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SUMMARY: This document contains
amendments relating to certain aspects
of the temporary regulations addressing
the deductibility of losses recognized on
dispositions of subsidiary stock by mem-
bers of a consolidated group and to the
consequences of treating subsidiary stock
as worthless. In addition, this document
contains temporary regulations that clarify
when stock of a member of a consolidated
group may be treated as worthless. These
regulations apply to corporations filing
consolidated returns. The text of these
regulations also serves as the text of the
proposed regulations (REG–153172–03)
set forth in the notice of proposed rule-
making on this subject in this issue of the
Bulletin.

DATES: Effective Date: These regulations
are effective March 18, 2004.

Applicability Date: For dates of
applicability, see §§1.337(d)–2T(g),
1.1502–35T(f) and 1.1502–80T(c).

FOR FURTHER INFORMATION
CONTACT: Regarding the amend-
ments under section 337(d), Mark Weiss
(202–622–7790) of the Office of Associate
Chief Counsel (Corporate), and, regarding
the amendments under section 1502, Lola
L. Johnson (202–622–7550) of the Office
of Associate Chief Counsel (Corporate)
(neither is a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

On March 12, 2002, the IRS and Trea-
sury published T.D. 8984, 2002–1 C.B.
668 [67 FR 11034]), which included tem-
porary regulations under sections 337(d)
and 1502 that limit the deductibility of loss
recognized by a consolidated group on the
disposition of stock of a subsidiary and
that require certain basis reductions on the
deconsolidation of stock of a subsidiary.
Those regulations are intended to prevent a
corporation from avoiding the recognition
of gain on the disposition of assets through
the use of the consolidated return regula-
tions.

Section 1.337(d)–2T disallows loss rec-
ognized by a member of a consolidated
group with respect to the disposition of
stock of a subsidiary to the extent that such
loss is attributable to the recognition of
built-in gain on the disposition of an as-
set. For this purpose, built-in gain is gain
recognized on the disposition of an asset
to the extent attributable, directly or indi-
rectly, in whole or in part, to any excess
of value over basis that is reflected, before
the disposition of the asset, in the basis of
the share, directly or indirectly, in whole or
in part, after applying section 1503(e) and
other applicable provisions of the Internal
Revenue Code and regulations.

On March 14, 2003, the IRS and Trea-
sury published T.D. 9048, 2003–1 C.B.
645 [68 FR 12287]), which included tem-
porary regulations generally intended to
prevent consolidated groups from ob-
taining more than one tax benefit from
a single economic loss. In particular,
§1.1502–35T(f) of those temporary regu-
lations prescribes rules that are intended
to prevent groups from obtaining more
than one tax benefit from a single eco-
nomic loss when a group member claims
a worthless stock deduction with respect
to stock of a subsidiary. In such cases,
the regulation requires an apportionment
of the group’s consolidated net operating
loss (CNOL) to the subsidiary under the
principles of §1.1502–21T(b), and then
treats the apportioned losses as expired.

On August 15, 1994, the IRS and Trea-
sury Department published T.D. 8560,
1994–2 C.B. 200 [59 FR 41666]) adding
paragraph (c) to §1.1502–80. Section
1.1502–80(c) provides that, for consoli-

dated return years beginning on or after
January 1, 1995, stock of a member is not
treated as worthless under section 165 be-
fore the stock is treated as disposed of un-
der the principles of §1.1502–19(c)(1)(iii).
Under §1.1502–19(c)(1)(iii), stock of a
subsidiary is treated as disposed of, by
reason of worthlessness, at the time sub-
stantially all of the subsidiary’s assets
are treated as disposed of, abandoned,
or destroyed for federal income tax pur-
poses, at the time of certain discharges of
indebtedness of the subsidiary, or at the
time a member takes into account cer-
tain deductions and losses with respect to
indebtedness of the subsidiary. Section
1.1502–80(c) was promulgated to more
fully implement the single entity treatment
of consolidated groups. It also had the
effects of preventing certain inappropri-
ate disallowances of loss that occurred
when §1.1502–20 governed the allowance
of stock losses and of alleviating con-
cerns regarding protecting the attributes of
bankrupt subsidiaries.

Explanation of Provisions

Taxpayers have raised several questions
regarding the interpretation and applica-
tion of §§1.337(d)–2T, 1.1502–35T(f), and
1.1502–80(c). The following paragraphs
describe these questions and the manner in
which they are addressed in these tempo-
rary regulations.

A. §1.337(d)–2T

Taxpayers have questioned whether, in
computing the amount of stock loss that is
attributable to the recognition of built-in
gain, gain recognized on the disposition
of an asset may be reduced by expenses
directly attributable to the recognition of
that gain. The IRS and Treasury Depart-
ment believe that, because expenses attrib-
utable to the recognition of built-in gain
reduce the basis of the subsidiary’s stock,
the computation of the amount of stock
loss that is attributable to the recognition
of built-in gain should take such expenses
into account. Accordingly, this document
amends §1.337(d)–2T to provide that stock
loss is not disallowed to the extent the tax-
payer establishes that the loss or basis is
not attributable to recognized built-in gain
reduced by expenses directly related to the
recognition of that gain, including, in cer-
tain cases, federal income taxes related
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to the recognition of such gain. In addi-
tion, this document makes a non-substan-
tive technical correction to the example set
forth in §1.337(d)–2T(c)(4).

The IRS and Treasury Department con-
tinue to consider alternative methods of
implementing section 337(d) in the consol-
idated return context.

B. §1.1502–35T(f)

Taxpayers have commented that, in cer-
tain cases, §1.1502–35T(f) may eliminate
losses where there is no risk of duplication.
In particular, taxpayers are concerned that
the rule appears to eliminate a subsidiary’s
apportioned part of the CNOL even if the
subsidiary has a separate return year fol-
lowing the year in which a member of the
group claims a worthless stock deduction
with respect to the subsidiary’s stock. The
IRS and Treasury Department believe that
the elimination of a subsidiary’s appor-
tioned CNOL is generally necessary to
prevent duplication only if a member of
the group claims a worthless stock deduc-
tion with respect to subsidiary stock and
the subsidiary has no separate return year
following the year in which the worth-
less stock deduction is claimed. These
temporary regulations, therefore, amend
§1.1502–35T(f) to provide that the sub-
sidiary’s apportioned part of the CNOL is
treated as expired if a member (the claim-
ing member) claims a worthless stock
deduction with respect to the subsidiary’s
stock and, immediately following the tax-
able year in which the worthless stock
deduction is claimed, the subsidiary is
a member of a group that includes any
corporation (other than a lower-tier sub-
sidiary of the member the stock of which
was treated as worthless) that, during that
taxable year, was a member of the group
that includes the claiming member.

The IRS and the Treasury Department
continue to consider methods of prevent-
ing groups from obtaining more than a
single tax benefit from a single economic
loss other than the methods employed in
§1.1502–35T.

C. §1.1502–80(c)

Taxpayers have also raised con-
cerns that, in certain circumstances,
§1.1502–80(c) may prevent a group from
claiming a worthless stock deduction with

respect to subsidiary stock that is worth-
less within the meaning of section 165 if
the subsidiary ceases to be a member of the
group before it satisfies the requirements
of §1.1502–19(c)(1)(iii). For example,
assume that the stock of a subsidiary is
worthless within the meaning of section
165 but the subsidiary has not disposed
of, abandoned, or destroyed substantially
all of its assets and the requirements of
§1.1502–19(c)(1)(iii) are not otherwise
satisfied. At that time, §1.1502–80(c)
would prevent the group from treating
the subsidiary’s stock as worthless. If the
subsidiary then cancels its outstanding
shares and issues new shares to its credi-
tors, which are not members of the group,
the subsidiary will cease to be a member
of the group before it satisfies the require-
ments of §1.1502–80(c). Taxpayers are
concerned that, unless §1.1502–80(c) is
treated as inapplicable immediately prior
to the cancellation of the subsidiary’s
stock, the group will never be entitled to
claim a worthless stock deduction with
respect to that stock.

Section 1.1502–80(c) is intended to
defer, not disallow, worthless stock
deductions with respect to subsidiary
stock. Therefore, these temporary reg-
ulations amend §1.1502–80(c) and add
§1.1502–80T(c) to clarify that the deferral
of an otherwise allowable loss under sec-
tion 165 terminates immediately prior to
the time that the subsidiary ceases to be
a member of the group. Accordingly, in
the example above, the group would be
entitled to the worthless stock deduction
in the taxable year in which the subsidiary
ceases to be a member of the group.

Taxpayers have questioned whether
§1.1502–80(c) remains necessary given
that §1.1502–20 no longer governs the
allowance of loss on sales of subsidiary
stock. The IRS and Treasury are evalu-
ating whether the rule of §1.1502–80(c)
continues to be necessary or appropriate.

Effective Date

The amendments set forth in these tem-
porary regulations are applicable to tax
years beginning after March 18, 2004.
However, taxpayers may apply these tem-
porary regulations to certain prior periods.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. These temporary
regulations are necessary to provide tax-
payers with immediate guidance regarding
allowable loss and basis reductions in con-
nection with dispositions and deconsolida-
tions of subsidiary stock. These temporary
regulations clarify existing rules and sim-
plify their application in order to ease
taxpayer compliance. Accordingly, good
cause is found for dispensing with notice
and public procedure pursuant to 5 U.S.C.
553(b)(B) and with a delayed effective
date pursuant to 5 U.S.C. 553(d)(1) and
(3). For the applicability of the Regula-
tory Flexibility Act (5 U.S.C. chapter 6),
refer to the Special Analyses section of
the preamble to the cross-reference notice
of proposed rulemaking published in the
Bulletin. Pursuant to section 7805(f) of
the Internal Revenue Code, these tempo-
rary regulations will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Drafting Information

The principal author of the regulations
under section 337(d) is Mark Weiss, Office
of Associate Chief Counsel (Corporate).
The principal author of the regulations un-
der section 1502 is Lola L. Johnson, Of-
fice of Associate Chief Counsel (Corpo-
rate). However, other personnel from the
IRS and Treasury participated in their de-
velopment.

* * * * *

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.337(d)–2T is

amended by revising paragraph (c)(2)
and the example in paragraph (c)(4) to
read as follows:
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§1.337(d)–2T Loss limitation window
period (temporary).

* * * * *
(c) * * *
(2) General rule. Loss is not disallowed

under paragraph (a)(1) of this section and
basis is not reduced under paragraph (b)(1)
of this section to the extent the taxpayer es-
tablishes that the loss or basis is not attrib-
utable to the recognition of built-in gain,
net of directly related expenses, on the dis-
position of an asset (including stock and
securities). Loss or basis may be attrib-
utable to the recognition of built-in gain
on the disposition of an asset by a prior
group. For purposes of this section, gain
recognized on the disposition of an asset
is built-in gain to the extent attributable,
directly or indirectly, in whole or in part,
to any excess of value over basis that is
reflected, before the disposition of the as-
set, in the basis of the share, directly or in-
directly, in whole or in part, after apply-
ing section 1503(e) and other applicable
provisions of the Internal Revenue Code
and regulations. Federal income taxes may
be directly related to built-in gain recog-
nized on the disposition of an asset only
to the extent of the excess (if any) of the
group’s income tax liability actually im-
posed under Subtitle A of the Internal Rev-
enue Code for the taxable year of the dis-
position of the asset over the group’s in-
come tax liability for the taxable year re-
determined by not taking into account the
built-in gain recognized on the disposition
of the asset. For this purpose, the group’s
income tax liability actually imposed and
its redetermined income tax liability are
determined without taking into account the
foreign tax credit under section 27(a) of the
Internal Revenue Code. This paragraph
(c)(2) applies to dispositions and deconsol-
idations on or after March 18, 2004. Tax-
payers, however, may choose to apply this
paragraph (c)(2) to dispositions and decon-
solidations on or after March 7, 2002; oth-
erwise, paragraph (c)(2) of §1.337(d)–2T
as contained in 26 CFR part 1 edition re-
vised as of April 1, 2003, shall apply.

* * * * *
(4) * * *
Example. Loss offsetting built-in gain in a prior

group. (i) P buys all the stock of T for $50 in Year
1, and T becomes a member of the P group. T has
2 assets. Asset 1 has a basis of $50 and a value of
$0, and asset 2 has a basis of $0 and a value of $50.
T sells asset 2 during Year 3 for $50 and recognizes

a $50 gain. Under the investment adjustment system,
P’s basis in the T stock increased to $100 as a result of
the recognition of gain. In Year 5, all of the stock of P
is acquired by the P1 group, and the former members
of the P group become members of the P1 group. T
then sells asset 1 for $0, and recognizes a $50 loss.
Under the investment adjustment system, P’s basis in
the T stock decreases to $50 as a result of the loss.
T’s assets decline in value from $50 to $40. P then
sells all the stock of T for $40 and recognizes a $10
loss.

(ii) P’s basis in the T stock reflects both T’s un-
recognized gain and unrecognized loss with respect
to its assets. The gain T recognizes on the disposi-
tion of asset 2 is built-in gain with respect to both the
P and P1 groups for purposes of paragraph (c)(2) of
this section. In addition, the loss T recognizes on the
disposition of asset 1 is built-in loss with respect to
the P and P1 groups for purposes of paragraph (c)(2)
of this section. T’s recognition of the built-in loss
while a member of the P1 group offsets the effect on
T’s stock basis of T’s recognition of the built-in gain
while a member of the P group. Thus, P’s $10 loss on
the sale of the T stock is not attributable to the recog-
nition of built-in gain, and the loss is therefore not
disallowed under paragraph (c)(2) of this section.

(iii) The result would be the same if, instead of
having a $50 built-in loss in asset 1 when it becomes a
member of the P group, T has a $50 net operating loss
carryover and the carryover is used by the P group.

* * * * *
Par. 3. Section 1.1502–35T is amended

by revising paragraph (f)(1) to read as fol-
lows:

§1.1502–35T Transfers of subsidiary
member stock and deconsolidations of
subsidiary members (temporary).

* * *
(f) Worthlessness not followed by sep-

arate return years—(1) General rule.
Notwithstanding any other provision in
the regulations under section 1502, if a
member of a group (the claiming group)
treats stock of a subsidiary as worthless
under section 165 (taking into account
the provisions of §1.1502–80(c)) and,
on the day following the last day of the
claiming group’s taxable year in which the
worthless stock deduction is claimed, the
subsidiary (or its successor, determined
without regard to paragraphs (d)(5)(iii)
and (iv) of this section) is a member
of a group that includes any corpora-
tion that, during that taxable year, was
a member of the claiming group (other
than a lower-tier subsidiary of the sub-
sidiary) or is a successor (determined
without regard to paragraphs (d)(5)(iii)
and (iv) of this section) of such a mem-
ber, then all losses treated as attributable
to the subsidiary under the principles of

§1.1502–21T(b)(2)(iv) shall be treated as
expired as of the day following the last
day of the claiming group’s taxable year
in which the worthless stock deduction is
claimed. In addition, notwithstanding any
other provision in the regulations under
section 1502, if a member recognizes a
loss with respect to subsidiary stock and
on the following day the subsidiary is not
a member of the group and does not have a
separate return year, then all losses treated
as attributable to the subsidiary under the
principles of §1.1502–21T(b)(2)(iv) shall
be treated as expired as of the day follow-
ing the last day of the group’s taxable year
in which the stock loss is claimed. For
purposes of this paragraph (f), the deter-
mination of the losses attributable to the
subsidiary shall be made after computing
the taxable income of the group for the
taxable year in which the group treats the
stock of the subsidiary as worthless or
the subsidiary liquidates and after com-
puting the taxable income for any taxable
year to which such losses may be carried
back. The loss treated as expired under
this paragraph (f) shall not be treated as a
noncapital, nondeductible expense under
§1.1502–32(b)(2)(iii). This paragraph (f)
applies to worthlessness determinations
and liquidations that occur after March 18,
2004, and before March 12, 2006. How-
ever, the group may apply this paragraph
(f) to worthlessness determinations and
liquidations that occur on or after March
7, 2002, and before March 18, 2004; oth-
erwise, paragraph (f) of §1.1502–35T as
contained in 26 CFR part 1 edition revised
as of April 1, 2003, shall apply to such
determinations of worthlessness and liqui-
dations.

* * * * *
Par. 4. Section 1.1502–80 is amended

by adding a sentence to the end of para-
graph (c) to read as follows:

§1.1502–80 Applicability of other
provisions of law.

* * * * *
(c) * * * For further guidance, see

§1.1502–80T(c).
Par. 5. Section 1.1502–80T is added to

read as follows:

2004-15 I.R.B. 720 April 12, 2004



§1.1502–80T Applicability of other
provisions of law (temporary).

(a) and (b) [Reserved]. For further
guidance, see §1.1502–80(a) and (b).

(c) Deferral of section 165. Stock of
a member is not treated as worthless un-
der section 165 before the stock is treated
as disposed of under the principles of
§1.1502–19(c)(1)(iii). If stock of a mem-
ber would otherwise be treated as worth-
less under the principles of section 165,
then, notwithstanding the previous sen-
tence, such stock may be treated as worth-
less under section 165 immediately prior
to the time such member ceases to be a
member of the group. See §§1.1502–11(c)
and 1.1502–35T for additional rules re-
lating to stock loss. This paragraph (c)
applies to taxable years beginning after
March 18, 2004, and before March 18,
2007. Taxpayers, however, may apply this
paragraph (c) to taxable years beginning
on or after January 1, 1995, and before
March 18, 2004; otherwise, paragraph (c)
of §1.1502–80 as contained in 26 CFR
part 1 edition revised as of April 1, 2003,
shall apply to taxable years beginning on
or after January 1, 1995, and on or before
March 18, 2004.

(d) through (f) [Reserved]. For further
guidance, see §1.1502–80(d) through (f).

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved March 9, 2004.

Gregory F. Jenner,
Acting Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on March 17,
2004, 8:45 a.m., and published in the issue of the Federal
Register for March 18, 2004, 69 F.R. 12799)

Section 1502.—Regulations
26 CFR 1.1502–13: Intercompany transactions.

T.D. 9117

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 1

Guidance Under Section 1502;
Application of Section 108 to
Members of a Consolidated
Group

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Temporary and final regula-
tions.

SUMMARY: This document contains tem-
porary regulations under section 1502 that
govern the application of section 108 when
a member of a consolidated group realizes
discharge of indebtedness income. These
regulations affect corporations filing con-
solidated returns.

DATES: Effective Date: These regulations
are effective March 15, 2004.

Applicability Dates: For dates of
applicability, see §§1.1502–13T(l) and
1.1502–28T(d).

FOR FURTHER INFORMATION
CONTACT: Candace Ewell or Marie
Milnes-Vasquez at (202) 622–7530 (not a
toll-free number).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

On September 4, 2003, the IRS and
Treasury Department published in the
Federal Register a notice of proposed
rulemaking (REG–132760–03, 2003–43
I.R.B. 933 [68 FR 52542]) and temporary
regulations (T.D. 9089, 2003–43 I.R.B.
906 [68 FR 52487]) under section 1502
of the Internal Revenue Code. The tem-
porary regulations added §1.1502–28T,
which provides guidance regarding the
determination of the attributes that are
available for reduction when a member
of a consolidated group realizes discharge
of indebtedness income that is excluded
from gross income (excluded COD in-
come) and the method for reducing those
attributes. Section 1.1502–28T reflects
a consolidated approach that is intended
to make available for reduction attributes
that are available to the debtor member.
The regulations contain a rule governing

the order in which attributes are reduced
and a look-through rule that provides that
when the basis of stock of a member (the
lower-tier member) that is owned by an-
other member is reduced, the lower-tier
member must reduce its attributes as if it
had realized excluded COD income in the
amount of the basis reduction.

On December 11, 2003, the IRS and
Treasury Department published in the
Federal Register a notice of proposed
rulemaking (REG–153319–03, 2003–52
I.R.B. 1256 [68 FR 69062]) and tem-
porary regulations (T.D. 9098, 2003–52
I.R.B. 1248 [68 FR 69024]) under section
1502 amending §1.1502–28T. Those reg-
ulations clarify that certain attributes that
arise (or are treated as arising) in a sep-
arate return year are subject to reduction
when no SRLY limitation applies to the
use of such attributes.

The IRS and Treasury Department have
received comments regarding certain tech-
nical issues that arise under the regula-
tions. The temporary regulations included
in this document address certain issues re-
lated to the application of section 1245 and
the matching rule of §1.1502–13, and cer-
tain issues related to the inclusion of ex-
cess loss accounts in cases in which ex-
cluded COD income is not fully applied to
reduce attributes. The IRS and Treasury
Department anticipate that there may be
further changes to the regulations but be-
lieve that immediate guidance on these is-
sues is desirable. The following sections
describe these issues and the manner in
which they are addressed in these tempo-
rary regulations.

A. Application of Section 1245

Under section 108(b), asset basis is an
attribute that is subject to reduction in re-
spect of excluded COD income. Under
section 108(b)(5), the taxpayer may elect
to apply any portion of excluded COD in-
come to reduce basis in depreciable assets
under the rules of section 1017 prior to re-
ducing other attributes.

Section 1017 provides rules that apply
in cases in which excluded COD income
is applied to reduce the basis of property.
Under section 1017(d)(1), any property the
basis of which is reduced and which is
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