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of the earnings and profits of the tax-
able year of the distributing corpora-
tion in which the transaction occurs
allocable to the controlled corporation
shall be included in the computation of
the earnings and profits of the first
taxable year of the controlled corpora-
tion ending after the date of the trans-
action.

(b) If a distribution or exchange to
which section 355 applies (or so much of
section 356 as relates to section 355) is
not in pursuance of a plan meeting the
requirements of a reorganization as de-
fined in section 368(a)(1)(D), the earn-
ings and profits of the distributing cor-
poration shall be decreased by the less-
er of the following amounts:

(1) The amount by which the earn-
ings and profits of the distributing cor-
poration would have been decreased if
it had transferred the stock of the con-
trolled corporation to a new corpora-
tion in a reorganization to which sec-
tion 368(a)(1)(D) applied and imme-
diately thereafter distributed the stock
of such new corporation or,

(2) The net worth of the controlled

corporation. (For this purpose the term
net worth means the sum of the basis of
all of the properties plus cash minus all
liabilities.)
If the earnings and profits of the con-
trolled corporation immediately before
the transaction are less than the
amount of the decrease in earnings and
profits of the distributing corporation
(including a case in which the con-
trolled corporation has a deficit) the
earnings and profits of the controlled
corporation, after the transaction,
shall be equal to the amount of such
decrease. If the earnings and profits of
the controlled corporation imme-
diately before the transaction are more
than the amount of the decrease in the
earnings and profits of the distributing
corporation, they shall remain un-
changed.

(¢) In no case shall any part of a def-
icit of a distributing corporation with-
in the meaning of section 355 be allo-
cated to a controlled corporation.
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§1.312-11 Effect on earnings and prof-
its of certain other tax-free ex-
changes, tax-free distributions, and
tax-free transfers from one corpora-
tion to another.

(a) If property is transferred by one
corporation to another, and, under the
law applicable to the year in which the
transfer was made, no gain or loss was
recognized (or was recognized only to
the extent of the property received
other than that permitted by such law
to be received without the recognition
of gain), then proper adjustment and
allocation of the earnings and profits
of the transferor shall be made as be-
tween the transferor and the trans-
feree. Transfers to which the preceding
sentence applies include contributions
to capital, transfers under section 351,
transfers in connection with reorga-
nizations under section 368, transfers in
liquidations under section 332 and
intercompany transfers during a period
of affiliation. However, if, for example,
property is transferred from one cor-
poration to another in a transaction
under section 351 or as a contribution
to capital and the transfer is not fol-
lowed or preceded by a reorganization,
a transaction under section 302(a) in-
volving a substantial part of the trans-
feror’s stock, or a total or partial lig-
uidation, then ordinarily no allocation
of the earnings and profits of the trans-
feror shall be made. For specific rules
as to allocation of earnings and profits
in certain reorganizations under sec-
tion 368 and in certain liquidations
under section 332 see section 381 and
the regulations thereunder. For alloca-
tion of earnings and profits in certain
corporate separations see section 312(i)
and §1.312-10.

(b) The general rule provided in sec-
tion 316 that every distribution is made
out of earnings or profits to the extent
thereof and from the most recently ac-
cumulated earnings or profits does not
apply to:

(1) The distribution, in pursuance of
a plan of reorganization, by or on be-
half of a corporation a party to the re-
organization, or in a transaction sub-
ject to section 355, to its shareholders—

(i) Of stock or securities in such cor-
poration or in another corporation a
party to the reorganization in any tax-
able year beginning before January 1,
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1934, without the surrender by the
distributees of stock or securities in
such corporation (see section 112(g) of
the Revenue Act of 1932 (47 Stat. 197));
or

(ii) Of stock (other than preferred
stock) in another corporation which is
a party to the reorganization without
the surrender by the distributees of
stock in the distributing corporation if
the distribution occurs after October
20, 1951, and is subject to section
112(b)(11) of the Internal Revenue Code
of 1939; or

(iii) Of stock or securities in such
corporation or in another corporation a
party to the reorganization in any tax-
able year beginning before January 1,
1939, or on or after such date, in ex-
change for its stock or securities in a
transaction to which section 112(b)(3)
of the Internal Revenue Code of 1939
was applicable; or

(iv) Of stock or securities in such cor-
poration or in another corporation in
exchange for its stock or securities in a
transaction subject to section 354 or
355,

if no gain to the distributees from the
receipt of such stock or securities was
recognized by law.

(2) The distribution in any taxable
year (beginning before January 1, 1939,
or on or after such date) of stock or se-
curities, or other property or money,
to a corporation in complete liquida-
tion of another corporation, under the
circumstances described in section
112(b)(6) of the Revenue Act of 1936 (49
Stat. 1679), the Revenue Act of 1938 (52
Stat. 485), of the Internal Revenue Code
of 1939, or section 332 of the Internal
Revenue Code of 1954.

(3) The distribution in any taxable
year (beginning after December 31,
1938), of stock or securities, or other
property or money, in the case of an
exchange or distribution described in
section 371 of the Internal Revenue
Code of 1939 or in section 1081 of the In-
ternal Revenue Code of 1954 (relating to
exchanges and distributions in obedi-
ence to orders of the Securities and Ex-
change Commission), if no gain to the
distributee from the receipt of such
stock, securities, or other property or
money was recognized by law.

(4) A stock dividend which was not
subject to tax in the hands of the dis-
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tributee because either it did not con-
stitute income to him within the
meaning of the sixteenth amendment
to the Constitution or because exempt
to him under section 115(f) of the Rev-
enue Act of 1934 (48 Stat. 712) or a cor-
responding provision of a prior Rev-
enue Act, or section 305 of the Code.

(5) The distribution, in a taxable year
of the distributee beginning after De-
cember 31, 1931, by or on behalf of an
insolvent corporation, in connection
with a section 112(b)(10) reorganization
under the Internal Revenue Code of
1939, or in a transaction subject to sec-
tion 371 of the Internal Revenue Code
of 1954, of stock or securities in a cor-
poration organized or made use of to
effectuate the plan of reorganization, if
under section 112(e) of the Internal
Revenue Code of 1939 or section 371 of
the Internal Revenue Code of 1954 no
gain to the distributee from the receipt
of such stock or securities was recog-
nized by law.

(c) A distribution described in para-
graph (b) of this section does not di-
minish the earnings or profits of any
corporation. In such cases, the earn-
ings or profits remain intact and avail-
able for distribution as dividends by
the corporation making such distribu-
tion, or by another corporation to
which the earnings or profits are trans-
ferred upon such reorganization or
other exchange. In the case, however,
of amounts distributed in liquidation
(other than a taxfree liquidation or re-
organization described in paragraph
(b)(1), (2), (3), or (5) of this section) the
earnings or profits of the corporation
making the distribution are diminished
by the portion of such distribution
properly chargeable to earnings or
profits accumulated after February 28,
1913, after first deducting from the
amount of such distribution the por-
tion thereof allocable to capital ac-
count.

(d) For the purposes of this section,
the terms reorganization and party to
the reorganization shall, for any taxable
year beginning before January 1, 1934,
have the meanings assigned to such
terms in section 112 of the Revenue Act
of 1932 (47 Stat. 196); for any taxable
year beginning after December 31, 1933,
and before January 1, 1936, have the
meanings assigned to such terms in
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section 112 of the Revenue Act of 1934
(48 Stat. 704); for any taxable year be-
ginning after December 31, 1935, and be-
fore January 1, 1938, have the meanings
assigned to such terms in section 112 of
the Revenue Act of 1936 (49 Stat. 1678);
for any taxable year beginning after
December 31, 1937, and before January
1, 1939, have the meanings assigned to
such terms in section 112 of the Rev-
enue Act of 1938 (52 Stat. 485); and for
any taxable year beginning after De-
cember 31, 1938, and ending before June
22, 1954, providing no election is made
under section 393(b)(2) of the Internal
Revenue Code of 1954, have the mean-
ings assigned to such terms in section
112(g)(1) of the Internal Revenue Code
of 1939.

§1.312-12 Distributions of proceeds of
loans guaranteed by the United
States.

(a) The provisions of section 312(j) are
applicable with respect to a loan, any
portion of which is guaranteed by an
agency of the United States Govern-
ment without regard to the percentage
of such loan subject to such guarantee.

(b) The application of section 312(j) is
illustrated by the following example:

Example. Corporation A borrowed $1,000,000
for the purpose of construction of an apart-
ment house, the cost and adjusted basis of
which was $900,000. This loan was guaranteed
by an agency of the United States Govern-
ment. One year after such loan was made and
after the completion of construction of the
building (but before such corporation had re-
ceived any income) it distributed $100,000
cash to its shareholders. The earnings and
profits of the taxable year of such corpora-
tion are increased (pursuant to section 312(j))
by $100,000 immediately prior to such dis-
tribution and are decreased by $100,000 imme-
diately after such distribution. Such de-
crease, however, does not reduce the earn-
ings and profits below zero. Two years later,
it has no accumulated earnings and has earn-
ings of the taxable year of $100,000. Before it
has made any payments on the loan, it dis-
tributes $200,000 to its shareholders. The
earnings and profits of the taxable year of
the corporation ($100,000) are increased by
$100,000, the excess of the amount of the
guaranteed loan over the adjusted basis of
the apartment house (calculated without ad-
justment for depreciation). The entire
amount of each distribution is treated as a
distribution out of earnings and profits and,
accordingly, as a taxable dividend.
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§1.312-15 Effect of depreciation on
earnings and profits.

(a) Depreciation for taxable years begin-
ning after June 30, 1972—(1) In general.
Except as provided in subparagraph (2)
of this paragraph and paragraph (c) of
this section, for purposes of computing
the earnings and profits of a corpora-
tion (including a real estate invest-
ment trust as defined in section 856) for
any taxable year beginning after June
30, 1972, the allowance for depreciation
(and amortization, if any) shall be
deemed to be the amount which would
be allowable for such vyear if the
straight line method of depreciation
had been used for all property for
which depreciation is allowable for
each taxable year beginning after June
30, 1972. Thus, for taxable years begin-
ning after June 30, 1972, in determining
the earnings and profits of a corpora-
tion, depreciation must be computed
under the straight line method, not-
withstanding that in determining tax-
able income the corporation uses an ac-
celerated method of depreciation de-
scribed in subparagraph (A), (B), or (C)
of section 312(m)(2) or elects to amor-
tize the basis of property under section
169, 184, 187, or 188, or any similar pro-
vision.

(2) Exception. (i) If, for any taxable
year beginning after June 30, 1972, a
method of depreciation is used by a
corporation in computing taxable in-
come which the Secretary or his dele-
gate has determined results in a rea-
sonable allowance under section 167(a)
and which is not a declining balance
method of depreciation (described in
§1.167(b)-2), the sum of the years-digits
method (described in §1.167(b)-3), or
any other method allowed solely by
reason of the application of subsection
(b)(4) or (j)(1)(C) of section 167, then the
adjustment to earnings and profits for
depreciation for such year shall be de-
termined under the method so used (in
lieu of the straight line method).

(ii) The Commissioner has deter-
mined that the “‘unit of production”
(see §1.167(b)-0(b)), and the ‘“‘machine
hour”” methods of depreciation, when
properly used under appropriate cir-
cumstances, meet the requirements of
subdivision (i) of this subparagraph.
Thus, the adjustment to earnings and
profits for depreciation (for the taxable



