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(B) The transfer of an option de-
scribed in §1.382-4(d)(11)(i) or (ii) (relat-
ing to transfers between persons who
are not 5-percent shareholders or be-
tween members of certain public
groups).

(5) Successor corporation. A successor
corporation is a distributee or trans-
feree corporation that succeeds to and
takes into account items described in
section 381(c) from a corporation as the
result of an acquisition of assets de-
scribed in section 381(a). A successor
corporation also includes, as the con-
text may require, a corporation which
receives an asset or assets from an-
other corporation if the corporation’s
basis for the asset(s) is determined, di-
rectly or indirectly, in whole or in
part, by reference to the other corpora-
tion’s basis and the amount by which
basis differs from value is, in the aggre-
gate, material. The previous sentence
of this paragraph (a)(5) applies to any
testing date occurring on or after Jan-
uary 1, 1997.

(6) Predecessor corporation. A prede-
cessor corporation is a distributor or
transferor corporation that distributes
or transfers its assets to an acquiring
corporation in a transaction described
in section 381(a). A predecessor cor-
poration also includes, as the context
may require, a corporation which
transfers an asset or assets to another
corporation if the transferee’s basis for
the asset(s) is determined, directly or
indirectly, in whole or in part, by ref-
erence to the corporation’s basis and
the amount by which basis differs from
value is, in the aggregate, material.
The previous sentence of this para-
graph (a)(6) applies to any testing date
occurring on or after January 1, 1997.

(b) Effective dates—(1) In general. [Re-
served]

(2) Rules provided in paragraph
(@)(3)(ii) of this section—(i) In general.
Except as provided in paragraph
(b)(2)(i1) of this section, the rules pro-
vided in paragraph (a)(3)(ii) of this sec-
tion apply with respect to any convert-
ible stock.

(ii) Certain convertible preferred stock.
Convertible stock that, when issued,
would be described in section 1504(a)(4)
by disregarding subparagraph (D)
thereof and by ignoring the potential
participation in corporate growth that
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the conversion feature may offer is
treated as stock described in that sec-
tion (and thus is not treated as stock
for the purpose of determining whether
an ownership change occurs, but is
taken into account for the purpose of
determining the value of the loss cor-
poration immediately before an owner-
ship change; see sections 382(e)(1) and
382(k)(6)(A)) if—

(A) The stock was issued on or after
July 20, 1988, and prior to November 5,
1992; or

(B) The stock was issued prior to
July 20, 1988, and the loss corporation
makes the election described in Notice
88-67, 1988-1 C.B. 555, (see
§601.601(d)(2)(ii)(b) of this chapter for
availability of Cumulative Bulletins
(C.B.)) on or before the earlier of the
date prescribed in the Notice or De-
cember 7, 1992.

(3) Rules provided in paragraph (a)(4)
of this section. The rules provided in
paragraph (a)(4) of this section apply to
determine whether dates on or after
November 5, 1992, are testing dates.

[T.D. 8352, 56 FR 29434, June 27, 1991, as
amended by T.D. 8405, 57 FR 10740, Mar. 30,
1992; 57 FR 24188, June 8, 1992; T.D. 8531, 59
FR 12836, Mar. 18, 1994; T.D. 8679, 61 FR 33315,
June 27, 1996; T.D. 8825, 64 FR 36177, 36178,
July 2, 1999]

§1.382-2T Definition of ownership
change under section 382, as
amended by the Tax Reform Act of
1986 (temporary).

(a) Ownership change—(1) In general.
A corporation is a new loss corporation
and thus subject to limitation under
section 382 only if an ownership change
has occurred with respect to such cor-
poration. An ownership change occurs
with respect to a corporation if it is a
loss corporation on a testing date and,
immediately after the close of the test-
ing date, the percentage of stock of the
corporation owned by one or more 5-
percent shareholders has increased by
more than 50 percentage points over
the lowest percentage of stock of such
corporation owned by such share-
holders at any time during the testing
period. See paragraph (a)(2)(i) of this
section for the definition of testing
date. See paragraph (d) of this section
for the definition of testing period. See
§1.382-2(a)(1) and paragraph (f)(3) of
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this section for the respective defini-
tion of loss corporation and new loss
corporation. See paragraph (g) of this
section for the definition of 5-percent
shareholder. See section 383 and §1.383-
1 for rules relating to loss corporations
that have an ownership change and
have capital loss carryovers, excess for-
eign taxes carried over under section
904(c), carryovers of general business
credits under section 39, or unused
minimum tax credits under section 53.

(2) Events requiring a determination of
whether an ownership change has oc-
curred—(i) Testing dates prior to Novem-
ber 5, 1992. Except as otherwise pro-
vided in this paragraph (a)(2)(i), a loss
corporation is required to determine
whether an ownership change has oc-
curred immediately after any owner
shift, any equity structure shift, or any
transaction in which an option with re-
spect to stock of the loss corporation
is—

(A) Transferred to (or by) a 5-percent
shareholder (or a person who would be
5-percent shareholder if the option
were treated as exercised), or

(B) Issued by the loss corporation, a
first tier entity, or a higher tier entity
that owns five percent or more of the
loss corporation (determined without
regard to the application of paragraph
(h)(2)(I)(A) of this section). Notwith-
standing the preceding sentence, any
transfer of stock of the loss corpora-
tion (or an option with respect to such
stock) in any of the circumstances de-
scribed in section 382(1)(3)(B), or any
equity structure shift that is not also
an owner shift, is not an event that re-
quires the loss corporation to make a
determination of whether an ownership
change has occurred. For purposes of
this section, each date on which a loss
corporation is required to make a de-
termination of whether an ownership
change has occurred is referred to as a
testing date, all computations of in-
creases in percentage ownership are to
be made as of the close of the testing
date, and any transactions described in
this paragraph (a)(2)(i) that occur on
that date are treated as occurring si-
multaneously at the close of the test-
ing date. See paragraphs (e)(1) and (2)
of this section for the respective defini-
tions of owner shift and equity struc-
ture shift. See paragraphs (f)(9) and (14)
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of this section for the respective defini-
tions of first tier entity and higher tier
entity. See paragraph (m)(4)(vii) of this
section for special rules regarding the
effective date of the provisions of this
paragraph (a)(2)(i).

(ii) Information statement required. A
loss corporation must file a statement
with its income tax return for each
taxable year that it is a loss corpora-
tion in which an owner shift, equity
structure shift or other transaction de-
scribed in paragraph (a)(2)(i) of this
section occurs. The statement must—

(A) Indicate whether any testing
dates occurred during the taxable year;

(B) Identify each testing date, if any,
on which an ownership change oc-
curred;

(C) Ildentify the testing date, if any,
that occurred during and closest to the
end of each of the three month periods
ending on March 31, June 30, Sep-
tember 30 and December 31 during the
taxable year, regardless of whether an
ownership change occurred on the test-
ing date,

(D) Identify each 5-percent share-
holder on each such testing date;

(E) State the percentage ownership of
the stock of the loss corporation for
each 5-percent shareholder as of each
such testing date and the increase, if
any, in such ownership during the test-
ing period; and

(F) Disclose the extent to which the

loss corporation relied upon the pre-
sumptions regarding stock ownership
under paragraph (k)(i) of this section
to determine whether an ownership
change occurred on any identified test-
ing date.
See §1.383-1(k) and paragraph (m)(4)(v)
of this section for transitional rules re-
garding the filing of information state-
ments.

(iii) Records to be maintained by loss
corporation. A loss corporation shall
keep such records as are necessary to
determine: (A) The identity of its 5-per-
cent shareholders, (B) the percentage
of its stock owned by each such 5-per-
cent shareholder, and (C) whether the
section 382 limitation is applicable.
Such records shall be retained so long
as they may be material in the admin-
istration of any internal revenue law.
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(b) Nomenclature and assumptions. For
purposes of the example in this sec-
tion—

(1) L is a loss corporation, and, if
there is more than one loss corpora-
tion, they are designated as L,, L,, L,
etc.

(2) P is a corporation that is not a
loss corporation, and, if there is more
than one such corporation, they are
designated as P, P», P3, etc.

(3) HC is a corporation whose assets
consist solely of the stock of other cor-
porations.

(4) E is an entity other than a cor-
poration (e.g., a partnership), and, if
there is more than one such entity,
they are designated as E,, E,, Ej, etc.

(5) Unless otherwise stated—

(i) A, B, C, D, AA, BB, CC, and DD are
unrelated individuals who own inter-
ests in corporations or other entities
only to the extent expressly stated,

(ii) All corporations have one class of
stock outstanding and each share of
stock has the same fair market value
as each other share,

(iii) The capital structure of the loss
corporation and its business do not
change over time, and

(iv) The rules of paragraphs (k)(2) and
(4) of this section are not applicable.

(6) Public L represents a group of un-
related individuals and entities that
own direct (and not indirect) stock
ownership interests in loss corporation
L, each of whom owns less than five
percent of the stock of the loss cor-
poration, and, if there is more than one
loss corporation, such groups are des-
ignated as Public L,, Public L,, Public
Ls, etc.

(7) Public P represents a group of un-
related individuals and entities that
own direct (and not indirect) stock
ownership interests in corporation P,
each of whom owns less than five per-
cent of the stock of the corporation,
and, if there is more than one corpora-
tion, such groups are designated as
Public Py, P,, P3, etc.

(8) Public E represents a group of un-
related individuals and entities that
own direct (and not indirect) ownership
interests in entity E, each of whom
owns less than five percent of the enti-
ty, and, if there is more than one enti-
ty, such groups are designated as Pub-
lic E,, Public E,, Public Ej, etc.
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(c) Computing the amount of increases
in percentage ownership—(1) In general.
In order to determine whether an own-
ership change has occurred on a testing
date, the loss corporation must iden-
tify each 5-percent shareholder whose
percentage of stock ownership in the
loss corporation immediately after the
close of the testing date has increased,
compared to such shareholder’s lowest
percentage of stock ownership in such
corporation at any time during the
testing period. The amount of the in-
crease in the percentage of stock own-
ership in the loss corporation of each 5-
percent shareholder must be computed
separately by comparing the percent-
age ownership of each such 5-percent
shareholder immediately after the
close of the testing date to such share-
holder’s lowest percentage ownership
at any time during the testing period.
Each such increase in the percentage
ownership of a 5-percent shareholder is
then added together with any other
such increases of other 5-percent share-
holders to determine whether an own-
ership change has occurred. Because
only those 5-percent shareholders
whose percentages of stock ownership
have increased are taken into account,
a 5-percent shareholder is disregarded
if his percentage of stock ownership,
immediately after the close of the test-
ing date, has decreased (or has re-
mained the same), compared to his low-
est percentage ownership interest on
any previous date during the testing
period.

(2) Example.

Example. (i) A and B each own 40 percent of
the outstanding L stock. The remaining 20
percent of the L stock is owned by 100 unre-
lated individuals, none of whom own as much
as five percent of L stock (“Public L”). C ne-
gotiates with A and B to purchase all their
stock in L.

(i) The acquisitions from both A and B are
completed on September 13, 1990. C’s acquisi-
tion of 80 percent of L stock results in an
ownership change because C’s percentage
ownership has increased by 80 percentage
points as of the testing date, compared to his
lowest percentage ownership in L at any
time during the testing period (0 percent).

(3) Related and unrelated increases in
percentage stock ownership. The deter-
mination whether an ownership change
has occurred is made without regard to
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whether the changes in stock owner-
ship of the loss corporation (by one or
more 5-percent shareholders) result
from related or unrelated events.

(4) Example.

Example. (i) L has outstanding 200 shares of
common stock. A, B and C respectively own
100, 50 and 50 shares of the L stock. On Janu-
ary 2, 1988, A sells 60 shares of L stock to B.
Thus, B’s percentage ownership interest in L
increases by 30 percentage points, from 50
shares to 110 shares. On January 1, 1989, A
purchases C’s entire interest in L. Thus, A’s
percentage ownership interest in L increases
by 25 percentage points, compared to his low-
est percentage ownership interest in L, from
40 shares immediately following the January
2, 1988 sale to B to 90 shares. Even though A’s
ownership interest in L as of January 1, 1989
has decreased, compared to his 50 percent
ownership interest at the beginning of the
testing period, A is a 5-percent shareholder
who must be taken into account for purposes
of the computation required under paragraph
(c)(1) of this section because his interest in L
on that testing date (45 percent) has in-
creased, compared to his lowest percentage
ownership interest in L at any time during
the testing period (20 percent following the
sale to B).

(i) Accordingly, although A and B jointly
have increased their aggregate total owner-
ship interest in L between January 2, 1988
and January 1, 1989 by only 25 percentage
points (i.e., the total ownership interest in L
held by A and B at all times is not less than
a 75 percent interest), the total of their sepa-
rate increases in the percentage stock own-
ership of L, compared to their respective
lowest percentage ownership interests at any
time during the testing period, is 55 percent-
age points. Thus, an ownership change oc-
curs as a result of A’s acquisition of L stock
on January 1, 1989.

(d) Testing period—(1) In general. Ex-
cept as otherwise provided in para-
graphs (d) and (m) of this section, the
testing period for any testing date is
the three-year period ending on the
testing date. See paragraph (a)(2)(i) of
this section for the definition of test-
ing date.

(2) Effect of a prior ownership change.
Following an ownership change, the
testing period for determining whether
a subsequent ownership change has oc-
curred shall begin no earlier than the
first day following the change date of
the most recent ownership change. See
paragraph (f)(19) of this section for the
definition of change date.

(3) Commencement of the testing pe-
riod—(i) In general. Except as otherwise
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provided in paragraph (d)(3)(ii) of this
section, the testing period for any loss
corporation shall not begin before the
earlier of the first day of either—

(A) The first taxable year from which
there is a loss or excess credit
carryforward to the first taxable year
ending after the testing date, or

(B) The taxable year in which the
testing date occurs.

(ii) Exception for corporations with net
unrealized built-in loss. Paragraph
(d)(3)(i) of this section shall not apply
if the corporation has a net unrealized
built-in loss (determined after applica-
tion of section 382(h)(3)(B)) on the test-
ing date, unless the loss corporation es-
tablishes the taxable year in which the
net unrealized built-in loss first ac-
crued.

In that event, the testing period shall
not begin before the earlier of—

(A) The first day of the taxable year
in which the net unrealized built-in
loss first accrued, or

(B) The day described in paragraph
(d)(3)(i) of this section. See section
382(h) for the definition of net unreal-
ized built-in loss.

(4) Disregarding testing dates. Any
testing date that occurs before the be-
ginning of the testing period shall be
disregarded for purposes of this sec-
tion.

(5) Example.

Example. (i) A owns all 100 outstanding
shares of L stock. A sells 40 shares to B on
January 1, 1988. C purchases 20 shares of L
stock from A on July 1, 1991. In determining
if an ownership change occurs on the July 1,
1991 testing date, B’s acquisition of L stock
is disregarded because it occurred before the
testing period that ends on such testing
date. Thus, B’s ownership interest in L does
not increase during the testing period, and
no ownership change results from C’s acqui-
sition.

(ii) The facts are the same as in (i), except
that throughout the period during which B
negotiated his stock purchase transaction
with A, B knew that C intended to attempt
to acquire a significant stock interest in L.
Also, B and C have been partners in a num-
ber of significant business ventures. The re-
sult is the same as in (i).

(e) Owner shift and equity structure
shift—(1) Owner shift—(i) Defined. For
purposes of this section, an owner shift
is any change in the ownership of the
stock of a loss corporation that affects
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the percentage of such stock owned by
any b5-percent shareholder. See para-
graph (g) of this section for the defini-
tion of a b5-percent shareholder. An
owner shift includes, but is not limited
to, the following transactions:

(A) A purchase of disposition of loss
corporation stock by a 5-percent share-
holder,

(B) A section 351 exchange that af-
fects the percentage of stock owned by
a 5-percent shareholder,

(C) A redemption or a recapitaliza-
tion that affects the percentage of
stock owned by a b5-percent share-
holder,

(D) An issuance of loss corporation
stock that affects the percentage of
stock owned by a b5-percent share-
holder, and

(E) An equity structure shift that af-
fects the percentage of stock owned by
a 5-percent shareholder.

(ii) Transactions between persons who
are not 5-percent shareholders dis-
regarded. Transfers of loss corporation
stock between persons who are not 5-
percent shareholders of such corpora-
tion (and between members of separate
public groups resulting from the appli-
cation of the segregation rules of para-
graphs (j)(2) and (3)(iii) of this section)
are not owner shifts and thus are not
taken into account. See paragraph
(h)(4)(xi) of this section for a similar
rule applicable to transfers of options.

(iii) Examples.

Example (1). A has owned all 1000 shares of
outstanding L stock for more than three
years. On June 15, 1988, A sells 300 of his L
shares to B. This transaction is an owner
shift. No other 5-percent shareholder has in-
creased his percentage ownership of L stock
during the testing period. Thus, the owner
shift resulting from B’s acquisition does not
result in an ownership change, because B has
increased his stock ownership in L by only 30
percentage points.

Example (2). The facts are the same as in
Example (1). In addition, on June 15, 1989, L
issues 100 shares to each of C, D and AA. The
stock issuance is an owner shift. The trans-
action, however, does not result in an owner-
ship change, because B, C, D and AA (the 5-
percent shareholders whose stock ownership
has increased as of the testing date, com-
pared to any other time during the testing
period) have increased their percentage of
stock ownership in L by a total of only 46.2
percentage points during the testing period
(by 23.1 percentage points [300 shares/1300
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shares] for B, and 7.7 percentage points [100
shares/1300 shares] for each of C, D and AA).

Example (3). All 1000 shares of L stock are
owned by a group of 100 unrelated individ-
uals, none of whom own as much as five per-
cent of L stock (“Public L”). Several of the
members of Public L sell their L stock,
amounting to a 30 percent ownership interest
in L, to B on June 15, 1988. The sale of stock
to B is an owner shift. Between June 16, 1988
and June 15, 1989, each of the remaining indi-
viduals in Public L sells his stock to another
person who is not a 5-percent shareholder.
Under paragraph (e)(1)(ii) of this section,
trading activity among the members of Pub-
lic L is disregarded and does not result in an
owner shift. On June 15, 1989, L issues 100
shares to each of C, D and AA. The only sale
transactions by members of Public L that
are taken into account in determining
whether an ownership change occurs on June
15, 1989 are the sales to B on June 15, 1988.
Because B, C, D and AA together have in-
creased their percentage ownership of L
stock as a result of B’s purchase and the
stock issuance by an amount not in excess of
50 percentage points during the testing pe-
riod ending on June 15, 1988, an ownership
change does not occur on that date.

Example (4). The facts are the same as in
Example (2). In addition, on December 15,
1989, L redeems 200 of the L shares from A.
The redemption is an owner shift that re-
sults in an ownership change, because B, C,
D and AA are 5-percent shareholders whose
percentage ownership of L increase by a
total of 54.6 percentage points during the
testing period (by 27.3 percentage points [300
shares/1100 shares] for B and 9.1 percentage
points [100 shares/1100 shares] for each of C, D
and AA).

Example (5). L is owned entirely by 10,000
unrelated shareholders, none of whom owns
as much as five percent of the stock of L
(“Public L”). Accordingly, Public L is L’s
only 5-percent shareholder. See paragraph
(J)(1) of this section. There are one million
shares of common stock outstanding. On De-
cember 1, 1988, L issues two million new
shares of its common stock to members of
the public, none of whom owned any L stock
prior to the issuance. Following the public
offering, no shareholder of L owns, directly
or indirectly, five percent or more of L
stock. Under paragraph (j)(2) of this section,
however, all of the newly issued stock is
treated as acquired by a 5-percent share-
holder (“Public NL”) that is unrelated to
Public L. Therefore, the public offering con-
stitutes an owner shift that results in an
ownership change because Public NL’s per-
centage of stock ownership in L increased by
66%s percentage points (two million shares
acquired in the public offering/three million
shares outstanding following the offering)
over its lowest percentage ownership during
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the testing period (0 percent prior to the of-
fering).

Example (6). The facts are the same as in
Example (5), except that L issues only 500,000
new shares of L stock on December 1, 1988,
and Public NL’s percentage ownership inter-
est in L increases by only 33% percentage
points (500,000 shares acquired in the public
offering/1.5 million shares outstanding fol-
lowing the offering). During the two years
following December 2, 1988, 14 percent of the
stock outstanding on that date is sold over a
public stock exchange. On December 3, 1990,
A purchases five percent of L stock (75,000
shares) over a public stock exchange. The
purchase of five percent of L stock by A is an
owner shift and is presumed to have been
made proportionately from Public L and
Public NL under paragraph (j)(1)(vi) of this
section. Under paragraph (e)(1)(ii) of this sec-
tion, transfers of L stock in transactions not
involving A (i.e., in transactions among or
between members of separate public groups
resulting from the application of paragraphs
()(2) and (3) of this section) are not taken
into account, and do not constitute owner
shifts. (Transfers between members of Public
NL and Public L, which are treated as sepa-
rate 5-percent shareholders solely by virtue
of paragraph (j)(2) of this section, are dis-
regarded even if L has actual knowledge of
any such transfers.) A and Public NL, the
only 5-percent shareholders whose interests
in L have increased during the testing pe-
riod, have increased their respective stock
ownership by only 36% percentage points—
five percentage points for A [75,000 shares/1.5
million shares outstanding] and 31%: percent-
age points for Public NL [((500,000 shares
issued in the public offering)—(5 percent x
500,000 shares presumed to have been ac-
quired by A)) /1.5 million shares out-
standing]. Accordingly, there is no owner-
ship change with respect to L notwith-
standing that, taking into account the pub-
lic trading, a change of more than 50 per-
centage points in the ultimate beneficial
ownership of L stock occurred during the
three-year period ending on the December 3,
1990 testing date.

Example 7. The facts are the same as in Ex-
ample 6, except that five percent of the L
stock has always been owned by P which, in
turn, has always been owned by Public P. On
December 6, 1990, P sells all of its L stock
over a public stock exchange. Although the
trading of P stock among persons that are
not 5-percent share-holders (without regard
to the segregation rules of paragraph (j) of
this section) are disregarded under para-
graph (e)(1)(ii) of this section, the disposition
of the L stock by P is not disregarded be-
cause the L stock is transferred in a trans-
action that is subject to paragraph (j)(3)(i) of
this section.
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(2) Equity structure shift—(i) Tax-free
reorganizations. An equity structure
shift is any reorganization within the
meaning of section 368 with respect to
which the loss corporation is a party to
the reorganization, except that such
term does not include a reorganization
described in—

(A) Section 368(a)(1)(D) or (G) unless
the requirements of section 354(b)(1)
are met, or

(B) Section 368(a)(1)(F).

(i) Transactions designated under sec-
tion 382(g)(3)(B) treated as equity struc-
ture shifts. [Reserved]

(iii) Overlap of owner shift and equity
structure shift. Any equity structure
shift that affects the percentage of loss
corporation stock owned by a 5-percent
shareholder also constitutes an owner
shift. See paragraph (e)(i)(E) of this
section

(iv) Examples.

Example (1). A owns all of the stock of L
and B owns all of the stock of P. On October
13, 1988, L merges into P in a reorganization
described in section 368a(1)(A). As a result of
the merger, A and B own 25 and 75 percent,
respectively, of the stock of P. The merger is
an equity structure shift (and, because it af-
fects the percentage of L stock owned by 5-
percent shareholders, it also constitutes an
owner shift). On the October 13, 1988 testing
date, B is a 5-percent shareholder whose
stock ownership in the loss corporation fol-
lowing the merger has increased by 75 per-
centage points over his lowest percentage of
stock ownership in L at any time during the
testing period (0 percent prior to the merg-
er). Accordingly, an ownership change occurs
as a result of the merger. P is thus a new loss
corporation and L’s pre-change losses are
subject to limitation under section 382.

Example (2). (i) A owns 100 percent of L,
stock and B owns 100 percent of L, stock. On
January 1, 1988, L, merges into L, in a reor-
ganization described in section 368(a)(1)(A).
Immediately after the merger, A and B own
40 percent and 60 percent, respectively, of the
L, stock. There is an equity structure shift
(as well as an owner shift) with respect to
both L, and L, on January 1, 1988.

(ii) Because the percentage of L, stock
owned by B immediately after the merger (60
percent) increases by more than 50 percent-
age points over the lowest percentage of the
stock of L, owned by B during the testing pe-
riod (0 percent prior to the merger), there is
an ownership change with respect to L;. L, is
a new loss corporation and thus, under
§1.382-2(a)(1)(iii) of this section, the pre-
change losses of L; must be accounted for
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separately by L, from the losses of L, (imme-
diately before the ownership change) and are
subject to limitation under section 382. See
§1.382-2(a)(1)(iv) of this section for rules that
end separate accounting for L,’s pre-change
losses on any testing date occurring on or
after January 29, 1991.

(iii) L, is a new loss corporation because it
is a successor corporation to L,. There is no
ownership change with respect to L., how-
ever, because A’s stock ownership in L, in-
creased by only 40 percentage points (to 40
percent) over the amount owned by A prior
to the merger (0 percent). Therefore, the pre-
change losses of L, are not limited under sec-
tion 382 as a result of the merger.

Example (3). The result in Example (2) would
be the same if L, had survived the merger
(i.e., L, merged into L;) with A and B owning
40 and 60 percent, respectively, of L, stock.
L,’s pre-change losses would be accounted for
separately and limited under section 382 and
the pre-change losses of 2 would be accounted
for separately under §1.382-2(a)(1)(iii) of this
section, but would not be limited under sec-
tion 382. See §1.382-2(a)(1)(ii) for the treat-
ment of 2 following the transaction.

Example (4). The facts are the same as Ex-
ample (2), except, instead of acquiring ! in a
merger, 2 acquires all of the ! stock from A
on January 1, 1988, solely in exchange for
stock representing a 40 percent interest in 2,
in a reorganization described in section
368(a)(1)(B). The acquisition of stock by 2 is
an equity structure shift (as well as an owner
shift) with respect to ! that results in an
ownership change with respect to ! because
the percentage of ! stock owned by B imme-
diately after the reorganization (60 percent,
by virtue of B’s ownership of 2, through the
operation of the constructive ownership
rules of paragraph (h) of this section) in-
creases by more than 50 percentage points
over the lowest percentage of ! stock owned
by B at any time during the testing period (0
percent prior to the reorganization). The ac-
quisition also results in an equity structure
shift and an owner shift with respect to 2,
but 2 incurs no ownership change, because
A’s stock ownership in 2 increased by only 40
percentage points over the percentage of 2
stock owned by A prior to the reorganization
(0 percent).

(f) Definitions. For purposes of this
section—

(1) Loss corporation. See section 382
and §1.382-2(a)(1) for the definition of a
loss corporation.

(2) Old loss corporation. The term old
loss corporation means any corporation
with respect to which there is an own-
ership change and that was a loss cor-
poration immediately before the own-
ership change.
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(3) New loss corporation. The term new
loss corporation means a corporation
with respect to which there is an own-
ership change if, immediately after
such change, it is a loss corporation. A
successor corporation to the corpora-
tion described in the preceding sen-
tence also is a new loss corporation.

(4) Successor corporation. See §1.382-
2(a)(5) for the definition of successor
corporation.

(5) Predecessor corporation. See §1.382-
2(a)(6) for the definitions of predecessor
corporation.

(6) Shift. As the context may require,
a shift means an equity structure shift,
an owner shift or both.

(7) Entity. See §1.382-3(a)(1) for the
definition of an entity.

(8) Direct ownership interest. A direct
ownership interest means the interest a
person owns in an entity, including a
loss corporation, without regard to the
constructive ownership rules of para-
graph (h) of this section.

(9) First tier entity. A first tier entity
is an entity that, at any time during
the testing period, owns a five percent
or more direct ownership interest in
the loss corporation.

(10) 5-percent owner. A 5-percent
owner is any individual that, at any
time during the testing period, owns a
five percent or more direct ownership
interest in a first tier entity or a high-
er tier entity. See paragraph (g) of this
section for rules to determine whether,
as a result of the constructive owner-
ship rules of paragraph (h) of this sec-
tion, a 5-percent owner is a 5-percent
shareholder.

(11) Public shareholder. A public
shareholder is any individual, entity,
or other person with a direct ownership
interest in a loss corporation of less
than five percent at all times during
the testing period.

(12) Public owner. A public owner is
any individual, entity, or other person
that, at all times during the testing pe-
riod, owns less than a five percent di-
rect ownership interest in a first tier
entity or any higher tier entity.

(13) Public group. A public group is a
group of individuals, entities, or other
persons each of whom owns, directly or
constructively, less than five percent
of the loss corporation. See paragraphs
(g) and (j) of this section for the rules
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applicable to identify public groups
and to determine whether a public
group is a 5-percent shareholder.

(14) Higher tier entity. A higher tier
entity is any entity that, at any time
during the testing period, owns a five
percent or more direct ownership inter-
est in a first tier entity or in any high-
er tier entity.

(15) Indirect ownership interest. An in-
direct ownership is an interest a person
owns in an entity determined solely as
a result of the application of the con-
structive ownership rules of paragraph
(h) of this section and without regard
to any direct ownership interest (or
other beneficial ownership interest) in
the entity.

(16) Highest tier entity. A highest tier
entity is a first tier entity or a higher
tier entity that is not owned, in whole
or in part, at any time during the test-
ing period by a higher tier entity.

(17) Next lower tier entity. The next
lower tier entity with respect to a first
tier entity is the loss corporation. The
next lower tier entity with respect to a
higher tier entity is any first tier enti-
ty or other higher tier entity in which
the higher tier entity owns, at any
time during the testing period, a five
percent or more direct ownership inter-
est.

(18) Stock—<(i) In general. For further
guidance, see §1.382-2(a)(3)(i).

(ii) Treating stock as not stock. Any
ownership interest that otherwise
would be treated as stock under para-
graph (f)(18)(i) of this section shall not
be treated as stock if—

(A) As of the time of its issuance or
transfer to (or by) a 5-percent share-
holder, the likely participation of such
interest in future corporate growth is
disproportionately small when com-
pared to the value of such stock as a
proportion of the total value of the
outstanding stock of the corporation,

(B) Treating the interest as not con-
stituting stock would result in an own-
ership change, and

(C) The amount of the pre-change
loss (determined as if the testing date
were the change and treating the
amount of any net unrealized built-in
loss as a pre-change loss) is more than
twice the amount determined by multi-

plying
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(1) the value of the loss corporation
(as determined under section 382(e)) on
the testing date, by

(2) the long-term tax exempt rate (as
defined in section 382(f)) for the cal-
endar month in which the testing date
occurs.

Stock that is not treated as stock
under this paragraph (f)(18)(ii), how-
ever, is taken into account for purposes
of determining the value of the loss
corporation under section 382(e).

(iii) Treating interests not constituting
stock as stock. Any ownership interest
that would not be treated as stock
under paragraph (f)(18)(i) of this sec-
tion (other than an option that is sub-
ject to paragraph (h)(4) of this section)
shall be treated as constituting stock
if—

(A) As of the time of its issuance or
transfer to (or by) a 5-percent share-
holder (or a person who would be a 5-
percent shareholder if the interest not
constituting stock were treated as
stock), such interest offers a potential
significant participation in the growth
of the corporation,

(B) Treating the interest as consti-
tuting stock would result in an owner-
ship change, and

(C) The amount of the pre-change
losses (determined as if the testing
date were the change date and treating
the amount of any net unrealized built-
in loss as a pre-change loss) is more
than twice the amount determined by
multiplying

(1) The value of the loss corporation
(as determined under section 382(e)) on
the testing date, by

(2) The long-term tax exempt rate (as
defined in section 382(f)) for the cal-
endar month in which the testing date
occurs.

An ownership interest is that treated
as stock under this paragraph
(F)(18)(iii) is taken into account for pur-
poses of determining the value of the
loss corporation under section 382(e).
See §1.382-4(d)(12) for rules that apply
with respect to options and this para-
graph (f)(18)(iii).

(iv) Stock of the loss corporation. The
stock of the loss corporation means stock
of such corporation within the meaning
of this paragraph (f)(18) and, as the
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context may require, includes any indi-
rect ownership interest in the loss cor-
poration.

(19) Change date. The change date
means the date on which a shift (or any
other transaction described in para-
graph (a)(2)(i) of this section) that is
the last component of an ownership
change occurs.

(20) Year. A year, or any multiple
thereof, means a 365-day period (or a
366-day period in the case of a leap
year), or any multiple thereof, unless
the year is specifically identified as a
taxable year.

(21) Old section 382. “Old section 382”
means section 382, as in effect prior to
the effective date of section 382 in the
Tax Reform Act of 1986 (the “Act”), but
taking into account section 621(f)(2) of
the Act.

(22) Pre-change loss. See section 382
and §1.382-2(a)(2) for the definition of
pre-change loss.

(23) Unrelated. Any two persons are
unrelated if the constructive ownership
rules of paragraph (h) of this section do
not apply to treat either person as
owning stock that is owned, directly or
constructively, by the other person.

(24) Percentage ownership interest. A
person’s percentage ownership interest
in—

(i) A corporation shall be determined
under the rules of this section that are
applicable to the determination of a
shareholder’s percentage stock owner-
ship interest in a loss corporation (see
paragraphs (f)(18)(i) through (iii) of this
section),

(ii) A partnership shall be equal to
the relative fair market value of such
person’s partnership interest to the
total fair market value of all out-
standing partnership interests, deter-
mined without regard to any limited
and preferred partnership interest that
is described in paragraph (h)(2)(ii)(C) of
this section,

(iii) A trust shall be determined in
accordance with the principles of sec-
tion 318(a)(2)(B) for determining the
constructive ownership of stock,

(iv) An estate shall be determined in
accordance with the principles of sec-
tion 318(a)(2)(A) for determining the
constructive ownership of stock, and

(v) All other entities shall be deter-
mined by reference to the person’s rel-
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ative economic interest in the entity,
taking into account all of the relevant
facts and circumstances.

(g) 5-percent shareholder—(1) In gen-
eral. Subject to the rules of paragraphs
(k)(2) and (4) of this section, the term
5-percent shareholder means—

(i) An individual that owns, at any
time during the testing period,

(A) A direct ownership interest in the
stock of the loss corporation of five
percent or more or

(B) An indirect ownership interest in
the stock of the loss corporation of five
percent or more by virtue of an owner-
ship interest in any one first tier enti-
ty or higher tier entity,

(ii) A public group, of either a first
tier entity or a higher tier entity, iden-
tified as a 5-percent shareholder under
paragraph ()(1)(iv)(A) or (B) of this
section,

(iii) A public group of the loss cor-
poration identified as a 5-percent
shareholder under paragraph
J)(1)(iv)(C) of this section, and

(iv) A public group, of the loss cor-
poration, a first tier entity or a higher
tier entity, identified as a 5-percent
shareholder under paragraph (j)(2) or
(3) of this section. An individual own-
ing five percent or more of the stock of
the loss corporation at any time during
the testing period is a 5-percent share-
holder notwithstanding that the indi-
vidual may own less than five percent
of the stock of the loss corporation on
the testing date. See paragraph
(9)(5)(1)(B) of this section for rules per-
mitting a loss corporation to make an
adjustment in cases described in the
preceding sentence.

(2) Determination of whether a person is
a 5-percent shareholder. Except as pro-
vided in paragraphs (k)(2) and (4) of
this section, a person shall be treated
as constructively owning stock of the
loss corporation pursuant to paragraph
(h)(2) of this section only if the loss
corporation stock is attributed to such
person in the person’s capacity as a
higher tier entity or a 5-percent owner
of the first tier entity or higher tier
entity from which such stock is attrib-
uted. See paragraph (k)(3) of this sec-
tion for rules explaining the extent of
the obligation of the loss corporation
to determine the identity of its 5-per-
cent shareholders. Nothing in this
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paragraph (g)(2), however, shall limit
the attribution of loss corporation
stock under section 318(a)(2) and para-
graph (h) of this section to a public
owner.

(3) Determination of the percentage
stock ownership interest of a 5-percent
shareholder. Subject to the rules of
paragraphs (k)(2) and (4) of this sec-
tion, in determining a 5-percent share-
holder’s percentage ownership interest
in the loss corporation, the share-
holder’s direct ownership interest, if
any, and each indirect ownership inter-
est that he may have in the loss cor-
poration in his capacity as a 5-percent
owner of any one first tier entity or
higher tier entity, if any, are required

Public P,
100
P2
Public P,
B
15 85 30
P
A
20 10

(iii) P, and E, each of which has a direct
ownership interest in L of five percent or
more, are first tier entities. The share-
holders with direct ownership interests in L
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to be added together and taken into ac-
count with respect to such shareholder
only to the extent that each such di-
rect or indirect ownership interest con-
stitutes five percent or more of the
stock of the loss corporation.

(4) Examples.

Example (1) (i) Twenty percent of L stock is
owned by A, 10 percent is owned by P;, 20
percent is owned by E, a joint venture, and
the remaining 50 percent of L stock is owned
by Public L. P, is owned 15 percent by B and
85 percent by Public P,. E is owned 30 per-
cent by P, and 70 percent by Ps;, which, in
turn, are owned by Public P, and Public P3,
respectively.

(ii) The ownership structure of L is illus-
trated by the following chart:

Public Py

100

Py

70

Public L

who individually own less than five percent
of L are public shareholders (Public L). B,
who has a direct ownership interest of five
percent or more in Py, is a 5-percent owner of
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P. P> and P3, and P3, each of which has a di-
rect ownership interest in a first tier entity
(E) of five percent or more, are higher tier
entities with respect to L and, because nei-
ther entity is owned at any time during the
testing period by a higher tier entity, they
also are highest tier entities. The share-
holders of P, and P3 (Public P, and Public Ps,
respectively) are public owners of such enti-
ties, because none of those shareholders own
five percent or more of either entity at any
time during the testing period.

(iv) A, who has a 20 percent direct owner-
ship interest in L, is a 5-percent shareholder
of L. Because, by application of the construc-
tive ownership rules of paragraph (h) of this
section, B owns only 1.5 percent of L stock in
his capacity as a 5-percent owner of P; (15

26 CFR Ch. | (4-1-04 Edition)

percent ownership of P, x 10 percent owner-
ship of L), B is not a 5-percent shareholder of
L, even though he is a 5-percent owner of P;.
Under the rules of paragraph (j) of this sec-
tion, therefore, B is treated as a member of
Public P,. See Example (3) of paragraph
@J)(@)(vi) of this section for a determination
of which public owners and public share-
holders constitute public groups that are
treated as 5-percent shareholders of L.

Example (2) (i) The facts are the same as in
Example (1), except that P is owned 60 per-
cent by C, 30 percent by P4, and 10 percent by
Public P3;. The stock of P4 is owned by a
group of persons (Public P4), none of whom
own five percent or more of the stock of P..

(ii) The ownership structure of L is illus-
trated by the following chart:
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Public P4
100
C Public Py
PA
Public P,
100 60 30 10
P2 Py
Public P,
B
15 85 30 70
P E
Public L
A
20 10 20 50
L

(iii) The defined terms are the same as in
Example (1), except that P; is a higher tier
entity, not a highest tier entity, because five
percent or more of P3 is, in turn, owned by
another entity (P4 ). P4, which owns five per-
cent or more of a higher tier entity (Ps), also
is a higher tier entity and, because it is not
owned at any time during any testing period
by any entity that is also a higher tier enti-
ty, P4 is a highest tier entity. All of the
shareholders of P4, none of which own a di-
rect ownership interest of five percent or
more in P4, are public owners of P..

(iv) C is a 5-percent owner of P; and, under
the constructive ownership rules of para-

graph (h) of this section, C indirectly owns
8.4 percent of L ([60 percent ownership of Ps]
x [70 percent ownership of E] x [20 percent
ownership of L]), in his capacity as a 5-per-
cent owner of P;. B is a 5-percent owner of P,
and, under the constructive ownership rules
of paragraph (h) of his section, B owns 1.5
percent of L ([15 percent ownership of P;] x
[10 percent ownership of L]) in his capacity
as a 5-percent owner of P,. Therefore, C is a
5-percent shareholder of L, but B is not a 5-
percent shareholder of L, even though he is
a 5-percent owner of P,. See Example (4) of
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paragraph (j)(1)(vi) of this section for a de-
termination of which public owners and pub-
lic shareholders constitute public groups
that are treated as separate 5-percent share-
holders of L.

Example (3) (i) L is owned 30 percent by A
and 70 percent by P. A owns six percent of P
stock and the balance (94 percent) is owned
equally by 500 unrelated shareholders (“Pub-
lic P”).

(ii) A is a 5-percent shareholder because he
directly owns 30 percent of L. Even though A
is a 5-percent owner of P, A’s 4.2 percent in-
direct ownership interest in L (six percent
ownership interest in P x P’s 70 percent own-
ership of L) is generally not taken into ac-
count in determining A’s ownership interest,
because such indirect ownership interest is
less than five percent. Instead, A’s 4.2 per-
cent indirect interest is treated under para-
graph (j)(1)(iv) of this section as owned by
Public P. If, however, L has actual knowl-
edge of A’s less-than-five-percent indirect
ownership interest in L and is thus subject
to paragraph (k)(2) of this section, or para-
graph (k)(4) of this section otherwise applies,
L must take A’s total 34.2 percent ownership
interest into account in determining A’s per-
centage ownership in L.

Example (4). The facts are the same as in
Example (3), except that A owns ten percent
of P’s stock. Because A’s indirect ownership
interest in L in his capacity as a 5-percent
owner of P is five percent or more, both A’s
30 percent direct ownership interest in L and
his seven percent indirect ownership interest
in L (10 percent ownership interest in P x P’s
70 percent ownership of L) are taken into ac-
count in determining his ownership interest
in L, without regard to L’s actual knowledge
or whether paragraph (k)(4) of this section
applies.

Example 5 See §1.382-3(a)(1)(ii) for addi-
tional examples with respect to the defini-
tion of an entity.

(5) Stock ownership presumptions in
connection with certain acquisitions, and
dispositions of loss corporation stock—(i)
In general. For purposes of this sec-
tion—

(A) If an individual owns less than
five percent of the stock of a loss cor-
poration during the testing period (ex-
cluding the testing date) and acquires
an amount of such stock so that the in-
dividual becomes a 5-percent share-
holder on the testing date, the loss cor-
poration may treat any interest in the
loss corporation owned by such indi-
vidual prior to that acquisition as
owned by a public group during the pe-
riod of such individual’s ownership of
that interest and as not owned by the
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5-percent shareholder during the same
period, and

(B) If a 5-percent shareholder’s per-
centage ownership interest in the loss
corporation is reduced to less than five
percent, the loss corporation may pre-
sume that the remaining stock owned
by such 5-percent shareholder imme-
diately after such reduction is the
stock owned by such shareholder for
each subsequent testing date having a
testing period that includes the date on
which the reduction occurred as long
as such shareholder continues to own
less than five percent of the stock of
the loss corporation. In that event,
such ownership interest shall be treat-
ed as owned by a separate public group
for purposes of the rules of paragraph
() (2)(vi) of this section.

(i) Example.

standing. All of the L stock is owned equally
by 40 unrelated, individual shareholders, in-
cluding A (who owns 2.5 percent of L stock).
Because no person owns as much as five per-
cent of L stock, Public L is the only 5-per-
cent shareholder of L. See paragraph (j)(1) of
this section. A purchases 5,000 shares of L
stock over a public stock exchange on June
8, 1989. The purchase is an owner shift. When
added to his ownership interest before that
date (the testing date), A owns 7,500 shares of
L stock (7.5 percent). Under paragraph
@ G)()(A) of this section, L may treat A and
Public L as having owned 0 percent and 100
percent, respectively, at all times prior to
June 8, 1989 (rather than having owned 2.5
percent by A and 97.5 percent by Public L,
even if L has actual knowledge of A’s less
than five percent ownership interest). The
increase in A’s stock ownership of L as of
June 8, 1989 thus would be 7.5 percentage
points, rather than 5.0 percentage points, for
purposes of determining whether an owner-
ship change occurs on that testing date and
any subsequent testing date.

(h) Constructive ownership of stock—(1)
In general. Subject to certain modifica-
tions set forth in this section and sec-
tion 382(1)(3), the constructive owner-
ship rules of section 318(a) generally
apply for purposes of determining own-
ership of loss corporation stock.

(2) Attribution from corporations, part-
nerships, estates and trusts—(i) In gen-
eral. Stock owned (directly or indi-
rectly) by an entity shall be attributed
to its owners—
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(A) Except as otherwise provided in
this section, by treating the stock at-
tributed pursuant to section 318(a)(2) as
no longer being owned by the entity
from which it is attributed, and

(B) If attribution is from a corpora-
tion, without regard to the 50 percent
stock ownership limitation contained
in section 318(a)(2)(C).

(i) Limitation on attribution from enti-
ties with respect to certain interests. Sec-
tion 318(a)(2) shall not apply to treat
the stock of the loss corporation that
is owned directly by a first tier entity
(or indirectly by any higher tier enti-
ty) as being indirectly owned by any
person that has an ownership interest
in the first tier entity (or any higher
tier entity) to the extent that such in-
terest is (or is attributable to)—

(A) Stock of any such entity that is
described in section 1504(a)(4),

(B) Any ownership interest in any
such entity that does not constitute
stock under paragraph (f)(18)(ii) of this
section, or

(C) If the entity is not a corporation,

any ownership interest in any such en-
tity that has characteristics similar to
the interests described in paragraph
(h)(2)(ii)(A) or (B) of this section.
The ownership interests described in
this paragraph (h)(2)(ii) shall not be
taken into account in determining a
person’s percentage ownership interest
in an entity under paragraph (f)(24) of
this section.

(iii) Limitation on attribution from cer-
tain entities. For purposes of this sec-
tion, except as provided in paragraphs
(k)(2) and (4) of this section, each of the
following shall be treated as an indi-
vidual who is unrelated to any other
owner (direct or indirect) of the loss
corporation—

(A) Any entity other than a higher
tier entity that owns five percent or
more of the loss corporation stock (de-
termined without regard to paragraph
(h)(2)(i)(A) of this section) on a testing
date, a first tier entity or the loss cor-
poration,

(B) A qualified trust described in sec-
tion 401(a),

(C) Any State, any possession of the
United States, the District of Colum-
bia, the United States (or any agency
or instrumentality thereof), any for-
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eign government, or any political sub-
division of any of the foregoing, and

(D) Any other person designated by
the Internal Revenue Service in the In-
ternal Revenue Bulletin.

Stock of a loss corporation that is
owned by any such person shall thus
not be attributed to any other person
for purposes of this section. See para-
graph (g)(2) of this section limiting at-
tribution from a first tier entity or a
higher tier entity to any person that is
not a 5-percent owner or a higher tier
entity.
(iv) Examples.

Example (1). All the stock of L is owned by
A. B and C respectively own 70 and 30 percent
of the outstanding P stock. P acquires 60
percent of the outstanding L stock from A
on July 1, 1988 (a testing date). After the ac-
quisition, P is a first tier entity and a higher
tier entity of L. B and C are each 5-percent
owners of P and also are 5-percent share-
holders of L having a 42 percent and 18 per-
cent stock ownership interest in L, respec-
tively, through the operation of the con-
structive ownership rules of paragraph (h) of
this section. Because B and C together have
increased their ownership in L by more than
50 percentage points during the testing pe-
riod ending on the testing date (60 percent on
the testing date and 0 percent prior thereto),
an ownership change occurs with respect to
L on July 1, 1988.

Example (2). The facts are the same as in
Example (1), except that B and C are not
shareholders in a corporation, but instead
are partners in a general partnership, E. B
and C respectively own 70 percent and 30 per-
cent of E. E acquires 60 percent of the L
stock on July 1, 1988. The results are the
same as in Example (1).

Example (3). The facts are the same as in
Example (1), except that the acquisition is ac-
complished in a transaction that qualifies
under section 351(a). In that transaction, HC
is formed through (i) a contribution of
money by P in exchange for 60 shares of HC
common stock and (ii) a contribution of all
the outstanding shares of L stock plus cash
by A in exchange for 40 shares of HC common
stock and 30 shares of HC preferred stock
that is described in section 1504(a)(4). The re-
spective values of each share of HC stock,
common and preferred, are equal. The stock
of L is attributed to A through his interest
in HC common stock, but not through his in-
terest in HC preferred stock (see paragraph
(h)(2)(ii)(A) of this section). Thus, A is treat-
ed as owning indirectly only 40 percent of L.
B and C are 5-percent shareholders of L hav-
ing indirect ownership interests in L of 42
percent and 18 percent, respectively, through
their ownership of HC common stock. The

467



§1.382-21

results are therefore the same as in Example

(OF

(3) Attribution to corporations, partner-
ships, estates and trusts. Except as oth-
erwise provided by regulation under
section 382 or by the Internal Revenue
Service in the Internal Revenue Bul-
letin, the rules of section 318(a)(3) shall
not apply in determining the ownership
of stock under this section.

(4) Option attribution—(i) In general.
Solely for the purpose of determining
whether there is an ownership change
on any testing date, stock of the loss
corporation that is subject to an option
shall be treated as acquired on any
such date, pursuant to an exercise of
the option by its owner on that date, if
such deemed exercise would result in
an ownership change. The preceding
sentence shall be applied separately
with respect to—

(A) Each class of options (i.e., options
with terms that are identical, issued by
the same issuer, and issued on the
same date) owned by each 5-percent
shareholder (or person who would be a
5-percent shareholder if the option
were treated as exercised), and

(B) Each 5-percent shareholder, each
owner of an option who would be a 5-
percent shareholder if the option were
treated as exercised, and each com-
bination of such persons.

(i) Examples.

Example (1). (i) A owns all of the 100 shares
of outstanding L stock. A grants options for
the purchase of his L stock, exercisable for
10 years from the date of issuance, in the fol-
lowing transactions: An option to B for four
shares (issued January 1, 1988), an option to
C for six shares (issued June 1, 1989), and an
option to D for 15 shares (issued July 30,
1989). On July 30, 1990, A sells 41 shares of his
L stock to BB.

(ii) Pursuant to paragraph (a)(2)(i) of this
section, the date on which each option is ac-
quired is a testing date. The issuance of op-
tions to acquire L stock to each of B, C, and
D is not treated as an acquisition of the un-
derlying stock on any such testing date since
such treatment with respect to any one of
the option owners (or any combination
thereof) would not have resulted in an own-
ership change on any of those testing dates.

(iii) The date on which BB acquires 41
shares also is a testing date. BB’s acquisition
of 41 percent of the L stock, taken together
with the shift in ownership that would result
if the options held by B, C and D were exer-
cised, would result in an ownership change,
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because the stock owned or treated as owned
by Public L (a group including only B, the
sole shareholder who owns less than five per-
cent of L stock), C, D and BB would have in-
creased by 66 percentage points (four, six, 15,
and 41 percentage points, respectively) dur-
ing the testing period. Subject to paragraph
(h)(4)(ix) of this section, the options are
treated as exercised and an ownership
change occurs on July 30, 1990, pursuant to
paragraph (h)(4)(i) of this section. Accord-
ingly, no new testing period can begin before
July 31, 1990. Under paragraph (h)(4)(x)(F) of
this section, the option attribution rules of
paragraph (h)(4)(i) of this section shall not be
applicable with respect to any of the options
owned by B, C, and D immediately before the
ownership change until such time, if any,
that such options are transferred to (or by) 5-
percent shareholder (or a person who would
be a 5-percent shareholder if such option
were exercised). In addition, the subsequent
exercise of any of those options by A, B, or
C (the persons owning such options imme-
diately before the ownership change) is dis-
regarded. See paragraph (h)(4)(vi) of this sec-
tion. Also see paragraph (h)(4)(viii) of this
section for the treatment of options that
lapse or are forfeited.

(iv) The facts are the same as in (i), except
that the sale of A’s 41 shares of L stock to
BB occurs on July 30, 1995. Because the op-
tions are treated as exercised and the related
stock is treated as acquired on the July 30,
1995 testing date, the results are the same as
described in (iii).

Example (2) (i) A owns all of the out-
standing 100 shares of the stock of L. On July
22, 1988, the value of A’s stock in L is $500
and the following agreements are entered
into: (i) A sells 40 shares of his L stock to B
for $200, (ii) in exchange for $10, A grants B
an option to acquire the balance of his L
stock for $305 at any time before July 22,
1992, and (iii) L grants A an option to acquire
100 shares of L stock at a price of $600 exer-
cisable until such time as B’s option is no
longer outstanding.

(i) If the stock subject to the options
owned by both A and B were treated as ac-
quired on the July 22, 1988 testing date, B
would have increased his ownership interest
in L by only 50 percentage points to 50 per-
cent ([40 shares purchased + 60 shares ac-
quired pursuant to the option]/200 out-
standing shares of L stock, including 100
shares deemed outstanding pursuant to the
option issued to A by L) as compared with 0
percent prior to July 22, 1988. In determining
whether the options with respect to the
stock of L would, if exercised, result in an
ownership change, paragraph (h)(4)(i)(B) of
this section requires that such options be
treated as exercised separately with respect
to each 5-percent shareholder, each person
who would be a 5-percent shareholder if the
option were treated as exercised or each
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combination of such persons. Therefore, by
treating the option owned by A as not having
been exercised and the option owned by B as
having been exercised, B’s interest in L in-
creases by 100 percentage points during the
testing period. An ownership change with re-
spect to L therefore results from the trans-
actions occurring on July 22, 1988.

(iii) Contingencies. Except as provided
in paragraph (h)(4)(x)(D) of this sec-
tion, the extent to which an option is
contingent or otherwise not currently
exercisable shall be disregarded for
purposes of this section.

(iv) Series of options. For purposes of
this section, an option to acquire an
option with respect to the stock of the
loss corporation, and each one of a se-
ries of such options, shall be considered
as an option to acquire such stock.

(v) Interests that are similar to options.
For purposes of this section,

(A) An interest that is similar to an
option includes, but is not limited to, a
warrant, a convertible debt instru-
ment, an instrument other than debt
that is convertible into stock, a put, a
stock interest subject to risk of for-
feiture, and a contract to acquire or
sell stock, and

(B) Any such interest shall be treated
as an option.

(vi) Actual exercise of options—(A) In
general. The actual exercise of any op-
tion in existence immediately before
and after an ownership change, wheth-
er or not the option was treated as ex-
ercised in connection with the owner-
ship change under paragraph (h)(4)(i) of
this section, shall be disregarded for
purposes of this section, but only if the
option is exercised by the 5-percent
shareholder (or person who would have
been a 5-percent shareholder if the op-
tions owned by such person had been
exercised immediately before the own-
ership change) who owned the option
immediately before and after such
ownership change.

(B) Actual exercise within 120 days of
deemed exercise. If the actual exercise of
an option occurs on or before the end of
the period which is 120 days after the
date on which the option is treated as
exercised under paragraph (h)(4)(i) of
this section, the loss corporation may
elect to treat paragraphs (h)(4)(i) and
(vi)(A) of this section as not applying
to such option and take into account
only the acquisition of loss corporation
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stock resulting from the actual exer-
cise of the option. An election under
this paragraph (h)(4)(vi)(B) shall have
no effect on the determination of
whether an ownership change occurs,
but shall apply only for the purpose of
determining the date on which the
change date occurs. An election under
this paragraph (h)(4)(vi)(B) shall be
made in the statement described in
paragraph (a)(2)(ii) of this section.

(vii) Effect of deemed exercise of options
on the outstanding stock of the loss cor-
poration—(A) Right or obligation to issue
stock. Solely for purposes of deter-
mining whether an ownership change
has occurred under paragraph (h)(4)(i)
of this section, the deemed exercise of
an option with respect to unissued
stock (or treasury stock) of a corpora-
tion shall result in a corresponding in-
crease in the amount of its total out-
standing stock.

(B) Right or obligation to acquire out-
standing stock by the loss corporation.
Solely for purposes of determining
whether an ownership change has oc-
curred under paragraph (h)(4)(i) of this
section, the deemed exercise of a right
to transfer outstanding stock to the
issuing corporation (or a right of the
issuing corporation to acquire its
stock) shall result in a corresponding
decrease in the amount of its total out-
standing stock.

(C) Effect on value of old loss corpora-
tion. The deemed exercise of an option
with respect to unissued stock (or
treasury stock) under paragraph
(h)(4)(i) of this section shall have no ef-
fect on the determination of the value
of the old loss corporation and the
computation of the section 382 limita-
tion. See section 382(1)(1)(B) dis-
regarding capital contributions made
during the two-year period preceding
the change date for purposes of com-
puting the section 382 limitation.

(viii) Options that lapse or are for-
feited. If an option that is treated as ex-
ercised under paragraph (h)(4)(i) of this
section lapses unexercised or the owner
of such option irrevocably forfeits his
right to acquire stock pursuant to the
option, the option shall be treated for
purposes of this section as if it never
had been issued. In that case, the loss
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corporation may file an amended re-
turn for prior years (subject to any ap-
plicable statute of limitations) if the
section 382 limitation was thus inappli-
cable. If paragraph (h)(4)(i) of this sec-
tion applied to an option (or options)
with respect to a taxable year for
which an income tax return has not
been filed by the date that the option
(or options) lapses or is irrevocably for-
feited, the loss corporation may treat
paragraph (h)(4)(i) of this section as in-
applicable to such option (or options).

(ix) Option rule inapplicable if pre-
change losses are de minimis. Paragraph
(h)(4)(i) of this section shall not apply
to treat the stock of the loss corpora-
tion as acquired by the owner of an op-
tion if, on a testing date, the amount
of pre-change losses (determined as if
the testing date were a change date
and treating the amount of any net un-
realized built-in loss as a pre-change
loss) is less than twice the amount de-
termined by multiplying.

(A) The value of the loss corporation
(as determined under section 382(e)) on
the testing date, by

(B) The long-term tax exempt rate
(as defined in section 382(f)) for the cal-
endar month in which the testing date
occurs.

(x) Options not subject to attribution.
Paragraph (h)(4)(i) of this section shall
not apply to—

(A) Long-held options with respect to
actively traded stock. Any option with
respect to stock of the loss corporation
which stock is actively traded on an es-
tablished securities market (within the
meaning of section 1273(b)) for which
market quotations are readily avail-
able, if such option has been continu-
ously owned by the same 5-percent
shareholder (or a person who would be
a 5-percent shareholder if such option
were exercised) for at least three years,
but only until the earlier of such time
as—

(1) The option is transferred by or to
a 5-percent shareholder (or a person
who would be a 5-percent shareholder if
such option were exercised), or

(2) The fair market value of the stock
that is subject to the option exceeds
the exercise price for such stock on the
testing date. For purposes of this para-
graph (h)(4)(x)(A), options with respect
to the stock of a loss corporation that
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are assumed (or substituted) in a reor-
ganization and converted into options
with respect to the stock of another
party to the reorganization shall not
be treated as transferred, provided that
there are no changes in the terms of
the options, other than that the stock
that may be acquired pursuant to the
option is that of another party to the
reorganization and that the amount of
stock subject to the option is adjusted
only to reflect the exchange ratio for
the exchange of stock of the loss cor-
poration in the reorganization.

(B) Right to receive or obligation to
issue a fixed dollar amount of value of
stock upon maturity of certain debt. Any
right to receive or obligation to issue
stock pursuant to the terms of a debt
instrument that, in economic terms, is
equivalent to nonconvertible debt be-
cause the right to receive stock of the
issuer of a fixed dollar amount is based
upon the fair market value for such
stock determined at or about the date
the stock is transferred pursuant to
such right or obligation (i.e.,, the
amount of the stock transferred pursu-
ant to the option is equal to a fixed
dollar amount, divided by the value of
each share of such stock at or about
the date of the stock transfer). This
paragraph (h)(4)(x)(B) shall not apply if
the method for determining the fair
market value of the stock of the issuer
is intended to or, in fact, provides the
owner of the debt instrument with a
participation in any appreciation of
any stock of the issuer.

(C) Right or obligation to redeem stock
of the loss corporation. Any right or ob-
ligation of the loss corporation to re-
deem any of its stock at the time such
stock is issued, but only to the extent
such stock is issued to persons who are

not 5-percent shareholders imme-
diately before the issuance.
(D) Options exercisable only upon

death, disability or mental incompetency.
Any option entered into between own-
ers of the same entity (or an owner and
the entity in which the owner has a di-
rect ownership interest) with respect
to such owner’s ownership interest in
the entity that is exercisable only upon
the death, complete disability or men-
tal incompetency of such owner.

(E) Right to receive or obligation to
issue stock as interest or dividends. Any
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right to receive or obligation to issue
stock of a corporation in payment of
interest or dividends by the issuing
corporation. (For an example illus-
trating this exception, see paragraph
()(2)(iv)(B) of this section.)

(F) Options outstanding following an
ownership change—(1) In general. Any
option in existence immediately before
and after an ownership change, wheth-
er or not the option was treated as ex-
ercised in connection with the owner-
ship change under paragraph (h)(4)(i) of
this section, but only so long as the op-
tion continues to be owned by the 5-
percent shareholder (or person who was
treated as a 5-percent shareholder) who
owned the option immediately before
and after such ownership change.

<(2) Example (i) A, B, C and D own all of the
outstanding stock of L. A owns 70 shares of L
stock and each of B, C and D own 10 shares of
L stock. On July 12, 1988, L issues warrants to
each of its shareholders entitling them to ac-
quire an additional 8.5 shares of L stock for
each share of stock owned. (ii) If B, C and D,
but not A, each exercise their respective
rights to acquire an additional 85 shares of L
stock (10 shares x 8.5 shares that may be ac-
quired for each share owned) on July 12, 1988,
their combined ownership interest in L on
that date would exceed 80 percent (255 shares
deemed to be acquired + 30 shares actually
owned)/355 shares outstanding (actual and
deemed)). B, C and D thus would increase
their ownership interest in L by 50.3 percent-
age points during the testing period, causing
an ownership change, because, under para-
graph (h)(4)(i)(B) of this section, the options
are treated as exercised if the exercise would
cause an ownership change.

(iii) Following the ownership change, para-
graph (h)(4)(i) of this section applies to pre-
vent A’s right to acquire 595 shares of L
stock (70 shares x 8.5 shares that may be ac-
quired for each share owned) or the rights
held by B, C, or D, to be treated as exercised
on any subsequent testing date, except to
the extent that those rights are transferred.
To the extent any of those options are trans-
ferred following the ownership change, para-
graph (h)(4)(i) of this section will apply to
any such options on the date of the transfer
and on any subsequent testing date.

(G) Right to acquire loss corporation
stock pursuant to a default under a loan
agreement. Any right to acquire stock
of a corporation by a bank (as that
term is defined in section 581), an in-
surance company (as that term is de-
fined in §1.801-3(a)), or a trust qualified
under section 401(a) solely as the result
of a default under a loan agreement en-
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tered into in the ordinary course of the
trade or business of such bank, life in-
surance company or qualified trust.

(H) Agreement to acquire or sell stock
owned by certain shareholders upon re-
tirement. Any option entered into be-
tween noncorporate owners of the same
entity (or a noncorporate owner and
the entity in which the owner has a di-
rect ownership interest) with respect
to such owner’s ownership interest in
the entity, but only if each of such
owners actively participate in the man-
agement of the entity’s trade or busi-
ness, the option is issued at a time that
the loss corporation is not a loss cor-
poration and the option is exercisable
solely upon the retirement of such
owner. An option with terms described
in both this paragraph (h)(4)(x)(H) and
in paragraph (h)(4)(x)(D) of this section
shall also not be subject to paragraph
(h)(4)(i) of this section.

(1) [Reserved]

(J) Title 11 or similar case. See §1.382-
9(0o) which excepts certain options cre-
ated by or under a plan of reorganiza-
tion in a title 11 or similar case from
the operation of paragraph (h)(4)(i) of
this section.

(K)-(Y) [Reserved]

(xi) Certain transfers of options dis-
regarded. Transfers of options between
persons who are not 5-percent share-
holders (and between members of sepa-
rate public groups resulting from the
application of the segregation rules of
paragraphs (j)(2) and (3)(iii) of this sec-
tion) are not taken into account.
Transfers of options in any of the cir-
cumstances described in  section
382(1)(3)(B) are also disregarded and the
transferee shall be treated as having
owned the option for the period that it
was owned by the transferor.

(xii) Exercise of an option that has not
been treated as stock. The acquisition of
stock pursuant to the actual exercise
of an option (other than an option de-
scribed in paragraph (h)(4)(vi)(A) of
this section) shall not be disregarded.

(xiii) Effective date. See paragraph
(m)(4)(vi) of this section for special
rules regarding the effective date of
the provisions of this paragraph (h)(4).

(5) Stock transferred under certain
agreements. Notwithstanding paragraph
(h)(4) of this section, no shift results
solely because under section 1058(a)—
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(i) A shareholder transfers stock of a
corporation pursuant to an agreement
that meets the requirements of section
1058(b), or

(if) A person having rights under
such an agreement exchanges those
rights for stock identical to the stock
transferred pursuant to the agreement.

(6) Family attribution. For purposes of
this section—

(i) Paragraphs (1) and (5)(B) of sec-
tion 318(a) shall not apply,

(ii) An individual and all members of
his family described in section 318(a)(1)
shall be treated as one individual,

(iii) Subject to paragraph (k)(2) of
this section, paragraph (h)(6)(ii) of this
section shall not apply to members of a
family who, without regard to that
paragraph (h)(6)(ii), would not be 5-per-
cent shareholders, and

(iv) If under paragraph (h)(6)(ii) of
this section, an individual may be
treated as a member of more than one
family, and each family that is treated
as one individual is a 5-percent share-
holder (or would be treated as a 5-per-
cent shareholder if such individual
were treated as a member of such fam-
ily), then such individual shall be
treated only as a member of the family
that results in the smallest increase in
the total percentage stock ownership
of the 5-percent shareholders on the
testing date and shall not be treated as
the member of any other family.

(i) [Reserved]

(J) Aggregation and segregation rules.
For purposes of this section, except as
provided in paragraphs (k)(2) and (4) of
this section—

(1) Aggregation of public shareholders
and public owners into public groups—(i)
Public group. Under this paragraph (j),
a loss corporation or other entity can
be treated as owned, in whole or in
part, by one or more public groups. A
public group can include public share-
holders, public owners, and 5-percent
owners who are not 5-percent share-
holders of the loss corporation.

(i) Treatment of a public group that is
a b5-percent shareholder. Each public
group that is treated as a 5-percent
shareholder under paragraph (g)(1)(ii),
(iif) or (iv) of this section shall be
treated as one individual. See para-
graph (J)(2)(iv) for a rule combining
certain de minimis public groups.
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(iii) Presumption of no cross-ownership.
The public owners, 5-percent owners
who are not 5-percent shareholders and
public shareholders in any public
group, subject to paragraphs (j)(2)(iii),
(k)(2) and (k)(4) of this section, are pre-
sumed not to be members of any other
public group. It also is presumed that
each such person is unrelated to all
other shareholders (direct and indirect)
of the loss corporation. See paragraph
(h)(6)(iii) of this section. The members
of a public group that exists by virtue
of its direct ownership interest in an
entity are presumed not to be members
(and not to be related to a member) of
any other public group that exists at
any time by virtue of its direct owner-
ship interest in any other entity. To
the extent that the presumptions
adopted in this paragraph (j)(1)(iii) are
not applicable because the loss cor-
poration has actual knowledge of facts
to the contrary and is thus subject to
paragraph (k)(2) of this section, public
shareholders, public owners and 5-per-
cent owners who are not 5-percent
shareholders may be aggregated into
additional public groups.

(iv) ldentification of the public groups
treated as 5-percent shareholders—(A)
Analysis of highest tier entities. The loss
corporation must identify first tier en-
tities and higher tier entities in order
to identify any highest tier entities
that must be identified under para-
graph (k)(3) of this section. The loss
corporation must then identify any 5-
percent owners of each such highest
tier entity who indirectly own, at any
time during the testing period, five
percent or more of the loss corporation
through the ownership interest in such
highest tier entity. Under paragraph
(@)()(1)(B) of this section, any such 5-
percent owner is a 5-percent share-
holder. See paragraph (k)(3) of this sec-
tion for rules explaining the extent of
the obligation of the loss corporation
to determine the identity of its share-
holders. Each person who has an owner-
ship interest in any highest tier entity
and who is not treated as a 5-percent
shareholder (i.e., persons who are pub-
lic owners or 5-percent owners who are
not 5-percent shareholders) is a mem-
ber of the public group of that highest
tier entity. A public group, so identi-
fied, that indirectly owns five percent
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or more of the loss corporation on the
testing date is treated under paragraph
(9)(1)(ii) of this section as a 5-percent
shareholder. If the public group so
identified owns less than five percent
of the loss corporation on the testing
date, such public group is treated as
part of the public group of the next
lower tier entity.

(B) Analysis of other higher tier entities
and first tier entities. The analysis and
aggregation of public groups described
in paragraph (j)(1)(iv)(A) of this section
is repeated for any next lower tier enti-
ty and successively for any next lower
tier entity of any entity described in
this paragraph (j)(1)(iv)(B) until ap-
plied to each first tier entity.

(C) Aggregation of the public share-
holders. The public shareholders are ag-
gregated and, under paragraph
(9)(1)(iii) of this section, are treated as
a public group that is a 5-percent
shareholder without regard to whether
such group, at any time during the
testing period, owns five percent or
more of the loss corporation. For this
purpose, if the public group of any first
tier entity indirectly owns less than
five percent of the loss corporation on
the testing date, and is thus not treat-
ed as a 5-percent shareholder, but is
treated as part of the public group of
the loss corporation under paragraph
(3 @Q)(iv)(A) or (B) of this section, the
ownership interest of that group is in-
cluded in the public group of the loss
corporation referred to in the pre-
ceding sentence.

(v) Appropriate adjustments. A loss
corporation may apply the principles of
paragraph (g)(5) of this section with re-
spect to—

(A) Any public group that is treated
as a 5-percent shareholder on the test-
ing date if such public group, at any
time during the testing period, was
treated as part of the public group of
the next lower tier entity, or

(B) Any public group that is treated
as part of the public group of a next
lower tier entity if such public group,
at any time during the testing period,
was part of the public group of a higher
tier entity that was treated as a 5-per-
cent shareholder and had a direct or in-
direct ownership interest in such lower
tier entity.

(vi) Examples.
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Example (1) (i) All of the stock of L is
owned by 1,000 shareholders, none of whom
own as much as five percent of L stock
(“Public L”). All of the stock of P is owned by
150,000 shareholders, none of whom own as
much as five percent of P stock (“Public P”).
Between July 12, 1988 and August 13, 1988, P
purchases all of the L stock through a series
of transactions on the public stock exchange.
P’s percentage of direct stock ownership in L
increases from 4.9 percent to five percent on
July 15, 1988, and from 50 percent to 51 per-
cent on July 30, 1988.

(ii) Before July 15, 1988, P is a public share-
holder of L. On and after July 15, 1988, P is
a first tier entity (and a highest tier entity)
of L. Accordingly, under the rules of para-
graph (j)(1) of this section, Public P, on and
after July 15, 1988, is treated as a public
group that is a 5-percent shareholder. Each
acquisition by P on and after such date af-
fects the percentage of L stock that is owned
by Public P and thus constitutes an owner
shift.

(iii) Immediately after the transaction on
July 30, 1988, P owns 51 percent of L stock.
Under paragraph (j)(1)(iv)(A) of this section,
Public P thus owns 51 percent of L. Under
paragraph (j)(1)(iv)(C) of this section, Public
L, the public group that includes the public
shareholders of L, is treated as a 5-percent
shareholder that owns 49 percent of L. Under
paragraph (j)(1)(iii) of this section, Public L
and Public P are presumed not to have any
common members and it is also presumed
that no member of either public group is re-
lated to any other member of either of the
two public groups.

(iv) Assuming that the presumption pro-
vided in paragraph (j)(1)(iii) of this section
(i.e., that no person owns stock in both P and
L) is not rebutted to any extent, Public P is
treated as a 5-percent shareholder whose
stock ownership in L, as of the July 30, 1988
testing date, has increased by 51 percentage
points over its lowest percentage of stock
ownership in L at any time during the test-
ing period (0 percent prior to July 12, 1988).
Accordingly, an ownership change with re-
spect to L occurs as a result of P’s acquisi-
tion on July 30, 1988. L is thus a new loss cor-
poration and its pre-change losses are sub-
ject to limitation under section 382.

Example (2) (i) All of the stock of P is
owned by 1,000 unrelated shareholders, none
of whom owns as much as five percent of P
stock. L, is a wholly owned subsidiary of P.
On January 2, 1988, P distributes all of the L,
stock pro rata to its shareholders.

(i) Prior to the stock distribution, the
public owners of P are members of a public
group (“Public P”) that is treated as a 5-per-
cent shareholder owning 100 percent of the
stock of L.

See paragraph (J)(1)(iv)(A) of this section.
Following the stock distribution to the P
shareholders, L; is owned by 1,000 public
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shareholders that are members of a public
group (“Public L,”) that is treated as a 5-per-
cent shareholder owning 100 percent of the
stock of L,. See paragraph (j)(1)(iv)(C) of this
section.

(iii) Public P and Public L, are treated as
unrelated, individual 5-percent shareholders
under paragraph (j)(1)(iii) of this section. Al-
though the members of one public group are
presumed not to be members of any other
public group under paragraph ()(1)(iii) of
this section, L, has actual knowledge that
all of its public shareholders immediately
following the distribution (Public L;) re-
ceived L, stock pro rata in respect to the
outstanding P stock and thus were also
members of Public P. Applying paragraph
(k)(2) of this section, the loss corporation
may take into account the identity of owner-
ship interests between Public L, and Public
P to establish that Public L, did not increase
its percentage ownership in L;. Accordingly,
the transaction would not constitute an
owner shift.

Example (3) (i) The facts are the same as in
Example (1) of paragraph (g)(4) of this sec-
tion. Thus, 20 percent of L stock is owned by
A, 10 percent is owned by P;, 20 percent is
owned by E, a joint venture, and the remain-
ing 50 percent of L stock is owned by Public
L. P, is owned 15 percent by B and 85 percent
by Public P,. E is owned 30 percent by P, and
70 percent by P3, which are owned by Public
P, and Public P3, respectively. See Example
(1)(ii) of paragraph (g)(4) of this section for a
chart illustrating this ownership structure.

(ii) The public owners of P, and P5; (Public
P, and Public P3, respectively), are public
groups that are treated as 5-percent share-
holders of L, because each such public group
indirectly owns five percent or more of L
stock (six percent by Public P, [(30 percent
ownership of E)x(20 percent ownership of L)]
and 14 percent by Public P; [(70 percent own-
ership of E)x(20 percent ownership of L)]).
The public owners of P, (“Public P,”), who in-
directly own 8.5 percent of L stock [(85 per-
cent ownership of P;)x(10 percent ownership
of L)] and B, who indirectly owns 1.5 percent
of L and is thus included in Public P, under
paragraph ()(1)(iv)(A) of this section, are
members of a public group that is treated as
a 5-percent shareholder of L that owns ten
percent of L stock. Finally, the public group
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of L (“Public L") is a 5-percent shareholder
that owns 50 percent of L. Accordingly, A,
Public L, Public P, (including B), Public P,,
and Public P; are the only 5-percent share-
holders of L.

Example (4) (i) The facts are the same as
Example (3) above, except that P; is owned 60
percent by C, 30 percent by P4, and 10 percent
by P;. The stock of P4 is publicly traded and
is owned by Public P4. The facts are thus the
same as in Example (2) in paragraph (g)(4) of
this section. See Example (2)(ii) of paragraph
(9)(4) of this section for a chart illustrating
this ownership structure.

(ii) The public owners of P4 (a highest tier
entity) are members of a public group that
indirectly owns 4.2 percent of L ([30 percent
ownership of P;3]x[70 percent ownership of
E]x[20 percent ownership of L]). For purposes
of identifying public groups that are 5-
.percent shareholders, L is not required to
identify P, as a highest tier entity under
paragraph (k)(3) of this section because P.
does not own five percent or more of L stock.
Moreover, under paragraph (h)(2)(iii) of this
section, P, generally is treated as an indi-
vidual from which there is no attribution of
loss corporation stock. The public group of
P; (including P4) indirectly owns 5.6 percent
of L ([40 percent of P;]x[70 percent ownership
of E]x[20 percent of L]), and is thus a 5-per-
cent shareholder of L. The public groups of
P, and P, (both Public P, and B), respec-
tively, also own five percent or more of L
stock and are thus 5-percent shareholders of
L. In addition, the public group of L is a 5-
percent shareholder regardless of whether it
owns five percent of L stock. Accordingly, A,
Public L, Public P; (including P,), Public P,
and Public P, (including B), are the only 5-
percent shareholders of L.

Example (5)(i) On September 4, 1987, L is
owned 14 percent by each of A and B, 30 per-
cent by each of P, and P,, four percent by
each of C and P;, and two percent by each of
D and AA. P; is owned 30 percent by each of
A, B, and P4 and 10 percent by D. P, is owned
70 percent by A, 10 percent by each of B and
D, six percent by DD and four percent by C.
AA owns 100 percent of the stock of Ps. P4 is
owned 60 percent by C and 20 percent by each
of BB and CC.

(i) The ownership structure of L is illus-
trated by the following chart:
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(iii) In order to identify L’s 5-percent mining whether an ownership change occurs

shareholders and their respective ownership
interests in L on September 4, 1987, the rules
of paragraph (j)(1) of this section apply to
identify the public groups that are treated as
separate 5-percent shareholders. Analysis be-
gins with any highest tier entity, such as P..
Each of P.'s shareholders is a 5-percent
owner of P4. C4 owns 5.4 percent of L in his
capacity as a 5-percent owner of P, and
therefore is a 5-percent shareholder. Not-
withstanding that C actually owns, directly
and by attribution, 10.6 percent of L (four
percent directly, 5.4 percent indirectly
through P4, and 1.2 percent through P,), C’s
ownership interest in L as a 5-percent share-
holder is presumed to include only the 5.4
percent indirect ownership through P..
(Under paragraphs (g) and (k)(2) of this sec-
tion, however, L must account for C’s direct
and indirect ownership interests in deter-

on any testing date if it has actual knowl-
edge of such ownership on or berfore the date
that its income tax return is filed for the
taxable year that includes the testing date).
Although BB and CC are each 5-percent own-
ers of P4, they are not 5-percent shareholders
and therefore are members of the public
group of P4. Because the public group of P4
indirectly owns only 3.6 percent of L, it is
treated under paragraph (j)(1)(iv)(A) of this
section as part of the public group of the
next lower tier entity, P;.

(iv) With respect to P, a first tier entity,
each of its shareholders are 5-percent own-
ers. Because A and B each indirectly own
nine percent of L as 5-percent owners of P,
and A indirectly owns 21 percent of L as a 5-
percent owner of P,, they are each 5-percent
shareholders without regard to their direct
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ownership interests in L. A’s ownership in-
terest in L as a 5-percent shareholder is 44
percent (14 percent directly, nine percent in
his capacity as a 5-percent owner of P,, and
21 percent in his capacity as a 5-percent
owner of P,). B’s ownership interest in L as
a 5-percent shareholder is 23 percent (14 per-
cent directly and nine percent in his capac-
ity as a 5-percent and nine percent in his ca-
pacity as a 5-percent owner of P,). B’s owner-
ship interest as a 5-percent shareholder does
not include the three percent interest he
owns indirectly through P.. (Under para-
graphs (g) and (k)(2) of this section, however,
L must account for B’s direct and indirect
ownership interests, including his three per-
cent interest through P,, in determining
whether an ownership change occurs on any
testing date if L has actual knowledge of
such ownership on or before the date that its
income tax return is filed for the taxable
year that includes the testing date.) D is a 5-
percent owner of P,. Although D owns eight
percent of L (two percent directly, three per-
cent indirectly through P;, and three percent
indirectly through P»), he is not a 5-percent
shareholder because he does not own five
percent or more of L stock either directly or
in his capacity as a 5-percent owner of either
P, or P,. (Under paragraphs (g) and (k)(2) of
this section, however, L must account for
D’s direct and indirect ownership interests in
determining whether an ownership change
occurs on any testing date to the extent L
has actual knowledge of such ownership
amounting to five percent or more of L stock
before the date that its income tax return is
filed for the taxable year that includes the
testing date.) The public group of P, (com-
prised of the public group of P, and D’s di-
rect ownership interest in P,) has a 6.6 per-
cent interest in L and is therefore treated as
a separate 5-percent shareholder.

(v) With respect to highest tier entity P,, D
is a 5-percent owner who is not a 5-percent
shareholder for the reason described in the
preceding subdivision. DD is a 5-percent
owner of P,, who is not a 5-percent share-
holder, because DD indirectly owns only 1.8
percent of L. Assuming that L does not have
actual knowledge of B’s and C’s direct own-
ership interest in P,, those interests are ac-
counted for in computing the ownership in-
terest are accounted for in computing the
ownership interest of the public group of P..
Therefore, each of P,’s shareholders, except
A who is a 5-percent shareholder in his ca-
pacity as a 5-percent owner of P,, are treated
as members of the public group of P, that
owns nine percent of L and is thus treated as
a separate 5-percent shareholder.

(vi) Because the direct ownership interest
of P; is less than five percent, it is a public
shareholder. Therefore, assuming that L does
not have actual knowledge of C’s, D’s, or
AA’s direct and/or indirect ownership inter-
ests in L, the public group of L is a separate
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5-percent shareholder owning 12 percent of L
(comprised of the direct ownership interests
of C, D, AA and P3).

(2) Segregation rules applicable to
transactions involving the loss corpora-
tion—(i) In general. For purposes of this
section, if—

(A) A transaction is described in
paragraph (j)(2)(iii) of this section, and

(B) The loss corporation has one or
more direct public groups immediately
before and after the transaction,

the stock owned by such direct public
group or groups is subject to the seg-
regation rules described in paragraph
@(J)(2)(iii) of this section for purposes of
determining whether an ownership
change has occurred on the date of the
transaction (and on any subsequent
testing date with a testing period that
includes the date of such transaction).
See paragraph (j)(3) of this section for
the application of the rules of this
paragraph (j)(2) to transactions involv-
ing first tier entities or higher tier en-
tities.

(ii) Direct public group. For purposes
of this section, a direct public group is
any public group of the loss corpora-
tion described in paragraph (j)(1)(iv)(C)
of this section or any public group of
the loss corporation resulting from the
application of paragraph (j)(2)(iii) or
(J)(3)(i) of this section.

(iii) Transactions to which segregation
rules apply—(A) In general. The segrega-
tion rules of this paragraph (j)(2)(iii)
apply to any transaction described in
paragraph (§)(2)(iii)(B), (C), (D), (E), or
(F) of this section in the manner speci-
fied. The presumptions adopted by this
paragraph (j)(2)(iii) shall not apply
only if, and to the extent that, the loss
corporation either has actual knowl-
edge of facts to the contrary regarding
its stock ownership and is thus subject
to paragraph (k)(2) of this section, or is
subject to paragraph (k)(4) of this sec-
tion. Any direct public group that is
required to be identified as a result of
a transaction described in paragraph
()(2)(iii) of this section shall be treated
as a 5-percent shareholder under para-
graph (g)(1)(iv) of this section without
regard to whether such group, at any
time during the testing period, owns
five percent or more of the loss cor-
poration stock. To the extent that the
presumptions are rebutted, the public
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shareholders, public owners and 5-per-
cent owners who are not 5-percent
shareholders may be aggregated into
additional public groups. For an excep-
tion applicable to certain regulated in-
vestment companies, see §1.382-3(k)(1).

(B) Certain equity structure shifts and
transactions to which section 1032 ap-
plies—(1) In general. In the case of—

(i) A transaction that is an equity
structure shift that also is described in
section 381(a)(2) and in which the loss
corporation is a party to the reorga-
nization, or

(ii) A transfer of the stock of the loss
corporation (including treasury stock)
by the loss corporation in any other
transaction to which section 1032 ap-
plies,
each direct public group that exists im-
mediately after such transaction shall
be segregated so that each direct public
group that existed immediately before
the transaction is treated separately
from the direct public group that ac-
quires stock of the loss corporation in
the transaction. The direct public
group that acquires stock of the loss
corporation in the transaction is pre-
sumed not to include any members of
any direct public group that existed
immediately before the transaction.
For purposes of this paragraph
(3 (@)(iii)(B), a person is treated as ac-
quiring stock of the loss corporation in
a reorganization as the result of the
person’s ownership interest in another
corporation that succeeds to the loss
corporation’s pre-change losses (deter-
mined as if the testing date were the
change date and treating the amount
of any net unrealized built-in loss as a
pre-change loss) in a transaction to
which section 381(a)(2) applies. In de-
termining whether a transaction is de-
scribed in section 1032 for purposes of
this paragraph (j)(2)(iii)(B), the trans-
fer by the loss corporation of any inter-
est not constituting stock that is
treated as stock under paragraph
(F)(18)(iii) of this section shall be treat-
ed as the transfer of stock. See §1.382-
3(j) for exceptions to the segregation
rules of this paragraph (j)(2)(iii)(B)(1).

(2) Examples.

Example (1) (i) P, owns 60 percent of the
stock of L. The remaining L stock (40 per-
cent) is owned by Public L. A owns 40 per-
cent of the P, stock. The remaining P, stock
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(60 percent) is owned by Public P;. P, is a
publicly traded corporation owned by share-
holders who each own less than five percent
of P, stock (Public P>).

(i) On May 22, 1988, L merges into P, in a
transaction described in section 368(a)(1)(A),
with the shareholders of L receiving an
amount of P, stock equal to 70 percent of the
value of P, immediately after the reorga-
nization.

(iii) Immediately before the merger, L’s 5-
percent shareholders were Public L (40 per-
cent), Public P, (36 percent), and A (24 per-
cent). Although the shareholders of P, (im-
mediately before the merger) do not acquire
any stock in the merger, they are treated as
acquiring a direct ownership interest in the
loss corporation in the reorganization be-
cause P, succeeds to the pre-change losses of
L in a transaction to which section 381(a)(2)
applies. As a result of the merger, which con-
stitutes a  transaction  described in
(3)@)(1ii)(B)(1) of this section, L’s direct pub-
lic group, Public L, must be segregated from
the direct public group that would otherwise
exist after the transaction (Public L and
Public P,). Public L, the direct public group
that exists before the merger, has a con-
tinuing 28 percent interest in the loss cor-
poration [70 percent of P, shares received in
the merger x 40 percent shares of L owned
prior to the merger] that must be segregated
from the interests acquired by Public P».

(iv) In addition, Public P, which owns five
percent or more of the stock of P, through
P,’s ownership interest in P,, also is seg-
regated from any other public group (i.e.,
both Public L and Public P,) under para-
graph (j)(1) of this section. Therefore, under
paragraphs (j)(1) and (2) of this section, Pub-
lic P> (excluding the members of Public L
and Public P, immediately before the merg-
er) is treated as a separate public group and
5-percent shareholder.

(v) The only 5-percent shareholder whose
interest in the loss corporation, P, has in-
creased during the testing period is Public
P,. Its interest has increased by 30 percent-
age points. Accordingly, no ownership
change results from the merger. For pur-
poses of measuring the shift in ownership of
P> on any subsequent testing date with a
testing period that includes May 22, 1988 (the
date on which L merged into P,), Public P,
will continue to be treated as a direct public
group, separate from Public L (the members
of which own P, stock as a result of the
merger) and Public P;.

Example (2) (i) P and L are each owned by
21 equal shareholders. Each of 14 of the
shareholders of P and L are owners of both
corporations (“common owners”). L has ac-
tual knowledge of this cross ownership.
therefore, as a group, these persons own 66%s
percent of each of P and L. P stock has a
value of $600 and L stock has a value of $400.
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(i) P merges into L wunder section
368(a)(1)(A) on June 10, 1988. Ordinarily, the
direct public group of L that exists imme-
diately before the transaction would be seg-
regated from the direct public group that ac-
quires stock in the merger (the public group
of P immediately before the merger). In view
of the common ownership of P and L, how-
ever, a third group may be created under
paragraph (j)(2)(iii)(A) of this section so that
L’s owners following the merger would be:
The common owners (66% percent), Public L,
less the common owners, 13 1/3 percent), and
Public P, less the common owners (20 per-
cent). Accordingly, the only 5-percent share-
holder increasing its ownership interest by
20 percentage points and no ownership
change occurs as a result of the merger.

Example (3) (i) L is entirely owned by Pub-
lic L. L commences and completes a public
offering of common stock on January 22,
1988, with the result that its outstanding
stock increases from 100,000 shares to 300,000
shares. No person owns as much as five per-
cent of L stock following the public offering.

(i) The public offering of L stock is a
transaction to which section 1032 applies.
Immediately before the public offering, L’s
only 5-percent shareholder was Public L, a
direct public group. Therefore, Public L (as
in existence immediately before the trans-
action) must be segregated from the direct
public group that would otherwise exist im-
mediately after the transaction. Under para-
graph (J)(2)(iii)(B)(1) of this section, the ac-
quisition of 200,000 shares of L stock in the
public offering must be treated as acquired
by a direct public group (“New Public L”)
that is separate from Public L. Each such
public group is treated as an individual that
is a separate 5-percent shareholder. See para-
graphs (g)(1)(iv) and (j)(1)(ii) of this section.

(iii) As a result of the public offering, L has
two 5-percent shareholders, Public L and
New Public L, which own 33% percent and
66%s percent of the stock of L, respectively.
Because the members of New Public L are
presumed not to be members of Public L (and
not to be related to any such members), the
ownership interest of New Public L imme-
diately prior to the offering of stock was 0
percent.

(iv) New Public L is a 5-percent shareholder
that has increased its ownership interest in
L by more than 50 percentage points during
the testing period (by 66% percentage
points). Thus, there is an ownership change
with respect to L. For purposes of subse-
quent transactions, Public L and New Public
L will not be segregated into two public
groups because a new testing period com-
mences on the day following the change
date, January 23, 1988 (i.e., any subsequent
testing date will not have a testing period
that includes the date of the public offering).

Example (4) The facts are the same as in Ex-
ample (3), but L establishes that 60,000 shares
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of the newly issued L stock were acquired by
its shareholders of record on the date of the
stock issuance (i.e., members of Public L, re-
ferred to as Acquiring Public L) by persons
owning 27 percent of the L stock imme-
diately before the stock issuance. Accord-
ingly, L has actual knowledge that New Pub-
lic L acquired no more than 140,000 shares of
L stock in the public offering. Under para-
graphs (j)(2)(iii) and (k)(2) of this section,
New Public L may be treated as having in-
creased its ownership interest in L by 46%
percentage points (140,000 shares acquired in
the offering/300,000 shares outstanding). L
also has actual knowledge that the members
of Public L owning 27 percent of L stock im-
mediately before the stock issuance (27,000
shares/100,000 shares outstanding) own 29 per-
cent of L stock immediately after such
issuance ([27,000 shares + 60,000 shares ac-
quired in the offering]/300,000 shares out-
standing). Assuming that L chooses to take
its actual knowledge into account for pur-
poses of determining whether an ownership
change occurred on January 22, 1988, Public
L is segregated into two direct public groups
immediately before the stock issuance so
that the two percentage point increase in the
ownership interest in L by Acquiring Public
L is taken into account. The total increased
ownership interest in L by New Public L and
Acquiring Public L on the testing date over
their lowest ownership interest during the
testing period is 48 2/3 percent. Thus, no own-
ership change occurs with respect to L.

Example (5) (i) L is owned entirely by 10,000
unrelated individuals, none of whom own as
much as five percent of L stock (“Public L”).
P is owned entirely by 1,500 unrelated indi-
viduals, none of whom own as much as five
percent of P stock (“Public P”). On December
22, 1988, L acquires all of the P stock from
Public P in exchange for L stock rep-
resenting 25 percent of the value of L, in a
transaction described in section 368(a)(1)(B).

(i) Under paragraph (j)(2)(iii)(B)(1) of this
section, Public L, the direct public group
that owns L stock immediately before and
after the transaction to which section 1032
applies, is treated separately from Public P,
the direct public group that acquires L stock
in the transaction. Because Public P’s per-
centage ownership interest in L increases to
only 25 percent (as compared with 0 percent
before the acquisition), no ownership change
occurs. For purposes of determining whether
an ownership change occurs on any testing
date with a testing period that includes De-
cember 22, 1988, Public L and Public P will
continue to be treated as separate 5-percent
shareholders.

(iii) See Example (4) in paragraph (j)(3)(iv)
of this section for the application of para-
graph (j)(2)(iii)(B) of this section to a reorga-
nization under section 368(a)(1)(B) in which
the loss corporation is acquired.
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(C) Redemption-type transactions—(1)
In general. In the case of a transaction
in which the loss corporation acquires
its stock in exchange for property,
each direct public group that exists im-
mediately before the transaction shall
be segregated at that time (and there-
after) so that the stock that is ac-
quired in the transaction is treated as
owned by a separate public group from
each public group that owns the stock
that is not acquired. For purposes of
the preceding sentence, the term prop-
erty shall include stock described in
section 1504(a)(4) and stock described in
paragraph (f)(18)(ii) of this section.
Each direct public group that owned
the stock that is acquired in the trans-
action is presumed not to own any such
stock immediately after the trans-
action.

(2) Examples.

Example (1). L is entirely owned by Public
L. There are 500,000 shares of L stock out-
standing. On July 12, 1988, L acquires 150,000
shares of its stock for cash. Because L’s ac-
quisition is a redemption, Public L is seg-
regated into two different public groups im-
mediately before the transaction (and there-
after) so that the redeemed interests (“Public
RL”) are treated as part of a public group
that is separate from the ownership interests
that are not redeemed (“Public CL”). There-
fore, as a result of the redemption, Public
CL’s interest in L increases by 30 percentage
points (from 70 percent (350,000/500,000) to 100
percent) on the July 12, 1988 testing date. Be-
cause the resulting increase is not more than
50 percentage points, no ownership change
occurs. For purposes of determining whether
an ownership change occurs on any subse-
quent testing date having a testing period
that includes such redemption, Public CL is
treated as a 5-percent shareholder whose per-
centage ownership interests in L increased
by 30 percentage points as a result of the re-
demption.

Example (2). L is entirely owned by Public
L. There are 250,000 shares of L common
stock outstanding. On April 22, 1988, L ac-
quires 100,000 shares of its outstanding com-
mon stock in exchange for 100,000 shares of
preferred stock described in section
1504(a)(4). (The transaction thus constitutes
a recapitalization within the meaning of sec-
tion 368(a)(1)(E).) As a result of the recapital-
ization, which is a transaction described in
paragraph (j)(2)(iii)(C) of this section, Public
L is segregated into two different public
groups immediately before the transaction
(and thereafter) so that the stock acquired
by L is treated as owned by a public group
(“Public RL”) that is separate from the pub-
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lic group that owns the stock that is not so
acquired (“Public CL”). Therefore, as a result
of the transaction, Public CL’s interest in L
increases by 40 percentage points (from 60
percent to 100 percent). Because the result-
ing increase is not more than 50 percentage
points, no ownership change occurs. For pur-
poses of determining whether an ownership
change occurs on any subsequent testing
date with a testing period that includes the
date of the recapitalization, Public CL is
treated as a separate 5-percent shareholder
whose percentage ownership interest in-
creased by 40 percentage points as a result of
the redemption type transaction.

(D) Acquisition of loss corporation stock
as the result of the ownership of a right to
acquire stock—(1) In general. In the case
of a deemed acquisition of stock of the
loss corporation as the result of the
ownership of a right issued by the loss
corporation to acquire such stock (see
paragraph (h)(4) of this section), each
direct public group that exists imme-
diately after such acquisition shall be
segregated so that each direct public
group that existed immediately before
the transaction is treated separately
from the direct public group that is
deemed to acquire stock of the loss cor-
poration as a result of the ownership of
the right to acquire such stock. The di-
rect public group that is treated as ac-
quiring stock of the loss corporation in
the transaction is presumed not to in-
clude any members of any direct public
group that existed immediately before
the transaction. In applying the rules
of paragraph (h)(4) of this section, the
segregation rules of this paragraph
@) @) (iii)(D) shall apply before making
the determination required under that
paragraph (h)(4) of this section. See
§1.382-3(j)(9) for rules relating to this
paragraph (j)(2)(iii)(D).

(2) Example.

(i) L has 700,000 shares of common stock
outstanding. Public L owns all of the out-
standing L common stock. On May 20, 1988, L
issues a class of debentures to the public
that, in the aggregate, may be converted
into 300,000 shares of L common stock. On
September 7, 1988, P, acquires 210,000 shares
of L common stock over a public stock ex-
change. None of the L debentures have been
converted as of that date.

(ii) By virtue of L’s issuance of convertible
debentures, May 20, 1988 is a testing date.
See paragraph (a)(2)(i) of this section. Imme-
diately before the issuance of the convertible
debentures, L’s only 5-percent shareholder
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was Public L, a direct public group. There-
fore, under paragraph (J)(2)(iii)(D) of this sec-
tion, Public L must be segregated from the
direct public group that would otherwise
exist immediately after the transaction for
the purpose of applying paragraph (h)(4) of
this section, so that any acquisition of L
stock through the conversion of L’s deben-
tures is treated as made by a public group
other than Public L (“New Public L”). As-
suming the largest increase in the total per-
centage stock ownership of New Public L on
the testing date (see paragraph (h)(4) of this
section), New Public L would have increased
its ownership interest in L by 30 percentage
points. Therefore, the stock of L would not
be treated as acquired pursuant to a deemed
conversion of the L debentures on May 20,
1988, under paragraph (h)(4) of this section,
because the conversion would not cause an
ownership change.

(iii) Py’s acquisition of L common stock re-
sults in second testing date. For the purpose
of applying paragraph (h)(4) of this section,
Public L must again be segregated from the
direct public group that would otherwise re-
sult from conversion of the debentures, so
that a deemed acquisition of L stock through
the conversion of L’s debentures on Sep-
tember 7, 1988 is treated as made by a public
group other than Public L (“New Public L”).
As on the previous testing date, New Public
L would have increased its ownership inter-
est in L by 30 percentage points if it were
treated as having acquired L common stock
pursuant to the conversion of the L deben-
tures. The increase in New Public L’s owner-
ship, taken together with P,’s 21 percentage
point ownership increase in L during the
testing period [210,000 shares deemed con-
verted/(700,000 (actual) + 300,000 (deemed)
shares outstanding)], results in an ownership
change.

(E) Transactions identified in the Inter-
nal Revenue Bulletin. Any transaction
that is designated by the International
Revenue Service in the Internal Rev-
enue Bulletin shall be subject to the
rules, as provided in such bulletin,
similar to the rules described in this
paragraph (J)(2)(iii).

(F) lIssuance of rights to acquire loss
corporation stock—(1) In general. In the
case of any transaction that is de-
scribed in paragraph (j)(2)(iii)(B), (D) or
(E) of this section in which the loss
corporation issues rights to acquire its
stock to the members of more than one
public group, those rights shall be pre-
sumed to be exercised pro rata by each
such public group as those rights are
actually exercised. See §1.382-3(j)(10)
for an exception to the application of
the rule of this paragraph
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(@M@ (i) (F)(1) to stock issued on the
exercise of a transferable option.
(2) Example.

(i) L, which has six million shares out-
standing, is owned entirely by Public L and
P is owned entirely by Public P. On Novem-
ber 30, 1988, P merges into L in a transaction
qualifying under section 368(a)(1)(A) with
Public P receiving four million shares of L
stock as a result of the reorganization.
Under paragraph (j)(2)(iii)(B) of this section,
Public L and Public P continue to be treated
as separate public groups following the
merger. Pursuant to the plan of reorganiza-
tion, L also issues an amount of warrants in
L stock pro rata to Public L and Public P
that, if exercised, would result in the
issuance of an additional two million shares
of L stock. On November 30, 1989, when only
one-half of the outstanding warrants have
been exercised, A acquires all of the
unexercised warrants.

(ii) Without regard to the warrants distrib-
uted in reorganization, Public P’s ownership
interest in L increases by 40 percentage
points on November 30, 1988, relative to its
lowest ownership interest in L at any time
during the testing period (0 percent prior to
the merger). For purposes of determining
whether an ownership change occurs on No-
vember 30, 1988, the segregation rules of
paragraphs (j)(2)(iii)(B) and (D) of this sec-
tion does not require that a third direct pub-
lic group be separately identified and treated
as acquiring the warrants, because L has ac-
tual knowledge that Public L and Public P
acquired the distributed warrants in propor-
tion to their respective ownership interests
in L stock. Because the largest increase in
the ownership of L on the testing date re-
sults from treating only Public P as exer-
cising the distributing warrants, in which
event, its ownership interest would increase
by 44.4 percentage points ([four million
shares acquired in the merger + 800,000
shares deemed acquired]/10.8 million (actual
and deemed) shares outstanding), the
issuance of the warrants by L does not cause
an ownership change on November 30, 1988.

(iii) Under paragraph (j)(2)(iii)(F)(1) of this
section, each actual exercise of warrants to
acquire one million shares of L stock be-
tween November 30, 1988 and November 30,
1989 is treated as made pro rata by Public L
and Public P (600,000 shares to Public L and
400,000 shares to Public P). Accordingly, as a
result of the actual exercises of warrants
during that period the ownership interests of
the only 5-percent shareholders, Public L
and Public P, are proportionately increased.

(iv) A’s acquisition of the all of the out-
standing warrants on November 30, 1989 re-
quires the determination whether there has
been an ownership change with respect to L,
because A would be 5-percent shareholder
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under paragraph (g)(1)(i) of this section own-
ing 8% percent of the L stock if the acquired
warrants were exercised (one million shares
deemed acquired/12 million (actual and
deemed) shares outstanding). See paragraph
(@)(2)(i) of this section. Under paragraph
(h)(4)(i) of this section, A is not treated as
having exercised those warrants, because an
ownership change would not results. (Public
P’s 36% percentage point increase [(four mil-
lion shares acquired in the merger + 400,000
shares deemed acquired)/12 million (actual
and deemed) shares outstanding] and A’s 8%
percentage point increase is not greater than
50 percentage points).

(iv) Combination of de minimis public
groups—(A) In general. Notwithstanding
paragraph (j)(2)(iii)(A) of this section,
any public group first identified during
a taxable year, as a result of any trans-
action described in paragraph
(G @)(iii)(B), (D), (E), or (F) of this sec-
tion, that owns less than five percent
of loss corporation stock may be com-
bined, at the option of the loss corpora-
tion, with any other such groups also
first identified as a result of any such
transaction that occurs during such
taxable year.

(B) Example.

<\(i) L is widely held with no person owning
as much as five percent of the L stock at any
time (“Public L”). L’s taxable year ends on
December 31. On January 1, 1989, L issues a
class of debt maturing on December 31, 2019
(“Class A Debentures”) with respect to which
it will semi-annually issue L stock in dis-
charge of its interest obligation. In addition,
L issues an amount of L stock to the public
in two separate transactions during 1989. As
a percentage of the L stock outstanding at
the close of L’s taxable year on December 31,
1989, L issued .45 percent of its stock on each
of two dates in payment of interest with re-
spect to the Class A Debentures, 4.5 percent
of its stock in the first stock offering and six
percent of its stock in the second stock offer-
ing. During 1990, L did not issue stock other
than in payment of interest with respect to
the Class A Debentures. As a percentage of L
stock outstanding on December 31, 1990, L
issued .41 percent of its stock on each of two
dates during 1990 with respect to its out-
standing debt.

(ii) Under paragraph (h)(4)(x)(E) of this sec-
tion, L’s obligation to issue stock in satis-
faction of the interest with respect to the
Class A Debentures until December 31, 2019,
is not subject to paragraph (h)(4)(i) of this
section and thus is taken into account only
as such stock is issued.

(iii) The application of the segregation
rules of paragraphs (j)(2)(iii)(B) and (iv) of
this section require the identification of at
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least two additional, separate direct public
groups during 1989. First, the persons who ac-
quire six percent of L stock in a public offer-
ing to which section 1032 applies must be
treated as a separate 5-percent shareholder
(“Public 1L”). See paragraph (j)(2)(iii)(B) of
this section. Even though this group was
first identified in 1989, it may not be com-
bined with other public groups also first
identified in 1989 because it owns five percent
or more of L stock. Second, although each of
the three other issuances of L stock during
the year ordinarily result in the identifica-
tion of an additional, separate direct public
group, each such direct public group may be
combined with the two other such groups
into a single public group (“Public 2L”). As of
the end of 1989, Public 2L would own a total
of 5.4 percent of the stock of L.

(iv) The application of the segregation
rules of paragraphs (j)(2)(iii)(B) and (iv) of
this section require the identification of at
least one additional, direct public group dur-
ing 1990. Because each additional, direct pub-
lic group first identified in 1990 acquires less
than five percent of L stock, they may be
combined into a single public group (“Public
3L”) owning .82 percent of the stock of L.
Public 3L is treated as a five percent share-
holder even though it owns less than five
percent of the stock of L. See paragraph
(3)(2)(iv)(A) of this section.

(v) Multiple transactions—(A) In gen-
eral. If a transaction (or any part
thereof) is described by more than one
subdivision of paragraph (j)(2)(iii) of
this section, each such subdivision
shall apply to the transaction (or each
part of the transaction) in the manner
that results in the largest increase in
the percentage stock ownership by the
5-percent shareholders.

(B) Example.

(i) All of the common stock of L is owned
by 1,000 unrelated persons, none of whom
owns as much as five percent of the L stock
(“Public CL”). L has outstanding a class of
preferred stock described in section 1504(a)(4)
that is owned in equal amounts by 500 unre-
lated persons (“Public PL”).

(ii) On September 4, 1988, L rearranges its
capital structure by redeeming 70 percent of
the common stock owned by 700 of the share-
holders in exchange for cash. In addition, all
of the preferred stock is exchanged for a new
class of common stock (nonvoting) rep-
resenting 40 percent of the value of L.

(iii) With respect to the part of the trans-
action that is treated as a redemption under
paragraph (j)(2)(iii)(C) of this section (the ex-
change of common stock for cash), Public CL
is segregated into two different public groups
immediately before the transaction (and
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thereafter) so that the owners of the re-
deemed stock (“Public RCL”) are treated as
part of a public group that is separate from
the public group comprised of the owners of
the stock that is not redeemed (“Public
CCL”). As a result of the redemption, Public
CCL’s percentage ownership interest in L
thus increases by 30 percentage points from
30 percent to 60 percent (taking into account
all transactions occurring on the testing
date, because the change in ownership is
measured under paragraph (a)(1)(i) of this
section by reference to each 5-percent share-
holder’s ownership interest immediately
after the testing date). In addition, the ex-
change of preferred stock for nonvoting com-
mon stock is a transaction to which section
1032 applies. Under paragraph (j)(2)(v) of this
section, the part of the transaction to which
section 1032 applies is also subject to the seg-
regation rules in the manner specified in
paragraph (J)(2)(iii)(B) of this section. Ac-
cordingly, Public PL, the direct public group
that acquires L nonvoting common stock in
exchange for L preferred stock, must be
treated as a separate public group from the
other direct public groups, Public CCL and
Public RCL. As a separate public group, Pub-
lic PL’s percentage stock ownership in L in-
creases by 40 points (as compared to 0 per-
cent prior to the transaction).

(iv) In summary, Public CCL increases its
percentage ownership in L by 30 percentage
points and Public PL increases its percent-
age ownership by 40 percentage points. Con-
sequently, an ownership change occurs with
respect to L on September 4, 1988.

(vi) Acquisitions made by either a 5-per-
cent shareholder or the loss corporation
following application of the segregation
rules. Unless a different proportion is
established by either the loss corpora-
tion or the Internal Revenue Service,
the acquisition of loss corporation
stock by either a 5-percent shareholder
or the loss corporation on any date on
which more than one public group of
the loss corporation exists by virtue of
the application of the rules of this
paragraph (j)(2) shall be treated as
being made proportionately from each
public group existing immediately be-
fore such acquisition. See paragraph
(@)(5)(i1)(B) of this section for the appli-
cation of this paragraph to the owner-
ship interest of a 5-percent shareholder
that owns less than five percent of the
stock of the loss corporation on the
testing date.

(3) Segregation rules applicable to
transactions involving first tier entities or
higher tier entities—(i) Dispositions. If a
loss corporation is owned, in whole or
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in part, by a public group (or groups),
the rules of paragraphs (j)(2)(iii)(B) and
(iv) of this section shall apply to any
transaction in which a first tier entity
or an individual that owns a direct
ownership interest in the loss corpora-
tion of five percent or more transfers a
direct ownership interest in the loss
corporation to public shareholders.
Therefore, each direct public group
that exists immediately after such a
disposition shall be segregated so that
the ownership interests of each public
group that existed immediately before
the transaction are treated separately
from the public group that acquires
stock of the loss corporation as a re-
sult of the disposition by the individual
or first tier entity. The principles of
this paragraph (J)(3)(i) shall also apply
to transactions in which an ownership
interest in a higher tier entity that
owns five percent or more of the loss
corporation (determined without re-
gard to the application of paragraph
(h)(2)(i)(A) of this section) or a first
tier entity is transferred to a public
owner or 5-percent owner who is not a
5-percent shareholder.
(i) Example.

(A) L is owned equally by Public L, P and
E. Public L consists of 150 equal, unrelated
shareholders. P is owned by Public P, a
group consisting of 1,500 equal, unrelated
shareholders. E is a partnership and none of
its partners are 5-percent owners. On October
22, 1988, E sells its entire interest in L over
a public stock exchange. No individual or en-
tity acquires as much as five percent of L’s
stock as the result of E’s disposition of the
L stock.

(B) The disposition of the L stock by E is
a transaction that causes the segregation of
L’s direct public group that exists imme-
diately before the transaction (Public L)
from the direct public group that acquires L
stock in the transaction (Public EL). As a re-
sult, L has three 5-percent shareholders,
Public L, Public P (through the application
of paragraph (j)(1) of this section) and Public
EL, each of which owns 33% percent of L
stock. Therefore, Public EL is a 5-percent
shareholder that has increased its ownership
interest in L by 33% percentage points dur-
ing the testing period. For purposes of subse-
quent transactions, Public L and Public EL
will continue to be treated as separate direct
public groups until any subsequent testing
date that does not have a testing period that
includes E’s disposition of L stock.
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(iii) Other transactions affecting direct
public groups of a first tier entity or high-
er tier entity. The rules of paragraphs
)@@, (iii), (iv) and (v) of this section
shall apply to transactions described in
such paragraphs that involve either a
higher tier entity that owns five per-
cent or more of the loss corporation
(determined without regard to the ap-
plication of paragraph (h)(2)(i)(A) of
this section) or a first tier entity. In
applying those rules for purposes of
this paragraph (j)(3)(iii), each direct
public group of a first tier entity or a
higher tier entity is any public group
of any such entity identified in para-
graph (j)(1)(iv)(A) or (B) of this section
or resulting from the application of
this paragraph (j)(3)(iii). The principles
of paragraph (j)(2)(iii)(C) of this section
also shall apply to any transaction
that has the effect of a redemption-
type transaction (e.g., an acquisition
by the loss corporation of stock in a
first tier entity).

(iv) Examples.

Example (1) The facts are the same as in Ex-
ample (1) of paragraph (j)(2)(iii)(B)(2) of this
section, except that Public L and P, own 40
percent and 60 percent, respectively, of the
stock of HC which, in turn, owns 100 percent
of L and HC merges into P,. Under paragraph
() 3)(iii) of this section, the rules of para-
graph (§)(2)(iii)(B) of this section apply to
segregate HC’s direct public group (Public L)
immediately before the merger from the di-
rect public group (Public P,) that acquires
loss corporation stock in the merger. The
consequences of the merger of HC into P, are
thus the same as in Example (1) of paragraph
(@) @)(1i1)(B)(2) of this section.

Example (2) (i) Twenty-five individual
shareholders each own four percent of L
(“Public L”). Public L is therefore the only 5-
percent shareholder of L. Each of the share-
holders of L contribute their L stock to a
newly formed corporation, HC. In exchange
for their contribution of L stock, HC issues
100 percent of each of its two classes of com-
mon stock (voting and nonvoting).

(ii) The formation of HC, a first tier entity
of L, is a transaction to which section 1032
applies. Under paragraph (j)(3)(iii) of this
section, the rules of paragraphs (j)(1)(iii) and
(3)(2)(iii)(B) of this section are applied to this
transaction with the result that the share-
holders of HC, immediately after the
issuance of HC stock, are presumed not to in-
clude any persons that previously had a di-
rect or indirect ownership interest in L. The
presumption underlying those rules, how-
ever, is rebutted by establishing that all of
the HC stock outstanding immediately after
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the transaction was issued solely in ex-
change for L stock. Thus, Public HC (imme-
diately after the transaction) and Public L
(immediately before the transaction) would
be treated owned by the same direct public
group.

Example (3) (i) All of the stock of L is
owned by unrelated shareholders, none of
whom owns as much as five percent of L
stock. P also is owned by unrelated share-
holders, none of whom owns as much as five
percent of P stock. On November 22, 1988, P
incorporates P; with a contribution of P
stock. Immediately thereafter, P, acquires
all of the properties of L in exchange for its
P stock in a forward triangular merger
qualifying under sections 368 (a)(1)(A) and
(a)(2)(D). The P stock transferred by P;
equals 45 percent of the total outstanding P
stock.

(ii) Immediately before the merger of L
into P,, P’s only 5-percent shareholder was
Public P, a direct public group of P. The
rules of paragraph (j)(2)(iii)(B) of this section
thus apply to the transaction under para-
graph (j)(3)(i) of this section since P, a first
tier entity, is a party to the reorganization
described in such paragraph. Although Pub-
lic P does not acquire any stock in the merg-
er, it is treated as acquiring stock in the loss
corporation, P, because such corporation
succeeds to the pre-change losses of L in a
transaction to which 381(a) applies. As a re-
sult of the merger, Public P, the direct pub-
lic group of P that exists immediately before
the merger, must be segregated from the di-
rect public groups acquiring P stock in the
reorganization. Public P is, therefore, treat-
ed as acquiring 55 percent of the outstanding
stock of the loss corporation, P;, in the
transaction. The transaction, therefore, re-
sults in an ownership change for P;.

Example (4) (i) L is owned 20 percent by A
and 80 percent by 1,000 unrelated individuals
and entities, none of whom owns as much as
five percent of L stock (“Public L”). P is
owned 10 percent by B, 40 percent by E, and
50 percent by 5,000 unrelated individuals,
none of whom owns as much as five percent
of P stock (“Public P”). E is owned 30 percent
by C and 70 percent by 30 unrelated individ-
uals, none of whom owns as much as five per-
cent of E (“Public E”).

(ii) On October 31, 1987, P acquires all of the
L stock from A and Public L in exchange for
P stock representing 20 percent of the value
of P (determined immediately after the ac-
quisition) in a transaction described in sec-
tion 368(a)(1)(B). After the acquisition, P is
owned eight percent by B, 32 percent by E,
four percent by A, and 56 percent by 6,000 un-
related individuals, none of whom owns as
much as five percent of P. Because L is whol-
ly owned by P immediately after the acquisi-
tion, L, under paragraph (j)(1) of this section,
is treated as owned as follows: Eight percent
by B, 9.6 percent by C (through C’s ownership
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interest in E, a highest tier entity, and E’s
ownership interest in P, a first tier entity),
22.4 percent by Public E (through its owner-
ship interest in E and E’s ownership interest
in P), four percent by A, and 56 percent by
the shareholders who each own less than five
percent of L through their ownership inter-
estin P.

(iii) Under paragraph (J)(3)(iii) of this sec-
tion, the rules of paragraph (j)(2)(iii)(B) of
this section apply to the reorganization
since the transaction involved a first tier en-
tity of L. Thus, the direct public group of P
that exists immediately after the trans-
action must be segregated into two public
groups—the direct public group of P that ex-
isted immediately before the acquisition
(Public P) is treated separately from the di-
rect public group consisting of the persons
who acquire P stock in the transaction (Pub-
lic L). Accordingly, immediately after the
reorganization, Public P and Public L own 40
percent and 16 percent of L, respectively. See
paragraph (h) of this section. (Under para-
graph (g)(5)(ii)(B) of this section, L may
treat the four percent of L stock owned by A
immediately after the reorganization as the
amount of L stock owned by A for each sub-
sequent testing date having a testing period
that includes the reorganization.)

(iv) In summary, after applying the rules of
paragraphs (j)(1) and (3) of this section, L is
treated as owned as follows:

Percentage
5-percent shareholder ownership in-
terest
A 4.0
B 8.0
C 9.6
Public E .. 224
Public P .. 40.0
Public L ....... 16.0

(v) The reorganization results in an owner-
ship change, because B, C, Public E and Pub-
lic P, all of whom are 5-percent shareholders,
together have increased their percentage
ownership in L by 80 percentage points as
compared to their lowest percentage owner-
ship in L at any time during the testing pe-
riod (0 percent prior to the acquisition).

(v) Acquisitions made by a 5-percent
shareholder, a higher tier entity, or a first
tier entity following application of the
segregation rules. The rules of paragraph
()(2)(vi) of this section shall apply to
the acquisition of an ownership inter-
est in a first tier entity (or higher tier
entity) if more than one direct public
group of any such entity are segregated
under the rules of this paragraph (j)(3).
Accordingly, an acquisition by such an
entity or a 5-percent shareholder of
any ownership interest in such an enti-
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ty shall be treated as made proportion-
ately from the direct public groups re-
sulting from the application of this
paragraph (j)(3).

(k) Operating rules—(1) Presumptions
regarding stock ownership. Subject to
paragraphs (k)(2) and (4) of this sec-
tion, for purposes of applying para-
graphs (f), (g), (h), and (j)(1) of this sec-
tion—

(i) Stock subject to regulation by the Se-
curities and Exchange Commission. With
respect to loss corporation stock that
is described in Rule 13d-1(d) of Regula-
tion 13D-G (or any rule or regulation to
generally the same effect), promul-
gated by the Securities and Exchange
Commission under the Securities and
Exchange Act of 1934 (“registered
stock”), a loss corporation may rely on
the existence and absence of filings of
Schedules 13D and 13G (or any similar
schedules) as of any date to identify all
of the corporation’s shareholders who
have a direct ownership interest of five
percent or more (both individuals and
first tier entities) on such date. A loss
corporation may similarly rely on the
existence and absence of such filings as
of any date with respect to registered
stock of any first tier entity or any
higher tier entity to identify the 5-per-
cent owners of any such entities on
such date who indirectly own five per-
cent or more of the loss corporation
stock, and are thus 5-percent share-
holders, and to identify any higher tier
entities of such entities.

(ii) Statements under penalties of per-
jury. A loss corporation may rely on a
statement, signed under penalties of
perjury, by an officer, director, part-
ner, trustee, executor or similar re-
sponsible person, on behalf of a first
tier entity or a higher tier entity to es-
tablish the extent, if any, to which the
ownership interests of any 5-percent
owners or higher tier entities with re-
spect to such entities have changed
during a testing period. A loss corpora-
tion may not rely on such a statement
(A) that it knows to be false or (B) that
is made by either a first tier entity or
higher tier entity that owns 50 percent
or more of the stock of the loss cor-
poration. For purposes of the preceding
sentence, any first tier entities and
higher tier entities that are known by
the loss corporation to be members of
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the same controlled group (within the
meaning of section 267(f)) shall be
treated as one corporation.

(2) Actual knowledge regarding stock
ownership. For purposes of this section
(other than paragraphs (g)(5) and
(J)@)(v) of this section), to the extent
that the loss corporation has actual
knowledge of stock ownership on any
testing date (or acquires such knowl-
edge before the date that the income
tax return is filed for the taxable year
in which the testing date occurs) by—

(i) An individual who would be a 5-
percent shareholder, but for the appli-
cation of paragraphs (h)()(iii),
(h)(6)(iii) or (g)(2) of this section, or

(if) A 5-percent shareholder that
would be taken into account, but for
paragraphs (h)(2)(iii), (h)(6)(iii) or (9)(3)
of this section,
the loss corporation must take such
stock ownership into account for pur-
poses of determining whether an own-
ership change has occurred on that
testing date. If a loss corporation ac-
quires such knowledge after such in-
come tax return is filed, the loss cor-
poration may take such ownership into
account for purposes of determining
whether an ownership change occurred
on that testing date and, if appro-
priate, file an amended income tax re-
turn (subject to any applicable statute
of limitations). To the extent the loss
corporation has actual knowledge on or
after any testing date regarding the
ownership interest in the loss corpora-
tion by members of one public group
(described in paragraphs (g)(1)(ii), (iii)
or (iv) of this section) and the owner-
ship interest of those members in the
loss corporation as members in another
such public group, the loss corporation
may take such ownership into account
for purposes of determining whether an
ownership change occurred on that
testing date.

(3) Duty to inquire as to actual stock
ownership in the loss corporation. For
purposes of this section, the loss cor-
poration is required to determine the
stock ownership on each testing date
(and, except as otherwise provided in
this section, the changes in the stock
ownership during the testing period)
of—

(i) Any individual shareholder who
has a direct ownership interest of five
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percent or more in the loss corpora-
tion,

(ii) Any first tier entity,

(iii) Any higher tier entity that has
an indirect ownership interest of five
percent or more in the loss corporation
(determined without regard to para-
graph (h)(2)(i)(A) of this section), and

(iv) Any 5-percent owner who indi-
rectly owns five percent or more of the
stock of the loss corporation in his ca-
pacity as a 5-percent owner in any one
first tier entity or higher tier entity.

The loss corporation does not have any
obligation to inquire or to determine
facts relating to the stock ownership of
any shareholders other than those de-
scribed in the preceding sentence. In
addition, the loss corporation does not
have any obligation to inquire or to de-
termine if the actual facts relating to
the stock ownership of any shareholder
are consistent with the ownership in-
terests of the loss corporation as deter-
mined by applying the presumptions
and other rules of paragraphs (g), (h),
(j) or (k)(1) of this section.

(4) Ownership interest structured to
avoid the section 382 limitation. For pur-
poses of this section, if the ownership
interests in a loss corporation are
structured by a person with a direct or
indirect ownership interest in the loss
corporation to avoid treating a person
as a 5-percent shareholder (or to permit
the loss corporation to rely on the pre-
sumption  provided in paragraph
(@)(B)(1)(B) of this section) for a prin-
cipal purpose of circumventing the sec-
tion 382 limitation, then—

(i) Paragraph (h)(2)(iii) of this section
shall not apply with respect to the
ownership interests so structured and
the constructive ownership rules of
paragraph (h)(2)(i) of this section shall
thus apply to attribute stock from any
entity without regard to the amount of
stock it owns in the loss corporation or
any other corporation,

(ii) Paragraphs (g)(2) and (3) of this
section shall be modified with respect
to the ownership interests so struc-
tured so that the ownership interest of
a person includes all of an individual’s
direct and indirect ownership in the
loss corporation, without regard to
whether each such interest represents
five percent or more of the stock of the
loss corporation, and
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(iii) Paragraph (g)(5)(i)(B) of this sec-
tion shall not apply with respect to the
ownership interests so structured so
that the ownership interest of a person
takes into account his actual owner-
ship interest in the loss corporation.
This paragraph (k)(4) shall apply, how-
ever, only if application would result in
an ownership change.

(5) Example.

L is owned by 25 individuals who each own
four percent of the outstanding L stock. A
purchases 40 percent of L stock from such
shareholders on August 13, 1988. Thereafter,
B plans to acquire 15 percent of the L stock.
B is advised concerning the potential appli-
cation of section 382 to L. On February 1,
1989, B acquires a 15 percent interest in L
pursuant to a program in which each of four
corporations, P; through P4, each of which is
wholly-owned by B, acquire a 3.75 percent in-
terest in L. A principal purpose of acquiring
the L stock through four corporations is to
avoid treating B as owning any ownership in-
terest in L amounting to as much as five per-
cent, and thus to circumvent the section 382
limitation by avoiding an ownership change.
Under paragraph (k)(4) of this section, the
limitation on the constructive ownership
rules of paragraph (h)(2)(iii) of this section
are disregarded and B is treated as a 5-per-
cent shareholder owning 15 percent of the
stock of L by virtue of his ownership inter-
ests in P, through P4, notwithstanding para-
graph (g)(2) of this section. Accordingly, an
ownership change occurs with respect to L.

(6) First tier entity or higher tier entity
that is a foreign corporation or entity.
[Reserved]

(I) Changes in percentage ownership
which are attributable to fluctuations in
value. [Reserved]

(m) Effective date—(1) In general. Ex-
cept as provided in this paragraph (m),
section 382 shall apply to any owner-
ship change that occurs immediately
after an owner shift or an equity struc-
ture shift that occurs after December
31, 1986, or any other event occurring
after such date that requires the deter-
mination of whether an ownership
change has occurred under paragraph
(a)(2)(i) of this section. In the case of
an equity structure shift (including an
equity structure shift that also con-
stitutes an owner shift), any equity
structure shift completed pursuant to a
plan of reorganization adopted before
January 1, 1987, shall be treated as oc-
curring on the date such plan was
adopted. Therefore, section 382 shall
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apply to any ownership change occur-
ring immediately after—

(i) An owner shift (excluding an
owner shift that also constitutes an eqg-
uity structure shift) that occurs on or
after January 1, 1987,

(ii) An equity structure shift that oc-
curs after December 31, 1986, if it is
completed pursuant to a plan of reorga-
nization adopted on or after January 1,
1987, or

(iii) Any transfer or issuance of an
option, or other interest that is similar
to an option, that occurs on or after
January |, 1987 and that is taken into
account under paragraph (a)(2)(i) of
this section.

With respect to equity structure shifts
completed pursuant to plans adopted
before January 1, 1987, section 382 shall
be inapplicable only if the equity
structure shift that is treated as occur-
ring on the date the plan of reorganiza-
tion for such shift was adopted (or
other event occurring after the adop-
tion of such plan) results in an owner-
ship change before January 1, 1987. In
that event, a new testing period for the
loss corporation shall begin on the day
after such ownership change.

(2) Plan of reorganization. For pur-
poses of paragraph (m)(1) of this sec-
tion, a plan of reorganization shall be
treated as adopted on the earlier of—

(i) The first date that the boards of
directors of all the parties to the reor-
ganization have adopted the plan or
have recommended adoption to their
shareholders, or

(ii) The date the shareholders ap-
prove such reorganization.

If there is an ownership change with
respect to a subsidiary as the result of
a reorganization of the parent, the
treatment of the subsidiary under this
paragraph (m)(2) shall be governed by
the classification of the parent-level
transaction. For purposes of the pre-
ceding sentence, a corporation shall be
treated as a subsidiary of another cor-
poration only if the other corporation
owns stock in that corporation meet-
ing the requirements of section
1504(a)(2).

(3) Earliest commencement of the testing
period. For purposes of determining if
an ownership change has occurred at
any time after May 5, 1986, the testing
period shall begin no earlier than May
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6, 1986. Under paragraph (d)(4) of this
section, therefore, shifts in the owner-
ship of stock of the loss corporation
prior to May 6, 1986 are disregarded.

(4) Transitional rules—(i) Rules pro-
vided in paragraph (j) of this section for
testing dates before September 4, 1987. For
purposes of determining whether an
ownership change occurs for any test-
ing date before September 4, 1987.

(A) The rules of paragraph (j)(1) of
this section shall apply only to stock
of the loss corporation acquired after
May 5, 1986, by any first tier entity or
higher tier entity and shall not apply
to any stock acquired by such an enti-
ty on or before that date,

(B) The rules of paragraph (j)(2) of
this section shall apply only to equity
structure shifts in which more than
one corporation is a party to the reor-
ganization and shall not apply to any
other transactions, and

(C) The rules of paragraph (j)(3) of
this section shall apply only to—

(1) Dispositions of stock acquired by
an individual, a first tier entity or
higher tier entity after May 5, 1986 (and
shall not apply to dispositions of stock
acquired on or before such date), and

(2) Equity structure shifts in which
more than one corporation is a party
to the reorganization (and shall not
apply to any other transactions).

For any testing date before September
4, 1987, however, the loss corporation is
permitted to apply all of the rules of
paragraph (j) of this section. A loss cor-
poration that applies the rules of para-
graph (j) of this section under the pre-
ceding sentence must apply all of the
rules of such paragraph in determining
whether any ownership change occurs
on any testing dates after May 5, 1986.
(ii) Example.

(i) L is owned entirely by 10,000 unrelated
individuals, none of whom owns as much as
five percent of the stock of L (“Public L”). P
is owned entirely by 1,000 unrelated individ-
uals, none of whom owns as much as five per-
cent of the stock of P (“Public P”).

(ii) Between March 1, 1987 and June 1, 1987,
P acquires 45 percent of L stock in a series
of transactions. On June 15, 1987, L redeems
20 percent of the L stock from Public L.

(iii) Under paragraph (m)(4)(i)(A) of this
section, the rules of paragraph (j)(1) of this
section apply to the acquisitions made by P,
because they occurred after May 5, 1986. Ac-
cordingly, following those acquisitions, the
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stock of L is owned 45 percent by Public P
and 55 percent by Public L. Because the in-
crease in the percentage ownership by Public
P as a result of P’s stock purchases is not
more than 50 percent, no ownership change
occurs as the result of P’s purchases.

(iv) On or after September 4, 1987, the rules
of paragraph (j)(2)(iii)(C) of this section
apply to treat any L stock that is redeemed
as owned by a public group that is separate
from the public group owning the stock that
is not redeemed. (Under  paragraph
()(2)(iii)(C) of this section, the continuing
shareholders of Public L, who owned 35 per-
cent of the stock of L before the redemption
([55 percent—20 percent]/100 percent) increase
their ownership interest in L by 8.8 percent-
age points as a result of such redemption
(43.8 percent—35 percent)). Those rules, how-
ever, do not apply to the June 15, 1987 re-
demption because it occurs before the date
that paragraph (j)(2)(iii) of this section gen-
erally is effective. (Until September 4, 1987,
paragraph (j)(2)(iii) of this section generally
is effective only for equity structure shifts in
which more than one corporation is a party
to the reorganization.) Solely because of the
application of paragraph (j)(1) of this section
to P’s acquisitions of L stock, Public P’s
ownership interest in L as a result of the re-
demption has increased from 45 percentage
points to 56.2 percentage points which, com-
pared to its lowest percentage ownership in-
terest at any time during the testing period
(0 percent prior to March 1, 1987), is a more
than 50 percentage point increase thus caus-
ing an ownership change with respect to L on
June 15, 1987.

(iii) Rules provided in paragraph (j) of
this section for testing dates on or after
September 4, 1987. For purposes of deter-
mining whether an ownership change
occurs for any testing date on or after
September 4, 1987, the rules of para-
graphs (j)(2) and (3) of this section shall
not apply to identify any public group
resulting from—

(A) Any transaction described in such
paragraphs (j)(2) and (3), unless that
transaction is also described in para-
graph (m)(4)(i)(B) or (C) of this section,
or

(B) Any disposition of stock acquired
on or before May 5, 1986, but only if
such disposition or other transaction
occurs before September 4, 1987. Thus,
for example, the rules of paragraph
()(@)(iii)(D) of this section shall apply
only to rights to acquire stock of the
loss corporation issued on or after such
date.

(iv) Rules provided in paragraphs
(F)(18)(ii)) and (iii) of this section. For
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purposes of determining whether an
ownership change occurs for any test-
ing date, the rules of paragraphs
(F)(18)(ii) and (iii) of this section apply
only to stock (or any other ownership
interest) that is—

(A) Issued on or after September 4,
1987, or

(B) Transferred to (or by) a person
who is a 5-percent shareholder (or
would be a 5-percent shareholder if
paragraph (f)(18)(iii) of this section
were applicable) on or after September
4, 1987.

(v) Rules provided in paragraph
(a)(2)(ii) of this section. The information
statement required under paragraph
(@)(2)(i1) of this section is not required
to be filed with respect to any taxable
year for which the due date (including
extensions) of the income tax return of
the loss corporation is on or before Oc-
tober 5, 1987.

(vi) Rules provided in paragraph (h)(4)
of this section. The rules provided in
paragraph (h)(4) of this section do not
apply on any testing date on or after
November 5, 1992. The rule provided in
paragraph (h)(4)(viii) of this section ap-
plies to the lapse or forfeiture of any
option treated as exercised under para-
graph (h)(4)(i) of this section. If an op-
tion is treated as exercised under para-
graph (h)(4)(i) of this section, and the
option is actually exercised on a day
that is within 120 days after the date
on which the option is treated as exer-
cised, the rule provided in paragraph
(h)(4)(vi)(B) of this section applies
(even if the actual exercise of the op-
tion occurs on a date on which the
rules of paragraph (h)(4) of this section
would not otherwise apply). Thus, in
such a case, the loss corporation may
elect to treat paragraphs (h)(4)(i) and
(vi)(A) of this section as not applying
to the option and take into account
only the acquisition of loss corporation
stock resulting from the actual exer-
cise of the option.

(vii) Rules provided in paragraph
(@)(2)(i) of this section. The rules pro-
vided in paragraph (a)(2)(i) of this sec-
tion apply to determine whether dates
prior to November 5, 1992, are testing
dates. For rules regarding the deter-
mination of whether dates on or after
November 5, 1992, are testing dates, see
§1.382-2(a)(4).
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(5) Bankruptcy proceedings—(i) In gen-
eral. In the case of a reorganization de-
scribed in section 368(a)(1)(G) or an ex-
change of debt for stock in a title 11 or
similar case (within the meaning of
section 368(a)(3)), section 382 shall not
apply to any ownership change result-
ing from such a reorganization or pro-
ceeding if a petition in such case was
filed with the court before August 14,
1986. Accordingly, any shift in owner-
ship in the loss corporation arising out
of such reorganization or proceeding
shall not be taken into account for pur-
poses of determining whether an own-
ership change occurs on any testing
date that occurs after December 31,
1986.

(ii) Example.

(i) L filed a petition in bankruptcy on Sep-
tember 29, 1985. As a result of a title 11 bank-
ruptcy reorganization of L that is confirmed
by a court on February 2, 1988, there is a
shift in the ownership of L so that JK in-
creased her interest in L by 24 percentage
points relative to her lowest ownership in-
terest in L during the testing period. JK is
the only 5-percent shareholder of L following
the reorganization whose interest in L in-
creased as a result of the transaction. On De-
cember 25, 1988, GK purchases 42 percent of
the outstanding stock of L from shareholders
other than JK.

(ii) There is no ownership change on De-
cember 25, 1988 because the 24 percentage
point increase in JK’s ownership interest in
L is not taken into account under paragraph
(m)(6)(i) of this section.

(iii) The facts are the same as in (i), except
that the acquisitions by JK and GK occurred
on August 5, 1986 and September 26, 1986, re-
spectively. Because paragraph (m)(6)(i) of
this section is only applicable with respect
to the determination of whether an owner-
ship change has occurred on any testing date
that occurs after December 31, 1986, there is
an ownership change as a result of GK’s ac-
quisition on September 26, 1986. Accordingly,
section 382 is inapplicable to such ownership
change under paragraph (m)(1) of this section
because it occurred prior to January 1, 1987.
Under paragraph (d)(2) of this section, the
testing period for determining whether an
ownership change occurs on any subsequent
testing date shall commence no earlier than
September 27, 1986.

(6) Transactions of domestic building
and loan associations. The rules of para-
graph (§)(2)(iii)(B) of this section (and
the application of those rules by virtue
of paragraph (j)(3) of this section) shall
not apply to a public offering of stock
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by a domestic building and loan asso-
ciation described in section 591 (or any
corporation that owns stock in the as-
sociation meeting the requirements of
section 1504(a)(2)) prior to January 1,
1989. In the case of any transaction de-
scribed in the preceding sentence, any
transitory ownership of stock by any
entity that is an underwriter shall be
disregarded so that the rules of para-
graph (j)(1) of this section shall not
apply to treat such stock as owned by
the owners of the underwriter and thus
the rules of paragraph (J)(3)(i) of this
section shall not apply to the disposi-
tion of such stock by the underwriter.
For purposes of this paragraph (m)(7)—

(i) Ownership shall be considered
transitory only with respect to an un-
derwriter acquiring stock in a firm
commitment underwriting to the ex-
tent the stock is disposed of pursuant
to the offer (but in no event later than
sixty (60) days after the initial offer-
ing) and,

(ii) To the extent a transaction may
be described both by paragraph
@@ (ii)(B) of this section and any
other provision of paragraph (j)(2)(iii)
or (3) of this section, paragraph
M @)(v)(A) of this section shall not
apply and the transaction shall be
treated as described solely by para-
graph (j)(2)(iii)(B) of this section.

(7) Transactions not subject to section
382—(i) Application of old section 382. Old
section 382 shall not apply to a loss
corporation on or after the date on
which an ownership change occurs, but
only if such ownership change results
in the application of the section 382
limitation (as defined in section 382(b))
with respect to the loss corporation.

(ii) Effect on testing period. The appli-
cation of old section 382 to a trans-
action is disregarded for purposes of
paragraph (d)(2) of this section unless
the transaction that results in such ap-
plication is the last component of an
ownership change after May 5, 1986 that
is not subject to section 382 under the
effective date rules of this paragraph
(m) (e.g., an ownership change occur-
ring as the result of an individual’s
purchase of more than 50 percent of L
stock on any date on or before Decem-
ber 31, 1986).

(iii) Termination of old section 382. [Re-
served]
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(8) Options issued or transferred before
January 1, 1987—(i) Options issued before
May 6, 1986. An option issued before
May 6, 1986, is subject to the rules of
paragraph (h)(4) of this section only if
it is transferred by (or to) a 5-percent
shareholder (or a person who would be
a 5-percent shareholder if the option
were treated as exercised) on or after
such date. In all other cases, such an
option shall not be subject to para-
graph (h)(4)(i) of this section, but shall
be subject to paragraph (h)(4)(xii) of
this section. Thus, for example, a war-
rant to acquire stock of the loss cor-
poration issued before May 6, 1986 shall
not be subject to paragraph (h)(4) of
this section unless the warrant is
transferred by (or to) a 5-percent share-
holder. The exercise of such a warrant,
however, would be taken into account
as required by this paragraph (m)(8)(i)
and paragraph (h)(4)(xii) of this sec-
tion.

(ii) Options issued on or after May 6,
1986 and before September 18, 1986. An op-
tion issued or transferred on or after
May 6, 1986, and before September 18,
1986, is subject to the rules of para-
graph (h)(4) of this section.

(iii) Options issued on or after Sep-
tember 18, 1986 and before January 1,
1987. An option issued or transferred on
or after September 18, 1986, and before
January 1, 1987, is subject to the rules
of paragraph (h)(4) of this section, ex-
cept that the option shall be treated
for purposes of this section as if it
never had been issued in the event that
either—

(A) The option lapses unexercised or
is irrevocably forfeited by the holder
thereof, or

(B) On the date the option was
issued, there was no significant likeli-
hood that such option would be exer-
cised within the five-year period from
the date of such issuance and a purpose
for the issuance of the option was to
cause an ownership change prior to
January 1, 1987.

(9) Examples. The rules of this para-
graph (m) may be illustrated by the
following examples.

Example (1) (i) A owns all 100 outstanding
shares of L stock. A sells 11 shares to B on
January 1, 1986. The January 1, 1986 testing
date is disregarded under paragraph (m)(3) of
this section. A sells another 40 shares to B on
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January 1, 1988. B’s second stock purchase is
an owner shift that does not result in an
ownership change. B’s percentage ownership
interest on the testing date (51 percent) is
only 40 percentage points greater than the
lowest percentage of L stock owned by B at
any time during the testing period (11 per-
cent on and after May 6, 1986).

(ii) The facts are the same as in (i). In addi-
tion A sells 20 shares of his L stock to C on
July 1, 1990. C’s stock purchase is an owner
shift. Because B and C together have in-
creased their respective ownership interests
in L by 40 and 20 percentage points relative
to their lowest percentage stock ownership
interests in L at any time during the testing
period, C’s purchase causes an ownership
change. The testing period for any subse-
quent ownership change begins on the first
day following C’s acquisition, July 2, 1990.

Example (2) (i) C has owned 100 percent of L
since March 22, 1980. On October 13, 1986, P
merges into L. As a result of the merger, 40
percent of L stock is acquired by A, the sole
shareholder of P. The merger of P into L is
both an equity structure shift and an owner
shift. The transaction, however, is not an
ownership change with respect to L, because
A’s percentage ownership interest has in-
creased by only 40 percentage points. On Au-
gust 22, 1987, B purchases 15 percent of the L
stock from C. B’s purchase constitutes an
owner shift resulting in an ownership change
that is subject to section 382 because the ag-
gregate increases in percentage ownership by
B and C (respectively 40 percent and 15 per-
cent) is more than 50 percentage points.

(ii) The facts are the same as in (i), except
that the plan of reorganization is adopted on
October 13, 1986, and the merger is completed
on July 22, 1987. The result is the same as in
().

(iii) The facts are the same as in (ii), ex-
cept that the reorganization is completed on
August 22, 1987, and B’s purchase of the L
stock occurs one month earlier, on July 22,
1987. Assume that after the reorganization on
August 22, 1987, A and B own 40 percent and
15 percent, respectively, of L stock. Al-
though the merger occurred pursuant to a
plan of reorganization adopted before 1987, L
is subject to section 382 following the equity
structure shift, because the merger would
not have caused an ownership change if it
had been completed in 1986 after the com-
mencement of the L’s testing period.

(iv) The facts are the same as in (ii), except
that B’s purchase occurs on June 7, 1986. As-
sume that immediately after the reorganiza-
tion on August 22, 1987, A and B own 40 per-
cent and 15 percent, respectively, of L stock.
Since the reorganization pursuant to a plan
adopted before 1987, taken together with the
other shifts in the ownership of L’s stock be-
tween May 5, 1986, and December 31, 1986,
would have caused an ownership change, sec-
tion 382 does not apply as a result of the

26 CFR Ch. | (4-1-04 Edition)

merger. Since an ownership change occurs as
a result of the merger, L’s testing period for
purposes of any subsequent ownership
change begins on October 14, 1986.

(v) The facts are the same as in (iv), except
that B makes an additional purchase from C
of one percent of L’s stock on February 14,
1987. The result is the same as in (iv). B’s ad-
ditional purchase, however, is taken into ac-
count for the purpose of determining wheth-
er there is a second ownership change with
respect to L.

[T.D. 8149, 52 FR 29675, Aug. 11, 1987, as
amended by T.D. 8264, 54 FR 38666, Sept. 20,
1989; T.D. 8277, 54 FR 52936, Dec. 26, 1989; T.D.
8352, 56 FR 29434, June 27, 1991; T.D. 8405, 57
FR 10741, Mar. 30, 1992; T.D. 8407, 57 FR 12210,
Apr. 9, 1992; T.D. 8428, 57 FR 38282, Aug. 24,
1992; T.D. 8440, 57 FR 45712, Oct. 5, 1992; 57 FR
52827, Nov. 5, 1992; T.D. 8490, 59 FR 51573, Oct.
4, 1993; T.D. 8531, 59 FR 12837, Mar. 18, 1994;
T.D. 8679, 61 FR 33315, June 27, 1996; T.D. 8825,
64 FR 36177, July 2, 1999]

§1.382-3 Definitions and rules relating
to a 5-percent shareholder.

(a) Definitions—(1) Entity—(i) In gen-
eral. An entity is any corporation, es-
tate, trust, association, company, part-
nership or similar organization. An en-
tity includes a group of persons who
have a formal or informal under-
standing among themselves to make a
coordinated acquisition of stock. A
principal element in determining if
such an understanding exists is wheth-
er the investment decision of each
member of a group is based upon the
investment decision of one or more
other members. However, the partici-
pation by creditors in formulating a
plan for an insolvency workout or a re-
organization in a title 11 or similar
case (whether as members of a credi-
tors’ committee or otherwise) and the
receipt of stock by creditors in satis-
faction of indebtedness pursuant to the
workout or reorganization do not cause
the creditors to be considered an enti-
ty.
(ii) Examples. The following examples
illustrate the provisions of paragraph
(a)(1)(i) of this section.

Example 1. (i) L corporation has 1,000 shares
of common stock outstanding. For the three-
year period ending on October 1, 1992, L’s
stock was owned by unrelated individuals,
none of whom owned five percent or more of
L. A group of 20 individuals who previously
owned no stock (the “Group”) agree among
themselves to acquire more than 5 percent of
L’s stock. The Group is not a corporation,
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