiof)€Nts Of S?Ct'on 1060, which, n t_he Cas(e) Reporting requirements

Applying section 453, including section 453(h), toOf an applicable asset acquisition, re porting req S

the deemed liquidation, B's selling price and conquires the transferor (the seller) and thQ—) Applicable asset acquisitions.

t:‘:é prce ave both $4‘}?390-b GTOSSf F;g’zf'ts'osowg?ﬂansferee (the purchaser) each to allocatls N general. _

(340,000 selling price & B's basis of $32,500). By, o oqnqideration paid or received in th&!) Time and manner of reporting.

gross profit ratio is 0.1875 (gross profit of $7,500 & . é’a) In general
; ansaction among the assets transferr s : ) )

$40,000 contract price). Thus, $2,812.50 (0.1875’ ) Additional reporting requirement

$15,000) is Year 1 gain attributable to the deemetin the same manner as amounts are all® porling req .

liquidation. In Year 7, when the $25,000 note iated under section 338(b)(5) (relating t&2) Transfers of interests in partnerships.

paid, B has $4,687.50 (0.1875 ( $25,000) of addhe allocation of adjusted grossed-up (b) Applicable asset acquisitier(1)

tional gain. basis among the assets of the target corgd- 9€neral. An applicable asset acquisi-

(vii) Under section 1366, C reports 20 percent, or . . . ! i ; indi-
$11,250, of old T's $56,250 gain recognized in Yeafation when a section 338 election 0N is any transfer, whether d.IreCt or indi
- : ct, of a group of assets if the asset

1. Under section 1367, this increases C's $5,000 agrade). In the case of an applicable assét oo _ " o
justed basis in its T stock to $16,250. Next, in oldacquisition described in paragraph (b)(lyans erre Consthte a trade or busines
T's deemed liquidation, C is considered to receivgf this section, sellers and purchaser® the hands of either the seller or the pur
$20,000 for its old T shares, causing it to I’l—:-COgnIZﬁ,]uSt allocate the consideration under th(éhaser and, except as provided in pare

an additional $3,750 gain in Year 1. Finally, under . . h (b)(8) of thi ti th _
i of this section. C is considorefi€sidual method as described i@dr@Ph (b)(8) of this section, the pur
paragraph (d)(5)(ii) of this section, C is considered e(_:haser’s basis in the transferred assets

to acquire its stock in T on the day after the acquis€81.338—-6T and 1.338—7T in order to d >

tion date for $20,000 (fair market value = grossedtermine, respectively, the amount realizegeterm'ne,OI wholly by reference to the
up amount realized of $100,000 (20%). C's holdingrom and the basis in, each of the tranurchaser’s ConS|d_era_t|0n. _
period in the stock deemed received in newaegn}%rred assets. For rules relating to distrib- (2) Assets constituting a trade or busi-

t that time. i i
2 (f;l Ilrr1n;pp|icability of provisions. The Utions of partnership property or transfer8€ss—(i) In general For purposes of this

rovisions of section 6043, §1.331— 1(q)°f Partnership interests which are subjeection, a group of assets constitutes
p , 8§1.331- 1(d), trade or business if—

- ; - fo section 1060(d), see §1.755-2T.
and 81.332—6 (relating to information re- (d) (A) The use of such assets would con

; : 2) Effective date The provisions of
turns and recordkeeping requirements fo[]i(s lection a0Dlv 1o an aF;set acquisitioffitute an active trade or business unde
corporate liquidations) do not apply to thé PPy y q

: ection 355; or
deemed liquidation of old T under paraccurming after January 5, 2000. For rules ' ) )
graph (d)(z?) of this section P applicable to asset acquisitions on or be- (B) Its character is such that goodwill



or going concern value could under anyf this section: acquiring, the assets acquired by the
circumstances attach to such group. Example 1 S is a high grade machine shop thapurchaser constitute a trade or busines:s

(i) Goodwill or going concern value. manufactures microwave connectors in limitedgpd, except as provided in paragrapt

[ . quantities. It is a successful company with a reput . . )
Goodwill is the value of a trade or busix. pany PUTb)(8) of this section, the purchaser’s

tion within the industry and among its customers fo 0 .
ness attributable to the expectancy of cORmanufacturing unique, high quality products. 1t2aSiS in the transferred assets is deter
tinued customer patronage. This extangible assets consist primarily of ordinary machinmined wholly by reference to the pur-
pectancy may be due to the name @y for working metal and_plating. It has no secrechaser’s consideration, then the pur-
reputation of a trade or business or anégrmulas or patented drawings of value. Pis a congrhaser is subject to section 1060.

her f Goi | is th any that designs, manufactures, and markets elec- .
other factor. oing concern value Is t onic components. It wants to establish an immedi- (5) Related transactionsWhether the

additional value that attaches to propertye presence in the microwave industry, an area @ssets transferred constitute a trade o
because of its existence as an integral pavtich it previously has not been engaged. P is abusiness is determined by aggregating
of an ongoing business activity. Goin%“'””g assets of a number of smaller companies angl| transfers from the seller to the pur-

ncern val incl he val ri opes that these assets will collectively allow it to . . P
conce alue includes the value attribu offer a broad product mix. P acquires the assets of(g]aser in a series of related transaction:

able to the ability of a trade or businesg ; qer 1o augment its product mix and to promoté&XCEPt @s provided in paragraph (b)(8)
(or a part of a trade or business) t0 COfs presence in the microwave industry. P will noof this section, all assets transferred
tinue functioning or generating incomeuse the assets acquired from S to manufacture nfrom the seller to the purchaser in a se-
without interruption notwithstanding acrowave conn_ectors. The asset§ tran;ferred are afas of related transactions are includec
change in ownership. It also includes thg®'s that constitute a trade or business in the handsiaf o o155 of assets among which the
. . - . the seller. Thus, P’s purchase of S's assets is an ap- . . . .
value that is attributable to the immediatg . pje asset acquisition. The fact that P will noonsideration paid or received in such
use or availability of an acquired trade Ofise the assets acquired from S to continue the busieries is allocated under the residua
business, such as, for example, the use @fss of S does not affect this conclusion. method. The principles of §1.338-1T(c)
the revenues or net earnings that other- Example 2 S, a sole proprietor who operates gre also applied in determining which
wise would not be received during anya’ wash, both leases the building housing the c&rssets are included in the group of asset

. . . . wash and sells all of the car wash equipment to P. S’s . . . .
period if the acquired trade or business__" . building and the car wash equipment cofMONg which the consideration paid or

were not available or operational. stitute a trade or business. P begins operating a d@#ceived is allocated under the residua
(iii) Factors indicating goodwill or wash in the building it leases from S. Because thmethod.
going concern value.In making the de- assets transferred together with the asset leased are(6) More than a single trade or busi-

- : . - ssets which constitute a trade or business, P’s pur-
termination in this paragraph (b)(2), a“ihase of S’s assets is an applicable asset acquisitioﬂ.ess' If the assets transferred from a

the facts anc_j circumstances surrounding Example 3 S, a corporation, owns a retail storeS€ller to a purchgser indUde.more th_ar
the transaction are taken into accounpysiness in State X and conducts activities in coone trade or business, then, in applying
Whether sufficient consideration is availnection with that business enterprise that meet this section, all of the assets transferrec
able to allocate to gOOdWill or going con-active trade or business requirement of section 35 hether or not transferred in one trans-

cern value after the residual method is a > is a minority shareholder of S. S distributes to . . S
Fgzll the assets of S used in S’s retail business in Staqgtlon or a series of related transaction:

plied is not relevant in determining,;, complete redemption of P's stock in S held byANd Whether or not part of a trade or

whether goodwill or going concern valuep, The distribution of S's assets in redemption of PBUSINEss) are treated as a single trade
could attach to a group of assets. Factosgck is treated as a sale or exchange under sectidngsiness.

to be considered include— 302(a) and 302(b)(3), and P’s basis in the assets dis- .
tributed to it is determined wholly by reference to (7) Covenant entered into by the

(A) The presence of any intangible 8Sfhe consideration paid, the S stock. Thus, S's distg€ller. If, in connection with an applica-
sets (whether or not those assets are S@Ggon of assets constituting a trade or business tolile asset acquisition, the seller enters
tion 197 intangibles), provided, howeveris an applicable asset acquisition. into a covenant (e.g., a covenant not tc
that the transfer of such an asset in the ab-Example 4 S is a manufacturing company wihcompete) with the purchaser, that
sence of other assets will not be a trade éf internal financial bookkeeping department. P iﬁovenant is treated as an asset trans

business for purposes of section 1060 in th_e business of providir_lg a financial bookkeepin .
purp ' service on a contract basis. As part of an agreemgﬁrred as part of a trade or business.

(B) The _existe_nce of an excess of the p 1o begin providing financial bookkeeping ser- (8) Partial non-recognition exchanges
total consideration over the aggregateices to S, P agrees to buy all of the assets associalgdransfer may constitute an applicable

EIOOK value of ”;]e taggibli andh intangig{gz eS ;;I’;t;r;”ear:tt:g(;knkfifgg ggg@gz;isn;r;iggésset acquisition notwithstanding the fact
e assets purchase other than good- 1 i i i i
P ( 9 ment employees who choose to accept a positi(;nat no gain or loss is recognized with re-

W'” a”d_go'”g_ concern V"_ilue) as Shownyi b "1 addition to selling P the assets associatégPect to a portion of the group of asset:
in the financial accounting books andith its bookkeeping operation, S will enter into atransferred. All of the assets transferred
records of the purchaser; and long term contract with P for bookkeeping servicesincluding the non-recognition assets, are

(C) Related transactions, includingBecause assets transferred from S to P, along Wiy oy into account in determining whether
lease agreements. licenses. or other Sil’q]]? related contract for bookkeeping services, are E .
g ! ! frade or business in the hands of P, the sale of tltw € group of assets constitutes a trade

ilar agreements between the purchasggokeeping assets from S to P is an applicable assgisiness. The allocation of consideration
and seller (or managers, directors, owracquisition. under paragraph (c) of this section is done
ers, or employees of the seller) in con- (4) Asymmetrical transfers of assetswithout taking into account either the
nection with the transfer. If, under general principles of tax law, anon-recognition assets or the amount o

(3) Examples The following exam- seller is not treated as transferring thenoney or other property that is treated a:
ples illustrate paragraphs (b)(1) and (23ame assets as the purchaser is treatedrassferred in exchange for the non-recog



nition assets (together, the non-recogniFhe purchaser’s consideration is ther accounting fees). These latter amount
tion exchange property). The basis in andmount, in the aggregate, of its cost adre taken into account only indirectly
gain or loss recognized with respect to thpurchasing the assets in the applicablarough their effect on the total considera
non-recognition exchange property ar@asset acquisition that is properly taketion to be allocated.
determined under such rules as woulthto account in basis. (4) Effect of agreement between
otherwise apply to an exchange of such (2) Allocation of consideration among parties If, in connection with an applica-
property. The amount of the money andssets For purposes of determining theble asset acquisition, the seller and put
other property treated as exchanged faeller's amount realized for each of thehaser agree in writing as to the allocatiot
non-recognition assets is the amount bgssets sold in an applicable asset acquisif any amount of consideration to, or as t
which the fair market value of the non-tion, the seller allocates consideration tthe fair market value of, any of the assets
recognition assets transferred by onall the assets sold by using the residualich agreement is binding on them to th
party exceeds the fair market value of thmethod under §81.338-6T and 1.338-7Extent provided in this paragraph (c)(4)
non-recognition assets transferred by theubstituting consideration for ADSP. FomMNothing in this paragraph (c)(4) restricts
other (to the extent of the money and thpurposes of determining the purchaserghe Commissioner’s authority to chal-
fair market value of property transferredasis in each of the assets purchased in l@mge the allocations or values arrived a
in the exchange). The money and othepplicable asset acquisition, the purchaser an allocation agreement. This para
property that are treated as transferred mllocates consideration to all the assetgraph (c)(4) does not apply if the parties
exchange for the non-recognition assefsurchased by using the residual methoare able to refute the allocation or valua
(and which are not included among thender 881.338—6T and 1.338-7T, substiion under the standards set forttdom-
assets to which section 1060 applies) atating consideration for AGUB. In allo- missioner v. Danielsqr878 F.2d 771 (3d
considered to come from the followingcating consideration, the rules set forth i€Cir.), cert. denied389 U.S. 858 (1967) (a
assets in the following order: first fromparagraphs (c)(3) and (4) of this sectioparty wishing to challenge the tax conse
Class | assets, then from Class Il assewpply in addition to the rules inquences of an agreement as construed |
then from Class Il assets, then fron§81.338-6T and 1.338-7T. the Commissioner must offer proof that,
Class IV assets, then from Class V assets, (3) Certain costs. The seller and pur- in an action between the parties to th
then from Class VI assets, and then frorohaser each adjusts the amount allocatedreement, would be admissible to alte
Class VIl assets. For this purpose, liabilito an individual asset to take into accourthat construction or show its unenforce:
ties assumed (or to which a non-recognthe specific identifiable costs incurred imability because of mistake, undue influ-
tion exchange property is subject) aréransferring that asset in connection witlence, fraud, duress, etc.).
treated as Class | assets. &ample 1 the applicable asset acquisition (e.g., real (d) Examples.The following examples
in paragraph (d) of this section for an exestate transfer costs or security interegtustrate this section:
ample of the application of section 106(erfection costs). Costs so allocated in- Example 1 (i) On January 1, 2001, A transfers
to a single transaction which is, in part, @rease, or decrease, as appropriate, tREetS X, ¥, and Z to B in exchange for assets D,
.\ . . . and F plus $1,000 cash.
non-recognlt_lon exchange. _ total Co_nS|derat|on that is allogated undgr (i) Assume the exchange of assets constitutes &
(c) Allocation of consideration amongthe residual method. No adjustment igychange of like-kind property to which section
assets under the residual methed (1) made to the amount allocated to an indit031 applies. Assume also that goodwill or going
Consideration.The seller’s consideration vidual asset for general costs associategncern value could under any circumstances attac
is the amount, in the aggregate, realizedith the applicable asset acquisition as 1§ €ach of the DEF and XYZ groups of assets anc
from selling the assets in the applicablevhole or with groups of assets includetg]erefore’ each group constitutes a trade or busine
) ) - . ) nder section 1060.
asset acquisition under section 1001(bjherein (e.g., non-specific appraisal fees iy assume the fair market values of the asset:
and the amount of money transferred are as follows

By A By B
Asset Fair Market Value Asset Fair Market Value
X e $ 400 Dot 40 3
Y 400 E 30
Z 200 F o 30
Cash(amount) ................. 1,000
Total ... $ 1,000 Total. ......... ...l $ 1,100

(iv) Under paragraph (b)(8) of this section, for (vi) Since assets D, E, and F are like-kind prop1060 and paragraph (c) of this section.
purposes of allocating consideration under paraerty, they are excluded from the application of the (viii) A, as transferor of assets X, Y, and Z, re-
graph (c) of this section, the like-kind assets exsection 1060 allocation rules. In addition, $900 oteived $100 that must be allocated under sectio
changed and any money or other property that atee $1,000 cash B gave to A for A's like-kind asset4060 and paragraph (c) of this section. Since £
treated as transferred in exchange for the like-kinid treated as transferred in exchange for the like-kinmlansferred no Class |, I, 1, IV, V, or VI assets to
property are excluded from the application of secproperty in order to equalize the fair market valuesvhich section 1060 applies, in determining its
tion 1060. of the like-kind assets. Therefore, $900 of the cashmount realized for the part of the exchange t

(v) Since assets X, Y, and Z are like-kind propis excluded from the application of the section 106@hich section 1031 does not apply, the $100 is allo
erty, they are excluded from the application of thallocation rules. cated to Class VIl assets (goodwill and going con:
section 1060 allocation rules. (vii) $100 of the cash is allocated under sectiorern value).



(ix) A, as transferee of assets D, E, and F, gau&4,000 total consideration less $3,800 allocated the first taxable year that includes the first
consideration only for assets to which section 103assets in Classes I, IlI, V, and VI) is allocated to the|gte gssets are sold in an applicable ass
applies. Therefore, the allocation rules of sectiolass VIl assets (goodwill and going concern value)(,icquisi,[ion the seller and the purchase
1060 and paragraph (c) of this section are not ap- (iv) In connection with the examination of P's re- | .
plied to determine the bases of the assets A receivadm, the District Director, in determining the faire_aCh must file a supplemental as_set acquis

(X) B, as transferor of assets D, E, and F, receivaglarket values of the assets transferred, may distdON statement on Form 8594 with the in-
consideration only for assets to which section 103gard the parties’ agreement. Assume that the Disome tax return or return of income for the
applies. Therefore, the allocation rules of sectiofict Director correctly determines that the fair martgxable year in which the increase (or de:
1060 do not apply in determining B’s gain or loss. ket value of the covenant not to compete was $508.rease) is properly taken into account

(xi) B, as transferee of assets X, Y, and Z, gave Aince the allocation of consideration among Class II, i . ’
$100 that must be allocated under section 1060 and, V, and VI assets results in allocation up to the (2) Transfers of interests in partner-
paragraph (c) of this section. Since B received fromair market value limitation, the $600 of unallocatedships. For reporting requirements relating
Ano Class I, II, llI, IV, V, or VI assets to which sec- consideration resulting from the District Director'sto the transfer of a partnership interest
tion 1060 applies, the $100 consideration is alloredetermination of the value of the covenant not t3ee §1.755-2T(c).
cated by B to Class VIl assets (goodwill and goingompete is allocated to Class VIl assets (goodwill

concern value). and going concern value). _
Example 2.(i) On January 1, 2001, S, a sole pro- PART 602—OMB CONTROL

prietor, sells to P, a corporation, a group of assets (e) Reporting requlremems(l) ApplIC- NUMBERS UNDER PAPERWORK

that constitutes a trade or business under paragraﬁple asset vaUISIIIOHS(I) In gener_al REDUCTION ACT
(b)(2) of this section. S, who plans to retire immediJnless otherwise excluded from this re-

ately, also executes in P's favor a covenant not iquirement by the Commissioner, the seller Par. 14. The authority citation for part
compete. P pays S $3,000 in cash and assumgad the purchaser in an applicable asset #02 continues to read as follows:

21888 in liabilities. Thus, the total consideration isquisition each must report information con- Authority: 26 U.S.C. 7805.

(ii) On the purchase date, P and S also executecgrning _the amo_unt of copsideration inthe par 15, In 8602.101, paragraph (b) is
separate agreement that states that the fair marf@nsaction and its allocation among the agsended by removing the entries for
values of the Class II, Class Ill, Class V, and Classets transferred. They also must report i%‘§1.338—1 1.338(b)-1, 1.338(h)(10)-1

Vi assets S soldto P are as follows: formation concerning subsequent adjustyng 1.1060-1T from the tables and adding

Asset  Asset Fai - - : ¢

ijss 55¢ Mark:;r ments to consideration. _ new entries to the table in numerical order
Value (if) Time and manner of reportirg(A)  to read as follows:

I Actively traded securities . . . .. $ 500 In general The seller and the purChase§602.101 OMB Control numbers.

— _each must file asset acquisition statemenfs ,  x «

Total Clas_s o on Form 8594 with their income tax returns .
. Accounts receivable . ... _ 29 or returns of income for the taxable year (b)
Total Class lll ... 200 that includes the first date assets are sold Robert E. Wenzel,
v Furniture and fixtures . ....... 800 pursuant to an applicable asset acquisition. Deputy Commissioner
Building .................. 800 This reporting requirement applies to all of Internal Revenue.
Land ...l 200 asset acquisitions described in this section.
Equipment . ... ............. 400 For reporting requirements relating to assépproved December 22, 1999.
Total ClassV ........... " 2,200 acquisitions occurring before January 6, )
VI Covenant not to compete .. ... 900 2000, as described in paragraph (a)(2) of ) . Jonathan Talisman,
Total Class VI 900 this section, see the temporary regulations Acting Assistant Secretary of the
(iiiy P and S each allocate the consideration in thelnder section 1060 in effect prior to Janu- Treasury.
transaction among the assets transferred under paay 6, 2000 (81.1060—1T as contained in 26 ) )
graph (c) of this section in accordance with theoFR part 1 revised April 1, 1999). (Filed by the Office of the Federal Register on Janu-

: 5, 2000, 8:45 a.m., and published in the issue o
agreed upon fair market values of the assets, so that . . . ary >, ! ) '
$500 is allocated to Class Il assets, $200 is allocated (B) Additional reporting requirement the Federal Register for January 7, 2000, 65 F.R

to the Class Ill asset, $2,200 is allocated to Class Whe‘_n an increase or decrease in consideres35)
assets, $900 is allocated to Class VI assets, and $200n is taken into account after the close of

CFR part or section where Current OMB
identified and described control No.

* k k k%

13382 .o 1545-1658

1. 3380 o 1545-1658
1,338 a0 . 1545-1658
1.338—(N)(L0)—dT . .ottt . 1545-1658
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