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INTRODUCTION

The consolidated return investment adjustment system is a comprehensive set of rules for adjusting the basis of the stock of a subsidiary held by a member of a consolidated group.  The investment adjustment system also provides rules for determining earnings and profits (“E&P”) and excess loss accounts with respect to members of consolidated groups.  The investment adjustment system is comprised of various regulations, including Reg. § 1.1502-32 (investment adjustments); Reg. § 1.1502-33 (E&P); Reg. § 1.1502-19 (excess loss accounts); and Reg. § 1.1502-11 (circular basis adjustments).

Although the investment adjustment system dates back to 1966, the current rules were promulgated in August 1994
 and are effective generally for consolidated return years beginning on or after January 1, 1995.  The current regulations represent a complete overhaul of the 1966 regulations.  The purpose of this outline is to describe the rules that make up the investment adjustment system.

I. STOCK BASIS ADJUSTMENTS TC "STOCK BASIS ADJUSTMENTS" \f C \l "1" 
A. Comparison of Current and Historical Rulestc "Comparison of Current and Historical Rules" \f C \l 2.  The stock basis adjustment rules represent a dramatic change from the old rules.  Under the old rules, P’s basis in S’s stock was adjusted to reflect S’s current increase or deficit in E&P.  In contrast, the current rules are similar to those governing the basis of partnership interests and stock in a subchapter S corporation (an “S corporation”).  See §§ 705; 1367.  Thus, P’s basis in S’s stock is measured by reference to S’s taxable income, tax-exempt income, nondeductible expenses, and certain other items, rather than S’s E&P.

While both the current and the old rules purport to treat P and S as a single entity, the old rules actually treated P and S as if they filed separate returns, with S annually distributing its current E&P to P, which then contributed it back to S.  In addition, because basis adjustments were measured by S’s E&P and because of the disparity between taxable income and E&P, the old rules could not reflect the results that would obtain if P and S were truly a single entity.

The current rules more closely approximate single-entity treatment by borrowing the basis adjustment principles from pass-through entities.  In this way, the amount of the adjustment to the basis of S’s stock will more closely reflect S’s economic performance.  One of the results of this approach is that S’s outside and inside basis should be identical (except for pre-consolidation differences).  Therefore, to the extent that P forms S, the current rules eliminate much of the difference between a sale of S stock and a sale of S’s assets.

Under the old rules, little guidance was provided for determining the allocation of S’s E&P to shares of S stock.  For preferred stock, the only adjustments allowed were to reflect dividend arrearages (positive) and distributions of dividends (negative).  The current rules retain the same general adjustments, but require reallocations if, for instance, a current year’s loss indicates that a prior year’s allocation of an adjustment to common stock should have been allocated to the preferred.

B. Adjustmenttc "Adjustment" \f C \l 2s

1. Generaltc "General" \f C \l 3.  The adjustments under Reg. § 1.1502-32 are designed so that P’s basis in S’s stock will reflect S’s economic performance.  Therefore, the adjustments prevent items that are recognized by S from being recognized again when P disposes of S’s stock.  The adjustments also reflect S’s tax-exempt income and nondeductible expenditures in order to prevent these items from creating gain or loss when P disposes of S’s stock.

Facts:  At the start of Year 1, P buys all of S’s stock for $200.  During Year 1, P and S file a consolidated return.  For the year, S has $100 of taxable income and $50 of tax-exempt income.  At the end of the year, the fair market value of the S stock is $350.

Results:  If no basis adjustment were made and P sold its S stock, the $100 of taxable income would be taxed twice:  once when it came into consolidated taxable income for Year 1, and again on the sale.  By reflecting taxable income in basis, the investment basis adjustment rules prevent double taxation:  P’s basis in S’s stock is increased by $100, thereby reducing gain on the sale by the same amount.  Similarly, if no basis adjustment were made to reflect S’s tax-exempt income, then such income would eventually be taxed when P sold its S stock.  Because this would frustrate Congress’s purpose in granting such income its tax-exempt status, the investment basis adjustment rules increase P’s basis in S’s stock by $50, just as with taxable income, to resolve the problem.  At the end of Year 1, then, P’s basis in S’s stock is $350.  While the group as a whole is taxed on S’s $100 of taxable income, the group would recognize no gain if it were to sell its S stock at that time.

2. Timing of Adjustmentstc "Timing of Adjustments" \f C \l 3.  Under Reg. § 1.1502-32(b)(1), all net stock basis adjustments are made at the close of each consolidated return year.  Adjustments are also to be made whenever the tax liability of any person (not just P) depends on P’s basis in S’s stock.  Reg. § 1.1502-32(b)(1).  For example, if P disposes of any S stock prior to the end of the year, adjustments to P’s basis in its S stock must be made.  An interim adjustment may be necessary even if the tax liability will not be affected until some later time.  Reg. § 1.1502-32(b)(1) provides two examples of this latter situation:


-
If P sells 50% of S’s stock and is treated under Reg. § 1.1502-19(c)(1)(ii)(B) as disposing of the balance of S’s stock, then adjustments are to be made for the retained stock as of the time of disposition; and


-
If S liquidates during a consolidated return year, and P’s adjustments tier up to a higher tier member, then adjustments are to be made as of the time of liquidation (even if the liquidation is tax free under § 332).

In the case of multi-tier groups, the basis adjustments are made first to the lower level subsidiaries and then tier up before adjustments are made to higher level entities.  Thus, if P owns all the stock of S, and S owns all the stock of T, any adjustments to S’s basis in T’s stock are made before determining the adjustments to P’s basis in S’s stock.  Reg. § 1.1502-32(a)(3)(iii).

3. The Adjustmentstc "The Adjustments" \f C \l 3.  Basis is increased by S’s taxable income and tax-exempt income.  Basis is decreased by S’s tax loss, nondeductible expenses, and distributions with respect to S’s stock.  Reg. § 1.1502-32(b)(2).  The following sections discuss these items in more detail.

In contrast, under the old rules, stock basis was increased by the sum of:  (a) S’s E&P; (b) net operating losses (“NOLs”) and capital losses that are not carried back and absorbed in prior tax years; and (c) any net positive adjustment tiering up from lower tier members whose stock S owns.  Stock basis was decreased by the sum of the stock’s allocable share of:  (a) any deficit in S’s E&P; (b) NOLs and capital loss carryovers that are absorbed in the current tax year; (c) any distributions in respect of S’s stock out of accumulated E&P (other than distributions of E&P accumulated during a separate return year in which S was a member of the affiliated group); and (d) any net negative adjustment tiering up from lower tier members whose stock S owns.  Former Reg. § 1.1502-32(b).

4. Taxable Income and Tax Losstc "Taxable Income and Tax Loss" \f C \l 3.  S’s taxable income is determined by taking into account S’s items of income, gain, deduction, and loss.  S’s deductions and losses are taken into account only to the extent they are absorbed by S or another member of the group.  Reg. § 1.1502-32(b)(3)(i).  If S’s deductions and losses exceed its gross income, the excess is referred to as S’s tax loss.

If S’s tax loss is absorbed in the year in which it arises (by a group member other than S), the loss is treated as a tax loss in that year.

If S’s tax loss is carried back to a prior year (whether consolidated or separate) and absorbed (by any group member, including S), the loss is treated as a tax loss in the year in which it arises.

If S’s tax loss is carried forward and absorbed in a future year (by any group member, including S), the loss is treated as a tax loss in the year in which it is absorbed.

Facts:  At the start of Year 1, P purchases all the stock of S for $500.  During Year 1, S has $100 of taxable income and $100 of passive activity losses, which are suspended under § 469.

Results:  The suspended passive activity losses will not produce negative basis adjustments until they are absorbed.  The $100 of taxable income, however, causes a current basis adjustment, so that P’s basis in S’s stock as of the end of Year 1 is $600.

In contrast, under the old rules, E&P was reduced by passive activity losses, even if they were suspended.  Thus, during Year 1, S would have no current E&P, and hence P’s basis in S’s stock would have been unchanged as of the end of Year 1.

5. Tax-Exempt Incometc "Tax-Exempt Income" \f C \l 3
a. Income Recognized but Excluded from Gross Income.  The regulations define S’s tax-exempt income for purposes of stock basis adjustments as income that is recognized by S but that is permanently excluded from S’s gross income.  Thus, interest excluded from gross income under § 103 is tax-exempt income, while income realized but not recognized under § 1031 is not tax-exempt income, because recognition is merely deferred.
  Reg. § 1.1502-32(b)(3)(ii)(A).  

Tax-exempt income includes income that is forgiven by operation of another section.  See F.S.A. 200215002 (Dec. 13, 2001) (when § 846 provided for forgiveness of certain income from a property and casualty insurance subsidiary’s year-end reserves, parent company should increase its basis by amount of forgiven income because it is tax-exempt income under Reg. § 1.1502-32(b)(3)(ii)). 

b. Income Permanently Offset by Deduction.  The regulations also include within the definition of tax-exempt income certain other items.  Specifically, they provide that to the extent an item of income is permanently offset by an item that does not represent a recovery of basis (whether through a deduction, loss, cost, expense, or otherwise), that item of income is treated as tax-exempt income for basis adjustment purposes.  Reg. § 1.1502-32(b)(3)(ii)(B).

Facts:  S receives a $500 dividend and takes a $350 dividends-received deduction under § 243.  S is not required to reduce basis under § 1059 or any other provision of the Code.

Results:  For purposes of the basis adjustment rules, P’s basis in S’s stock increases by $500.  This is calculated as:  $150 of taxable income (the dividend less the dividends-received deduction) plus $350 in tax-exempt income (the portion of the dividend permanently offset by a deduction).

A similar result would obtain in the case of mineral properties:  income that is offset by percentage depletion deductions in excess of basis is treated as tax-exempt income for stock basis adjustment purposes.  However, income that is offset by depreciation deductions is not tax-exempt, because the deductions represent a recovery of basis.

c. Discharge of Indebtedness Income.  Discharge of indebtedness income that is excluded from gross income under § 108(a) is treated as tax-exempt income to the extent the discharged amount is applied to reduce tax attributes (including tax credits) attributable to any member of the group under §§ 108(b) or 1017 or Reg. § 1.1502-28.
  (Generally, the attribute reduction is taken into account separately as a noncapital, nondeductible expense.)  Reg. § 1.1502-32(b)(3)(ii)(C)(1).
  Discharge of indebtedness income that is excluded from gross income, but for which no attribute reduction occurs, is not treated as tax-exempt income.  However, if the amount of the discharge exceeds the amount of attribute reduction under §§ 108, 1017, and Reg. § 1.1502-28, to the extent a loss carryover expires without tax benefit, the expiration is taken into account as a noncapital, nondeductible expense, and the carryover would have been reduced if it had not expired, the excess discharge will be treated as reducing attributes.  Reg. § 1.1502-32(b)(3)(ii)(C)(2).

Facts:  P forms S on January 1 of Year 1 with a nominal capital contribution, and S borrows $200.  During Year 1, the P group has a $100 consolidated NOL when determined by taking into account only S’s items of income, gain, deduction, and loss.  $70 of S’s NOL is absorbed in Year 1, offsetting P’s income for that year.  At the beginning of Year 2, S is discharged from $100 of indebtedness at a time when S is insolvent.  Under § 108(a), S’s $100 of discharge of indebtedness is excluded from the P group’s gross income.  Under § 108(b), however, S’s $30 NOL is reduced to zero.  The P group has no other tax attributes to reduce.

Results:  Under Reg. § 1.1502-32(b)(3)(i), the $70 of S’s loss absorbed in Year 1 reduces P’s basis in S’s stock by $70 as of the close of Year 1.  Under Reg. § 1.1502-32(b)(3)(ii)(C), only $30 of the discharge of indebtedness is treated as tax-exempt income, because only that amount is applied to reduce attributes.  Under Reg. § 1.1502-32(b)(3)(iii), the $30 NOL permanently disallowed as a result of § 108(b) is treated as a noncapital, nondeductible expense.  Therefore, in Year 2, the $30 positive adjustment for tax-exempt income cancels out the $30 negative adjustment for the nondeductible expense.

Facts:  P forms S on January 1 of Year 1 with a nominal capital contribution, and S borrows $200.  During Year 1, S’s assets decline in value and the P group has a $100 consolidated net operating loss.  Of that amount, $10 is attributable to P and $90 is attributable to S under the principles of Reg. § 1.1502-21(b)(2)(iv).  None of the loss is absorbed by the group in Year 1, and S is discharged from $100 of indebtedness at the close of Year 1.  P has a $0 basis in the S stock.  P and S have no attributes other than the consolidated net operating loss.  Under § 108(a), S’s $100 of discharge of indebtedness is excluded from gross income because of insolvency.  Under § 108(b) and Reg. § 1.1502-28, the consolidated net operating loss is reduced to $0.

Results:  Under Reg. § 1.1502-32(b)(3)(iii)(A), the reduction of $90 of the consolidated net operating loss attributable to S is treated as a noncapital, nondeductible expense in Year 1 because that loss is permanently disallowed by § 108(b) and Reg. § 1.1502-28.  Under Reg. § 1.1502-32(b)(3)(ii)(C)(1), all $100 of S’s discharge of indebtedness income is treated as tax-exempt income in Year 1 because the discharge results in a $100 reduction to the consolidated net operating loss.  Consequently, the loss and the cancellation of the indebtedness result in a net positive $10 adjustment to P’s basis in its S stock.  

Facts:  P owns all of the stock of S1 and S2, and S1 owns all of the stock of S3.  In Year 1, S1 borrows $130.  During Year 1, S1’s assets decline in value and the P group has a $110 consolidated net operating loss.  Of that amount, $80 is attributable to S1 and $10 is attributable to each of P, S2, and S3 under the principles of Reg. § 1.1502-21(b)(2)(iv).  None of the loss is absorbed by the group in Year 1, and S is discharged from $130 of indebtedness in Year 2.  At the end of Year 2, S1 has a $10 basis in the stock of S3 and a $3.33 general business credit carryover.  S2 also has a $100 basis in depreciable property.  No member makes an election under § 108(b)(5).  Under § 108(a), S’s $130 of discharge of indebtedness is excluded from gross income because of insolvency.  

Results:  Under Reg. § 1.1502-28(a)(2), the debtor member’s tax attributes, including consolidated tax attributes attributable to the debtor member, are reduced by the amount of the debtor member’s excluded COD income.  With respect to S1, this reduces the following attributes in the following order:  (i) $80 consolidated net operating loss, (ii) $3.33 general business credit carryover, and (iii) $10 adjusted basis in S3 stock.  Note that an ELA attributable to S3 stock cannot be created under these rules.  Overall in this step, $100 of the $130 excluded discharge of indebtedness income is applied to reduce tax attributes and, therefore, is taken into account for purposes of adjusting P’s basis in S1 stock.  However, note that the reduction in the $3.33 general business credit carryover causes $10 of the excluded COD income to be treated as tax-exempt income, but the reduction of the credit carryover itself does not constitute a noncapital, nondeductible expense.  Thus, P’s basis in S1 is increased by $100 and reduced by $90.  Reg. § 1.1502-32(b)(3)(ii)(C)(1), (3)(iii)(A).  

Under the look-through rule of Reg. § 1.1502-28(a)(3), to the extent the debtor member reduced its basis in the stock of a subsidiary, such subsidiary is treated as realizing excluded discharge of indebtedness income but only for purposes of the tax attribute reduction rules.  Since S1’s basis in S3 stock was reduced by $10, S3 is treated as realizing excluded discharge of indebtedness income of $10 but only for purposes of the tax attribute reduction rules.  The deemed excluded discharge of indebtedness income of $10 reduces the $10 consolidated net operating loss attributable to S3.  The realization of the deemed excluded discharge of indebtedness income and the absorption of the $10 CNOL are not taken into account for purposes of adjusting S1’s basis in S3 stock or P’s basis in S1 stock.  Reg. § 1.1502-32(b)(3)(ii)(C)(1), (3)(iii)(A).

Under Reg. § 1.1502-28(a)(4), to the extent of any remaining excluded discharge of indebtedness income, the consolidated tax attributes attributable to members other than the debtor member are reduced.  The remaining $30 of excluded discharge of indebtedness income is applied to reduce the consolidated tax attributes (to the extent they remain) attributable to P, S2, or S3.  The $10 consolidated net operating loss attributable to P and the $10 consolidated net operating loss attributable to S2 are reduced to $0.  Although $10 of excluded discharge of indebtedness income remains, it does not reduce S2’s basis in its depreciable property, since Reg. § 1.1502-28 does not permit the reduction of asset basis of members other than the debtor member (and subsidiary members of the debtor member under the look-through rule).  Thus, the remaining $10 of excluded discharge of indebtedness income does not reduce tax attributes of any member of the group.  Overall in this step, $20 of the $130 excluded discharge of indebtedness income is applied to reduce tax attributes and, therefore, is treated as tax-exempt income of S1 for purposes of adjusting P’s adjusted basis in S1 stock.  The reduction of the $10 consolidated net operating loss attributable to S2 is treated as a noncapital, nondeductible expense of S2 for purposes of determining P’s basis in S2 stock.  Thus, P’s basis in S1 is increased by $20, and P’s basis in S2 is reduced by $10.  Reg. § 1.1502-32(b)(3)(ii)(C)(1), (3)(iii)(A). 

d.
Certain Basis Increases.  Finally, under Reg. § 1.1502-32(b)(3)(ii)(D), an increase in the basis of S’s assets (or an equivalent item, such as an increase in a loss carryover or a decrease in an excess loss account for stock owned by S), is treated as tax-exempt income under the following set of conditions:

· the increase is not otherwise taken into account in determining stock basis;

· the increase is determined directly by reference to a noncapital, nondeductible expense that is taken into account for purposes of adjusting P’s basis in S’s stock (or which is incurred by the common parent of P and S); and

· the increase has the effect (when viewing the consolidated group as a whole and netting the increase against the noncapital, nondeductible expense) of causing the expense to be deferred rather than permanently disallowed.

(An example showing the adjustments attributable both to basis increases and decreases appears at the end of Section I.B.6.b., below.)

6. Noncapital, Nondeductible Expensestc "Noncapital, Nondeductible Expenses" \f C \l 3
a. Expense Recognized but Permanently Disallowed.  As the flipside to tax-exempt income, the regulations require a negative basis adjustment for any noncapital, nondeductible expense.  Such an expense is defined as a deduction or loss that is recognized by S (as a cost, expense, expenditure of money, or otherwise), but which is permanently disallowed under the law in determining S’s taxable income or loss. Thus, federal taxes for which a deduction is denied under § 275 is a noncapital, nondeductible expense.  Whereas, if S is involved in a wash sale subject to § 1091, the disallowed loss is not a noncapital, nondeductible expense, because the basis adjustment under § 1091 defers the loss rather than permanently disallowing it.  Reg. § 1.1502-32(b)(3)(iii)(A).

b. Certain Basis Decreases.  A decrease in the basis of S’s assets (or a similar attribute such as a decrease in a loss carryover, a denial of basis for taxable income, or an increase in an excess loss account in stock owned by S) is treated as a noncapital, nondeductible expense under the following set of conditions:  (A) the decrease is not otherwise taken into account in determining stock basis; and (B) the decrease is permanently disallowed in determining S’s taxable income or tax loss.  Reg. § 1.1502-32(b)(3)(iii)(B).

For example, the following basis decreases would be subject to this rule:

· basis decreases under §§ 50(c)(1), 1017, and 1059, and Reg. §§ 1.1502-35 and

· the amount of any gross-up for taxes paid by another taxpayer that S is deemed to have paid under § 852(b)(3)(D)(ii).

These basis decreases are intended to permanently eliminate S’s basis recovery. Therefore, negative stock basis adjustments are required to reflect these losses.  In contrast, the following basis decreases do not require negative stock basis adjustments:

· a basis decrease because S redeems stock in a transaction to which § 302(a) applies; 

· a basis decrease because S’s basis in assets received in a § 332 liquidation is less than S’s basis in the canceled stock; and

· a basis decrease because S distributes the stock of a subsidiary in a § 355 distribution.

In these cases, the basis decrease is not treated as a noncapital, nondeductible expense for purposes of adjusting P’s basis in S’s stock.  Reg. § 1.1502-32(b)(3)(iii)(B).

Facts:  Assume that a general business investment credit of 10% is applicable and that, at the start of Year 1, S buys $1000 of investment credit property.  Under § 50(c)(1), S reduces its basis in the property to $900.  The decrease in the basis of the investment credit property is reflected in the basis of S’s stock (as a noncapital, nondeductible expense) in Year 1. In the middle of Year 2, S sells the property for $1500.  Under § 50(a), this triggers an investment credit recapture of $80.  Under § 50(c)(2), the recaptured amount of the credit is added back to the basis of the property before determining gain or loss on the sale.  Thus, S recognizes $520 in gain on the sale.

Results:  In Year 1, P’s basis in S’s stock decreases by $100 (the $100 noncapital, nondeductible expense).  Because the $100 decrease in the basis of the investment credit property has been reflected in the basis of S’s stock, the $80 basis increase is treated as tax-exempt income.  Therefore, P’s basis in its S stock increases in Year 2 by $600, calculated as:  $520 of gain on the sale plus $80 of basis increase.

Thus, over the two years, P’s basis in S’s stock has increased by a net amount of $500, which is the actual amount of economic gain over the two years (i.e., S bought property for $1000 and sold it for $1500, netting $500 in profit).

c. Losses Suspended or Disallowed under Loss Duplication Rules.  Any loss suspended pursuant to Reg. § 1.1502-35(c) is treated as a noncapital, nondeductible expense of the member that disposed of subsidiary stock, incurred during the taxable year that includes the date of the disposition to which Reg. § 1.1502-35(c)(1) or (c)(2) applies.  Reg. §§ 1.1502-32(b)(3)(iii)(B); -35(c)(3).  Consequently, the basis of a higher-tier member’s stock of P is reduced by the suspended loss in the year it is suspended.  Reg. § 1.1502-35(c)(3).  However, to the extent not reduced, any loss suspended is allowed on a return filed by the group of which the subsidiary was a member on the date of the disposition of the subsidiary stock which gave rise to the suspended loss. This applies to the taxable year that includes the earlier of the day before the first date on which the subsidiary is not a member of the group, or the date the group is allowed a worthless stock loss.  Reg. § 1.1502-35(d)(5)(i).  Furthermore, any loss or deduction the use of which is disallowed pursuant to Reg. § 1.1502-35(g)(3)(ii) and with respect to which no loss carryover waiver described in Reg. § 1.1502-32(b)(4) is filed, is treated as a noncapital, nondeductible expense incurred during the taxable year that such loss would otherwise be absorbed.  Reg. §§ 1.1502-32(b)(3)(iii)(B); -35(g)(3)(iii)(B). These loss suspension and loss disallowance rules generally are effective on and after March 7, 2002.  Reg. § 1.1502-35(a)(2)(i).  On September 17, 2008, the Service issued new Unified Loss Rules, which modified Reg. § 1.1502-35.  See T.D. 9424, 73 Fed. Reg. 53,933 (Sep. 17, 2008).  The loss suspension rule is now limited to ten years following the stock disposition that gave rise to the suspended loss, and it does not apply to transfers subject to the Unified Loss Rule, § 1.1502-36.  Reg. § 1.1502-35(a)(2).   The amended loss suspension regulations are effective with respect to stock transfers, deconsolidations of subsidiaries, determinations of worthlessness, and stock dispositions on or after September 17, 2008.  Reg. § 1.1502-32(j).

For an in-depth analysis of the loss duplication rules of Reg. § 1.1502-35 and the unified loss regulations, Reg. § 1.1502-36, see Mark J. Silverman, The Consolidated Unified Loss Rules, in Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations and Restructurings (Mark J. Silverman  Ed., Practising Law Institute 2012).  

7. Distributionstc "Distributions" \f C \l 3.  Distributions with respect to S’s stock to which § 301 applies, or which are treated as dividends under other sections of the Code, will decrease P’s basis in S’s stock.  A distribution is taken into account when P becomes entitled to receive it (i.e., usually the record date), not when P actually receives it.  Reg. §§ 1.1502-32(b)(3)(v); -13(f)(2)(iv).  If it is later established that the distribution will not be made, the adjustment attributable to the distribution is reversed as of the date it was made.

Under the old rules, a dividend decreased basis only if it was made out of E&P from consolidated return years or separate return limitation years. Former Reg. § 1.1502-32(b)(2)(iii), (c)(2).  The rationale for the former rule was that the E&P from which the dividend came was reflected in P’s basis when it arose.  In the latter case, it was assumed that the E&P from which the dividend came was reflected in the price P paid for S.  In the case of a dividend out of E&P from years during which S was affiliated with P but did not file a consolidated return, however, no negative basis adjustment was made.  As noted, the current rules require negative adjustments for all dividends and do not distinguish among dividends out of E&P accumulated in affiliated, consolidated, or separate return years.

In addition, under the old rules, a deemed dividend election was available to P.  Under this election, S was deemed to distribute all of its E&P as a dividend, which was then treated as contributed back to S.  Former Reg. § 1.1502-32(f)(2).  Under a regime in which some dividends would not reduce basis, this was a useful device to increase basis:  while the portion of the deemed dividend attributable to E&P from consolidated and separate return limitation years would reduce P’s basis in S, the recontribution of an equal amount to S would restore P’s basis reduction.  The portion of the deemed dividend attributable to E&P from affiliated separate return years, however, did not reduce P’s basis, and the recontribution to S increased P’s basis. In the aggregate, then, the deemed dividend election permitted P to increase its basis in S to the extent of S’s E&P that was attributable to affiliated separate return years.  However, under the current regime, this election has been eliminated:  because all dividends produce negative basis adjustments, such an election could not increase basis.

8. Anti-Earnings Stripping Ruletc "Anti-Earnings Stripping Rule" \f C \l 3.

a. Earnings Stripping.  Because investment adjustments for S’s taxable income and other items generating E&P for S increase P’s S stock basis during consolidated return years, the opportunity for basis stripping by deconsolidating S is created.

Facts:  P owns all of the 100 outstanding shares of S stock, which have a total value of $1,000 and a basis of $900.  P and S file a consolidated return.  S declares a dividend of $100 to P.  Shortly after the declaration but before the distribution, P sells 90 percent of the S stock to X for $810.  On the first day of the first separate return year of P or S, the net basis increase with respect to each share is $3.  Following the sale, S distributes the $100 (i.e., $1 with respect to each outstanding share).  One year later, S makes a second distribution of $200 (i.e., $2 with respect to each of its outstanding shares).

Results:  For stock basis adjustment purposes, all distributions are treated as having been made on the date the shareholder becomes “entitled” to the distribution.  Reg. §§ 1.1502-13(f)(2)(iv); -32(b)(3)(v).  The entitlement rule applies in the consolidated return context for all federal tax purposes, not just the investment adjustment rules.  Accordingly, the first $100 distribution is treated as occurring on the date of the declaration of the dividend.

For E&P purposes, the $100 distribution is also treated as occurring on the date the shareholder becomes entitled to it.  Reg. §§ 1.1502-13(f)(2)(iv);   -33(b)(1).  S’s remaining E&P, to the extent it has been taken into account by other members of the P group, is eliminated upon deconsolidation from the P group.  Reg. § 1.1502-33(e).  Thus, the $20 distribution to P would not be treated as a dividend under § 301(c)(1), but rather as a reduction of basis under § 301(c)(2) or a sale or exchange under § 301(c)(3).

Because S’s E&P is eliminated only to the extent it was taken into account by another member, S will retain E&P if it has minority shareholders.

b. Old Rules.  The prior regulations treated the first distribution of $100 as if it were made immediately before the stock disposition, so that P would recognize $90 of gain when it sold 90 percent of the S stock.  Former Reg. § 1.1502-32(k).  On the first day of the first separate return year, a basis reduction account in the amount of $3 per share was created with respect to the S stock that P retained.  The amount of the second distribution would then result in a basis reduction of $2 per share with respect to the S stock retained by P, even though S was no longer a member of the P group.  Assuming a 70-percent dividends-received deduction (or $1.40 per share), this reduction was 60¢ per share too much.  See Former Temp. Reg. § 1.1502-32T(a).

9. Tiering Up of Adjustmentstc "Tiering Up of Adjustments" \f C \l 3.  Basis adjustments tier up.  For example, assume that S’s basis in T’s stock increases by $100 (determined by taking into account only T’s items), and P’s basis in S’s stock would increase by $50 if only S’s items were taken into account. Under these facts, P’s total basis increase in S’s stock is $150.  Reg. §§ 1.1502-32(a)(3)(iii); -32(b)(5) ex. 7.

10. Adjustments for Taxestc "Adjustments for Taxes" \f C \l 3.  Taxes are taken into account in determining basis adjustments.  Federal income taxes are treated as a noncapital, nondeductible expense.  Reg. § 1.1502-32(b)(3)(iv)(D).

For purposes of allocating tax liability among group members, the current rules treat the consolidated group as having a tax-sharing agreement that provides for a 100% allocation of any decreased tax liability.  The amounts allocated under such an agreement receive a treatment analogous to that required under § 1552.  For example, if P owes S a payment for taxes, P is treated as indebted to S.  If the indebtedness is not paid, the amount is treated as a distribution, a contribution, or both, depending on the relationship between P and S.

Facts:  P owns all of S’s stock.  In a given year, P has $100 of taxable income and S has a $100 NOL.  The amounts are netted, leaving the consolidated group with zero tax liability.  P thereby saves $34 in federal taxes, but makes no payment to S to compensate it for use of the NOL.

Results:  P is treated as paying S $34 for the use of S’s NOL, and S is treated as distributing the $34 back to P.  Thus, the following adjustment events occur:  (1) S has a $66 after-tax loss (S’s $100 tax loss less P’s $34 deemed payment), and (2) P receives a $34 distribution from S.  Thus, P’s basis in S’s stock is reduced by a total of $100, calculated as follows:  a $66 negative adjustment for S’s tax loss and a $34 negative adjustment for the deemed distribution from S to P.

Facts:  P owns 80% of S’s stock.  S has $100 of taxable income and P has a $100 NOL.  The amounts are netted, leaving the consolidated group with zero tax liability.  S thereby saves $34 in federal taxes, but makes no payment to P to compensate it for use of the NOL.

Results:  S is treated as paying P $34 for the use of P’s NOL, and P is treated as contributing the $34 back to S.  This contribution of capital would increase P’s basis in S’s stock by $34.  The total basis adjustments would be:  (1) 80% of S’s $100 taxable income, creating a positive adjustment of $80, (2) $34 in capital contributions to S, creating a positive adjustment of $34, and (3) 80% of S’s noncapital, nondeductible tax expense of $34 (creating a negative adjustment of $27.20). Thus, P’s basis in S’s stock would increase by a net positive amount of $86.80.

11. Waiver of Loss Carryovers from Separate Return Limitation Yearstc "Waiver of Loss Carryovers from Separate Return Limitation Years" \f C \l 3
a. In General.  The regulations require a negative adjustment to basis for noncapital, nondeductible amounts, including the expiration of loss carryovers.  Yet, carryovers attributable to losses in separate return limitation years may not be reflected in acquisition basis, leading to harsh results when basis is reduced upon expiration of the carryover.  An example illustrates the operation of these rules.

Facts:  S has a $1000 NOL in Year 1 and net assets of $1000.  In Year 1, P acquires S for $1000.  Assume that the use of S’s NOL will be subject to limitation under § 382 as a result of the acquisition.  The value of the NOL is, therefore, not reflected in the price paid by P for the S stock.

Results:  Under Reg. § 1.1502-32(b)(3)(iii), the expiration of the NOL will be treated as a noncapital, nondeductible expense even though the corresponding loss was incurred in a separate return limitation year.  P will be required to reduce its basis in its S stock by $1000 when the NOL expires.  Assuming there is no appreciation in the value of the S stock, P will have a basis of zero.  If P disposes of the S stock, P will be required to recognize gain of at least $1000.

b. Waiver of Carryover Deemed an Expiration.  To avoid this inequitable result, the regulations permit an acquiring group to waive carryovers of a target subsidiary attributable to separate return limitation years at the time the subsidiary becomes a member.  P is permitted to waive the NOL when S is acquired by making an election under Reg. § 1.1502-32(b)(4) to treat the NOL as expired in Year 1.  The precise result depends on the nature of the transaction in which the S stock was acquired.

(i) Stock Acquired in a Qualifying Transaction.  If an amount of S’s stock meeting the requirements of § 1504(a)(2) (i.e., 80 percent of the vote and value) is acquired within a 12-month period by purchase (i.e., in a transaction in which basis is determined under § 1012 (“qualifying transaction”)), no negative adjustment is made to any member’s stock basis, either when S joins the acquiring group or when the waived loss expires.  Reg. § 1.1502-32(b)(4)(ii)(A).

Facts:  S has a $1000 NOL in Year 1 and net assets of $1000.  In Year 1, P acquires S for $1000.  P makes the election under Reg. § 1.1502-32(b)(4).

Results:  The acquisition of the S stock is a qualifying transaction, because 80 percent of S’s stock is purchased within a 12-month period.  Reg. § 1.1502-32(b)(4)(ii)(A).  The NOL is deemed to expire immediately before S becomes a member of the acquiring group and immediately after leaving any prior group in which S was a member.  The noncapital, nondeductible expense does not result in an adjustment for any member of the acquiring group.

(ii) Stock Acquired in Nonqualifying Transactions.  If S is acquired other than in a qualifying transaction, the basis in the S stock that is owned by members immediately after S becomes a member is subject to reduction.  The basis of S stock is reduced immediately before S joins the acquiring group -- but immediately after S leaves a selling group -- to reflect the deemed expiration.
  No adjustment is made to the basis of stock of any higher tier member (i.e., the adjustment is not “tiered up”), unless the higher tier member is acquired in the same transaction in which S became a member.  Reg. § 1.1502-32(b)(4)(ii)(B).

If the basis of the S stock is reduced below zero as a result of the negative adjustment, an excess loss account is created to which the member acquiring the S stock succeeds.  See Reg. § 1.1502-32(a)(3)(ii).

Facts:  S has a $1000 NOL in Year 1 and net assets of $1000.  In Year 1, P acquires the stock of S in a § 368(a)(1)(B) transaction in which P takes a carryover basis.  P makes the election under Reg. § 1.1502-32(b)(4).

Results:  The acquisition of S stock will not be treated as a qualifying transaction, because 80 percent of S’s stock was not purchased; the stock was acquired in a transaction where basis was determined other than by § 1012.  The basis of S stock will, therefore, be reduced to zero immediately prior to S’s becoming a member.  P takes a carryover basis of zero in the S stock.  There is no adjustment to the basis of P stock held by any higher tier corporation.

c. Effect of Prior Loss Disallowance Rules.  In response to the Federal Circuit’s decision in Rite Aid Corp. v. United States, 255 F.3d 1357 (Fed. Cir. 2001), the Treasury issued temporary regulations under § 337(d), providing that the new temporary regulations, and not Reg. § 1.1502-20, would govern the amount of loss allowable on dispositions and deconsolidations of subsidiary stock after March 7, 2002.  Temp. Reg. § 1.337(d)-2T.  These regulations were finalized without substantive modifications on March 3, 2005.  T.D. 9187, 70 Fed. Reg. 10,319 (Mar. 3, 2005).  In general, Reg. § 1.337(d)-2 permits the taxpayer to recognize a loss on the disposition of subsidiary stock to the extent the taxpayer can establish that the loss is not attributable to the recognition of built-in gain on the disposition of an asset.
  The unified loss rules, issued on September 17, 2008, limit the application of Reg. § 1.337(d)-2 and Notice 2004-35 to transactions entered into prior to September 17, 2008.
  See Reg. § 1.337(d)-2(a); T.D. 9424, 73 Fed. Reg. 53,933 (Sep. 17, 2008).  For transactions involving loss shares of subsidiary stock occurring on or after September 17, 2008, the unified loss rules, Reg. § 1.1502-36, apply.  Reg. § 1.337(d)-2(a)

For dispositions and deconsolidations prior to the effective date of the temporary regulations, Temp. Reg. § 1.1502-20T(i) permitted taxpayers to elect to (i) apply Temp. Reg. § 1.337(d)-2T, (ii) apply current Reg. § 1.1502-20 in its entirety, or (iii) apply Reg. § 1.1502-20 without the “duplicated loss” factor.  These regulations were also finalized on March 3, 2005.  T.D. 9187, 70 Fed. Reg. 10,319 (Mar. 3, 2005).  The unified loss rules removed Reg. §§ 1.1502-20 and 1.1502-20T.  T.D. 9424, 73 Fed. Reg. 53,933, 53,944 (Sep. 17, 2008).

In conjunction with the prior loss disallowance rules, issued March 12, 2002, the Treasury also added temporary and proposed Reg. § 1.1502-32T(b)(4)(v).  See 67 Fed. Reg. 11,034 (Mar. 12, 2002); I.R.S. Ann. 2003-23, 2003-16 I.R.B. 808 (Apr. 21, 2003).  Temp. Reg. § 1.1502-32T(b)(4)(v) was also finalized without substantive change, effective for transfers on or after March 3, 2005.  T.D. 9187, 70 Fed. Reg. 10,319 (Mar. 3, 2005).  If a taxpayer’s election to apply either Reg. § 1.1502-20 without the duplicated loss factor or Reg. § 1.337(d)-2 results in an increase in S’s loss carryovers, the regulations prescribe special waiver rules.  Reg. § 1.1502-32(b)(4)(v)(A) provides that if S’s loss carryovers expire or would have been properly used to offset income in a closed year, unless the group elects otherwise, the group is deemed to have waived such carryovers pursuant to Reg. § 1.1502-32(b)(4).  Reg. § 1.1502-32(b)(4)(v)(A).
  In contrast, if S’s increased loss carryovers are still available, the group may still elect to waive such carryovers under Reg. § 1.1502-32(b)(4).  S would file the waiver election with its original return for the year in which S receives notification of the reallocation of losses under Reg. § 1.1502-20(g).  Reg. § 1.1502-32(b)(4)(v)(B).

On May 7, 2003, the Treasury issued Temp. Reg. § 1.1502-32T(b)(4)(vii)(F) in order to permit the acquiring group to amend a prior election to waive S’s loss carryovers in certain cases in which a selling group elected to compute the allowable loss (or basis reduction required) on a disposition (or deconsolidation) of S stock by applying Reg. § 1.1502-20 without the duplicated loss factor or by applying Temp. Reg. § 1.337(d)-2T.  See Temp. Reg. § 1.1502-32T(b)(4)(vii)(A), (B).  Temp. Reg. §§ 1.337(d)-2T and 1.1502-32T(b)(4)(vii) were finalized without substantive change, effective for transfers on or after March 3, 2005.  T.D. 9187, 70 Fed. Reg. 10,319 (Mar. 3, 2005).  Such an amendment of a prior election to waive S’s loss carryovers can increase the amount of loss carryovers available to the acquiring group, but it cannot decrease them.  Such an amendment will affect the acquiring group’s items of income, gain, deduction, or loss only to the extent that such amendment (i) gives rise, directly or indirectly, to items or amounts that would properly be taken into account in an open year or (ii) would affect the tax treatment of another item that has an effect in an open year.  Reg. § 1.1502-32(b)(4)(vii)(D).  This rule is applicable on or after May 7, 2003, but an amendment of an election to waive S’s loss carryovers must be filed with or as part of any timely filed (including extensions) original return for the taxable year that includes May 7, 2003 or with or as part of an amended return filed before the date the original return for the taxable year that includes May 7, 2003 is due (with regard to extensions).  Reg. § 1.1502-32(b)(4)(vii)(F) (incorporating the effective date in Temp. Reg. § 1.1502-32T(b)(4)(vii) in effect on March 3, 2005).  The unified loss rules removed 1.1502-32T.  T.D. 9424, 73 Fed. Reg. 53,933, 53,944 (Sep. 17, 2008).


d. Higher Tier Corporations.  Under Reg. § 1.1502-32(b)(4)(ii)(C), if S becomes a member of the group as a result of a higher tier corporation’s becoming a member, the negative adjustments to the basis in S stock from the deemed expiration are treated as an expiring NOL of the owner of S stock for purposes of Reg. § 1.1502-32(b)(4)(ii).

Facts:  S has a $1000 NOL in Year 1 and net assets of $1000.  S is a wholly owned subsidiary of T1, and T1 is a wholly owned subsidiary of T.  S becomes a member in Year 1 when P acquires 100 percent of the stock of T in a qualifying transaction.  P makes an election under Reg. § 1.1502-32(b)(4).

Results:  The basis of the S stock is reduced to zero.  T1 treats this $1000 net negative adjustment as the expiration of an NOL of T1.  T, in turn, reduces its basis in T1 by $1000.  P does not adjust its basis in T.

Facts:  S has a $1000 NOL in Year 1 and net assets of $1000.  S is a wholly owned subsidiary of TI, and TI is a wholly owned subsidiary of T.  In Year 1, P acquires all of the stock of T in a nonqualifying transaction.

Results:  If T is acquired by P in a nonqualifying transaction, the negative adjustment tiers up to the T stock, and P must reduce its basis in T stock.  The adjustment would not, however, tier up to any parent of P.

e. Net Asset Basis Limitation.  The basis of S stock cannot be reduced below S’s net asset basis.  Reg. § 1.1502-32(b)(4)(iii).

f. Consolidated Section 382/SRLY Overlap.  It appears that the waiver rule of Reg. § 1.1502-32(b)(4) continues to apply under the SRLY regulations, as amended in 2003, in situations where a § 382 limitation overlaps with the limitation under Reg. § 1.1502-21(c) (the “SRLY limitation”).  In general, Reg. § 1.1502-21(g) provides that the SRLY limitation will not apply in situations in which there is an overlap with the application of § 382.  It appears that the overlap rule simply turns off the SRLY limitation, rather than recharacterizing the carryover loss as something other than a SRLY loss.  Thus, the election under Reg. § 1.1502-32(b)(4) appears to remain viable.

g. Procedural Requirements.  To waive a loss carryover, the group must identify the amount waived (or not waived) in a statement filed with the consolidated return for the year the subsidiary becomes a member.  The amount waived may not be identified through formulas.  Reg. § 1.1502-32(b)(4)(iv).  Such a statement is unnecessary if a group is deemed to have waived the subsidiary’s loss carryovers under Reg. § 1.1502-32(b)(4)(v)(A) as a result of its election under Reg. § 1.1502-20(i)(2).

h. Special Transitional Rule.  A special rule applies to subsidiaries that became members of a consolidated group before January 1, 1995.  The rule provides that the group is not required to treat the expiration of loss carryovers from separate return limitation years as a negative adjustment.  Reg. § 1.1502-32(h)(l).

12. Basis Redeterminations under Loss Duplication Rules- Transfers Occurring Prior to September 17, 2008.  TC "Basis Redeterminations under Current and Proposed Loss Duplication Rules" \f C \l "3"  The investment basis adjustment rules of Reg. § 1.1502-32 are in addition to other rules of law, including the loss duplication rules of Reg. § 1.1502-35.  Reg. § 1.1502-32(a)(2).  
a. Basis Redetermination Where Subsidiary Remains Member of the Group.  In general, if a member transfers a share of stock of a subsidiary member that has a basis in excess of its value (i.e., a loss share), and immediately after the transfer, the subsidiary remains a member of the group, then the basis of each share of the subsidiary stock held by each member of the group is redetermined immediately before such transfer as follows (Reg. § 1.1502-35(b)(1)): 

-
First, the basis of all of the members of the group in 
the subsidiary member’s stock is aggregated.

-
Second, the aggregated basis is first allocated to the 
subsidiary member’s preferred stock held by 
members of the group, in proportion to, but not in excess 
of, the value of those shares on the date of the transfer.

-
Third, any remaining basis is allocated among all of 
the common shares of subsidiary member stock held by
members of the group in proportion to the value of such 
shares on the date of the transfer.

Facts:  P owns all of the stock of S1, with a value of $130 and a basis of $100, and S2, with a value of $90 and a basis of $120.  In Year 1, S1 and S2 form S3.  S1 contributes $100 cash to S3 in exchange for all of the S3 common stock.  S2 contributes Asset A, with a value of $20 and a basis of $50 in exchange for all of the preferred stock of S3.  In Year 3, S2 sells the S3 preferred stock to X for $20, and S3 remains a member of the P group.

Results:  Because S2’s basis in the S3 preferred stock exceeds its value, the basis redetermination rule applies.  Of the group members’ total bases of $150 in the S3 stock, $20 is allocated to the preferred stock (i.e., the fair market value of the preferred stock on the date of the sale), and the remaining $130 is allocated to the common stock.  Thus, S2’s sale results in the recognition of zero gain or loss.  Reg. § 1.1502-35(b)(1), (e) ex. 1.  The redetermination of S1 and S2’s bases in the stock of S3 results in adjustments to P’s basis in the S1 and S2 stock.  Specifically, P’s basis in the S1 stock is increased by $30 to $130, and its basis in the S2 stock is decreased by $30 to $90.  Id.
b. Basis Redetermination Where Subsidiary Is Deconsolidated.  Where a subsidiary is deconsolidated as a result of the transfer of subsidiary shares, the basis redetermination is more limited.  If, immediately before a deconsolidation of a subsidiary member, any share of stock of a subsidiary member owned by a member has a basis in excess of its value (i.e., a loss share), then generally the basis of each share of the subsidiary stock held by each member of the group is redetermined to the extent of the “reallocable basis amount” immediately before the deconsolidation.  Reg. § 1.1502-35(b)(2).

The reallocable basis amount is equal to the lesser of:

-
The aggregate of the loss in the subsidiary’s loss shares 
held by members immediately before the deconsolidation; 
and

-
The total of the subsidiary’s items of deduction and 
loss, 
and the subsidiary’s allocable share of items of deduction 
and loss of lower tier subsidiary members, that were taken 
into account in computing basis adjustments under Reg. 
§ 1.1502-32 allocable 
to non-loss shares held by members 
immediately before the deconsolidation.

The basis of the subsidiary’s shares held by members of the group are adjusted immediately before the deconsolidation as follows:

-
First, the basis of every loss share held by members of the 
group is reduced, but not below its fair market value, by the 
reallocable basis amount in a 
manner that causes the ratio 
of the basis to the value of each such share to be the same.

-
Second, the basis of any preferred shares of the 

subsidiary held by members of the group is increased, but 
not above its fair market value, by the reallocable basis 
amount in a manner that causes the ratio of the basis to the 
value of each such share to be the same.

-
Third, any remaining reallocable basis amount 
increases the basis of all common shares of the 
subsidiary held by members of the group in a manner that 
causes the ratio of the basis to the value of each such share 
to be the same.

Facts:  In Year 1, P contributes Asset A, with a value of $200 and a basis of $900, to S in exchange for one share of S common stock (CS1).  In Years 2 and 3, in successive but unrelated transfers, P transfers (i) $200 to S in exchange for one share of S common stock (CS2), (ii) Asset B, with a value of $200 and a basis of $300, in exchange for one share of S common stock (CS3), and (iii) Asset C, with a value of $200 and a basis of $1,000, in exchange for one share of S common stock (CS4).  In Year 4, S sells Asset A to X for $200, recognizing a $700 loss, which reduces the basis of each of P’s S shares by $175.  In Year 5, P sells CS4 to Y for $200.  As a result, S is no longer a member of the P group.

Results:  Because P’s basis in CS1 and CS4 each exceeds its value immediately prior to the deconsolidation, the basis redetermination rule applies.  The reallocable basis amount is $350 (the lesser of $1,150, the gross loss inherent in P’s loss shares, and $350, the aggregate amount of S’s items of deduction and loss that were previously taken into account in adjusting the basis of P’s non-loss shares).  First, P’s basis in CS1 is reduced from $725 to $600 and P’s basis in CS4 is reduced from $825 to $600.  Second, the reallocable basis amount increases P’s basis in CS2 from $25 to $250 and P’s basis in CS3 from $125 to $250.  P thus recognizes a $400 loss on the sale of CS4.  Reg. § 1.1502-35(b)(2), (e) ex. 2.

c. Ordering Rules.  The investment adjustment rules of Reg. § 1.1502-32 apply first; then the basis redetermination rules of Reg. § 1.1502-35(b) apply (from lowest tier to highest tier, if applicable); then the loss disallowance rules of Reg. § 1.337(d)-2 apply.  Reg. § 1.1502-35(b)(6).

d. Worthless Stock Loss.  The proposed regulations had also required a reduction in members’ basis in shares of a subsidiary’s stock if (i) such subsidiary member’s stock is treated as worthless under § 165 (taking into account Reg. § 1.1502-80(c)), or (ii) a member disposes of such subsidiary member’s stock and on the following day the subsidiary is not a member of the group and does not have a separate return year.  See Prop. Reg. § 1.1502-35(f), 67 Fed. Reg. 65,060-01, 65,071-01 (Oct. 23, 2002).  However, the temporary regulations changed this rule to provide that losses attributable to the subsidiary (e.g., an NOL) are treated as expired but unabsorbed by the group.  See Temp. Reg. § 1.1502-35T(f)(1).  These rules are effective on or after March 7, 2002, and were finalized without substantive modifications on March 14, 2006.  Reg. § 1.1502-32(h)(6); Reg. § 1.1502-35(j).  Prior to the effective date of the final regulations, March 10, 2006, the common parent could make an irrevocable election to apply the proposed rules.  See Temp. Reg. § 1.1502-35T(f)(2).

13. Basis Redeterminations under Current Loss Duplication Rules- Transfers Occurring on or after September 17, 2008.  TC "Basis Redeterminations under Current Loss Duplication Rules- Transfers Occurring on or after September 17, 2008" \f C \l "3"    For transfers of loss shares that occur on or after September 17, 2008, regulation § 1.1502-36 provides a unified set of rules for adjusting members’ bases in stock of a subsidiary (S) and for reducing S’s attributes when a member (M) transfers a loss share of S stock.  See Treas. Reg. § 1.1502-36(a)(1).    
(i) The regulation consists of three principal rules that apply when a member transfers a loss share of subsidiary stock:   
(a) The first rule, Reg. § 1.1502-36(b), the basis redetermination rule, redetermines members’ bases in subsidiary stock by reallocating Reg. § 1.1502–32 adjustments.  This rule is intended to prevent the operation of the investment adjustment system from creating noneconomic or duplicated loss when members hold S shares with disparate bases.  Reg. § 1.1502-36(b)(1)(i).

(b) The second rule, Reg. § 1.1502-36(c), the basis reduction rule, reduces members’ bases in transferred loss shares (but not below value) by the net positive amount of all investment adjustments applied to the bases of those shares, but only to the extent of the share’s disconformity amount (to address noneconomic stock loss).  72 Fed. Reg. 2964, 2978 (Jan. 23, 2007).      

(c) The third rule, Reg. § 1.1502-36(d), the attribute reduction rule, reduces the subsidiary’s attributes to prevent the duplication of a loss recognized on, or preserved in the basis of, transferred stock.  72 Fed. Reg. 2964, 2978 (Jan. 23, 2007).     

(ii) Basis Redetermination Rule.  

(a) The basis redetermination rule operates by first removing positive investment adjustments (but not in excess of the share’s loss) from the bases of transferred loss shares of common stock.  Then, to the extent of any remaining loss on the transferred shares, negative investment adjustments are removed from shares (common or preferred) that are not transferred loss shares and applied to reduce the loss on transferred loss shares.  Reductions are made first to preferred stock and then to common stock.  The positive adjustments removed from the transferred loss shares of common stock are then allocated and applied first to (i) increase (but not above value), members’ bases in gain shares of S preferred stock and then (ii) increase members’ bases in S common stock.  Reg. § 1.1502-36(b)(2)(i) and (b)(2)(ii).  

(b) The overall application of the basis redetermination rule must be made in a manner that, to the greatest extent possible, reduces disparity in members’ bases in S shares.  Reg. § 1.1502-36(b)(2)(iii).  

(c) Exceptions – The basis redetermination rule will not apply if:

i) Redetermination would not result in a change to any member’s basis in any share of S stock.  For example, if S has only one class of stock outstanding and there is no disparity in members’ bases in S shares, no member’s basis would be changed by the application of the rule.  See  Reg. § 1.1502-36(b)(1)(ii)(A).
ii) Within the group’s taxable year in which the transfer occurs, every share of S stock held by a member is transferred to a nonmember, becomes worthless under section 165, or a combination thereof, in one or more fully taxable transactions.  Reg. § 1.1502-36(b)(1)(ii)(B).  
iii) However, if the group qualifies for the exemption, P may elect to have the basis redetermination rule apply.  Reg. §1.1502-36(b)(ii)(B).
(iii) Basis Reduction Rule.  

(a) If, after basis redetermination, any member’s transferred share is a loss share (even if the share only became a loss share as a result of the application of the basis redetermination rule), the basis of that share is subject to reduction under the basis reduction rule.  Reg. § 1.1502-36(c)(1).

(b) The basis reduction rule operates by reducing the basis of each transferred loss share (but not below value) by the lesser of the share’s disconformity amount and its net positive adjustment.  Reg. § 1.1502-36(c)(2).

i) A share’s disconformity amount is the excess of its basis over its allocable portion of S’s net inside attributes, determined at the time of the transfer.  This amount identifies the net amount of unrealized appreciation reflected in the basis of the share. 

ii) A share’s net positive adjustment is computed as the greater of zero and the sum of all investment adjustments (excluding distributions) applied to the basis of the transferred loss share, including by reason of prior basis reallocations.  

(iv) Attribute Reduction Rule.  

(a) If, after basis reduction, any transferred share remains a loss share, the subsidiary’s attributes (including the consolidated attributes attributable to the subsidiary) are subject to reduction by the attribute reduction amount.  Reg. § 1.1502-36(d)(2).

(b) The attribute reduction amount is the lesser of:  (i) net stock loss; and (ii) S’s aggregate inside loss.  Reg. § 1.1502-36(d)(3).

(c) The attribute reduction amount is first applied to reduce or eliminate items that represent actual realized losses.  Unless otherwise specified, the attribute reduction amount is first applied to capital loss carryovers, then net operating loss carryovers, and deferred deductions; then, to lower-tier subsidiary stock; and finally to reduce or eliminate the basis in assets other than cash and equivalents (which also reflect no loss) (other than lower-tier subsidiary stock), in the reverse order from the order of the asset classes specified in Reg. § 1.338-6(b).  Reg. § 1.1502-36(d)(4).   

(d) In lieu of reducing attributes, a group may elect to reduce stock basis, reattribute attributes, or do some combination of the two.  This election is available only if S ceases to be a member of the P group as a result of the transfer.  If P elects to reattribute S’s attributes, P is treated as succeeding to the attributes in a section 381(a) transaction, and it is treated as a noncapital, nondeductible expense that tiers up to higher-tier members.  Reg. § 1.1502-36(d)(6)(iv); see Reg. § 1.1502-32(c)(1)(ii)(A).

14. Regulations Relating to Intercompany Section 362(e)(2) Transactions. TC "Proposed Regulations Relating to Intercompany Section 362(e)(2) Transactions" \f C \l "3"  
a. Section 362(e)(2) provides generally that if loss property is transferred to a corporation in a section 351 exchange, the transferee’s aggregate basis in the assets will be limited to the properties’ fair market value.  Alternatively, the parties can elect to limit the basis of the stock received to its fair market value.  Section 362(e)(2)(C).  

b. Practitioners questioned whether it was necessary to apply section 362(e)(2) to intercompany transactions where there is a consolidated return rule addressing loss duplication.  The current unified loss regulations address this issue by making section 362(e)(2) inapplicable to intercompany transactions.  Reg. § 1.1502-80(h); 73 Fed. Reg. 53,933, 53945 (Sep. 17, 2008).  

c. Regulations had been proposed to:  (i) Suspend the application of section 362(e)(2) for intercompany transactions; and (ii) modify the adjustments required by Prop. Reg. § 1.1502-36 to account for distortions created by the application of section 362(e)(2).  72 Fed. Reg. 2964 (Jan. 23, 2007)

(i) The Service had concluded that section 362(e)(2) should apply to intercompany transactions, but recognized that the basis reductions required by section 362(e)(2) were not required a long as the duplication could effectively be eliminated by the general operation of the investment adjustment system.  72 Fed. Reg. 2964, 2983 (Jan. 23, 2007).
(a) Thus, the proposed regulations first computed the “section 362(e)(2) amount” (i.e., the amount by which B’s assets would have been reduced had section 362(e)(2) applied).  Prop. Reg. § 1.1502-13(e)(4)(ii)(A).  

(b) Then, the proposed regulations suspended the application of section 362(e)(2) and eliminated the section 362(e)(2) amount as B’s attributes that reflect the such amount are taken into account by the group.  Prop. Reg § 1.1502-13(e)(4)(ii)(C).

(c) Any remaining section 362(e)(2) amount was triggered upon a “section 362(e)(2) application event” (e.g., a transfer of B stock or an asset with a basis reflecting the remaining section 362(e)(2) amount).  Prop. Reg. § 1.1502-13(e)(4)(iii), (iv), (v).

(ii) The Service had also recognized that adjustments made pursuant to section 362(e)(2) alter the extent to which the relationship between stock basis, net inside attributes, and value  reflect the unrecognized appreciation and duplicated losses that are targeted by Prop. Reg. § 1.1502-36.  72 Fed. Reg. 2964, 2983 (Jan. 23, 2007).

(a) To adjust for distortions resulting from basis reduction under section 362(e)(2)(A), the proposed regulations adjusted the disconformity amount of the shares received in the transaction, and the attribute reduction amount upon the transfer of such shares, by the amount the basis of such shares would have been reduced has an election under section 362(e)(2) been made.  Prop. Reg. § 1.1502-36(e)(2)(i).

(b) To adjust for distortions resulting from basis reduction under section 362(e)(2)(C), the proposed regulations reduced S’s net inside attribute amount by the amount S’s attributes would have been reduced under section 362(e)(2)(A) had no election under section 362(e)(2)(C) been made for purposes of computing the basis disconformity amount or the aggregate inside loss.  Prop. Reg. § 1.1502-36(e)(2)(ii).
(c) The Service concluded that implementing the proposed regime would be extremely complex and extremely burdensome to administer, so the current unified loss regulations make section 362(e)(2) inapplicable to intercompany transactions.  Reg. § 1.1502-80(h); 73 Fed. Reg. 53,933, 53945 (Sep. 17, 2008).
C. Allocation of Adjustmentstc "Allocation of Adjustments" \f C \l 2
1. Varying Intereststc "Varying Interests" \f C \l 3.  If P’s interest in S varies during the consolidated return year (because, for instance, P owns the same amount of stock for less than an entire year or because the percentage of S’s stock owned by P varies during the year), the basis adjustments are made by taking into account such variations.

In the case where P owns some but not all of S’s stock, the proper treatment is not explicitly stated in the regulations.  The regulations state, however, that the adjustments must be allocable to S stock.  It is clear from the examples in the regulations that if P owns the same percentage of S’s stock for the entire year, only that percentage of the stock basis adjustments are made.  Thus, if P owns 90% of S’s stock, P’s basis in S’s stock is adjusted to reflect only 90% of the basis adjustments required.  See, e.g., Reg. § 1.1502-32(c)(5) ex. 1(a) & (b).

Where P owns S’s stock for less than an entire year, the proper treatment is more complex.  The regulations provide that the principles of Reg. § 1.1502-76(b) are applied to allocate S’s items of taxable income, loss, and the like within the year.  Adjustments attributable to those items are allocated accordingly.
  See, e.g., Reg. § 1.1502-32(c)(5) ex. 1(c).

For instance, if P sold some of its shares in S but not so many that S was deconsolidated, P’s interest in S would vary as a result of the sale, and in allocating S’s income and loss for the year to the sold shares, the principles of Reg. § 1.1502-76(b) would apply.

2. Allocation Between Classes of Preferred and Common Stock -- Generaltc "Allocation Between Classes of Preferred and Common Stock -- General" \f C \l 3.  An adjustment attributable to a distribution is allocated to the shares of S’s stock entitled to the distribution.  If the remainder of the adjustments are positive, the adjustments are allocated first to preferred stock (and only to the extent of dividend arrearages and distributions to which the preferred stock becomes entitled), and second to S’s common stock.  If the remainder of the adjustments not attributable to distributions are negative, they are allocated solely to the common stock.  Reg. § 1.1502-32(c)(1).  These rules are explained below.

3. Allocations to Preferred Stocktc "Allocations to Preferred Stock" \f C \l 3.  In the case of distributions, the negative adjustment is allocated to preferred stock to the extent of any distribution to which it is entitled.  Thus, if the preferred stock has a $20 dividend preference, and S declares and makes a $20 distribution on its preferred stock, then a negative adjustment of the entire amount will be allocated to the preferred stock.  Reg. § 1.1502-32(c)(1).

If the net basis adjustment determined without taking distributions into account is positive, it is allocated first to S’s preferred stock.  The amount of the net basis adjustment -- when aggregated with prior allocations during the period that S has been a member of the group (or a prior consolidated group to which both P and S belonged) -- cannot exceed the distributions under § 301 to which the preferred stock is entitled (and arrearages arising) during the same period.  Reg. § 1.1502-32(c)(3).

If S has more than one class of preferred stock, the net basis adjustment is allocated between classes according to the relative priorities of the classes.  Once the adjustment is determined for each class of preferred, it is allocated pro rata to each share within the class.  Reg. § 1.1502-32(c)(3).

If an amount is allocated to preferred stock during a period in which the stock is held by nonmembers, that amount is not thereafter reflected in a member’s basis in the stock.  However, if P and S cease to be members of one consolidated group and remain affiliated as members of another consolidated group, P’s ownership of S’s stock during consolidated return years of the prior group is treated for this purpose as ownership by a member to the extent that the adjustments during the prior consolidated return years are still reflected in the basis of the preferred stock.  Reg. § 1.1502-32(c)(3).

Facts:  On January 1 of Year 1, P owns all of S’s common stock, with a basis of $800.  Nonmembers own all of S’s preferred stock, which was issued for $200.  The preferred stock has a $20 annual, cumulative dividend preference and has a liquidation preference of $200.  During Year 1, S has $50 of taxable income and no distributions are declared or made.

Results:  A dividend arrearage of $20 arose in Year 1, so $20 of the $50 net positive basis adjustment is allocated first to the preferred stock.  The remaining $30 is allocated to the common stock, increasing P’s basis in it to $830.  See Reg. § 1.1502-32(c)(5) ex. 2(a) & (b).

Note that although $20 of the adjustment was allocated to the preferred stock, the nonmembers do not actually increase their basis in the preferred stock.  However, the calculation must be performed to determine how much of the adjustment remains for allocation to S’s common stock.  Also note that if S declares and makes a $20 distribution in Year 1 with respect to the preferred stock, there is no difference in the result.  The allocation rules would allocate the net negative $20 basis adjustment for distributions entirely to the preferred stock, which is the stock entitled to receive the distribution.  Thus, none of the adjustment would be allocated to P.

Facts:  On January 1 of Year 1, P owns all of S’s common stock, with a basis of $800. Nonmembers own all of S’s preferred stock, which was issued for $200.  The preferred stock has a $20 annual, cumulative dividend preference and has a liquidation preference of $200.  During Years 1 and 2, S has no income or loss, and no distributions are declared or made.  P purchases all of S’s preferred stock on December 31 of Year 2 for $240, and S has $70 of taxable income during Year 3.

Results:  Under Reg. § 1.1502-32(c)(3), $60 of the $70 positive adjustment under Reg. § 1.1502-32(b)(2) is allocated to the preferred stock to reflect the dividend arrearages arising in Years 1 through 3, but only the $20 that arises in Year 3 is reflected in the basis of the preferred stock under Reg. § 1.1502-32(b)(2) (the remaining $40 relates to periods when the preferred stock was owned by nonmembers).  Thus, P increases its basis in S’s preferred stock from $240 to $260, and P increases its basis in S’s common stock from $800 to $810.  See Reg. § 1.1502-32(c)(5) ex. 2(d).

Facts:  On January 1 of Year 1, P owns all of S’s common stock, with a basis of $800.  Nonmembers own all of S’s preferred stock, which was issued for $200.  The preferred stock has a $20 annual, cumulative dividend preference and has a liquidation preference of $200.  During Years 1 and 2, S has no income or loss, but has $70 of taxable income in Year 3.  S declares and makes a $20 distribution with respect to the preferred stock in each of Years 1 and 2 in satisfaction of its preference.  P purchases all of S’s preferred stock on December 31 of Year 2 for $200.

Results:  Under Reg. § 1.1502-32(c)(3), $40 of the $70 positive adjustment under Reg. § 1.1502-32(b)(2) is allocated to the preferred stock to reflect the distributions in Years 1 and 2, and $20 of the $70 is allocated to the preferred stock to reflect the arrearage arising in Year 3.  However, only the $20 attributable to Year 3 is reflected in the basis of the preferred stock under Reg. § 1.1502-32(b)(2).  Thus, P increases its basis in S’s preferred stock from $200 to $220, and P increases its basis in S’s common stock from $800 to $810.  See Reg. § 1.1502-32(c)(5) ex. 2(e).

4. Allocations to Common Stocktc "Allocations to Common Stock" \f C \l 3.  In the case of adjustments attributable to distributions, the adjustment is allocated to the common stock to the extent the common stock is entitled to the distribution.  Reg. § 1.1502-32(c)(1).

If the net basis adjustment determined without taking distributions into account is negative, then it is allocated entirely to S’s common stock.  If the net adjustment is positive, it is allocated first to S’s preferred stock.  Then, the amount remaining (if any) is allocated to S’s common stock.  Reg. § 1.1502-32(c)(1).

The allocation within a class of common stock is then subject to the following rules.  The net basis adjustment is generally allocated equally to each share within the class.  However, if P has an excess loss account in shares of a class of common stock, the allocation is different.  If the net adjustment to the class is negative, the adjustment is allocated first to equalize any excess loss accounts, then to reduce P’s basis in shares of the class.  If the net adjustment is positive, it is allocated first to reduce P’s basis in shares of the class, then to eliminate or reduce P’s excess loss account for the class.  Reg. § 1.1502-32(c)(2)(i).  Note that this rule was modified by the new unified loss regulations.  See 73 Fed. Reg. 53,933, 53946 (Sep. 17, 2008).

5. Allocations Between Classes of Common Stocktc "Allocations Between Classes of Common Stock" \f C \l 3.  Adjustments attributable to distributions are allocated to the stock entitled to the distributions.  Therefore, as between different classes of common stock, the allocation of this adjustment is straightforward.

The allocation of basis adjustments determined without taking distributions into account is less clear.  The rules direct the taxpayer to the terms of each class and all other facts and circumstances relating to the overall economic arrangement.  The allocation must reflect the manner in which the classes participate in the economic benefit or burden corresponding to the items of income, gain, deduction, and loss allocated.  Reg. § 1.1502-32(c)(2)(ii) lists three factors that should be considered:

· the interest of each share in economic profits and losses (if different from the interest in taxable income);

· the interest of each share in cash flow and other non-liquidating distributions; and

· the interest of each share in distributions in liquidation.

Note that these factors do not focus on voting rights.  Hence if two classes of stock have identical economic participation in a corporation, but have different voting rights, it may be reasonable to allocate adjustments between such classes equally.

6. Reallocation of Adjustmentstc "Reallocation of Adjustments" \f C \l 3
a. Cumulative Redeterminations.  Reg. § 1.1502-32(c)(4) requires a cumulative redetermination of P’s basis in S’s stock whenever P’s basis is necessary to determine the tax liability of any person (even a nonmember).  The redetermination is performed by reallocating the net basis adjustments (determined without taking distributions into account) for each consolidated return year or other period up to the redetermination date.  In making this reallocation, all of the facts and circumstances for the period under redetermination are taken into account.

The reallocation is treated for all purposes (including subsequent redeterminations) as the original allocation of the basis adjustments.  Reg. § 1.1502-32(c)(4)(i)(D).  However, an amount is not to be reallocated if that amount has been used to determine the tax liability of any person, such as in determining gain or loss on the sale of the stock of a member.  Reg. § 1.1502-32(c)(4)(ii).

Finally, although the regulations are not explicit, the examples demonstrate that in reallocating adjustments, netting is not permitted.  For instance, if S had income of $100 in Year 1 and losses of $100 in Year 2, the amounts could not simply be netted to come up with a net adjustment of zero.  Instead, the positive and negative adjustments would have to be allocated separately.  See Reg. § 1.1502-32(c)(5) ex. 3(e).

Facts:  S had a total of $100 of taxable income over a period of 10 years and had made no distributions.  The income arose as $20 of taxable income in the first five years and no income in the last five years.  S has both common stock (owned 100% by P) and preferred stock with an annual, cumulative $10 dividend preference (owned by nonmembers).

Results:  Under Reg. § 1.1502-32(c)(1), for the first five years, the preferred stock would be allocated $10 each year and the common stock the other $10.  Thus, at the end of Year 10, P’s basis in S’s common stock would be increased by $50.  However, if the cumulative reallocation rule of Reg. § 1.1502-32(c)(4) were triggered (if P sold S’s common stock, for instance), then the basis would be redetermined.  In that case, all of the adjustments would be reallocated to the preferred stock to reflect the dividend arrearages over the entire ten-year period.

Facts:  P owns all of S’s common and preferred stock.  The preferred stock has a $100 annual, cumulative preference as to dividends.  During Year 1, S has $200 of taxable income, the first $100 of which is allocated to the preferred stock, and the remaining $100 of which is allocated to the common stock.  P sells 10% of S’s common stock on December 31 of Year 1.  During Year 2, S has no adjustment items under Reg. § 1.1502-32(b), and P sells the remaining 90% of S’s common stock on December 31 of Year 2.

Results:  P’s basis in the common stock sold in Year 1 reflects $10 of the adjustment allocated to the common stock for Year 1.  Under Reg. § 1.1502-32(c)(4), because $10 of the Year 1 adjustment was used in determining P’s gain or loss, only $90 is reallocated to the preferred stock, and $10 remains allocated to the common stock that was sold.

Facts:  P owns all of S’s stock, and S owns all of T’s common and preferred stock.  The preferred stock has a $100 annual, cumulative preference as to dividends.  During Year 1, S has no adjustment under Reg. § 1.1502-32(b), and T has $200 of taxable income, the first $100 of which is allocated to the preferred stock, and the remaining $100 of which is allocated to the common stock.  S and T have no adjustments under Reg. § 1.1502-32(b) for Years 2 and 3.  X, the common parent of another consolidated group, purchases all of S’s stock on December 31 of Year 3, and S and T become members of the X group. During Year 4, T has $200 of taxable income, and the tier up of this amount under Reg. § 1.1502-32(a)(3)(iii) is S’s only adjustment under Reg. § 1.1502-32(b).

Results:  Under Reg. § 1.1502-32(c)(4), the allocation of S’s adjustments under Reg. § 1.1502-32(b)(2) (determined without taking distributions into account) must be redetermined as of the time X acquires S’s stock.  As a result of this redetermination, T’s common stock has no positive or negative adjustment and the preferred stock has a $200 positive adjustment.  Under Reg. § 1.1502-32(c)(3), the allocation of T’s $200 positive adjustment for Year 4 is determined by taking into account dividend arrearages on T’s preferred stock and T’s adjustments under Reg. § 1.1502-32(b)(2) during the period that S and T are members of the P group.  Thus, the entire $200 is allocated to the preferred stock. Moreover, because the consolidated return years during which S and T were members of the P group are taken into account, the allocation of the $200 positive adjustment for Year 4 to T’s preferred stock is not treated as an allocation for a period for which the preferred stock is owned by a nonmember.  Thus, the $200 adjustment is reflected in S’s basis in T’s preferred stock under Reg. § 1.1502-32(b)(2).

b. Basis Redeterminations under Current Loss Duplication Rules.
  As discussed above, both the new loss duplication rules contain basis redetermination rules that reallocate members’ bases in subsidiary stock to adjust for any disproportionate reflection of investment adjustments in the basis of such shares.  Reg. § 1.1502-36(b).

7. Definitionstc "Definitions" \f C \l 3.  The regulations provide special definitions for purposes of the allocation rules.  For instance, a “class of stock” includes all shares of a member having the same material terms (without taking into account voting rights).  Reg. § 1.1502-32(d)(1).  “Common stock” is defined as stock that is not preferred stock.  Reg. § 1.1502-32(d)(3).

“Preferred stock” is stock that is limited and preferred as to dividends and has a liquidation preference.  However, if the class of stock in question is not described in § 1504(a)(4), and if members own less than 80% of each class of common stock (determined without taking this definition into account), then it is not treated as preferred stock for purposes of the allocation rules.  Reg. § 1.1502-32(d)(2).  This definition is worth examination:

Facts:  Ms. A owns all the stock of P.  On January 1 of Year 1, P acquires all the voting preferred stock of S for $900, and Ms. A acquires all of the common stock of S for $100.  The preferred stock elects 80% of the board of directors of S and has a fair market value of $900, while the common stock elects 20% of the board of directors of S and has a fair market value of $100.  During Year 1, P earns $300 of taxable income and S has a $300 tax loss, all of which is absorbed against P’s income in the consolidated return filed for Year 1.

Results:  P is affiliated with S within the meaning of § 1504(a)(2), because (in general) P owns S voting stock which constitutes 80% of the total voting power of all classes of S voting stock, and P owns S stock constituting 80% of the total fair market value of all classes of S stock.

Under the old rules, no negative basis adjustments would have been made to the preferred stock of S owned by P.  See Former Reg. § 1.1502-32(c)(2).  Therefore, although P would have used S’s $300 loss against its own income in Year 1, it would have been able to use it again when it disposed of the preferred stock:  because P’s basis in the S preferred stock was not reduced by $300 to reflect P’s use of the NOL, P could sell the stock and shelter $300 of gain.

Under the current regulations, the definition of preferred stock states that stock which is not described in § 1504(a)(4) is not treated as preferred stock if members of the group own less than 80% of each class of common stock.  § 1504(a)(4) describes what is generally referred to as nonparticipating, nonconvertible, nonvoting preferred stock.  Thus, if preferred stock is convertible, or has voting rights, it will be considered common stock for purposes of allocating the basis adjustments of Reg. § 1.1502-32, unless members of the group own 80% or more of each class of common stock.  Therefore, under the facts of this example, S’s preferred stock would be treated as common stock and would be allocated a portion of the negative $300 basis adjustment.  Based on the discussion of allocations between classes of common stock, above, it is clear that the classes of common stock owned by P and Ms. A would not be treated identically.  Given the liquidation and voting preferences of the stock owned by P, perhaps all of the adjustment would properly be allocated to it.

D. Anti-Avoidance Rulestc "Anti-Avoidance Rules" \f C \l 2.  Under Reg. § 1.1502-32(e)(1), if any person acts with a principal purpose of avoiding the effect of the stock basis adjustment rules, or uses the rules to avoid the effect of any other provision of the consolidated return regulations, adjustments will be made to carry out the purpose of the rules.

The regulations illustrate this broad statement with several examples of avoidance transactions:

Facts:  S has 100 shares of common and 100 shares of preferred stock (which is described in § 1504(a)(4) and therefore meets the definition of preferred stock for purposes of allocating the basis adjustments).  P owns 80 shares of S’s common and all of S’s preferred.  P anticipates that S will have negative stock basis adjustments during Years 1 and 2, all of which will be allocable to S’s common stock, and positive adjustments thereafter.  When the preferred stock was issued, P intended to cause S to recapitalize the preferred stock into common stock at the end of Year 2 in a § 368(a)(1)(E) transaction.  P’s temporary ownership of the preferred stock is with a principal purpose to limit P’s basis reductions to 80% of the anticipated negative adjustments.  The recapitalization is intended to cause significantly more than 80% of the anticipated positive adjustments to increase P’s basis in S’s stock because of P’s increased ownership of S’s common stock immediately after the recapitalization.

Results:  Under Reg. § 1.1502-32(e)(1), the preferred stock owned by P is treated as common stock for Years 1 and 2 for purposes of allocating the stock basis adjustments.  P decreases its basis in the common and preferred stock accordingly.  See Reg. § 1.1502-32(e)(2) ex. 1.

Facts:  P owns all of the stock of S and T, each with a $200 value.  P has a $150 basis in S’s stock and a $200 basis in T’s stock.  S and T each own 50% of U’s stock.  To eliminate P’s gain from an anticipated sale of S’s stock, T contributes to U an asset with a $100 value and a $0 basis and S contributes $100 of cash.  U sells T’s asset and recognizes a $100 gain that results in a $100 positive basis adjustment.

Results:  Ordinarily, the adjustment would be allocated equally to each share of U’s stock.  If so allocated, P’s basis in S’s stock would increase from $150 to $200 and P would recognize no gain from the sale of S’s stock for $200.  However, under Reg. § 1.1502-32(e)(1), because T transferred an appreciated asset to U with a principal purpose to increase P’s basis in S’s stock, the allocation of the $100 positive basis adjustment must take into account the contribution.  Consequently, all $100 of the positive adjustment is allocated to the U stock owned by T, rather than $50 to the U stock owned by S and $50 to the U stock owned by T.  P’s basis in S’s stock remains $150 and P’s basis in T’s stock increases to $300.  Thus, P recognizes a $50 gain from its sale of S’s stock for $200.  See Reg. § 1.1502-32(e)(2) ex. 2.

Facts:  On January 1 of Year 1, P forms S with a capital contribution of $800, $200 of which is in exchange for S’s preferred stock (which is described in § 1504(a)(4)) and the balance of which is for S’s common stock.  During Years 1 through 3, S has a total of $160 of ordinary income, $60 of which is distributed with respect to its preferred stock in satisfaction of its $20 annual dividend preference.  Thus, under the basis adjustment rules, P’s basis in S’s preferred stock is unchanged at $200 and its basis in S’s common stock increases from $600 to $700.  On December 31 of Year 3, to reduce its gain from the anticipated sale of S’s preferred stock, P forms T with a capital contribution of all of S’s stock in exchange for corresponding common and preferred stock of T in a § 351 transaction.  At the time of the contribution, the fair market value of the common stock is $700 and the fair market value of the preferred stock is $300.  P subsequently sells T’s preferred stock for $300.

Results:  Under § 358(b), P has a $630 basis in T’s common stock (70% of the aggregate stock basis of $900) and a $270 basis in T’s preferred stock (30% of the aggregate stock basis of $900).  Therefore, if respected, this transaction would have increased the basis of the preferred stock from $200 to $270.  However, under Reg. § 1.1502-32(e)(1), P transferred S’s stock to T with a principal purpose to distort the allocation of basis adjustments.  Thus, to preserve the allocation of basis adjustments, P has a $700 basis in T’s common stock and a $200 basis in T’s preferred stock.  Therefore, P recognizes a $100 gain from the sale of T’s preferred stock.  See Reg. § 1.1502-32(e)(2) ex. 3.

Facts:  During Year 1, the P group has $40 of consolidated taxable income, all of which is attributable to S under the principles of Reg. § 1.1502-79, and under the basis adjustment rules, P increases its basis in S’s stock by $40.  P anticipates that S will have a $40 loss during Year 2 that will be carried back and offset S’s income in Year 1 and cause P to decrease its basis in S’s stock by $40 for Year 2.  With a principal purpose to avoid the decrease, P causes S to issue voting preferred stock that results in S becoming a nonmember at the close of Year 1.  As expected, S has a $40 NOL, which is carried back to Year 1 and offsets S’s income from Year 1.

Results:  Under Reg. § 1.1502-32(e)(1), because P caused S to cease to be a member with a principal purpose to avoid negative basis adjustments, and P continues to own stock of S, the basis of the retained S stock is decreased by $40 for Year 2.  If P has less than a $40 basis in the retained S stock, P must recognize income for Year 2 to the extent of the excess.  See Reg. § 1.1502-32(e)(2) ex. 4.

Facts:  P forms S with a $100 contribution, and S becomes a member of the P affiliated group, which does not file consolidated returns.  For Years 1 through 3, S earns $300.  P anticipates that it will elect under § 1501 for the P group to begin filing consolidated returns in Year 5.  In anticipation of filing consolidated returns, and to avoid the negative stock basis adjustment that would result from distributing S’s earnings after Year 5, P causes S to distribute $300 during Year 4 as a qualifying dividend within the meaning of § 243(b).  There is no plan or intention to recontribute the funds to S after the distribution.

Results:  Although S’s distribution of $300 is with a principal purpose to avoid a corresponding negative adjustment under the stock basis adjustment rules, the $300 was both earned and distributed entirely under the separate return rules.  Consequently, P and S have not acted with a principal purpose contrary to the purposes of the rules, and no adjustments are necessary.  See Reg. § 1.1502-32(e)(2) ex. 5.

E. Predecessors and Successorstc "Predecessors and Successors" \f C \l 2.  For purposes of the stock basis adjustment rules, any reference to a corporation or to a share includes a successor or predecessor as the context requires.  A corporation is a “successor” if its basis (or excess loss account) is determined, directly or indirectly, in whole or in part, by reference to the basis (or excess loss account) of another corporation (the “predecessor”).  A share is a “successor” if its basis (or an excess loss account) is determined, directly or indirectly, in whole or in part, by reference to the basis (or excess loss account) of another share (the “predecessor”).  Reg. § 1.1502-32(f).

F. Effective Datetc "Effective Date" \f C \l 2.

1. Generaltc "General" \f C \l 3.  The rules contained in Reg. § 1.1502-32 are effective for determinations in consolidated return years beginning on or after January 1, 1995.
  If these rules apply, stock basis and excess loss accounts must be determined or redetermined as if these rules were in effect for all years (including, for example, the consolidated return years of another group to the extent adjustments from those years are still reflected).  For these purposes, if P and S leave one group and join another, the consolidated return years of both groups are taken into account.  Reg. § 1.1502-32(h)(1).

A disposition of S’s stock in which income, gain, or loss is deferred is deemed to occur when the income, gain, or loss is taken into account.  Reg. § 1.1502-32(h)(2)(iii).

2. Dispositions Before Effective Datetc "Dispositions Before Effective Date" \f C \l 3.  If P disposes of S’s stock before the effective date, the amount of P’s income, gain, or loss is not redetermined.  However, S’s determinations or adjustments with respect to the stock of a lower tier member with which it continues to file a consolidated return are redetermined--even if they were previously taken into account by P and reflected in income, gain, or loss from the disposition of S’s stock.  For example, assume P owns all of S’s stock, S owns all of T’s stock, and T owns all of U’s stock.  If S sells 80% of T’s stock before the effective date, S’s income, gain, or loss from the sale, and the stock basis adjustments taken into account by S in the sale, are not redetermined if P sells S’s stock after the effective date.  If S sells the remaining 20% of T’s stock after the effective date, S’s stock basis adjustments with respect to that T stock are also not redetermined, because S and T no longer file a consolidated return with each other.  However, if T and U continue to file a consolidated return with each other, and T sells U’s stock after the effective date, T’s stock basis adjustments with respect to U’s stock are redetermined (even though some of those adjustments may have been taken into account by S in its prior sale of T’s stock).  Reg. § 1.1502-32(h)(2).

3. Deemed Dividend Electiontc "Deemed Dividend Election" \f C \l 3.  A deemed dividend election under Former Reg. § 1.1502-32(f)(2) made in a consolidated return year ending before the effective date will be respected.  Furthermore, if a distribution of E&P is made before the effective date and does not cause a negative basis adjustment under the old rules, then a subsequent redetermination under the current rules will not treat the distribution as causing a negative basis adjustment.  For instance, if a distribution were made out of E&P from affiliated, but separate return years, and the distribution occurred prior to the effective date, then a subsequent redetermination under the new rules will not treat that distribution as causing a negative basis adjustment.  Reg. § 1.1502-32(h)(3).

II. CIRCULAR BASIS ADJUSTMENTS TC "CIRCULAR BASIS ADJUSTMENTS" \f C \l "1" 
A. Generaltc "General" \f C \l 2.  The circular basis adjustment problem is illustrated in the following example.

Facts:  P owns all of the stock of S, which has a basis of $100.  S has an unused NOL of $100.  P sells all the stock of S to a third party for $200 and recognizes gain of $100.

Results:  Under Reg. § 1.1502-11(a)(2), any consolidated NOL is taken into account in determining consolidated taxable income.  Therefore, without further guidance, P would apply S’s $100 NOL against the $100 gain recognized on the sale of the S stock.  However, the absorption of the $100 NOL would require a negative stock basis adjustment of $100, decreasing P’s basis in S’s stock to zero and increasing P’s gain on the sale to $200.  In sum, P would recognize $200 of gain on the sale and would use S’s $100 NOL to offset $100 of the gain, for a net gain of $100.

However, the circular basis adjustment rule prohibits P from using S’s NOL against the gain from the sale of S’s stock.  Thus, P has gain of $100 of gain on the sale, not $200, and S’s $100 NOL is not eliminated in the process.  Although P’s gain would be $100 with or without the circular basis adjustment rule, absent such a rule, S’s $100 NOL would be needlessly eliminated. 

B. Circular Basis Adjustment Ruletc "Circular Basis Adjustment Rule" \f C \l 2.  Under Reg. § 1.1502-11(b)(2), the extent to which S’s losses and deductions can be used in the taxable year of S’s disposition is limited.  This limit is determined by tentatively computing the group’s consolidated taxable income (or loss) for the year of disposition, and any prior years to which S’s deductions or losses may be carried, without taking into account any income or gain that P recognizes on the disposition of S’s stock.

S’s losses and deductions are allowed to offset gain and income only to the extent of the tentatively computed consolidated income.  Reg. § 1.1502-11(b)(2)(ii).  S’s losses and deductions not so absorbed cannot be used to offset the group’s gain from the disposition of S.  However, losses of other group members can be used to shelter any gain from the sale of S.

Facts:  At the start of Year 1, P has a $500 basis in S’s stock.  During Year 1, P has ordinary income of $30 and S has an ordinary loss of $80 (before taking any gain or loss on the sale of S’s stock into account).  At the end of Year 1, P sells S’s stock for $520.

Results:  Consolidated income for Year 1 is determined without regard to any gain or income from the sale of S.  Thus, the group has a tentative net consolidated loss of $50 (P’s $30 of income minus S’s $80 loss).  Therefore, only $30 of S’s NOL is absorbed in Year 1, and hence, P’s basis in S’s stock is reduced by only $30, not by the entire amount of S’s loss.  As a result, P’s basis for purposes of the sale is $470 ($500 starting basis less $30 negative basis adjustment), and P’s gain on the sale is $50.  The group’s consolidated taxable income for Year 1, then, is $50 (P’s $30 of ordinary income and $50 of gain from the sale of S’s stock, less S’s $30 loss).  Because S is no longer a member, the remaining $50 of S’s Year 1 loss becomes a separate NOL, which is carried forward to its first separate return year.

Facts:  For Year 1, the P group has consolidated taxable income of $30 and a consolidated net capital loss of $100 ($50 attributable to P and $50 to S).  At the beginning of Year 2, P has a $300 basis in S’s stock.  For Year 2, P has ordinary income of $30 and a $20 capital gain (determined without taking the $100 consolidated net capital loss carryover or P’s gain or loss from the disposition of S’s stock into account), and S has a $100 ordinary loss.  P sells S’s stock for $280 at the close of Year 2.

Results:  To determine the amount of the limitation of S’s losses under Reg. § 1.1502-11(b)(2)(i) and the effect of the absorption of S’s losses on P’s basis in S’s stock under Reg. § 1.1502-32(b), P’s gain or loss from the disposition of S’s stock is not taken into account.  For Year 2, the P group is tentatively treated as having a $70 consolidated NOL (S’s $100 ordinary loss, less P’s $30 of ordinary income).  The P group is also treated as having no consolidated net capital gain in Year 2, because P’s $20 capital gain is reduced by $20 of the consolidated net capital loss carryover from Year 1 under § 1212(a) (the absorption of which is attributed equally to P and S).  In addition, of the $70 consolidated NOL, $30 is carried back to Year 1 and offsets P’s ordinary income in that year, and $40 is carried forward.  Consequently $40 of S’s operating loss from Year 2, and $40 of the consolidated net capital loss carryover from Year 1 attributable to S, are limited.

Under Reg. § 1.1502-11(b)(2)(ii), the limitation does not affect the absorption of any deductions and losses attributable to P, $60 of S’s operating loss from Year 2, and $10 of the consolidated net capital loss from Year 1 attributable to S.  Consequently, P’s basis in S’s stock is reduced under Reg. § 1.1502-32(b) by $70, from $300 to $230, and P recognizes a $50 gain from the sale of S’s stock in Year 2.  Thus, the P group is treated as having a $20 unlimited NOL that is carried back to Year 1:

Ordinary income:

P ................................................................................$ 30

S (excluding the $40 limited loss)
 (60)

Sub Total
$(30)

Consolidated net capital gain:

P ($20 + $50 from S stock –

   $50 from Year 1)
$ 20

S (-$10 from Year 1)
(10)


Sub Total
$ 10

Consolidated taxable income
$(20)

Under Reg. § 1.1502-11(b)(2)(ii), S’s $40 ordinary loss from Year 2 is treated as a separate NOL arising in Year 2.  Similarly, $40 of the consolidated net capital loss from Year 1 attributable to S is treated as a separate net capital loss carried over from Year 1.  Because S ceases to be a member, the $40 NOL from Year 2 and the $40 consolidated net capital loss from Year 1 are allocated to S under Reg. § 1.1502-79 and are carried to S’s first separate return year.

1. Lossestc "Losses" \f C \l 3.  The circular stock basis rule also applies where the disposition of S would result in a loss.  Reg. § 1.1502-11(b)(3).

Facts:  At the start of Year 1, P has a $400 basis in S’s stock.  During Year 1, P has a $100 capital gain (without regard to any gain or loss from the sale of S’s stock), and S has both a $60 capital and a $200 ordinary loss.  At the end of Year 1, P sells the S stock for $140.

Results:  Under Reg. § 1.1502-11(b)(3), the group’s consolidated NOL and consolidated net capital loss is tentatively computed without taking into account P’s loss from the disposition of S.  This is necessary to prevent P’s loss from affecting the absorption of S’s losses and, hence, P’s basis in S’s stock.  S’s $60 capital loss is absorbed in P’s $100 capital gain, for a net capital gain of $40.  This absorbs $40 of the $200 ordinary loss, leaving the group with a tentative consolidated NOL of $160 for Year 2.  Because S is no longer a member in Year 2, all of the $160 NOL is attributable to S under the applicable rules.  Because the group absorbed $60 of S’s capital loss and $40 of S’s ordinary loss, P’s basis in S’s stock is reduced from $400 to $300 immediately before the sale and P recognizes a $160 loss on the sale (which loss may be disallowed (or suspended) under Reg. § 1.337(d)-2 or Reg. § 1.1502-35).

C. Special Situationstc "Special Situations" \f C \l 2
1. Deferred Gain or Loss from Prior Dispositionstc "Deferred Gain or Loss from Prior Dispositions" \f C \l 3.  If, as a result of a disposition of S stock, deferred gain or loss from an earlier sale within the group of the same stock is taken into account, then the circular basis adjustment rule applies to the deferred gains or losses when they are taken into account.  Reg. § 1.1502-11(b)(4)(i).

2. Disposition of Chainstc "Disposition of Chains" \f C \l 3.  If, at the time of P’s disposition of S’s stock, S owns all of the stock of T, then in determining to what extent T’s losses and deductions can be absorbed, the computation of tentative consolidated income is made without taking into account any gain or loss on the dispositions of the stock of S or T.  Reg. § 1.1502-11(b)(4)(ii).

3. Brother-Sister Dispositionstc "Brother-Sister Dispositions" \f C \l 3.  No circular basis adjustment is made in the case of a disposition of brother-sister subsidiaries.  Thus, a sister subsidiary’s losses might be eliminated, because gain is recognized on the sale of a brother subsidiary (and vice versa), even if both subsidiaries are sold in the same year.  Reg. § 1.1502-11(b)(4)(ii).

Facts:  P owns all of the stock of S1 and S2 and has a $50 basis in each as of the start of Year 1. During Year 1, the group has a $100 consolidated NOL (which is attributable $50 to S1 and $50 to S2) determined before taking into account any gain or loss on the sale of S1 and S2.  At the end of Year 1, P sells S1 and S2 for $100 each.

Results:  The circular basis adjustment rule does not apply to the absorption of S1’s losses on the sale of S2, or vice versa.  P’s $50 gain from the sale of S1 will absorb all of S2’s NOL.  Thus, P’s basis in S2’s stock decreases from $50 to zero.  P then recognizes a $100 gain on the sale of S2, which absorbs all of S1’s NOL.  Consequently, P’s basis in S1’s stock decreases to zero and P’s gain on the sale of S1 increases by an additional $50.  At the end of the day, P recognizes $200 gain on the sale of both subsidiaries, half of which is absorbed by NOLs, for a net gain of $100.  P’s gain is the same as it would have been under the circular basis adjustment rule, but because that rule does not apply in these situations, S1 and S2 leave the group with their NOLs eliminated.

This needless elimination can be partly avoided with proper planning, however.  For instance, at least one commentator has noted that P could arrange the sale of S1 at the end of Year 1 and the sale of S2 at the start of Year 2.  In that case, the sale of S1 would generate gain of $50. This gain could be absorbed by S2’s $50 NOL, thus decreasing P’s basis in S2 from $50 to zero.  In Year 2, the sale of S2 would generate $100 of gain.  Since S1 is no longer a group member, its $50 NOL could not be used to absorb this gain.  Thus, by spreading the sale over two tax years, no reduction in gain occurs, but at least S1 leaves the group without its NOLs being needlessly eliminated.

Excluded Discharge of Indebtedness Income.  Reg. § 1.1502-28 adopts a consolidated approach to attribute reduction under § 108(b).  If the attributes of a member other than the debtor member are reduced, then it results in a reduction in the stock basis of the member whose attributes were reduced and a corresponding increase in the stock basis of the debtor member.  Thus, if stock is sold in a year in which a member realizes discharge of indebtedness income that is excluded from income under § 108(a), circular basis adjustments affect not only the amount of gain or loss recognized on the sale of the stock but also the absorption of attributes, thereby affecting the attributes available for reduction under § 108(b) and Reg. § 1.1502-28.
  The Service and Treasury issued regulations to address this problem.  Reg. § 1.1502-11(c)(2).
  If one member, P, disposes of stock of another member, S, in a year during which any member realizes excluded discharge of indebtedness income, then there is a complicated nine-step computation of gain or loss:

First, the extent to which S's deductions and losses for the tax year of the disposition (and its deductions and losses carried over from prior years) may offset income and gain is computed pursuant to the current rules of Reg. § 1.1502-11(b)(2) and (3).


Second, Reg. § 1.1502-32 is tentatively applied to adjust the basis of the S stock to reflect the amount of S's unlimited deductions and losses that are absorbed in the tentative computation of taxable income (or loss) for the year of the disposition (and any prior years to which the deductions or losses may be carried) that is made pursuant to Reg. § 1.1502-11(b)(2).  The basis of the S stock is not adjusted to reflect the realization of excluded discharge of indebtedness income and the reduction of attributes in respect thereof.

Third, P's income, gain, or loss from the disposition of S stock is computed using the basis of such stock computed in the preceding step.

Fourth, taxable income (or loss) for the year of disposition (and any prior years to which the deductions or losses may be carried) is tentatively computed.  For this purpose, the tentative computations of taxable income (or loss) take into account P's income, gain, or loss from the disposition of S stock computed in the preceding step.


Fifth, the excluded discharge of indebtedness income is tentatively applied to reduce attributes pursuant to the rules of §§ 108 and 1017 and Reg. § 1.1502-28.  Only those attributes that remain after the tentative computations of taxable income (or loss) in the fourth step are subject to reduction.

Sixth, Reg. § 1.1502-32 is applied to adjust the basis of the S stock to reflect the amount of S's unlimited deductions and losses that are absorbed in the tentative computation of taxable income (or loss) for the year of the disposition (and any prior years to which the deductions or losses may be carried) made pursuant to the fourth step, and the excluded discharge of indebtedness income that is applied to reduce attributes and the attributes reduced in respect of the excluded discharge of indebtedness income pursuant to the fifth step.

Seventh, the group's actual gain or loss on the disposition of S stock is computed using the basis of such stock computed in the preceding step.
  

Eighth, the taxable income (or loss) for the year of the disposition (and any prior years to which the deductions or losses may be carried) is computed.  These amounts are calculated by applying the limitation on the use of S's deductions and losses to offset income computed pursuant to the first step, and by including the gain or loss recognized on the disposition of S stock computed pursuant to the preceding step.
  

Ninth, the excluded discharge of indebtedness income is actually applied to reduce attributes pursuant to the rules of §§ 108 and 1017 and Reg. § 1.1502-28.  Only those attributes remaining after the actual computations of taxable income (or loss) pursuant to the eighth step are subject to reduction in the ninth step. 

Facts:  P owns all of S’s stock with a $90 basis.  For Year 1, P has ordinary income of $30, and S has an $80 ordinary loss and $100 of excluded COD income from the discharge of non-intercompany indebtedness.  P sells the S stock for $20 at the close of Year 1.  As of the beginning of Year 2, S has Asset A with a basis of $0 and a fair market value of $10.

Results:  

Tentative Computations: 

Step 1 – Consolidated income or loss is determined without regard to any gain or loss from the disposition of S’s stock.  Thus, the group has a tentative consolidated NOL of $50 (P’s $30 of income minus S’s $80 of loss).  All of such loss is attributable to S under the principles of Reg. § 1.1502-21(b)(2)(iv).   

Step 2 – P’s basis in its S stock is tentatively adjusted.  Under Reg. § 1.1502-32(b), only $30 of S’s NOL is absorbed in Year 1 (i.e., P’s income provides the limit), and hence, P’s basis in S’s stock is reduced by only $30, not by the entire amount of S’s loss.  As a result, P’s basis in its S stock decreases by $30 to $60.

Step 3 – P’s gain or loss from the sale of S stock is computed using the basis of $60.  Thus, P is treated as recognizing a $40 loss from the sale of S stock.

Step 4 – Consolidated income or loss is tentatively determined taking into account P’s $40 loss from the sale of S stock.  The group has a $50 consolidated NOL for Year 1 that, under the principles of Reg. § 1.1502-21(b)(2)(iv), is wholly attributable to S and a consolidated capital loss of $40 that, under the principles of Reg. § 1.1502-21(b)(2)(iv) is wholly attributable to P.

Step 5 – The rules of §§ 108, 1017, and Reg. § 1.1502-28 are tentatively applied.  Pursuant to Reg. § 1.1502-28(a)(2), the tax attributes attributable to S would first be reduced to take into account its $100 of excluded discharge of indebtedness income.  Accordingly, the consolidated NOL for Year 1 would be reduced by $50 to $0.  Then pursuant to Reg. § 1.1502(a)(4), S’s remaining $50 of excluded discharge of indebtedness income would reduce the consolidated capital loss attributable to P of $40 by $40 to $0.  The remaining $10 of excluded discharge of indebtedness income would have no effect.

Actual Computations Based on the Tentative Computations:

Step 6 – P’s basis in its S stock is actually adjusted.  Under Reg. § 1.1502-32(b), the absorption of $30 of S’s loss, the application of $90 of S’s excluded discharge of indebtedness income to reduce attributes of P and S, and the reduction of the $50 loss attributable to S in respect of the excluded discharge of indebtedness income results in a net positive adjustment of $10 to P’s basis in the S stock.  Thus, P’s basis in the S stock is $100 (i.e., $90 original basis - $30 loss + $90 excluded discharge of indebtedness income treated as tax-exempt income  - $50 reduction of consolidated NOL attributable to S).

Step 7 – P’s gain or loss from the sale of S stock is computed using the basis of $100.  Thus, P recognizes an $80 loss on the disposition of the S stock (i.e., $20 FMV - $100 basis).

Step 8 – Actual consolidated taxable income or loss is computed.  The group has a consolidated NOL of $50 that is wholly attributable to S under the principles of Reg. § 1.1502-21(b)(2)(iv), and a consolidated capital loss of $80 that is wholly attributable to P under the principles of Reg. § 1.1502-21(b)(2)(iv).

Step 9 – Attributes are reduced under §§ 108, 1017, and Reg. § 1.1502-28.  Pursuant to § 108(b)(4)(B) and Reg. § 1.1502-28(a), the consolidated NOL attributable to S under the principles of Reg. § 1.1502-21(b)(2)(iv)(B) is reduced first.  Accordingly, the consolidated NOL for Year 1 would be reduced by $50 to $0.  Then pursuant to Reg. § 1.1502-28(a)(4), S’s remaining $50 of excluded discharge of indebtedness income would reduce the consolidated capital loss attributable to P of $80 by $50 to $30.  However, the limitation imposed by Reg. § 1.1502-11(d)(2)(ix)(A) prevents the reduction of the consolidated capital loss attributable to P by more than $40 (i.e., the tentative amount).  Therefore, the consolidated capital loss attributable to P is reduced by only $40 in respect of S’s excluded discharge of indebtedness income.  The remaining $10 of excluded discharge of indebtedness income has no effect.

III. EXCESS LOSS ACCOUNTS TC "EXCESS LOSS ACCOUNTS" \f C \l "1" 
A. Generaltc "General" \f C \l 2.  An excess loss account (ELA) is created whenever the negative adjustments to S’s stock exceed P’s basis in them.  Reg. § 1.1502-19(a)(2).  Thus, an ELA is a tax attribute in the nature of basis.  In general, an ELA is included in income upon the disposition of ELA stock.  Reg. § 1.1502-19(b)(1).

B. Inclusion of ELA in Incometc "Inclusion of ELA in Income" \f C \l 2.  P’s ELA is included in income whenever P disposes of the ELA stock.  Reg. § 1.1502-19(b)(l).  This general proposition is tempered by a provision that ELA income is subject to all nonrecognition or deferral rules in the Code.  Reg. § 1.1502-19(b)(2)(i).  However, the regulations require that ELA income be included in certain cases of worthlessness, insolvency, or deconsolidation in spite of any nonrecognition or deferral provisions that might otherwise apply.  Reg. § 1.1502-19(b)(2)(ii).

A disposition of a share occurs whenever (i) P ceases to own the share, (ii) P recognizes gain or loss (in whole or in part) with respect to the share, (iii) either P or S deconsolidates, (iv) S’s assets are treated as abandoned, disposed of, or destroyed (worthlessness),
 or (v) debt of S is discharged and the amount discharged is not included in gross income.  Reg. § 1.1502-19(c).  Under the general rule, whenever such a disposition of ELA stock occurs, P must include the ELA in income.  Reg. § 1.1502-19(b)(1).  If P disposes of stock of more than one subsidiary in the same transaction, income is taken into account in order of tiers from lowest to highest.  Reg. § 1.1502-19(b)(3).  Gain upon disposition of ELA stock will be ordinary income only to the extent by which S is insolvent immediately before the disposition.  Reg. § 1.1502-19(b)(4).

Similarly, the old rules required inclusion of an ELA immediately before the disposition of ELA stock.  Former Reg. § 1.1502-19(a)(1).  However, several exceptions to these general rules were provided.  If a group member transferred ELA stock to another member in a transaction in which the transferee’s basis in the stock was determined by reference to the transferor’s basis, then the ELA was not required to be taken into income.  Instead, the transferee succeeded to the ELA. Former Reg. § 1.1502-19(d).  If a group member acquired an ELA subsidiary in a transaction described in § 381(a), then the ELA was not required to be taken into income.  Former Reg. § 1.1502-19(e).  And, if an entire group was acquired and the group continued in existence, then any deconsolidation of an ELA member was disregarded and P continued to have an ELA in S in the surviving group.  Former Reg. § 1.1502-19(g).

Facts:  On January 1 of Year 1, P has a $150 basis in S’s stock, and S has a $100 basis in T’s stock.  During Year 1, P has $500 of ordinary income, S has no income or loss, and T has a $200 ordinary loss.  On December 31 of Year 1, S sells T’s stock to a nonmember for $60.

Results:  Immediately before the sale, under Reg. § 1.1502-32(b), S decreases its basis in T’s stock to zero and establishes a $100 ELA in T’s stock.  Under Reg. § 1.1502-19(c), S is treated as disposing of T’s stock on December 31 of Year 1 (the day of the sale).  Under Reg. § 1.1502-19(b)(1), the ELA is treated as an additional $100 realized by S from the sale.  Consequently, S recognizes a $160 gain from the sale, which is taken into account in determining the group’s consolidated taxable income.  Under Reg. § 1.1502-32(b), T’s $200 loss and S’s $160 gain result in a $40 net decrease in P’s basis in S’s stock as of the close of Year 1, from $150 to $110.

Facts:  On January 1 of Year 1, P has a $150 basis in S’s stock, and S has a $100 basis in T’s stock.  During Year 1, P has $500 of ordinary income, S has no income or loss, and T has a $200 ordinary loss.  On December 31 of Year 1, S sells T’s stock to P for $60, and P sells T’s stock to a nonmember at a gain on January 1 of Year 5.

Results:  S is treated as disposing of T’s stock on December 31 of Year 1, and the ELA in T’s stock is treated as an additional $100 realized by S from the sale.  However, under Reg. § 1.1502-13 and Reg. § 1.1502-19(b)(2)(i), S’s $160 gain is deferred and taken into account in Year 5 when P sells T’s stock.  Thus, as of the close of Year 1, under Reg. § 1.1502-32(b), the absorption of T’s $200 loss results in P’s decreasing its basis in S’s stock to zero and establishing a $50 ELA.  Under Reg. § 1.1502-32(b), as of the close of Year 5, S’s $160 gain eliminates P’s $50 ELA in S’s stock and increases P’s basis in the stock to $110.  See Reg. § 1.1502-19(g) ex. 1(c).

C. Nonrecognition or Deferral of Inclusiontc "Nonrecognition or Deferral of Inclusion" \f C \l 2.  In general, an ELA is treated as negative basis for computational purposes.  Reg. § 1.1502-19(a)(2)(ii).  This largely eliminates the need for an entire regime of ELA rules to parallel the basis rules of the Code.  In addition, existing Code rules (and related regulations) generally are used to determine the timing of the inclusion of ELA income.  Thus, in general, if other provisions of the Code (or related regulations) provide for nonrecognition (or deferral), income from disposition is not recognized (or is deferred).  Reg. § 1.1502-19(b)(2)(i).

Facts:  P has a $100 ELA in S’s stock, and S liquidates in a transaction to which § 332 applies.

Results:  Under § 332 and Reg. § 1.1502-19(b)(2), P does not recognize gain.  Under § 334(b), P succeeds to S’s basis in the assets it receives from S in the liquidation.  

Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock, S has no lower tier subsidiaries, P distributes S’s stock to P’s shareholders on December 31 of Year 1 in a § 355 transaction, and the distribution causes S to become a nonmember.

Results:  Under Reg. § 1.1502-19(c), P is treated as disposing of S’s stock on December 31 of Year 1 (the date of the distribution).  Under Reg. § 1.1502-19(b)(2)(ii), because P’s disposition is described in Reg. § 1.1502-19(c)(1)(ii) (i.e., the transaction causes S to deconsolidate from the group), P’s $50 gain from the disposition must be taken into account in the determination of the group’s consolidated taxable income, notwithstanding the nonrecognition rules of § 355.

Facts:  P owns all of the stock of S and T.  On December 31 of Year 1, P has a $150 basis in S’s stock and a $100 ELA in T’s stock.  On that day, P transfers T’s stock to S without receiving additional S stock in a § 351 transaction.

Results:  Under Reg. § 1.1502-19(c), P is treated as disposing of T’s stock on December 31 of Year 1 (the date of the transfer).  Under § 351 and Reg. § 1.1502-19(b)(2), P does not recognize gain from the disposition.  Under § 358 and Reg. § 1.1502-19(d), P’s $100 ELA in T’s stock decreases P’s basis in S’s stock from $150 to $50.  In addition, under § 362 and Reg. § 1.1502-19(a)(2)(ii), S has a $100 ELA in T’s stock.

Facts:  P owns all of the stock of S and T.  On December 31 of Year 1, P has a $150 basis in S’s stock, and P has a $100 ELA in T’s stock.  On that day, T merges into S in a § 368(a)(1)(A) reorganization (which is also described in § 368(a)(1)(D)), and P receives no additional S stock in the reorganization.

Results:  Under § 354 and Reg. § 1.1502-19(b)(2), P does not recognize gain.  Instead, P’s $100 ELA in T’s stock decreases P’s $150 basis in the S stock that P owns before the merger to $50.  Similarly, if S merges into T, and P does not receive additional T stock, P’s $150 basis in S’s stock eliminates P’s ELA in T’s stock, and increases P’s basis in T’s stock to $50.  

Facts:  P owns all of the stock of S1 and S2.  S1 and S2 each own 50 shares of S3’s outstanding 100 shares of stock.  S1’s adjusted basis in the S3 stock is $50.  In Year 1, S3 redeems all of its stock from S1 for $100.  In Year 2, P sells all of its S1 stock to an unrelated party.

Results:  In Year 1, because S1 actually and constructively owns 100% of the S3 stock immediately before and after the redemption, the redemption is treated as a distribution to which § 301 applies.  S3’s distribution is an intercompany distribution and is excluded from S1’s gross income.  Under Reg. § 1.1502-32, S1’s basis in its S3 stock is reduced by the amount of the distribution, creating a $50 ELA.
  Accordingly, in Year 2, S1 must include in its income as gain the $50 ELA attributable to the redeemed S3 stock.  See Prop. Reg. § 1.1502-19(g) ex. 7.

Facts:  P forms S and B by contributing $200 to the capital of each.  During Years 1 through 4, S and B each earn $50.  Thus, under Reg. § 1.1502-32, P adjusts its stock basis in each to $250.  On January 1 of Year 5, the fair market value of S’s assets and stock is $500.  S merges into B in an otherwise tax-free reorganization.  Pursuant to the plan of reorganization, P receives B stock with a fair market value of $350 and $150 in cash.

Results:  Under Reg. § 1.1502-13(f)(3), the reorganization is an intercompany reorganization, and the boot received in the reorganization is treated as received in a separate transaction immediately after the intercompany reorganization.  Thus, P is deemed to receive B stock worth $500 with a basis under § 358 of $250.  Immediately after the intercompany merger, $150 of the stock is treated as redeemed, giving rise to a distribution to which § 301 applies under § 302(d).  Because the boot is treated as received in a separate transaction, § 356 does not apply and no basis adjustments are required under § 358(a)(1)(A) or (B).  Under § 381(c)(2), B is treated as receiving S’s E&P.  Accordingly, B has a total of $100 of E&P.  Thus, $100 of the deemed redemption is a dividend under § 301.  Under Reg. § 1.1502-32, P’s basis in the B stock received in the reorganization is reduced by $100 to reflect the deemed dividend and again by the remaining $50 reflecting a return of capital.  The portion treated as dividend income is excluded from P’s gross income under Reg. § 1.1502-13(f)(2)(ii).

Note that, under Prop. Reg. §§ 1.302-5 and 1.1502-19(b)(5), the deemed redemption creates a $75 ELA for P in the portion of the B stock received in the reorganization that is treated as redeemed in a subsequent transaction.  That ELA is treated as income recognized on a disposition of the redeemed B stock on the date of the deemed redemption and is taken into account under the rules of Prop. Reg. § 1.1502-19(b)(5).
D. Legislative Developmentstc "Legislative Developments" \f C \l 2.  The Taxpayer Relief Act of 1997 amended § 355 which, among other things, might result in a modification of the treatment of ELAs in connection with § 355 transactions.  The current treatment is reflected in this next example.  

Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock, and S has a $100 ELA in T’s stock.  On that date, S distributes T’s stock to P in a § 355 transaction in which no gain or loss is recognized.  At the time of the distribution, T’s stock represents one-half of the value of S’s stock. 

Results:  Under Reg. § 1.1502-19(c), S is treated as disposing of T’s stock on December 31 of Year 1 (the date of the distribution).  Under § 355 and Reg. § l.1502-19(b)(2)(i), S does not recognize any gain from the disposition.  Under § 358, S’s ELA in T’s stock is eliminated, just as S’s basis in T’s stock would be eliminated.  P’s $50 ELA in S’s stock is treated as a negative amount allocated under § 358 between S’s stock and T’s stock following the distribution.  Consequently, P has a $25 ELA in S’s stock and a $25 ELA in T’s stock.  See Reg. § 1.1502-19(g) ex. 3.

In relevant part, § 355(f) provides generally that, except as otherwise provided in regulations, § 355 will not apply to a distribution from one member of an affiliated group to another member of such group (an “Intragroup Distribution”) if such distribution is part of a plan (or series of related transactions) pursuant to which one or more persons acquire directly or indirectly stock representing a 50-percent-or-greater interest (measured by vote or value) in the stock of the distributing corporation or any controlled corporation.

In addition, with respect to Intragroup Distributions, the legislation granted regulatory authority to the Secretary of the Treasury under § 358 to provide adjustments to the basis of any stock in a corporation that is a member of that group, “to appropriately reflect the proper treatment of such distribution.”  § 358(g)(2).  The legislative history states that the Conferees believe that concerns exist regarding basis adjustments in the context of Intragroup Distributions, regardless of whether such distributions occur in connection with an acquisition.  The legislative history explains that the concerns include (i) the elimination of an ELA of a lower tier member (as depicted above) and (ii) basis shifting that results from the fair market value basis allocation rules of § 358.  H.R. Conf. Rep. No. 105-220, at 535 (1997).

The amendments to §§ 355 and 358 thus grant broad regulatory authority to the Treasury Department to address concerns regarding basis.  The legislative history suggests several approaches that might be taken including (i) requiring a carryover basis (or basis that conforms to inside asset basis) for the controlled corporation, and (ii) reducing the basis in the distributing corporation to reflect the change in value and basis of the distributing corporation’s assets (perhaps to an amount that is less than the aggregate basis of the stock of the distributing corporation before the distribution).  H.R. Conf. Rep. No. 105-220, at 536.

It is unclear whether the Treasury will adopt one or more of the Conferees’ suggestions regarding basis and/or change the treatment of ELAs in the context of Intragroup Distributions.  The legislative history states, however, that in the context of Intragroup Distributions that are not part of plan to have a prohibited 50-percent-or-greater ownership change, any such regulations are expected to be prospective, except in cases to prevent abuse.  H.R. Conf. Rep. No. 105-220, at 537.

1. Application of Anti-Avoidance Rules TC "Application of Anti-Avoidance Rules" \f C \l "3" .  The Service has indicated that it will apply the anti-avoidance rule of Reg. § 1.1502-19(e) to preserve gain from an ELA notwithstanding that nonrecognition rules would otherwise apply.  See F.S.A. 200022006 (Dec. 9, 1999).  

Facts:  P owns all of the stock of S, and S owns all of the stock of T.  T borrows funds from a third-party lender and distributes the funds to S, creating an ELA.  S distributes the stock of T to P in a § 355 distribution.  P transfers the S stock to an unrelated buyer in a taxable transaction.

Results:  As discussed above, under Reg. § 1.1502-19(g) ex. 3, S’s ELA in T’s stock would be eliminated and P’s basis in its S stock would be allocated between the S and T stock.  However, the Service concluded under substantially identical facts that Example 3 of Reg. § 1.1502-19(g) did not apply.  F.S.A. 200022006.  The Service concluded that because a principal purpose of the intervening § 355 distribution was to avoid S’s recognition of its ELA, the antiavoidance rules of Reg. § 1.1502-19(e) preserve recognition of the ELA. 

E. Inclusion of ELA Notwithstanding Nonrecognition or Deferral TC "Inclusion of ELA Notwithstanding Nonrecognition or Deferral" \f C \l "2" 
1. Inclusion upon Worthlessnesstc "Inclusion upon Worthlessness" \f C \l 3.  S’s stock is treated as disposed of for ELA purposes at the time it becomes worthless.  Under Reg. § 1.1502-19(c)(1)(iii), S’s stock is not treated as worthless except in three instances:  (1) All of S’s assets (other than its corporate charter and those assets, if any, that are necessary to satisfy state law minimum capital requirements to maintain corporate existence) are treated as disposed of, abandoned, or destroyed for Federal income tax purposes (for example, under section 165(a) or Reg. § 1.1502-80(c) ; (2) If S’s asset is stock of a lower-tier member, the stock is treated as disposed of under Reg. § 1.1502-19(c); (3) A debt of S is discharged, and any part of the amount discharged is not included in gross income and is not treated as tax-exempt income under Reg. § 1.1502-32(b)(3)(ii)(C); and (4) A member takes a deduction or loss into account for the uncollectability of a debt of S, and S does not take a matching gain into account in the same year.  

For purposes of (1) above, S’s assets are not considered disposed of solely because they are subject to liabilities (unless that is the proper treatment under general federal income tax principles, as for instance, in the case of a foreclosure or abandonment).  Similarly, S’s assets are not considered disposed of to the extent the disposition is in exchange for consideration (other than relief from indebtedness) or to the extent the disposition is in complete liquidation.  Reg. § 1.1502-19(c)(1)(iii)(A).  However, S’s assets may be considered disposed of even if they are not transferred outside the consolidated group but instead are transferred to another member of the group.  See F.S.A. 199932011 (May 4, 1999).

Under the old rules, S’s stock was treated as disposed of for ELA purposes on the last day of the taxable year
 in which either:  (a) the stock was wholly worthless (as defined at § 165(g)); or (b) S’s debt was discharged, and the resulting discharge of indebtedness income was excluded from income by virtue of S’s insolvency.  Under the old worthlessness rule, S’s stock was treated as worthless based on a variety of factors, which attempted to prevent P from deferring the inclusion of ELA income.  However, this could lead to the double inclusion of income.  For instance, assume that S borrowed and lost money, which created an ELA in S’s stock.  If S’s stock were treated as worthless so that P had to include the ELA in income, then any subsequent COD income would cause the same economic loss to be included a second time.

The test for worthlessness under the current rules, on the other hand, will tend to defer the moment at which P will have to include an ELA in income.  To prevent abuse, however, the current rules state that the assets of S are deemed to have been disposed of if they are maintained for the principal purpose of avoiding a disposition of the S stock.  See Reg. § 1.1502-19(e), (g) ex. 6.

If the requirements of § 1.1502-19(c)(1)(iii) are met, and (1) P does not recognize a net deduction or loss on the S stock and S is a member of the group’s taxable year during which the share becomes worthless, or (2) P recognizes any amount that is not a net deduction or loss on the stock of S in a transaction in which S ceases to be a member and does not become a nonmember, then there is a reduction of attributes under Reg. § 1.1502-19(b)(1)(iv). The following attributes are eliminated:

· any net operating or capital loss carryover that is attributable to S, including any losses that would be apportioned to S under the principles of § 1.1502-21(b)(2) if S had a separate return year;
· any deferred deductions attributable to S, including S's portion of such consolidated tax attributes (for example, consolidated excess charitable contributions that would be apportioned to S under the principles of § 1.1502-79(e) if S had a separate return year);
· any credit carryover attributable to S, including any consolidated credits that would be apportioned to S under the principles of § 1.1502-79 if S had a separate return year; and
· attributes other than consolidated tax attributes (determined as of the disposition), which are eliminated immediately before the disposition resulting in the application of this attribute reduction rule.  Reg. § 1.1502-19(b)(1)(iv).

The elimination of attributes under Reg. § 1.1502-19(b)(1)(iv) is not a noncapital, nondeductible expense under Reg. § 1.1502-32(b)(iii).

Facts:  On January 1 of Year 1, P forms S with a $150 capital contribution.  During Year 1, the P group has a $50 consolidated NOL (which, under the principles of Reg. § 1.1502-79, is entirely attributable to S) that is not absorbed by the group in Year 1.  During Year 2, P has $160 of ordinary income, and S borrows $150 and has a $160 ordinary loss.  Under Reg. § 1.1502-32(b), P’s basis in S’s stock is reduced to zero and P has a $10 ELA in S’s stock.  During Year 3, the value of S’s assets (without taking S’s liabilities into account) continues to decline and S’s stock becomes worthless within the meaning of § 165(g) (without taking into account Reg. § 1.1502-80(c)).  During Year 4, S earns $10 of ordinary income.

Results:  Under Reg. § 1.1502-19(c)(1)(iii)(A), P is treated as disposing of S’s stock on any day that substantially all of S’s assets are treated as disposed of, abandoned, or destroyed within the meaning of § 165(a).  Thus, P is not treated as disposing of S’s stock during Year 3 solely because the stock became worthless within the meaning of § 165(g) (provided that S does not maintain its assets for the principal purpose of avoiding a disposition of its stock).  Because S’s stock is not treated under Reg. § 1.1502-19(c) as worthless, the ELA rules do not cause § 382(g)(4)(D) to apply in Year 3, and S’s NOL carryover may offset S’s $10 of income in Year 4.  See Reg. § 1.1502-19(g) ex. 5(a) & (b).  In contrast, under the old rules, S’s stock would be treated as disposed of at the end of Year 3, thus triggering the $10 ELA in S’s stock.  Moreover, the ELA rules would cause § 382(g)(4)(D) to apply in Year 3, which could result in an ownership change for purposes of § 382.

2. Inclusion upon Insolvencytc "Inclusion upon Insolvency" \f C \l 3.  S’s stock is deemed to be disposed of on the day that discharge of indebtedness income of S (excluded under § 108(a)) exceeds the amount of tax attributes reduced under §§ 108(b) or 1017 or Reg. § 1.1502-28.  Reg. § 1.1502-19(c)(1)(iii)(B).  However, the aggregate amount of P’s ELA in S’s stock that P takes into account under this rule is limited to the amount of S’s excluded discharge of indebtedness income that exceeds the amount of tax attributes reduced under §§ 108(b) or 1017 or Reg. § 1.1502-28.  Reg. § 1.1502-19(b)(1)(ii).
  In contrast, under the old rules, S’s stock was treated as disposed of for ELA purposes if S’s debt was discharged and the resulting discharge of indebtedness income was excluded from income because S was insolvent.  Also under the old rules, the disposition of S’s stock under these circumstances caused P to take into account its entire ELA in S’s stock.

Facts:  On January 1 of Year 1, P forms S with a $150 capital contribution.  During Year 1, the P group has a $50 consolidated NOL (which, under the principles of Reg. § 1.1502-79, is entirely attributable to S).  During Year 2, P has $160 of ordinary income, and S borrows $150 and has a $160 ordinary loss.  Under Reg. § 1.1502-32(b), P’s basis in S’s stock is reduced to zero and P has a $10 ELA in S’s stock.  During Year 3, the value of S’s assets (without taking S’s liabilities into account) continues to decline.  S’s creditor discharges $40 of S’s indebtedness during Year 3, and S is insolvent by $60.  Other than the $50 NOL carryover attributable to S, the P group has no other consolidated tax attributes.  The discharge is excluded from the P group’s gross income under § 108(a), and $40 of S’s $50 NOL carryover is eliminated under § 108(b).  

Results:  Under Reg. § 1.1502-19(c)(1)(iii)(B), P is treated as disposing of S’s stock if the amount discharged and excluded from gross income under § 108(a) exceeds the amount of tax attributes reduced under §§ 108(b) or 1017 or Reg. § 1.1502-28 as a result of the exclusion.  Because the $40 discharge does not exceed the $40 attribute reduction, P is not treated as disposing of S’s stock during Year 3 by reason of the discharge.  See Reg. § 1.1502-19(g) ex. 5(c).  If, however, S’s creditor had discharged $51 of S’s indebtedness rather than $40, the discharge would trigger a disposition (and thus inclusion of $1 of the $10 ELA), because the amount of debt discharged exceeds the amount of tax attributes reduced by $1.  Reg. § 1.1502-19(b)(1)(ii).  Under prior rules, P would take into account the entire $10 ELA under this variation of the facts. 

3. Inclusion upon Deconsolidationtc "Inclusion upon Deconsolidation" \f C \l 3.  The deconsolidation of P or S (where P has an ELA in S’s stock) is treated as a disposition for which P is required to include the ELA in income.  Reg. § 1.1502-19(c)(1)(ii).  Thus, ELA income is recognized in a deconsolidation, regardless of whether a nonrecognition or deferral provision would otherwise be applicable.  Reg. § 1.1502-19(b)(2)(ii).
 
The old rules were largely the same except that they stated that a deconsolidation was treated as a disposition of all of S’s stock.  Former Reg. § 1.1502-19(b)(2)(i), (ii).  Although the current rules do not state that a deconsolidation will be treated as the disposition of all of S’s stock, the examples accompanying the current rules make this clear.  See, e.g., Reg. § 1.1502-19(g) ex. 4(a) & (b).

Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock, and S has a $100 ELA in T’s stock.  On that day, T issues stock to a nonmember and, as a consequence, T becomes a nonmember.

Results:  Under Reg. § 1.1502-19(c)(2), S is treated as disposing of T’s stock on December 31 of Year 1 (the date T becomes a nonmember).  Under Reg. § 1.1502-19(b)(1), S is treated as realizing $100 from the sale or exchange of T’s stock.  Under Reg. § 1.1502-32(b), S’s $100 gain from the disposition of T’s stock eliminates P’s ELA in S’s stock and increases P’s basis in S’s stock to $50.  See Reg. § 1.1502-19(g) ex. 4(a) & (b).

Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock, and S has a $100 ELA in T’s stock.  On that day, S issues stock to a nonmember and, as a consequence, both S and T become nonmembers on December 31 of Year 1.  T has $30 of gain that has been deferred under Reg. § 1.1502-13 and is taken into account in determining consolidated taxable income immediately before T becomes a nonmember.

Results:  Under Reg. § 1.1502-32, T’s $30 gain decreases S’s ELA in T’s stock from $100 to $70 immediately before S is treated as disposing of T’s stock.  Under Reg. § 1.1502-19(b)(l), S is treated as recognizing $70 from the disposition of T’s stock.  Thus, under Reg. § 1.1502-32(b), P’s ELA in S’s stock is eliminated, and P’s basis in S’s stock is increased to $50 as a result of S’s $70 gain from the ELA and T’s $30 deferred gain.  See Reg. § 1.1502-19(g) ex. 4(d).

4. Exception for Acquisition of Entire Grouptc "Exception for Acquisition of Entire Group" \f C \l 3.  The treatment of a deconsolidation as a disposition is subject to one major exception.  Reg. § 1.1502-19(c)(3).  This exception applies when the following conditions are met (Reg. § 1.1502-19(c)(3)(i)):

(A)
the group terminates because of

(1)
an acquisition of the assets of the common parent in a reorganization described in § 381(a)(2); 

(2)
an acquisition of the stock of the common parent; or

(3)
the group ceases to exist under the principles of Reg. § 1.1502-75(d)(2) (termination of the common parent’s existence because of certain transactions) or Reg. § 1.1502-75(d)(3) (a reverse acquisition by the common parent of another group); and

(B)
there is a surviving group that, immediately after the termination of the former group, is a consolidated group.

In such situations, a deconsolidation is not treated as a disposition, and P is not required to include an ELA in income.  This exception applies, however, only with respect to members of the old group that become members of the continuing group.

F. Disposition of Chainstc "Disposition of Chains" \f C \l 2.  If the stock of more than one subsidiary is disposed of in the same transaction, the ELA rules are applied in the order of tiers, from lowest to highest.  Reg. § 1.1502-19(b)(3).
Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock, and S has a $100 ELA in T’s stock.  On that day, S issues stock to a nonmember and, as a consequence, both S and T become nonmembers on December 31 of Year 1.

Results:  Under Reg. § 1.1502-19(c)(2), P is treated as disposing of S’s stock, and S is treated as disposing of T’s stock.  Under Reg. § 1.1502-19(b)(3), because both S and T become nonmembers in the same transaction, and T is the lower tier member, S is first treated under Reg. § 1.1502-19(b)(1) as realizing $100 from the sale or exchange of T’s stock.  Under Reg. § 1.1502-32(b), S’s $100 gain from the disposition of T’s stock eliminates P’s ELA in S’s stock and increases P’s basis in S’s stock to $50.  Consequently, S’s $100 gain from the disposition of T’s stock is taken into account in the determination of the group’s consolidated taxable income, but P’s ELA in S’s stock is eliminated immediately before P’s disposition of S’s stock.  See Reg. § 1.1502-19(g) ex. 4(c).

G. Substituted Basis Transactionstc "Substituted Basis Transactions" \f C \l 2.  Unlike the old rules, the current rules provide that § 357(c) is not to apply between consolidated group members.  Reg. § 1.1502-80(d).
  § 357(c) is necessary to prevent negative basis arising under generally applicable provisions of the Code, but is unnecessary where provision is made for ELAs.  Under § 357(c), if P transfers assets in a § 351 transaction or in a divisive § 368(a)(1)(D) reorganization, and the assets are subject to liabilities or the transferee assumes liabilities of P, then P is required to recognize gain to the extent the liabilities exceed the basis of the transferred assets.  (This rule does not apply, however, where the transferee becomes a nonmember as part of the transfer and does not subsequently become part of a new consolidated group with P.)
Therefore, if P transfers property subject to a liability in excess of basis to S, § 357(c) will not operate to increase P’s basis in S’s stock by the gain recognized by P on the transfer, because P will not recognize such gain.  Nevertheless, adjustments to basis are made according to Reg. § 1.1502-32 and other applicable provisions of law.  An adjustment to basis that creates a negative amount is treated as an ELA in that stock.  As a result, under § 358, P will take a substituted basis in S’s stock equal to the difference between the basis of the property transferred and the liability to which it was subject (or the liability of P assumed by S).  Because the liability will exceed the basis, the substituted basis will be a negative amount.  This negative amount is treated as an ELA.  See Reg. § 1.1502-80(d).  

Similarly, if the basis of stock of a member (or any other asset of the group) is determined by reference to P’s basis in S’s stock, then a resulting negative amount is treated as an ELA.  For example, if P transfers S’s stock to another member in a § 354 exchange, P’s ELA in the S stock that it transfers in the exchange is applied under § 358 to determine P’s basis (or ELA) in the stock of the acquiring corporation that P receives in the exchange (or that P already owns).  In the same manner, P’s ELA in the S stock is applied under § 362 to determine the acquiring corporation’s ELA in the S stock.  Reg. § 1.1502-19(a)(2).

Reg. § 1.1502-80(d) simply provides that § 357(c) does not apply.  Thus, it is not entirely clear whether, if the liability assumed by S is one that would be excluded under § 357(c)(3), it would nonetheless result in a basis reduction under § 358(d).  As a result, Treasury issued proposed regulations on November 13, 2001 that would clarify that S’s assumption of liabilities described in § 357(c)(3) (i.e., liabilities that would give rise to a deduction, but that have not increased the basis of any property) will not reduce P’s basis in S’s stock under § 358(d).  Prop. Reg. § 1.1502-80(d).  The amendments are proposed to apply for transactions occurring in consolidated years beginning on or after November 14, 2001.  Thus, in the above example, if the liabilities assumed by S would give rise to a deduction (and the incurrence of the liabilities did not result in the creation of, or increase in, the basis of any property), P would take a substituted basis in S’s stock equal to P’s basis in the property transferred.  See Prop. Reg. § 1.1502-80(d)(2) ex. 2.  On the other hand, if the assumed liabilities resulted in the creation of, or increase in, the basis of any property, the result under Prop. Reg. § 1.1502-80(d) would be the same as in the above example.

Facts:  On December 31 of Year 1, P has a $50 ELA in S’s stock and S has a $100 ELA in T’s stock.  On that date, S distributes T’s stock to P in a transaction to which § 355 applies and in which no gain or loss is recognized.  At the time of the distribution, T’s stock represents one half of the value of S’s stock.

Results:  Under Reg. § 1.1502-19(c), S is treated as disposing of T’s stock on December 31 of Year 1 (the date of the distribution).  Under § 355 and Reg. § 1.1502-19(b)(2)(i), S does not recognize any gain from the disposition.  Under § 358, S’s ELA in T’s stock is eliminated, just as S’s basis in T’s stock would be eliminated.  Under Reg. § 1.1502-19(d), P’s $50 ELA in S’s stock is treated as a negative amount allocated under § 358 between S’s stock and T’s stock following the distribution.  Consequently, P has a $25 ELA in S’s stock and a $25 ELA in T’s stock.  See Reg. § 1.1502-19(g) ex. 3.

H. Allocation of Basis Adjustments to ELA Stocktc "Allocation of Basis Adjustments to ELA Stock" \f C \l 2.  Under Reg. § 1.1502-19(d), adjustments are allocated within each class of stock in such a way as to equalize and then eliminate the ELAs in certain shares.
Reg. § 1.1502-19(d) makes reference to Reg. § 1.1502-32(c), which attempts to minimize the growth of ELAs in cases where a class of stock has both ELA shares and shares with positive basis.  In such cases, any positive adjustment is made first to the ELA shares until the ELA is eliminated, rather than pro rata to each share within the class.  Similarly, any negative adjustment is made first to shares with positive basis until such basis is eliminated.  Reg. § 1.1502-19(d).

Facts:  P owns 100 shares of S’s only class of stock. 50 shares have a $100 basis, while 50 have a $100 ELA.  P makes a $200 capital contribution to S.

Results:  The contribution first eliminates the $100 ELA.  The remaining $100 of positive adjustments are allocated pro rata.  Thus, after the contribution, P will have 100 shares, with a basis of $50 in the 50 former ELA shares and $150 in the other 50 shares.

Facts:  P owns 100 shares of S’s only class of stock.  50 shares have a $100 basis, while 50 have a $100 ELA.  P contributes $200 to S in exchange for an additional 100 shares of S’s stock in a § 351 transaction.

Results:  The contribution first eliminates the $100 ELA.  The remaining $100 is allocated to the newly issued shares of S’s stock.
The Service has held that a parent corporation is permitted to use basis in a recently acquired block of class A shares of a consolidated subsidiary pursuant to Reg. § 1.1502-19(d)(1) in order to reduce or eliminate an existing ELA in previously held class A and B shares of the subsidiary.  PLR 201143012.

EXAMPLE 54:
Facts: P owns 100 Class A shares of S’s common stock and 100 Class B shares of S’s common stock.  Class A and Class B shares are identical in all respects, except for voting rights.  P has a $50 ELA in S’s stock.  P buys an additional 100 shares of S’s Class A stock with a basis of $200.
Result:  The $200 basis in the newly acquired Class A shares is first used to eliminate the ELA in the previously held Class A and Class B shares in S.  The remaining $150 basis is allocated to the newly acquired Class A shares.

I. Repeal of Basis Reduction Electiontc "Repeal of Basis Reduction Election" \f C \l 2.  Under the investment adjustment system, S’s losses reduce the basis of (or increase an ELA in) S’s common stock only.  If part of P’s investment in S is in the form of S’s obligations or preferred stock, P may have an ELA in the common stock before S’s losses exceed P’s aggregate investment.  Under the old rules, if P disposed of S’s stock that was subject to an ELA, P could avoid including the ELA in income by reducing its basis in other stock or obligations of S that P owned.  Former Reg. § 1.1502-19(a)(6).
Code § 1503(e)(4) eliminated the election to reduce P’s basis in S’s obligations.  The election was then further limited if it had the effect of netting stock gains and losses in a manner inconsistent with the loss disallowance rules of former Reg. § 1.1502-20.  As a result, the election had limited applicability.

The current rules eliminate the election altogether.  Note that the current basis adjustment allocation rules tend to minimize the growth of ELAs.  See Reg. § 1.1502-32(c).  Therefore, the loss of the ability to reallocate basis, given the prohibitions on netting and reallocating to obligations, is not a great loss.

J. Character of Gain from Inclusion of ELAtc "Character of Gain from Inclusion of ELA" \f C \l 2.  Gain from inclusion of an ELA is treated as gain from the sale of stock.  Reg. § 1.1502-19(b)(1).  However, this gain is treated as ordinary income to the extent of the amount by which the ELA member is insolvent within the meaning of § 108(d)(3).  In determining S’s insolvency, liabilities include two unusual items:  (l) distributions that preferred stockholders would be entitled to receive if S were liquidated on the date of the disposition, and (2) former liabilities that were discharged, but treated as tax-exempt income by reason of Reg. § 1.1502-32(b)(3)(ii)(C).  Reg. § 1.1502-19(b)(4)(i).

K. Effective Datetc "Effective Date" \f C \l 2.  The ELA rules are effective on the same date and in the same manner as the stock basis adjustment rules.  Thus, these rules apply with respect to the determination of basis (or ELA) on or after January 1, 1995.  If these new rules apply, basis must be determined as if these new rules had always been in effect.  If P were treated as disposing of S stock before January 1, 1995 under the old rules, determinations of income, gain, deduction, or loss are not redetermined.  Reg. § 1.1502-19(h).  Reg. § 1.1502-19(a)(3) (application of other rules of law and duplicative recapture), Reg. § 1.1502-19 (c)(1)(iii)(A) (disposition of a stock by worthlessness), and Reg. § 1.1502-19 (c)(3)(i)(A) (whole-group exception)                                 apply with respect to transactions occurring on or after September 17, 2008.  Taxpayers may elect to apply the Reg. § 1.1502-19(c)(3)(i)(A) whole-group exception to transactions that occurred before September 17, 2008.  The rule regarding the reduction of attributes in the case of certain dispositions by worthlessness or where S ceases to be a member and does not become a non-member (i.e., Reg. § 1.1502-19(b)(iv) and the last sentence of -19(a)(1)) applies to dispositions on or after December 16, 2008.

IV. INTERCOMPANY TRANSACTIONS TC "INTERCOMPANY TRANSACTIONS" \f C \l "1" 
A. Basis of Property Following a Group Structure Changetc "Basis of Property Following a Group Structure Change" \f C \l 2
1. Definition of Group Structure Changetc "Definition of Group Structure Change" \f C \l 3.  A “group structure change” is defined by reference to Reg. § 1.1502-33(f) as a transaction in which a corporation succeeds another corporation as the common parent through a transaction described in Reg. § 1.1502-75(d)(2) or (d)(3).  Reg. § 1.1502-31(a)(1).  This definition is designed to coordinate the definition of group structure change for purposes of the E&P adjustments required under Reg. § 1.1502-33(f).  This definition is similar to that of the old rules, except that a transaction described at Reg. § 1.1502-75(d)(3) constituted a group structure change under the old rules only if shareholders of the acquired corporation acquired at least 80% (by value) of the stock of the new common parent.  By dropping this requirement, more transactions are likely to meet the definition of a group structure change under the current rules.

2. Adjustments to Basistc "Adjustments to Basis" \f C \l 3

a. Asset Acquisitions.  If a corporation acquires a former common parent’s net assets in a group structure change, the basis of members in the stock of the acquiring corporation is adjusted immediately after the group structure change to reflect the acquiring corporation’s allocable share of the former common parent’s net asset basis.  Reg. § 1.1502-31(b)(1).

b. Stock Acquisitions.  If a corporation acquires a former common parent’s stock in a group structure change, the basis of members in the former common parent’s stock immediately after the group structure change must be redetermined in accordance with the results for an asset acquisition.  Reg. § 1.1502-31(b)(2).  However, final regulations published April 26, 2004, exclude from the stock basis redetermination rule stock acquired in a transaction in which gain or loss was recognized in whole (i.e., stock acquired in a recognition transaction that has a full cost basis).  Reg. § 1.1502-31(b)(2) (April 26, 2004).
  

c. Net Asset Basis.  Net asset basis is defined in Reg. § 1.1502-31(c) as the basis the former common parent would have in the stock of a newly formed subsidiary if:

(1) the former common parent transferred its assets (subject to any liabilities assumed or attached to the assets) to the subsidiary in a § 351 transaction;

(2) the former common parent and the newly formed subsidiary were members of the same consolidated group so that, under Reg. § 1.1502-80(d), the principles of § 357(c) would not compel recognition of the amount by which liabilities assumed by the new subsidiary exceeded basis; and

(3) the asset basis taken into account is each asset’s basis immediately after the group structure change, taking into account, for example, any income or gain recognized in the group structure change and reflected in the asset’s basis.

d. Additional Adjustments.  Additional adjustments to the former common parent’s net asset basis are made in certain circumstances.  Reg. § 1.1502-31(d).

(1) The basis is reduced to reflect the fair market value of any consideration not provided by the member.  For example, if S acquires the assets of T in a group structure change, and S provides appreciated stock of P in return for the T assets, P’s basis in S stock is reduced by the fair market value of the P stock.

(2) Where a corporation receives less than all of the former common parent’s assets and liabilities, the former parent’s net asset basis is adjusted accordingly.

(3) Where a corporation owns less than all of the former common parent’s stock immediately after the group structure change in a stock acquisition, the corporation takes only that portion of the net asset basis of the former common parent into account in redetermining its basis in the stock.  The amended regulations limit this rule by providing that, if less than all the former common parent’s stock is subject to the stock basis redetermination rule (e.g., because a portion of such stock has, or would have, a cost basis), the percentage of the former common parent’s net asset basis taken into account in the stock basis redetermination equals the percentage (by fair market value) of the former common parent’s stock subject to the redetermination.  Reg. § 1.1502-31(d)(2)(ii), (g) ex. 2(iv).

(4) Basis determined under these principles is allocated among shares of stock according to the principles of § 358.  Reg. § 1.1502-19(d) may impose special allocation requirements where ELAs are involved.

(5) Where necessary, basis adjustments are tiered up to higher tier members.  Thus, if a former common parent, T, is acquired by S and S is required to adjust its basis in T to reflect T’s net asset basis, then P may be required to adjust its basis in the stock of S.

(6) To avoid negative adjustment for expiration of loss carryovers of the former common parent, the acquiring group may elect to waive the carryovers immediately before the former common parent is acquired.

Facts:  P is the common parent of one group and T is the common parent of another.  T has assets with an aggregate basis of $60 and fair market value of $100 and no liabilities.  T’s shareholders have an aggregate basis of $50 in T’s stock.  In Year 1, pursuant to a plan, P forms S, and T merges into S with the T shareholders receiving $100 of P stock in exchange for their T stock.  The transaction is a reorganization described in § 368(a)(1)(A) by reason of § 368(a)(2)(D).  The transaction is also a reverse acquisition under Reg. § 1.1502-75(d)(3), because the T shareholders, as a result of owning T’s stock, own more than 50% of the value of P’s stock immediately after the transaction.  Thus, the transaction is a group structure change under Reg. § 1.1502-33(f)(1), and P’s earnings and profits are adjusted to reflect T’s earnings and profits immediately before T ceases to be the common parent of the T group.

Results:  Under Reg. § 1.1502-31(b)(1), P’s basis in S’s stock is adjusted to reflect T’s net asset basis.  Under Reg. § 1.1502-31(c), T’s net asset basis is $60, the basis T would have in the stock of a subsidiary under § 358 if T had transferred all of its assets and liabilities to the subsidiary in a transaction to which § 351 applies.  Thus, P has a $60 basis in S’s stock.  See Reg. § 1.1502-31(g) ex. 1(i) & (ii).

Facts:  P is the common parent of one group and T is the common parent of another.  T has assets with an aggregate basis of $60 and fair market value of $100 and no liabilities.  T’s shareholders have an aggregate basis of $50 in T’s stock.  P has owned the stock of S for several years, and P has a $50 basis in the S stock.  T merges into S with the T shareholders receiving $100 of P stock in exchange for their T stock in a transaction that qualifies as a reorganization described in § 368(a)(1)(A) by reason of § 368(a)(2)(D) as well as a reverse acquisition.

Results:  Under Reg. § 1.1502-31(b)(1), P’s $50 basis in S’s stock is adjusted to reflect T’s net asset basis.  Thus, P’s basis in S’s stock is $110 ($50 plus $60).  See Reg. § 1.1502-31(g) ex. 1(iii).

Facts:  P is the common parent of one group and T is the common parent of another.  T has assets with an aggregate basis of $60 and fair market value of $100 and no liabilities.  T’s shareholders have an aggregate basis of $50 in T’s stock.  P forms S with a $100 contribution at the beginning of Year 1.  During Year 6, pursuant to a plan, S purchases $100 of P stock and T merges into S with the T shareholders receiving P stock in exchange for their T stock.

Results:  Under Reg. § 1.1502-31(b)(1), P’s $100 basis in S’s stock is increased by $60 to reflect T’s net asset basis.  In addition, because the P stock purchased by S and used in the transaction is consideration not provided by P, P’s basis in its S stock is decreased by $100 (the fair market value of the P stock).  See Reg. § 1.1502-31(g) ex. 1(vi).

Facts:  P is the common parent of one group and T is the common parent of another.  T has assets with an aggregate basis of $60 and fair market value of $100 and no liabilities.  T’s shareholders have an aggregate basis of $50 in T’s stock.  Pursuant to a plan, P forms S, and S acquires all of T’s stock in exchange for P stock in a transaction described in § 368(a)(1)(B).  The transaction is also a reverse acquisition under Reg. § 1.1502-75(d)(3).  Thus, the transaction is a group structure change under Reg. § 1.1502-33(f)(1), and the earnings and profits of P and S are adjusted to reflect T’s earnings and profits immediately before T ceases to be the common parent of the T group.

Results:  Under Reg. § 1.1502-31(d)(4), even though S is not the new common parent of the T group, adjustments must be made to S’s basis in T’s stock in accordance with the principles of Reg. § 1.1502-31.  Although S’s basis in T’s stock would ordinarily be determined under § 362 by reference to the basis of T’s shareholders in T’s stock immediately before the group structure change, under the principles of Reg. § 1.1502-31(b)(2), S’s basis in T’s stock is determined by reference to T’s net asset basis.  Thus, S’s basis in T’s stock is $60.  See Reg. § 1.1502-31(g) ex. 2(i) & (ii).

Higher Tier adjustments.  Under Reg. § 1.1502-31(d)(4), P’s basis in S’s stock is adjusted to $60 (to be consistent with the adjustment to S’s basis in T’s stock).  See Reg. § 1.1502-31(g) ex. 2(iii).

Facts:  P is the common parent of one group and T is the common parent of another.  T has assets with an aggregate basis of $60 and fair market value of $100 and no liabilities.  T’s shareholders have an aggregate basis of $50 in T’s stock.  Pursuant to a plan, P acquires all of T’s stock in exchange for $70 of P’s stock and $30 cash in a transaction that is a group structure change under Reg. § 1.1502-33(f)(1).  (Because of P’s use of cash, the acquisition is not a transaction described in § 368(a)(1)(B).)

Results:  Under Reg. § 1.1502-31(b)(2), P’s acquired T stock is not transferred basis property.  P’s basis in T’s stock is a cost basis of $100.  See Reg. § 1.1502-31(g) ex. 3(i) and (ii).

B. Transactions Other Than Group Structure Changestc "Transactions Other Than Group Structure Changes" \f C \l 2
1. Repeal of Rules Relating to Other Intercompany Transactionstc "Repeal of Rules Relating to Other Intercompany Transactions" \f C \l 3.  The current regime repealed Former Reg. § 1.1502-31 to the extent it related to intercompany transactions other than group structure changes.  However, it does not provide any replacements.  In the preamble to the regulations, the Service stated that new rules governing such transactions will be promulgated “in connection with revisions to the intercompany transaction system.”  59 Fed. Reg. at 41,672.

2. Old Rulestc "Old Rules" \f C \l 3
a. Deferred Intercompany Transactions.  The basis of property acquired by a purchasing member in a deferred intercompany transaction was determined as if separate returns were filed.  Former Reg. § 1.1502-31(a).  Thus, if S sold property with a basis of $80 to P for $100, and the exchange qualified as a deferred intercompany transaction, the basis of the property in P’s hands was $100 (even though S’s $20 gain on the sale was deferred).  Former Reg. § 1.1502-31(a).

b. Section 301 Distribution Between Group Members.  The basis of property received in a § 301 distribution was determined under § 301(d)(2)(B) (as in effect before the Technical and Miscellaneous Revenue Act of 1988).  Former Reg. § 1.1502-31(b)(1).  Under that version of § 301(d), a corporate distributee’s basis in property was equal to the distributing corporation’s basis in the property immediately before the distribution, increased by the amount of any gain recognized to the distributing corporation on the distribution.

c. Section 332 Liquidation.  The basis of property acquired in a § 332 liquidation was also determined as if separate returns had been filed.  Former Reg. § 1.1502-31(b)(2)(i).

d. Redemption or Cancellation of Stock.  The aggregate basis of all property acquired in a distribution in cancellation or redemption of stock by a member to another member (other than a § 332 liquidation) was the same as the basis of the stock exchanged for the property, increased by the amount of any liabilities of the distributing corporation assumed by the distributee (or to which the property acquired was subject), and reduced by the amount of cash received in the distribution.  The aggregate basis so computed was allocated among all the assets received (except cash) in proportion to the fair market values of each asset on the date received.  Former Reg. § 1.1502-31(b)(2)(ii).

V. ALLOCATING ITEMS BETWEEN SHORT PERIODS TC "ALLOCATING ITEMS BETWEEN SHORT PERIODS" \f C \l "1" 
A. Generaltc "General" \f C \l 2.  When a consolidated group member departs the group, or when a corporation joins a consolidated group, the corporation’s items of income, gain, deduction, and loss must necessarily be allocated between the consolidated return year and the separate return year.

B. End of Separate Return Year and Start of Consolidated Return Yeartc "End of Separate Return Year and Start of Consolidated Return Year" \f C \l 2.  Reg. § 1.1502-76(b)(1)(ii) provides that, unless otherwise provided under applicable law, a departing or joining member is deemed to have departed or joined as of the close of the day during which the event that causes the departure or entry occurs.  Therefore, the day on which the event occurs which causes the departure of a consolidated group member is the last day of the departing member’s consolidated return year.  Conversely, the first day of a joining member’s consolidated return year is the day after the day on which the event causing the entry of the new member occurs.
  

C. Allocation of Items – Generaltc "Allocation of Items – General" \f C \l 2.  In allocating S’s items between its short consolidated return year and short separate return year, groups are permitted to use ratable allocation, except for certain special items.
  This differs from the old rules, which required allocation according to the items shown on the S’s permanent records and work papers.  However, if the allocation of an item between return years could not be determined from the permanent records, then the item was allocated between the two years based on the number of days in each.  Former Reg. § 1.1502-76(b)(4).  The old rules provided no guidance for the allocation of tax credits, items carried between years, or items arising in pass-through entities in which the member has an interest.

D. Ratable Allocation Methodtc "Ratable Allocation Method" \f C \l 2.  Under the ratable allocation method, items are given different treatment depending on whether they are ordinary or extraordinary.  The group must irrevocably elect to use this method, but the election is available only if the annual accounting period of the departing or joining member is not required to be changed because of the departure or entry.  Reg. § 1.1502-76(b)(2)(ii)(A).  Each group parent and the departing or joining member must sign the election.  Reg. § 1.1502-76(b)(2)(ii)(D).

1. Ordinary Itemstc "Ordinary Items" \f C \l 3.  If an item is an ordinary item (used here to denote all items that are not “extraordinary items”), then such item is allocated between the two return years based on the number of days in each year.  Reg. § 1.1502-76(b)(2)(ii)(B).

2. Extraordinary Itemstc "Extraordinary Items" \f C \l 3.  “Extraordinary items” must be allocated to the day that they affect income.  Reg. § 1.1502-76(b)(2)(ii)(B)(1).  Extraordinary items are defined by Reg. § 1.1502-76(b)(2)(ii)(C) as follows:

(1) Any item from the disposition or abandonment of a capital asset as defined in § 1221 (determined without the application of any other rule of law);

(2) Any item from the disposition or abandonment of property used in a trade or business as defined in § 1231(b) (determined without the application of any holding period requirement);

(3) Any item from the disposition or abandonment of any asset described in § 1221(1), (3), (4), or (5), if substantially all of the assets in the same category from the same trade or business are disposed of or abandoned in one transaction (or series of related transactions);

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

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

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

(7) Any item from the discharge or retirement of indebtedness (e.g., cancellation of indebtedness income or a deduction for retirement at a premium);

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

(9) Any compensation-related deduction in connection with S’s change in status (e.g., deductions from bonus, severance, and option cancellation payments made in connection with S’s change in status);

(10) Any dividend income from a nonmember that S controls within the meaning of § 304 at the same time the dividend is taken into account;

(11) Any deemed income inclusion from a foreign corporation, or any deferred tax amount on an excess distribution from a passive foreign investment company under § 1291;

(12) Any interest expense allocable under § 172(h) to a corporate equity reduction transaction causing Reg. § 1.1502-76(b) to apply;

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

(14) Any item which, in the opinion of the Commissioner, would, if ratably allocated, result in a substantial distortion of income in any consolidated return or separate return in which the item is included.

Facts:  P and S are the only members of the P group.  P sells all of S’s stock to individual A on June 30 of Year 2.  Therefore, S becomes a nonmember at the end of the day on June 30 of Year 2.

Results:  Under Reg. § 1.1502-76(b)(1), the P group’s consolidated return for Year 2 includes P’s income for the entire tax year and S’s income for the period from January 1 to June 30, and S must file a separate return for the period from July 1 to December 31.  See Reg. § 1.1502-76(b)(5) ex. 1(a) & (b).

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

Results:  Under Reg. § 1.1502-76(b)(1), the P group’s return must include the common parent’s items for the entire consolidated return year, and, if the common parent ceases to be the common parent but the group remains in existence, appropriate adjustments must be made.  Consequently, although P did not exist for all of Year 1, P’s items for the portion of Year 1 ending with the merger are treated as the items of the common parent that must be included in the P group’s return for Year 1.  See Reg. § 1.1502-76(b)(4) ex. 2(a) & (b).

Facts:  P sells all of T’s stock to X, and T becomes a nonmember on July 1 of Year 1.  T engages in the production and sale of merchandise throughout Year 1 and is required to use inventories.  The sale is treated as causing T’s tax year to end on June 30, and the periods beginning and ending with the sale are treated as two tax years for federal income tax purposes.

Results:  If ratable allocation under Reg. § 1.1502-76(b)(2)(ii) of this section is not elected, T must perform an inventory valuation as of the acquisition and also as of the end of Year 1.  If ratable allocation is elected, T must perform an inventory valuation only as of the close of Year 1 and allocate all of its items that are not extraordinary items between the P and X consolidated returns.  See Reg. § 1.1502-76(b)(4) ex. 3(a) & (b).

Facts:  P sells all of T’s stock to X on June 30 of Year 1, and ratable allocation under Reg. § 1.1502-76(b)(2)(ii) is elected.  Under ratable allocation, the X group has a $100 consolidated NOL for Year 1, all of which is attributable to T.  However, because of extraordinary items, T has $100 of income for the portion of Year 1 that T is a member of the P group.  Under Reg. § 1.1502-76(b)(2)(ii)(B)(2), T’s loss may be carried back from the X group to the portion of Year 1 that T was a member of the P group.  See also § 172; Reg. § 1.1502-21(b).  Under Reg. § 1.1502-76(b)(2)(ii)(C)(5), any item carried to or from any portion of the original year is an extraordinary item, and the loss, therefore, is not taken into account again in determining the ratable allocation under Reg. § 1.1502-76(b)(2)(ii).  See Reg. § 1.1502-76(b)(4) ex. 4.

E. Taxestc "Taxes" \f C \l 2.  Federal, state, local, and foreign taxes are allocated on the basis of the items or activities to which the taxes relate.  Reg. § 1.1502-76(b)(2)(iv).  For example, income tax is allocated in a manner that reflects the allocation of the income that gave rise to the tax.

F. Consistency Rules.   TC "Consistency Rules" \f C \l "2" If a member departs from, or joins, more than one consolidated group during a taxable year, then certain adjustments must be made to ensure proper allocation of the member’s items.  However, the same method is not required to be used by all such groups.  Reg. § 1.1502-76(b)(2)(ii)(B)(3).  If more than one member of the same consolidated group, as a consequence of the same plan or arrangement, ceases to be a member of that group and becomes a member of another consolidated group, then the ratable allocation method may be used only if it is used for each member.  Reg. § 1.1502-76(b)(2)(ii)(D).

Facts:  S becomes a member of two different consolidated groups during the same original year, and ratable allocation is elected with respect to both groups.

Results:  Ratable allocation is generally determined for both groups by treating the original year as a single taxable year.  If ratable allocation were elected only for the first group, then the allocation is determined by treating the original year as a short period that does not include the period during which S was a member of the second group.  See Reg. § 1.1502-76(b)(2)(ii)(B)(3).

G. Passthrough Entitiestc "Passthrough Entities" \f C \l 2.  If a departing or joining member owns an interest in a pass-through entity, such as a partnership, then solely for purposes of determining the year to which the entity’s items are allocated, the member is treated as selling or exchanging its entire interest in the entity as of the event that causes the member’s departure or entry.  Reg. § 1.1502-76(b)(2)(v)(A).

Also, if a departing or joining member (together with other members) would be treated under the constructive ownership rules of § 318(a)(2) as owning at least 50% of any stock owned by the pass-through entity, then the method used to determine the allocation of the pass-through entity’s items must be the same method used to determine the allocation of the member’s items.  Reg. § 1.1502-76(b)(2)(v)(B).  However, this consistency requirement does not apply to any foreign corporation generating the deemed inclusion of income, or to any passive foreign investment company generating a deferred tax amount on an excess distribution under § 1291.  Reg. § 1.1502-76(b)(2)(v)(C).

Facts:  On June 30 of Year 1, P sells all of T’s stock to the X group.  T has a 10% interest in the capital and profits of a calendar year partnership.

Results:  Under Reg. § 1.1502-76(b)(2)(v)(A), T is treated (solely for purposes of determining T’s taxable year in which the partnership’s items are included) as selling or exchanging its entire interest in the partnership as of P’s sale of T’s stock.  Thus, the deemed disposition is not taken into account under § 708, it does not result in gain or loss being recognized by T, and T’s holding period is unaffected.  However, under § 706(a) in determining T’s income, T is required to include its distributive share of partnership items for the partnership’s year ending within or with T’s taxable year.  Under § 706(c)(2), the partnership’s taxable year is treated as closing with respect to T for this purpose as of P’s sale of T’s stock.  The allocation of T’s distributive share of partnership items must be made under Reg. § 1.706-1(c)(2)(ii).  See Reg. § 1.1502-76(b)(4) ex. 6(a) & (b).

H. Repeal of the 30-Day Rulestc "Repeal of the 30-Day Rules" \f C \l 2.  Under the old rules, there were two exceptions to the requirement that items of a departing or joining member must be included in the consolidated return for the period during which the member was in the group:

(A)
If S became a member of a consolidated group within a period of 30 days after the start of S’s taxable year, then S could elect to be considered to have become a member of the group as of the beginning of the first day of S’s taxable year. Former Reg. § 1.1502-76(b)(5)(i).

(B)
If S were a member of a consolidated group for a period of 30 days or less, then S could elect to be considered to have never been a member of the group during that year (but not if S were created or organized by a member of the group in such year).  Former Reg. § 1.1502-76(b)(5)(ii).

Together, these exceptions were often referred to as the “30-day rules.”  While the rationale for these rules was largely one of administrative convenience, the Service in the preamble to the current rules indicated that groups were using the 30-day rules for different and unintended purposes.  59 Fed. Reg. at 41,672.  Thus, the 30-day rules have been eliminated under the current rules.

I. Effective Date TC "Effective Date" \f C \l "2"   The current allocation rules apply for corporations joining or departing consolidated groups on or after January 1, 1995.  The 30-day rules, however, are effective for transactions occurring before February 14, 1993.  I.R.S. Notice 92-59, 1992-2 C.B. 386 (amending Reg. § 1.1502-76(b)(4)(ii)).

VI. EARNINGS AND PROFITS TC "EARNINGS AND PROFITS" \f C \l "1" 
A. Generaltc "General" \f C \l 2.  Under the old rules, basis adjustments tiered up from S to P and were reflected in P’s E&P.  The current rules establish a separate system for adjusting and tiering up E&P.  By delinking stock basis adjustments and E&P, certain results are avoided.  For instance, under the old rules, if S had sustained a deficit in E&P and an interrelated tax loss, then this deficit would not be reflected as a reduction of P’s basis until the tax loss was absorbed.  Because the basis adjustment was deferred, S’s E&P deficit could not reduce P’s E&P until sometime after the deficit arose.  As a result, the group as a whole appeared to have higher E&P than would be the case if P and S were divisions of the same corporation.  Hence, a larger portion of any dividend made by P to its stockholders would be treated as coming out of E&P under the old rules than would be the case if P and S were truly treated as a single entity.  Under the current rules, S’s E&P tiers directly up to, and is included in, P’s E&P.  Reg. § 1.1502-33(b)(1).

Facts:  P forms S at the start of Year 1 with a $100 capital contribution.  S then borrows additional funds and ends Year 1 with a $150 deficit in E&P.  The interrelated tax loss is not absorbed in Year 1, because the group as a whole has a consolidated NOL for Year 1.  Instead, S’s loss is included in the group’s consolidated NOL and carried forward to Year 2.

Results:  S’s $150 deficit in E&P tiers up and decreases P’s E&P for Year 1 by $150.  See Reg. § 1.1502-33(b)(3)(ii) ex. 1(e).

However, E&P adjustments of S attributable to the distribution of E&P accumulated in nonconsolidated years do not tier up.  Reg. § 1.1502-33(b)(2).  For these purposes, S’s E&P is generally computed under the normal rules of § 312.  Reg. § 1.1502-33(a)(1).

Also, for purposes of the E&P tier-up, S’s stock is given a separate basis for purposes of determining P’s E&P upon a disposition of the stock.  This E&P basis will generally reflect the E&P of S that has tiered up to P.  The separate basis is necessary to prevent double inclusions of E&P.  For instance, if S has $100 of E&P, that amount will tier up and be included in P’s E&P.  If P then sells the S stock and no adjustment has been made to the stock’s E&P basis, then the E&P gain on the sale will include $100 that has already been included in P’s E&P.  Therefore, a parallel basis adjustment system for E&P purposes is required under the current rules.  Reg. § 1.1502-33(c)(1).

Facts:  P forms S in Year 1 with a $100 capital contribution.  S has $100 of E&P in Year 1 but files a separate return.  P and S consolidate in Year 2.  S distributes $50 in Year 2.

Results:  Because P and S filed separate returns for Year 1, P’s basis in S’s stock remains $100 under Reg. §§ 1.1502-32 and -33, S has $100 of E&P, and none of S’s E&P is reflected in P’s E&P, under Reg. § 1.1502-33(b).  S’s distribution in Year 2 ordinarily would reduce S’s E&P but not increase P’s E&P.  (P’s $50 of E&P from the dividend would be offset by S’s $50 reduction in E&P that tiers up under Reg. § 1.1502-33(b).)  However, under Reg. § 1.1502-33(b)(2), the negative adjustment for S’s distribution to P does not apply.  Thus, S’s distribution reduces its E&P by $50 but increases P’s E&P by $50.  See Reg. § 1.1502-33(b)(3)(ii) ex. 1(d).

B. Amount of E&Ptc "Amount of E&P" \f C \l 2.  For purposes of determining the amount to tier up, S’s E&P is generally determined by reference to §§ 301, 312 and 316.  Reg. § 1.1502-33(a)(1).  S’s E&P so calculated is then tiered up and reflected in P’s E&P.  This adjustment to P’s E&P is treated as P’s own E&P for the taxable year in which the adjustment occurs.  Reg. § 1.1502-33(b)(1).  The principles applicable to stock basis adjustments are carried over from Reg. § 1.1502-32 for purposes of applying the tier-up.  For example:

· The adjustment to P’s E&P is made at the close of each consolidated return year and at any other time a determination is necessary to determine the E&P of any person.  Reg. § 1.1502-33(b)(1).

· The adjustments are applied in order of tiers, from lowest to highest.  Reg. § 1.1502-33(b)(1).

· A distribution with respect to S’s stock to which § 301 applies is taken into account when P becomes entitled to the distribution, not when P actually receives it.  If it is later established that the distribution will not be made, the prior adjustment is reversed as of the time it was made.  See Reg. §§ 1.1502-13(f)(2)(iv); -33(b)(1).

Not all of the stock basis adjustment rules carry over, however.  For instance, unabsorbed losses do not create negative basis adjustments until absorbed.  Reg. § l.1502-32(b)(3)(i).  In contrast, for purposes of tiering up E&P, any deficit in E&P is tiered up regardless of whether the interrelated tax loss is absorbed in that year.  See Reg. § 1.1502-33(b)(1)(i).  But see Prop. Reg. § 1.302-5(d)(4) (providing that, when S redeems stock from P in a transaction to which § 301 applies, P’s E&P is not decreased by an amount equal to the deemed tax loss that arises by reason of P’s basis in the redeemed stock until the deemed loss is taken into account in a later year).

Facts:  P forms S at the start of Year 1 with a $100 capital contribution.  S has $100 of E&P for Year 1 and no E&P for Year 2.  During Year 2, S distributes a $50 dividend to P.

Results:  S’s E&P in Year 1 tiers up, increasing P’s E&P by $100.  The dividend in Year 2 creates a current deficit of $50 in S’s E&P under § 312(a), which also tiers up to P.  Thus, P’s E&P is decreased by $50 for Year 2.  However, the receipt of the dividend causes P’s E&P to increase by $50.  Thus, the receipt of the dividend has no net effect on P.  See Reg. § 1.1502-33(b)(3)(ii) ex. 1(a) & (b).

Facts:  P forms S at the start of Year 1 with a $100 capital contribution.  S has $100 of E&P for Year 1 and distributes a $50 dividend to P.

Results:  S’s E&P increases by $50.  P’s E&P increases by $100, reflecting S’s $50 in undistributed E&P and P’s receipt of the $50 distribution.  See Reg. § 1.1502-33(b)(3)(ii) ex. 1(c).

Facts:  P owns all of S’s stock and S owns all of T’s stock.  During Year 1, T has $100 of E&P.  S and P have no other E&P for Year 1.  On December 31 of Year 1, S distributes T’s stock to P in a distribution to which § 355 applies.

Results:  T’s E&P in Year 1 tiers up, increasing both S’s and P’s E&P by $100.  Because S’s distribution of T’s stock is not a distribution to which § 301 applies, no adjustment to P’s E&P is required to reflect the distribution.  Although S’s E&P might be reduced under § 312(h), no adjustment to P’s E&P would be required to reflect S’s reduction in E&P.  See Reg. § 1.1502-33(b)(3)(ii) ex. 2.

C. Allocation of E&Ptc "Allocation of E&P" \f C \l 2.  The E&P regulations also borrow the varying interest and allocation rules that govern stock basis adjustments (Reg. § 1.1502-32(c)) for purposes of allocating E&P.  Reg. § 1.1502-33(b)(1).

Facts:  P owns 80% of S’s stock throughout Year 1.  During Year 1, S has $100 of current E&P.

Results:  $80 of S’s E&P is allocated to S’s stock owned by P.  Thus, P’s E&P is increased by $80.  See Reg. § 1.1502-33(b)(3)(ii) ex. 3.

D. Basis for E&P Purposestc "Basis for E&P Purposes" \f C \l 2.  For purposes of determining P’s E&P from the disposition of S’s stock, a separate basis (or excess loss account) for E&P purposes is maintained and adjusted to reflect the part of S’s E&P allocated to such stock.  Reg. § 1.1502-33(c)(1).

Facts:  P forms S at the start of Year 1 with a $100 capital contribution.  S has $100 of E&P for Year 1 and no E&P for Year 2.  During Year 2, S declares and distributes a $50 dividend to P.  On December 31 of Year 2, P sells all of S’s stock for $150.

Results:  P’s basis in S’s stock (for E&P purposes) immediately before the sale is $150, ($100 initial basis plus S’s E&P of $100 for Year 1 minus S’s $50 distribution out of E&P in Year 2).  Therefore, P recognizes no gain or loss for E&P purposes on the sale.  See Reg. § 1.1502-33(c)(3)(a), (b).

Facts:  P forms S at the start of Year 1 with a $100 capital contribution.  S has a deficit in E&P of $100 for Year 1.  The interrelated tax loss is not absorbed in Year 1, because the group as a whole has a consolidated NOL for Year 1.  Instead, S’s loss is included in the group’s consolidated NOL carried forward to Year 2.

Results:  P’s basis in S’s stock (for E&P purposes) is zero ($100 initial basis minus S’s deficit in E&P of $100 for Year 1).  Therefore, if P disposes of S’s stock for $150, it will recognize gain of $150 for E&P purposes.  If S had borrowed $50 in Year 1 and lost it in that year, then P would have an excess loss account (for E&P purposes) of $50 in S’s stock and would have to take the excess loss account into E&P, in addition to any gain, if P sold the stock.  See Reg. § 1.1502-33(c)(3)(c).

E. Allocation of Federal Income Tax Liability for E&P Purposestc "Allocation of Federal Income Tax Liability for E&P Purposes" \f C \l 2.  For purposes of adjusting P’s tax basis in S’s stock, Reg. § 1.1502-32(b)(4)(iv)(D) permits groups to use only one method of federal income tax allocation.  In contrast, for purposes of tiering up S’s E&P, Reg. § 1.1502-33(d) permits groups several different allocation methods.

Certain principles are common to all of the methods.  For instance, if P’s taxable income is offset by S’s losses, then P’s E&P is reduced by the taxes that would have been payable absent the use of S’s losses. In addition, P is then treated as liable to S for that amount, and corresponding adjustments are made to S’s E&P.  If the liability of one member to another is not paid, the amount not paid generally is treated as a distribution, contribution, or both, depending on the relationship between the members.  Reg. § 1.1502-33(d)(1)(ii).

1. Wait-and-See Methodtc "Wait-and-See Method" \f C \l 3.  The wait-and-see method is based on Securities and Exchange Commission procedures.  When a member’s loss or credit is absorbed, the group’s consolidated tax liability is allocated to the group members in accordance with § 1552 based on their contributions to the consolidated tax liability.  In effect, when that member could have absorbed its loss or credit on a separate return basis in a later year, a portion of the group’s consolidated tax liability for the later year that is otherwise allocated to members under § 1552 is reallocated.  The reallocation takes into account all consolidated return years in the “computation period” and is determined by comparing the tax allocated to a member during the computation period with the member’s tax liability determined as if it had filed separate returns.

The starting point for the wait-and-see method is the cap on the amount allocated under § 1552.  Reg. § 1.1502-33(d)(2)(i). Specifically, a member’s allocation under § 1552 cannot exceed the excess of:

(A)
The total of the tax liabilities of the member for the computation period (including the current year) determined as if the member had filed separate returns for each year; over

(B)
The total amount allocated to the member under § 1552 and the allocation method elected under Reg. § 1.1502-33(d) for the computation period (but not including the current year).

If the amount allocated to a member under § 1552 exceeds the cap noted above, then the excess is allocated among the remaining members.  Reg. § 1.1502-33(d)(2)(ii).  This allocation is to be in proportion to (but not to exceed) the excess of:

(A)
The total of the tax liabilities of the member for the computation period (including the current year) determined as if the member had filed separate returns for each year; over

(B)
The total amount allocated to the member under § 1552 and the allocation method elected under Reg. § 1.1502-33(d) for the computation period (but for the current year, only the amount allocated under § 1552 is included).

Thus, an allocation is reduced if it exceeds the cap amount, and the reduction is reallocated to the other members to the extent of their cap amounts.  If the reallocation exceeds the cap amounts of the other members, the excess is allocated among the members in accordance with § 1552 according to their respective contributions, without taking the wait-and-see method into account.  Reg. § 1.1502-33(d)(2)(iii).

Because of the complexity associated with this method, an extended example is provided:

Year 1:  P owns all the stock of S1 and S2.  The group elects to use the wait-and-see method. During Year 1, each member’s taxable income, determined as if the member had filed separate returns is as follows:  zero for P, $2,000 for S1, and a loss of $1,000 for S2.  A 34% tax rate is in effect.

Results:  The group’s consolidated tax liability for Year 1 is thus $340 (34% of the net $1,000 of taxable income).  Under § 1552 (specifically, Reg. § 1.1552-1(a)(1)(i)), the tax liability of the group is allocated among the members in accordance with the portion of the consolidated taxable income attributable to each member having taxable income.  Thus, all of the group’s $340 tax liability is allocated to S1 under § 1552.  As a result, S1 decreases its E&P by $340 whether or not S1 actually pays the tax liability.  S2 cannot yet absorb its $1,000 loss on a separate return basis, so no further allocations are made under the wait-and-see method.

S1’s Tax Bill:
If S1 pays its own tax bill, there is no further effect on the income, E&P, or E&P basis of any member.  

If P pays the tax bill (and the payment is not a loan from P to S1), then P is treated as making a $340 capital contribution to S1 (which increases P’s E&P basis in S1’s stock).  

If S2 pays the tax bill (and the payment is not a loan from S2 to S1), then S2 is treated as making a $340 distribution to P with respect to its stock, and P is treated as making a $340 capital contribution to S1.  Therefore, P’s E&P basis in S1’s stock would increase, and S2’s E&P would decrease because of the distribution.

Year 2:  During Year 2, each member’s taxable income, determined as if the member had filed a separate return and without taking into account any Year 1 carryovers is as follows:  zero for P, $1,000 for S1, and $3,000 for S2.

Results:  The group’s consolidated tax liability for Year 2 is thus $1,360 (34% of the net $4,000 of taxable income).  Under § 1552, the tax liability of the group is allocated among the members in accordance with the portion of the consolidated taxable income attributable to each member having taxable income.  Thus, under § 1552, 25% (or $340) of the group’s tax liability is allocated to S1 and 75% (or $1,020) is allocated to S2.

However, the cap on allocations for S2 under the wait-and-see method is $680.  This is because S2 would have had an aggregate tax liability of $680 if it had filed separate returns for Year 1 and 2:  a zero tax liability in Year 1 and a $680 tax liability in Year 2 after taking into account the $1,000 loss carryover from Year 1.  Therefore, under the wait-and-see method, only $680 of the $1,020 allocation otherwise required under § 1552 is allocated to S2.  The difference ($340) is allocated among the other members.

Under the reallocation rules of the wait-and-see method, the entire $340 (in addition to the $340 originally allocated under § 1552) is allocated to S1.  This is because if S1 had filed separate returns, it would have had a $680 tax liability for Year 1 and a $340 tax liability in Year 2, for a total of $1,020.  In contrast, S1 was allocated $340 in Year 1 under § 1552 and the wait-and-see method, and $340 in Year 2 under § 1552, for a total of $680.  Thus, S1 can be allocated the difference, or $340, under the wait-and-see method.

The $680 allocation to S2 reduces S2’s E&P by $680 (which reduction tiers up to P).  The $680 allocation to S1 reduces S1’s E&P by $680 (which reduction also tiers up to P).  The consequences of who pays S1’s and S2’s tax bills is as follows:

S1’s Tax Bill:

If S1 pays its own tax bill, there is no effect on the income, E&P, or E&P basis of any member.

If P pays S1’s tax bill (and the payment is not a loan from P to S1), then P is treated as making a $340 capital contribution to S1 (which increases P’s E&P basis in S1’s stock).

If S2 pays S1’s tax bill (and the payment is not a loan from S2 to S1), then S2 is treated as making a $340 distribution to P with respect to its stock, and P is treated as making a $340 capital contribution to S1.  Therefore, P’s E&P basis in S1’s stock would increase, and S2’s E&P would decrease because of the distribution.

S2’s Tax Bill:

If S2 pays its own tax bill, there is similarly no effect on the income, E&P, or E&P basis of any member.

If P pays S2’s tax bill (and the payment is not a loan from P to S2), then P is treated as making a $340 capital contribution to S2 (which increases P’s E&P basis in S2’s stock).

If S1 pays S2’s tax bill (and the payment is not a loan from S1 to S2), then S1 is treated as making a $340 distribution to P with respect to its stock, and P is treated as making a $340 capital contribution to S2.  Therefore, P’s E&P basis in S2’s stock would increase, and S1’s E&P would decrease because of the distribution.

2. Percentage Methodtc "Percentage Method" \f C \l 3.  The percentage method allocates tax liability based on the absorption of losses and credits without taking into account the ability of any member to subsequently absorb its own attributes.  The allocation under the percentage method is in addition to the allocation under § 1552.  Reg. § 1.1502-33(d)(3).

A member’s allocation under § 1552 is increased by a fixed percentage (not to exceed 100%) of the excess of:

(A)
The member’s separate return tax liability for the consolidated return year; over

(B)
The amount allocated to the member under § 1552.

Increasing a member’s allocation of tax liability causes a corresponding decrease in that member’s E&P.  Reg. § l.1502-33(d)(3)(i).  The E&P of those members whose credits and losses were absorbed is increased by an amount equal to the total decrease in E&P caused by the increase over the § 1552 allocations (including amounts allocated as a result of a carryback).  This allocation must be performed in a manner that reasonably reflects the absorption.  Reg. § 1.1502-33(d)(3)(ii).

Year 1:  P owns all of the stock of S1 and S2.  The group elects to use the percentage method with a percentage of 100.  During Year 1, each member’s taxable income, determined as if the member had filed separate returns is as follows:  zero for P, $2,000 for S1, and a loss of $1,000 for S2.  A 34% tax rate is in effect.

Results:  The group’s consolidated tax liability for Year 1 is thus $340 (34% of the net $1,000 of taxable income).  Under § 1552, $340 of tax liability is allocated to S1.  Under the percentage method, S1 is allocated another $340, because S1 would have had a $680 tax liability if it had filed a separate return, yet its § 1552 allocation is only $340.  Thus, S1’s E&P is reduced by a total of $680 (which reduction tiers up to P).

Correspondingly, S2’s E&P is increased by $340, because the additional $340 allocated to S1 under the percentage method is attributable to the absorption of S2’s losses.

If S1 pays the $340 tax liability of the group and pays $340 to S2, then there is no further effect on the income, E&P, or E&P basis of any member.  If S1 pays the $340 tax liability of the group and pays $340 to P instead of S2 (because of, say, an agreement among the members), then S2 is treated as distributing $340 to P with respect to its stock in the year that S1 makes the payment to P. Thus, S2’s E&P would decrease because of the distribution.

Year 2:  During Year 2, each member’s taxable income, determined as if the member had filed separate returns and without taking into account any Year 1 carryovers is as follows:  zero for P, $1,000 for S1, and $3,000 for S2.

Results:  The group’s consolidated tax liability for Year 2 is thus $1,360 (34% of the net $4,000 of taxable income).  Under § 1552, the tax liability of the group is allocated among the members in accordance with the portion of the consolidated taxable income attributable to each member having taxable income.  Thus, under § 1552, 25% (or $340) of the group’s tax liability is allocated to S1 and 75% (or $1,020) is allocated to S2.  No further allocations are made under the percentage method as there are no losses or credits.

3. Additional Methodstc "Additional Methods" \f C \l 3.  Under Reg. § 1.1502-33(d)(4), tax liability for E&P purposes can be allocated among members in accordance with any other method approved by the Commissioner.

4. Default Method -- § 1552 Allocationtc "Default Method -- § 1552 Allocation" \f C \l 3.  The special methods for allocating tax liability are elective.  The group must make an election with the group’s first consolidated return.  If the group had elected a method under old Reg. § 1.1502-33(d), that earlier election will remain in effect.  Any later election or election to change allocation methods must be made with the consent of the Commissioner.  Reg. § 1.1502-33(d)(5).  By implication, if the group fails to elect one of the special methods, the group will be subject to the allocation method of § 1552.  However, the new regulations permit a group to make a conforming election to conform its method to the percentage method whether or not it has previously made an election.  Reg. § 1.1502-33(d)(5)(ii)(B).

F. Deconsolidationtc "Deconsolidation" \f C \l 2.  Under the old rules, if S were deconsolidated no adjustment was made to the E&P of S or P.  Thus, P’s E&P would reflect all of S’s E&P that tiered up during the period that S was a group member, and S’s E&P would reflect this amount as well. This duplication of S’s E&P permitted certain dividend-stripping schemes.  The old regime dealt with such schemes by means of “basis reduction accounts.”  Former Temp Reg. § 1.1502-32T.
  Under the current rules, S’s E&P is eliminated if S deconsolidates to the extent the E&P arose in consolidated return years.  Reg. § 1.1502-33(e)(1).  Thus, the E&P remains with P, but is eliminated as an attribute of S.

Thus, if P retains any S stock after deconsolidation and attempts the same dividend-stripping scheme, only pre- and post-consolidation E&P will be available.  Thus, after these amounts are exhausted, any additional distributions will cause a reduction in basis under § 301(c)(2).  Once P’s basis in S reaches zero, any additional distributions will be taxed under § 301(c)(3).

If S’s E&P is eliminated under this rule, no corresponding adjustment is made to P’s E&P.  For purposes of this elimination, S is treated as becoming a nonmember on the first day of its first separate return year.  Reg. § 1.1502-33(e)(1).  This approach to the duplication problem eliminates the need for basis reduction accounts.

Facts:  Individuals A and B own all of P’s stock.  P owns all of the stock of S and T and has a basis in each of $500.  During Year 1, S has $100 of E&P, and T has $50 of E&P.  On December 31 of Year 1, P sells all of S’s stock for $600.

Results:  Under the tier-up rules, $150 of E&P tiers up to P for Year 1.  The sale of S deconsolidates S and makes S a nonmember. Therefore, the $100 of E&P reflected in P’s E&P is eliminated from S immediately before S becomes a nonmember.  However, no adjustment is made to P’s E&P to reflect this elimination and no adjustment is made to P’s basis in S for E&P purposes.  (Note that P’s basis for E&P purposes in S’s stock before the sale is $600, and hence, there is no gain or loss for E&P purposes from the sale.)  See Reg. § 1.1502-33(e)(5) ex. (a) & (b).

1. Acquisition of Entire Grouptc "Acquisition of Entire Group" \f C \l 3.  However, for certain group acquisitions, the deconsolidation rule does not apply.  Specifically, the rule will not apply if the following conditions are satisfied Reg. § 1.1502-33(e):

(a)
the group is terminated because it is acquired; and

(b)
there is a surviving group which, immediately after the termination, is a consolidated group; and

(c)
the terminated group ceases to exist because of one of the following reasons
:

(1)
the assets of the common parent are acquired in a reorganization to which § 381(a)(2) applies; or

(2)
the stock of the common parent is acquired; or

(3)
the group is terminated because of a reverse acquisition described in Reg. § 1.1502-75(d)(3); or

(4)
the group is terminated under Reg. § 1.1502-75(d)(2).

However, this exception does not apply (and the deconsolidation rule, therefore, does apply) to the extent that members of the terminating group do not become members of the surviving group.  Reg. § 1.1502-33(e)(2).

Facts:  P owns all of the stock of S and T.  During Year 1, S has $100 of E&P and T has $50 of E&P. On December 31 of Year 1, X, the common parent of another consolidated group, purchases all of P’s stock.  P sells all of S’s stock during Year 3.

Results:  Under the tier-up rules, $150 of E&P tiers up to P in Year 1.  Under the group acquisition exception to the deconsolidation rule, the E&P of S and T that is reflected in P’s E&P is not eliminated because of X’s purchase of P’s stock. However, S’s E&P from consolidated return years of both the P group and the X group is eliminated immediately before S becomes a nonmember of the X group.  See Reg. § 1.1502-33(e)(5) ex. (d).

Facts:  P owns all of the stock of S and T and has a basis of $500 in each.  During Year 1, S has a deficit in E&P of $550, while T has $50 of E&P. On December 31 of Year 1, X, the common parent of another consolidated group, purchases all of P’s stock.  P sells all of S’s stock during Year 3.

Results:  Under the tier-up rules, a deficit of $500 in E&P tiers up to P for Year 1.  Also, for E&P purposes, P has an excess loss account of $50 in S’s stock ($500 basis less $550 deficit in E&P).  Under the group acquisition exception to the deconsolidation rule, S’s deficit in E&P that is reflected in P’s E&P is not eliminated because of X’s purchase of P’s stock.  In addition, under the principles of Reg. § 1.1502-19(c)(2), the excess loss account is not taken into account for E&P purposes because of the acquisition of the group.  However, S’s deficit in E&P is eliminated immediately before S becomes a nonmember of the X group due to its sale in Year 3.  See Reg. § 1.1502-33(e)(5) ex. (e).

Facts:  P owns all of the stock of S and T, each of which is an “old and cold” subsidiary with an existing and actively conducted business.  P files consolidated returns with S and T.  X is an unrelated corporation that is the common parent of another affiliated group that files consolidated returns.  Pursuant to a reorganization described in § 368(a)(1)(A) by reason of § 368(a)(2)(E), T merges into X with X surviving, and the shareholders of X exchange their X stock for 60% (in value) of the issued and outstanding P stock.

Results:  Because the shareholders of X receive 60% of the stock of P in the merger of T into X, the transaction is a “reverse acquisition” within the meaning of Reg. § 1.1502-75(d)(3), pursuant to which the X group (and its tax year) continues while the P group (and its tax year) terminates. Under the general deconsolidation rule, the pre-merger E&P of each subsidiary member of the P group that has tiered up to P would be eliminated for all members of the P group except P.  This rule is overridden by the group acquisition exception.  Thus, because the P group terminates in a reverse acquisition, with a consolidated group (the X group) continuing after the termination, the subsidiary members of the P group keep their E&P.

The group acquisition exception does not apply to the extent members of the P group do not become members of the X group.  Under one reading of this rule, the general deconsolidation rule would apply to T’s earnings, because T’s existence was terminated in the merger.  However, under Reg. § 1.1502-33(h), any reference to a corporation (in this case, T) includes references to predecessors and successors of that corporation, defining “successor” as any corporation, the E&P of which is determined, directly or indirectly, in whole or in part, by reference to the E&P of the predecessor (in this case, T).  Because X inherits T’s E&P under § 381(c)(2), X is a successor to T for purposes of these rules.  Therefore, the group acquisition exception also applies to T’s E&P.

2. Certain Separations and Reorganizationstc "Certain Separations and Reorganizations" \f C \l 3.  Another exception to the deconsolidation rule is found at Reg. § 1.1502-33(e)(3).  Under this exception, the deconsolidation rule is modified to the extent necessary to carry out the principles of § 312(h).  In general, § 312(h) requires an appropriate reallocation of E&P in the case of reorganizations under § 368(a)(1)(C) or (D), or divisive transactions under § 355.
 
In applying this exception, it is first necessary to determine to what extent E&P will be reallocated from P to S under § 312(h) immediately after S becomes a nonmember.  The exception requires that to the extent P’s E&P is eliminated under § 312(h), S’s E&P is shielded from the application of the deconsolidation rule.  This prevents the double elimination of E&P.

Facts:  Individuals A and B own all of P’s stock.  P owns all of the stock of S and T, and has a basis in each of $500.  During Year 1, S has $100 of E&P and T has $50 of E&P.  On December 31 of Year 1, P distributes all of S’s stock to A in a distribution to which § 355 applies.

Results:  Under § 312(h), P’s E&P may be reduced as a result of the distribution.  To the extent P’s E&P is reduced, S’s E&P is not eliminated immediately before it becomes a nonmember under the deconsolidation rule.  See Reg. § 1.1502-33(e)(5) ex. (f).

Facts:  On December 31 of Year 1, S has $100 of E&P and P has $1,000 of E&P, $100 of which tiered up from S under Reg. § 1.1502-33(b).  On January 1 of Year 2, all of the stock of S is distributed to P’s stockholders in a transaction qualifying for tax-free treatment under § 355.  At the time of the distribution, the fair market value of the S stock is $200 and the net asset basis of S is $150 (asset basis of $400 less $250 of liabilities).

Results:  Under § 312(h), P’s E&P is reduced by $150, which is the lesser of $150 (S’s net asset basis) and $200 (the fair market value of the S stock) and is also the amount of E&P that would have been allocated to a transferee corporation acquiring all of the S stock in a divisive “D” reorganization.  Also, S’s E&P is increased by the excess of $150 (the reduction in P’s E&P under § 312(h)) over S’s $100 of E&P immediately before the distribution.  In summary, by virtue of § 312(h), P’s E&P is reduced by $150 to $850, and S’s E&P is increased by $50 to $150.

Pursuant to Reg. § 1.1502-33(e)(3), P’s E&P is allowed to be reduced under § 312(h), and, to the extent of that reduction, S is allowed to keep its E&P.  Therefore, immediately after the distribution, P will have $850 of E&P and S will have $150 of E&P.

3. Other Uses of E&Ptc "Other Uses of E&P" \f C \l 3.  The final exception to the elimination of a member’s E&P upon deconsolidation is found at Reg. § 1.1502-33(e)(4).  Under this provision, the elimination of E&P under the deconsolidation rule is not taken into account in the following situations:

(A)
for purposes of determining the extent to which a distribution is charged to reserve accounts under § 593(e) (recapture of bad debt reserves of thrifts for distributions to shareholders);

(B)
for purposes of determining the extent to which a distribution is taxable to the recipient under §§ 805(a)(4) (dividends-received deduction allowable to life insurance companies for dividends distributed to the life insurance company’s shareholders) and 832 (computation of income of non-life insurance companies); and

(C)
for any other purpose identified by the Service in the Internal Revenue Bulletin.

G. Group Structure Changes TC "Group Structure Changes" \f C \l "2" 
1. Definition of Group Structure Change TC "Definition of Group Structure Change" \f C \l "3" .  The definition of a “group structure change” is almost the same under the current rules as under the old rules.  However, under the old rules, a reverse acquisition described in Reg. § 1.1502-75(d)(3) constituted a group structure change only if shareholders of the acquired corporation acquired at least 80% (by value) of the stock of the new common parent.  Former Temp. Reg. § 1.1502-31T(a)(1)(ii).  Under the current rules, then, more transactions are apt to qualify as a group structure change than before.

2. General Rules TC "General Rules" \f C \l "3"   If P succeeds another corporation (the former common parent) under the principles of Reg. § 1.1502-75(d)(2) or (3) as the common parent of a group, then a group structure change has occurred.  In that case, P’s E&P is adjusted immediately after it becomes the new common parent to reflect the E&P of the former common parent immediately before the former common parent ceased to be the common parent.  P’s E&P is adjusted as if it had succeeded to the former common parent’s E&P in a transaction described in § 381(a).  Reg. § 1.1502-33(f)(l).

If the former common parent’s stock is not wholly owned by members of the consolidated group immediately after it ceases to be the common parent, proper adjustments must be made to take this fact into account.  To the extent that the former common parent is owned by members other than P, the E&P of the intermediate subsidiaries must be adjusted to reflect the E&P of the former common parent.

Facts:  On December 31 of Year 1, P is the common parent of a group with $100 of E&P, and X is the common parent of another consolidated group with $20 of E&P.  On December 31 of Year 1, X acquires all of P’s stock in exchange for 70% of X’s stock.

Results:  The exchange is a reverse acquisition under Reg. § 1.1502-75(d)(3), and the P group is treated as remaining in existence with X as its new common parent.  X’s E&P is adjusted to reflect P’s $100 of E&P immediately before P ceases to be the common parent.  The adjustment follows the principles of § 381.  Thus, after the acquisition, X has $120 of E&P, and P continues to have $100 of E&P.  Although the X group terminates on X’s acquisition of P’s stock, no adjustments are made to the E&P of any subsidiaries in the terminating X group.  See Reg. § 1.1502-33(f)(iv) ex. (a)-(c).

Facts:  On December 31 of Year 1, P is not affiliated with any other corporation and has $100 of E&P, and X, the common parent of a consolidated group, has $20 of E&P.  On December 31 of Year 1, X acquires all of P’s stock in exchange for 70% of X’s stock.

Results:  The exchange is a reverse acquisition under Reg. § 1.1502-75(d)(3), and the P group is treated as remaining in existence with X as its new common parent.  The results, therefore, are the same as in the example above.  Thus, after the acquisition, X has $120 of E&P and P continues to have $100 of E&P.  No adjustments are made to the E&P of any subsidiaries in the terminating X group.  See Reg. § 1.1502-33(f)(iv) ex. (d).

Facts:  On December 31 of Year 1, P is the common parent of a group with $300 of E&P; S is P’s wholly owned subsidiary with $200 of E&P; and T is S’s wholly owned subsidiary with $100 of E&P.  All of the E&P was earned during the P group’s consolidated return years.  On December 31 of Year 1, T merges into P pursuant to a plan of reorganization, and the shareholders of P exchange all of their P stock for S stock.  As a result, P becomes a first-tier subsidiary of S.  The P group is treated as remaining in existence with S as its new common parent under the principles of Reg. § 1.1502-75(d)(3).

Results:  S’s E&P is adjusted to reflect P’s $300 of E&P immediately before P ceases to be the common parent.  Because S’s $200 of E&P was already reflected in P’s $300 of E&P before the transactions, S’s E&P is increased by only $100 immediately after S becomes the new common parent to prevent E&P from being duplicated.  Similarly, P’s E&P remains at $300, because T’s $100 of E&P was reflected in P’s E&P before the transaction.

H. Anti-Avoidance Provisions TC "Anti-Avoidance Provisions" \f C \l "2" .  Unlike the anti-avoidance provision relating to stock basis adjustments, the E&P anti-avoidance provision contains no examples and states simply that “[i]f any person acts with a principal purpose to avoid the effect of the rules of this section, adjustments must be made as necessary to carry out the purposes of this section.”  Reg. § 1.1502-33(g).

I. Predecessors and Successors TC "Predecessors and Successors" \f C \l "2" .  Any reference in the E&P rules to a corporation or a share includes a reference to a successor or predecessor as the context may require.  A corporation is a “successor” if its E&P is determined, directly or indirectly, in whole or in part, by reference to the E&P of another corporation (the predecessor).  A share is a “successor” if its basis (or excess loss account) is determined, directly or indirectly, in whole or in part, by reference to the basis (or excess loss account) of another share (the predecessor).  Reg. § 1.1502-33(h).

J. Effective Date TC "Effective Date" \f C \l "2" 
1. General Rule TC "General Rule" \f C \l "3" .  The current E&P rules are effective for determinations (e.g., for purposes of a distribution with respect to stock or an adjustment under § 312(h)) on or after January 1, 1995.  If applicable, E&P must be determined or redetermined as if these rules were in effect for all consolidated return years of the group.  If P and S cease to be members of one consolidated group and become members of another consolidated group, and the general deconsolidation rule does not apply, then the consolidated return years of the prior group are also taken into account.  Reg. § 1.1502-33(j)(l).  These rules are also effective for all deconsolidations and group structure changes in consolidated return years beginning on or after January 1, 1995. Reg. § 1.1502-33(j)(3)(i).  Paragraph (e)(2)(i)(A) (whole-group exception) of Reg. § 1.1502-33 applies with respect to determinations and transactions occurring on or after September 17, 2008, but taxpayers may elect to apply the whole-group exception to transactions that occurred before September 17, 2008.  

2. Special Effective Date Rules TC "Special Effective Date Rules" \f C \l "3" 
a. Dispositions of Stock.  If P disposes of S’s stock before the effective date, then the amount of P’s E&P from the disposition is not redetermined.  In addition, to the extent that P’s determinations or adjustments with respect to S’s stock were taken into account by P as of that disposition, the determinations and adjustments are not later redetermined.  Reg. § 1.1502-33(j)(2)(i).

However, S’s determinations or adjustments with respect to the stock of a lower tier member are redetermined in accordance with the general effective date rule (even if they were previously taken into account by P and reflected in E&P from the disposition of S’s stock) if S disposes of the stock on or after the effective date.  Reg. § 1.1502-33(j)(2)(ii).

Facts:  P owns all of S, S owns all of T, and T owns all of U.

Results:  If S sells 80% of T’s stock before the effective date, then S’s E&P from the sale, and the stock basis adjustments taken into account by S in the sale, are not redetermined if P sells S’s stock after the effective date.  If S sells the remaining 20% of T’s stock after the effective date, S’s stock basis adjustments with respect to that T stock are also not redetermined.  However, if T and U become members of another consolidated group such that the general deconsolidation rule does not apply, and T sells U’s stock after the effective date, then T’s stock basis adjustments with respect to U’s stock are redetermined (even though some of those adjustments may have been taken into account by S in its prior sale of T’s stock).  See Reg. § 1.1502-33(j)(2)(ii).

Facts:  P owns all of S, and S owns all of T.  Before the effective date of the new regulations, P sells 80% of the stock of S to the X group.  After the effective date of the new regulations, S sells all of the stock of T.

Results:  Although P is not required to redetermine its E&P from its ownership and disposition of S, the X group will be required to redetermine its E&P from S’s ownership and sale of T.

b. Group Structure Changes Before Effective Date.  If a group structure change occurs before the effective date, and E&P was not determined under Temp. Reg. § 1.1502-33T(a), then the E&P attributable to a distribution for a taxable year ending after September 7, 1988 that is not reflected in the E&P of the distributee member (but which would have been reflected if Temp. Reg. § 1.1502-33T(a) had applied) is subject to a special rule. Under this rule, such E&P cannot be reduced by any negative adjustment otherwise required by Reg. § 1.1502-33(b) (the general tier-up rule).  Reg. § 1.1502-33(j)(3)(ii).

c. Deemed Dividend Election.  Under Reg. § 1.1502-33(j)(4), if there is a deemed distribution and recontribution pursuant to Former Reg. § 1.1502-32(f)(2) in a consolidated return year ending before the effective date, then the current E&P rules are applied as if the deemed distribution and recontribution under the deemed dividend election were an actual distribution by S and recontribution by P as provided under the election.

VII. CODE SECTIONS EFFECTIVELY REPEALED TC "CODE SECTIONS EFFECTIVELY REPEALED" \f C \l "1" 
The old rules provided that § 304 did not apply to acquisitions of stock of a corporation in an intercompany transaction.  Former Reg. § 1.1502-80(b).  The current rules retain this and add four other Code sections that will not apply to consolidated groups.  Reg. § 1.1502-80(c)-(f).

§ 165(g)

The stock of a member cannot be treated as worthless under § 165(g) (the deduction for worthless stock) until the stock is treated as disposed of under Reg. § 1.1502-19(c)(1)(iii).  Thus, until the date that an ELA with respect to the stock would be triggered, no worthless stock deduction can be taken.  This provision is effective for consolidated return years ending on or after January 1, 1995.  Reg. § 1.1502-80(c).

§ 357(c)

§ 357(c) does not apply to transfers between members.  Under § 357(c)(1), a transferor of assets in a § 351 exchange, a divisive “D” reorganization, or certain “G” reorganizations must recognize gain to the extent that it is relieved of liabilities in the transaction in excess of the basis of the transferred assets.  However, this repeal does not apply (and § 357(c) therefore does apply) if the transferee becomes a nonmember as part of the same plan or arrangement, and the transferee does not become part of a subsequent consolidated group with the transferor.  A corporation is treated as becoming a nonmember if it has a separate return year, including another group’s consolidated return year.  Reg. § 1.1502-80(d).  This provision is effective for transfers between members occurring on or after January 1, 1995.

§ 163(e)(5)

§ 163(e)(5) does not apply to any intercompany obligation.  § 163(e)(5) provides special rules for the treatment of original issue discount on certain high-yield discount obligations.  In general, § 165(e)(5) treats a portion of the original issue discount as a dividend, which is nondeductible by the issuer.  This provision is effective for obligations issued on or after July 12, 1995.  Reg. § 1.1502-80(e).

§ 1031

The like-kind exchange provisions of § 1031 do not apply to transfers between members.  This provision is effective for transfers occurring on or after July 12, 1995.  Reg. § 1.1502-80(f).

�  See T.D. 8560, 59 Fed. Reg. 41,666 (1994).  Note that, in response to the Federal Circuit’s decision in Rite Aid Corp. v. United States, 255 F.3d 1357 (Fed. Cir. 2001), the Treasury added temporary loss disallowance regulations, which were finalized, and temporary loss duplication regulations, which also contained certain conforming changes to Treas. Reg. § 1.1502-32.  See 70 Fed. Reg. 10,319 (Mar. 3, 2005); 68 Fed. Reg. 24,404 (May 7, 2003); 68 Fed. Reg. 12,324-01 (Mar. 14, 2003); 67 Fed. Reg. 11,034 (Mar. 12, 2002).  These rules were modified and superseded by the new Unified Loss Rules, issued September 17, 2008.  T.D. 9424, 73 Fed. Reg. 53,933 (Sep. 17, 2008).  These new rules are discussed below in the appropriate Sections of the outline.     


�  While undertaking the initial research for this outline, various secondary sources were consulted including:  Andrew J. Dubroff, et al., Federal Income Taxation of Corporations Filing Consolidated Returns (2d ed. 1997); Fred W. Peel, et al., Consolidated Tax Returns (3d ed. 1992); John Broadbent, Consolidated Returns-Investments in Subsidiaries (3d ed. 1990); and Jerred G. Blanchard, New Investment Basis Adjustment and Related Consolidated Return Regulations (1992).


    All section references in this outline are to the Internal Revenue Code of 1986, as amended, and the regulations thereunder.  Unless the context indicates otherwise, “P” and “S” are references to a consolidated group member and its subsidiary.  In addition, the pre-1995 regulations are generally referred to as the “old rules.”


� Similarly, gain whose recognition is deferred under § 332 or § 351 is not tax-exempt income.  Reg. § 1.1502-32(b)(3)(ii)(A).


� Reg. § 1.1502-28 provides that the amount of discharge of indebtedness income excluded from gross income where the debtor member is insolvent is subject to ordering rules that first reduce the debtor member’s tax attributes (including consolidated tax attributes attributable to the debtor member) and then reduce the consolidated group’s tax attributes.  If the basis of stock of a member (the lower-tier member) that is owned by another member (e.g., the debtor) is reduced pursuant to §§ 108 and 1017 and Reg. § 1.1502-28, the lower-tier member is treated as realizing excluded COD income and must reduce its tax attributes as provided in §§ 108 and 1017 and Reg. § 1.1502-28.  Reg. § 1.1502-28 applies to discharges of indebtedness occurring after March 22, 2005.  Groups, however, may apply the rules in Temp. Reg. § 1.1502-28T in whole, but not in part, to discharges of indebtedness that occur on or before March 21, 2005 and after August 29, 2003.  Reg. § 1.1502-28(d).


� Reg. § 1.1502-32(b)(3)(ii)(C)(1) applies with respect to determinations of the basis of stock of a subsidiary in consolidated return years the original return for which is due (without extensions) after March 22, 2005.  Prior to the final regulations, Temp. Reg. § 1.1502-32T(b)(3)(ii)(C)(1) applied the same rule with respect to determinations of the basis of stock of a subsidiary in consolidated return years the original return for which is due (without extensions) after August 29, 2003.  Prior to the temporary regulations, discharge of indebtedness income was treated as tax-exempt income to the extent the attribute reduction was taken into account as a noncapital, nondeductible expense.  There, there was no positive investment adjustment to the extent the discharge of indebtedness income reduced (i) an attribute that was attributable to the common parent, or (ii) a tax credit.  The temporary regulations were intended to provide positive investment adjustments in these situations.  The temporary regulations provide for determinations in consolidated return years the original return for which is due (without extensions) on or before August 29, 2003, groups may apply Temp. Reg. § 1.1502-32T(b)(3)(ii)(C)(1) without regard to the references to Reg. § 1.1502-28 or, alternatively, apply the prior rules.  Temp. Reg. § 1.1502-32T(h)(7). 


�  The basis reduction is taken into account in making a basis determination under any provision of the Code with respect to S’s stock (e.g., a basis determination under § 362 if S stock is acquired in a transaction described in § 368(a)(1)(B)).


� In finalizing the regulations, the Service confirmed its announcement in Notice 2004-58 that it would accept the basis disconformity approach in addition to tracing for determining whether loss is attributable to the recognition of built-in gain on the disposition of an asset.  70 Fed. Reg. 10,317 (Mar. 3, 2005).


� For an in-depth analysis of the loss duplication rules of Reg. § 1.1502-35 and the unified loss regulations, see Mark J. Silverman, The Consolidated Unified Loss Rules, in Tax Strategies For Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations And Restructurings (Mark J. Silverman Ed., Practising Law Institute 2012).  


� Reg. § 1.1502-32(b)(4)(v)(A) was amended on August 18, 2004 to permit consolidated groups to elect out of this deemed waiver rule.  Treasury and the Service had become aware that the deemed waiver rule denied the use of excess losses in cases where such denial was not intended.  T.D. 9155, 69 Fed. Reg. 51,175 (Aug. 18, 2004).


�  The rules of Reg. § 1.1502-76(b) govern the allocation of items between separate and consolidated returns and are described in detail below.


� For an in-depth analysis of the loss duplication rules of Reg. § 1.1502-35 and the unified loss regulations, Reg. § 1.1502-36, see Mark J. Silverman, The Consolidated Unified Loss Rules, in Tax Strategies For Corporate Acquisitions, Dispositions, Spin-Offs, Joint Ventures, Financings, Reorganizations And Restructurings (Mark J. Silverman Ed., Practising Law Institute 2012).  


� The rules contained in Reg. § 1.1502-32(b)(4)(v) and (b)(4)(vii) are applicable on and after March 3, 2005. (The same rules found in Temp. Reg. § 1.1502-32T(b)(4)(v) were applicable on and after March 7, 2002).  The rules contained in Temp. Reg. § 1.1502-32T(a)(2), (b)(3)(iii)(C), (b)(3)(iii)(D), and (b)(4)(vi) are effective on and after March 7, 2002 and expire on March 11, 2006.  The rules contained in Reg. § 1.1502-32(b)(4)(vii) are applicable on and after March 3. 2005 (The same rules found in Temp. Reg. § 1.1502-32T(b)(4)(vii) were applicable on and after May 7, 2003).


� In addition, the amount of excess loss account that is required to be taken into account can only be determined after computation of tax for the year of discharge and the reduction of attributes.  Thus, circular basis adjustments also affect the amount of any excess loss account.


� These regulations are effective for dispositions of subsidiary stock that occur after March 22, 2005.  Reg. § 1.1502-11(c)(7).


� In the case of a disposition of subsidiary stock that results from the application of Reg. § 1.1502-19(c)(1)(iii)(B) as a result of excluded discharge of indebtedness income not being fully applied to reduce attributes (which will only be apparent after the application of the sixth step described below), the application of Reg. § 1.1502-11(b)(2) and (3) will not result in the imposition of a limitation on the use of S's deductions and losses.


� Any excess loss account that is taken into account under Reg. § 1.1502-19(c)(1)(iii)(B) is not included in this tentative computation of taxable income (or loss).


� At this point, whether and to what extent an excess loss account in the stock of a subsidiary that realizes excluded discharge of indebtedness income must be taken into account is computed.


� However, attributes that were tentatively used to offset income in the tentative computation of taxable income (or loss) in the fourth step and attributes that were tentatively reduced in the fifth step cannot offset any excess loss account taken into account as a result of excluded discharge of indebtedness income not being fully applied to reduce attributes.


�  An asset of S is not considered disposed of or abandoned for this purpose in a complete liquidation of S or if it is in exchange for consideration.  Reg. § 1.1502-19(c)(1)(iii)(A).


� Regulations had been proposed under § 302 that provided that, in any case where a redemption of stock is treated as a distribution of a dividend, an amount equal to the adjusted basis of the redeemed stock would be treated as a loss recognized on the disposition of the redeemed stock on the date of the redemption.  That loss generally would be taken into account once the facts and circumstances that caused the redemption distribution to be treated as a distribution subject to § 301 no longer exist (i.e., once the redeemed shareholder sufficiently reduced its actual and constructive ownership interest in the redeeming corporation).  Furthermore, in a consolidated context, the proposed regulations provided that in any case in which an amount received in redemption of S stock is treated as a distribution to P to which § 301 applies and such amount either increases or creates an ELA in the redeemed S stock, such ELA would be treated as income recognized on a disposition of the redeemed stock on the date of the redemption.  Such income would be taken into account by P under rules similar to the rules applicable to losses deemed recognized upon the redemption of stock mentioned above.  See Prop. Reg. §§ 1.302-5, 1.1502-19(b)(5), 67 Fed. Reg. 64,331-02 (Oct. 18, 2002).  These proposed regulations were withdrawn by Treasury and the Service because of concerns that the proposed approach departs from current law and could create two levels of tax in certain transactions.


�  Note the timing change under the current rules, which treat the disposition as occurring as soon as the stock becomes worthless.


� If P was treated as disposing of the stock of S because S was treated as worthless as a result of the application of Reg. § 1.1502-19(c)(1)(iii)(B) after August 29, 2003, the amount of P’s income, gain, deduction, or loss, and the stock basis reflected in that amount, are determined or redetermined with regard to Reg. § 1.1502-19(b)(1)(ii).  If P was treated as disposing of the stock of S because S was treated as worthless as a result of the application of Reg. § 1.1502-19(c)(1)(iii)(B) on or before August 29, 2003, the group may determine or redetermine the amount of P’s income, gain, deduction, or loss, and the stock basis reflected in that amount, with regard to Reg. § 1.1502-19(b)(1)(ii).  Reg. § 1.1502-19(h)(2)(ii).


�  Reg. § 1.1502-19(c)(2) provides that if S becomes a nonmember because P sells S’s stock to a nonmember, the sale will be treated as a disposition under both Reg. § 1.1502-19(c)(1)(i) (relating to dispositions by virtue of sales, exchanges, and transfers) and -19(c)(1)(ii) (relating to disposition by virtue of deconsolidation).  However, Reg. § 1.1502-19(b)(2)(ii) provides that if a disposition is described under either Reg. § 1.1502-19(c)(1)(ii) or (iii) (dealing with dispositions because of deconsolidation, worthlessness, or insolvency), then ELA income is recognized notwithstanding any nonrecognition or deferral provisions and notwithstanding the fact that the disposition is also described under Reg. § 1.1502-19(c)(1)(i).  Reg. § 1.1502-19(c)(2) also provides that if a group ceases to exist because the former common parent is the only remaining member, then the former common parent is not treated as having deconsolidated.


� Under the unified loss regulations, this provision applies without regard to whether the acquirer is a member of a consolidated group prior to the acquisition.  Reg. § 1.1502-19(c)(3)(i)(A).  The old rules required the acquiring group to be a consolidated group.  This “whole-group” exception may be applied retroactively.


� The Treasury proposed an amendment to Reg. § 1.1502-80(d), which would retain the same general rule, but clarify the application of § 357(c)(3).  See 66 Fed. Reg. 57,021 (Nov. 14, 2001).  This proposed regulation is discussed below. 


�  The current rules incorporate the principles of the old rules largely unchanged.  Under the old rules, if the former common parent remained in existence after the change, then the basis of its stock in the hands of another member reflected the net basis of the former common parent’s assets. If the former common parent did not remain in existence (e.g., because it merged into another corporation), the stock basis of the acquiring member reflected the net basis of the former common parent’s assets and the basis in the stock of the acquiring member.  Former Temp. Reg. § l.1502-31T(a)(2), (3).


� The regulations generally apply to group structure changes that occur after April 26, 2004.  However, a consolidated group may apply the regulations to group structure changes that occurred on or before April 26, 2004 and in consolidated return years beginning on or after January 1, 1995.  Reg. § 1.1502-31(h)(1).


�  Note that what is termed the “separate return year” may actually be a consolidated return year if the departing member joins a different group or if the joining member comes from a different group.  To prevent confusion, in the case of a departing member, the consolidated return year is the year of the group that the departing member is leaving, and the separate return year is the year of the group that the departing member is joining (or the departing member’s own year if it is not joining another group).  In the case of a joining member, the consolidated return year is the year of the group that the joining member is joining, and the separate return year is the year of the group that the joining member is leaving (or the joining member’s own year if it did not come from another consolidated group).


�  The current rules resolve an issue that had been left open in the old rules.  The old rules did not directly address when a new member’s consolidated return year began or when a departing member’s consolidated return year ended.  One convention adopted by practitioners was that if the acquisition of the new member’s stock closed before noon on the acquisition date, then the acquisition date should be the first day of the new member’s first consolidated return year and that if the acquisition closed after noon on the acquisition date, then the next day should be the beginning of the new member’s first consolidated return year.  This convention was called the “lunch rule.”  See Blanchard, New Investment Basis Adjustment and Related Consolidated Return Regulations 97.  In place of this lunch rule, the current regime creates what might be called the “midnight rule.”��	A special rule is provided for the acquisition of an S corporation.  A joining S corporation becomes a member of the group at the beginning of the day the termination of the S election is effective (i.e., the day on which the event causing the entry of the corporation into the group occurs).  Reg. § 1.1502-76(b)(1)(ii)(A)(2).  This rule was necessary to eliminate the need for the former S corporation to file a separate one-day return as a C corporation for the date of acquisition, which resulted from the interaction between the subchapter S rules and the consolidated return rules.


� There is an exception, however, in the case of an acquisition of an S corporation.  In such a case, the ratable allocation method is not available, and items must be allocated based on a closing of the books.  See Reg. § 1.1502-76(b)(2)(v).


�  Unless it is obvious from the context, the stock basis for purposes of determining taxable gain or loss is referred to as “tax basis,” and the stock basis for determining E&P gain or loss is referred to as “E&P basis.”


�  Specifically, P could retain enough of S’s stock to qualify for a dividends-received deduction and cause S to make a distribution with respect to S’s stock.  This would be treated as a dividend, given that S had retained all of its E&P from the time it was consolidated with P.  The dividend received by P would be shielded (typically to the extent of 70%) by the offsetting dividends-received deduction.  Once outside the group, any distributions by S would not reduce P’s basis in S, which would, therefore, remain high.  P could, therefore, sell S at a loss, which would more than offset the taxable portion of the dividend received.


	To combat this, the Service promulgated a complex system that would have reduce P’s basis in S’s stock after deconsolidation to the extent P retained shares in S and to the extent S paid dividends to its shareholders.  In general, Former Temp. Reg. § 1.1502-32T established basis reduction accounts for such deconsolidated, but retained, stock.  As S paid dividends, P’s basis in S was reduced by an equal amount.  This ensured that P would not be able to take an artificial loss on S’s stock.  Temp. Reg. § 1.1502-32T was removed by the unified loss rules.  T.D. 9424, 73 Fed. Reg. 53,933, 53,951 (Sep. 17, 2008).


�  Under the unified loss regulations, this provision applies without regard to whether the acquirer is a member of a consolidated group prior to the acquisition.  Reg. § 1.1502-33(e)(2)(i)(A).  The old rules required the acquiring group to be a consolidated group.  This “whole-group” exception may be applied retroactively.


�  Complex allocation rules are contained in the regulations promulgated under § 312(h).  Specifically, Reg. § 1.312-10 provides that:


	(A)	the E&P of the transferor corporation in a divisive “D” reorganization is reallocated based on the relative fair market values of the transferred and retained assets (or, in certain cases, the relative amounts by which the bases of the transferred and retained assets exceed the liabilities of the transferor and transferee corporations, respectively); and





	(B)	in the case of a § 355 transaction involving an existing subsidiary that does not also constitute a reorganization under § 368(a)(1)(D), the following rules apply:





	(1)	the E&P of the distributing corporation is reduced by the lesser of the net asset basis of the controlled corporation or the amount of the distributing corporation’s E&P that would have been allocated in a “D” reorganization involving the transfer of the stock of the controlled corporation to a new corporation, and





	(2)	the controlled corporation’s E&P is increased by the excess of the decrease in the distributing corporation’s E&P over the controlled corporation’s pre-distribution E&P.


� Note, however, that proposed regulations issued on November 13, 2001 would clarify that S’s assumption of liabilities described in § 357(c)(3) would not reduce P’s basis in S’s stock.  Prop. Reg. § 1.1502-80(d).






