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is otherwise permanently disallowed or
eliminated, the attributes of B’s
corresponding item always control the
attributes of S’s offsetting intercompany
item.

(ii) Allocation. To the extent S’s
intercompany item and B’s
corresponding item do not offset in
amount, the attributes redetermined
under paragraph (c)(1)(i) of this section
must be allocated to S’s intercompany
item and B’s corresponding item by
using a method that is reasonable in
light of all the facts and circumstances,
including the purposes of this section
and any other rule affected by the
attributes of S’s intercompany item and
B’s corresponding item. A method of
allocation or redetermination is
unreasonable if it is not used
consistently by all members of the group
from year to year.

(5) Special status. Notwithstanding
the general rule of paragraph (c)(1)(i) of
this section, to the extent an item’s
attributes determined under this section
are permitted or not permitted to a
member under the Internal Revenue
Code or regulations by reason of the
member’s special status, the attributes
required under the Internal Revenue
Code or regulations apply to that
member’s items (but not the other
member). For example, if S is a bank to
which section 582(c) applies, and sells
debt securities at a gain to B, a nonbank,
the character of S’s intercompany gain
is ordinary as required under section
582(c), but the character of B’s
corresponding item as capital or
ordinary is determined under paragraph
(c)(1)(i) of this section without the
application of section 582(c). For other
special status issues, see, for example,
sections 595(b) (foreclosure on property
securing loans), 818(b) (life insurance
company treatment of capital gains and
losses), and 1503(c) (limitation on
absorption of certain losses).

(6) Treatment of intercompany items
if corresponding items are excluded or
nondeductible—(i) In general. Under
paragraph (c)(1)(i) of this section, S’s
intercompany item might be
redetermined to be excluded from gross
income or treated as a noncapital,
nondeductible amount. For example, S’s
intercompany loss from the sale of
property to B is treated as a noncapital,
nondeductible amount if B distributes
the property to a nonmember
shareholder at no further gain or loss
(because, if S and B were divisions of a
single corporation, the loss would not
have been recognized under section
311(a)). Paragraph (c)(6)(ii) of this
section, however, provides limitations
on the application of this rule to
intercompany income or gain. See also

§§ 1.1502–32 and 1.1502–33
(adjustments to S’s stock basis and
earnings and profits to reflect amounts
so treated).

(ii) Limitation on treatment of
intercompany items as excluded from
gross income. Notwithstanding the
general rule of paragraph (c)(1)(i) of this
section, S’s intercompany income or
gain is redetermined to be excluded
from gross income only to the extent
one of the following applies:

(A) Disallowed amounts. B’s
corresponding item is a deduction or
loss and, in the taxable year the item is
taken into account under this section, it
is permanently and explicitly
disallowed under another provision of
the Internal Revenue Code or
regulations. For example, deductions
that are disallowed under section 265
are permanently and explicitly
disallowed. An amount is not
permanently and explicitly disallowed,
for example, to the extent that—

(1) The Internal Revenue Code or
regulations provide that the amount is
not recognized (for example, a loss that
is realized but not recognized under
section 332 or section 355(c) is not
permanently and explicitly disallowed,
notwithstanding that it is a
corresponding item within the meaning
of paragraph (b)(3)(ii) of this section
(certain disallowed or eliminated
amounts));

(2) A related amount might be taken
into account by B with respect to
successor property, such as under
section 280B (demolition costs
recoverable as capitalized amounts);

(3) A related amount might be taken
into account by another taxpayer, such
as under section 267(d) (disallowed loss
under section 267(a) might result in
nonrecognition of gain for a related
person);

(4) A related amount might be taken
into account as a deduction or loss,
including as a carryforward to a later
year, under any provision of the Internal
Revenue Code or regulations (whether
or not the carryforward expires in a later
year); or

(5) The amount is reflected in the
computation of any credit against (or
other reduction of) Federal income tax
(whether allowed for the taxable year or
carried forward to a later year).

(B) Section 311. The corresponding
item is a loss that is realized, but not
recognized under section 311(a) on a
distribution to a nonmember (even
though the loss is not a permanently
and explicitly disallowed amount
within the meaning of paragraph
(c)(6)(ii)(A) of this section).

(C) Other amounts. The
Commissioner determines that treating

S’s intercompany item as excluded from
gross income is consistent with the
purposes of this section and other
applicable provisions of the Internal
Revenue Code and regulations.

(7) Examples—(i) In general. For
purposes of the examples in this
section, unless otherwise stated, P is the
common parent of the P consolidated
group, P owns all of the only class of
stock of subsidiaries S and B, X is a
person unrelated to any member of the
P group, the taxable year of all persons
is the calendar year, all persons use the
accrual method of accounting, tax
liabilities are disregarded, the facts set
forth the only corporate activity, no
member has any special status, and the
transaction is not otherwise subject to
recharacterization. If a member acts as
both a selling member and a buying
member (e.g., with respect to different
aspects of a single transaction, or with
respect to related transactions), the
member is referred to as M, M1, or M2
(rather than as S or B).

(ii) Matching rule. The matching rule
of this paragraph (c) is illustrated by the
following examples.

Example 1. Intercompany sale of land
followed by sale to a nonmember. (a) Facts.
S holds land for investment with a basis of
$70. S has held the land for more than one
year. On January 1 of Year 1, S sells the land
to B for $100. B also holds the land for
investment. On July 1 of Year 3, B sells the
land to X for $110.

(b) Definitions. Under paragraph (b)(1) of
this section, S’s sale of the land to B is an
intercompany transaction, S is the selling
member, and B is the buying member. Under
paragraphs (b)(2) and (3) of this section, S’s
$30 gain from the sale to B is its
intercompany item, and B’s $10 gain from the
sale to X is its corresponding item.

(c) Attributes. Under the matching rule of
paragraph (c) of this section, S’s $30
intercompany gain and B’s $10
corresponding gain are taken into account to
produce the same effect on consolidated
taxable income (and consolidated tax
liability) as if S and B were divisions of a
single corporation. In addition, the holding
periods of S and B for the land are
aggregated. Thus, the group’s entire $40 of
gain is long-term capital gain. Because both
S’s intercompany item and B’s corresponding
item on a separate entity basis are long-term
capital gain, the attributes are not
redetermined under paragraph (c)(1)(i) of this
section.

(d) Timing. For each consolidated return
year, S takes its intercompany item into
account under the matching rule to reflect
the difference for the year between B’s
corresponding item taken into account and
the recomputed corresponding item. If S and
B were divisions of a single corporation and
the intercompany sale were a transfer
between the divisions, B would succeed to
S’s $70 basis in the land and would have a
$40 gain from the sale to X in Year 3, instead
of a $10 gain. Consequently, S takes no gain


