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Final regulations on post-reorganization 
accounting method changes modify rules 

The IRS recently finalized regulations under section 381 that significantly modify the 
rules that determine the method of accounting that must be used by the acquiring 
entity in certain corporate reorganizations or tax-free liquidations described in 
section 381. In certain cases, taxpayers may be required to request a change in 
accounting method. 
 
Section 381 provides rules regarding the carryover of various tax attributes after 
either a section 332 asset distribution following a liquidation of a subsidiary or a 
nonrecognition transaction subject to section 361 that is in connection with certain 
types of tax-free reorganizations. 
 
The final regulations affect taxpayers that are party to a transaction described in 
section 381 that occurs on or after August 31, 2011. 

Key aspects of the final regulations 
 
Optimal accounting method 
 
Consistent with previous rules, the final regulations provide under both section 
381(c)(4) and section 381(c)(5) that the accounting method to be used after a section 
381(a) transaction by the acquiring corporation will depend on whether (1) the 
businesses of the parties to the section 381(a) transaction are combined after the 
transaction by the acquiring corporation; and (2) the method is permissible.  
 
If the trades or businesses of the parties to the section 381(a) transaction are 
operated as separate trades or businesses after that transaction, then an accounting 
method used by the parties prior to that transaction carries over and is used by the 
acquiring corporation, provided the method is permissible (the "carryover method"). 
If the trades or businesses of the parties to the section 381(a) transaction are not 
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operated as separate trades or businesses after that transaction, then the acquiring 
corporation must determine and use the "principal method." 
 
The final regulations provide a general rule that the principal method generally is the 
accounting method used by the acquiring corporation prior to the section 381(a) 
transaction. However, there are two exceptions: 

 If the acquiring corporation does not have an accounting method for a 
particular item or type of goods, the principal method is the accounting 
method for the item or type of goods used by the distributor or transferor 
corporation prior to the section 381(a) transaction.  

 

 If the distributor or transferor corporation is larger than the acquiring 
corporation, the principal methods for the overall accounting method and for 
the accounting method for a particular item or type of goods are the methods 
used by the distributor or transferor corporation prior to the section 381(a) 
transaction.  

 
Under the final regulations, the determination of whether the distributor or 
transferor corporation is larger than the acquiring corporation is made by comparing 
certain attributes -- under section 381(c)(4), the adjusted bases of assets and gross 
receipts, and under section 381(c)(5), the fair market value of the inventory -- of only 
the trades or businesses that will be integrated after the date of distribution or 
transfer. 
 
Accounting method change 
 
Any party to a section 381(a) transaction may request permission to change its 
accounting methods for the tax year in which the transaction occurs or is expected to 
occur under section 446(e). However, the acquiring corporation generally does not 
need to secure IRS consent to continue a carryover method or use the principal 
method unless such method constitutes an impermissible method. 
 
Under the final regulations, the rules governing accounting method changes under 
section 446(e) apply to determine (1) whether the section 381(a) accounting method 
change is implemented with a section 481(a) adjustment or on a cut-off basis; (2) the 
computation of the section 481(a) adjustment; and (3) the appropriate period of tax 
years over which the adjustment is included in taxable income. 
 
The final regulations clarify that a taxpayer must request an accounting method 
change on Form 3115 and not by filing a request for a private letter ruling. Under the 
final regulations, the request must be filed by the later of (1) the last day of the tax 
year in which the combination occurred; or (2) the earlier of: (a) 180 days after the 
date of distribution or transfer or (b) the day on which the acquiring corporation files 
its federal income tax return for the tax year in which the distribution or transfer 
occurred. 
 
Observations  
 
The final regulations clarify that every accounting method -- whether a carryover 
method or a principal method, and whether permissible or impermissible -- is an 
established accounting method. Therefore, if an acquiring corporation discovers after 
the deadline for filing a request to change an accounting method for the year of the 
section 381(a) transaction that it is using an impermissible method, the acquiring 
corporation must file for an accounting method change to a permissible accounting 
method for a later tax year. 
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The final regulations do not provide audit protection when an acquiring corporation 
uses a principal method after the date of distribution or transfer. However, audit 
protection ordinarily is provided for any voluntary change in method of accounting 
for which a party to a section 381(a) transaction obtains consent under section 446(e) 
and the generally applicable administrative procedures set forth in Rev. Procs. 97-27 
and 2011-14. 
 
There are special rules for accounting methods related to inventory after a section 
381 transaction that are not addressed above. These rules are set forth in Reg. sec. 
1.381(c)(5)-1. 
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