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back to the year of adjustment, inter-
est shall not be collected or paid for 
any period prior to the close of the tax-
able year in which the net operating 
loss or net capital loss arises. 

(d) If, as a result of a determination 
provided for in § 1.1313(a)–4, an adjust-
ment has been made by the assessment 
and collection of a deficiency or the re-
fund or credit of an overpayment, and 
subsequently such determination is al-
tered or revoked, the amount of the ad-
justment ascertained under § 1.1314(a)–1 
and § 1.1314(a)–2 shall be redetermined 
on the basis of such alteration or rev-
ocation, and any overpayment or defi-
ciency resulting from such redeter-
mination shall be refunded or credited, 
or assessed and collected, as the case 
may be, as an adjustment under sec-
tion 1311. For the circumstances under 
which such an agreement can be al-
tered or revoked, see paragraph (d) of 
§ 1.1313(a)–4. 

[T.D. 6500, 25 FR 12039, Nov. 26, 1960, as 
amended by T.D. 7301, 39 FR 972, Jan. 4, 1974]

§ 1.1314(c)–1 Adjustment unaffected by 
other items. 

(a) The amount of any adjustment 
ascertained under § 1.1314(a)–1 or 
§ 1.1314(a)–2 shall not be diminished by 
any credit or set-off based upon any 
item other than the one that was the 
subject of the adjustment. 

(b) The application of this section 
may be illustrated by the following ex-
amples:

Example 1. In the example set forth in para-
graph (e) of § 1.1314(a)–1, if, after the amount 
of the adjustment had been ascertained, the 
taxpayer, filed a refund claim for the amount 
thereof, the Commissioner could not dimin-
ish the amount of that claim by offsetting 
against it the amount of tax which should 
have been paid with respect to the $6,000 in-
terest item omitted from gross income for 
the year 1949; nor could the court, if suit 
were brought on such claim for refund, offset 
against the amount of the adjustment the 
amount of tax which should have been paid 
with respect to such interest. Similarly, the 
amount of the refund could not be increased 
by any amount attributable to the tax-
payer’s failure to deduct the $4,500 interest 
paid in the year 1949.

Example 2. Assume that a taxpayer in-
cluded in his gross income for the year 1953 
an item which should have been included in 
his gross income for the year 1952. After the 
expiration of the period of limitations upon 

the assessment of a deficiency or the allow-
ance of a refund for 1952, the taxpayer filed 
a claim for refund for the year 1953 on the 
ground that such item was not properly in-
cludible in gross income for that year. The 
claim for refund was allowed by the Commis-
sioner and as a result of such determination 
an adjustment was authorized under section 
1311 with respect to the tax for 1952. If, in 
such case, the Commissioner issued a notice 
of deficiency for the amount of the adjust-
ment and the taxpayer contested the defi-
ciency before the Tax Court of the United 
States, the taxpayer could not in such pro-
ceeding claim an offset based upon his fail-
ure to take an allowable deduction for the 
year 1952; nor could the Tax Court in its deci-
sion offset against the amount of the adjust-
ment any overpayment for the year 1952 re-
sulting from the failure to take such deduc-
tion.

(c) If the Commissioner has refunded 
the amount of an adjustment under 
section 1311, the amount so refunded 
may not subsequently be recovered by 
the Commissioner in any suit for erro-
neous refund based upon any item 
other than the one that was the subject 
of the adjustment,

Example: In the example set forth in para-
graph (e) of § 1.1314(a)–1, if the Commissioner 
had refunded the amount of the adjustment, 
no part of the amount so refunded could sub-
sequently be recovered by the Commissioner 
by a suit for erroneous refund based on the 
ground that there was no overpayment for 
1949, as the taxpayer had failed to include in 
gross income the $6,000 item of interest re-
ceived in that year.

(d) If the Commissioner has assessed 
and collected the amount of an adjust-
ment under section 1311, no part there-
of may be recovered by the taxpayer in 
any suit for refund based upon any 
item other than the one that was the 
subject of the adjustment.

Example: In example (2) of paragraph (b) of 
this section, if the taxpayer had paid the 
amount of the adjustment, he could not sub-
sequently recover any part of such payment 
in a suit for refund based upon the failure to 
take an allowable deduction for the year 
1952.

(e) If the amount of the adjustment is 
considered an overpayment, it may be 
credited, under applicable law and reg-
ulations, together with any interest al-
lowed thereon, against any liability in 
respect of an internal revenue tax on 
the part of the person who made such 
overpayment. Likewise, if the amount 

VerDate Apr<18>2002 09:39 Apr 19, 2002 Jkt 197090 PO 00000 Frm 00637 Fmt 8010 Sfmt 8010 Y:\SGML\197090T.XXX pfrm17 PsN: 197090T



638

26 CFR Ch. I (4–1–02 Edition)§ 1.1321–1

of the adjustment is considered as a de-
ficiency, any overpayment by the tax-
payer of any internal revenue tax may 
be credited against the amount of such 
adjustment in accordance with the ap-
plicable law and regulations there-
under. (See section 6402 and the cor-
responding provisions of prior revenue 
laws.) Accordingly, it may be possible 
in one transaction between the Com-
missioner and the taxpayer to settle 
the taxpayer’s tax liability for the year 
with respect to which the determina-
tion is made and to make the adjust-
ment under section 1311 for the year 
with respect to which the error was 
made or for a year which is affected, or 
treated as affected, by a net operating 
loss deduction or a capital loss carry-
over from the year of the error. 

[T.D. 6500, 25 FR 12040, Nov. 26, 1960]

INVOLUNTARY LIQUIDATION AND 
REPLACEMENT OF LIFO INVENTORIES

§ 1.1321–1 Involuntary liquidation of 
lifo inventories. 

(a) Section 22(d)(6)(B) of the Internal 
Revenue Code of 1939 provides as fol-
lows:

Sec. 22. Gross income. * * *
(d) * * *
(6) Involuntary liquidation and replacement 

of inventory. * * *
(B) Definition of involuntary liquidation. The 

term involuntary liquidation, as used in this 
paragraph, means the sale or other disposi-
tion of goods inventoried under the method 
described in this subsection, either vol-
untary or involuntary, coupled with a failure 
on the part of the taxpayer to purchase, 
manufacture, or otherwise produce and have 
on hand at the close of the taxable year in 
which such sale or other disposition occurred 
such goods as would, if on hand at the close 
of such taxable year, be subject to the appli-
cation of the provisions of this subsection, if 
such failure on the part of the taxpayer is 
due, directly and exclusively, (i) to enemy 
capture or control of sources of limited for-
eign supply; (ii) to shipping or other trans-
portation shortages; (iii) to material short-
ages resulting from priorities or allocations; 
(iv) to labor shortages; or (v) to other pre-
vailing war conditions beyond the control of 
the taxpayer.

(b)(1) If, during any taxable year end-
ing after June 30, 1950, and before Janu-
ary 1, 1955, the disruption of normal 
trade relations between countries, or 
one or more of the conditions attrib-

utable to a state of national prepared-
ness and beyond the control of the tax-
payer, as prescribed by section 
22(d)(6)(B) of the Internal Revenue 
Code of 1939, as modified by section 
1321(b) of the Internal Revenue Code of 
1954, should render it impossible during 
such period for a taxpayer using the 
last-in first-out inventory method to 
have on hand at the close of the tax-
able year a stock of merchandise in 
kind and description like that included 
in the opening inventory for the year, 
or in a quantity equal to that of the 
opening inventory, the resulting inven-
tory decrease for the year will be re-
garded, at the election of the taxpayer, 
as reflecting an involuntary liquida-
tion subject to replacement. If the tax-
payer notifies the Commissioner within 
the period prescribed below that he in-
tends to effect a replacement of the liq-
uidated stock, in whole or in part, and 
that he desires to have applied in his 
case the involuntary liquidation and 
replacement provisions of section 1321, 
and if he establishes to the satisfaction 
of the Commissioner the involuntary 
character of the liquidation to which 
his stock has been subjected, effect 
shall be given, when replacement has 
been made, in whole or in part, but 
only to the extent made in taxable 
years ending before January 1, 1956, to 
an adjustment of taxable income for 
the year of liquidation in the amount 
of the difference between the replace-
ment costs incurred and the original 
inventory cost of the liquidated base 
stock inventory that is replaced. The 
notification is to be given within 6 
months after the filing by the taxpayer 
of his income tax return for the year of 
the liquidation. However, if the liq-
uidation occurs in a taxable year end-
ing after December 31, 1953, the notifi-
cation may be given at any time within 
3 months after the promulgation of 
regulations under section 1321, or prior 
to the expiration of the 6-month period 
following the filing of the return, 
whichever expiration date later occurs. 

(2) If the replacement costs exceed 
such inventory costs, the taxable in-
come of the taxpayer otherwise com-
puted for the year of liquidation shall 
be reduced by an amount equal to such 
excess. If the replacement costs are 
less than the inventory costs, taxable 
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