Section 338.—Certain Stock SUPPLEMENTARY INFORMATION: Estimated average annual burden pel

Purchases Treated as Asset . respondent/recordkeeper: 0.56 hours

Acquisitions Paperwork Reduction Act Estimated number of respondents/
recordkeepers: 45

The collections of information con-  £ctimated annual frequency of re-
tained in these final regulations have bee§bonses: On occasion

reviewed and approved by the Office of ' comments concerning the accuracy of
T.D. 8940 Management and Budget in accordanCgys phyrden estimate and suggestions for

with the Paperwork Reduction Act ofeq,cing this burden should be sent to the
DEPARTMENT OF THE TREASURY 1995 (44 U.S.C. 3507(d)) under the con|-mema|g Revenue Service Attn: IRS

Internal Revenue Service trol number 1545-1658. Reports Clearance Officer, W:CAR:MP:
26 CFR Parts 1 and 602 An agency may not conduct or Sponsokp.s.o, \Washington, DC 20224, and to

and a person is not required to respond g, ofice of Mana
. . . ! . : . gement and Budget
Purchase Price Allocations in a collection of information unless it dis-pty: pesk Officer for the Department of

Deemed and Actual Asset plays a valid control number assigned by,q Treasury, Office of Information and
Acquisitions the Office of Management and Budget. geqyjatory Affairs Washington, DC
The collections of information in these,g503. ' ’

26 CFR 1.338-1: General principles; status of old
target and new target.

AGENCY: Internal Revenue Service lati . 1.338-2(d
(IRS), Treasury. regulations are in 881.338-2(d), pgoks or records relating to a collec-

. . 1.338-2(e)(4), 1.338-5(d)(3), 1'338‘tion of information must be retained as
ACTION: Final regulations and removali10(a)(4), 1.338(h)(10)-1(d)(2), and|ong as their contents may become mater

of temporary regulations. 1.1060-1(e)(ii)(A) and (B). The collec-i5| in the administration of any internal

SUMMARY: This document contains final lionS of information are necessary tQgyenue law. Generally, tax returns and
regulations relating to deemed and actufl@ke an election to treat a sale of Stock @8y yeturn information are confidential, as
asset acquisitions under sections 338 afgsale of assets, to calculate and collefly,jired by 26 U.S.C. 6103.

1060. The final regulations affect sellerdn® @ppropriate amount of tax in a deemed
and buyers of corporate stock that are elig" actual asset acquisition, and to deteBackground

ble to elect to treat the transaction as @iN€ the bases of assets acquired in a

deemed asset acquisition. The final regui§l€emed or actual asset acquisition. On August 10, 1999, the IRS and the

tions also affect sellers and buyers of assets | N€Se€ collections of information are reDepartment of Treasury (Treasury) pub-
Y lished a notice of proposed rulemaking in

that constitute a trade or business. quired to obtain a benefit. The likely re- ;
spondents and/or recordkeepers are smijf Federal Register(REG-107069-97,

DATES: Effective Date: These regula- pusinesses or organizations, businesses)29—2 C.B. 346 [64 FR 43462]) contain-
tions are effective March 16, 2001. or other for-profit institutions, and farms. INg_Proposed regulations under sections

Applicability Dates For dates of ap-  The regulations provide that a sectiors38 and 1060 of the Internal Revenue
plicability of these regulations, see33g election is made by filing Form 8023C0de of 1986. On January 7, 2000, the
§§1.338(i)-1 and 1.1060-1(a)(2). The burden for this requirement is relRS and Treasury published temporary

FOR FURTHER INFORMATION CON- flected in the burden of Form 8023. Théegma‘tlons in th&ederal Reglster(T. D.
TACT: Richard Starke of the Office of '€gulations also provide that both a selldf898, 2090_4" "F‘;]'B' 333 [65 hFR 1236])
Associate Chief Counsel (Corporate)3nd @ purchaser must each file an asset Apat ?rte_: thuagi.the jamiast flrgofgsgc
(202) 622—7790 (not a toll-free number). QUisition statement on Form 8594. Thé€gulations published on August 10, :

burden for this requirement is reflected inf "€ Preamble to the temporary regula-

the burden of Form 8594. With respect t§OnS notes that the proposed regulations
Form 8023, the IRS estimated that 209€nerally were favorably received and
forms would be filed each year and thathat the IRS and Treasury believe that the

each taxpayer would require 12.98 hourdroposed regulations provided clearer
to comply. With respect to Form g594 9uidance and better rules than the prior

the IRS estimated that 20.000 form&egulations under sections 338 and 1060
would be filed each year an7d that eachiowever, the preamble also notes that the

taxpayer would require 12.25 hours tgomments received warranted further

comply. These estimates have been mag@nsideration.
gvailable for public comment gnd no p“bEpranation of Provisions
lic comments have been received.
The burden for the collection of infor- In general, the final regulations
mation in §1.338-2(e)(4) is as follows: adopted herein are very similar to the pro-
Estimated total annual reporting/posed and temporary regulations in their
recordkeeping burden: 25 hours organization and substance. However,



changes have been made in several are&s, more than an insignificant extent” is§1.1502—76(b), as written, automatically
largely in response to the comments reshanged in the final regulation to “primar-precludes the operation of the next day
ceived. The principal changes are digly.” This change is meant to clarify thatrule in a section 338 context, but never-
cussed below, in the order in which thegome continuing use in its original locatheless have provided a new rule in thes
appear in the regulations. tion of an asset transferred to or from thénal regulations that requires the applica-
target is permitted. tion of the next day rule in a section 338
A comment requested that the final regeontext where the target engages in ¢
Although section 338 treats a target aglations elaborate further on the statemeitansaction outside the ordinary course o
having sold all its assets in the deemeidnat the Commissioner has the authoritbusiness on the acquisition date after th
asset sale, proposed §1.338-1(a)(2) pr&? make appropriate correlative adjustevent resulting in the qualified stock pur-
vides that other rules of law may characments and that the final regulations inehase (QSP). See §1.338-1(d).
terize the transaction as something othéfude an example. The final regulation
than or in addition to a sale and purchagéo not do so, because the nature of a
of assets. Proposed §1.338-1(a)(2) staté®rrelative adjustments would depend on proposed §1.338-3(b)(2) provides
“[flor example, if target is an insurancethe particular factual circumstances iles concerning the definition of a “pur-
company for which a section 338 electiofvhich the rule is applied. Thus, any addichase” that require more than a nomina
is made, the deemed asset sale would Benal guidance would provide only lim-amount to be paid for the stock of the tar-
characterized and taxed as an assuried assistance. However, the final reguget. Several comments requested recor
tion—reinsurance transaction under applidations state that correlative adjustmentsideration of the proposed rule. Accord-
able Federal income tax law.” Severaghould avoid duplication or omission ofingly, in the temporary regulations, at
comments urged removal of the quote@ny item of income, gain, loss, deductiong1.338-3T(b)(2), a definition is given for
sentence in the final regulations and re@r basis. See §1.338-1(c). the termpurchase of target affiliatavhile
ommended that the treatment of transa<(:5|0Sin Date Issues the definition of the ternpurchase of tar-
tions involving insurance companies 9 getis reserved. The final regulations in-
under section 338 be reserved pending Concerns have been raised about tdude a single definition gburchaseap-
more complete analysis and guidanceossibility that buyers can effectuatédlicable to both targets and target
The IRS and Treasury believe that genefransactions outside the ordinary courseffiliates, which definition generally con-
ally it is appropriate to view the deemeaf business after acquiring target stockorms to the definition opurchase of tar-
asset sale by an insurance company as that, to the detriment of an unsuspecting€t affiliatein the temporary regulations.
volving an assumption-reinsurance transseller, must be reported by the seller on ifdnder this definition, stock in a target (or
action and, therefore, have retained thgturn, which normally covers the entirdarget affiliate) may be considered pur-
sentence in the final regulations. The IRGay on which the acquisition occurschased if, under general principles of tax
and Treasury, however, intend to providgome of these concerns derive from W, the purchasing corporation is consid-
additional guidance in a separate projectreading of §1.1502—76(b) to preclude opered to own stock of the target (or targe
eration of the “next day rule” whenever &ffiliate) meeting the requirements of sec-
section 338 election is made for a targetion 1504(a)(2), notwithstanding that no
The proposed regulations include &he “next day rule” of §1.1502—76(b)amount may be paid for (or allocated to)
new anti-abuse rule intended to preverrovides that if, on the day of a groughe stock.
taxpayers from changing the results pf apmember_’s change in sta.tus as a member’r?ansactions After QSPs
plying the residual method by engaging ittransaction occurs that is properly alloca-
transactions that have a transitory ecdsle to the portion of the member’s day Since 1995, the regulations under sec
nomic effect with respect to the ownerafter the event resulting in the change, th@on 338 have provided special rules tha
ship or use of assets. The anti-abuse rubeember and all related persons must treapply, by virtue of section 338, to certain
is intended to apply only to an asset tranghe transaction as occurring at the beginransfers of target assets following a QSF
fer exhibiting objective characteristicsning of the following day. of the target’s stock if a section 338 elec-
suggesting the transfer was engaged in to Commentators have suggested thatt@n is not made for the target. These pro
manipulate the operation of the residugburchaser acquiring stock of a subsidiaryisions modify the normal operation of
method. member of a consolidated group couldthe continuity of interest requirement
Notwithstanding the limited scope ofafter acquiring the target stock, cause thender section 368 and the interpretatior
the anti-abuse rule, several commentatotarget to sell all of its assets to anothesf the term shareholder for purposes of
suggested further limiting or eliminatingperson later on the closing date and thesection 368(a)(1)(D), as applied to certain
the rule. After studying the commentsmake a unilateral section 338(g) electiortaxpayers. These rules were adopted t
the IRS and Treasury continue to believd is suggested that the effect of the eleeffectuate Congressional intent, in replac-
that the anti-abuse rule serves a useftibn is to preclude the operation of theng former section 334(b)(2) with section
purpose in protecting the operation of theext day rule, causing the results of th838, that the deemed sale results provide
residual method. Several changes hawaetual asset sale to fall onto the sellingy section 338 not be available through
been made, however, to clarify the inconsolidated group’s tax return. The IR$ransactions within the purchasing group
tended scope of the rule. Thus, the phrasend Treasury do not believe thamfter the acquisition. In the final regula-
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tions, these rules are located able in ADSP or AGUB should be deter-Class Il assets described in 8§1.338-
§1.338-3(d). mined under general principles as applie(b)(2)(ii) is modified to provide that
The 1995 amendments did not providéo the facts relating to the incidence of th€lass Il assets do not include stock of tar-
any special rule to modify the applicatiortax liability. get affiliates, other than actively traded
of the statutory requirements for reorgani- ) stock described in section 1504(a)(4)
zations under section 368(a)(1)(C). HowYaluation Rules (certain preferred stock). Instead, stock
ever, the considerations that justify the Proposed §1.338-6(a)(2)(iii) retains Lof target affiliates is included in Class V.
modified application of the continuity of This would exclude target affiliate stock

' ~' statement from prior versions of the regu-
|_nterest rule and th_e shareholder_ de_f'n'l'ations that “[i]n certain cases the IRS ma)f,rom Class Il Wherg the target holds an 80
tion for “D” reorganizations also justify ke an independent showing of the valueercent or greater interest in the target af-
an analogous modification of the “solely, goodwill and going concern value as filiate but a minority interest in target af-

for voting stock” requirement for post-ac-,aans of calling into question the vaIidit);'“ate stock of the same class is actively

quisition “C” reorganizations. Accord- ,¢ the taxpayer’s valuation of other astraded. It is not clear that the trading
ingly, the final regulations provide that

sets.” This authority was intended to prc)price for shares of a class of stock less
consideration other than voting stock isg;qe 4 means of ensuring that taxpayers dBan 20 percent of which is in the hands of

sued in connection with a QSP is ignored .+ 5vervalue assets in higher classes thifye public, and which consequently may
in determining whether a subsequent,, 5iiocated consideration before th&XPerience thinner trading volumes, nec-
transfer of assets by the target corporatigRgiqual class. As a factual matter, the |r&ssarily is indicative of the fair market
to a member of its new affiliated group, Treasury understand that a low (or ncy)alue of the 80 percent or greater majority

sapsﬂes the solely for votl_ng _stock r€-llocation to goodwill and going concerninterest.
quirement of a “C” reorganization.

81,338 3(d)(4). See\t/;\)l(ue may result frolm causes other than @5 |11 Assets
payer’s overvaluation of assets in

higher classes. Moreover, the IRS and Proposed §1.338-6(b)(2) provides that
Treasury accept the soundness of the fullass Ill assets consist of “accounts re-

The proposed regulations eliminate theamental premise of the residual methodeivable, mortgages, and credit card re-
prior distinction between “modified ag-—- that goodwill and going concern valueceivables from customers which arise in
gregate deemed sale price” (or MADSPare the most difficult assets to value indethe ordinary course of business.” Com-
and “aggregate deemed sale price” (ggendently and that their value should benents suggested that these categorie
ADSP), a distinction that appeared ta@omputed as the residue after all other agrere too limited. Under the rationales ex-
have been based on the premise that teets are valued. The final regulationpressed in the preamble to the proposec
new target generally will not bear the taxdelete the sentence about valuing goodwitegulations, the IRS and Treasury believe
liability for the deemed sale where a secand going concern value. Under the finahat other types of debt instruments, and
tion 338(h)(10) election is made, but thategulations, the IRS retains the ability t®ven other types of assets, should be in
it generally will bear the liability where achallenge a taxpayer’s valuation of assetduded in Class Ill. As revised in the final
section 338 (but not section 338(h)(10)in Classes | through VI, but will do so onregulations, Class Ill assets generally
election is made. However, these genegrounds consistent with the residuatonsist of assets that the taxpayer mark:
alizations were not universally correct ilfmethod of allocation. to market at least annually and debt in-
either situation. Proposed §81.338-4 and . struments (including receivables). How-
1.338-5 clarify the treatment of taxes as°P-Down Allocation ever, debt instruments issued by relatec
!iabilities in computing ADSP and “ad- Changes to the rules for allocating purparties, anq certain gontingent payment
justed grossed-up basis” (or AGUB)..5se price to the stock and assets gpd convertible debt instruments, are not
Commentators asked for further clarificayqer tier subsidiaries were not proposedpcluded in Class III.

tion of the standards for taking certai ; ! _ _

taxes into account. Rather than providinrglrt?sgsggd ?:gZ?;figr:;tzgnzringgﬁ tsotjglfllrst Year Price Adjustments
more specific guidance, which would b&y 55 given to alternative approaches. Proposed §1.338-7 provides rules for
inconsistent with the overall philosophycomments were requested, but none watiocating the ADSP or AGUB when in-

of deferring to general tax principles govygcejved, and the IRS and Treasury toreases or decreases are required after tt
erning actual transactions, the final regUgate have been unable to develop a fullglose of new target's first taxable year.

lations further simplify the discussion ofg,ccessful alternative. Accordingly, theFor increases or decreases required befor
liabilities. Except for the fact that newsjna) regulations continue to apply thethe end of new target's first taxable year,
target remains liable for old target's tax li«oy_qown” allocation system, underproposed §1.338-4(b)(2)(ii) provides that
abilities (see §1.338-1(b)(3)(1)) and that §yhjch the stock of a lower tier subsidiaryijncreases or decreases with respect to
buyer’s assumption of a seller's incOoM&g 4jiocated purchase price in the genertie elements of ADSP that are taken into
tax liability with respect to the sale causeg§gset category (now Class V) and thaccount before the close of new target's
the consideration to “gross up” or “pyrayeemed purchase price of its assets is finst taxable year are taken into account
mid,” a tax liability is like any other type y;y computed from that stock price andor purposes of determining ADSP and

of liability and the status of any particulanen gjiocated within the subsidiary. ~ the deemed sale tax consequences as

type of tax liability as a liability includi- | the final regulations, the scope othey had been taken into account at the

Treatment of Liabilities



beginning of the day after the acquisitiordifferent shareholders may negotiate difby the S corporation of all of its assets, in-
date.” Proposed 81.338-5(b)(2)(ii) conferent prices for their stock based on varyeluding those of the QSub. If the QSub
tains a similar rule for redeterminations ofng Federal and state tax liabilities theytatus does not continue after the acqui
AGUB. These rules originated in predewill bear as a result of the transactionsition, the buyer would be treated as
cessor versions of the regulations undé&ome commentators have noted that, fiorming a new subsidiary containing the
section 338. other cases, different prices may be paigssets held by the former QSub. Se
Although no commentator requestedor control premiums or other reasons§1.1361-5(b)(3Example 9Accordingly,
removal of these rules, one commentnder section 1361(b)(1)(D), an S corpothe AGUB for the former S corporation
highlighted the difficulties posed for theration is permitted to have only one clastarget would be allocated among the as
seller in section 338(h)(10) transactions iof stock. A potential second class of stockets of the former QSub as though they
applying a rule based on new target’sssue arises because the fiction of a seaere assets of the target, and then the ta
year-end, and requested relief. After retion 338(h)(10) election is that the targeget would be treated as having formed &
viewing this comment, the final regula-sells its assets to a new target and then ligew subsidiary containing the assets o
tions remove the rules providing specialiidates. Applying that fiction, if the the former QSub.
treatment for changes in ADSP or AGUBshareholders are treated as receiving dif- Clarification was also requested
occurring before the close of new target'$ering amounts per share in the deemeggarding the possibility of making a
first taxable year. Instead, the generdiquidation, a second class of stock couldection 338(h)(10) election for the sale by
rule in 81.338-7 governs the allocation ofesult. an S corporation of stock of a QSub.
all changes in ADSP or AGUB after the Some commentators have recomAs noted above,Example 9 of
acquisition date. This change is consignended that the final regulations clarify81.1361-5(b)(3) indicates that the sale by
tent with the IRS’s and Treasury’s exthat the payment of varying amounts pean S corporation of all of the stock of a
pressed intent in drafting the proposedhare to S corporation shareholders wilQSub is treated as an asset sale by the
regulations to eliminate, to the extent posaot cause the S corporation to violate theorporation to the purchaser of the QSul
sible, any special accounting rules in theingle class of stock requirement. Thatock. No further guidance is provided in
section 338 regulations, as it should resufinal regulations respond to these comthese regulations. The sale of an 80 per
in treatment more consistent with that oments by including a statement incent or greater (but less than 100 percen
an actual asset sale. 81.1361-1(l)(2)(v) that the payment ofinterest in the stock of a QSub is not ex-
varying amounts to S corporation sharepected to be a common transaction be
holders in a transaction for which a seceause it generally will result in a taxable
A commentator suggested that the finaion 338(h)(10) election is made will nottransaction with respect to all the assets ¢
regulations should apply section 1031 teause the S corporation to violate the sirthe QSub.
old target in its deemed asset sale if thgle class of stock requirement of sectio
purchaser pays for target stock with propt361(b)(1)(D) and §1.1361-1(l), pro ?—'orms 8023 and 8594
erty of like kind to old target's assets owided that the varying amounts are negoti- The current temporary regulations pro-
with cash put in escrow for a successor tated in arm’s length negotiations with thevide that a section 338(h)(10) election for
old target to designate for purchase of agpurchaser. an S corporation target must be made
sets of like kind. This rule would be an One commentator requested clarificajointly by the purchaser and the S corpo-
exception to the requirement intion regarding the calculation and allocaration shareholders. These regulation:
81.338-1(a)(2) that the transaction betion of the purchaser’'s AGUB for a targespecifically require nonselling S corpora-
tween old target and new target must bethat was an S corporation that owned #on shareholders to consent to the elec
taxable transaction, and inconsistent witqualified subchapter S subsidiary (QSub}jon. See §1.338(h)(10)-1T(c)(2). How-
the requirement of section 338(a)(1) thaivhere the QSub status does not continuver, the instructions for the election form
target “shall be treated as having sold adifter the acquisition date and the QSub igorm 8023) do not clearly require the
of its assets at the close of the acquisitiaineated as becoming a separate subsidiargnselling shareholders to sign the elec
date at fair market value . . . .” After con-of new target. Although the regulationgion form. Moreover, the prior regula-
sidering the policy concerns and the ad<equire allocation of the AGUB amongtions were less clear in requiring non-
ministrative difficulties in creating and the target’s assets held at the beginning etlling S corporation shareholders to
administering an exception for sectiorthe day after the acquisition date, thegonsent to the election. Commentator:
1031 exchanges, the IRS and Treasumlso require results consistent with thoskave requested that the IRS recognize th
have not adopted this suggestion. that would occur if the parties had actuvalidity of section 338(h)(10) elections
ally engaged in the transactions deemédadr S corporation targets even if not
to occur because of section 338(h)(10kigned by nonselling shareholders. The
A purchaser may agree to compensatnd taking into account other transactiond®kS will revise Form 8023 to make clear
the sellers of an S corporation target fothat actually occurred or are deemed tthat nonselling S corporation shareholder:
adverse tax consequences resulting fromogcur. See §1.338(h)(10)-1(d)(9). An acmust also sign. The IRS will recognize
section 338(h)(10) election. When morédual sale of the assets of the S corporatidhe validity of otherwise valid elections
than one shareholder in an S corporatiad@arget, including the stock of the QSub, tanade on the current version of the form
sells stock in the same transaction, tha corporation would be treated as a sakven if not signed by the nonselling share:

Like-kind Exchanges
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holders, provided that the S corporatiomstration for comment on their impact ondifficulties associated with the existing

and all of its shareholders (including nonsmall business. reporting requirements by clarifying the
selling shareholders) report the tax conse- rules associated with deemed and actua
quences consistently with the result&inal Regulatory Flexibility Act asset acquisitions.

under section 338(h)(10). See §1.338(Analysis The collections of information require
—1(b). taxpayers to file an election in order to

The preamble to the proposed regula- This analysis is required under the Regreat a stock sale as an asset sale. In adc
tions indicates that the IRS and Treasurglatory.FIeX|b|I|ty Act (5 U.S.C. chapter tion, taxpayers must file a statement re-
were considering requiring that the infor- ). This regulatory action is intended tqyarding the amount of consideration allo-
mation about the allocation of ADSP ancf'mp"fy and clarify the current rules re-cated to each class of assets under th
AGUB currently submitted on the elec- ating to both deemed and actual asset agsidual method. The professional skills
tion form (Form 8023) instead be submitauisitions. The curre.nt ruIe; were devekhat would be necessary to make the elec
ted by the purchaser and seller(s) sep ped over a long period of time and hav@on or allocate the consideration would

rately on their income tax returns. Such 85" repeatedly amended. The IRS ang the same as those required to prepare

change will be effectuated when Form '€asury Dbelieve these final regulationgetyrn for the small business.
ill significantly improve the clarity of

8023 is revised. The information aboul" X . .
ADSP and AGUB will be reported by the rules relating to both deemed and a®rafting Information

each party separately on Form 859442 asset acquisitions. _ The principal author of these regula-
which also will be revised. With respect The major ObJeCtlve of these final regu'tions is Richard Starke, Office of the As-
to a transaction subject to a section 33@tions is to modify the rules for allocat-g,cjate Chief Counsel (Corporate). How-
eleCtion, Form 8594 will be filed with thelng pUrChase price in both deemed and agVer, other personne| from the IRS and
income tax returns of the old and new tartial asset acquisitions.  In addition, thesge4q,ry Department participated exten-
get for the tax periods including thefinal regulations replace the general rUIe§iver in their development.

deemed sale and purchase. Where & electing to treat a stock sale as an asset * % % * %

election under section 338(g) is made fosale.

a controlled foreign corporation (CFC), These collections of information mayAdoption of Amendments to the

the purchaser and seller (or their U.Saffect small businesses if the stock of &egulations

shareholder(s)) will be required to submitorporation which is a small entity is ac- .

separately, on Form 8594, informatiomuired in a qualified stock purchase or if a Accordingly, 26 CFR .parts 1 and 602
about ADSP and AGUB. The Form 8594rade or business which is also a smafl amended as follows:
will be required to be attached to the lagdtusiness is transferred in a taxable tranPART 1—INCOME TAXES

Form 5471 filed by the seller for old tar-action. Form 8023 (on which an election

get, and to the first Form 5471 filed by theo treat a stock sale as an asset sale isParagraph 1. The authority citation for

purchaser for new target. filed) has been submitted to and approve@grt 1 is amended by removing the entries
by the Office of Management and Budgefior Sections 1.338-6T, 1.338-7T,
Special Analyses With respect to Form 8023, the IRS estil.338-10T and 1.1060-1T and by adding

mated that 201 forms would be filed eackntries in numerical order to read in part
It has been determined that these finglear and that each taxpayer would requir@s follows:

regulations are not a significant regula12.98 hours to comply. Form 8594 (on Authority: 26 U.S.C. 7805 * * *
tory action as defined in Executive Ordewhich a sale or acquisition of assets con- Section 1.338-6 also issued under 26
12866. Therefore, a regulatory assesstituting a trade or business is reported).S.C. 337(d), 338, and 1502.
ment is not required. It has been detehas also been submitted to and approvedSection 1.338-7 also issued under 26
mined that a final regulatory flexibility by the Office of Management and BudgetJ.S.C. 337(d), 338, and 1502.
analysis is required for the collection ofWwith respect to Form 8594, the IRS esti- Section 1.338-10 also issued under 2€
information in this Treasury decisionmated that 20,000 forms would be filedJ.S.C. 337(d), 338, and 1502.* * *
under 5 U.S.C. 604. This analysis is setach year and that each taxpayer would Section 1.1060-1 also issued under 26
forth below under the heading “Finalrequire 12.25 hours to comply. These e4J.S.C. 1060.* * *
Regulatory Flexibility Act Analysis.” timates have been made available for pub- Par. 2. In the list below, for each sec-
Pursuant to section 7805(f) of the Interndic comment and no public commentdion indicated in the left column, remove
Revenue Code, these final regulationsave been received. The regulations dbe language in the middle column and
will be submitted to the Chief Counsel fomot impose new requirements on smahdd the language in the right column:
Advocacy of the Small Business Admin-businesses and, in fact, should lessen any



Section

Remove

Add

1.56(g)-1(k)(1), second sentence

of §1.338-6T(b), if otherwise

of 81.338-6(b), if otherwise

1.56(g)-1(k)(1), last sentence

of 81.338-6T(c)(1) and (2) also

of §1.338-6(c)(1) and (2) also

1.197-2(e)(1), second sentence

See §1.1060-1T(b)(2)

See §1.1060-1(b)(2)

1.197-2(k) Example 6
paragraph (i), last sentence

See §1.338-6T(b)

See §1.338-6(b)

1.197-2(k) Example 6
paragraph (ii), second sentence

Under 881.1060-1T(c)(2)
and 1.338-6T(c)(1),

Under §81.1060-1(c)(2) and
1.338-6(c)(1)

1.197-2(k) Example 6 paragraph
(i), last sentence

See §81.1060-1T(c)(2)
and 1.338-6T(b)

See §81.1060-1(c)(2)
and 1.338-6(b)

1.197-2(k) Example 23
paragraph (iv), first sentence

(as these terms are
defined in §1.338-1(c)(13))

(as these terms are
defined in §1.338-2(c)(17))

1.338-8(h)(1), last sentence

nomenclature of §1.338-1(b)
and (c) and

nomenclature of §1.338-2(b)
and (c) and

1.338-9(a), penultimate sentence

provided in §1.338-1(c)(14),

provided in §1.338-2(c)(18),

1.338-9(b)(1), first sentence

the deemed sale gain, as defined
in §1.338-3(b)(4),

the deemed sale tax conseque
defined in §1.338-2(c)(7),

nce

1.338-9(b)(1), last sentence

the deemed sale gain.

the deemed sale tax consequen

Ces

1.338-9(b)(3)(i)(B)

under §1.338(b)-1(e)(2).

under §1.338-5(d).

1.338-9(b)(3)(ii)

reflect deemed sale gain)

reflect deemed sale tax conseque

nce

1.338-9(b)(4)

under 8§1.338(b)-1(e)(2),

under §1.338-5(d),

1.338-9(f)(2) Example 1
paragraph (a), last sentence

and §1.338(b)-1(e)(2).

and §1.338-5(d).

1.368-1(a), third sentence

(k) and 1.338-3T(c)(3).

(k) and 1.338-3(d).

1.368-1(e)(6)Example 4
paragraph (i), last sentence

see 81.338-3T(c)(3) (which

see 8§1.338-3(d) (which

1.597-2(d)(5)(iii)(B)

(see §1.338-7T)

(see 81.338-7)

1.597-5(c)(3)(i)

under 8§1.338-6T(b), (c)(1) and (2).

under §1.338-6(b), (c)(1) and (2).

1.597-5(d)(2)(i)

under 8§1.338-6T(b), (c)(1) and (2).

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

1.921-1T(b)(1), A-1, immediately
preceding the penultimate sentenge

and §1.338-2T(d).

and §1.338-2(d).

1.1031(d)-1T last sentence

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

see 81.1060-1(b), (c),
and (d)Example 1.

1.1031()—-1(b)(2)(iii),
penultimate sentence

in 81.338-6T(b), to which referenge
is made by §1.1060-1T(c)(2).

in 81.338-6(b), to which reference
made by §1.1060-1(c)(2).

1.1361-4(d)Example 3
third sentence

Under section 338(a) and
§1.338(h)(10)-1T(d)(3)

Under section 338(a) and
§1.338(h)(10)-1(d)(3)

1.1502-75(K)

See §1.338(h)(10)-1T(d)(7) for

See §1.338(h)(10)-1(d)(7) for

1.1502-76(b)(1)(ii)(A)D),
last sentence

See §1.338-10T(a)(5) (deemed

See §1.338-10(a)(5) (deemed

S



Par. 3. Sections 1.338-0 througliii) Qualifying foreign target.
1.338-7 are added to read as follows: (iv) Triggering event.
(V) Subject to United States tax.
(2) Acquisition period.
This section lists the captions containe€B) Statement of section 338 may be file
in the regulations under section 338 as by United States shareholders in cefy) scope.

follows: tain cases. (b) Determination of ADSP.

(4) Notice requirement for U.S. Persong1) General rule.

. holding stock in foreign target. (2) Time and amount of ADSP.

(i) General rule. (i) Original determination.

(ii) Limitation. (i) Redetermination of ADSP.

(iii) Form of notice. (iii) Example.

(iv) Timing of notice. (c) Grossed-ummount realized on the
(v) Consequence of failure to comply. sale to the purchasing corporation of
(vi) Good faith effort to comply. the purchasing corporation’s recently
purchased target stock.

(5) Example.

81.338-4 Aggregate deemed sale price;
various aspects of taxation of the deemed
gsset sale.

§1.338-0 Outline of topics.

§1.338-1 General principles; status of
old target and new target.

(a) In general.

(1) Deemed transaction.

(2) Application of other rules of law.

(3) Overview.

(b) Treatment of target under other provi

sions of the Internal Revenue Code. g1 338-3 Qualification for the section

(1) General rule for subtitle A.
(2) Exceptions for subtitle A.

(3) General rule for other provisions of(a) Scope.

the Internal Revenue Code.
(c) Anti-abuse rule.
(1) In general.
(2) Examples.

(1) Determination of amount.
(2) Example.
(d) Liabilities of old target.
(b) Rules relating to qualified stock pur<1) In general.
chases. (2) Time and amount of liabilities.

(1) Purchasing corporation requirement. (¢) Deemed sale tax consequences.
(2) Purchase. (f) Other rules apply in determining

338 election.

ADSP.

(d) Next day rule for post-closing transac{3) Acquisitions of stock from related

tions. corporations.
(i) In general. (h) Deemed sale of target affiliate stock.

(i) Time for testing relationship. (1) Scope.

(g) Examples.

81.338—-2 Nomenclature and definitions;
mechanics of the 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.

(6) Deemed asset sale.

(7) Deemed sale tax consequences.

(8) Deemed sale return.

(9) Domestic corporation.

(10) Old target’s final return.

(11) Purchasing corporation.
(12) Qualified stock purchase.
(13) Related persons.

(14) Section 338 election.

(15) Section 338(h)(10) election.
(16) Selling group.

(17) Target; old target; new target.
(18) Target affiliate.

(19) 12-month acquisition period.

(d) Time and manner of making election.

(iii) Cases where section 338(h)(3)(C§2) In general.
applies—acquisitions treated ag3) Deemed sale of foreign target affiliate

purchases. by a domestic target.
(iv) Examples. (4) Deemed sale producing effectively

(4) Acquisition date for tiered targets. connected income.
(i) Stock sold in deemed asset sale. (5) Deemed sale of insurance company
(i) Examples. target affiliate electing under section

(5) Effect of redemptions. 953(d).

(i) General rule. (6) Deemed sale of DISC target affiliate.

(i) Redemptions from persons unrelated?) Anti-stuffing rule.
to the purchasing corporation. (8) Examples.

(i) Redemptions from the purchasing§
corporation or related persons during
12-month acquisition period. (a) Scope.

(A) General rule. (b) Determination of AGUB.

(B) Exception for certain redemptions(1) General rule.
from related corporations. (2) Time and amount of AGUB.

(iv) Examples. (i) Original determination.

(c) Effect of post-acquisition events on el{ii) Redetermination of AGUB.

igibility for section 338 election. (iii) Examples.

(1) Post-acquisition elimination of tar-(c) Grossed-up basis of recently pur-

get. chased stock.

(2) Post-acquisition elimination of the(d) Basis of nonrecently purchased stock;
purchasing corporation. gain recognition election.

1.338-5 Adjusted grossed-up basis.

(e) Special rules for foreign corporationgd) Consequences of post-acquisitioiil) No gain recognition election.

or DISCs.

(1) Elections by certain foreign purchas-

ing corporations.
(i) General rule.

(i) Qualifying foreign purchasing corpo- (3) Control requirement.

ration.

elimination of target where section(2) Procedure for making gain recogni-

338 election not made. tion election.
(1) Scope. (3) Effect of gain recognition election.
(2) Continuity of interest. (i) In general.

(i) Basis amount.
(4) Solely for voting stock requirement. (iii) Losses not recognized.



(iv) Stock subject to election. (2) Procedure for transactions in whickg) Extension of consistency if dividends

(e) Liabilities of new target. section 338(h)(10) is not elected. qualifying for 100 percent dividends
(1) In general. () Deemed sale tax consequences in- received deduction are paid.
(2) Time and amount of liabilities. cluded in new target’s return. (1) General rule for direct acquisitions
(3) Interaction with deemed sale tax coni) Carryovers and carrybacks. from target.

sequences. (A) Loss carryovers to new target taxablé2) Other direct acquisitions having same
(f) Adjustments by the Internal Revenue vyears. effect.

Service. (B) Loss carrybacks to taxable years of3) Indirect acquisitions.
(9) Examples. old target. (4) Examples.

) (C) Credit carryovers and carrybacks.  (h) Consistency for target affiliates that
81.338-6 Allocation of ADSP and AGUB 3) procedure for transactions in which  are controlled foreign corporations.

among target assets. section 338(h)(10) is elected. (1) In general.

(a) Scope. (d) Special rules for AGUB. (2) Income or gain resulting from asset

(1) In general. (1) Effect of disposition or depreciation of  dispositions.

(2) Fair market value. acquisition date assets. (i) General rule.

(i) In general. (2) Section 38 property. (i) Basis of controlled foreign corpora-

(ii) Transaction costs. (e) Examples. (___)tgn stock. I

i) Internal Revenue Service authority. . i) Operating rule.
gb)) Internal rlieefor aﬁ:catir?g ADSP )z:md§1'338_8 Asset and stock consistency. () increase in asset or stock basis.
AGUB. (a) Introduction. (3) Stock issued py target aff|I.|ate that is a
(1) Reduction in the amount of considera¢1) Overview. controlled foreign corporation.
tion for Class | assets. (2) General application. (4) Certain distributions.
(2) Other assets. (3) Extension of the general rules. (i) General rule. _
(i) In general. (4) Application where certain dividends(i)) Basis of controlled foreign corpora-
(i) Class Il assets. are paid. __tion stock. _
(iii) Class Il assets. (5) Application to foreign target affiliates, (i) Increase in asset or stock basis.
(iv) Class IV assets. (6) Stock consistency. (5) Examples.
(v) Class V assets. (b) Consistency for direct acquisitions. (1) [Reserved]
(vi) Class VI assets. (1) General rule. (i) Anti-avoidance rules. .
(vii) Class VIl assets. (2) Section 338(h)(10) elections. Q) Exten_s_|on of consistency period.
(3) Other items designated by the Interna(l;;) Gain from (ﬂsposition reflected in (2) Qualified StOCk pur_chase and 12-
Revenue Service. basis of target stock. month acquisition period.
(c) Certain limitations and other rules for1) General rule. (3) Acquisitions by conduits.
allocation to an asset. (2) Gain not reflected if section 338 elec(!) Asset ownership.
(1) Allocation not to exceed fair market  tion made for target. (A) General rule. _
value. (3) Gain reflected by reason of distribu{B) Application of carryover basis rule.
(2) Allocation subject to other rules. tions. (ii) Stock acquisitions.
(3) Special rule for allocating AGUB (4) Controlled foreign corporations. (A) Purchase by conduit. _
when purchasing corporation has norys) Gain recognized outside the consoli(B) Purchase of conduit by corporation.
recently purchased stock. dated group. ©) Purch'c_lse of conduit by conduit.
(i) Scope. (d) Basis of acquired assets. (4) Conduit.
(i) Determination of hypothetical pur-(1) Carryover basis rule. (5) Existence of arrangement.
chase price. (2) Exceptions to carryover basis rule foF_G) Predecessor and successor.
(iii) Allocation of AGUB. certain assets. (i) Persons.
(4) Liabilities taken into account in deter{3) Exception to carryover basis rule foflil) ASsets.
mining amount realized on subsequent  ge minimisassets. (7) Examples.
(d) gigf:;f; ' ES') leg'rtllg?;c;?";ule. §1.3.38—9 International aspects of
A ’ section 338.

§1.338-7 Allocation of redetermined (1)) Time for transfer.

ADSP and AGUB among target assets. (€) Examples. (@) Scope. _ _
(1) In general. (b) Application of section 338 to foreign

(a) Scope. (2) Direct acquisitions. targets.

(b) Allocation of redetermined ADSP and(f) Extension of consistency to indirect(1) In general.

AGUB. acquisitions. (2) Ownership of FT stock on the acquisi-

(c) Special rules for ADSP. (1) Introduction. tion date.

(1) Increases or decreases in deemed séf General rule. (3) Carryover FT stock.
tax consequences taxable notwith¢(3) Basis of acquired assets. (i) Definition.

standing old target ceases to exist. (4) Examples. (i) Carryover of earnings and profits.



(i) Cap on carryover of earnings and tion’s consolidated return. (a) In general—(1) Deemed transac-

profits. (4) Examples. tion. Elections are available under sec-
(iv) Post-acquisition date distribution of tion 338 when a purchasing corporation
old FT earnings and profits. §1.338(h)(10)-1 Deemed asset sale and,cqires the stock of another corporation
(v) Old FT earnings and profits unaf-iquidation. (the target) in a qualified stock purchase.
fected by post-acquisition date(a) Scope. One type of election, under section
deficits. (b) Definitions. 338(g), is available to the purchasing cor-
(vi) Character of FT stock as carryoveyy) consolidated target. poration. Another type of election, under
FT stock eliminated upon disposition.(z) Selling consolidated group. section 338(h)(10), is, in more limited cir-
(4) Passive foreign investment companys) selling affiliate; affiliated target. cums_tances, avqilable jointly to the pur-
stock. (4) S corporation target. chasing corporation and the sellers of the
(c) Dividend treatment under section 1248(ez5) S corporation shareholders. stock. (Rules_ concerning eligib_ility fo_r
(d) Allocation of foreign taxes. (6) Liquidation. these elections are contained in
(e) Operation of section 338(h)(16). [Re{c) Section 338(h)(10) election. §81.338-2, 1.338-3, and 1.338(h)(10)-1.)
served] (1) In general. Although target is a single corporation
(f) Examples. (2) Simultaneous joint election requirement, UNder corporate law, if a section 338 elec-

o tion is made, then two separate corpora-
. 3) Irrevocability. ’
§1.338-10 Filing of returns. ) y tions, old target and new target, generally

(4) Effect of invalid election. idered t it f ‘
Ret including tax liability f d) Certain consequences of sectiof'® cONsidered to exist for purposes o
(a)Returns including tax liability from (d) a subtitle A of the Internal Revenue Code.

) 338(h)(10) election. s )
1) cllszrgsgrzlsset sale (1) P. (M(10) Old target is treated as transferring all of
(2) Old target's final taxable year other{2) New T. its assets to an unrelated person in

wise included in consolidated return(3) Old T—deemed sale. exchange for consideration that includes
the discharge of its liabilities (see

of selling group. (@) In general. -
0 General?uglje. p (il Tiered targets., §1.1001_—_2(a)), an_d new target is treatec
(i) Separate taxable year. (4) Old T and selling consolidated grouplas acquiring a_II of its assets from an unre-
(iii) Carryover and carryback of tax attrib- ~ selling affiliate, or S corporation 'at€d person in exchange for considera,
utes. shareholders—deemed quuidationt'on that includes the assumption of those

liabilities. (Such transaction is, without
regard to its characterization for Federal
income tax purposes, referred to as the

(iv) Old target is a component member of ~ tax characterization.
purchasing corporation’s controlled(i) In general.

group. (i) Tiered targets. d d tsale and the | .
(3) Old target is an S corporation. (5) Selling consolidated group, selling af>¢€Me assi saef an o edlncomz axlco[
(4) Combined deemed sale return. filiate, or S corporation shareholders, S€duUences thereot as the deemed sale ta
(i) General rule. (i) In general. cons_equ_ences.) If a section 338(h)(10)
(i) Gain and loss offsets. (i) Basis and holding period of T stockle_leggo? |fs Irlnao_le, ?rl]d :jarget 'Z deentwedlto
(iii) Procedure for filing a combined return. ot acquired. Iquidate foflowing the deemed asset sale.
(iv) Consequences of filing a combinediii) T stock sale. (2) Application of other rules of law

return. (6) Nonselling minority shareholdersOther rules of law apply to determine the
(5) Deemed sale excluded from purchas- other than nonselling S corporatiortax consequences to the parties as if the

ing corporation’s consolidated return. shareholders. had actually engaged in the transactions
(6) Due date for old target's final return. (@) In general. deemed to occur under section 338 anc
(i) General rule. (ii) T stock sale. the regulations thereunder except to the
(i) Application of §1.1502—76(c). (iii) T stock not acquired. extent otherwise provided in those regula-
(A) In general. (7) Consolidated return of selling consolitions. See also §1.338-6(c)(2). Other
(B) Deemed extension. dated group. r_ules of law may characterize the transac-
(C) Erroneous filing of deemed sale re(8) Availability of the section 453 install- tion as something other than or in addition

turn. ment method. to a sale and purchase of assets; howeve
(D) Erroneous filing of return for regular(i) In deemed asset sale. the transaction between old a!’ld new tar-

tax year. (i) In deemed liquidation. get must be a ta.xable transaction. For ex
(E) Last date for payment of tax. (9) Treatment consistent with an actuaample,. if target is an insurance company
(7) Examples. asset sale. for which a section 338 election is made,
(b) Waiver. (e) Examples. the deemed asset sale would be characte
(1) Certain additions to tax. (f) Inapplicability of provisions. ized and taxe_d as an assumption-reinsur-
(2) Notification. (9) Required information. ance transaction under applicable Federa
(3) Elections or other actions required 1 33g() 1 Effective dates. Income tax I.aW' See. §T1.'817_4(d)' |

be specified on a timely filed return. (3) Overview Definitions and special
() In general. 81.338-1 General principles; status of nomenclature and rules for making the

(i) New target in purchasing corpora-old target and new target. section 338 election are provided in



81.338-2. Qualification for the sectionbenefit funds (sections 419, 419A purposes of applying the residual methoc
338 election is addressed in §81.338-%12(a)(3), and 4976), and voluntary emas provided for under the regulations
The amount for which old target is treateghloyee benefit associations (sectiomnder sections 338 and 1060. The Com
as selling all of its assets (the aggregat&01(c)(9) and the regulations thereunder)nissioner is authorized to treat any prop-
deemed sale price, or ADSP) is addressed(ii) Sections 1311 through 1314 (relaterty (including cash) transferred by old
in §1.338-4. The amount for which newing to the mitigation of the effect of limi- target in connection with the transactions
target is deemed to have purchased all itations), if a section 338(h)(10) election isesulting in the application of the residual

assets (the adjusted grossed-up basis, it made for target; method (and not held by target at the clos
AGUB) is addressed in 81.338-5. Sec- (iii) Section 108(e)(5) (relating to theof the acquisition date) as, nonetheless
tion 1.338-6 addresses allocation both a&duction of purchase money debt); property of target at the close of the acqui

ADSP among the assets old target is (iv) Section 45A (relating to the Indiansition date if the property so transferred is,
deemed to have sold and of AGUB amongmployment Credit), section 51 (relatingvithin 24 months after the deemed asse
the assets new target is deemed to haue the Work Opportunity Credit), sectionsale, owned by new target, or is owned, di
purchased. Section 1.338-7 addresses BltA (relating to the Welfare to Work rectly or indirectly, by a member of the af-
location of ADSP or AGUB when thoseCredit), and section 1396 (relating to théiliated group of which new target is a
amounts subsequently change. Asset afinpowerment Zone Act); member and continues after the acquisi
stock consistency are addressed in (v) Sections 401(h) and 420 (relating tdion date to be held or used primarily in
§1.338-8. International aspects of sectiamedical benefits for retirees); connection with one or more of the activi-
338 are covered in 81.338-9. Rules for (vi) Section 414 (relating to definitionsties of new target. In addition, the Com-
the filing of returns are provided inand special rules); and missioner is authorized to treat any prop-
§1.338-10. Eligibility for and treatment (vii) Any other provision designated inerty (including cash) transferred to old
of section 338(h)(10) elections is adthe Internal Revenue Bulletin by thetarget in connection with the transactions
dressed in §1.338(h)(10)-1. Internal Revenue Service. Sedesulting in the application of the residual
(b) Treatment of target under other pro-§601.601(d)(2)(ii) of this chapter. Seemethod (and held by target at the close o
visions of the Internal Revenue Cedll) for example, §1.1001-3(e)(4)(i)(F) pro-the acquisition date) as, nonetheless, nc
General rule for subtitle A Except as viding that an election under section 33®eing property of target at the close of the
provided in this section, new target isloes not result in the substitution of a newcquisition date if the property so trans-
treated as a new corporation that is unrembligor on target’s debt. ferred is, within 24 months after the
lated to old target for purposes of subtitle (3) General rule for other provisions of deemed asset sale, not owned by new ta
Aof the Internal Revenue Code. Thus—the Internal Revenue Cad&xcept as pro- get but owned, directly or indirectly, by a
(i) New target is not considered relatedided in the regulations under section 33g1ember of the affiliated group of which
to old target for purposes of section 168r in the Internal Revenue Bulletin by thehew target is a member, or owned by newv
and may make new elections under se¢nternal Revenue Service (sedarget but held or used primarily in con-
tion 168 without taking into account the§601.601(d)(2)(ii) of this chapter), newnection with an activity conducted, di-
elections made by old target; and target is treated as a continuation of old tafectly or indirectly, by another member of
(ii) New target may adopt, without ob-get for purposes other than subtitle A of théhe affiliated group of which new target is
taining prior approval from the Commis-Internal Revenue Code. For example— & member in combination with other prop-
sioner, any taxable year that meets the re- (i) New target is liable for old target's €rty retained by or acquired, directly or in-
quirements of section 441 and anyederal income tax liabilities, includingdirectly, from the transferor of the prop-
method of accounting that meets the rethe tax liability for the deemed sale taerty (or a member of the same affiliated
quirements of section 446. Notwithstandeonsequences and those tax liabilities @foup) to old target. For purposes of this
ing §1.441-1T(b)(2), a new target mayhe other members of any consolidateBaragraph (c)(1), an interest in an entity i
adopt a taxable year on or before the lagtoup that included old target that are aconsidered held or used in connectior
day for making the election under sectiofiributable to taxable years in which thos&ith an activity if property of the entity is
338 by filing its first return for the desiredcorporations and old target joined irs0 held or used. The authority of the

taxable year on or before that date. the same consolidated return (se€ommissioner under this paragraph (c)(1

(2) Exceptions for subtitle ANew tar- §1.1502—6(a)); includes the making of any appropriate
get and old target are treated as the same(ii) Wages earned by the employees dforrelative adjustments (avoiding, to the
corporation for purposes of— old target are considered wages earned Bytent possible, the duplication or omis-

(i) The rules applicable to employeesuch employees from new target for purSion of any item of income, gain, loss, de-
benefit plans (including those plans deposes of sections 3101 and 3111 (Feder@yction, or basis).
scribed in sections 79, 104, 105, 106, 12%)surance Contributions Act) and section (2) Examples The following examples
127, 129, 132, 137, and 220), qualifie®301 (Federal Unemployment Tax Act)illustrate this paragraph (c):
pension, profit-sharing, stock bonus anend Example 1 Prior to a qualified stock purchase
annuity plans (sections 401(a) and (iii) Old target and new target must usénder section 338, target transfers one of its assets
403(a)), simplified employee pensionghe same employer identification numberSurri's;‘zgspfr:;y'ta:ghe‘i Et‘g;:'an'gga;%rppol:f‘ct;g‘séze{r
(section 408(k)), tax qualified stock op- (c) Anti-abuse rule—(1) In general {ansferred asset from the related party. After its

tion plans (sections 422 and 423), welfar&he rules of this paragraph (c) apply fopurchase of target, the purchasing corporation ant



target are members of the same affiliated group. #ng. OId T refers to T for periods endingat the beginning of the day after the acqui-
section 338 election is made. Under an arrangemegh or hefore the close of T's acquisitiorsition date (but see §1.338-1(d) (regard-

with the purchaser, the separately transferred asse . . . e
purena para’ely ferred assef{ate: new T refers to T for subsequent peng certain transactions on the acquisition
used primarily in connection with target’s activities

Applying the anti-abuse rule of this paragraph (c)f'OdS- ) ) ) date))- - N
the Commissioner may consider target to own the (2) P is the purchasing corporation. (3) Affiliated group The termaffili-
transferred asset for purposes of applying the resid- (3) The P group is an affiliated group ofated grouphas the same meaning as in
ual method under section 338. which P is a member. section 338(h)(5). Corporations are affili-

_ Example 2 T owns allthe stock of TL. T1leases — yy by 'po etc. are domestic corporated on any day they are members of the
intellectual property to T, which T uses in connec-

tion with its own activities. P, a purchasing CorlDorations that are members of the P group. same affiliated group.

tion, wishes to buy the T-T1 chain of corporations. (5) T1, T2, etc., are domestic corpora- (4) Common parentThe terncommon

P, in connection with its planned purchase of the fions that are target affiliates of T. Thes@arenthas the same meaning as in sectior
stock, contracts to consummate a purchase of all t%rporations (Tl T2 etc.) have only ond 504.

stock of T1 on March 1 and of all the stock of T on . . . .
March 2. Section 338 elections are thereafter maacelass of stock outstanding and may also (5) Consistency periad The consis-

for both T and T1. Immediately after the purchased)€ targets. tency periodis the period described in
P, T and T1 are members of the same affiliated (6) S is @ domestic corporation (unresection 338(h)(4)(A) unless extended pur-
group. T continues to lease the intellectual propertjated to P and B) that owns T prior to thesuant to §1.338-8(j)(1).
from T1 and that is the primary use of the intellec;rchase of T by P. (S is referred to in (6) Deemed asset saleThe deemed
:zigjggig'nih‘zsézz izgsogktrhtiEesgiﬂ(”’ﬁ\g}sases in which it is appropriate to conasset salds the transaction described in
stock purchase of the T stock, T1's own assets aider the effects of having all of the out§1.338-1(a)(1) that is deemed to occur
used after the deemed asset sale in connection witanding stock of T owned by a domestifor purposes of subtitle A of the Internal
T's own activities, and the T1 stock is after thecorporation.) Revenue Code if a section 338 election is
deemed asset sale owned by P, a member of the(7) A g U.S. citizen or resident, is armade.
ZE';Z?:!'?ES_E&TS’E ?ljl\évrgfc?hiz'Z;;;f;)ﬁe{é)p‘tmndividual (unrelated to P and B) who (7) Deemed sale tax consequences.
Commissioner may, for purposes of appncatio’n oPwns T prior to the purchase of T by PDeemed sale tax consequencefers to,
the residual method under section 338 both to T arfd iS referred to in cases in which it is apin the aggregate, the Federal income tax
to T1, consider P to have bought only the stock of Tpropriate to consider the effects of havingonsequences (generally, the income,
with T at the time of the qualified stock purchases of| of the outstanding stock of T owned bygain, deduction, and loss) of the deemed
Eg::thfilggeIeld(tgj tﬂiagli%ztg Cskar:;uLcnh;esre s(gczc],%n individual who is a U.S. citizen or resi-asset sale. Deemed sale tax consequenc
338 of T's assets) owning T1. The Commissionef€nt. Ownership of T by Aand ownershipalso refers to the Federal income tax con-
accordingly would allocate consideration to T's asOf T by S are mutually exclusive circum-sequences of the transfer of a particular
sets as though the T1 stock were one of those assgtances.) asset in the deemed asset sale.
and then allocate consideration within T1 based on (8) B g U.S. citizen or resident, is an (8) Deemed sale return The deemed
the Zmoum anogated o tlhe ? stock at thei Tlevel i dividual (unrelated to T, S, and A) whosale returnis the return on which target's
(d) N?Xt e}y ruie for pOSt'C.OS'fngowns the stock of P. deemed sale tax consequences are re
tr?]nsr?ctlonsl ! a targzt corporatlon or (9) F, used as a prefix with the other termgorted that does not include any other
which an e eCt'.On under sgcnon 3.38 'En this paragraph (b), connotes foreignitems of target. Target files a deemed sale
ma(_:ie engages in a trapsactlon outside t her than domestic, status. For examplesturn when a section 338 election (but
ordinary course of business on the acquj=

sition date after the event resulting in thé:T is a foreign corporation (as defined imot a section 338(h)(10) election) is filed

qualified stock purchase of the target or
higher tier corporation, the target and al

ection 7701(a)(5)) and FA is an individuafor target and target is a member of a sell-
her than a U.S. citizen or resident. ing group (defined in paragraph (c)(16) of
. (10) CFC, used as a prefix with thehis section) that files a consolidated re-
persons relatt_aq thereto (either before Yther terms in this paragraph (b) referringurn for the period that includes the acqui-
after_ the qualified stoc_k purchase) undetro a corporation, connotes a controlledition date. See §1.338-10. If targetis ar
section 267_(b) or section 707. must tre%reign corporation (as defined in sectior§ corporation for the period that ends on
the transaction for ".jl” Federal income ta 7, taking into account section 953(c))the day before the acquisition date and &
purposes as occurring at the.beglnmng corporation identified with the prefix F section 338 election (but not a section
the day following the transaction and aﬂanay be a controlled foreign corporation338(h)(10) election) is filed for target, see
the deemed purchase by new target. (The prefix CFC is used when the corpo81.338-10(a)(3).
§1.338—2 Nomenclature and definitions: fation’s status as a controlled foreign cor- (9) Domestic corporation.A domestic
mechanics of the section 338 election. Poration is significant.) corporationis a corporation—
(c) Definitions For purposes of the (i) That is domestic within the meaning

(@) Scope This section prescribes rulesegulations under section 338 (except asf section 7701(a)(4) or that is treated as
relating to elections under section 338. otherwise provided) domestic for purposes of subtitle A of the

(b) Nomenclature For purposes of the (1) Acquisition date The termacquisi- Internal Revenue Code (e.g., to which an
regulations under section 338 (except agon datehas the same meaning as in se@lection under section 953(d) or 1504(d)
otherwise provided): tion 338(h)(2). applies); and

(1) T is a domestic target corporation (2) Acquisition date asseté\cquisition (i) That is not a DISC, a corporation
that has only one class of stock outstandtate assetare the assets of the target heldescribed in section 1248(e), or a corpo-



ration to which an election under sectiomommon parent on the acquisition date. States tax during such period because of
936 applies. (17) Target; old target; new target. section 338 election). A target affiliate is
(10) Old target's final return. Old tar- Targetis the target corporation as definedaken into account for purposes of the pre
get’s final returnis the income tax return in section 338(d)(2).0ld targetrefers to ceding sentence only if, during target’s
of old target for the taxable year ending agrget for periods ending on or before th&2-month acquisition period, it is or be-
the close of the acquisition date that inelose of target’s acquisition datdNew comes a member of the affiliated group
cludes the deemed sale tax consequencemgetrefers to target for subsequent perithat includes the purchasing corporation.
However, if a deemed sale return is fileads. (iv) Triggering event A triggering
for old target, the deemed sale return is (18) Target affiliate The termtarget eventoccurs in the taxable year of the
considered old target’s final return. affiliate has the same meaning as in sectualifying foreign purchasing corporation
(11) Purchasing corporation The term tion 338(h)(6) (applied without sectionin which either that corporation or any
purchasing corporatiorhas the same 338(h)(6)(B)(i)). Thus, a corporation de-corporation in its affiliated group be-
meaning as in section 338(d)(1). The puiscribed in section 338(h)(6)(B)(i) is con-comes subject to United States tax.
chasing corporation may also be referresidered a target affiliate for all purposes (v) Subject to United States taxror
to as purchaser. Unless otherwise praf section 338. If a target affiliate is acpurposes of this paragraph (e)(1), a for-
vided, any reference to the purchasinguired in a qualified stock purchase, it i®ign corporation is considered subject tc
corporation is a reference to all memberalso a target. United States tax—
of the affiliated group of which the pur- (19) 12-month acquisition periodThe (A) For the taxable year for which that
chasing corporation is a member. Se&2-month acquisition perioi$ the period corporation is required under
sections 338(h)(5) and (8). Also, unlesdescribed in section 338(h)(1), unless ex1.6012—-2(g) (other than §1.6012-2(qg)
otherwise provided, any reference to theended pursuant to §1.338-8(j)(2). (2)(1))(B)(2)) to file a United States in-
purchasing corporation is, with respect to (d) Time and manner of making eleceome tax return; or
a deemed purchase of stock under sectition. The purchasing corporation makes a (B) For the period during which that
338(a)(2), a reference to new target witkection 338 election for target by filing acorporation is a controlled foreign corpo-
respect to its own deemed purchase atatement of section 338 election on Formation, a passive foreign investment com-
stock in another target. 8023 in accordance with the instructiongany for which an election under section
(12) Qualified stock purchase The to the form. The section 338 electiorl295 is in effect, a foreign investment
term qualified stock purchashas the must be made not later than the 15th dagompany, or a foreign corporation the
same meaning as in section 338(d)(3). of the 9th month beginning after thestock ownership of which is described in
(13) Related personsTwo persons are month in which the acquisition date ocsection 552(a)(2).
related if stock in a corporation owned byurs. A section 338 election is irrevoca- (2) Acquisition period For purposes of
one of the persons would be attributetile. See §1.338(h)(10)-1(c)(2) for secthis paragraph (e), the teratquisition
under section 318(a) (other than sectiotion 338(h)(10) elections. periodmeans the period beginning on the
318(a)(4)) to the other. (e) Special rules for foreign corpora- first day of the 12-month acquisition pe-
(14) Section 338 election A section tions or DISCs—(1) Elections by certain riod and ending on the acquisition date.
338 electionis an election to apply sec-foreign purchasing corporations (i) (3) Statement of section 338 election
tion 338(a) to target. A section 338 elecGeneral rule A qualifying foreign pur- may be filed by United States sharehold:
tion is made by filing a statement of secehasing corporation is not required to fileers in certain cases The United States
tion 338 election pursuant to paragraph statement of section 338 election for ahareholders (as defined in section
(d) of this section. The form on whichqualifying foreign target before the earliei951(b)) of a foreign purchasing corpora-
this statement is filed is referred to in thef 3 years after the acquisition date antion that is a controlled foreign corpora-
regulations under section 338 as the Forthe 180th day after the close of the pution (as defined in section 957 (taking into
8023, ‘Elections Under Section 338 forchasing corporation’s taxable year withiraccount section 953(c))) may file a state-
Corporations Making Qualified Stockwhich a triggering event occurs. ment of section 338 election on behalf of
Purchases (i) Qualifying foreign purchasing cor- the purchasing corporation if the purchas:
(15) Section 338(h)(10) electionA poration A purchasing corporation is aing corporation is not required under
section 338(h)(10) electiois an election qualifying foreign purchasing corpora- §1.6012-2(g) (other than §1.6012-2(g)
to apply section 338(h)(10) to target. Aion only if, during the acquisition period (2)(i)(B)(2)) to file a United States in-
section 338(h)(10) election is made byf a qualifying foreign target, all the cor-come tax return for its taxable year that
making a joint election for target undeiporations in the purchasing corporation'sncludes the acquisition date. Form 802
§1.338(h)(10)-1 on Form 8023. affiliated group are foreign corporationsmust be filed as described in the form anc
(16) Selling group Theselling group that are not subject to United States tax. its instructions and also must be attache
is the affiliated group (as defined in sec- (iii) Qualifying foreign target.A target to the Form 5471,Ihformation Return of
tion 1504) eligible to file a consolidatedis aqualifying foreign targeonly if target U.S. Persons With Respect To Certair
return that includes target for the taxabland its target affiliates are foreign corpoForeign Corporationg filed with respect
period in which the acquisition date ocrations that, during target's acquisition peto the purchasing corporation by each
curs. However, a selling group is not amiod, are not subject to United States takinited States shareholder for the purchas
affiliated group of which target is the(and will not become subject to Unitedng corporation’s taxable year that in-



cludes the acquisition date (or, if para- THIS DOCUMENT SERVES AS (a) Scope This section provides rules
graph (e)(1)(i) of this section applies to NOTICE OF AN ELECTION on whether certain acquisitions of stock
the election, for the purchasing corpora- UNDER SECTION 338 FOR THE are qualified stock purchases and on othe
tion’s taxable year within which it be- ABOVE CITED FOREIGN TAR- miscellaneous issues under section 338.
comes a controlled foreign corporation). GET THE STOCK OF WHICH YOU (b) Rules relating to qualified stock pur-
The provisions of 81.964-1(c) (including EITHER HELD OR SOLD UNDER chases—(1) Purchasing corporation re-
81.964-1(c)(7)) do not apply to an elec- THE CIRCUMSTANCES DE- quirement An individual cannot make a
tion made by the United States sharehold- SCRIBED IN TREASURY REGU-  qualified stock purchase of target. Section
ers LATIONS SECTION 1.338-2(e)(4). 338(d)(3) requires, as a condition of a qual-

(4) Notice requirement for U.S. persons FOR POSSIBLE UNITED STATES ified stock purchase, that a corporation pur-
holding stock in foreign target(i) Gen- FEDERAL INCOME TAX CONSE- chase the stock of target. If an individual
eral rule. If a target subject to a section QUENCES UNDER SECTION 551, forms a corporation (new P) to acquire tar-
338 election was a controlled foreign cor- 951, 1248, OR 1293 OF THE INTER- get stock, new P can make a qualified stock
poration, a passive foreign investment NAL REVENUE CODE OF 1986 purchase of target if new P is considered for
company, or a foreign personal holding THAT MAY APPLY TO YOU, SEE tax purposes to purchase the target stock
company at any time during the portion of TREASURY REGULATIONS SEC-  Facts that may indicate that new P does no
its taxable year that ends on its acquisition TION 1.338-9(b). YOU MAY BE  purchase the target stock include new P’s
date, the purchasing corporation must de- REQUIRED TO ATTACH THE IN- merging downstream into target, liquidat-
liver written notice of the election (and a FORMATION ATTACHED TO THIS ing, or otherwise disposing of the target
copy of Form 8023, its attachments and NOTICE TO CERTAIN RETURNS. stock following the purported qualified
instructions) to— (iv) Timing of notice The notice re- stock purchase.

(A) Each U.S. person (other than auired by this paragraph (e)(4) must be (2) Purchase The termpurchasehas
member of the affiliated group of whichdelivered to the U.S. person on or beforthe same meaning as in section 338(h)(3)
the purchasing corporation is a membehe later of the 120th day after the acquisBtock in a target (or target affiliate) may
(the purchasing group member)) that, otion date of the particular target or the dape considered purchased if, under genera
the acquisition date of the foreign targetpn which Form 8023 is filed. The noticeprinciples of tax law, the purchasing cor-
holds stock in the foreign target; and is considered delivered on the date it iporation is considered to own stock of the

(B) Each U.S. person (other than a pumailed to the proper address (or an adarget (or target affiliate) meeting the re-
chasing group member) that sells stock idress similar enough to complete delivquirements of section 1504(a)(2),
the foreign target to a purchasing groupry), unless the date it is mailed cannot beotwithstanding that no amount may be
member during the foreign target's 12+easonably determined. The date of maipaid for (or allocated to) the stock.
month acquisition period. ing will be determined under the rules of (3) Acquisitions of stock from related

(i) Limitation. The notice requirementsection 7502. For example, the date aforporations—(i) In general Stock ac-
of this paragraph (e)(4) applies only wherenailing is the date of U.S. postmark or theuired by a purchasing corporation from a
the section 338 election for the foreign tarapplicable date recorded or marked by eelated corporation (R) is generally not
get affects income, gain, loss, deductiordesignated delivery service. considered acquired by purchase. See
or credit of the U.S. person described in (v) Consequence of failure to complysection 338(h)(3)(A)(iii).
paragraph (e)(4)(i) of this section undeA statement of section 338 election is not (ii) Time for testing relationship For
section 551, 951, 1248, or 1293. valid if timely notice is not given to one purposes of section 338(h)(3)(A)(iii), a

(iif) Form of notice The notice to U.S. or more U.S. persons described in thipurchasing corporation is treated as re-
persons must be identified prominently aparagraph (e)(4). If the form of noticelated to another person if the relationship
a notice of section 338 election andails to comply with all requirements of specified in section 338(h)(3)(A)(iii)) ex-
must— this paragraph (e)(4), the section 33&ts—

(A) Contain the name, address, and enelection is valid, but the waiver rule of (A) In the case of a single transaction,
ployer identification number (if any) of, §1.338-10(b)(1) does not apply. immediately after the purchase of target
and the country (and, if relevant, the (vi) Good faith effort to comply The stock;
lesser political subdivision) under thepurchasing corporation will be considered (B) In the case of a series of acquisi-
laws of which are organized the purchago have complied with this paragraphions otherwise constituting a qualified
ing corporation and the relevant targefe)(4), even though it failed to provide nostock purchase within the meaning of sec-
(i.e., the target the stock of which the partice or provide timely notice to each pertion 338(d)(3), immediately after the last
ticular U.S. person held or sold under theon described in this paragraph (e)(4), &cquisition in such series; and
circumstances described in paragrapthe Commissioner determines that the (C) In the case of a series of transac-
(e)(4)(i) of this section); purchasing corporation made a good faittions effected pursuant to an integrated

(B) Identify those corporations as theeffort to identify and provide timely no- plan to dispose of target stock, immedi-
purchasing corporation and the foreigtice to those U.S. persons. ately after the last transaction in such se-
target, respectively; and ries.

(C) Contain the following declaration 81.338-3 Qualification for the section (iii) Cases where section 338(h)(3)(C)
(or a substantially similar declaration): 338 election. applies—acquisitions treated as pur-



chases If section 338(h)(3)(C) applies12-month period (i.e., 3 shares constructively othose assets. Under section 338(h)(3)(B)
and the purchasing corporation is treatetfnuary 1 of Year 1, 9 shares constructively on Juigay target’s deemed purchase of stock o

as acquiring stock by purchase from F¢°f vear 1, and 70 shares actually on December 1 gf, o corporation is a purchase for pur

T ear 1), a qualified stock purchase is made on De- . .
solely for purposes of determining Whengmper 1 of Year 1. poses of section 338(d)(3) on the acquisi
the stock is considered acquired, target gxampie 3 (i) On February 1 of Year 1, P acquiresiON date of target. If new target's deemec
stock acquired from R is considered t@s percent in value of the R stock from B (the solurchase causes a qualified stock pur
have been acquired by the purchasing coshareholder of P). That R stock is not acquired bghase of the other corporation and if a
poration on the day on which the purchagrchase. See section 338(h)(3)(A)(iii). On that datgection 338 election is made for the othe
ing corporation is first considered to owrﬁ owns 4 of the 100 shares of T stock. On June 1 &, ration, the acquisition date for the

. ear 1, P purchases an additional 25 percent in value L
that stock under section 318(a) (other tha§} 1, r ;ock and on January 1 Oprear 2, p puRther corporation is the same as the acqu

section 318(a)(4)). chases another 25 percent in value of the R stock. Gition date of target. However, the
(iv) Examples The following exam- June 1of Year 2, R acquires an additional 16 sharesdeemed sale and purchase of the othe
ples illustrate this paragraph (b)(3): the T stock. On December 1 of Year 2, P purchasggorporation’s assets is considered to tak

N _68 shares of the T stock from an unrelated person a ]
Example 1 (i) S is the parent of a group of cor 12 of the 20 shares of the T stock held by R. Bqace after the deemed sale and purcha:s

porations that are engaged in various businesses. of target’s assets.

Prior to January 1, Year 1, S decided to discontinue (ii) Of the 12 shares of the T stock purchased by .. .
its involvement in one line of business. To accomP from R on December 1 of Year 2, 2 of those shares (i) Example The following example

plish this, S forms a new corporation, Newco, with &re deemed to have been acquired by P on June lilbgstrates this paragraph (b)(4):
nominal amount of cash. Shortly thereafter, on Jantear 1, the date on which 2 of the 4 shares of the T Example Aowns all of the T stock. T owns 50 of
uary 1, Year 1, S transfers all the stock of the sul§tock held by R on that date were first considerethe 100 shares of X stock. The other 50 shares of >
sidiary conducting the unwanted business (T) tgwned by P under section 318(a)(2)(C) (i.e., 4 x .5ftock are owned by corporation Y, which is unrelated
Newco in exchange for 100 shares of Newco conf=0r purposes of this attribution, the R stock need nde A, T,or P. OnJanuary 1 of Year 1, P makes a ql_JaI
mon stock and a Newco promissory note. Prior t§¢ acquired by P by purchase. See sectiofied stocl_( purchase of T from A and makes a sectior
January 1, Year 1, S and Underwriter (U) had er338()(1). (By contrast, the acquisition of the T338 election for T. On December 1 of Year 1, P pur-
tered into a binding agreement pursuant to which tock by P from R does not qualify as a purchase ughases the 50 shares of X stock held by Y. A quali
would purchase 60 shares of Newco common stodSS P has acquired at least 50 percent in value of tfied stock purchase of X is made on December 1 o
from S and then sell those shares in an Initial Publid stock by purchase. Section 338(h)(3)(C)(i). Olvear 1, because the deemed purchase of 50 shares
Offering (IPO). On January 6, Year 1, the |pathe remaining 10 shares of the T stock purchased B{stock by new T because of the section 338 electior
closes. P from R on December 1 of Year 2, 1 of those sharder T and the actual purchase of 50 shares of X stocl
(i) Newco's acquisition of T stock is one of a se-iS deemed to have been acquired by P on Januanpy P are treated as purchases made by one corpor
ries of transactions undertaken pursuant to one int8f Year 2, the date on which an additional 1 share dfon. Section 338(h)(8). For purposes of determin-
grated plan. The series of transactions ends with tifée 4 shares of the T stock held by R on that date witg whether those purchases occur within a 12-montt
closing of the IPO and the transfer of all the shardd/St considered owned by P under sectioracquisition period as required by section 338(d)(3), T
of stock in accordance with the agreements. Imm&18(@)(2)(C) (i-e., (4 x .75) =2). The remaining 9s deemed to purchase its X stock on T's acquisitior
diately after the last transaction effected pursuant &@ares of the T stock purchased by P from R on Deate, i.e., January 1 of Year 1.
the plan, S owns 40 percent of Newco, which dogg€mber 1 of Year 2, are deemed to have been ac- (5) Effect of redemptiors(i) General
not give rise to a relationship described in sectioduired by P on June 1 of Year 2, the date on which 4f|e  Except as provided in this para-

338(N)(3)(A)Gi). See §1.338-3(b)(3)(i)(C). Ac- 2ddiional 12 shares ofthe T stock held by R on 8§z p (h)(5), & qualified stock purchase is

cordingly, S and Newco are not related for purposé%ate were first considered owned by P under secti d he fi d hich th

of section 338(h)(3)(A)(ii). 318(a)(2)(C) (i.e., (20 x .75) —3). Because a qualima e on the IrSt. ay Or! which the per-
(iii) Further, because Newco's basis in the 1fied stock purchase of T by P is made on Decembgentage ownership r'equwements of sec

stock is not determined by reference to S's basis  ©f Year 2 only if all 12 shares of the T stock purtion 338(d)(3) are satisfied by reference tc

the T stock and because the transaction is not an &ased by P from R on that date are considered agyget stock that is both—

change to which section 351, 354, 355, or 356 aﬁ{wred du'nng a'12-rr_10nth _perlod ending on that date (A) Held on that day by the purchasing

plies, Newco's acquisition of the T stock is a pur_(so that, in conjunction with the 68 shares of the T roration: and

chase within the meaning of section 338(h)(3).  Stock P purchased on that date from the unrelatéPrP ;

Example 2 (i) On January 1 of Year 1, P pur-PErSoM: 80 of T's 100 shares are acquired by P dur- (B) Purchased by the purchasing corpo.
chases 75 percent in value of the R stock. On thi@ @ 12-month period) and because 2 of those Jation during the 12—month period ending

date, R owns 4 of the 100 shares of T stock. On Jurs]earrefha;elczonm&ﬂzedbt? ra\lge ber(ra]r; arciqwlte\;j brygl?] that day.
1 of Year 1, R acquires an additional 16 shares of '?O € tha onths before December L of vea

e., on June 1 of Year 1), a qualified stock purchase (“) Redemptlons from persons unre-

stock. On December 1 of Year 1, P purchases -,i(bnot made. (Under §1.338-8()(2), for purposes dated to the purchasing corporatioriTar-
shares of T stock from an unrelated person and 12 ¢ ving th nsistency rules. P is treated m t stock red ti f
the 20 shares of T stock held by R. applying the consistency rules, P is treated as maget stock redemptions from persons unre

(i) Of the 12 shares of T stock purchased by IJ-.’ng a qualified stock purchase of T f, pursuant o afated to the purchasing corporation that

arrangement, P purchases T stock satisfying the re- ; it
: , . ccur during the 12-month acquisition pe-
from R on December 1 of Year 1, 3 of those share Trements of section 1504(a)(2) over a period 0§ g q p

are deemed to have been acquired by P on Januar bre than 12 months.) riod are taken into account as reduction:

of Year 1, the date on which 3 of the 4 shares of i ) i
stock held by R on that date were first considered EXample 4 Assume the same facts a&kample Inf téjirgets-o-UtStaT]dmhg stock for purkposes
owned by P under section 318(a)(2)(C) (i.e., 4 % €xcept that on February 1 of Year 1, P acquires &f determining whether target stock pur-

75). The remaining 9 shares of T stock purchasdfrcent in value of the R stock by purchase. The rehased by the purchasing corporation ir
by P from R on December 1 of Year 1 are deemed @It iS the same as Example 3 the 12-month acquisition period satisfies
have been acquired by P on June 1 of Year 1, the (4) Acquisition date for tiered targets the percentage ownership requirements c
gf‘;gkog‘wvnghbarl‘qagg';‘;’:ac: alti \‘,’vfet:‘eeﬁzrgtsc*;ﬁfj;‘;g) Stock sold in deemed asset salban section 338(d)(3).

owned by P ur)]'der section 318(@)(2)(C) (ie., (20 lection under ;ectlon 338 is made for tar- (iii) Rgdemptlons from the pur(_:hasmg
75) —3). Because stock acquisitions by P sufficier€t, 0ld target is deemed to sell target'sorporation or related persons during 12-

for a qualified stock purchase of T occur within aassets and new target is deemed to acquirenth acquisition period-(A) General



rule. For purposes of the percentagehases 60 of the 100 shares of X stock. On that datgnder section 338 may be made for target
ownership requirements of sectior%f‘;wnsl“oTOf ;he 100)(?“?“‘95 OLTS(;";"- OL‘ April Iafter the acquisition of assets of the pur-
338(d)(3), a redemption of target stocl?em(;?r:in’g Grg Sehzn::s Osf Tsst?cfckafrlom F;L:Cunarsj:t;%%asing corporation by another corpora-
during the 12-mqnth acquisi_tion Periotherson. For purposes of the 80-percent ownershHPNn N & transaction described in_section
from the purchasing corporation or fromyequirements of section 338(d)(3), the redemption c381(a), provided that the purchasing cor-
any person related to the purchasing cothe T stock from X (a person related to P) is takeporation is considered for tax purposes as
poration is not taken into account as a rél'flt'g 2030‘”“ f;‘]s a rde‘t’r‘]mtf(;‘ '”dT'S OUzStar?d'”g fStOC'fhe purchaser of the target stock. The ac
H H , H ad purchase e redeemed shares trom s . . .
duction in targets outstanfjmg stock._ on April 1 of Year 1, all 40 of the shares would have(ﬁurmg gorporatlon in the sect|o_n 381(a)
(B) Exception for certain redemp'qonstJeen considered purchased (because of sectiff@nsaction may make an election under
from related corporations A redemption 338(h)(3)(C)(i)) during the 12- month period endingsection 338 for target.
of target stock during the 12-month acquien April 1 of Year 1 (24 of the 40 shares would have (d) Consequences of post-acquisition
sition period from a corporation related td)eenlconjiiered pgrghaigd :y Pon lenhuarybl 8fimination of target where section 338
. . . . ear 1L an e remainin shares wou ave bee .
the purchasing corporation is taken intdZfe, 2, 0 SRR RS O ear Election not made-(1) Scope The rules
aCCOl{nt as a reduction in target's OUtsee paragraph (b)(3) of this section. Accordingly, ©f this paragraph (d) apply to the transfer
standing stock to the extent that the remakes a qualified stock purchase of T on April 1 0bf target assets to the purchasing corpora
deemed stock would have been considear 1, because the 60 shares of T stock purchasggn (or another member of the same affil-
ered purchased by the purchasing) "1 b e st i 2ot et e group as the purchasing corporation
corporation (because of SeCtIOI{shares) determined by taking into accoun’t the ré—the transferee) following a qualified
3_3_8(h)(3)(_C)) _durlng the 12-month acqui-yemption of 40 shares. stock purchase of target stock, if the pur-
been acquired by the purchasing corporgjigibility for section 338 election-(1) tion 338 election for target. Notwith-
tion from the related corporation on thgsgst.acquisition elimination of targeti) standing the rules of this paragraph (d),

day of the redemption. See paragrapfihe purchasing corporation may make agection 354(a) (and so much of section

(b)(3) of this section. election under section 338 for target eveR56 as relates to section 354) cannot
(iv) Examples The following exam- though target is liquidated on or after th@pply to any person other than the pur-
ples illustrate this paragraph (b)(S): acquisition date. If target liquidates orfhasing corporation or another member of

0% sttt e SO e e iodtion e same Al group s e urcas
period. A owns all 100 shares of T stock. On Janu€Onsidered to occur on the following dayng corporation unless the transfer of tar-

ary 1 of Year 1, P purchases 40 shares of the T sto@d immediately after new target’sget assets is pursuant to a reorganizatior
from A. On July 1 of Year 1, T redeems 25 sharedeemed purchase of assets. The purch@&s determined without regard to this para-
from A. On December 1 of Year 1, P purchase_s_ Zth corporation may also make an elecgraph (d).

z:‘oégfs Sfctﬁaesl z;OTCkOLque (’:m';eTikﬁfsfegr“i"ﬂsgjon under section 338 for target even (2) Continuity of interest By virtue of
causerzhe 60 shares of T stock purchased by P witi#OUGN target is merged into another cosection 338, in determining whether the
the 12-month period ending on that date satisfy thgoration, or otherwise disposed of by theontinuity of interest requirement of
80-percent ownership requirements of sectiopurchasing corporation provided that§81.368—1(b) is satisfied on the transfer of
338(d)(3) (i-e., 60/75 shares), determined by takinghder the facts and circumstances, thassets from target to the transferee, the
into account the redemption of 25 shares. purchasing corporation is considered fopurchasing corporation’s target stock ac-

Example 2 QSP on stock redemption date; re- . . .
demption from unrelated person during 12-montt{@X PUrposes as the purchaser of the targatired in the qualified stock purchase rep-

period The facts are the same a€xample 1ex- Stock. resents an interest on the part of a persol
cept that P purchases 60 shares of T stock on Janu-(ii) The following examples illustrate who was an owner of the target’s business
ary 1 of Year 1 and none on December 1 of Year 5 naragraph (c)(1): enterprise prior to the transfer that can be

P makes a qualified stock purchase of T on July 1 of - . o
Year 1, because that is the first day on which the Example 1 On January 1 of Year 1, P purchasegontinued in a reorganization.

stock purchased by P within the preceding 12-mont 00 percent of the outstanding common stock of T. (3) Control requirement By virtue of

: e . . On June 1 of Year 1, P sells the T stock to an unre-_ " _: P
period satisfies the 80-percent ownership requirg: person. Assuming that P is considered for ection 338, the acquisition of target stock
ments of section 338(d)(3) (i.e., 60/75 shares), dete Urposes as the purchaser of the T stock, P remaitf the qualified stock purchase will not
mined by taking into account the redemption of 2% ;iie after June 1 of Year 1, to make a section 338revent the purchasing corporation from
shares. election for T that results in a deemed asset sale qfualifying as a shareholder of the target

Example 3 Redemption from purchasing corpo- —,
. . T’s assets on January 1 of Year 1. i
ration not taken into accountOn December 15 of y transferor for the purpose of determining

Year 1, T redeems 30 percent of its stock from p, CXaMPle 2 On January 1 of Year 1, P makes &, poihar immediately after the transfer of
alified stock purchase of T. On that date, T owns

u
The redegmed stock was held by P for several yee%?e stock of T1. On March 1 of Year 1, T sells thetarget assets, a shareholder of the trans
and constituted P’s total interest in T. On Decembeltl stock to an unrelated person. On April 1 of Yeaferor is in control of the corporation to

1 of Year 2, P purchases the remaining T stock fro . ) . . -
A. P does not make a qualified stock purchase ofnfr, P makes a section 338 election for T. Notwithyhich the assets are transferred within the

on December 1 of Year 2. For purposes of thgianding that the T1 stock was sold on March 1 gheaning of section 368(a)(1)(D).

: ) . %ar 1, the section 338 election for T on April 1 of . .
80-percent ownersh!p requirements of SECtIOQ(ear 1Yresults in a qualified stock purchasep by T of (4) SOlely for voting stock requirement
338(d)(3), the reQemptlon Of.PS T stock on Decem-Tl on January 1 of Year 1. See paragraph (b)(4)@Y Vvirtue of section 338, the acquisition
ber 15 of Year L is not taken into account as a redugz i o iion of target stock in the qualified stock pur-
tion in T's outstanding stock. ) 9 q P

Example 4 Redemption from related person (2) Post-acquisition elimination of the chase for consideration other than voting
taken into account On January 1 of Year 1, P pur-purchasing corporation An election stock will not prevent the subsequent



transfer of target assets from satisfyingations, the continuity of interest requirement is notax law, for the elements of ADSP. For
the solely for voting stock requirement fors?‘T'S_f'?d ;ecause P's S:‘)tc" p“_rcthasetag‘t’ the mf_'@(ample, ADSP is redetermined becaus
purposes of determining if the transfer of | Mo ~rare pursuant fo an inegratec Tansactiong an increase or decrease in the amour

e . Inwhich A, the owner of 85 percent of the stock o .
target assets qualifies as a reorganizatieceived solely cash in exchange for As T stock€@lized for recently purchased stock or

under section 368(a)(1)(C). See, e.g., §1.368—1(e)(1)(Yoc Heating v. Commis- because liabilities not originally taken
(5) Example The following example sioner 61 T.C. 168 (1973)Kass v. Commissioner, into account in determining ADSP are
illustrates this paragraph (d): 60 T.C. 218 (1973), aff'd, 491 F.2d 749 (3d Cirgyhsequently taken into account. In-

Example (i) Facts P, T, and X are domestic cor- 1974)- Thus, the requisite continuity of interest. . oo ecreases with respect to the ¢

orations. T and X each operate a trade or busine&&'der 81.368-1(b) is lacking and section 354 does : :
zand K, individuals unrelaﬁed to P, own 85 and 150t @pply to K's exchange of T stock for X stock. kements of ADSP result in the reallocation

percent, respectively, of the stock of T. P owns all ECO9nizes gain or loss, if any, pursuant to seciodf ADSP among target's assets unde
the stock of X. The total adjusted basis of T's propt001(C) with respect to its T stock. §1.338-7.

erty exceeds the sum of T’s liabilities plus the ) (iiiy Example The following example
amount of liabilities to which T's property is subject.81.338—4 Aggregate deemed sale price;jj,strates this paragraph (b)(2):

P purchases all of A's T stock for cash in a qualifiedvarious aspects of taxation of the deemed Example In Year 1, T, a manufacturer, purchases
stock purchase. P does not make an election undggset sale. a customized delivery truck from X with purchase
section 338(g) with respect to its acquisition of T money indebtedness having a stated principa
stock. Shortly after the acquisition date, and as part (a) Scope This section provides rulesamount of $100,000. P acquires all of the stock of T

of the same plan, T merges under applicable state . . Year 3 for $700,000 and makes a section 338 elec
law into X in a transaction that, but for the qUGStiO’ynder section 338(a)(1) to determine thttlgon for T. Assume T has no liabilities other than its

of continuity of interest, satisfies all the require-aggregate deemed sale price (ADSP) fof .ase money indebtedness to X. In Year 4, whei
ments of section 368(a)(1)(A). In the merger, all otarget. ADSP is the amount for which oldr is neither insolvent nor in a title 11 case, T and X
Ts assets are transferreq toX. P an(_j K receive target is deemed to have sold all of its aggree to reduce the amount of the purchase mone
tS;OnCrhlg set)cif:hkac;g)((e ifr?dr(-:ffri]r?iltre-ll;/StOCk. P intends 1o reg oo in the deemed asset sale. ADSP is idebtedness to $80,000. Assume further that the re

. located among target’s assets in accofiuction would be a purchase price reduction unde

(i) Status of transfer as a reorganizatiorBy . X section 108(e)(5). T and X's agreement to reduce
virtue of section 338, for the purpose of determininglance with §1.338—6 to determine th@, smount of the purchase money indebtednes

whether the continuity of interest requirement ofamount for which each asset is deemed #@uld not, under general principles of tax law that
§1.368-1(b) is satisfied, P's T stock acquired in thyave been sold. When a subsequent iweuld apply if the deemed asset sale had actuall
qualified stock purchase represents an interest on the oo or decrease is required under gegseurred, change the amount of liabilities of old tar-

part of a person who was an owner of T's business o . et taken into account in determining its amount re-
enterprise prior to the transfer that can be continue%lraI principles of tax law with respect tognzed, Accordingly, ADSP is not redetermined at

in a reorganization through P's continuing owner@n element of ADSP, the redetermine e time of the reduction. See §1.338-5(b)(2)(iii)
ship of X. Thus, the continuity of interest require-ADSP is allocated among target's assetsample ffor the effect on AGUB.
ment is satisfied and the merger of Tinto Xis areofn gccordance with §1.338-7. This (c) Grossed-up amount realized on the

ganization within the meaning of section . : : . .
368(a)(1)(A). Moreover, by virtue of section 333 §1.338-4 also provides rules regardingale to the purchasing corporation of the

the requirement of section 368(a)(1)(D) thatatargghe recognition of gain or loss on theyurchasing corporation’s recently pur-
shareholder control the transferee immediately aftéle€med sale of target affiliate stockchased target stoek(1) Determination
the transfer is satisfied because P controls X imméNotwithstanding section 338(h)(6)(B)(ii), of amount The grossed-up amount real-
diately after the transfer. ‘In addition, all of T's asstock held by a target affiliate in a foreigrized on the sale to the purchasing corpora
sets are transferred to X in the merger and P and rporation orin a corporation that is aion of the purchasing corporation’s re-

receive the X stock exchanged therefor in pursuan . . . . )
of the plan of reorganization. Thus, the mergerofﬁISC or that is described in sectiorcently purchased target stock is an

into X is also a reorganization within the meaning ol 248(€) is not excluded from the operaamount equal to—

section 368(a)(1)(D)- _ tion of section 338. (i) The amount realized on the sale to
(iii) Tr(_eatment of_T and.XUr_1der section 361(a), (b) Determination of ADSR-(1) Gen- the purchasing corporation of the pur-
T recognizes no gain or loss in the merger. Undeéral rule ADSP is the sum of— chasing corporation’s recently purchasec

section 362(b), X's basis in the assets received in the . . . . .
merger is the same as the basis of the assets in Ts(i) The grossed-up amount realized ofarget stock determined as if the selling

hands. X succeeds to and takes into account th@€ sale to the purchasing corporation afhareholder(s) were required to use olc
items of T as provided in section 381. the purchasing corporation’s recently purtarget’s accounting methods and charac
(v) Treatment of P By virtue of section 338, the chased target stock (as defined in sectiagristics and the installment method were

transfer of T assets to X is a reorganization. Pu . . . .
suant to that reorganization, P exchanges its Tsto§(38(b)(6)(A)), and not available and determined without re-

solely for stock of X, a party to the reorganization. (ii) The liabilities of old target. ~gard to the selling costs taken into ac-
Because P is the purchasing corporation, section 354 (2) Time and amount of ADSP(i) count under paragraph (c)(1)(iii) of this
applies to P’s exchange of T stock for X stock in thériginal determination ADSP is initially section;

Imerger 0:1 T i”t%x' Th“j'c': recog.”izegsgo Sa"t‘) Setermined at the beginning of the day (ii) Divided by the percentage of target
oss on the exchange. Under section , P's ba fait . .
in the X stock received in the exchange is the sam%ﬁ.ter the acquisition date of target. Genstock (by value, determined on the acqui-

e L . . .

as the basis of P's T stock exchanged therefor.  €ral principles of tax law apply in deter-sition date) attributable to that recently
(v) Treatment of K Because K is not the pur- Mining the timing and amount of the elepurchased target stock;

chasing corporation (or an affiliate thereof), sectionments of ADSP. (iii) Less the seIIing costs incurred by

854 cannot apply to K's exchange of T stock for X — (ji) Redetermination of ADSPADSP  the selling shareholders in connection

stock in the merger of T into X unless the transfer of,

T's assets is pursuant to a reorganization as dete|§— redetermined at such time and in suchith the sale to the purchasmg corpora-

mined without regard to this paragraph (d). UndefMount as an increase or decrease wouldn of the purchasing corporation’s re-
general principles of tax law applicable to reorganib€ required, under general principles ofently purchased target stock that reduc



their amount realized on the sale of th&or example, if no amount of a target liabasis of $80,000, and a fair market value of

stock (e.g., brokerage commissions anblility is properly taken into account in$100.000. P purchases all of the T stock for

any similar costs to sell the stock). amount realized as of the beginning of thgs,ooo, which also equals the amount realized for
e stock determined as if the selling shareholder(s)

(2) Example The following example day after the acquisition date, the liability,e e required to use old target's accounting methods
illustrates this paragraph (c): is not initially taken into account in deter-and characteristics.

Example T has two classes of stock outstandingmining ADSP (although it may be taken (i) ADSP is determined as follows (for purposes
voting common stock and preferred stock describeﬁl]to account at some later date). of this section (g), G is the grossed-up amount real-
in section 1504(a)(4). On March 1 of Year 1, P pur- jzed on the sale to P of P’s recently purchased T
chases 40 percent of the outstanding T stock from S1 (e) Deemed sale tax Co_nsequen'ceézt ck, L is T's liabilities other than T’)s/ tr;x liability
for $500, 20 percent of the outstanding T stock fronf>@iN Or loss on each asset in the deemﬁﬁthe deemed sale tax consequencgssThe ap-

S2 for $225, and 20 percent of the outstanding $ale is computed by reference to thglicable tax rate, and B is the adjusted basis of the
stock from S3 for $275. On that date, the fair marADSP allocated to that asset. ADSP is aksset deemed sold):
ket value of all the Tvotigg common stock is $1'25qocated under the rules of §1.338-6. ADSP =G + L+ x (ADSP - B)
and the preferred stock $750. S1, S2, and S3 inc ADSP = ($75,000/1) + $0 + .34 x (ADSP -
$40, $35, and $25 respectively of selling costs. S hou_gh deemed sale tax consequences $50,400() ) (
continues to own the remaining 20 percent of thENady increase or decrease ADSP by creat- Apsp = $75,000 + .34ADSP - $17,136
outstanding T stock. The grossed-up amount realng or reducing a tax liability, the amount .66ADSP = $57,864
ized on the sale to P of P’s recently purchased &f the tax liability itself may be a function ADSP = $87,672.72
stock is calculated as follows: The total am%unt %5 the size of the deemed sale tax conse- (i) Because ADSP for T ($87,672.72) does not
alized (without regard to selling costs) is $1,000 P ceed the fair market value of T's asset ($100,000),
(500 + 225 + 275). The percentage of T stock bguen_ces‘_ Thus, these determmatlons m§§/CIass V asset, T's entire ADSP is aIIoc;ted to thazt
value on the acquisition date attributable to the rd:€quire trial and error computations. asset. Thus, T's deemed sale results in $37,272.7:
cently purchased T stock is 50% (1,000/(1,250 + (f) Other rules apply in determining of taxable income (consisting of $29,600 of ordinary
750)). The selling costs are $100 (40 + 35 + 25l ADSP ADSP may not be applied in suchincome and $7,672.72 of capital gain).
The grossed-up amount realized is $1,900 (1,OOO/E§ way as to contravene other applicable (iv) The facts are the same as in paragraph (i) of
-100). . is Example 1 except that on July 1 of Year 1, P
(d) Liabilities of old target—(1) In gen- LUIeS' ro(; examgle’ a C:_pltal I(_)SS Cann%%rchases only 80 of the 100 shares of T stock for
el gererl e febtes oo o5 VU 5 S S e o, e o e
. ale to P of P’s recently purchased T stoc is
get are measured as O.f _the beginning %gle for purposes of determining ADSP. $75,000 ($60,000/.8). Consequently, ADSP and the
the day after the acquisition date. (Bu (g) Examples The following examples deemed sale tax consequences are the same as
see §1.338-1(d) (regarding certain transT . . aragraphs (i) and (iii) of thiExample 1

. e illustrate this section. For purposes of the . ,
actions on the acquisition date).) In order les in thi h | (v) The facts are the same as in paragraph (i) of
to be taken into account in ADSP, a Iiabil-exhamp. esint C;S p_aragralp d(g)' UNIeS s Example 1except that T also has goodwil (a
ity must be a liability of target that iSOt erwise st_ate , T is a calendar year taxiass VI asset) with an appraised value of $10,000.

. . payer that files separate returns and thabe results are the same as in paragraphs (i) ant
properly taken into account in amount re

| S has no loss, tax credit, or other Carryovel@i) of this Example 1 Because ADSP does not ex-
alized under general principles of tax IaV¥ peed the fair market value of the Class V asset, no

that would apply if old target had sold its. Yeaf 1. Depreciation for Year_ 1 'S NO4mount is allocated to the Class VIl asset (good-
. taken into account. T has no liabilities;)

assets to an unrelated person for ConSIde()rfher than the Federal income tax liability & le 2 h lass(i h

aFi_o " that included the discharge of i.t S I.iz.iFesuIting from the deemed asset sale axllatﬂgfx ta;\r:gestom%i gﬂo?ggofv%ﬁiség ;s: ;th?;lzsthe

bilities. See 81.1001-2(a). Such liabili '

g : JTeNS -the T shareholders have no seIIing costémount realized for the stock determined as if the
ties may include liabilities for the tax

) . elling shareholder(s) were required to use old tar-
: Adssume that T's tax rate for any ordinary ", 9 older(s) 9 o
consequences resulting from the deeme et’s accounting methods and characteristics. On

sale income or net capital gain resulting fromyy 1 of vear 1, T has liabilities (not including the
\ s the deemed sale of assets is 34 perc iabili
(2) Time and amount of liabilitiesThe _ _ p &_ﬁ)’i liability for the deemed sale tax consequences)
. o o and that any capital loss is offset by cappf $50,000, cash (a Class | asset) of $10,000, ac:
time for taking into account liabilities of

tal gain. On July 1of Year 1. P purchase@’e'y traded securities (a Class Il asset) with a basis

old target in determining ADSP and the . of $4,000 and a fair market value of $10,000, good-
amount of the liabilities taken into ac-a" of the stock of T and makes a SeCtloﬁvill (a Class VII asset) with a basis of $3,000, and

count is determined as if old target ha 38 election for T. The examples are afe following Class V assets:

sold its assets to an unrelated person fo?”OWS:
p Example 1 One class (i) On July 1 of Year 1,

consideration that included the discharges only asset is an item of section 1245 property
of the liabilities by the unrelated personwith an adjusted basis to T of $50,400, a recomputed

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

Totals . .. ... $ 30,000 $ 250,000 1.00



(i) ADSP exceeds $20,000. Thus, $10,000 of ADSR, = (G- (I + 1)) + L+ Ty x [(Il - B)) + portion of ADSP allocable to the Class V assets is fi-
ADSP is allocated to the cash and $10,000 to the (ADSR, - B,)] nally determined by taking into account this loss as
actively traded securities. The amount allocated to ADSR, = ($140,000 - ($10,000 + $10,000)) +follows:
an asset (other than a Class VII asset) cannot ex- $50,000 + .34 x [($10,000 - $4,000) + (ADSP
ceed its fair market value (however, the fair market - ($5,000 + $10,000 + $5,000 + $10,000))]
value of any property subject to nonrecourse in- ADSR, = $161,840 + .34 ADSP
debtedness is treated as being not less than the.66 ADSR, = $161,840
amount of such indebtedness; see §1.338-6(a)(2)). ADSR, = $245,212.12
See §1.338-6(c)(1) (relating to fair market value

ADSR, = (G - (I + 1) + L+ Tox [(Il - B,) +
(ADSPR, - B,) + (ADSR,,, - B,,)]

ADSPR, = ($140,000 - ($10,000 + $10,000)) +
$50,000 + .34 x [($10,000 - $4,000) +
(ADSR, - $30,000) + ($0 - $3,000)]

ADSR, = $160,820 + .34 ADSP

limitation). (iv) Because, under the preliminary calculations 66 ADSP, = $160 820
(i) The portion of ADSP allocable to the Class VVof ADSP, the amount to be allocated to the Class I, ADSP _\{$£43 66é3 67
assets is preliminarily determined as follows (in thél, Ill, IV, V, and VI assets does not exceed their ag- v U

formula, the amount allocated to the Class | assetsgsegate fair market value, no ADSP amount is allo- (v) The allocation of ADSPamong the Class V
referred to as | and the amount allocated to the Claggted to goodwill. Accordingly, the deemed sale o&ssets is in proportion to their fair market values, a:

Il assets as II): the goodwill results in a capital loss of $3,000. Théollows:
Asset ADSP Gain
Land ....ooeeiieeee $ 34,113.33 $29,113.33

(capital gain)
BUilding ....ccoovevieiiiiiee 48,733.34 38,733.34
(capital gain)
EqQUIpPMENt A ..o 87,720.00 82,720.00
(75,000 ordinary
income
7,720 capital gain)
EqQUIpPMENt B .....c.ooeiiiiiiiiiieeieeeee 73,100.00 63,100.00
(10,000 ordinary
income
53,100 capital gain)
TOtalS ..o $ 243,666.67 $ 213,666.67

Example 3 More than one class (i) The facts asset is its fair market value. Further, because there (v) The amount tentatively allocated to the T1
are the same as xample 2 except that P pur- are no Class VI assets, the allocable ADSP amoustock, however, reflects the tax incurred on the
chases the T stock for $150,000, rather thafor the Class VIl asset (goodwill) is $8,818.18 (thedeemed sale of the T1 asset equal to $13,169.34 (.2
$140,000. The amount realized for the stock deteexcess of ADSP over the aggregate ADSP amounts($48,733.34 - $10,000)). Thus, the ADSP alloca-

mined as if the selling shareholder(s) were requirefbr the Class I, 11, lll, IV, V and VI assets). ble to the Class V assets of T, and the ADSP alloca
to use old target’s accounting methods and charac- Example 4. Amount allocated to T1 stock) ble to the T1 stock, as preliminarily calculated, each
teristics is also $150,000. The facts are the same asfixample 2except that T must be reduced by $13,169.34. Consequently

(i) As in Example 2 ADSP exceeds $20,000. owns all of the T1 stock (instead of the building)these amounts, respectively, are $230,497.33 an
Thus, $10,000 of ADSP is allocated to the cash anghd T1's only asset is the building. The T1 stoc$35,564.00. In determining ADSP for T1, the
$10,000 to the actively traded securities. and the building each have a fair market value cdrossed-up amount realized on the deemed sale t

(i) The portion of ADSP allocable to the Class V$50,000, and the building has a basis of $10,000. pew T of new T's recently purchased T1 stock is
assets as preliminarily determined under the formulsection 338 election is made for T1 (as well as T}$35,564.00.
set forth in paragraph (iii) oExample 2is and T1 has no liabilities other than the tax liability (vi) The facts are the same as in paragraph (i) o
$260,363.64. The amount allocated to the Class #r the deemed sale tax consequences. T is the cofRis Example 4 except that the T1 building has a
assets cannot exceed their aggregate fair markeion parent of a consolidated group filing a finalg12,500 basis and a $62,500 value, all of the out
value ($250,000). Thus, preliminarily, the ADSPconsolidated return described in §1.338-10(a)(1). standing T1 stock has a $62,500 value, and T own
amount allocated to Class V assets is $250,000. (i) ADSP exceeds $20,000. Thus, $10,000 080 percent of the T1 stock. In preliminarily calculat-

(iv) Based on the preliminary allocation, theADSP is allocated to the cash and $10,000 to the airg ADSR,, the T1 stock can be disregarded but, be-
ADSP is determined as follows (in the formula, thaively traded securities. cause T owns only 80 percent of the T1 stock, only
amount allocated to the Class | assets is referred to (jijy Because T does not recognize any gain o0 percent of T1 asset basis and value should b
as |, the amount allocated to the Class Il assets asthe deemed sale of the T1 stock under paragrapéken into account in calculating T's ADSP. By tak-
and the amount allocated to the Class V assets as Y}})(2) of this section, appropriate adjustments mushg into account 80 percent of these amounts, the re

- R ) be made to reflect accurately the fair market value ahaining calculations and results are the same as i
AD?:D_SS'JEl l:':rl }\;(*'[gxl/u))l]a") *(V-B the T and T1 assets in determining the allocation gfaragraphs (i), (iii), (iv), and (v) of thExample 4
ADSP = $150,000 + $50,000 + .34 x [($10,000 ADSP among Ts Clqss \% asse_ts (mcludmg the TExcept that the grossed-up amount realized on Fhw
$4,000) + ($250,000 - $30,000) + (ADSP _stock). In preliminarily calgulatlng ADSPIn this  sale of the recently purchased T1 stock is
($10,000 + $10,000 + $250,000 + $3,000))] case, the T1 stock can be disregarded and, becaus§4®,455.00 ($35,564.00/0.8).

ADSP = $200,000 + .34ADSP - $15,980 owns all of the T1 stock, the T1 asset can be treated () peemed sale of target affiliate
‘66ADSP = $184.020 as a T asset. Under this assumption, AP StOCk—(l) Scope This paraaraph (h) re-
; $243,666.67. See paragraph (ivEsample 2 p paragrap p

ADSP = $278,818.18 _ : np! . . ,
$ (iv) Because the portion of the preliminary aApspscribes rules relating to the treatment of gai

(v) Because ADSP as determined exceeds the agflocable to Class V assets ($243,666.67) does not edf 10Ss realized on the deemed sale of stoc
gregate fair market value of the Class |, II, Ill, IV, V,ceed their fair market value ($250,000), no amount isf a target affiliate when a section 338 elec:
and VI assets, the $250,000 amount preliminarily akllocated to Class VIl assets for T. Further, ‘hiiion (but not a section 338(h)(10) eIection)
located to the Class V assets is appropriate. Thummount ($243,666.67) is allocated among T’s Class V. .
the amount of ADSP allocated to Class V assetassets in proportion to their fair market values. Selg' m?‘de for the target affiliate. FOI‘ PUrpoSes
equals their aggregate fair market value ($250,000paragraph (v) oExample 2 Tentatively, $48,733.34 Of this paragraph (h), the definition of do-
and the allocated ADSP amount for each Class Wf this amount is allocated to the T1 stock. mestic corporation in §1.338-2(c)(9) is ap-



plied without the exclusion therein formarket value is contributed or transferredurchase of FT1 and a section 338 election is made
DISCs, corporations described in sectioto a target affiliate as transferred basi®' FT1. Similarly, FT1's deemed purchase of the

. . s . . FT2 stock results in a qualified stock purchase of
1248(e), and corporations to which an elegroperty (within the meaning of Section_, - 1"; section 338 election is made for FT2.

tion under section 936 applies. _ 77(_)1(a_)(43)) and a purpose of su_ch trans- iy T recognizes $125 of gain on the deemed
(2) In general Except as otherwise action is to reduce the gain (or increas&ale of the FT1 stock under paragraph (h)(3) of this
provided in this paragraph (h), if a sectiorthe loss) recognized on the deemed sale giction. FT1 does not recognize $75 of gain on the

338 election is made for target, target recsuch target affiliate’s stock, the gain ofleemed sale of the FT2 stock under paragraph (h)(2

. . . of; this section. FT2 recognizes $25 of gain on the
ognizes no gain or loss on the deemddss recognized by target on the deeme demed sale of its assets. The $125 gain T recog

sale of stock of a target affiliate havingsale of stock of the target affiliate is detersj,es on the deemed sale of the FT1 stock is in-

the same acquisition date and for which mined as if such asset had not been cogiuded in T's income as a dividend under section

section 338 election is made if— tributed or transferred. 1248, because FT1 and FT2 have sufficient earnings
(i) Target directly owns stock in the tar-  (8) Examples The following examples and profits for full recharacterization (350 of accu-

" b : p . mulated earnings and profits in FT1, $50 of accumu-
get z_ifflllate satisfying the requirements ofllustrate this paragraph (h): lated earnings and profits in FT2, and $25 of deemec
section 1504(a)(2); Example 1 (i) P makes a qualified stock pur- ale earnings and profits in FT2). Section

(i) Target and the target affiliate arechase of T and makes a section 338 election for :338-9(b). For purposes of sections 901 through
b f lidated fili 1's sole asset, all of the T1 stock, has a basis of $ 8, the source and foreign tax credit limitation bas-
?nef;] CeorrS]S?ﬂsj;?en;Orletiren dgergzﬂblelggi r%;:d a fz?itrhmirlkei Vi“:e O]I(t$'1r150. T’T_f_dzerrt\edkpur}zet c‘)f $25 of the recharacgzerized gain on the deemec
. ase ofthe 1. stock results In a qualilied SIock puley o ot the FT1 stock is determined under section
81.338-10(a)(1); or chase of T1 and a section 338 election is made f%':}%S(h)(le)
(iii) Target and the target affiliate file aT1. T1's assets have a basis of $50 and a fair marke '
combined return under §1.338-10(a)(4). Value of $150. §1.338-5 Adjusted grossed-up basis.

3) Deemed sale of foreian target affili- (if) T realizes $100 of gain on the deemed sale of
®3) g 9 the T1 stock, but the gain is not recognized because (a) Scope This section provides rules

ate by a d(_)mestic_ targetA domestic tar- T girectly owns stock in T1 satisfying the require-ynder section 338(b) to determine the ad-
get recognizes gain or loss on the deemetknts of section 1504(a)(2) and a section 338 e'eﬁ]sted grossed-up basis (AGUB) for tar-
sale of stock of a foreign target affiliatefion is made for 71. get. AGUB is the amount for which new
For the proper treatment of such gain or (iii) Tl recognizes gain of $100 on the deemet r. Cis doomon ooy ey oo
loss, see, e.g., sections 1246, 1248, 1263 °f s assets. arget 1s deemed 1o have pureased & o
' » €9, ' ' Example 2 The facts are the same a€immple its assets in the deemed purchase unde
et seq and 338(h)(16) and §1.338-9. 1 except that P does not make a section 338 electiaisction 338(a)(2). AGUB is allocated
(4) Deemed sale producing effectivelyor T1. Because a section 338 election is not ma mong target's assets in accordance witt
connected incomeA foreign target rec- for T1, the $100 gai.n realizeq by T on the deeme 1.338-6 to determine the price at which
ognizes gain or loss on the deemed sale %€ f the T1 stock is recognized. the ts are deemed to have been
tock of a foreign target affiliate to the ex-, —2mPe 3 () P makes a qualfied stock pur- © assels are deemed 1o nave been pu
5 gn targ i ~ ~"chase of T and makes a section 338 election for T. Ghased. When a subsequent increase
tent that such gain or loss is eﬁ:eCtlveI%WnS all of the stock of T1 and T2. T's deemed purdecrease with respect to an element of
connected (or treated as effectively corehase of the T1 and T2 stock results in a qualified ~1 5" is required under general princi-
nected) with the conduct of a trade ogtock purchase of T1 and T2 and section 338 EISE]]GS of tax law. redetermined AGUB is al-
business in the United States. tions are made for T1 and T2. T1 and T2 each o Ibcated am n' tarqet’ s in ;
5) Deemed sale of insurance com E;mSO percent of the vote and value of T3 stock. ThedCaled among target's assets In accor:
( o ) p Yeemed purchases by T1 and T2 of the T3 stock relance with §1.338-7.
target affiliate electing under sectiongyitin a qualified stock purchase of T3 and a section (b) Determination of AGUB~(1) Gen-
953(d). A domestic target recognizes gairs3s election is made for T3. Tis the common parent 1 ile AGUB is the sum of—

a consolidated group and all of the deemed asset . ..
(but not loss) on the deemed sale of stock group ° (i) The grossed-up basis in the purchas-

qh ; ales are reported on the T group’s final consolidate )
of a target affiliate that has in effect arfetum. See §1.338-10(2)(L). ing corporation’s recently purchased tar-

election under section 953(d) In_ an (i) Because T, T1, T2 and T3 are members of get stock;

amount equal to the lesser of the gain repnsolidated group filing a final consolidated return, (i) The purchasing corporation’s basis
allz_ed or the earnings and profits dero gain or loss is recognized by T, T1 or T2 on theif, nonrecently purchased target stock: anc
scribed in section 953(d)(4)(B). respective deemed sales of target affiliate stock. (iii) The liabilities of new target.

6) Deemed sale of DISC target affili- Example 4 (i) T's sole asset, all of the FT1 stock, ] )
(6) 9 has a basis of $25 and a fair market value of $150. (2) Time and amount of AGUB(i)

aFe A fo_relgn or domestic target FECOYET1's sole asset, all of the FT2 stock, has a basis @riginal determination AGUB is ini-
nizes gain (but not loss) on the dee_me§|75 and a fair market value of $150. FT1 and FTgally determined at the beginning of the
sale of stock of a target affiliate that is @ach have $50 of accumulated earnings and profits f lay after the acquisition date of target
DISC or a former DISC (as defined inpurposes of section 1248(c) and (d). FT2's asse%eneral principles of tax law apply in de-
section 992(a)) in an amount equal to thave a pa5|s of $125 and a fair market value qf $150;%"°¢ the timi q t of th
lesser of the aain realized or the amouﬁiﬂd their sale would not generate subpart F inconf€rmining the timing and amount of the
9 ) ~-'under section 951. The sale of the FT2 stock or ass@fements of AGUB.
Of_ accumulated DISC income determm_eQ/ould not generate income effectively connected (jj) Redetermination of AGUBAGUB
with respect to such stock under sectiowith the conduct of a trade or business within thes radetermined at such time and in such
995(c). Such gain is included in gross inUnited States. FT1 does not have an election in effectmOunt as an increase or decrease woul
i ; ; dj_nder section 953(d) and neither FT1 nor FT2 is g
come as a dividend as provided in se _ Y b ired d | princiol f
tions 995(0)(2) and 996( ) passive foreign investment company. e requwe. , under general principles o
\ _ 9)- (ify P makes a qualified stock purchase of T andax law, with respect to an element of
- makes a section election for T. T's deemed pu i -
(7) Anti-stuffing rule If an asset the mak ion 338 election for T. T's deemed pURGUB. For example, AGUB is redeter
adjusted basis of which exceeds its faithase of the FT1 stock results in a qualified stockiined because of an increase or decreas



in the amount paid or incurred for recently (c) Grossed-up basis of recently pur-election, then for all purposes of the Inter-
purchased stock or nonrecently purchasedhased stock The purchasing corpora-nal Revenue Code—

stock or because liabilities not originallytion’s grossed-up basis of recently pur- (A) The purchasing corporation is
taken into account in determining AGUBchased target stock (as defined in sectiareated as if it sold on the acquisition date
are subsequently taken into account. An ir838(b)(6)(A)) is an amount equal to—  the nonrecently purchased target stock fo
crease or decrease to one element of AGUB (1) The purchasing corporation’s basishe basis amount determined under pare
also may cause an increase or decreaseiiorecently purchased target stock at thgraph (d)(3)(ii) of this section; and
another element of AGUB. For example, ibeginning of the day after the acquisition (B) The purchasing corporation’s basis
there is an increase in the amount paid @ate determined without regard to the a®n the acquisition date in nonrecently pur-
incurred for recently purchased stock aftequisition costs taken into account in paraehased target stock immediately follow-
the acquisition date, any increase in thgraph (c)(3) of this section; ing the deemed sale in paragraph
basis of nonrecently purchased stock be- (2) Multiplied by a fraction, the numer- (d)(3)(i)(A) of this section is the basis
cause a gain recognition election was madgor of which is 100 minus the numbeamount.

is also taken into account when AGUB ishat is the percentage of target stock (by (ii) Basis amount The basis amount is
redetermined. Increases or decreases Wiflue, determined on the acquisition datedqual to the amount in paragraph (c)(1) o
respect to the elements of AGUB result iittributable to the purchasing corporathis section (the purchasing corporation’s
the reallocation of AGUB among target'stion’s nonrecently purchased target stockasis in recently purchased target stock &

assets under §1.338-7. and the denominator of which is the numthe beginning of the day after the acquisi-
(i) Examples The following examples ber equal to the percentage of target stotion date determined without regard to the
illustrate this paragraph (b)(2): (by value, determined on the acquisitiomcquisition costs taken into account in

Example 1 InYear 1, T, a manufacturer, purchases glate) attributable to the purchasing corpgaragraph (c)(3) of this section) multi-

customized delivery truck from X with purchase mo”e¥9tion’s recently purchased target stock; plied by a fraction the numerator of which
indebtedness having a stated principal amount o

$100,000 . P acquires all of the stock of T in Year 3 for (3) Plus the acquisition costs the puris the percentage of target stock (by value
$700,000 and makes a section 338 election for T. A€hasing corporation incurred in connecedetermined on the acquisition date) attrib-
sume T has no liabilities other than its purchase mongjon with its purchase of the recently purutable to the purchasing corporation’s
indebtedness to X. In Year 4, when Tis neither insolveth ased stock that are capitalized in theonrecently purchased target stock an
norin a itle 11 case, Tand X agree to reduce the amoyph i ¢ o, stock (e.g., brokerage conthe denominator of which is 100 percent

of the purchase money indebtedness to $80,000. As-,~ " M . . .
sume that the reduction would be a purchase price redd®iSSions and any similar costs incurredhinus the numerator amount. Thus, if

tion under section 108(e)(5). T and X's agreement to r®y the purchasing corporation to acquiréarget has a single class of outstandin
duce the amount of the purchase money indebtedne$re stock). stock, the purchasing corporation’s basis

would, under general principles of tax law that would (d) Basis of nonrecently purchasedn each share of nonrecently purchase(

apply if the deemed asset sale had actually occurred . . . . - .
change the amount of liabilities of old target taken int&fOCk’ gain recognition eIeCtle'H(l) No target stock after the gain recognition

account in determining its basis. Accordingly, AGUB igain recognition election In the absence election is equal to the average P”C,e pe
redetermined at the time of the reduction. See paragraph a gain recognition election under secshare of the purchasing corporation’s re-
(€)(2) of this section. Thus the purchase price reductiqipn 338(b)(3) and this section, the purcently purchased target stock.

aﬁecf the baSisfogtgf ggcsk %”'y i”g"‘icgé E;h“;“ghsth?’:hasing corporation retains its basis in the (iii) Losses not recognizednly gains
mechanism O . —b an . —/. ee
§1.338-4(b)(2)(ifExamplefor the effecton ADsP, honrecently purchased stock. (unreduced by losses) on the nonrecentl

Example 2 T, an accrual basis taxpayer, is a chemical (2) Procedure for making gain recogni- pur_Chased targe_t stock are recognlzeq.
manufacturer. In Year 1, T is obligated to remediate enviion election A gain recognition election  (iv) Stock subject to electioriThe gain
ronmental contamination at the site of one of its plant{may be made for nonrecently purchasemacognition election applies to—

Assume that all the events have occurred that establighey oy of target (or a target affiliate) only if (A) All nonrecently purchased target

the fact of the liability and the amount of the liability can . . . .
be determined with reasonable accuracy but econonft section 338 election is made for targa’EOCk, and

performance has not occurred with respect to the liabili§0r the target affiliate). The gain recogni- (B) Any nonrecently purchased stock in
within the meaning of section 461(h). P acquires all dfion election is made by attaching a gaim target affiliate having the same acquisi-
the stock of Tin Year 1 and makes a section 338 electiggcognition statement to a timely filedtion date as target if such target affiliate
forT. Assume that, if a corporation unrelated to Thad ag- 5 13 ‘8023 for target. The gain recognistock is held by the purchasing corpora-

tually purchased T's assets and assumed T's obligation to in the inf . hd
remediate the contamination, the corporation would n&lon statement must contain the information on such date.

satisfy the economic performance requirements un$ion specified in the form and its instruc- (e) Liabilities of new target(1) In
Year 5. Under section 461(h), the assumed liabiligions. The gain recognition election isgeneral The liabilities of new target are
would not be treated as incurred and taken into accountiifeyvocable. If a section 338(h)(10) electhe liabilities of target as of the beginning

basis until that time. The_incurrence of the Iiapility ir.]tion is made for target, see §1.338(h)(10)ef the day after the acquisition date (but
Year 5 under the economic performance rules is an

n- . . . .
crease in the amount of liabilities properly taken into aﬂ(d)(l) (_pro‘_"d'”g that_ the purchasingsee §1.338-1(d) (regarding certain trans
count in basis and results in the redetermination f0rporation is automatically deemed tactions on the acquisition date)). In ordel
AGUB. (Respecting ADSP, compare §1.461-4(d)(5have made a gain recognition election fafo be taken into account in AGUB, a lia-
which provides that economic 'pe'rformance oceurs fqgs nonrecently purchased T stock). bility must be a liability of target that is
old T as the amount of the liability is properly taken into . . . . .
account in amount realized on the deemed asset Sale(3) Effect of gain recognition properly taken into account in basis undel
Thus ADSP is not redetermined when new T satisfies tfl€Ction—(i) In general If the purchas- general principles of tax law that would

economic performance requirements.) ing corporation makes a gain recognitiompply if new target had acquired its asset:



from an unrelated person for considera$100,000. T has no loss or tax credit carryovers to (ii) To prevent the shifting of basis from the con-
tion that included discharge of the liabilj-Year 2. T's marginal tax rate for any ordinary incomeributed property to other assets of T, the Commis-
. i 2 i [:0F Net capital gain resulting from the deemed asset sal®ner may allocate $10,800 of the AGUB to the
tl_eS of that_ unrelatet_:l p_ers_on. Such IIabl“is 34 percent. The 10 shares purchased before Julyahd, leaving $98,000 to be allocated to the building.
ties may include I|a.b|l|t|es for the taXof vear 1 constitute nonrecently purchased T stockee paragraph (f) of this section. Otherwise, apply-
consequences resulting from the deemesh respect to P's qualified stock purchase of T stockng the allocation rules of §1.338-6 would, on these
sale. on July 1 of Year 2. facts, result in an allocation to the recently con-
(2) Time and amount of liabilitiesThe (ii) The ADSP formula as applied to these facts igributed land of an amount less than its value of
. . . i the same as in §1.338—-4@ample 1 Accordingly, $10,800, with the difference being allocated to the
time for ta!<|ng into Qc_count liabilities of the ADSP for T is $87,672.72. The existence obuilding already held by T.
old target in det_erm_l_nl_ng AGUB _and thenonrecently purchased T stock is irrelevant for pur-
amount of the liabilities taken into ac-poses of the ADSP formula, because that formul§1.338—-6 Allocation of ADSP and AGUB
count is determined as if new target hatleats P’s nonrecently purchased T stock in the sa"?fmong target assets.
acquired its assets from an unrelated pgpanner as T stock not held by P.

. . . (iii) The total tax liability resulting from T'’s . .
spn for Conslde_ratFQQ that included thedeemed asset sale, as calculated under the ADSP(a) SCOpe_(l) In general ,Th's section
discharge of its liabilities. formula, is $12,672.72. prescribes rules for allocating ADSP and

(3) Interaction with deemed sale tax (iv) If P does not make a gain recognition elecAGUB among the acquisition date assets
consequences In general, see §1.338tion, the AGUB of new T's assets is $85,172.72, depf a target for which a section 338 elec-
—4(e). Although ADSP and AGUB aretermined as follows (In the following formula ;5 is made.

not necessarily linked, if an increase iI%Jelow, GRP is the grossed-up basis in P’s recently (2) Fair market value—(i) In general

. purchased T stock, BNP is P’s basis in nonrecentl¥5 .
the amount realized for recently PUrhurchased T stock, L is T's liabilities, and X is PsGenerally, the fair market value of an

chased stock of target is taken into accquisition costs for the recently purchased T stockpsset is its gross fair market value (i.e.,
count after the acquisition date, and ifthe , - o _ ~o0 Bnps L+ x fair market value determined without re-
tax on the deemed sale tax consequences\gug = $60,000 x [(1 - .1)/.8] + $5,000 + gard to mortgages, liens, pledges, or othel

is a liability of target, any increase in that $12,672.72+0 liabilities). However, for purposes of de-
liability is also taken into account in rede- AGUB = $85,172.72 termining the amount of old target’'s
termining AGUB. (v) If P makes a gain recognition election, thedeemed sale tax consequences, the fal
(f) Adjustments by the Internal RevenugGuUB of new T's assets is $87,672.72, determinetnarket value of any property subject to a
Service In connection with the examina-as follows: nonrecourse indebtedness will be treatec
_tion of a return, the Commissioner may agus = $60,000 x [(1 - .1)/.8] + $60,000 x [(1 - as being not less than the amount of suct
increase (or decrease) AGUB under the  .1)/.8]x [.1/(1 - .1)] + $12,672.72 indebtedness. (For purposes of the pre:
authority of section 338(b)(2) and allocate AGUB = $87,672.72 ceding sentence, a liability that was in-

such amounts to target's assets under theyi) The calculation of AGUB if P makes a gainCUrred because of the acquisition of the
authority of section 338(b)(5) so thatecognition election may be simplified as follows: property is disregarded to the extent that

AGUB and the basis of target's assets . ;s - 450 000/.8 + $12,672.72 such liability was not taken into account

properly reflect the cost to the purchasing agug = $87,672.72 in determining old target's basis in such
corporation of its interest in target's as- | A it of the gai ion electi property.)
sets. Such items may include distribug, (/") AS & result of the gain recognition election, ;"1 2y <2 otion costs Transaction

. . P’s basis in its nonrecently purchased T stock is in- . )
tions from target to the purchasing CorpOgeased from $5,000 to $7,500 (i.e., $60,000 x [(1COStS are not taken into account in allocat-

ration, capital contributions from the.1)/.8] x [.1/(1 - .1)]). Thus, P recognizes a gain iing ADSP or AGUB to assets in the
purchasing corporation to target duringrear 2 with respect to its nonrecently purchased leemed sale (except indirectly through
the 12-month acquisition period, or acquistock of $2,500 (i.e., $7,500 - $5,000). their effect on the total ADSP or AGUB to

. . E le2 OnJ 1 of Year 1, P purchase
sitions of target stock by the purChaSln%ne-)tﬁrrTc]!poef the ? s?::fryOnoMa?ch 1 of ri(ear 1 T?)e allocated).

corporation after the acquisition date fromyisributes a dividend to all of its shareholders. on (iii) Internal Revenue Service
minority shareholders. See alspril 15 of Year 1, P purchases the remaining Tauthority. In connection with the exami-
81.338-1(d) (regarding certain transacstock and makes a section 338 election for T. In apyation of a return, the Internal Revenue
tions on the acquisition date). propriate circumstances, the Commissioner may d&saryice may challenge the taxpayer’s de-

. crease the AGUB of T to take into account the pay; . . .
(9) Examples The following examples = "= 0 O o end and properly reflect the fair€/mination of the fair market value of

illustrate this section. For purposes of thg ket value of T's assets deemed purchased. ~ @ny asset by any appropriate method an
examples in this paragraph (g), T has no Example 3 (i) T's sole asset is a building worth take into account all factors, including
liabilities other than the tax liability for $100,000. At this time, T has 100 shares of stockny |ack of adverse tax interests betweer
the deemed sale tax consequences,°ytstanding. On August 1 of Year 1, P purchases 4@a parties.

. . . f the 100 shares of T stock for $8,000. On June 1 .
shareholders incur no costs in selling th%f Year 2, P purchases 50 shares of T stock for (b) General rule for allocating ADSP

T stock, and P incurs no costs in acquiringsp 0oo. on June 15 of Year 2, P contributes a tragd AGUB—(1) Reduction in the amount
the T stock. The examples are as followss land to the capital of T and receives 10 additionadf consideration for Class | asset8oth
Example 1 () Before July 1 of Year 1, P purchasesshares of T stock as a result of the contributionADSP and AGUB, in the respective allo-
10 of the 100 shares of T stock for $5,000. On July Both the basis and fair market value of the land Aation of each. are first reduced by the
of Year 2, P purchases 80 shares of T stock for $60,0@at time are $10,800. On June 30 of Year 2, P pur- '
and makes a section 338 election for T. As of July 1 @fhases the remaining 40 shares of T stock fo@mOunt of Class | assets. .Class I assgt
Year 2, T's only asset is raw land with an adjusteg40,000 and makes a section 338 election for T. TH'€ cash and general deposit accounts (in
basis to T of $50,400 and a fair market value oAGUB of T is $108,800. cluding savings and checking accounts)



other than certificates of deposit held infthe non-contingent bond method ofible section 197 intangible resulting from
banks, savings and loan associations, a8d..1275-4(b) or is described inan assumption-reinsurance transaction.
other depository institutions. If the81.988-2(b)(2)(i)(B)2); and (3) Special rule for allocating AGUB
amount of Class | assets exceeds AGUB, (C) Debt instruments convertible intowhen purchasing corporation has nonre-
new target will immediately realize ordi-the stock of the issuer or other property. cently purchased stoek(i) Scope This
nary income in an amount equal to such (iv) Class IV assetsClass IV assets areparagraph (c)(3) applies if at the begin-
excess. The amount of ADSP or AGUBstock in trade of the taxpayer or othening of the day after the acquisition
remaining after the reduction is to be alloproperty of a kind that would properly bedate—
cated to the remaining acquisition date asacluded in the inventory of taxpayer if on (A) The purchasing corporation holds
sets. hand at the close of the taxable year, aronrecently purchased stock for which a
(2) Other assets-(i) In general Sub- property held by the taxpayer primarilygain recognition election under section
ject to the limitations and other rules ofor sale to customers in the ordinaryd38(b)(3) and 81.338-5(d) is not made;

paragraph (c) of this section, ADSP andourse of its trade or business. and

AGUB (as reduced by the amount of (v) Class V assetsClass V assets are (B) The hypothetical purchase price de-
Class | assets) are allocated among Claah assets other than Class |, Il, I, IV, VI,termined under paragraph (c)(3)(ii) of this
Il acquisition date assets of target in proand VIl assets. section exceeds the AGUB determined

portion to the fair market values of such (vi) Class VI assets.Class VI assets under §1.338-5(b).

Class Il assets at such time, then amorage all section 197 intangibles, as defined (ii) Determination of hypothetical pur-
Class Ill assets so held in such proportioiin section 197, except goodwill and goinghase price Hypothetical purchase price
then among Class IV assets so held ioconcern value. is the AGUB that would result if a gain
such proportion, then among Class V as- (vii) Class VIl assets Class VIl assets recognition election were made.

sets so held in such proportion, theare goodwill and going concern value (iii) Allocation of AGUB Subject to
among Class VI assets so held in sugwhether or not the goodwill or goingthe limitations in paragraphs (c)(1) and
proportion, and finally to Class VIl assetsconcern value qualifies as a section 19(2) of this section, the portion of AGUB
If an asset is described below as includintangible). (after reduction by the amount of Class |
ble in more than one class, then it is in- (3) Other items designated by the Interassets) to be allocated to each Class I, 11l
cluded in such class with the lower onal Revenue ServiceSimilar items may 1V, V, VI, and VIl asset of target held at
lowest class number (for instance, Classe added to any class described in thike beginning of the day after the acquisi-
Il has a lower class number than Clasparagraph (b) by designation in the Intertion date is determined by multiplying—

V). nal Revenue Bulletin by the Internal Rev- (A) The amount that would be allo-
(ii) Class Il assets Class Il assets areenue Service (see §601.601(d)(2) of thisated to such asset under the general rule
actively traded personal property withinchapter). of this section were AGUB equal to the

the meaning of section 1092(d)(1) and (c) Certain limitations and other rules hypothetical purchase price; by
81.1092(d)-1 (determined without regardor allocation to an asset(1) Allocation (B) A fraction, the numerator of which
to section 1092(d)(3)). In addition, Classiot to exceed fair market valueThe is actual AGUB (after reduction by the
Il assets include certificates of deposiamount of ADSP or AGUB allocated toamount of Class | assets) and the denom
and foreign currency even if they are noan asset (other than Class VII assets) camator of which is the hypothetical pur-
actively traded personal property. Classot exceed the fair market value of thathase price (after reduction by the amoun
Il assets do not include stock of target afasset at the beginning of the day after thaf Class | assets).
filiates, whether or not of a class that iscquisition date. (4) Liabilities taken into account in de-
actively traded, other than actively traded (2) Allocation subject to other rules termining amount realized on subsequen
stock described in section 1504(a)(4)The amount of ADSP or AGUB allocateddisposition In determining the amount
Examples of Class Il assets include U.S0 an asset is subject to other provisions oéalized on a subsequent sale or other di:
government securities and publicly tradethe Internal Revenue Code or generglosition of property deemed purchased b
stock. principles of tax law in the same mannenew target, §1.1001-2(a)(3) shall not
(i) Class Il assetsClass Il assets areas if such asset were transferred to or aapply to any liability that was taken into
assets that the taxpayer marks to market@ired from an unrelated person in a saleccount in AGUB.
least annually for Federal income tax purer exchange. For example, if the deemed (d) Examples The following examples
poses and debt instruments (including a@sset sale is a transaction described in séldustrate §81.338—4, 1.338-5, and this
counts receivable). However, Class lltion 1056(a) (relating to basis limitationsection:
assets do not include — for player contracts transferred in connec- Example 1()) T owns 90 percent of the outstand-
(A) Debt instruments issued by persontion with the sale of a franchise), thd"d T1 stock. P purchases 100 percent of the out
Lo tanding T stock for $2,000. There are no acquisi-
_related at thg p_eglnmng of the day followamount of AGUB allocated to a contracfion costs. P makes a section 338 election for T anc
ing the acquisition date to the target unddor the services of an athlete cannot exs 4 result, T1 is considered acquired in a qualifiec
section 267(b) or 707, ceed the limitation imposed by that secstock purchase. A section 338 election is made fo
(B) Contingent debt instruments subtion. As another example, sectionl. The grossed-up basis of the T stock is $2,00¢
ject to 81.1275-4, §1.483-4, or section97(f)(5) applies in determining the(-e $2,000 x 1/1).

. . . . (ii) The liabilities of T as of the beginning of the
988, unless the instrument is subject tamount of AGUB allocated to an amortlz-day after the acquisition date (including the tax lia-



bility for the deemed sale tax consequences) th&600 of ADSP and of AGUB is then allocated to ac- Asset Asset Fair

would, under general principles of tax law, properlycounts receivable. $300 of ADSP and of AGUB is Class Market

be taken into account at that time, are as follows: then allocated to the inventory. Since the remaining Value
amount of ADSP and of AGUB is $1,600 (i.e., $3,000

Liabilities (nonrecc')urgc_a.mortgage - ($200 + $300 + $600 + $300)), an amount which ex- | Cash .................. $ 50*
plus unsecured liabilities) . . . .. $ 700 ceeds the sum of the fair market values of T's Class V \ Inventory .............. 200
Taxes Payable ................ —— " “assets, the amount of ADSP and of AGUB allocated to Vi Patent ................. —850
Total ........... .. ... ..... $ 1,000 each Class V asset is its fair market value: Total ................ $ 600
(iiiy The AGUB of T is determined as follows: o *Amount.
. Building ................... 800 (xiii) The amount of ADSP and of AGUB alloca-
Grossed-up basis ............. $2,000 Land ... 200 pje o T1’s Class IV and VI assets is first reduced by
Total liabilities ............... 1,000 Investmentin Tl ............. 450 the $50 of cash.
AGUB .................... $ 3,000 Total

""""""""""" $1,450 (xiv) Because the remaining amount of ADSP
(iv) Assume that ADSP is also $3,000. nd of AGUB ($570) is an amount which exceeds

o (vii) T has no Class VI assets. The amount o : .
(v) Assume that, at the beginning of the day aﬁeADSP and of AGUB allocated to T's Class VI as—-he fair market value of T1’s only Class Iy asset, the
the acquisition date, T's cash and the fair market valcey ' o ocwill and going concern value) is $150, i gnventory, the amount allocated to the inventory is

ues of T's Class Il, Ill, IV, and V assets are as fo|.$1 600 - $1.450 :”S fair market value ($200) After that, the remain-

lows: e ' ’ . _ing amount of ADSP and of AGUB ($370) exceeds

(V"'.) The grossed-up basis of the T1 stock 'She fair market value of T1's only Class VI asset, the

Asset  Asset Fair  $500, i.e., $450 x 1/.9. o patent. Thus, the amount of ADSP and of AGUB al-
Class market (ix) The liabilities of T1 as of the beginning of

he d fter th isition d including th located to the patent is its fair market value ($350).
value the day after the acquisition date (including the tax (xv) The amount of ADSP and of AGUB allo-

liability for the deemed sale tax consequences) th%ted to T1's Class VIl assets (goodwill and going

* . .
| poiooiacivey e o et ey . e TG ) 5520 L, S50 - 850
traded securities . . .. ... 300 ' ’ Example 2(i) Assume that the facts are the same
M Accounts receivable . . . . . 600  General Liabilites ............ $ 100 as inExample lexcept that P has., for five years,
Y, Inventory .............. 300 TaxesPayable................ 200Yvned 20 percent of_ T’§ stock, which has a basis in
v Building ............... 800 Total ..o $ 120 P’s hands at the beginning of the day after the acqui-

sition date of $100, and P purchases the remaining

x :_navr;dstmentmTl ''''''''''''''' 2(5)8 (x) The AGUB of T1 is determined as follows: g0 percent of T's stock for $1,600. P does not make
Total ................ $T,850 Grossed-up basis of T1 Stock . .. $5002 ge_l_in recognition election under section 338(b)_(3)'
Liabilities . . . . ... (ii) Under 81.338-5(c), the grossed-up basis of
*Amount. AGUB g 620 recently purchased T stock is $1,600, i.e., $1,600 x
(vi) Under paragraph (b)(1) of this section, the =~~~ 7T 1-.2).8.
amount of ADSP and AGUB allocable to T's Class Il,  (xi) Assume that ADSP is also $620. (iii) The AGUB of T is determined as follows:

IIl, IV, and V assets is reduced by the amount of cash (xii) Assume that at the beginning of the day after
to $2,800, i.e., $3,000 - $200. $300 of ADSP and dhe acquisition date, T1's cash and the fair market
AGUB is then allocated to actively traded securitiesvalues of its Class IV and VI assets are as follows:

Grossed-up basis of recently purchased stock as determined

under §1.338-5(C) ($1,600 X (1 - .2)/.8) .o oo ittt $ 1,600
Basis of nonrecently purchased Stock . . .. ... ... e 100
Liabilities . ..o e 1,000

AGUB e $2,700

(iv) Since P holds nonrecently purchased stock, the hypothetical purchase price of the T stock must be computed and isadefitaviised

Grossed-up basis of recently purchased stock as determined

under 8§1.338-5(c) ($1,600 X (1 -.2)/.8) . ..ottt $ 1,600
Basis of nonrecently purchased stock as if the gain recognition election

under §1.338-5(d)(2) had been made ($1,600 X .2/(1-.2)) ..\t i it 400
Liabilities . ... e 1,000

TOtal ..o $ 3,000

(v) Since the hypothetical purchase price ($3,00Ghe assets under the general rules of this sectiof$2,700 - $200 = $2,500) and a denominator equal to
exceeds the AGUB ($2,700) and no gain recognitiomhe allocation is set forth in the column below entithe hypothetical purchase price reduced by the
election is made under section 338(b)(3), AGUB is alled Original Allocation Next, the allocation to amount of Class | assets ($3,000 - $200 = $2,800),
located under paragraph (c)(3) of this section. each asset in Class Il through Class VIl is multipliedr 2,500/2,800. This produces tR@al Allocation:

(vi) First, an AGUB amount equal to the hypo-by a fraction having a numerator equal to the actual
thetical purchase price ($3,000) is allocated amongGUB reduced by the amount of Class | assets



Class Asset Original Final

Allocation Allocation

| Cash ... $ 200 $ 200
Il Portfolio of actively traded securities. . . ... ... 300 268*
Il Accountsreceivable . .......... ... L 600 536
\ Inventory. . ... 300 268
\Y Building . ........ .. 800 714
\Y Land .. ..o 200 178
\Y, Investmentin T1. ............. .. ... .... 450 402
i Goodwill and going concernvalue. .. ........ 150 134

Total. ... $ 3,000 $ 2,700

* All numbers rounded for convenience.

§1.338-7 Allocation of redetermined = Deemed sale tax consequences includgdinciples of section 172 or 1212, as ap-
ADSP and AGUB among target assets. in new target’s return If an election plicable, but is allowed as a deduction
under section 338(h)(10) is not made, angnly to the extent of any recognized in-

(a) Scope ADSP and AGUB are rede- aqditional deemed sale tax consequencesme of old target for such taxable year.
termined at such time and in such amougy old target resulting from an increase oas described in paragraph (c)(2)(i) of this
as an increase or decrease would be gacrease in the ADSP are included in nesection. For this purpose, however, tax:
quired under general principles of tax lawarget's income tax return for new target'sble years of new target are not taken int
for the elements of ADSP or AGUB. Thistaxable year in which the increase or deaccount in applying the limitations in sec-
section provides rules for allocating redecrease is taken into account. For exantion 172(b)(1) or 1212(a)(1)(B) (or other
termined ADSP or AGUB. ple, if after the acquisition date there is asimilar limitations). In applying sections

(b) Allocation of redetermined ADSPincrease in the allocable ADSP of section72(b) and 1212(a)(1), only income, gain,
and AGUB When ADSP or AGUB is re- 1245 property for which the recomputedoss, deduction, credit, and other amount:
determined, a new allocation of ADSP obasis (but not the adjusted basis) exceed§old target are taken into account. Thus
AGUB is made by allocating the redeterthe portion of the ADSP allocable to thaif old target has an unexpired net operat
mined ADSP or AGUB amount under theparticular asset on the acquisition dateng loss at the close of its taxable year ir
rules of §1.338-6. If the allocation of thehe additional gain is treated as ordinarwhich the deemed asset sale occurred th:
redetermined ADSP or AGUB amountincome to the extent it does not exceedould be carried forward to a subsequen
under 8§1.338-6 to a given asset is diffesuch excess amount. See paragrapdxable year, such loss may be carried for
ent from the original allocation to it, the(c)(2)(ii) of this section for the specialward until it is absorbed by old target's in-
difference is added to or subtracted fronreatment of old target's carryovers and¢ome.
the original allocation to the asset, as agarrybacks. Although included in new (B) Loss carrybacks to taxable years of
propriate. (See paragraph (d) of this se¢arget’s income tax return, the deemedld target An ordinary loss or capital
tion for new target’s treatment of thesale tax consequences are separately #@ss accounted for as a separate item ¢
amount so allocated.) Amounts allocableounted for as an item of old target andld target under paragraph (c)(2)(i) of this
to an acquisition date asset (or with remay not be offset by income, gain, deducsection may be carried back to a taxable
spect to a disposed—of acquisition datgon, loss, credit, or other amount of newear of old target under the principles of
asset) are subject to all the asset allocatigarget. The amount of tax on income o§ection 172 or 1212, as applicable. Fol
rules (for example, the fair market valueld target resulting from an increase othis purpose, taxable years of new targe
limitation in §1.338-6(c)(1)) as if the re-decrease in the ADSP is determined as #re not taken into account in applying the
determined ADSP or AGUB were thesuch deemed sale tax consequences haditations in section 172(b) or 1212(a)
ADSP or AGUB on the acquisition date. been recognized in old target’s taxabl¢or other similar limitations).

(c) Special rules for ADSP—(1) In-year ending at the close of the acquisition (C) Credit carryovers and carrybacks
creases or decreases in deemed sale tdate. However, because the income r&he principles described in paragraphs
consequences taxable notwithstandingulting from the increase or decrease i(t)(2)(ii)(A) and (B) of this section apply
old target ceases to existTo the extent ADSP is reportable in new target's taxto carryovers and carrybacks of amounts
general principles of tax law would re-able year of the increase or decrease, nfotr purposes of determining the amount of
quire a seller in an actual asset sale to air old target’s taxable year ending at the credit allowable under part 1V, subchap-
count for events relating to the sale thatlose of the acquisition date, there is not&r A, chapter 1 of the Internal Revenue
occur after the sale date, target must makesulting underpayment of tax in that pastode. Thus, for example, credit carry-
such an accounting. Target is not pretaxable year of old target for purposes afvers of old target may offset only in-
cluded from realizing additional deemedalculation of interest due. come tax attributable to items describec
sale tax consequences because the targetii) Carryovers and carrybacks(A) in paragraph (c)(2)(i) of this section.
is treated as a new corporation after theoss carryovers to new target taxable (3) Procedure for transactions in which
acquisition date. years A net operating loss or net capitakection 338(h)(10) is electedf an elec-

(2) Procedure for transactions in whichloss of old target may be carried forwardion under section 338(h)(10) is made, any
section 338(h)(10) is not electedi) to a taxable year of new target, under thehanges in the deemed sale tax conse



guences caused by an increase or decreasé?2) Section 38 property Section  Asset Basis

in the ADSP are accounted for in deterd.47-2(c) applies to a reduction in basis gyiding ($270 x 100/300) . . . . . . . $90
mining the taxable income (or otherof section 38 property under this section.  Stock ($270 x 200/300) . ... ..... __180
amount) of the member of the selling con- (e) Examples The following examples Total.............oooihil $270

solidated group, the selling affiliate, or thellustrate this section. Any amount de- gy No amount is allocated to the Class VII as-
S corporation shareholders to which suckcribed in the following examples is eXsets. New T is a calendar year taxpayer. Assume
income, loss, or other amount is attributelusive of interest. For rules characterizthat the X stock is a capital asset in the hands of new
able for the taxable year in which such ining deferred contingent payments a$
crease or decrease is taken into account.principal or interest, see §§1.483-4, (ii) On January 1, 2001, new T sells the X stock
. nd uses the proceeds to purchase inventory.

(d) Special rules for AGUB-(1) Effect 1.1274-2(g), and 1.1275-4(c). The eX- () pursuant to events on June 30, 2002, the
of disposition or depreciation of acquisi-amples are as follows: contingent liability of old T is at that time properly
tion date assets If an acquisition date  Example 1 (i)(A) T's assets other than goodwill taken into account under general principles of tax

asset has been disposed of depreciaté’ﬂd going concern value, and their fair market valaw. The amount of the liability is $60.

. ues at the beginning of the day after the acquisition ’ i
amortized, or depleted by new target b%_ g g \% q (v) T's AGUB increases by $60 from $270 to

; tis added to th ainal al ate, are as follows: $330. This $60 increase in AGUB is first allocated
ore an amount is added to the original al- s . - .
location to the asset, the increased amountélss‘at Asset " iaitr ?r:zog?olizi222u;m;f3(,13%?gssgfc:ui?(t)r:za:;ge\fgt:
otherwise allocable to such asset is taken = > VZLZ mined AGUB for T ($330) exceeds the sum of the
into account under general principles of N I‘;"r mafk?FtYa'Ugstat tfht‘; becgl'””'”s of the _?ay Zﬁ‘:r
tax law that apply when part of the cost of ¥~ Building ............... 00 e 001 AGUE allomato o heam o o8 e
. v tak int tV Stock of X (not a target) .. 200 assets ($300), AGUB allocated to those assets is lim-
an ass_et_not previously taken into accoun Total ..o $300 ited to those fair market values under
in basis is paid or incurred after the asset §1.338-6(c)(1). As there are no Class VI assets, the

has been disposed of, depreciated, amort;_f_B) Thhas no |I(ijabi"tiis othker than a contingemd"'remaining AGUB of $30 is allocated to goodwill
. - . ability that would not be taken into account unde i
tized, or depleted. A similar rule applie Y &nd going concern value (Class VIl assets). The

. eneral principles of tax law in an asset sale betwegpnount of increase in AGUB allocated to each ac-
when an amount is subtracted from thgnrelated parties when the buyer assumed the liabduisition date asset is determined as follows:

original allocation to the asset. For purity or took property subject to it.
poses of the preceding sentence, an asseti)(A) On September 1, 2000, P purchases all of
is considered to have been disposed of [lbe outstanding stock of T for $270 and makes a sec-

. . tion 338 election for T. The grossed-up basis of the
the extent that its allocable portion of thel’ stock and T's AGUB are both $270. The AGUB is

decrease in AGUB would reduce its basigtably allocated among T's Class V assets in pro-

below zero. portion to their fair market values as follows:
Asset Original Redetermined Increase
AGUB AGUB
BUIlding . ..o $90 $100 $10
X StOCK o 180 200 20
Goodwill and going concernvalue . ............. . ... ... 0 30 30
Total ..o $ 270 $ 330 $ 60

(vi) Since the X stock was disposed of before the (ii) On September 30, 2004, P filed a claimthe basis of the land is reduced by $25 ($250 origi-
contingent liability was properly taken into accountagainst the selling shareholders of T in a court of agal allocation - $225 redetermined allocation). No
for tax purposes, no amount of the increase ipropriate jurisdiction alleging fraud in the sale of theamount is allocated to the Class VII assets. Accord-
AGUB attributable to such stock may be allocated td@ stock. ingly, the basis of the goodwill and going concern
any T asset. Rather, such amount ($20) is allowed (iii) On January 1, 2007, the former shareholdersalue is reduced by $100 ($100 original allocation -
as a capital loss to T for the taxable year 2002 undezfund $140 of the purchase price to P in a settl&0 redetermined allocation).
the principles ofArrowsmith v. CommissioneB44 ment of the lawsuit. Assume that, under general (v) Assume that, as a result of deductions under
U.S. 6 (1952). In addition, the $10 increase imprinciples of tax law, both the seller and the buyesection 168, the adjusted basis of the machinery im-
AGUB allocated to the building and the $30 in-properly take into account such refund when paidnediately before the decrease in AGUB is zero. The
crease in AGUB allocated to the goodwill and goingAssume also that the refund has no effect on the tawachinery is treated as if it were disposed of before
concern value are treated as basis redeterminatidrebility for the deemed sale tax consequences. Ththe decrease is taken into account. In 2007, T recog:
in 2002. See paragraph (d)(1) of this section. refund results in a decrease of T's ADSP and AGUBIizes income of $15, the character of which is deter-

Example 2 (i) On January 1, 2002, P purchase®f $140, from $500 to $360. mined under the principles @rrowsmith v. Com-
all of the outstanding stock of T and makes a section (iv) The redetermined ADSP and AGUB of $360missionerand the tax benefit rule. No adjustment to
338 election for T. Assume that ADSP and AGUBis allocated among T's acquisition date assets. Béie basis of T's assets is made for any tax paid on
of T are both $500 and are allocated among T's acause ADSP and AGUB do not exceed the fair mathis amount. Assume also that, as a result of amorti-
quisition date assets as follows: ket value of the Class V assets, the ADSP angation deductions, the adjusted basis of the goodwill

AGUB amounts are allocated to the Class V asse#d going concern value immediately before the de-

Asset . in proportion to their fair market values at the beginerease in AGUB is $40. A similar adjustment to in-
Class Asset Basis ning of the day after the acquisition date. Thusgome is made in 2007 with respect to the $60 of pre-
Y, Machinery ............. $150 $135 ($150 x ($360/($150 + $250))) is allocated twiously amortized goodwill and going concern
vV Land ... 250 the machinery and $225 ($250 x ($360/($150 +alue.

Vi Goodwill and going $250))) is allocated to the land. Accordingly, the (vi) In summary, the basis of T's acquisition date

concern value . ........ 100 basis of the machinery is reduced by $15 ($150 origssets, as of January 1, 2007, is as follows:
Total ..o $500 inal allocation - $135 redetermined allocation) and



Asset Basis Class Asset Final that the additional consideration paid would not in-
) Allocation crease T's tax liability for the deemed sale tax conse
Machinery. ................... $0 | Cash ................ $ 200 quences.
Land ....................... 225 Il Portfolio of actively traded (iii) T's AGUB increases by $200, from $2,700 to
Goodwill and going securities . ......... 268*  $2,900. This $200 increase in AGUB is accounted
concernvalue. ............... 0 Il Accounts receivable . . . . 536  for in accordance with the provisions of
Example 3 (i) Assume that the facts are the same [V Inventory ............ 268  §1.338-6(c)(3)(ii).
as §1.338-6(dExample 2except that the recently \% Building ............. 714 (iv) The hypothetical purchase price of the T
purchased stock is acquired for $1,600 plus addi- V Land ................ 178  stock is redetermined as follows:
tional payments that are contingent upon T's future vV InvestmentinT1 ...... 402
earnings. Assume that, under general principles of VIl Goodwill and going
tax law, such later payments are properly taken into concernvalue .........___ 134
account when paid. Thus, T's AGUB, determined as Total .................. $2,700

of the beginning of the day after the acquisition date
(after reduction by T's cash of $200), is $2,500 and
is allocated among T’s acquisition date assets under (i) At a later point in time, P pays an additional

§1.338-6(c)(3)(iii) as follows: $200 for its recently purchased T stock. Assume

* All numbers rounded for convenience.

Grossed—up basis of recently purchased stock as determined

under §1.338-5(C) ($1,800 X (1-.2)/.8) .. ' et $ 1,800
Basis of nonrecently purchased stock as if the gain recognition
election under §1.338-5(d)(2) had been made ($1,800 x .2/(1-.2)) ... ...t 450
Liabilities . . e 1,000
TOtal . $ 3,250

(v) Since the redetermined hypothetical purchase price ($3,250) exceeds the redetermined AGUB ($2,900) and no gainelextignitieers made under sec-
tion 338(b)(3), the rules of §1.338-6(c)(3)(iii) are reapplied using the redetermined hypothetical purchase price arerthieeddeGUB.

(vi) First, an AGUB amount equal to the redetermined hypothetical purchase price ($3,250) is allocated among the adeegemedal ules of §1.338-6. The
allocation is set forth in the column below entittéygbothetical Allocation Next, the allocation to each asset in Class Il through Class VIl is multiplied by a fract
with a numerator equal to the actual redetermined AGUB reduced by the amount of Class | assets ($2,900 - $200 = $2,@00jnamat@r @qual to the redeter-
mined hypothetical purchase price reduced by the amount of Class | assets ($3,250 - $200 = $3,050), or 2,700/3,050ceBHhisepnoduAllocation

Class Asset Hypothetical Final
Allocation Allocation
I Cash . ... $ 200 $ 200
Il Portfolio of actively traded securities. . . ... ... 300 266*
I} Accountsreceivable . . ....... ... o L 600 531
v Inventory. . . ... 300 266
\Y, Building . ........ ... 800 708
\% Land . ... . . 200 177
\Y Investmentin T1......................... 450 398
Vil Goodwill and going concernvalue. .. ........ 400 _354
Total. ..o $ 3,250 $ 2900

* All numbers rounded for convenience.

(vii) As illustrated by this example, reapplying §1.338-6(c)(3) results in a basis increase for some assets and a badisrdebsgasssets. The amount of re-
determined AGUB allocated to each acquisition date asset is determined as follows:

Asset

Original Redetermined Increase
(c)(3) allocation (c)(3) allocation (decrease)
Portfolio of actively traded securities ........................ $ 268 $ 266 $ (2)
Accountsreceivable .......... .. .. 536 531 (5)
INVENIOTY . . 268 266 2)
Building . . ..o 714 708 (6)
Land . .o 178 177 (1)
Investmentin TL .. ... ... e 402 398 (4)
Goodwill and going concernvalue ............ .. ... .. .. ... .. 134 354 220
Total . $ 2,500 $ 2,700 $ 200
Example 4(i) On January 1, 2001, P purchases Asset Assets Fair tingent consideration is $200. ADSP is therefore
all of the outstanding T stock and makes a section Class market $900 ($700 cash plus $200).
338 election for T. P pays $700 of cash and value (iii) (A) The AGUB of $700 is ratably allocated
promises also to pay a maximum $300 of contingent ) among T's Class V acquisition date assets in propor
consideration at various times in the future. Assume M Eqmpmgnt """"""" $ 200 tion to their fair market values as follows:
that, under general principles of tax law, such later v Non-actly_ely traded .
payments are properly taken into account by P when securities ........... 100 Asset Basis
paid. Assume also, however, that the current fair v Building ... —>00 Equipment ($700 x 200/800) . . . .. $175.00
market value of the contingent payments is reason- Total ............... 800 Non-actively traded
ably ascertainable. The fair market value of T's as- (ji) T has no liabilities. The AGUB is $700. In securities ($700 x 100/800) ....  87.50
sets (other than goodwill and going concern valu&jg|culating ADSP, assume that, under §1.1001-1, Building ($700 x 500/800) . . . . . . . 437.50
as of the beginning of the following day is as folthe current amount realized attributable to the con-  Total ...................... $700.00

lows:



(B) No amount is allocated to goodwill or going  (B) The remaining ADSP, $100, is allocated ta2004, there is an increase in new T's AGUB of $120.
concern value. goodwill and going concern value (Class VII). The amount of the increase allocated to each acqui-
(iv) (A) The ADSP of $900 is ratably allocated (v) P and T file a consolidated return for 2001sition date asset is determined as follows:
among T's Class V acquisition date assets in propoand each following year with P as the common par-
tion to their fair market values as follows: ent of the affiliated group.
(vi) In 2004, a contingent amount of $120 is paid

Asset Basis by P. For old T, this payment has no effect on ADSP,
Equipment. . . ...t $200 because the payment is accounted for as a separate
Non-actively traded securities . . . . 100 transaction. We have assumed that, under general
Building .. ... 500 principles of tax law, the payment is properly taken
Total . oo $800 into account by P at the time made. Therefore, in
Asset Original Redetermined Increase
AGUB AGUB
EQUIPMENT . . o $175.00 $200.00 $25.00
Land ..o 87.50 100.00 12.50
BUIldING .« .o 437.50 500.00 62.50
Goodwill and going concernvalue ............ .. ... .. .. ..... 0.00 20.00 20.00
Total .o $ 700.00 $820.00 $120.00
§81.338-0T through 1.338-7T transaction of old target and the onlyoration reflecting its activities on the ac-
[Removed] transaction reported on the separate requisition date, including target’s deemed

) turn. Except as provided in 8§1.338-1(dale. See section 1362(d)(2). For pur-

Par. 4. Sections 1.338-0T throughyeqarding certain transactions on the aposes of this return, target is a componen
1.338-7T are removed. _ quisition date), any transactions of oldnember of the controlled group of corpo-

Par. 5. Section 1.338-10 is added tp,get occurring on the acquisition dateations including the purchasing corpora-
read as follows: other than the deemed asset sale are tiBn unless target is treated as an exclude
§1.338-10 Filing of returns. cluded in the selling group’s consolidatednember under section 1563(b)(2). _

return. A deemed sale return includes a (4) Combined deemed sale retuii)

(a) Returns including tax liability from combined deemed sale return as defingdeneral rule Under section 338(h)(15),
deemed asset salg1) In general Ex- in paragraph (a)(4) of this section. a combined deemed sale return (com-
cept as provided in paragraphs (a)(2) and (ii) Separate taxable yeaiThe deemed bined return) may be filed for all targets
(3) of this section, any deemed sale taasset sale included in the deemed sale feem a single selling consolidated group
consequences are reported on the final retrn under this paragraph (a)(2) occurs itas defined in §1.338(h)(10)-1(b)(3)) that
turn of old target filed for old target’s tax-a separate taxable year, except that olte acquired by the purchasing corpora-
able year that ends at the close of the atarget’s taxable year of the sale and thion on the same acquisition date and tha
quisition date. Paragraphs (a)(2), (3) anconsolidated year of the selling group thattherwise would be required to file sepa-
(4) of this section do not apply to elecincludes the acquisition date are treated aste deemed sale returns. The combinec
tions under section 338(h)(10). If old tarthe same year for purposes of determiningturn must include all such targets. For
get is the common parent of an affiliatedhe number of years in a carryover or caexample, T and T1 may be included in a
group, the final return may be a consoliryback period. combined return if—
dated return (any such consolidated return (iii) Carryover and carryback of tax at- (A) T and T1 are directly owned sub-
must also include any deemed sale taxibutes Target's attributes may be carsidiaries of S;
consequences of any members of the coried over to, and carried back from, the (B) S is the common parent of a consol-
solidated group that are acquired by thdeemed sale return under the rules applieated group; and
purchasing corporation on the same a@ble to a corporation that ceases to be a(C) P makes qualified stock purchases
quisition date as old target). member of a consolidated group. of T and T1 on the same acquisition date.

(2) OlId target’s final taxable year oth- (iv) Old target is a component member (ii) Gain and loss offsetsGains and
erwise included in consolidated return ofbf purchasing corporation’s controlled losses recognized on the deemed asset sal
selling group—(i) General rule If the group. For purposes of its deemed salby targets included in a combined return are
selling group files a consolidated returmeturn, target is a component member dfeated as the gains and losses of a sing|
for the period that includes the acquisitionhe controlled group of corporations intarget. In addition, loss carryovers of a tar-
date, old target is disaffiliated from thatcluding the purchasing corporation unlesget that were not subject to the separate re
group immediately before the deemedarget is treated as an excluded membarrn limitation year restrictions (SRLY re-
asset sale and must file a deemed sale wader section 1563(b)(2). strictions) of the consolidated return
turn separate from the group, which in- (3) Old target is an S corporation|f regulations while that target was a member
cludes only the deemed sale tax conséarget is an S corporation for the perio@f the selling consolidated group may be
guences and the carryover items specifigtiat ends on the day before the acquisiticapplied without limitation to the gains of
in paragraph (a)(2)(iii) of this section.date and a section 338 election (but notather targets included in the combined re-
The deemed asset sale occurs at the clasection 338(h)(10) election) is filed forturn. If, however, a target has loss carry-
of the acquisition date and is the lastarget, old target files a return as a C cowvers that were subject to the SRLY restric-



tions while that target was a member of theeturn is generally due on the 15th day afonsolidated return. (The amended returt
selling consolidated group, the use of thogte third calendar month following theis a deemed sale return.)
losses in the combined return continues tmonth in which the acquisition date oc- (E) Last date for payment of taxf ei-
be subject to those restrictions, applied iours. See section 6072 (time for filing inther a substituted or amended final returr
the same manner as if the combined retunome tax returns). of old target is filed under this paragraph
were a consolidated return. A similar rule (ii) Application of §1.1502-76(€}A) (a)(6)(ii), the last date prescribed for pay-
applies, when appropriate, to other tax atn general Section 1.1502-76(c) appliesment of tax is the final return due date (as
tributes. to old target's final return if old target wasdefined in paragraph (a)(6)(i) of this sec-
(iiif) Procedure for filing a combined re-a member of a selling group that did notion).
turn. Acombined return is made by filingfile consolidated returns for the taxable (7) Examples The following examples
a single corporation income tax return iryear of the common parent that precedefustrate this paragraph (a):
lieu of separate deemed sale returns for dalie year that includes old target’'s acquisi- Example 1(i) S is the common parent of a con-
targets required to be included in the contion date. If the selling group has nogolidated group that includes T. The S group files
bined return. The combined return refiled a consolidated return that incIude%ifé‘%%r gf?(re;?rlsolgdr?]taelge;egjEjéli;?é(;h;o(gss;?u?
ﬂects_ the deem_ed asset _sales of all tqrgeikj tgrggt’s taxable period that ends on the . " <+ om S P makes a section 338 electior
required to be included in the combineccquisition date, target may, on or beforg, T and T's deemed asset sale occurs as of th
return. If the targets included in the comthe final return due date (including extenelose of T's acquisition date (June 30).
bined return constitute a single affiliatedsions), either— (i) T is considered disaffiliated for purposes of
group within the meaning of section (1) File a deemed sale return on the a#iel b (¢ SEETRC Fom B S EREErere
1504(a),_the income tax return is signegumption Fhat the selling group will file dated return through T's acquisition date except tha
by an officer of the common parent of thathe consolidated return; or the tax liability for the deemed sale tax conse-
group. Otherwise, the return must be (2) File a return for so much of old tar-quences is reported in a separate deemed sale rett
signed by an officer of each target inget's taxable period as ends at the close @fT. Provided that T is not treated as an excludec
cluded in the combined return. Ruleshe acquisition date on the assumptioﬁ'ember under section 1563(b)(2), T is a componen

P - - . . member of P’s controlled group for the taxable year
similar to the rules in §1'1502_75(J) apply(hat the consolidated return will not beof the deemed asset salg ar?d the taxable in)(/:om

for purposes of preparing the combinegjed. bracket amounts available in calculating tax on the
return. The combined return must include (B) Deemed extensiorfFor purposes of deemed sale return must be limited accordingly.

an attachment prominently identified agpplying §1.1502-76(c)(2), an extension (iii) If P purchased the stock of T at 10 a.m. on
an “ELECTION TO FILE ACOMBINED of time to file old target's final return is June 30 of Year 1, the results would be the same
RETURN UNDER SECTION 338(h) considered to be in effect until the lasP®S Par29ran" (2)(2)() of this section,

» . - . Example 2 The facts are the same a&xample
(15).” The attachment must— date for making the election under section exceptpthat the S group does not file consorl)idatec

(A) Contain the name, address, and en338. returns. T must file a separate return for its taxable
ployer identification number of each tar- (C) Erroneous filing of deemed sale reyear ending on June 30 of Year 1, which return in-
get required to be included in the comyr,. If, under this paragraph (a)(6)(ii),cudes the deemed asset sale.
bined return; target files a deemed sale return but the (b) Waiver—(1) Certain additions to

(B) Contain the following declaration selling group does not file a consolidate§@x An addition to tax or additional
(or a substantially similar declaration):return, target must file a substituted retur@mount (addition) under subchapter A of
EACH TARGET IDENTIFIED IN THIS for old target not later than the due datéhapter 68 of the Internal Revenue Code
ELECTION TO FILE A COMBINED (including extensions) for the return ofrising on or before the last day for mak-
RETURN CONSENTS TO THE FILING the common parent with which old target9 the election under section 338 becaus
OF ACOMBINED RETURN; would have been included in the consoliof circumstances that would not exist but

(C) For each target, be signed by a pettated return. The substituted return is fdfoF @n election under section 338 is
son who states under penalties of perjuio much of old target's taxable year a¥aived if—
that he or she is authorized to act on bends at the close of the acquisition date. (i) Under the particular statute the addi-
half of such target. Under §1.1502—76(c)(2), the deemed salion is excusable upon a showing of rea:

(iv) Consequences of filing a combinedeturn is not considered a return for pursonable cause; and
return. Each target included in a composes of section 6011 (relating to the gen- (i) Corrective action is taken on or be-
bined return is severally liable for any taveral requirement of filing a return) if afore the last day.
associated with the combined return. Sexubstituted return must be filed. (2) Notification The Internal Revenue
§1.338-1(b)(3). (D) Erroneous filing of return for regu- Service should be notified at the time of

(5) Deemed sale excluded from puriar tax year. If, under this paragraph correction (e.g., by attaching a statemen
chasing corporation’s consolidated re-(a)(6)(ii), target files a return for so muchto a return that constitutes corrective ac
turn. Old target may not be considered af old target's regular taxable year as end#n) that the waiver rule of this paragraph
member of any affiliated group that in-at the close of the acquisition date but thé) is being asserted.
cludes the purchasing corporation with reselling group files a consolidated return, (3) Elections or other actions required
spect to its deemed asset sale. target must file an amended return for oltb be specified on a timely filed return

(6) Due date for old target’s final re- target not later than the due date (includi) In general. If paragraph (b)(1) of this
turn—(i) General rule Old target’s final ing extensions) for the selling group’ssection applies or would apply if there



were an underpayment, any election drecause a timely election under section 338 wamay be made for T if P acquires stock
other action that must be specified on &ade. Instead, old T must file a final return for thgneeting the requirements of section

timely filed return for the taxable periodgfjgo:n%‘:égﬂqggring:?:g120 of Year 1, which Ii504(a)(2) from a selling consolidated

covered by the late filed return described group, a selling affiliate, or the S corpora-
in paragraph (b)(1) of this section is con§1.338-10T [Removed] tion shareholders in a qualified stock pur-
sidered timely if specified on a late-filed chase.

return filed on or before the last day for Par- 6. Section 1.338—10T is removed. (2 simultaneous joint election require-
making the election under section 338.  Par. 7. Section 1.338(h)(10)-1 is addefhent A section 338(h)(10) election is

(i) New target in purchasing corpora-t0 read as follows: made jointly by P and the selling consoli-
_tlo_n’s Co_nsol|dat_ed r_etur.n If new targ_et §1.338(h)(10)-1 Deemed asset sale anodated group (or the selling affiliate or the
is includible for its first taxable year in aliquidation S corporation shareholders) on Form
consolidated return filed by the affiliated ' 8023 in accordance with the instructions

group of which the purchasing corpora- (a)Scope This section prescribes rulego the form. S corporation shareholders
tion is a member on or before the last dafpr qualification for a section 338(h)(10)who do not sell their stock must also con-
for making the election under section 33&]lection and for making a sectionsent to the election. The section
any election or other action that must b&38(h)(10) election. This section also pre338(h)(10) election must be made not
specified in a timely filed return for newscribes the consequences of such electidater than the 15th day of the 9th month
target’s first taxable year (but which is nofThe rules of this section are in addition t®eginning after the month in which the
specified in the consolidated return) ishe rules of 881.338-1 through 1.338-1@cquisition date occurs.

considered timely if specified in anand, in appropriate cases, apply instead of (3) Irrevocability. A section 338(h)(10)
amended return filed on or before suckhe rules of §§1.338-1 through 1.338—10election is irrevocable. If a section
last day, at the place where the consoli- (b) Definitions—(1) Consolidated tar- 338(h)(10) election is made for T, a sec-

dated return was filed. get A consolidated targeis a target that tion 338 election is deemed made for T.
(4) Examples The following examples is a member of a consolidated group (4) Effect of invalid election If a sec-
illustrate this paragraph (b): within the meaning of §1.1502-1(h) ortion 338(h)(10) election for T is not valid,

Example 1 Tis an unaffiliated corporation with the acquisition date and is not the conthe section 338 election for T is also not
atax year ending March 31. At the close of Septemty, 3 narent of the group on that date.  valid.
EfrT?OPOQ(ffrni; E),r:?:?,s“,?gq:i"ofi%fé(;:dpitcﬁse (2) Selling consolidated group. A sell- (d) Certain consequences of section
P makes a section 338 election for T on or befordlg consolidated grous the consoli- 338(h)(10) election For purposes of sub-
June 15 of Year 2, which causes T's taxable year @ated group of which the consolidated tartitle A of the Internal Revenue Code (ex-
end as of the close of September 20 of Year 1. Aget is a member on the acquisition date. cept as provided in §1.338-1(b)(2)), the
ggogmi’; ;g“;”YgrTlilfsxiﬁfOpneg%i:;ggglgnof (3) Selling affiliate; affiliated target A consequences to the parties of making ¢
Ye;’r 1. Additions to tax for failure to file a return S€lliNg affiliateis a domestic corporation section 338(h)(10) election for T are as
and to pay tax shown on a return will not be imposehat owns on the acquisition date affollows:
if T's return is filed and the tax paid on or beforeamount of stock in a domestic target, (1) P. P is automatically deemed to
June 15 of Year 2. (This waiver applies even if thgyhich amount of stock is described irhave made a gain recognition election for
acquisition date coincides with the last day of T'qqtjony 1504(a)(2), and does not join ifts nonrecently purchased T stock, if any.

former taxable year, i.e., March 31 of Year 2.) Inter-. . . . . L. .
Y ) filing a consolidated return with the tar-The effect of a gain recognition election

szeogeae:]ryeﬂ?sépgggzml:?;rt%fg; sfgaﬁsrgg;t:?ox.get. In such case, the target isafili- includes _a_t_axable deemed sale by P or
December 15 of Year 1. A statement indicating thaated target the acquisition date of any nonrecently
the waiver rule of this paragraph is being asserted (4) S corporation target An S corpora- purchased target stock. See §1.338-5(d).
ShoE“'d belattza;hed o Tths return. tacts agiample 10N tArgetis a target that is an S corporation (2) New T The AGUB for new T's as-
1 :;Tr?]: furtisetin::at ﬁjﬁ”}ea(?g;f thxemcnal\[::ndé{mmediately before the acquisition date. ~ sets is determined under §1.338-5 and i
year by filing, on or before June 15 of Year 2, its first (5) S corporation shareholdersS cor- allocated among the acquisition date as-
return (for the period beginning on September 21 ghoration shareholdersre the S corpora- sets under §81.338-6 and 1.338-7.
Year 1 and ending on December 31 of Year 1) indtion target’s shareholders. Unless otheMotwithstanding paragraph (d)(4) of this
gi‘tégg tlhgtla CAa'e”gj‘.tr. ye"’t‘r t's Chose”'t ie\}?/ise indicated, a reference to Section (deemed liquidation of old T),
Scr'ibed_in(tgi(s)r;ar;gr:phI('t(,))ntf]a? a?;(sgrbae?ﬁ:esof?ﬁgrporation shareholders refers both to 8ew T remains liable for the tax liabilities
late filing of a return for the period ending on De-cOrporation shareholders who do andf old T (including the tax liability for the
cember 31 of Year 1 are waived, because they athose who do not sell their target stock. deemed sale tax consequences). For ex
based on circumstances that would not exist but for () | jquidation Any reference in this ample, new T remains liable for the tax li-
the secﬂon 338 fr']ec“ct’”' .'\'Ot;’.V”'thStaf‘dd'”gdtg'ssection to diquidation is treated as a ref- abilities of the members of any consoli-
V,\\,Igrvcir'l5oxe¥:;r ;afduirnrléfesst'onc (;?3 uegserp:)%rence to the transfer described in paraated group that are attributable to taxable
ment runs from that date. graph (d)(4) of this section notwithstandyears in which those corporations and old
Example 3 Assume the same facts aEkample ing its ultimate characterization forT joined in the same consolidated return.
2, except that T's former taxable year ends on OctgEgderal income tax purposes. See §1.1502-6(a).
ber 31. Although prior o the election old Thad are- -y gaction 338(h)(10) election@) In  (3) Old T—deemed sate(i) In gen-

turn due on January 15 of Year 2 for its year endin . . . .
October 31 of Yearyl that return need ¥10t be fiiedeneral A section 338(h)(10) electioneral. Old Tis treated as transferring all of



its assets to an unrelated person in egroup, the selling affiliate, or S corpora-grossed-up amount realized on the sale t
change for consideration that includes thion shareholders and ceased to exist. Tireof P’s recently purchased target stock
discharge of its liabilities in a single transiransfer from old T is characterized forSee §1.338-4(c).
action at the close of the acquisition datEederal income tax purposes in the same (iii) T stock sale Members of the sell-
(but before the deemed liquidation). Semanner as if the parties had actually enng consolidated group (or the selling af-
81.338-1(a) regarding the tax charactergaged in the transactions deemed to occfiliate or S corporation shareholders) rec-
zation of the deemed asset sale. Exceptlascause of this section and taking into acgnize no gain or loss on the sale ol
provided in §1.338(h)(10)-1(d)(8) (re-count other transactions that actually oexchange of T stock included in the quali-
garding the installment method), old Tcurred or are deemed to occur. For exanfied stock purchase (although they may
recognizes all of the gain realized on thele, the transfer may be treated as @cognize gain or loss on the T stock in
deemed transfer of its assets in considerdistribution in pursuance of a plan of reorthe deemed liquidation).
tion for the ADSP. ADSP for old T is de-ganization, a distribution in complete can- (6) Nonselling minority shareholders
termined under 81.338-4 and allocatedellation or redemption of all its stock,other than nonselling S corporation
among the acquisition date assets undene of a series of distributions in comshareholders—(i) In general This para-
881.338-6 and 1.338-7. Old T realizeplete cancellation or redemption of all itggraph (d)(6) describes the treatment o
the deemed sale tax consequences frastock in accordance with a plan of liquishareholders of old T other than the fol-
the deemed asset sale before the closeddtion, or part of a circular flow of cash.lowing: members of the selling consoli-
the acquisition date while old T is a memin most cases, the transfer will be treatedated group, the selling affiliate, S corpo-
ber of the selling consolidated group (oms a distribution in complete liquidation toration shareholders (whether or not they
owned by the selling affiliate or owned bywhich section 336 or 337 applies. sell their stock), and P. For a description
the S corporation shareholders). If Tis an (ii) Tiered targets In the case of par- of the treatment of S corporation share-
affiliated target, or an S corporation tarent-subsidiary chains of corporationdolders, see paragraph (d)(5) of this sec
get, the principles of 8§81.338-2(c)(10making elections wunder sectiontion. A shareholder to which this para-
and 1.338-10(a)(1), (5), and (6)(i) apply838(h)(10), the deemed liquidation of ayraph (d)(6) applies is called a minority
to the return on which the deemed sale tesubsidiary corporation is considered tshareholder.
consequences are reported. When T is @necede the deemed liquidation of its par- (ii) T stock sale A minority share-
S corporation target, T's S election conent. holder recognizes gain or loss on the
tinues in effect through the close of the (5) Selling consolidated group, sellingshareholder’s sale or exchange of T stocl
acquisition date (including the time of theaffiliate, or S corporation shareholders included in the qualified stock purchase.
deemed asset sale and the deemed liqQi} In general If Tis an S corporation tar-  (iii) T stock not acquired A minority
dation) notwithstanding sectionget, S corporation shareholders (whetheshareholder does not recognize gain o
1362(d)(2)(B). Also, when T is an S cor-or not they sell their stock) take th@iro loss under this section with respect to
poration target (but not a qualified subrata share of the deemed sale tax consshares of T stock retained by the share
chapter S subsidiary), any direct and indiguences into account under section 13@®lder. The shareholder’s basis and hold
rect subsidiaries of T which T has electednd increase or decrease their basis inifig period for that T stock is not affected
to treat as qualified subchapter S sulstock under section 1367. Members dby the section 338(h)(10) election.
sidiaries under section 1361(b)(3) remaithe selling consolidated group, the selling (7) Consolidated return of selling con-
gualified subchapter S subsidiariesffiliate, or S corporation shareholders arsolidated group If P acquires T in a qual-
through the close of the acquisition date.treated as if, after the deemed asset saleified stock purchase from a selling con-
(ii) Tiered targets In the case of par- paragraph (d)(3) of this section and beforsolidated group—
ent-subsidiary chains of corporationghe close of the acquisition date, they re- (i) The selling consolidated group must
making elections under sectionceived the assets transferred by old T ifile a consolidated return for the taxable
338(h)(10), the deemed asset sale ofthe transaction described in paragrapperiod that includes the acquisition date;
parent corporation is considered to pred)(4)(i) of this section. In most cases, the (ii) A consolidated return for the selling
cede that of its subsidiary. Sedransfer will be treated as a distribution irconsolidated group for that period may
81.338-3(b)(4)(i). complete liquidation to which section 331not be withdrawn on or after the day that &
(4) OId T and selling consolidated or 332 applies. section 338(h)(10) election is made for T;
group, selling affiliate, or S corporation (i) Basis and holding period of T stockand
shareholders—deemed liquidation; taxot acquired A member of the selling (iii) Permission to discontinue filing
characterizatior—(i) In general Old Tis consolidated group (or the selling affiliateconsolidated returns cannot be grante
treated as if, before the close of the acquor an S corporation shareholder) retaininfpr, and cannot apply to, that period or
sition date, after the deemed asset sale Tnstock is treated as acquiring the stock sany of the immediately preceding taxable
paragraph (d)(3) of this section, and whileetained on the day after the acquisitioperiods during which consolidated returns
old T is a member of the selling consoli-date for its fair market value. The holdingcontinuously have been filed.
dated group (or owned by the selling affilperiod for the retained stock starts on the (8) Availability of the section 453 in-
iate or owned by the S corporation sharetay after the acquisition date. For purstallment methad Solely for purposes of
holders), it transferred all of its assets tposes of this paragraph, the fair marketpplying sections 453, 453A, and 453B,
members of the selling consolidatedialue of all of the T stock equals theand the regulations thereunder (the in



stallment method) to determine the consef the Internal Revenue Code that would)(4) of this section, the transactions described in
quences to old T in the deemed asset salet occur if the parties had actually enthis section are treated in the same manner as if the:

and to old T (and its shareholders, if relegaged in the transactions deemed to occlid 2ctually occurred. Because old T transferred
Substantially all of its assets to S2, and is deemed tc

yant) in the deemed liquidation, the rulgsbecause of this section and taking intQ,ye distributed all its remaining assets and gone ou
in paragraphs (d)(1) through (7) of thisaccount other transactions that actuallyr existence, the transfer of assets to S2, taking into
section are modified as follows: occurred or are deemed to occur. Seeagcount the related transfers, deemed and actual

. . however, §1.338-1(b)(2) for certain exdualifies as a reorganization under section
(i) In deemed asset saleOld T is 8 ")) 368(a)(1)(D). Section 361(c)(1) and not section 332

treated as receiving in the deemed ass&gptions to this rule. _ applies to T's deemed liquidation.
sale new T installment ObligationS, the (e) ExampleST_h(? fo”OWIr]_g examples Example 4 (i) T owns two assets: an actively
terms of which are identical (except as tdlustrate the provisions of this section:  traded security (Class II) with a fair market value of
the obligor) to P instaliment obligations_ E;(ZTT?tﬁe(gt(?c:lkog}lr‘ll'sla;lnzf':'ge Tsitci’sc':hzngo;fclloo a?\;‘) antsdJUfSFed baiist of I$100f. :fgoinvzntory
; ; . ass V) with a fair market value o and an
issued in exchange for recently purc_has_eﬁén parent of a consolidated group that includes Rdjusted basis of $100. T has no liabilities. S is ne-
stock of T. Old Tis treated as receiving i1, and T2. P makes a qualified stock purchase gotiating to sell all the stock in T to P for $100 cash
cash all other consideration in the deemedl of the T stock from S1. S1 joins with P in makingand contingent consideration. Assume that under
asset sale other than the assumption of, @section 338(h)(10) election for T and for thegenerally applicable tax accounting rules, P’s ad-
taking subject to, old T liabilities. For ex-deemed purchase of T1. A section 338 election jsisted basis in the T stock immediately after the pur-
ample, old T is treated as receiving iff® Made for 2. o chase would be $100, because the contingent con
. (il) S1 does not recognize gain or loss on the sakideration is not taken into account. Thus, under the
cash any amounts attributable to th@f the T stock and T does not recognize gain or logsiles of §1.338-5, AGUB would be $100. Under the
grossing-up of amount realized undegn the sale of the T1 stock because sectioallocation rules of §1.338—6, the entire $100 would
81.338-4(c). The amount realized for re338(h)(10) elections are made for T and T1. Thusye allocated to the Class Il asset, the actively tradec
cently purchased stock taken into accourf' examplej gain or Ioss. realized on t.he salg of the §ecurity, and no amount Wou]d be a!located to the in-
in determining ADSP is adjusted (andor T_l stock is not taken into account in earnings an_dantory. P however, plans |mmed_|ately to cause T
. . rofits. However, because a section 338 election ts sell the inventory, but not the actively traded secu-
thus, ADSP is redEtermmEd) to reflect th&o’[ made for T2, T must recognize any gain or lossty, so it requests that, prior to the stock sale, S
amounts paid under an installment obligaealized on the deemed sale of the T2 stock. Seause T to create a new subsidiary, Newco, and con:
tion for the stock when the total payment8§1.338-4(h). tribute the actively traded security to the capital of
under the installment obligation are (iii) The results would be the same if S1, T, T1Newco. Because the stock in Newco, which would
; and T2 are not members of any consolidated groupgt be actively traded, is a Class V asset, under the
greater or less than the amount reaIIZed'because S1and T are selling affiliates. rules of §1.338-6 $100 of AGUB would be allocated
(i) In deemed liquidation OId T is Example 2 (i) S and T are solvent corporations.to the inventory and no amount of AGUB would be
treated as distributing in the deemed liquis owns all of the outstanding stock of T. S and Rllocated to the Newco stock. Newco's own AGUB,
dation the new T installment obligations?gree to undertake the following transaction: TWi;':potrl:nde;'thT rtUIeds (C;f §1.3?;8—3i”\1/v0u:§1 bi allocatild
o . : istribute half its assets to S, and S will assume h € aclively traded security. en i subsequently
that it is treated as receiving in théjf T's liabilities. Then, P will purchase the stock ofcauses T to sell the inventory, T would realize no
dee_med asse_t sale. The member_s of t &om s. s and P will jointly make a sectiongain or loss instead of realizing gain of $100.
selling consolidated group, the selling afs3g(h)(10) election with respect to the sale of T. (ii) Assume that, if the T stock had not itself been
filiate, or the S corporation shareholderghe corporations then complete the transaction asld but T had instead sold both its inventory and the
are treated as receiving in the deemed li@greed. Newco stock to P, T would for tax purposes be
uidation the new T instzgallment Obligationsqg(ii) Under section 338(a), the assets present in @eemed instead to have sold both its inventory and
. . at the close of the acquisition date are deemed saidtively traded security directly to P, with P deemed
th_at correspond to the P I_nStal_Ime_n_t Ob“gt'ay old T to new T. Under paragraph (d)(4) of thighen to have created Newco and contributed the ac-
ations they actually received individuallysection, the transactions described in paragraph (dyely traded security to the capital of Newco. Sec-
in exchange for their recently purchasedf this section are treated in the same manner astion 338, if elected, generally recharacterizes a stock
stock. The new T installment 0b|igati0nghey had actually occurred. Because S and P hadle as a deemed sale of assets. However, paragray
may be recharacterized under other ru|e§greed that, after T's actual distribution to S of par¢(_i)(9) of this_ section states, in general, th_at no provi-
S f le §1.453-11 2 hi of its assets, S would sell T to P pursuant to an elesion of section 338(h)(10) or the regulations there-
) ee OI’_ eX"_imp e ’ (a)( ) w ICk\ion under section 338(h)(10), and because parander shall produce a Federal income tax result
in certain circumstances, treats the new draph (d)(4) of this section deems T subsequently tonder subtitle A of the Internal Revenue Code that
installment obligations deemed distrib-have transferred all its assets to its shareholder, Tigould not occur if the parties had actually engaged
uted by old T as if they were issued byleemed to have adopted a plan of complete liquidin thg transactions deeme_d to occur by virtue of the
new T in exchange for the stock in old THon L_mder section 33_2. _T's _actual transfer of assegection 338(h)_(10) election, taking into account
. to S is treated as a distribution pursuant to that plasther transactions that actually occurred or are
owned by members ‘?f the S_?lllng COhSOlI(-)f complete liquidation. deemed to occur. Hence, the deemed sale of asse
dated group, the selling affiliate, or the S gyample 3 (i) S1 owns all of the outstanding under section 338(h)(10) should be treated as one o
corporation shareholders. The membekfock of both T and S2. Al three are corporationshe inventory and actively traded security them-
of the selling consolidated group, the sellS1 and P agree to undertake the following transa69|YES, not of the inventory and Newco stock. The
ng affiate, or the S corporation sharelr, 1 rasfersusinialy alof i sets ant7 avee e o1 515010 foss ot ony e
. jabilities to S2, wi issuing no stock in ex- S
holde_rs ar_e tr_eated as recelv_lng_ aII_ Oth_écﬁange therefor, and retaining its other assets and $iale of the inventory and the actively traded security
consideration in the deemed liquidation iRjjities. Then, P will purchase the stock of T fromthemselves, not of the inventory and the Newco
cash. S1. S1 and P will jointly make a section 338(h)(10ytock. Otherwise, the anti-abuse rule might apply.
(9) Treatment consistent with an actuafEcten 1 espet o e e of . T corport. Exanpe © 1o meroe of o seling corslh
. . . . up, y , which i
asset sale NO. pI‘OVI.SIon In section (i) Under section 338(a), the remaining assetswned by S1. On March 1 of Year 2, S1 sells its T
338(h)(10) or this section shall produce gresent in T at the close of the acquisition date astock to P for $30,000, and joins with P in making a
Federal income tax result under subtitle Aeemed sold by old T to new T. Under paragrapkection 338(h)(10) election for T. There are no selling



costs or acquisition costs. On March 1 of Year 2, Value. T also has a $40,000 liability. S1 pays old T's (ii) ADSP of $120,000 ($80,000 + $40,000 + 0)
owns land with a $50,000 basis and $75,000 fair maallocable share of the selling group’s consolidated tas allocated to each asset as follows:

ket value and equipment with a $30,000 adjusted basjsljability for Year 2 including the tax liability for the

$70,000 recomputed basis, and $60,000 fair markdeemed sale tax consequences (a total of $13,600).

Assets Basis FMV Fraction Allocable
ADSP
Land .. ... $ 50,000 $ 75,000 5/9 $ 66,667
Equipment . ... 30,000 60,000 4/9 53,333
Total ... $ 80,000 $ 135,000 1 $ 120,000

(ii) Under paragraph (d)(3) of this section, old Tsale results in $16,667 of capital gain on its deeme®25,000 note (considered issued by new T) anc
has gain on the deemed sale of $40,000 (consistisgle of the land. Under paragraph (d)(5)(iii) of this75,000 of cash (total consideration of $80,000 paic
of $16,667 of capital gain and $23,333 of ordinarysection, old T does not recognize gain or loss on ifer all the stock sold, which is then divided by .80 in
income). deemed sale of the T1 stock. See section 332.  the grossing-up, with the resulting figure of

(iv) Under paragraph (d)(5)(iii) of this section,  (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +$100,000 then reduced by the amount of the install
S1 recognizes no gain or loss upon its sale of the o&D). On the deemed sale of the equipment, T1 rement note). Absent an election under section
T stock to P. S1 also recognizes no gain or loss upagnizes ordinary income of $23,333. 453(d), gain is reported by old T under the install-
the deemed liquidation of T. See paragraph (d)(4) of (iv) Under paragraph (d)(5)(iii) of this section, ment method.
this section and section 332. S1 does not recognize gain or loss upon its sale of (iii) In applying the installment method to old T's

(v) P’s basis in new T stock is P’s cost for thethe old T stock to P. deemed asset sale, the contract price for old T’s as
stock, $80,000. See section 1012. Example 9 (i) The facts are the same asEr-  sets deemed sold is $100,000, the $110,000 sellin

(vi) Under 81.338-5, the AGUB for new T is ample 8,except that P already owns 20 percent oprice reduced by the indebtedness of $10,000 t
$120,000, i.e., P’s cost for the old T stock ($80,000he T stock, which is nonrecently purchased stocwhich the assets are subject. (The $110,000 sellin
plus T’s liability ($40,000). This AGUB is allocated with a basis of $6,000, and that P purchases the ngrice is itself the sum of the $80,000 grossed-up in
as basis among the new T assets under §81.338x&ining 80 percent of the T stock from S1 forparagraph (ii) above to $100,000 and the $10,000 i
and 1.338-7. $64,000. ability.) Gross profit is $75,000 ($110,000 selling

Example 6 (i) The facts are the same asbr- (i) The results are the same asEixample 8ex- price - old T's basis of $35,000). Old T’'s gross
ample 5 except that S1 sells 80 percent of the old Eept that under paragraph (d)(1) of this section angrofit ratio is 0.75 (gross profit of $75,000
stock to P for $64,000, rather than 100 percent of th&1.338-5(d), P is deemed to have made a ga#100,000 contract price). Thus, $56,250 (0.75 X the

old T stock for $80,000. recognition election for its nonrecently purchased $75,000 cash old T is deemed to receive in Year 1) i
(i) The consequences to P, T, and S1 are the samsidck. As a result, P recognizes gain of $10,000 ardear 1 gain attributable to the sale, and $18,75C
as inExample 5except that: its basis in the nonrecently purchased T stock is i($75,000 - $56,250) is recovery of basis.

(A) P’s basis for its 80-percent interest in the nevereased from $6,000 to $16,000. P’s basis in all the (iv) In its liquidation, old T is deemed to distrib-
T stock is P’s $64,000 cost for the stock. See sectidh stock is $80,000 (i.e., $64,000 + $16,000). Thete the $25,000 note to B, since B actually sold the
1012. computations are as follows: stock partly for that consideration. To the extent of

(B) Under 81.338-5, the AGUB for new T is  (A) P’s grossed-up basis for the recently purthe remaining liquidating distribution to B, it is
$120,000 (i.e., $64,000/.8 + $40,000 + $0). chased T stock is $64,000 (i.e., $64,000 (the basis déemed to receive, along with A and C, the balance

(C) Under paragraph (d)(4) of this section, Sthe recently purchased T stock) x (1 - .2)/(.8) (thef old T's liquidating assets in the form of cash.
recognizes no gain or loss with respect to the rdraction in section 338(b)(4))). Under section 453(h), B, unless it makes an electior
tained stock in T. See section 332. (B) P’s basis amount for the nonrecently purunder section 453(d), is not required to treat the re

(D) Under paragraph (d)(5)(ii) of this section, thechased T stock is $16,000 (i.e., $64,000 (theeipt of the note as a payment for the T stock; P’s
basis of the T stock retained by S1 is $16,000 (i.egrossed-up basis in the recently purchased T stockjpayment of the $25,000 note in Year 7 to B is a pay-
$120,000 - $40,000 (the ADSP amount for the old T.2)/(1.0 - .2) (the fraction in section 338(b)(3)(B))).ment for the T stock. Because section 453(h) ap:
assets over the sum of new T's liabilities immedi- (C) The gain recognized on the nonrecently purplies to B, old T's deemed liquidating distribution of
ately after the acquisition date) x .20 (the proportiochased stock is $10,000 (i.e., $16,000 - $6,000). the note is, under section 453B(h), not treated as .
of T stock retained by S1)). Example 10 (i) Tis an S corporation whose soletaxable disposition by old T.

Example 7 (i) The facts are the same asEr-  class of stock is owned 40 percent each by A and B (v) Under section 1366, A reports 40 percent, or
ample 6 except that K, a shareholder unrelated to &nd 20 percent by C. T, A, B, and C all use the cas$2,500, of old T's $56,250 gain recognized in Year
or P, owns the 20 percent of the T stock that is nehethod of accounting. Aand B each has an adjustdd Under section 1367, this increases A's $10,00(
acquired by P in the qualified stock purchase. K'dasis of $10,000 in the stock. C has an adjustetijusted basis in the T stock to $32,500. Next, in

basis in its T stock is $5,000. basis of $5,000 in the stock. A, B, and C hold no ineld T's deemed liquidation, A is considered to re-
(i) The consequences to P, T, and S1 are the sarsi@llment obligations to which section 453A appliesceive $40,000 for its old T shares, causing it to rec-
as inExample 6 On March 1 of Year 1, A sells its stock to P forognize an additional $7,500 gain in Year 1.

(iii) Under paragraph (d)(6)(iii) of this section, K $40,000 in cash and B sells its stock to P for a (vi) Under section 1366, B reports 40 percent, or
recognizes no gain or loss, and K’s basis in its $25,000 note issued by P and real estate having$a2,500, of old T's $56,250 gain recognized in Year 1.
stock remains at $5,000. fair market value of $15,000. The $25,000 note, duender section 1367, this increases B’'s $10,000 ad

Example 8 (i) The facts are the same asEr- in full in Year 7, is not publicly traded and bears adjusted basis in its T stock to $32,500. Next, in old T's
ample 5 except that the equipment is held by T1, @&quate stated interest. A and B have no selling edeemed liquidation, B is considered to receive the
wholly-owned subsidiary of T, and a sectionpenses. T's sole asset is real estate, which has$25,000 note and $15,000 of other consideration. Ap
338(h)(10) election is also made for T1. The Tlalue of $110,000 and an adjusted basis of $35,000lying section 453, including section 453(h), to the
stock has a fair market value of $60,000. T1 has mdlso, T's real estate is encumbered by long-outdeemed liquidation, B’s selling price and contract
assets other than the equipment and no liabilitiestanding purchase-money indebtedness of $10,008xice are both $40,000. Gross profit is $7,500
S1 pays old T's and old T1's allocable shares of th&he real estate does not have built-in gain subject {840,000 selling price - B’s basis of $32,500). B'’s
selling group’s consolidated tax liability for Year 2section 1374. A, B, and C join with P in making agross profit ratio is 0.1875 (gross profit of $7,5600
including the tax liability for T and T1’'s deemed salesection 338(h)(10) election for T. $40,000 contract price). Thus, $2,812.50 (0.1875 »
tax consequences. (i) Solely for purposes of application of sections$15,000) is Year 1 gain attributable to the deemed lig;

(if) ADSP for T is $120,000, allocated $66,667 t0453, 453A, and 453B, old T is considered in itaidation. In Year 7, when the $25,000 note is paid, B
the land and $53,333 to the stock. Old T's deemedkemed asset sale to receive back from new T thas $4,687.50 (0.1875 x $25,000) of additional gain.



(vii) Under section 1366, C reports 20 percent, oprovided that the S corporation and all of (i) In general.
$11,250, of old T's $56,250 gain recognized in Yeajts shareholders (including nonselling (i) Goodwill or going concern value.

1. Under section 1367, this increases C’s $5,000 a . . .
justed basis in its T stock to $16.250. Next, in ol hareholders) report the tax consequences(iii) Factors indicating goodwill or

T's deemed liquidation, C is considered to receiv€Onsistently with the results under section going concern value.

$20,000 for its old T shares, causing it to recogniz838(h)(10). (3) Examples.

an additional $3,750 gain in Year 1. Finally, under (4) Asymmetrical transfers of assets.
paragraph (d)(5)(ii) of this section, C is considere@1.338(i)—1T [Removed] (5) Related transactions.

to acquire its stock in T on the day after the acquisi-
tion date for $20,000 (fair market value = grossed- Par. 10. Section l.338(i)—lT is re-
up amount realized of $100,000 x 20%). C'’s hold- d

ing period in the stock deemed received in new {nove ’

(6) More than a single trade or busi-
ness.
(7) Covenant entered into by the seller.

begins at that time. Par. 11. Section 1.1060-1 is added t0 (g) partial non-recognition exchanges.
(f) Inapplicability of provisions The read as follows: (c) Allocation of consideration among

provisions of section 6043, 81.331-1(d)g ;549 Special allocation rules for assets under the residual method.

and 81.332-6 (relatlng to |nf0'rmat|on T ertain asset acquisitions. Q) Con5|d_erat|on. _ _

turns and recordkeeping requirements for (2) Allocation of consideration among

corporate liquidations) do not apply to the (a) Scope—(1) In general This section assets.

deemed liquidation of old T under paraprescribes rules relating to the requirements (3) Certain costs.

graph (d)(4) of this section. of section 1060, which, in the case of an ap- (4) Effect of agreement between par-

(9) Required information The Com- plicable asset acquisition, requires the ties.
missioner may exercise the authorityransferor (the seller) and the transferee (the (d) Examples.
granted in section 338(h)(10)(C)(iii) to re-purchaser) each to allocate the considera-(e) Reporting requirements.
quire provision of any information tion paid or received in the transaction (1) Applicable asset acquisitions.
deemed necessary to carry out the provimong the assets transferred in the same(i) In general.
sions of section 338(h)(10) by requiringnanner as amounts are allocated under sec{ii) Time and manner of reporting.
submission of information on any tax retion 338(b)(5) (relating to the allocation of (A) In general.

porting form. adjusted grossed-up basis among the asset$B) Additional reporting requirement.
of the target corporation when a section 338 (2) Transfers of interests in partner-
§1.338(h)(10)-1T [Removed] election is made). In the case of an applica-  ships.

. . ble asset acquisition described in paragraph(b) Applicable asset acquisitien(1)
Par. 8. Section 1.338(h)(10)-1T is re(b)(l) of this section, sellers and purchaseita general An applicable asset acquisi-
moved. . . . must allocate the consideration under thigon is any transfer, whether direct or indi-
Par. 9. Sect.|on 1.338()-1 is added t?esidual method as described in §81.338+&ct, of a group of assets if the assets
read as follows: and 1.338-7 in order to determine, respetransferred constitute a trade or busines:
§1.338(i)-1 Effective dates. tively, the amount realized from, and then the hands of either the seller or the pur-
basis in, each of the transferred assets. Fdraser and, except as provided in para
(a) In general The provisions of rules relating to distributions of partnershigraph (b)(8) of this section, the pur-
§81.338-1 through 1.338-7, 1.338-1@roperty or transfers of partnership interestshaser’s basis in the transferred assets i
and 1.338(h)(10)-1 apply to any qualifiedvhich are subject to section 1060(d), segetermined wholly by reference to the
stock purchase occurring after March 15§1.755-2T. purchaser’s consideration.
2001. For rules applicable to qualified (2) Effective date The provisions of  (2) Assets constituting a trade or busi-
stock purchases on or before March 1%his section apply to any asset acquisitioness—(i) In general For purposes of this
2001, see 881.338-1T through 1.338-7hccurring after March 15, 2001. For rulesection, a group of assets constitutes &
1.338-10T, 1.338(h)(10)-1T andapplicable to asset acquisitions on or berade or business if—
1.338(i)-1T in effect prior to March 16, fore March 15, 2001, see §1.1060-1T in (A) The use of such assets would con-
2001 (see 26 CFR part 1 revised April lgffect prior to March 16, 2001 (see 26titute an active trade or business undel
2000). CFR part 1 revised April 1, 2000). section 355; or
(b) Section 338(h)(10) elections for S (3) Outline of topics In order to facili-  (B) Its character is such that goodwill
corporation targets The requirements of tate the use of this section, this paragrapir going concern value could under any
§81.338(h)(10)-1T(c)(2) and 1.338(h)a)(3) lists the major paragraphs in thigircumstances attach to such group.

(10)-1(c)(2) that S corporation shareholdsection as follows: (i) Goodwill or going concern value

ers who do not sell their stock must also (a) Scope. Gooduwill is the value of a trade or busi-
consent to an election under section (1) In general. ness attributable to the expectancy of con-
338(h)(10) will not invalidate an other- (2) Effective date. tinued customer patronage. This ex-
wise valid election made on the Septem- (3) Outline of topics. pectancy may be due to the name or
ber 1997 revision of Form 8023, “Elec- (b) Applicable asset acquisition. reputation of a trade or business or any
tions Under Section 338 For Corporations (1) In general. other factor. Going concern value is the

Making Qualified Stock Purchases,” not (2) Assets constituting a trade or busiadditional value that attaches to property
signed by the nonselling shareholders, ness. because of its existence as an integral pa



of an ongoing business activity. Goinguuiring assets of a number of smaller companies and (5) Related transactions Whether the

concern value includes the value attributloPes that these assets will collectively allow it t355ets transferred constitute a trade ¢

able to the ability of a trade or businesdc" @ broad product mix. P acquires the assets ofg in o s determined by aggregating al
in order to augment its product mix and to promote

(or a part of a trade or business) t0 COfk presence in the microwave industry. P will noffansfers from the seller to the purchase
tinue functioning or generating incomeuse the assets acquired from S to manufacture nil a series of related transactions. Excer
without interruption notwithstanding acrowave connectors. The assets transferred are gs provided in paragraph (b)(8) of this
change in ownership. It also includes th&ets that constitute a trade or business in the handsQiction, all assets transferred from the

value that is attributable to the immediatd'® Se!le": Thus, P's purchase of S's assets is an apy o 1 the purchaser in a series of re
plicable asset acquisition. The fact that P will no

use or availability of an acquired trade Ofjse the assets acquired from S to continue the butt€d transactions are included in the
business, such as, for example, the use @fss of S does not affect this conclusion. group of assets among which the consid
the revenues or net earnings that other- Example 2. S, a sole proprietor who operates aration paid or received in such series is
wise would not be received during anyar wash, both leases the building housing the cgfllocated under the residual method. The
period if the acquired trade or busines4ash and selis all of the car wash equipment to rlrinciples of 81.338-1(c) are also applied
. . S’s use of the building and the car wash equipment .. . .
were not avallaple or operatlonal. ' constitute a trade or business. P begins operating'a determining which assets are m_cludec
(iii) Factors indicating goodwill or car wash in the building it leases from S. Becaud® the group of assets among which the
going concern value In making the de- the assets transferred together with the asset leagg@nsideration paid or received is allocatec
termination in this paragraph (b)(2), allare assets which constitute a trade or business, Ripider the residual method.
the facts and circumstances surroundinfj"chase of S's assets is an applicable asset acquisig) \ore than a single trade or busi-
the transaction are taken into account. - _ . ness If the assets transferred from a
.. . . . . Example 3 S, a corporation, owns a retail store .
Whether sufficient conS|dgrat|on is availy siness in State X and conducts activities in cors€ller to a purchgser include ‘more th_ar
able to allocate to goodwill or going CoNmection with that business enterprise that meet tHane trade or business, then, in applyinc
cern value after the residual method is apetive trade or business requirement of section 35¢his section, all of the assets transferrec
plied is not relevant in determiningP is a minority shareholder of S. S distributes to Ryhether or not transferred in one transac
whether goodwill or going concern valug! i€ assets of S used in Ss retail business in Stgigy o 5 series of related transactions an
X in complete redemption of P’s stock in S held by .
could attagh toa group of assets. Factogs t¢ gistribution of S's assets in redemption of pwhether or not pa_rt of a trade or bu§|ness
to be considered include— stock is treated as a sale or exchange under sectiGh€ treated as a Slngle trade or business.
(A) The presence of any intangible as302(a) and 302(b)(3), and P's basis in the assets dis- (7) Covenant entered into by the seller
sets (whether or not those assets are séuted to it is determined wholly by reference to)f iy connection with an applicable asset
tion 197 intangibles), provided, however!"® consideration paid, the S stock. Thus, .SSd'S”ﬁchuisition, the seller enters into a
. ution of assets constituting a trade or business to
that the transfer of such an asset in the aQ-p, appiicable asset acquisition. covenant (e.g., a covenant not to com
sence of other assets will not be a trade or gyample 4 s is a manufacturing company with Pete) with the purchaser, that covenant i
business for purposes of section 1060; an internal financial bookkeeping department. P ifreated as an asset transferred as part of
(B) The existence of an excess of th& the business of providing a financial bookkeepingrade or business.
total consideration over the aggregat@ervice on a contract basis. As part of an agreement gy partig| non-recognition exchanges
. . .. for P to begin providing financial bookkeeping ser- - .
book value of the tangible and mtanglbl%ices t0'S, P agrees to buy all of the assets associaransfer may constlltute an .appllcable
assets purchased (other than goodwill angih s's internal bookkeeping operations and pro@SSet acquisition notwithstanding the fac
going concern value) as shown in the fivide employment to any of S's bookkeeping departhat no gain or loss is recognized with re-
nancial accounting books and records afient employees who choose to accept a positiagpect to a portion of the group of asset:
the purchaser; and with P. "I addition to selling P the assets assoc""‘t(‘;fi}zlnsferred. All of the assets transferred

. . . with its bookkeeping operation, S will enter into a. . "
(C) Related transactions, includin ping op including the non-recognition assets, are

A ,QQng term contract with P for bookkeeping services. . . o
lease agreements, licenses, or other SiNHacause assets transferred from S to P, along witRKen into account in determining whether
lar agreements between the purchaser aé related contract for bookkeeping services, arethe group of assets constitutes a trade c

g p group
seller (or managers, directors, owners, djiede or business in the hands of P, the sale of thfisiness. The allocation of consideratior
employees of the seller) in connectioffo°kkeeping assets from S to Pis an applicable assgh der paragraph (c) of this section is dong
. acquisition. . . . .
with the transfer. A ical ; ¢ " without taking into account either the
(3) Examples The following examples ( )h sym_metrtl)c_a ttrtans e:_s 0 fggg " non-recognition assets or the amount o
illustrate paragraphs (b)(1) and (2) of thi?ur_C aser s subjec 9 sgc on = money or other property that is treated a:
section: (i) Under general principles of tax law,yransferred in exchange for the non-recog
Example 1 S is a high grade machine shop thathe seller is not treated as transferring thgtion assets (together, the non-recogni
manufactures microwave connectors in limitecsame assets as the purchaser is treatedjgg exchange property). The basis in anc

quantities. It is a successful company with a reputggcquiring; : . .
tion within the industry and among its customers for gain or loss recognized with respect to the

manufacturing unique, high quality products. Its (i) The assets acquired by. the purnon-recognition exchange property are
tangible assets consist primarily of ordinary machinchaser constitute a trade or business; angletermined under such rules as woulc
ery for working metal and plating. It has no secret (jii) Except as provided in paragraphotherwise apply to an exchange of suct
formulas or patented drawings of value. Pis a comy)(g8) of this section, the purchaser’roperty. The amount of the money anc
pany that designs, manufactures, and markets elge, ;i the transferred assets is detesther property treated as exchanged fo
tronic components. It wants to establish an immedi= ", . .

ate presence in the microwave industry, an area MiN€d wholly by reference to the pur-non-recognition assets is the amount by

which it previously has not been engaged. P is a€haser’s consideration. which the fair market value of the non-



recognition assets transferred by onseller's amount realized for each of the (4) Effect of agreement between parties
party exceeds the fair market value of thassets sold in an applicable asset acqui#i- in connection with an applicable asset
non-recognition assets transferred by thion, the seller allocates consideration tacquisition, the seller and purchaser agre¢
other (to the extent of the money and thall the assets sold by using the residuah writing as to the allocation of any
fair market value of property transferrednethod under §81.338—6 and 1.338-@mount of consideration to, or as to the fair
in the exchange). The money and othesubstituting consideration for ADSP. Fomarket value of, any of the assets, such
property that are treated as transferred purposes of determining the purchaseragreement is binding on them to the extent
exchange for the non-recognition assetsasis in each of the assets purchased in provided in this paragraph (c)(4). Nothing
(and which are not included among thapplicable asset acquisition, the purchaser this paragraph (c)(4) restricts the Com-
assets to which section 1060 applies) aadlocates consideration to all the assetsissioner’s authority to challenge the allo-
considered to come from the followingpurchased by using the residual methochtions or values arrived at in an allocation
assets in the following order: first fromunder §81.338—6 and 1.338-7, substituagreement. This paragraph (c)(4) does no
Class | assets, then from Class Il asseisag consideration for AGUB. In allocat- apply if the parties are able to refute the al-
then from Class Il assets, then fromng consideration, the rules set forth idocation or valuation under the standards
Class IV assets, then from Class V assetgaragraphs (c)(3) and (4) of this sectioset forth inCommissioner v. Danielspn
then from Class VI assets, and then frormpply in addition to the rules in378 F.2d 771 (3d Cir.;ert. denied 389
Class VIl assets. For this purpose, liabili81.338—6 and 1.338-7. U.S. 858 (1967) (a party wishing to chal-
ties assumed (or to which a non-recogni- (3) Certain costs The seller and pur- lenge the tax consequences of an agreeme
tion exchange property is subject) arehaser each adjusts the amount allocated construed by the Commissioner must
treated as Class | assets. &ample 1 to an individual asset to take into accountffer proof that, in an action between the
in paragraph (d) of this section for an exthe specific identifiable costs incurred irparties to the agreement, would be admissi:
ample of the application of section 106Qransferring that asset in connection witlble to alter that construction or show its un-
to a single transaction which is, in part, ghe applicable asset acquisition (e.g., reahforceability because of mistake, undue
non-recognition exchange. estate transfer costs or security interestfluence, fraud, duress, etc.).

(c) Allocation of consideration amongperfection costs). Costs so allocated in- (d) Examples The following examples
assets under the residual methed1) crease, or decrease, as appropriate, tilestrate this section:
Consideration The seller’s considerationtotal consideration that is allocated under Example 1 (i) On January 1, 2001, A transfers
is the amount, in the aggregate, realizetthe residual method. No adjustment j&SSets X, Y, and Zto B in exchange for assets D, E,
from selling the assets in the applicablenade to the amount allocated to an indﬁnd..F plus $1,000 cash. .

) ; . . (if) Assume the exchange of assets constitutes ar
asset acquisition under section 1001(byidual asset for general costs associategchange of like-kind property to which section
The purchaser’s consideration is thevith the applicable asset acquisition as 231 applies. Assume also that goodwill or going
amount, in the aggregate, of its cost ofvhole or with groups of assets includegoncern value could under any circumstances attact
purchasing the assets in the applicablierein (e.g., non-specific appraisal feel €ach of the DEF and XYZ groups of assets and,
asset acquisition that is properly takewor accounting fees). These latter amoun derefore, each group consfitutes a trade or busines
) > . ) N der section 1060.
into account in basis. are taken into account only indirectly iy Assume the fair market values of the assets

(2) Allocation of consideration amongthrough their effect on the total consideraand the amount of money transferred are as follows:
assets For purposes of determining theion to be allocated.

By A By B
Asset Fair Asset Fair
Market Market
Value Value
X $ 400 D $ 40
D 400 E . 30
Z ____ 200 F o 30
Total ... $ 1,000 Cash (amount) .................... ~1,000
Total ... $ 1,100
(iv) Under paragraph (b)(8) of this section, forloss with respect to the disposition of assets D, E, ar@ince Atransferred no Class I, I, Ill, IV, V, or VI as-

purposes of allocating consideration under pard, and the allocation rules of section 1060 and paraets to which section 1060 applies, in determining its
graph (c) of this section, the like-kind assets exgraph (c) of this section are not applied to determinemount realized for the part of the exchange to
changed and any money or other property that aks bases of assets D, E, and F. In addition, $900 efhich section 1031 does not apply, the $100 is allo-
treated as transferred in exchange for the like-kinthe $1,000 cash B gave to Afor A's like-kind assets (X¢ated to Class VII assets (goodwill and going con-
property are excluded from the application of secY, and Z) is treated as transferred in exchange for tleern value).

tion 1060. like-kind property in order to equalize the fair market (ix) B gave A $100 that must be allocated under

(v) Since assets X, Y, and Z are like-kind prop-V aluhe§ of th? ng'I;ind ashsets. ‘llfher_eforef, iQOO of ,th‘?ection 1060 and paragraph (c) of this section. Since
erty, they are excluded from the application of théigzo 'S” exclude | rom the application of the Sectiog o aived from A no Class I, II, IIl, IV, V, or VI as-
section 1060 allocation rules. allocation rules. sets to which section 1060 applies, the $100 consid-

(vi) Since assets D, E, and F are like-kind property, (vii) $100 of the cash is allocated under section 106€ration is allocated by B to Class VIl assets (good-

they are excluded from the application of the sectioﬂnd paragraph (c) of this section. will and going concern value).

1060 allocation rules. Thus, the allocation rules of (viii) A received $100 that must be allocated Example 2 (i) On January 1, 2001, S, a sole pro-
section 1060 do not apply in determining B’s gain ounder section 1060 and paragraph (c) of this sectioprietor, sells to P, a corporation, a group of assets



that constitutes a trade or business under paragragludes the first date assets are sold pursudnt * * *

(b)(2) of this section. S, who plans to retire immediyq gp applicable asset acquisition. This re- (b) * k ok
ately, also executes in P’s favor a covenant not té . . . L . .
compete. P pays S $3,000 in cash and assum Qrting requirement applies to all asset ac- (4) Coordination with section 338 elec-

$1,000 in liabilities. Thus, the total consideration iFIUisitions described in this section. For reion. * * * If an S corporation makes an
$4,000. porting requirements relating to asseglection under section 338 (without a sec:
(i) On the purchase date, P and S also executegcquisitions occurring before March 16tion 338(h)(10) election) with respect to a

separate agreement that stawes hat ihe fall Tan01, as described in paragraph (2)(2) edrget, the target must file a final return as
values o e Class Il, ass I, ass Vv, an asg - . . - .
V| assets S sold to P are as follows: this section, see the temporary regulations C corporation reflecting the deemed

under section 1060 in effect prior to Marctsale. See §1.338-10(a). If the target wa

Asset Asset Fair 16, 2001 (see 26 CFR part 1 revised Aprin S corporation on the day before the ac
Class '\Q/:Eit 1, 2000). quisition date, the final return as a C cor-
(B) Additional reporting requirement poration must reflect the activities of the
I Actively traded When an increase or decrease in considetarget for the acquisition date, including
S%‘;gl'tg}; o %%%0 tion is taken into account after the close ahe deemed sale. See §1.338-10(a)(3).
" Accounts receivable 200 the first taxable year that includes the first * * * % =
Total Class il ........ 200 date assets are sold in an applicable assepar. 15. Section 1.1502—76 is amende
\Y Furniture and fixtures . . . . 800  acquisition, the seller and the purchaseajy adding a parenthetical at the end o
Building ............... 800  each must file a supplemental asset acquigiaragraph (b)(1)(ii)(BR) and before the
'éar&? LR 288 tion statement on Form 8594 with the insemicolon to read as follows:
Tgtalpuass v 2200 COMe tax return or return of income for the
VI Covenantnotto compete .. _ g00 taxable year in which the increase (or de81.1502-76 Taxable year of members of
Total Class VI ... .. ... 900 crease) is properly taken into account.  group.

(iii) P and S each allocate the consideration in the (2) Transfers _Of mter?StS n partngr—* * x Kk *x
transaction among the assets transferred under paf{liPS For reporting requirements relating

* % %
graph (c) of this section in accordance with thd0 the transfer of a partnership interest, (b) .
agreed upon fair market values of the assets, so thsre §1.755—2T(C). 1)
$500 is allocated to Class Il assets, $200 is allocated (i) * **
to the Class Il asset, $2,200 is allocated to Class 81.1060-1T [Removed] (B) * kK

assets, $900 is allocated to Class VI assets, and $200

($4,000 total consideration less $3,800 allocated to Par. 12. Section 1.1060-1T is re-
assets in Classes II, 11l V, and VI) is allocated to thenqyed.

Class VIl assets (goodwill and going concern value). Par 13. Section 1.1361-1 is amendeg PART 602—OMB CONTROL NUM-

(iv) In connection with the examination of P’s re- i ERS UNDER PAPERWORK REDUC-
turn, the Commissioner, in determining the fair mar@S follows: TION ACT

ket values of the assets transferred, may disregard 1. Redesignate paragraph (1)(2)(v) as
the parties’ agreement. Assume that the Commiparagraph (|)(2)(Vi).

(3) *** (but see §1.338-1(d)) * * *

* k k% % %

Par. 16. The authority citation for part

sioner correctly determines that the fair market > Add a new paragraph (I)(2)(v). 602 C0nti.nueS to read as follows:

value of the covenant not to compete was $500. The addition reads as follows: Authority: 26 U.S.C. 7805.

ﬁlins/e theda\l/lfcatior: of cor}fid_eratlilon atmong Ctlastshll, i WS: Par. 17. In §602.101, paragraph (b) is

, 'V, an assets results in allocation up to . . . .

fair market value limitation, the $600 of unanocateg‘fl;lfilzl S corporation defined. amended by removing the entries for
consideration resulting from the Commissioner’s re- §81.338-2T, 1.338-5T, 1.338-10T,
determination of the value of the covenant not to (I) * * * 1.338(h)(10)-1T, and 1.1060-1T from the
compete is allocated to Class VIl assets (goodwill (2) * * * table and adding new entries to the table

and going concern value). (v) Special rule for section 338(h)(10)in numerical order to read as follows:

(e) Reporting requirements(1) Applic-  gjections If the shareholders of an S cor- §602.101 OMB Control numbers.
able asset acquisitions(i) In general. 5 4ti0n sell their stock in a transactiorr * * * *
Unless otherwise excluded from this rego \yhich an election is made under sec- (b) * * *

guirement by the C_Zommissio_ner, the sellgfy, 338(h)(10) and §1.338(h)(10)-1, the Robert E. Wenzel,
anpl _the purchaser in an apphcable_ asset 38ceipt of varying amounts per share by Deputy Commissioner
quisition each must report information conyne shareholders will not cause the S cor- of Internal Revenue

cerning the amount of consideration in thf)oration to have more than one class of
transaction and its allocation among the aStock, provided that the varying amounts Approved January 4, 2001.

sets transferred. They also must report inge getermined in arm’s lenath negotia- ,
formation concerning subsequent adjust;ons with the purchaser. g g Jonathan Talisman,

ments to consideration. £k ok ok * i Assistant SecrtT.tary
(ify Time and manner of reportirg(A) Par. 14. Section 1.1361—-4 is amended of the Treasury (Tax Policy).

In general The seller and the purchasep, remoying the last two sentences offiied by the Office of the Federal Register on Februan
each must file asset acquisition Statemenﬁ%ragraph (b)(4) and adding three seri2, 2001, 8:45 am., and published in the issue of th
on Form 8594, “Asset Allocation State+ances to read as follows: Federal Register for February 13, 2001, 66 F.R. 9925)
ment,” with their income tax returns or re-

turns of income for the taxable year that in81.1361-4 Effect of QSub election.



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

0 K1 v 1545-1
1033855 . o 1545-1
1033810 . . o vee e 1545-1
1.338(N)(L0)-1 . ot 1545-1
% ok ok

LA0B0-1 . o ve oo et 1545-1

* x k* * %




