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§ 25106.5-1.  Intercompany Transactions.    

 
(a) In general. 
 

(1) Purpose. This regulation provides rules for taking into account items of income, 
gain, deduction, and loss of members of a combined reporting group from 
intercompany transactions. The purpose of this regulation is to provide rules for 
reporting intercompany transactions in order to clearly reflect the taxable income (and 
tax liability) of the taxpayer members that is allocated or apportioned to California. The 
general rule is one of deferring gains or losses from intercompany transactions in order 
to produce the effect of transactions between divisions of a single corporation. 

 
(2) Conformity to Treasury Regulation section 1.1502-13. Intercompany transactions. 
Except as otherwise provided, this regulation incorporates Treasury Regulation section 
1.1502-13, as amended through March 17, 1997 April 1, 2010, to the extent possible 
consistent with combined reporting principles to enable ease of administration and 
compliance. This regulation does not restate all the provisions of the federal regulation 
in full (a copy of which can be obtained by going to the department's website at 
www.ftb.ca.gov or by mailing the request to the following address: California Franchise 
Tax Board, Legal Branch, Attn: Chief Counsel, P.O. Box 1720, Rancho Cordova, CA 
95741-1720 at www.irs.gov/taxpros), but the methodology of the federal regulation 
shall apply except as otherwise provided in this regulation. Exceptions will arise due to 
the differences between the composition of the federal consolidated group and the 
combined reporting group, the requirements of California's allocation and 
apportionment provisions, jurisdictional limitations, and treatment of members of a 
combined reporting group as separate entities for many purposes under the Revenue 
and Taxation Code. Further exceptions will arise in those instances when Treasury 
Regulation section 1.1502-13 incorporates by reference provisions of the Internal 
Revenue Code to which California has not conformed. Unless explicitly provided 
otherwise, conformity to Treasury Regulation section 1.1502-13 in no way implies 
conformity to any other regulation under section 1502 of the Internal Revenue Code. 

 
(3) Timing rules as a method of accounting. This regulation applies the provisions of 
Treasury Regulation section 1.1502-13(a)(3), except for the reference to Treasury 
Regulation section 1.1502-17. The rules shall apply to all members of the combined 
reporting group. 

 
(4) Other Law. Other applicable law (including nonstatutory authorities) shall apply in 
addition to the rules of this regulation to the extent that this regulation does not 
exclude such application. 



 
(A) Non-applicability of section 304 of the Internal Revenue Code. As provided 
in Treasury Regulation section 1.1502-80, section 304 of the Internal Revenue 
Code, to which California conforms pursuant to section 24451 of the Revenue 
and Taxation Code, does not apply to any acquisition of stock of a corporation in 
an intercompany transaction occurring on or after the effective date of this 
regulation. 

 
(B) Non-applicability of section 163(e)(5) of the Internal Revenue Code. As 
provided in Treasury Regulation section 1.1502-80, section 163(e)(5) of the 
Internal Revenue Code, to which California conforms pursuant to section 24344 
of the Revenue and Taxation Code, does not apply to any intercompany obligation 
(within the meaning of subsection (g) of this regulation) issued in an income year 
beginning on or after the effective date of this regulation. 

 
(C) Non-applicability of section 1031 of the Internal Revenue Code. As provided 
in Treasury Regulation section 1.1502-80, section 1031 of the Internal Revenue 
Code, to which California conforms pursuant to section 24941 of the Revenue 
and Taxation Code, does not apply to any intercompany transaction occurring in 
income years beginning on or after the effective date of this regulation. 

 
(D) Non-applicability of Title 18, California Code of Regulations, section 
25110(e). To the extent that the provisions of Regulation section 25110(e) are 
not consistent with the provisions of this regulation, this regulation will be 
controlling and Title 18, California Code of Regulations, section 25110(e) shall 
not be applicable. 

 
(5) Sourcing. In the income year that intercompany items are taken into account, 
their source shall be determined as if the selling member (S) and the buying member 
(B) are divisions of a single corporation. Therefore, such intercompany items are 
treated as current apportionable business income and apportioned to California in 
accordance with sections 25120-25141 of the Revenue and Taxation Code. California 
law does not conform to the federal sourcing rules provided or referenced in Treasury 
Regulation section 1.1502- 13. 

 
(A) Sales Factor. 

 
1. Sales attributable to intercompany items are not included in S's sales 
factor either in the year of the transaction or in the year(s) in which such 
intercompany items are taken into account. 

 
2. Gross receipts from the sale generating B's corresponding item will be 
included in B's sales factor in the year of the sale if otherwise included 
under section 25134 of the Revenue and Taxation Code, unless such gross 
receipts are excluded under Title 18, California Code of Regulations, section 
25137. 

 



3. Deemed sales under Treasury Regulation section 1.1502-13(d)(1)(ii) 
will be disregarded for purposes of the sales factor. 

 
4. Subsections (a)(5)(A)1. through 3., above, shall apply regardless of 
whether an election is made under subsection (e)(2) of this regulation to 
recognize income or loss from an intercompany transaction on a separate 
entity basis. 

 
(B) Property Factor. 

 
1. On the date of the intercompany transaction, the property transferred 
from S to B will be included in B's property factor at the original cost (within 
the meaning of section 25106.5 of the Revenue and Taxation Code) to S. 

 
2. Intercompany rent expense is not included in the property factor. 

 
3. Intercompany obligations otherwise includable under Title 18, 
California Code of Regulations, sections 25137-4.2 or 25137-10 shall not 
be included in the property factor. 

 
4. If S's intercompany item is accelerated as a result of S or B no longer 
being members of the same combined reporting group, the value of B's 
property acquired from S in an intercompany transaction will be adjusted 
immediately after the acceleration event to reflect B's original cost (the 
purchase price paid by B to S). 

 
5. Subsections (a)(5)(B)1. through 4. above shall apply regardless of 
whether an election is made under subsection (e)(2) of this regulation to 
treat an intercompany transaction on a separate entity basis. 

 
(6) Overview. The principal rules of this regulation that implement single entity 
treatment are the matching rule of subsection (c) and the acceleration rule of 
subsection (d). Under the matching rule, Seller (S) and Buyer (B) are generally treated 
as divisions of a single corporation for purposes of taking into account their items from 
intercompany transactions. The acceleration rule provides rules for taking the items 
into account if the effect of treating S and B as divisions cannot be achieved (for 
example, if S or B leave the combined reporting group or if the asset transferred in the 
intercompany transaction is converted to nonbusiness use). Intercompany items will be 
treated as current apportionable business income for the year(s) in which the item is 
taken into account. Subsection (b) of this regulation provides definitions used in the 
application of this regulation. Subsection (e) of this regulation provides simplifying 
rules for certain transactions. Subsections (f) and (g) of this regulation provide 
additional rules for stock and obligations of members. Subsections (h) and (j) of this 
regulation provide anti-avoidance rules and miscellaneous operating rules. Subsection 
(i) of this regulation is reserved for future use. 

 
(b) Definitions.  For purposes of this regulation: 



(1) Intercompany transactions. 
 

(A) Except as provided in subsection (b)(1)(B), the term "intercompany 
transaction" means a transaction between corporations which are members of 
the same combined reporting group immediately after such transaction. "S" is the 
member transferring property or providing services, and "B" is the member 
receiving the property or services. Intercompany transactions include, but are not 
limited to - 

 
1. S's sale of property (or other transfer, such as an exchange or 
contribution) to B; 

 
2. S's performance of services for B, and B's payment or accrual of its 
expenditures for S's performance; 

 
3. S's licensing of technology, rental of property, or loan of money to B, 
and B's payment or accrual of its expenditures; and 

 
4. S's distribution to B with respect to S stock. 

 
(B) The term intercompany transaction does not include transactions which 
produce nonbusiness income or loss to the selling member or income attributable 
to a separate business activity of the selling member. The term intercompany 
transaction also does not apply when the asset transferred in the transaction is 
acquired for the buyer's nonbusiness use or for the use of a separate business 
activity of the buyer. For purposes of this regulation, such transactions shall be 
considered as if between corporations that are not members of a combined 
reporting group. 

 
(2) "Combined reporting group" has the same meaning as defined in Title 18, 
California Code of Regulations, section 25106.5(b)(3). For purposes of this regulation, 
the members of the combined reporting group include: 

 
(A) Both S and B, when the income and apportionment factors of those 
corporations are properly included in the same combined report for the income 
year of the intercompany transaction; and 

 
(B) Any affiliated corporation (or portion thereof) whose income and 
apportionment factors are properly included in the same combined report in 
combination with the income and apportionment factors of S and B for that 
income year. 

 
(3) Intercompany items. 

 
(A) In general. S's income, gain, deduction, and loss from an intercompany 
transaction are its intercompany items. For example, S's gain from the sale of 



property to B is an intercompany gain. An item is an intercompany item whether it 
arises directly or indirectly from an intercompany transaction. 

 
(B) Related costs or expenses. S's costs or expenses related to an intercompany 
transaction are included in determining its intercompany items. 

 
(C) Amounts not yet recognized or incurred. S's intercompany items include 
amounts from an intercompany transaction that are not yet taken into account in 
computing its net income under its separate entity method of accounting. 

 
(4) Corresponding items. B's income, gain, deduction, and loss from an intercompany 
transaction, or from property acquired in an intercompany transaction, are its 
corresponding items. If B buys property from S and sells it to a nonmember, B's gain or 
loss from the sale to the nonmember is a corresponding gain or loss. An item is a 
corresponding item whether it is directly or indirectly from an intercompany transaction 
(or from property acquired in an intercompany transaction). 

 
(5) Recomputed corresponding items. The recomputed corresponding item is the 
corresponding item that B would take into account if S and B were divisions of a single 
corporation and the intercompany transaction was between those divisions. For 
example, if S sells property with a $70 basis to B for $100, and B later sells the 
property to a nonmember for $90, B's corresponding item is its $10 loss, and the 
recomputed corresponding item is $20 of gain (determined by comparing the $90 
sales price with the $70 basis the property would have had if S and B were divisions of 
a single corporation). 

 
(6) Treatment as a separate entity. Treatment as a separate entity means treatment 
without application of the rules of this regulation (other than the rules in subsections 
(a)(4) and (5)), but with the application of the other combined reporting regulations (as 
promulgated under the authority of section 25106.5 of the Revenue and Taxation 
Code). "Treatment as a separate entity" does not operate to prevent the income or loss 
taken into account under applicable rules for separate entity treatment from being 
properly characterized as combined report business income of the combined reporting 
group. 

 
(7) Divisions of a single corporation. When S and B are treated as divisions of a 
single corporation for purposes of this regulation, such divisional treatment applies 
only to the unitary, apportionable trade or business operations included in the 
combined report. For example, neither nonbusiness income of S or B, nor income from 
activities of S or B that are excluded from a water's-edge combined report, will be 
considered for purposes of treating S and B as divisions of a single corporation. 

 
(8) Deferred Intercompany Stock Account ("DISA"). DISA is the accounting 
mechanism that a distributee corporation, which is a member of the combined 
reporting group, will use to report and track non-dividend distributions in excess of its 
adjusted basis in the stock of the distributing subsidiary corporation, which is a 
member of the same combined reporting group, until this intercompany item is 



required to be taken into account pursuant to this regulation. The balance of each DISA 
account must be disclosed annually on the taxpayer's return. 

 
(9) Attributes. The attributes of an intercompany item or corresponding item are all of 
the item's characteristics, except amount, location, and timing, necessary to determine 
the item's effect on taxable income (and tax liability). For purposes of this regulation, 
"location" does not refer to geographical location, but instead refers to location within 
the combined reporting group, i.e., which member of the combined reporting group 
realizes the item. 

 
(c) (NO REVISIONS)   
 
(d) (NO REVISIONS)  
 
(e) Simplifying Rules. 
 

(1) Unless otherwise provided, this regulation applies the simplifying rules of 
Treasury Regulation section 1.1502-13(e). Differences may occur due to non-
conformity with federal treatment, such as the treatment of bad debt reserves. 
However, to the extent bad debt reserves are allowed under the Revenue and Taxation 
Code, Treasury Regulation section 1.1502-13(e)(2) is applicable. 

 
(2) Election to treat intercompany transactions on a separate entity basis. 

 
(A) If members of the combined reporting group make a federal election to treat 
recognize income or loss from intercompany transactions on a separate entity 
basis under Treasury Regulation section 1.1502-13(e)(3), the taxpayer members 
will be treated as having made a similar election for California purposes, unless 
an election to the contrary is made for California purposes. A separate California 
election must be made by the taxpayer members to prevent the federal election 
from applying for California purposes. A taxpayer which is qualified to request 
federal consent to treat recognize income or loss from intercompany transactions 
on a separate entity basis under Treasury Regulation section 1.1502-13(e)(3), 
but does not so request or is not granted consent by the Internal Revenue 
Service, may not elect such treatment for California purposes. 

 
(B) If the members of the combined reporting group properly report income or 
loss from intercompany transactions on a separate entity basis for federal or 
foreign national tax purposes and subsection (e)(2)(A) of this regulation does not 
apply, the taxpayer members may elect to treat recognize the income or loss from 
those intercompany transactions on a separate entity basis for California 
purposes. The election may be made for all items, or for items from a class or 
classes of transactions. For example, intercompany sales of inventory to a 
controlled foreign corporation included in a water's-edge combined reporting 
group pursuant to section 25110(a)(6) of the Revenue and Taxation Code may be 
considered a class of transactions for which a separate state election may be 
made. 



 
(C) Elections described by subsection (e)(2) of this regulation are made by 
reporting income or loss from the intercompany transactions in the manner 
required by the election on a timely filed original tax return (not an amended 
return) for the first year to which the election is to apply. An election under this 
subsection shall be treated as an accounting method, and shall be effective for 
all intercompany transactions occurring in the year to which the election is first 
applied, and for each year thereafter. 

 
(D) An election made under subsection (e)(2) of this regulation does not apply 
for purposes of taking into account: 

 
1. losses and deductions deferred under section 267(f) of the Internal 
Revenue Code, or 

 
2. items from intercompany transactions with respect to stock or 
obligations of members. 

 
(f) Stock of Members. 
 

(1) Unless otherwise provided, this regulation applies the provisions of Treasury 
Regulation section 1.1502-13(f) relating to stock of members; however, the provisions 
of subsection (f)(6) of that section shall not apply. 

 
(A) Exception for distributee member. Treasury Regulation section 1.1502- 
13(f)(2)(ii) shall not apply to exclude intercompany distributions from the gross 
income of the distributee member. Intercompany dividend distributions described 
by section 301(c)(1) of the Internal Revenue Code are included in the income of 
the distributee member unless subject to elimination or deduction under other 
applicable law, including sections 25106 or 24402 of the Revenue and Taxation 
Code. The treatment of intercompany distributions described by section 301(c)(3) 
of the Internal Revenue Code is provided by subsection (f)(1)(B) of this regulation. 

 
(B) Deferred intercompany stock account (DISA). That portion of an 
intercompany distribution which exceeds California earnings and profits and P's 
basis in S's stock (the portion of a distribution described by section 301(c)(3) of 
the Internal Revenue Code) will create a DISA. In this subsection, P is treated like 
the Buyer (B) for purposes of calculating corresponding and recomputed items. 

 
The DISA will be treated as deferred income. To the extent of a sale, liquidation, 
redemption or any other disposition of shares of the stock, the balance of the 
DISA with respect to such shares will be taken into account as income or gain to P 
even if S and P remain members of the same combined reporting group. The 
disposition shall be treated as a sale or exchange for purposes of determining the 
character of the DISA income or gain. The DISA is held by the distributee. 

 



1. A disposition of all the shares shall be deemed to have occurred if 
either S or P becomes a non-member of the combined reporting group or if 
the stock of S becomes worthless. 

 
2. A disposition of stock will not occur when members of a combined 
reporting group merge into one another, if the majority of the voting shares 
of the stock of each is owned by other members of the combined reporting 
group.   The amount of DISA that is attributable to each share of the 
surviving member's stock following the merger will be the sum of the DISA 
attributable to the non-surviving member's stock prior to the merger, plus 
the DISA attributable to the surviving member's stock prior to the merger, 
divided by the number of shares of the surviving member's stock following 
the merger.  Thereafter, the amount of DISA attributable to the surviving 
member's stock following the merger must be taken into account as income 
or gain when it is disposed of. 

 
If a DISA has been created as the result of an intercompany distribution, 
prior to P's disposition of the S stock, the DISA will be reduced by any 
subsequent capital contributions that P makes to S.  Once a DISA has been 
eliminated as the result of subsequent capital contributions, any further 
subsequent capital contributions will then increase P's basis in the S stock 
in accordance with section 24916 of the Revenue and Taxation Code. 

 
23. Because P's DISA is deferred income and not negative basis, the DISA 
is taken into account upon liquidation, including complete liquidation into 
the parent. The deferred income restored as a result of the liquidation will 
be taken into account ratably over 60 months unless the taxpayer elects to 
take the income into account in full in the year of liquidation. For example, if 
S liquidates and the exchange of P's S stock is subject to section 332 of the 
Internal Revenue Code (section 24451 of the Revenue and Taxation Code), 
P's DISA income taken into account under subsection (f)(1)(B) of this 
regulation is recognized over 60 months, unless an election is made to 
recognize the deferred income in the year of liquidation. Nonrecognition or 
deferral shall not apply to DISA income or gain taken into account as a result 
of an event described in subsection (f)(1)(B)1. of this regulation. 

 
34. If P transfers the stock of S to another member of the combined 
reporting group, P's DISA income will be an intercompany item and deferred 
under the rules of this regulation.  If the other transferee member of the 
combined reporting group to whom P transfers the S stock already 
possesses S stock with a positive basis, any outstanding DISA attributable to 
the shares transferred by P will be reduced by the basis in the stock already 
possessed by the other member of the combined reporting group.    

 
45. If, on the effective date of this regulation, a closing agreement has 
been executed with the Franchise Tax Board to defer income from 
distributions described under section 301(c)(3) of the Internal Revenue 



Code, then such income shall be included in the DISA of the distributee 
member to the extent that it has not already been taken into account in the 
income of the distributee member. Thereafter, the balance of the DISA 
account shall be taken into account under the rules of this regulation. 

 
56. If P receives an intercompany distribution described by section 
301(c)(3) of the Internal Revenue Code in an income year beginning prior to 
the effective date of this regulation, the taxpayer may request a closing 
agreement under section 19441 of the Revenue and Taxation Code that will 
allow the gain from the distribution to be deferred in a manner consistent 
with the provisions of subsection (f)(1)(B) of this regulation. The request 
shall be mailed within one year after the effective date of this regulation and 
within the applicable statutes of limitations on deficiency assessments or 
refund claims for the year of the distribution. The request shall describe the 
parties to the transaction, including federal identification numbers, the 
nature of the distribution, the timing and amounts of the income involved, 
and any other relevant facts. Requests shall be mailed to the following 
address: California Franchise Tax Board, Legal Branch, Attn: Chief Counsel, 
P.O. Box 1720, Rancho Cordova, CA 95741-1720. 

 
(2) Examples. The application of this section to intercompany transactions with 
respect to stock of members is illustrated by the following examples. 

 
Example 1: Dividend exclusion and property distribution. 

 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 1.) 

 
Facts. S owns land that is used in the trade or business of the combined reporting 
group with a $70 basis and $100 value. On January 1 of Year 1, P's basis in S's stock 
is $100, and S has accumulated earnings and profits of $500 from prior years' 
combined reports of S and P. 

 
During Year 1, S declares and makes a dividend distribution of the land to P. P also 
uses the land in the unitary business. Under section 311(b) of the Internal Revenue 
Code, S has a $30 gain. Under section 301(d) of the Internal Revenue Code, P's basis 
in the land is $100. (California law generally conforms to Internal Revenue Code 
sections 301-385 under section 24451 of the Revenue and Taxation Code.) On July 1 
of Year 3, P sells the land to Y for $110. 

 
Dividend treatment. S's distribution of the land is an intercompany distribution to P in 
the amount of $100. Because the distribution is paid out of earnings and profits of S, 
which have been included in a combined report of S and P, it will be eliminated from 
P's income pursuant to section 25106 of the Revenue and Taxation Code. The 
payment of the dividend has no effect on P's basis in the stock of S. 

 
Matching rule. Under the matching rule (treating P as the buying member and S as the 
selling member), S takes its $30 intercompany gain into account in Year 3 to reflect 



the $30 difference between P's $10 corresponding gain ($110-$100 basis in the land) 
and the $40 recomputed gain ($110-$70 basis that the land would have had if S and 
P were divisions). 

 
Apportionment. The intercompany distribution is not reflected in the sales factor in 
Year 1. In Year 3, unless otherwise excluded, the $110 gross receipts from P's sale of 
the land will be included in P's sales factor. After the distribution in Year 1, the land will 
be included in P's property factor at S's $70 original cost basis. Both S's $30 gain and 
P's $10 gain relative to the distributed land will be treated as current apportionable 
business income in Year 3. 

 
Example 2: Dividends paid from pre-unitary earnings and profits. 

 
Facts. The facts are the same as in Example 1 except that S's earnings and profits from 
prior combined reports of S and P is only $10. S also has $490 of earnings and profits 
that arose in years before a unitary relationship existed between S and P. 

 
Dividend treatment. Because only $10 of S's distribution was paid from earnings and 
profits attributable to business income included in a combined report of S and P, only 
$10 is eliminated under section 25106 of the Revenue and Taxation Code. The 
remaining $90 of the dividend will be taken into account by P in Year 1, subject to any 
applicable deductions under sections 24402 or 24411 of the Revenue and Taxation 
Code. 

 
Matching rule. P's corresponding item is not its dividend income, but its income, gain, 
deduction or loss from the property acquired in the intercompany distribution. 
Therefore, none of S's intercompany gain will be taken into account in Year 1. As in 
Example 1, S will take its $30 intercompany gain into account in Year 3 to reflect the 
$30 difference between P's $10 corresponding gain and the $40 recomputed gain. 

 
Apportionment. The apportionment results are the same as in Example 1, except that 
to the extent that the Year 1 dividend is not eliminated under section 25106 or 
deducted under sections 24402 or 24411 of the Revenue and Taxation Code, P's 
dividend income will be treated as current apportionable business income in Year 1. 
The intercompany distribution is not included in the sales factor in Year 1. 

 
Example 3: Deferred intercompany stock accounts DISAs. 

 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 2.) 

 
Facts. S owns all of T's stock with a $10 basis and $100 value. S has substantial 
earnings and profits which are attributable to business income included in a combined 
report of S, T and P. T has $10 of accumulated earnings and profits, all of which are 
attributable to business income included in a combined report of S, T and P. On 
January 1 of Year 1, S declares and distributes a dividend of all of the T stock to P. 
Under section 311(b) of the Internal Revenue Code, S has a $90 gain. Under section 
301(d) of the Internal Revenue Code, P's basis in the T stock is $100. During Year 3, T 



borrows $90 from an unrelated party and declares and makes a $90 distribution to P 
to which section 301 of the Internal Revenue Code applies. During Year 6, T has $5 of 
current earnings which is attributable to business income included in the combined 
report of S, T and P. On December 1 of Year 9, T issues additional stock to Y and, as a 
result, T becomes a nonmember. 

 
Dividend elimination. P's $100 of dividend income from S's distribution of the T stock, 
and its $10 dividend income from T's $90 distribution, are eliminated from income 
under section 25106 of the Revenue and Taxation Code. 

 
Matching and acceleration rules. P has no deferred intercompany stock account (DISA) 
with respect to T stock because T's $90 distribution did not exceed T's $10 of earnings 
and profits and $100 stock basis. Therefore, P's corresponding item in Year 9 when T 
becomes a nonmember is $0. Treating S and P as divisions of a single corporation, the 
T stock would continue to have a $10 basis after the distribution from S to P. T's $90 
distribution in Year 3 would first reduce T's $10 earnings and profits to zero, then 
reduce the $10 recomputed basis in T stock to zero and create a $70 recomputed 
DISA. T's $5 of earnings in Year 6 does not affect the amount of the DISA. Because the 
recomputed DISA would be taken into account upon T becoming a nonmember in Year 
9, P will have a $70 recomputed corresponding item. Under the matching rule, S takes 
$70 of its intercompany gain into account in Year 9 to reflect the difference between 
P's $0 corresponding gain and the $70 recomputed gain. S's remaining $20 of gain will 
be taken into account under the matching and acceleration rules based on subsequent 
events (for example, under the matching rule if P subsequently sells its T stock, or 
under the acceleration rule if S becomes a nonmember or if the stock of T becomes a 
nonbusiness asset.) 

 
Apportionment. Neither the distributions in Years 1 and 3, nor T becoming a 
nonmember in Year 9, have any effect on the sales factor. S's $70 intercompany gain 
will be treated as current apportionable business income in Year 9. 

 
Example 4: Deferred intercompany stock accounts DISAs, reverse sequence. 

 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 2(d).) 

 
Facts. The facts are the same as in Example 3, except that T borrows the $90 and 
makes its $90 distribution to S before S distributes T's stock to P. To the extent of T's 
$10 earnings and profits, T's distribution to S is a dividend and is eliminated under 
section 25106 of the Revenue and Taxation Code. The remaining distribution reduces 
S's $10 basis in T stock to $0, and creates a $70 DISA. The fair market value of T's 
stock after T incurs the $90 debt and distributes the proceeds is $10. Under section 
311(b) of the Internal Revenue Code and the provisions of this regulation, S has an 
$80 gain from the distribution of T stock to P ($10 value less $0 basis, plus $70 DISA 
recaptured). Under section 301(d) of the Internal Revenue Code, P's initial basis in the 
T stock is the $10 fair market value of the stock. T's $5 of earnings in Year 6 has no 
effect on P's basis in the T stock. 

 



Matching and acceleration rule. P's corresponding item in Year 9, when T becomes a 
nonmember, is $0. Treating S and P as divisions of a single corporation, the T stock 
would continue to have a $0 basis after the distribution from S to P, and a $70 
balance would remain in the DISA. When T becomes a nonmember in Year 9, P must 
include the amount of its DISA in recomputed income, and therefore has a $70 
recomputed corresponding item. Under the matching rule, S takes $70 of its 
intercompany gain into account in Year 9 to reflect the difference between P's $0 
corresponding gain and the $70 recomputed gain. S's remaining $10 of gain will be 
taken into account under the matching and acceleration rules based on subsequent 
events. 

 
Apportionment. Neither the distributions in Year 1 nor T becoming a nonmember in 
Year 9 have any effect on the sales factor. S's $70 intercompany gain taken into 
account in Year 9 is treated as current apportionable business income in Year 9. 

 
Example 5: Partial stock sale. 

 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 2(e).) 

 
Facts. The facts are the same as in Example 3, except that P sells 10% of T's stock to Y 
on December 1 of Year 9 for $1.50 (rather than T issuing additional stock and 
becoming a nonmember). T's $90 distribution to P in Year 3 reduced T's $10 of 
earnings and profits to $0, then reduced P's $100 basis in T stock to $20. Under the 
matching rule, S takes $9 of its gain into account in Year 9 to reflect the difference 
between P's $.50 loss taken into account ($1.50 sale proceeds minus $2 basis) and 
the $8.50 recomputed gain ($1.50 sales proceeds minus $0 basis plus $7 
recomputed DISA). 

 
Apportionment. If not excluded pursuant to Title 18, California Code of Regulations, 
section 25137, the $1.50 gross receipts from P's sale of the T stock to Y is included in 
P's sales factor in Year 9. Both S's $9 gain and P's $.50 loss are treated as current 
apportionable business income in Year 9. 

 
Example 6: Loss, rather than cash distribution. 

 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 2(f).) 

 
Facts. The facts are the same as in Example 3, except that T retains the loan proceeds 
and incurs a $90 operating loss in Year 3. The loss results in an earnings and profits 
deficit of $80 for T, but has no effect on P's basis in T's stock. Therefore, no DISA is 
created. T's $5 of earnings in Year 6 reduces its earnings and profits deficit to $75, but 
also has no effect on the stock basis. Because there is no DISA balance to take into 
account when T becomes a nonmember in Year 9, P's corresponding item and the 
recomputed item are both $0. Consequently, S's entire $90 intercompany gain 
continues to be deferred pending subsequent events. 

 
Example 7: Intercompany reorganization. 



 
(Refer to Treas. Reg. s 1.1502-13(f)(7), example 3.) 

 
Facts. P forms S and B by contributing $200 to the capital of each. During Years 1 
through 4, S and B each accumulate earnings and profits of $50, which is attributable 
to business income included in the combined reports of S, B and P. On January 1 of 
Year 5, the fair market value of S's assets and its stock is $500, and S merges into B in 
a tax-free reorganization. Pursuant to the plan of reorganization, P receives new B 
stock with a fair market value of $350 and $150 cash. 

 
Treatment as a distribution under section 301 of the Internal Revenue Code. Under 
Treasury Regulation section 1.1502-13(f)(3), P is treated as receiving additional B 
stock with a fair market value of $500. Under section 358 of the Internal Revenue 
Code, P's basis of the additional B stock is $200 (P's basis in the relinquished S stock). 
Immediately after the merger, $150 of the stock received is treated as redeemed, and 
the redemption is treated under section 302(d) of the Internal Revenue Code as a 
distribution to which section 301 applies. Under section 381(c)(2) of the Internal 
Revenue Code, B is treated as receiving S's $50 of earnings and profits in addition to 
its own $50 of earnings and profits. Therefore, $100 of the deemed distribution is 
treated as a dividend and is eliminated from income under section 25106 of the 
Revenue and Taxation Code. The remaining $50 of the distribution reduces P's basis in 
the B stock from $400 to $350. 

 
Apportionment. The reorganization has no effect on the sales factor. After the 
reorganization, S's property will be reflected in B's property factor at S's original cost. 

 
Example 8: Merger of members (Brother/Sister Merger) 
 
Facts:  P owns 100% of the stock of B and S, and P, B and S are members of a 
combined reporting group.   There are 100 outstanding shares of B stock, with an 
accompanying DISA of $500.   There are 100 outstanding shares of S stock, with an 
accompanying DISA of $1,000.   S merges into B, with P receiving one share of B stock 
for each share of S stock surrendered.   Accordingly, following the merger, P has 200 
shares of B stock. 
 
Amount of DISA Taken Into Account Following the Merger:  Prior to the merger, there 
was a $5 DISA attributable to each share of B stock.  (500 ÷ 100 = 5)  Therefore, for 
each share of B's stock that that might have been disposed of prior to the merger, P 
would have taken into account $5 of income or gain.  Similarly, prior to the merger, 
there was a $10 DISA attributable to each share of S stock.   (1,000 ÷ 100 = 10)   
Therefore, for each share of S's stock that might have been disposed of prior to the 
merger, P would have taken into account $10 of income or gain.   Following the 
merger, there is a $7.50 DISA attributable to each share of B's stock.  (1,500 ÷ 200 = 
7.50)  Thereafter, when P sells or otherwise disposes of B stock, it must take into 
account $7.50 of income or gain per share.    

 
Example 9:  Subsequent capital contribution 



Facts:   P and S are members of a combined reporting group.  P owns 100% of S's 
stock and has no basis in its shares of S stock.  S has no earnings and profits.   
Subsequent capital contribution reducing DISA:   S borrows $1,000 and distributes it to 
P.  The result is that P has a $1,000 DISA attributable to its shares of S stock.   During 
the year following the creation of the DISA, P makes a $2,000 capital contribution to S.   
The capital contribution is first applied against P's $1,000 DISA attributable to its 
shares of S stock, which is eliminated.  The remaining $1,000 increases P's basis in its 
shares of S stock in accordance with section 24916 of the Revenue and Taxation Code 

 
Example 10:  Transferring stock with a DISA balance 

 
Facts:  P and S and T are members of a combined reporting group.   P owns 100% of 
T's stock.  P and T each own 50% of S's stock.   P and T each have a separate basis in 
S's stock of $500.  Due to an excess distribution, P has a $400 DISA attributable to its 
stock in S.   T does not have a DISA attributable to its stock in S.  P transfers its S stock 
to T.   
 
Reducing DISA to reflect transferee's basis:  After P transfers its S stock to T, the $400 
DISA attributable to P's stock reduces T's original basis in its stock in S.  Thereafter, T 
has a $100 basis in the 100% of S's stock that it holds.    

 
(g) (NO REVISIONS) 
 
(h) (NO REVISIONS) 
 
(i) (NO REVISIONS) 
 
(j) Miscellaneous operating rules. 
 
Except as otherwise provided, this regulation applies the provisions of Treasury Regulation 
section 1.1502-13(j) relating to miscellaneous operating rules; in addition, the provisions of 
subsections (j)(5), (j)(6), and (j)(7) of Treasury Regulation section 1.1502-13 shall not apply. 
(1) Subgroups. 
 

(A) If a change occurs in the composition of the combined reporting group, but both S 
and B either remain members of the same combined reporting group or leave the 
combined reporting group together and remain unitary with each other, such a change 
alone will not cause S's intercompany items to be taken into account under the 
acceleration rule contained in subsection (d) of this regulation. 

 
(B) If the event which causes the combined reporting group to change as described 
in subsection (j)(1)(A) of this regulation also causes S's intercompany items to be taken 
into account in a federal consolidated return, then S may make an irrevocable election 
to take those intercompany items into account in the same period for California 
purposes. The election is made by reporting the income, gain, deduction or loss on a 
timely filed original tax return. If this election is not made, then S and B must maintain 



sufficient records to track the intercompany gain or loss which has been taken into 
account for federal purposes but which remains deferred for state purposes. 

 
(C) Examples. The application of subsection (j)(1) can be illustrated by the following 
examples. 

 
Example 1: S and B sold. 

 
P is the principal corporation in a combined reporting group in which S and B are 
members. P sells S and B to Y, an unrelated entity. S and B remain unitary after the 
sale. The sale of S and B does not cause S's intercompany items to be taken into 
account under the acceleration rule. Therefore S's intercompany items will remain 
deferred until subsequent events cause those intercompany items to be taken into 
account under either the matching rule or the acceleration rule. However, if the sale of 
S and B caused S's intercompany items to be taken into account in the federal 
consolidated return, the taxpayer may elect the same treatment under subsection 
(j)(1)(B) of this regulation by taking the intercompany items into account on its timely 
filed original California return. 

 
Example 2: S and B excluded by water's-edge election. 

 
Assume the same facts as in example 1, but instead of selling S and B to Y, the 
taxpayer members of the combined reporting group make a water's-edge election. S 
and B are foreign corporations and are wholly excluded from the water's-edge 
combined report as a result of the election. Because S and B left the combined 
reporting group together as a result of the water's-edge election, the water's-edge 
election will not cause S's intercompany items to be taken into account under the 
acceleration rule if S and B are still unitary immediately after the election. 

 
(2) Recognition of income from intercompany transactions occurring prior to entering 
the state. 

 
(A) Intercompany transactions as defined in subsection (b)(1) of this regulation 
shall include those transactions which occur prior to any member becoming 
taxable in this state if S and B would have been members of the same combined 
reporting group had any unitary member been taxable in this state in the year of 
the transaction. 

 
(B) To the extent that intercompany transactions would have qualified for an 
election to be treated on a separate entity basis under subsection (e)(2) of this 
regulation but for the fact that no member of the combined reporting group was a 
California taxpayer in the year in which such an election would have been 
required to be made, a retroactive election under subsection (e)(2) of this 
regulation will be deemed made. The deemed election shall apply to all 
intercompany transactions described by subsection (j)(2). 

 



(C) Examples. The application of this regulation to transactions occurring prior 
to entering the state can be illustrated by the following examples. 

 
Example 1: Sale outside of group after member enters the state. 

 
Facts. S and B are members of a unitary group which conduct all of their business 
activity in the U.S. Both are members of a federal consolidated return group. In 
Year 1, when no member of the group is a California taxpayer, S sells land with a 
basis of $100 to B for $110. S's $10 gain is treated as a deferred intercompany 
item in S and B's consolidated return. The land is used in the unitary business. In 
Year 2, a member of the unitary group becomes taxable in California. Prior to the 
member becoming taxable in this state, no event occurred which would have 
caused the intercompany item to be taken into account. In Year 3, B sells the 
land to Y for $130. 

 
Matching rule. S's sale of the land to B is an intercompany transaction, and S's 
$10 gain is its intercompany item. S takes its intercompany gain into account in 
Year 3 to reflect the $10 difference between B's corresponding item of $20 from 
the sale to Y, and the recomputed corresponding item of $30 ($130- $100). This 
is the same result that would have occurred if S and B were unitary divisions of a 
single corporation and the transaction had been a transfer between divisions 
prior to the corporation becoming taxable within this state. 

 
Apportionment. The land is included in B's property factor at S's $100 original 
cost basis. In Year 3, the $130 gross receipts from B's sale to Y, unless otherwise 
excluded by California Code of Regulations section 25137, will be included in B's 
sales factor. S's gain will be treated as current apportionable business income in 
Year 3. 

 
Example 2. Retroactive election under subsection (e)(2). 

 
Facts. The facts are the same as in Example 1, except that S and B do not file a 
consolidated federal return. The Year 1 intercompany transaction between S and 
B is reported as a $10 gain on S's separate return for federal purposes. An 
election to treat intercompany transactions between S and B on a separate entity 
basis could have been made if any member of the unitary group was a California 
taxpayer in the year of the transaction. Therefore, a retroactive election is 
deemed made under this subsection in Year 3, which is the year that S's 
intercompany item would otherwise be taken into account. 

 
Example 3. S leaves the combined reporting group after a member enters the 
state. 

 
Facts. The facts are the same as in Example 1, except that instead of B selling the 
land, the stock of S is sold in Year 3 and S becomes a nonmember of the 
combined reporting group. 

 



Acceleration rule. Once the stock of S is sold, the effect of treating the unitary 
operations of S and B as divisions of a single corporation cannot be achieved. 
Therefore, under the acceleration rule of subsection (d) of this regulation, S's $10 
gain is taken into account in Year 3 immediately before S becomes a 
nonmember. 

 
Apportionment. The land will be included in B's property factor at S's $100 
original cost basis until S's intercompany gain is accelerated. Immediately after 
S's gain is taken into account, the $100 value of the land in B's property factor 
will be increased to reflect B's $110 cost. S's intercompany gain will be treated as 
current apportionable business income in Year 3. 

 
(3) Partially included water's-edge corporations. 

 
(A) Coordination with section 25110(a)(4) of the Revenue and Taxation Code. 

 
1. If S is a corporation partially included in a water's-edge combined 
reporting group pursuant to section 25110(a)(4) of the Revenue and 
Taxation Code, and S enters into a transaction with another member of the 
water's-edge combined reporting group, the transaction is an intercompany 
transaction if the resulting income, gain, deduction or loss would, but for the 
provisions of this regulation, be included as apportionable business income 
in the water's-edge combined report under section 25110 of the Revenue 
and Taxation Code. 

 
2. Except as provided in subsection (j)(3)(A)3. of this regulation, 
intercompany transactions include transactions where B is a corporation 
partially included in the combined reporting group immediately after such 
transaction pursuant to section 25110(a)(4) of the Revenue and Taxation 
Code, but only to the extent that the object of the intercompany transaction 
gives rise to income, gain, deduction or loss which would be included as 
apportionable business income in the water's-edge combined report under 
section 25110 of the Revenue and Taxation Code. 

 
3. The sale, exchange or other transfer of stock of an affiliated 
corporation (as defined by section 25110(b)(1) of Title 18 of the California 
Code of Regulations) to a corporation partially included in the combined 
reporting group pursuant to section 25110(a)(4) of the Revenue and 
Taxation Code will not be treated as an intercompany transaction unless the 
stock is considered to be a United States real property interest as defined in 
section 897(c) of the Internal Revenue Code. 

 
4. Where either S or B was partially included in a water's-edge combined 
reporting group pursuant to section 25110(a)(4) of the Revenue and 
Taxation Code, the intercompany item will be taken into account under the 
acceleration rule immediately before any income year in which either S or B 
has no includable income pursuant to section 25110(a)(4) of the Revenue 



and Taxation Code and is therefore excluded from the water's-edge 
combined reporting group. If, for any year, the includable income of S or B 
pursuant to section 25110(a)(4) of the Revenue and Taxation Code is 
insubstantial, the staff of the Franchise Tax Board may permit or require the 
intercompany item to be taken into account under the acceleration rule 
immediately before such year. 

 
5. Where B is partially included in a water's-edge combined reporting 
group pursuant to section 25110(a)(4) of the Revenue and Taxation Code, 
the acceleration rule will apply to take an intercompany item into account to 
the extent the object of the intercompany transaction ceases to give rise to 
income, gain, loss, or deductions which would be included as apportionable 
business income in the water's-edge combined report under section 25110 
of the Revenue and Taxation Code. For example, if intangible property gives 
rise to income includible in the water's-edge combined report under section 
25110 of the Revenue and Taxation Code while held by B, but a disposition 
of such property results in foreign-source gain or loss under sections 861 
through 865 of the Internal Revenue Code which is not included in the 
water's-edge combined report, then the disposition will trigger application of 
the acceleration rule to take into account S's intercompany items with 
respect to such property. 

 
6. Where a sale, exchange or other transfer of stock to a corporation 
included in the water's-edge combined reporting group pursuant to section 
25110(a)(4) of the Revenue and Taxation Code has been treated as an 
intercompany transaction under subsection (j)(3)(A)3. of this regulation, the 
acceleration rule will apply to take into account intercompany items arising 
from that intercompany transaction if the stock ceases to be a United States 
real property interest as defined in section 897(c) of the Internal Revenue 
Code. 

 
(B) Coordination with section 25110(a)(6) of the Revenue and Taxation Code. 

 
1. Definition. For purposes of subsection (j)(3) of this regulation, the term 
"partial inclusion ratio" shall refer to the ratio described in section 
25110(a)(6) of the Revenue and Taxation Code, and the regulations 
thereunder, for determining the includable amount of income and 
apportionment factors for a partially included corporation described in 
section 25110(a)(6) of the Revenue and Taxation Code. 

 
2. A transaction between a corporation included in a water's-edge 
combined reporting group pursuant to section 25110(a)(6) of the Revenue 
and Taxation Code and another member of the combined reporting group 
will be an intercompany transaction to the extent of that corporation's 
section 25110(a)(6) partial inclusion ratio (as provided by section 
25110(a)(6) of the Revenue and Taxation Code) for the income year. 

 



3. If both S and B are corporations included in a water's-edge combined 
reporting group pursuant to section 25110(a)(6) of the Revenue and 
Taxation Code, the partial inclusion ratios of both S and B must be applied 
to determine the portion of the transaction that will be treated as an 
intercompany transaction. 

 
4. Where either S or B is included in a water's-edge combined reporting 
group pursuant to section 25110(a)(6) of the Revenue and Taxation Code, 
the intercompany item will be taken into account under the acceleration rule 
immediately before the first income year in which the partial inclusion ratio 
for either S or B is an amount equal to or lower than 50% of its partial 
inclusion ratio for the year of the intercompany transaction. Regardless of 
whether the ratio decreases 50% or more below the intercompany 
transaction year partial inclusion ratio, the acceleration rule will apply to 
take the intercompany item into account if the partial inclusion ratio is less 
than 10%. 

 
5. If subsection (j)(3)(B)4. of this regulation applies, then, as an 
alternative to the application of the acceleration rule provided by that 
subsection, the taxpayer may elect to have the acceleration rule apply to 
take into account only a proportionate share of the intercompany item 
relative to the amount of the decrease in the partial inclusion ratio. If further 
decreases in the partial inclusion ratio occur in subsequent years, additional 
portions of the intercompany item shall be taken into account under the 
acceleration rule in proportion to such decreases. However, if in any income 
year the partial inclusion ratio is below 10%, any remaining intercompany 
items shall be taken into account and the election provided by this 
subsection shall not apply. The election shall be made by reporting the 
proportionate share of the intercompany item on a timely filed original tax 
return for the first year in which the partial inclusion ratio decreases 50% or 
more below the intercompany transaction year partial inclusion ratio. As a 
condition of this election, the taxpayer must maintain books and records 
sufficient to identify the amounts of intercompany items, the annual partial 
inclusion ratios, and the application of this provision to the intercompany 
items. 

 
6. Where both S and B are included in a water's-edge combined reporting 
group pursuant to section 25110(a)(6) of the Revenue and Taxation Code, 
and the partial inclusion ratios of both S and B decrease 50% or more below 
their respective intercompany transaction year partial inclusion ratios, the 
acceleration methodology of subsection (j)(3)(B)5. of this regulation shall be 
applied in proportion to the greater of either (1) the amount of decrease 
attributable to S or (2) the amount of decrease attributable to B. 

 
(C) Separate entity election for transactions with partially included entities. See 
subsection (e)(2)(B) of this regulation for application of the election to treat 



transactions on a separate entity basis with respect to transactions with partially 
included entities. 

 
(D) Examples. The application of this regulation to partially included entities in a 
water's-edge combined report is illustrated by the following examples. 

 
Example 1: Intercompany sale of land by an entity included pursuant to section 
25110(a)(4) of the Revenue and Taxation Code. 

 
Facts. S is a foreign corporation with U.S. branches that are included in a water's-
edge combined reporting group pursuant to section 25110(a)(4) of the Revenue 
and Taxation Code. S has a basis of $70 in land which it uses in its U.S. trade or 
business operations. On January 1 of Year 1, S sells the land to domestic 
corporation B for $100. On July 1 of Year 3, B sells the land to Y for $110. 

 
Matching rule. But for the provisions of this regulation, S's $30 gain from the sale 
to B would be treated as U.S. source income and included in the water's-edge 
combined report under section 25110 of the Revenue and Taxation Code. 
However, the transaction is an intercompany transaction and S's $30 gain is an 
intercompany item. S takes its intercompany item into account under the 
matching rule in Year 3 to reflect the $30 difference for the year between B's 
corresponding item of $10 and the recomputed corresponding item of $40. 

 
Apportionment. To produce the result that would occur if S and B were unitary 
divisions of a single corporation, the intercompany sale of land will not be 
reflected in the sales factor in Year 1. In Year 3, unless otherwise excluded, the 
$110 gross receipts from B's sale will be included in B's sales factor. The land is 
attributable to B after the sale, and it will be reflected in B's property factor at S's 
$70 original cost basis until it is sold outside the water's-edge combined reporting 
group in Year 3. Both S's $30 gain and B's $10 gain will be treated as current 
apportionable business income in Year 3. 

 
Example 2: Intercompany transaction where buyer is an entity included pursuant 
to section 25110(a)(4) of the Revenue and Taxation Code. 

 
Facts. B is a foreign corporation with a U.S. branch which is included in a water's-
edge combined reporting group pursuant to section 25110(a)(4) of the Revenue 
and Taxation Code. In Year 1, domestic corporation S incurs expenses of $300 to 
provide engineering services to B in connection with the renovation of B's U.S. 
facility. B capitalizes the $500 fee which it pays to S for the services and 
computes depreciation on that basis. If S and B were divisions of a single 
corporation, only the $300 in expenses would be capitalized, which would result 
in smaller depreciation deductions. 

 
Matching Rule. Because the engineering services are attributable to a facility 
used in the operation of U.S. business activities which give rise to income, gain, 
deduction or loss included in the combined report under section 25110 of the 



Revenue and Taxation Code, the performance of those services is treated as an 
intercompany transaction. S has intercompany income of $200 ($500 receipts 
less $300 expenses). S's intercompany income will be taken into account in 
subsequent years based upon the difference between B's corresponding 
depreciation (based on a $500 basis) and the depreciation recomputed as 
though S and B were divisions of a single corporation (based on a $300 basis). 

 
Apportionment. As would be the case if the services were performed between 
unitary divisions of a single corporation, the transaction will not be reflected in the 
sales factor. If S's expenses with respect to the engineering services include 
payroll expenses, those expenses would be included in S's payroll factor in Year 1. 
When the renovated facility is placed into service in the unitary business, the 
$300 capitalized cost of the engineering services will be included in B's property 
factor. In each subsequent year, S's intercompany income taken into account and 
B's corresponding depreciation deduction will be treated as current apportionable 
business income for that year. 

 
Example 3: Transaction not related to U.S. activities. 

 
Facts. Assume the same facts as in Example 2, except that the engineering 
services relate to the construction of a plant in Brazil. 

 
Matching rule. Although B is partially included in the water's-edge combined 
reporting group under section 25110(a)(4) of the Revenue and Taxation Code, 
the engineering services do not relate to an asset which will give rise to income, 
gain, deduction or loss which will be included in the water's-edge combined report 
under section 25110 of the Revenue and Taxation Code. Therefore, the 
performance of services is not treated as an intercompany transaction. S's 
income of $500 and expenses of $300 are taken into account in Year 1. 

 
Apportionment. Gross receipts of $500 are included in S's sales factor. 

 
Example 3a: Transaction allocated between U.S. activities and foreign activities. 

 
Facts. Assume the same facts as in Example 2, except that the engineering 
services relate to the construction of two plants, one in the U.S. and one in Brazil. 
S's expenses with respect to the engineering services are allocated 55% to the 
U.S. activities under the rules in Treasury Regulation section 1.861. Therefore, 
55% of the transaction will be treated as an intercompany transaction. 

 
Matching Rule. S has intercompany income of $110 ($500 receipts less $300 
expenses, multiplied by 55%). S's intercompany income will be taken into account 
in subsequent years based upon the difference between B's corresponding 
depreciation deduction and the depreciation deduction recomputed as though S 
and B were divisions of a single corporation. 

 



Apportionment. Because 45% of the transaction is not treated as an 
intercompany transaction, S's $90 of non-intercompany income ([$500-$300] x 
45%) will be treated as current apportionable business income in Year 1. 
Likewise, receipts from engineering services of $225 ($500 x 45%) will be 
included in S's sales factor in Year 1. The capitalized cost of the engineering 
services allocated to the U.S. plant is $165 ($300 total cost x 55%). When the 
U.S. plant is placed into service in the unitary business, the $165 capitalized cost 
will be included in B's property factor. In each subsequent year, S's intercompany 
income taken into account and B's corresponding depreciation deduction will be 
treated as current apportionable business income for that year. 

 
Example 4: Asset ceases to give rise to U.S. source income. 

 
Facts. Assume the same facts as in Example 2, except that the engineering 
services relate to the design of specialized equipment which is placed in service 
in B's U.S. facility by the end of Year 1. On December 31 of Year 4, the equipment 
is shipped to Germany for use in another plant owned and operated by B. 

 
Matching rule. S has intercompany income of $200 (see computations in 
Example 2), a portion of which is taken into account in Years 2 through 4 to 
reflect the difference between B's corresponding depreciation deduction and the 
depreciation recomputed as though S and B were divisions of a single 
corporation. 

 
Acceleration rule. In Year 4, the equipment ceases to give rise to income, gain, 
loss or deductions included in the water's-edge combined report under section 
25110 of the Revenue and Taxation Code. Under the acceleration rule and 
subsection (j)(3)(A)5. of this regulation, S's remaining intercompany income is 
taken into account in Year 4. 

 
Apportionment. The apportionment results of the transactions in Years 1 through 
4 are the same as in Example 2. Because no gross receipts related to the 
transaction are generated in Year 4, the accelerated income is not reflected in 
the sales factor. 

 
Example 5. Both Seller and Buyer partially included under section 25110(a)(4) of 
the Revenue and Taxation Code. 

 
S and B are both foreign corporations with U.S. branches that are included in a 
water's-edge combined reporting group pursuant to section 25110(a)(4) of the 
Revenue and Taxation Code. S sells equipment which it uses in its U.S. trade or 
business operations to B for a gain. Thereafter, the equipment is used in B's U.S. 
trade or business operations. Except for the provisions of this regulation, S's gain 
from the sale of equipment would be treated as U.S. source income and included 
in the water's-edge combined report under section 25110 of the Revenue and 
Taxation Code. B's use of the equipment gives rise to income, gain, deduction or 
loss which will be included in the water's-edge combined report under section 



25110 of the Revenue and Taxation Code. Therefore, because the requirements 
of subsections (j)(3)(A)1. and 2. of this regulation are both satisfied, S's sale of 
the equipment to B is treated as an intercompany transaction and subject to the 
rules of this regulation. 

 
Example 6. Seller excluded from the water's-edge combined reporting group. 

 
Facts. S is a foreign corporation which owns 100% of the stock of affiliated 
domestic corporations B and RP. RP is a United States Real Property Holding 
Corporation as defined in section 897(c) of the Internal Revenue Code. In Year 1, 
S has no income from U.S. activities, and is excluded from the water's- edge 
combined reporting group of B and RP. 

 
In Year 2, S sells its stock in RP to B for a gain of $1,000. Because S's sale of RP 
is treated as a disposition of a United States real property interest as defined by 
section 897 of the Internal Revenue Code, S's income and apportionment factors 
attributable to that sale would, but for the provisions of this regulation, be 
included in the water's-edge combined report in Year 2. Therefore, the transaction 
is treated as an intercompany transaction. S's intercompany item is its $1,000 
gain. 

 
In Year 3, S has no income from U.S. activities, and is again excluded from the 
water's-edge combined reporting group of B and RP. 

 
Acceleration Rule. The effect of treating the operations of S and B as divisions of 
a single corporation cannot be achieved once S is excluded from the water's-edge 
combined reporting group. Therefore, under the acceleration rule, S's $1,000 
intercompany gain is taken into account in Year 2 (immediately before the income 
year in which S is excluded from the combined reporting group). 

 
Apportionment. Neither the intercompany sale of RP stock nor the acceleration of 
the intercompany gain is reflected in the sales factor in Year 2. S's accelerated 
gain will be treated as current apportionable business income in Year 2. 

 
Example 7: Seller included under section 25110(a)(6) of the Revenue and 
Taxation Code. 

 
Facts. Corporation S is a controlled foreign corporation as defined in section 957 
of the Internal Revenue Code, and is included in the water's-edge combined 
reporting group under section 25110(a)(6) of the Revenue and Taxation Code to 
the extent of its partial inclusion ratio. In Year 1, S sells land with a basis of $500 
to domestic corporation B for $600. S's partial inclusion ratio for Year 1 is 66%. In 
Year 5, when S's partial inclusion ratio is 75%, B sells the land to Y for $650. At 
no time in Years 2 through 4 did S's partial inclusion ratio fall to 33% or lower 
(50% of the Year 1 ratio; see subsection (j)(3)(B)4. of this regulation). 

 



Matching rule. $66 of S's $100 gain is an intercompany item and is deferred 
($100 x 66%). The remaining $34 of S's gain is not included in the water's-edge 
combined report. In Year 5, B has a corresponding gain of $50 ($650-$600). For 
purposes of calculating the recomputed gain, S's original cost of $500 is 
increased by the amount of S's $34 non-intercompany gain. Therefore, the 
recomputed gain would be $116 ($650-$534). S's $66 intercompany gain is 
taken into account in the water's-edge combined report in Year 5 to reflect the 
$66 difference between B's $50 corresponding gain and the $116 recomputed 
gain. 

 
Apportionment. Gross receipts of $396 from S's sale to B are included in the 
water's-edge combined report ($600 x 66%). If S and B were divisions of a single 
corporation, the transaction would not be reflected in the sales factor. Therefore, 
the $396 intercompany gross receipts shall be eliminated from S's sales factor 
under subsection (a)(5)(A) of this regulation. For purposes of B's property factor, 
the land will be reflected at S's cost basis under subsection (a)(5)(B)1. of this 
regulation, adjusted by any gain or loss recognized by S as a result of the non-
intercompany portion of the transaction. The net value assigned to the land in B's 
property factor will be $534 ($500 cost basis to S + $34 non-intercompany gain). 

 
Example 8: Buyer included under section 25110(a)(6) of the Revenue and 
Taxation Code. 

 
Facts. On December 31 of Year 1, domestic corporation S sells land with a basis 
of $500 to corporation B for $600. Corporation B is a controlled foreign 
corporation as defined in section 957 of the Internal Revenue Code, and is 
included in the water's-edge combined reporting group under section 25110(a)(6) 
of the Revenue and Taxation Code to the extent of its partial inclusion ratio. B's 
partial inclusion ratio for Year 1 is 66%. On December 31 of Year 5, when B's 
partial inclusion ratio is 75%, B sells the land to Y for $650. At no time in Years 2 
through 4 did B's partial inclusion ratio fall to 33% or lower (50% of the Year 1 
ratio). 

 
Matching rule. $66 of S's $100 gain ($100 x 66%) is an intercompany item and is 
deferred. S's remaining $34 gain is taken into account currently in Year 1. In Year 
5, B has a corresponding gain of $50 ($650-$600). For purposes of calculating 
the recomputed gain, S's original cost of $500 is increased by the amount of the 
$34 non-intercompany gain taken into account by S. Therefore, the recomputed 
gain would be $116 ($650-$534). S's $66 intercompany gain is taken into 
account in the water's-edge combined report in Year 5 to reflect the $66 
difference between B's $50 corresponding gain and the $116 recomputed gain. 

 
Apportionment. Unless otherwise excluded, S's sales factor in Year 1 will reflect 
gross receipts of $204 from the non-intercompany portion of the sale to B. The 
remaining $396 ($600 sales price x 66%) will be eliminated from S's sales factor 
under subsection (a)(5)(A) of this regulation. The valuation of the land for 
purposes of B's property factor is S's cost basis adjusted by any gain or loss 



recognized by S as a result of the non-intercompany portion of the transaction. 
The net value assigned to the land will be $534 ($500 cost basis to S + $34 non-
intercompany gain). The $534 valuation will be included in B's property factor to 
the extent of B's partial inclusion ratio for that year. For example, if B's partial 
inclusion ratio was 50% in Year 2, the land would be reflected in B's property 
factor for Year 2 at $267 ($534 x 50%). In Year 5, unless otherwise excluded, 
$487.50 gross receipts from B's sale of the land to Y will be reflected in B's sales 
factor ($650 sales price to Y x 75% Year 5 partial inclusion ratio). 

 
Example 9: Both Seller and Buyer included under section 25110(a)(6) of the 
Revenue and Taxation Code. 

 
Facts. Assume the same facts as in Example 8, except that S is also a controlled 
foreign corporation as defined in section 957 of the Internal Revenue Code, and 
is included in the water's-edge combined reporting group under section 
25110(a)(6) of the Revenue and Taxation Code to the extent of its partial 
inclusion ratio. S's partial inclusion ratio for Year 1 is 80%. On December 31 of 
Year 5, when S's partial inclusion ratio is 60%, B sells the land to Y for $650. At 
no time in Years 2 through 4 did S's partial inclusion ratio fall to 40% or lower 
(50% of S's 80% Year 1 ratio). 

 
Matching rule. $52.80 of S's $100 gain ($100 x S's 80% Year 1 ratio x B's 66% 
Year 1 ratio) is an intercompany item and is deferred. Of S's remaining $47.20 
non-intercompany gain, $27.20 is currently taken into account in Year 1 ($100 
total gain x S's 80% Year 1 ratio = $80 of total gain includable in water's-edge 
combined report; less $52.80 deferred intercompany portion); $20 of non-
intercompany gain is not included in the water's-edge combined report. In Year 5, 
B has a corresponding gain of $50 ($650-$600). For purposes of calculating the 
recomputed gain, S's original cost of $500 is increased by the amount of S's 
$47.20 non-intercompany gain. Therefore, the recomputed gain would be 
$102.80 ($650 sales price - $547.20 recomputed basis). S's $52.80 
intercompany gain is taken into account in the water's-edge combined report in 
Year 5 to reflect the $52.80 difference between B's $50 corresponding gain and 
the $102.80 recomputed gain. 

 
Apportionment. Gross receipts of $480 from S's sale to B ($600 x S's 80% Year 1 
ratio) are included in the water's-edge combined report. Of that amount, $316.80 
($480 x B's 66% Year 1 ratio) is attributable to the intercompany transaction and 
will be eliminated from S's sales factor under subsection (a)(5)(A) of this 
regulation. Unless otherwise excluded, S's sales factor will continue to reflect the 
remaining gross receipts of $163.20. In Year 5, unless otherwise excluded, 
$487.50 gross receipts from B's sale of the land to Y ($650 x B's 75% Year 5 
ratio) will be reflected in B's sales factor. 

 
The valuation of the land for purposes of B's property factor is S's cost basis in 
the land adjusted by any gain or loss recognized by S as a result of the non-
intercompany portion of the transaction. The net value assigned to the land will 



be $547.20 ($500 cost basis to S + $47.20 non-intercompany gain). The 
$547.20 valuation will be included in B's property factor to the extent of B's 
partial inclusion ratio for that year. For example, if B's partial inclusion ratio was 
50% in Year 2, the land would be reflected in B's property factor for Year 2 at 
$273.60 ($547.20 x 50%). 

 
Example 10: Intercompany transaction between Seller included under section 
25110(a)(4) and Buyer included under section 25110(a)(6) of the Revenue and 
Taxation Code. 

 
Facts. S is a foreign corporation with a U.S. branch which is included in the 
water's-edge combined reporting group under section 25110(a)(4) of the 
Revenue and Taxation Code. B is a controlled foreign corporation as defined in 
section 957 of the Internal Revenue Code, and is included in the water's- edge 
combined reporting group under section 25110(a)(6) of the Revenue and 
Taxation Code to the extent of its partial inclusion ratio. In Year 1, S sells land 
with a basis of $800 which it used in its U.S. trade or business activities to B for 
$1,000. B's partial inclusion ratio in Year 1 is 60%. In Year 4, when B's partial 
inclusion ratio is 65%, B sells the land to Y for $1,100. At no time in Years 2 or 3 
did B's partial inclusion ratio fall to 30% or lower (50% of B's 60% Year 1 ratio). 

 
Matching rule. Except for the provisions of this regulation, S's $200 gain from the 
sale to B would be treated as U.S. source income and included in the water's-
edge combined report; therefore, the requirements of subsection (j)(3)(A)1. of this 
regulation are satisfied. $120 of S's gain ($200 total gain x B's 60% partial 
inclusion ratio) is an intercompany item and is deferred. S's remaining $80 non-
intercompany gain is taken into account in the water's-edge combined report in 
Year 1. In Year 4, B has a corresponding gain of $100 ($1,100-$1,000). For 
purposes of calculating the recomputed gain, S's original cost of $800 is 
increased by the amount of the $80 non-intercompany gain taken into account by 
S. Therefore, the recomputed gain would be $220 ($1,100 sales price - $880 
recomputed basis). S's $120 intercompany gain is taken into account in the 
water's-edge combined report in Year 4 to reflect the $120 difference between 
B's $100 corresponding gain and the $220 recomputed gain. 

 
Apportionment. Unless otherwise excluded, S's sales factor in Year 1 will reflect 
gross receipts of $400 from the non-intercompany portion of the sale to B. The 
remaining $600 ($1,000 sale price x 60%) will be eliminated from S's sales factor 
under subsection (a)(5)(A) of this regulation. The valuation of the land for 
purposes of B's property factor is S's cost basis adjusted by any gain or loss 
recognized by S as a result of the non-intercompany portion of the transaction. 
The net value assigned to the land will be $880 ($800 cost basis to S + $80 non-
intercompany gain). The $880 valuation will be included in B's property factor to 
the extent of B's partial inclusion ratio for that year. For example, if B's partial 
inclusion ratio was 55% in Year 2, the land would be reflected in B's property 
factor for Year 2 at $484 ($880 x 55%). In Year 4, unless otherwise excluded, 



$715 gross receipts from B's sale of the land to Y ($1,100 sales price to Y x B's 
65% Year 4 partial inclusion ratio) will be reflected in B's sales factor. 

 
Example 11: Depreciable asset sold to buyer partially included under section 
25110(a)(6) of the Revenue and Taxation Code. 

 
Facts. On January 1 of Year 1, domestic corporation S buys equipment with a 10- 
year useful life for $100 and begins to depreciate it using the straightline 
method. On January 1 of Year 6, S sells the equipment to B for $60. B is a 
controlled foreign corporation partially included in the combined reporting group 
under section 25110(a)(6) of the Revenue and Taxation Code. B's partial 
inclusion ratio is 40% in Year 6. B determines that the useful life of the 
equipment is 5 years from the date it was acquired by B. 

 
Depreciation through Year 5, intercompany gain in Year 6. S claims $10 of 
depreciation for each of Years 1 through 5, and has a $50 basis at the time of 
the sale to B. Thus, S has a $10 gain from its $60 sale to B in Year 6. $4 of S's 
gain is an intercompany gain ($10 gain x B's 40% partial inclusion ratio) and is 
deferred. S's remaining $6 non-intercompany gain is taken into account currently 
in Year 6. 

 
Matching rule. In each of Years 6 through 10, B's corresponding item is its $12 
depreciation deduction ($60 basis / 5-year life). If S and B were divisions of a 
single corporation, the recomputed depreciation deduction would be the $10 
annual depreciation for Years 6 through 10 based on S's $100 basis, plus an 
additional $1.20 of depreciation attributable to the $6 increase in basis resulting 
from S's non-intercompany gain ($6 non-intercompany gain / 5-year remaining 
life). Thus, in each of Years 6 through 10, S will take $.80 of its intercompany 
gain into account to reflect the difference between B's $12 corresponding 
depreciation and the $11.20 recomputed depreciation. 

 
Apportionment. Unless otherwise excluded, S's sales factor in Year 6 will reflect 
gross receipts of $36 from the non-intercompany portion of the sale to B. The 
remaining $24 ($60 x B's 40% partial inclusion ratio) will be eliminated from S's 
sales factor under subsection (a)(5)(A) of this regulation. The valuation of the 
equipment for purposes of B's property factor is S's cost basis of $100. (Because 
S's $10 total gain from the sale to B does not exceed the depreciation already 
deducted by S with respect to the equipment, the basis is not adjusted by the 
non-intercompany gain. If the total gain had exceeded the amount of depreciation 
already deducted by S, then the valuation of the property in B's property factor 
would be increased by the 60% non-intercompany portion of the excess gain.) The 
$100 valuation will be included in B's property factor in each year to the extent of 
B's partial inclusion ratio for that year. For example, the equipment would be 
reflected in B's property factor in Year 6 at $60 ($100 x 60%). In each of Years 6 
through 10, S's $.80 intercompany gain will be treated as current apportionable 
business income. B's $12 depreciation deduction will be included in combined 
report business income in each year to the extent of B's partial inclusion ratio for 



that year. For example, $7.20 of B's depreciation deduction would be included in 
combined report business income in Year 6 ($12 depreciation deduction x 60% 
partial inclusion ratio). 

 
Example 12: Decreasing partial inclusion ratio. 

 
Facts. Assume the same facts as in Example 8, except that B does not sell the 
land to Y in Year 5. In Year 6, B's partial inclusion ratio is 25%, a 62% decrease 
from B's Year 1 ratio of 66% (41% difference between 66% Year 1 ratio and 25% 
Year 6 ratio, divided by 66% Year 1 ratio, equals 62%). 

 
Acceleration rule. Under subsection (j)(3)(B)4. of this regulation, the acceleration 
rule will apply to take S's intercompany gain of $66 into account in Year 5 
(immediately before the income year in which B's partial inclusion ratio falls below 
the 50% threshold). 

 
Example 13: Election made under subsection (j)(3)(B)5. of this regulation. 

 
Facts. Assume the same facts as in Example 12, except that the taxpayer elects 
under subsection (j)(3)(B)5. of this regulation to have the acceleration rule apply 
to take into account only a proportionate share of the intercompany item. B's 
partial inclusion ratio is 33% in Year 7, 16% in Year 8, and 8% in Year 9. 

 
Acceleration rule. In Year 6, $40.92 of S's intercompany gain would be taken into 
account ($66 intercompany gain multiplied by the 62% proportionate decrease 
between B's 66% Year 1 ratio and B's 25% Year 6 ratio). B's partial inclusion ratio 
rose in Year 7; but the Year 8 partial inclusion ratio represented a new low point. 
At 16%, the Year 8 partial inclusion ratio was 76% below the Year 1 ratio of 66% 
(50% difference between 66% Year 1 ratio and 16% Year 8 ratio, divided by 66% 
Year 1 ratio, equals 76%). Accordingly, $9.24 of S's intercompany gain would be 
taken into account in Year 8 ($66 intercompany gain x 14% incremental 
difference between 76% decrease and the 62% decrease that was previously 
recognized). In Year 9, B's partial inclusion ratio fell below the 10% floor, so S's 
remaining intercompany gain of $15.84 is taken into account. 

 
(4) Earnings and profits. The timing rules of this regulation apply to the 
calculation of California earnings and profits. Therefore, the California earnings 
and profits of S will not reflect S's intercompany items until those items are taken 
into account under this regulation.   However, when a member distributes an 
amount of money or property to another member, who in turn immediately 
thereafter distributes no more than the same amount of money or the same 
property to another member, any DISA arising from the initial distribution will be 
treated as earnings and profits for purposes of determining the DISA, if any, 
arising from the second distribution.   

 
Example 1:  Same Amount of Money Distributed  

 



Facts:   P, B and S are members of a combined reporting group.  P owns 100% of 
B's stock, while B in turn owns 100% of S' stock.   S has no earnings and profits 
and B has zero basis in its shares of S' stock.  Similarly, B has no earnings and 
profits and P has zero basis in its shares of B's stock. 

 
Amount of Earnings and Profits Arising from Initial Distribution:  S borrows 
$1,000, which it distributes to B.   The result is that B has a $1,000 DISA 
attributable to its shares of S' stock.   After receiving the $1,000 from S, B 
distributes the same amount to P.   However, the $1,000 DISA that is attributable 
to B's shares of S' stock is treated as if resulted in an increase of $1,000 in B's 
earnings and profits.  Thereafter, when B distributes the $1,000 to P, the 
distribution is treated as a $1,000 dividend to P.   The $1,000 dividend to P 
similarly results in P increasing its earnings and profits by $1,000.  (Pursuant to 
section 25106 of the Revenue and Taxation Code, the deemed $1,000 dividend 
to P would be eliminated for California tax purposes if it were actually taken into 
account.) 

 
Example 2:  Additional Amount of Money Subsequently Distributed 

 
Facts:   P, B, S1 and S2 are members of a combined reporting group.  P owns 
100% of B's stock, which in turn owns 100% of S1's stock, which in turn owns 
100% of S2's stock.   S2 has no earnings and profits and S1 has zero basis in its 
shares of S2's stock.   S1 has no earnings and profits and B has zero basis in its 
shares of S1' stock.  B has no earnings and profits and P has no basis in its 
shares of B's stock. 

 
Amount of Earnings and Profits Arising from Initial Distribution and DISA Resulting 
From An Additional Amount of Money Subsequently Distributed:  S2 borrows 
$1,000, which it distributes to S1.   The result is that S1 has a $1,000 DISA 
attributable to its shares of S2's stock.   After receiving the $1,000 from S2, S1 
distributes the same amount to B.   However, the $1,000 DISA that's attributable 
to S1's shares of S2's stock is treated as if it increased S1's earnings and profits 
by $1,000.  Thereafter, when S1 distributes the $1,000 to B, the distribution is 
treated as a $1,000 dividend to B.  B borrows an additional $1,000, which it 
combines with the $1,000 distribution it received from S1, and then B distributes 
$2,000 to P.   The $1,000 dividend to B similarly results in B increasing its 
earnings and profits by $1,000.  Thereafter, when B distributes $2,000 to P, 
$1,000 of it is treated as a dividend to P.  However, the remaining $1,000 
represents an amount in excess of B's earnings and profits and P's basis in B's 
stock.  Therefore, the result is that P has a $1,000 DISA attributable to its shares 
of B's stock.  (Pursuant to section 25106 of the Revenue and Taxation Code, the 
deemed $1,000 dividend to P would be eliminated for California tax purposes if it 
were actually taken into account.) 

 
 

(5) Foreign country operations. To the extent that foreign country operations are 
included in the combined report, and the corporations engaging in those 



operations are not required to report intercompany transactions under a similar 
deferral method for federal income tax purposes or any other purposes, then 
intercompany transactions involving those foreign operations may be reported 
using the method used for consolidated financial reporting purposes if that 
method reasonably reflects income and approximates the result that would be 
obtained from use of the rules in this regulation. However, adjustments may be 
permitted or required for any transaction or series of transactions for which the 
financial reporting method does not produce a result which reasonably 
approximates the results that would have been obtained under this regulation. 

 
(6) (Reserved for pass-through entity rules.) 

 
(7) If the taxpayer fails to disclose its DISA balance on its annual tax return, the 
staff of the Franchise Tax Board may, in its discretion, require the amounts in the 
undisclosed DISA accounts to be taken into account in part or in whole in any 
year of such failure.    In addition to disclosing its DISA balance, the taxpayer must 
also disclose all DISA balances that have been previously reduced and/or 
eliminated as the result of any subsequent capital contributions. 

 
(8) Recordkeeping. Intercompany and corresponding items shall be reflected on 
permanent books and records (including work papers). See also Title 18, 
California Code of Regulations, section 19141.6. 

 
(k) (NO REVISIONS) 
 
 
Note:   Authority cited:  Section 19503, Revenue and Taxation Code. 
            Reference cited:  Section 25106.5, Revenue and Taxation Code. 
 
 


