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§ 1.475(g)–1 Effective dates. 

[T.D. 8700, 61 FR 67719, Dec. 24, 1996, as 
amended by T.D. 9328, 72 FR 32177, June 12, 
2007] 

§§ 1.475(a)–1—1.475(a)–2 [Reserved] 

§ 1.475(a)–3 Acquisition by a dealer of 
a security with a substituted basis. 

(a) Scope. This section applies if— 
(1) A dealer in securities acquires a 

security that is subject to section 
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in 
part, by reference to the basis of that 
security in the hands of the person 
from whom the security was acquired; 
or 

(2) A dealer in securities acquires a 
security that is subject to section 
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in 
part, by reference to other property 
held at any time by the dealer. 

(b) Rules. If this section applies to a 
security— 

(1) Section 475(a) applies only to 
changes in value of the security occur-
ring after the acquisition; and 

(2) Any built-in gain or loss with re-
spect to the security (based on the dif-
ference between the fair market value 
of the security on the date the dealer 
acquired it and its basis to the dealer 
on that date) is taken into account at 
the time, and has the character, pro-
vided by the sections of the Internal 
Revenue Code that would apply to the 
built-in gain or loss if section 475(a) did 
not apply to the security. 

[T.D. 8700, 61 FR 67720, Dec. 24, 1996] 

§ 1.475(a)–4 Valuation safe harbor. 
(a) Overview—(1) Purpose. This sec-

tion sets forth a safe harbor that, 
under certain circumstances, permits 
taxpayers to elect to use the values of 
positions reported on certain financial 
statements as the fair market values of 
those positions for purposes of section 
475. This safe harbor is based on the 
principle that, if a mark-to-market 
method used for financial reporting is 
sufficiently consistent with the re-
quirements of section 475 and if the fi-
nancial statement employing that 
method has certain indicia of reli-
ability, then the values used on that fi-

nancial statement may be used for pur-
poses of section 475. If other provisions 
of the Internal Revenue Code or regula-
tions require adjustments to fair mar-
ket value, use of the safe harbor does 
not eliminate the need for those ad-
justments. See paragraph (e) of this 
section. 

(2) Dealer business model. The safe 
harbor is based on the business model 
for a derivatives dealer. Under this 
model, the dealer seeks to capture and 
profit from bid-ask spreads in the mar-
ketplace by entering into substantially 
offsetting positions with customers 
that will remain on the derivatives 
dealer’s books over their terms. Be-
cause the positions in the aggregate 
tend to offset each other, the dealer 
has achieved a predictable net cash 
flow (for example, a synthetic annuity) 
that reflects the captured bid-ask 
spread. This net cash flow is generally 
impervious to market fluctuations in 
the values on which the component de-
rivatives are based. Section 475 re-
quires current recognition of the 
present value of the net cash flow at-
tributable to the capture of these 
spreads. 

(3) Summary of paragraphs. Paragraph 
(b) of this section sets forth the safe 
harbor. To determine who may use the 
safe harbor, paragraph (c) of this sec-
tion defines the term ‘‘eligible tax-
payer.’’ Paragraph (d) of this section 
sets forth the basic requirements for 
determining whether the method used 
for financial reporting is sufficiently 
consistent with the requirements of 
section 475. Paragraph (e) of this sec-
tion describes adjustments to the fi-
nancial statement values that may be 
required for purposes of applying this 
safe harbor. Paragraph (f) of this sec-
tion describes the procedure for mak-
ing the safe harbor election and the 
conditions under which the election 
may be revoked. Paragraph (g) of this 
section provides that the Commis-
sioner will issue a revenue procedure 
that lists the types of securities and 
commodities that are eligible positions 
for purposes of the safe harbor. Using 
rules for determining priorities among 
financial statements, paragraph (h) of 
this section defines the term ‘‘applica-
ble financial statement’’ and so de-
scribes the financial statement, if any, 
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whose values may be used in the safe 
harbor. In some cases, as required by 
paragraph (j) of this section, the safe 
harbor is available only if the tax-
payer’s operations make significant 
business use of financial statement val-
ues. Paragraph (k) of this section sets 
forth requirements for record retention 
and record production. Paragraph (m) 
of this section provides that the Com-
missioner may use fair market values 
that clearly reflect income, but which 
differ from values used on the applica-
ble financial statement, if an electing 
taxpayer fails to comply with the rec-
ordkeeping and record production re-
quirements of paragraph (k) of this sec-
tion. 

(b) Safe harbor—(1) General rule. Sub-
ject to any adjustment required by 
paragraph (e) of this section, if an eli-
gible taxpayer uses an eligible method 
for the valuation of an eligible position 
on its applicable financial statement 
and the eligible taxpayer is subject to 
the election described in paragraph (f) 
of this section, the value that the eligi-
ble taxpayer assigns to that eligible po-
sition on its applicable financial state-
ment is the fair market value of the el-
igible position for purposes of section 
475 and must be used for purposes of 
section 475, even if that value is not 
the fair market value of the position 
for any other purpose of the internal 
revenue laws. Notwithstanding the rule 
set forth in this paragraph, the Com-
missioner may, in certain cir-
cumstances, use fair market values 
that clearly reflect income but differ 
from the values used on the applicable 
financial statement. See paragraph (m) 
of this section. 

(2) Example. Use of eligible and non-eli-
gible methods. X uses eligible methods 
on its applicable financial statement 
for some, but not all, securities and 
commodities that are eligible posi-
tions. When X elects into the safe har-
bor, the election applies to all eligible 
positions for which X has an eligible 
method. Therefore, once the election is 
in effect, the financial statement val-
ues for eligible positions for which X 
has an eligible method are the fair 
market values of those eligible posi-
tions for purposes of section 475. Since 
X, however, does not have an eligible 
method for all eligible positions, those 

eligible positions for which X does not 
have an eligible method remain subject 
to the fair market value requirements 
of section 475 as set out in case law and 
otherwise. 

(3) Scope of the safe harbor. The safe 
harbor may be used only to determine 
values for eligible positions that are 
properly marked to market under sec-
tion 475. It does not determine whether 
any positions may or may not be sub-
ject to mark-to-market accounting 
under section 475. 

(c) Eligible taxpayer. An eligible tax-
payer is— 

(1) A dealer in securities, as defined 
in section 475(c)(1); or 

(2) A dealer in commodities, as de-
fined in section 475(e), that is subject 
to an election under section 475(e). 

(d) Eligible method—(1) Sufficient con-
sistency. An eligible method is a mark- 
to-market method that is sufficiently 
consistent with the requirements of a 
mark-to-market method under section 
475. To be sufficiently consistent with 
the requirements of a mark-to-market 
method under section 475, the eligible 
method must satisfy all of the require-
ments of paragraph (d)(2) and para-
graph (d)(3) of this section. 

(2) General requirements. The meth-
od— 

(i) Frequency. Must require a valu-
ation of the eligible position no less 
frequently than annually, including a 
valuation as of the last business day of 
the taxable year; 

(ii) Recognition at the mark. Must rec-
ognize into income on the income 
statement for each taxable year mark- 
to-market gain or loss based upon the 
valuation or valuations described in 
paragraph (d)(2)(i) of this section; 

(iii) Recognition on disposition. Must 
require, on disposition of the eligible 
position, recognition into income (on 
the income statement for the taxable 
year of disposition) as if a year-end 
mark occurred immediately before 
such disposition; and 

(iv) Fair value standard. Must require 
use of a valuation standard that ar-
rives at fair value in accordance with 
U.S. Generally Accepted Accounting 
Principles (U.S. GAAP). 

(3) Limitations—(i) Bid-ask method— 
(A) General rule. Except for eligible po-
sitions that are traded on a qualified 
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board or exchange, as defined in sec-
tion 1256(g)(7), or eligible positions that 
the Commissioner designates in a rev-
enue procedure or other published guid-
ance, the valuation standard used must 
not, other than on a de minimis portion 
of a taxpayer’s positions, permit values 
at or near the bid or ask value. Con-
sequently, the valuation method de-
scribed in § 1.471–4(a)(1) fails to satisfy 
this paragraph (d)(3)(i)(A). 

(B) Safe harbor. The restriction in 
paragraph (d)(3)(i)(A) of this section is 
satisfied if the method consistently 
produces values that are closer to the 
mid-market values than they are to 
the bid or ask values. 

(ii) Valuations based on present values 
of projected cash flows. If the method of 
valuation consists of projecting cash 
flows from an eligible position or posi-
tions and determining the present 
value of those cash flows, the method 
must not take into account any cash 
flows attributable to a period or time 
on or before the valuation date. In ad-
dition, adjustment of the gain or loss 
recognized on the mark may be re-
quired with respect to payments that 
will be made after the valuation date 
to the extent that portions of the pay-
ments have been recognized for tax 
purposes before the valuation and ap-
propriate adjustment has not been 
made for purposes of determining fi-
nancial statement value. 

(iii) Accounting for costs and risks. 
Valuations may account for appro-
priate costs and risks, but no cost or 
risk may be accounted for more than 
once, either directly or indirectly. Fur-
ther, no valuation adjustment for any 
cost or risk may be made for purposes 
of this safe harbor if that valuation ad-
justment is not also permitted by, and 
taken for, U.S. GAAP purposes on the 
taxpayer’s applicable financial state-
ment. If appropriate, the costs and 
risks that may be accounted for in-
clude, but are not limited to, credit 
risk (appropriately adjusted for any 
credit enhancement), future adminis-
trative costs, and model risk. An ad-
justment for credit risk is implicit in 
computing the present value of cash 
flows using a discount rate greater 
than a risk-free rate. Accordingly, a 
determination of whether any further 
downward adjustment to value for 

credit risk is warranted, or whether an 
upward adjustment is required, must 
take that implicit adjustment into 
consideration. 

(4) Examples. The following examples 
illustrate this paragraph (d): 

Example 1. (i) X, a calendar year taxpayer, 
is a dealer in securities within the meaning 
of section 475(c)(1). X generally maintains a 
balanced portfolio of interest rate swaps and 
other interest rate derivatives, capturing 
bid-ask spreads and keeping its market expo-
sure within desired limits (using, if nec-
essary, additional derivatives for this pur-
pose). X uses a mark-to-market method on a 
statement that it is required to file with the 
United States Securities and Exchange Com-
mission (SEC) and that satisfies paragraph 
(d)(2) of this section with respect to both the 
contracts with customers and the additional 
derivatives. When determining the amount 
of any gain or loss realized on a sale, ex-
change, or termination of a position, X 
makes a proper adjustment for amounts 
taken into account respecting payments or 
receipts. All of X’s counterparties on the de-
rivatives have credit ratings of AA/aa, ac-
cording to standard credit ratings obtained 
from private credit rating agencies. 

(ii) Under X’s valuation method, as of each 
valuation date, X determines a mid-market 
probability distribution of future cash flows 
under the derivatives and computes the 
present values of these cash flows. In com-
puting these present values, X uses an indus-
try standard yield curve that is appropriate 
for obligations by persons with credit ratings 
of AA/aa. In addition, based on information 
that includes its own knowledge about the 
counterparties, X adjusts some of these 
present values either upward or downward to 
reflect X’s reasonable judgment about the 
extent to which the true credit status of 
each counterparty’s obligation, taking credit 
enhancements into account, differs from AA/ 
aa. 

(iii) X’s methodology does not violate the 
requirement in paragraph (d)(3)(iii) of this 
section that the same cost or risk not be 
taken into account, directly or indirectly, 
more than once. 

Example 2. (i) The facts are the same as in 
Example 1, except that X uses a AAA/aaa rate 
to discount the payments to be received 
under the derivatives. Based on information 
that includes its own knowledge about the 
counterparties, X adjusts these present val-
ues to reflect X’s reasonable judgment about 
the extent to which the true credit status of 
each counterparty’s obligation, taking credit 
enhancements into account, differs from a 
AAA/aaa obligation. 

(ii) X’s methodology does not violate the 
requirement in paragraph (d)(3)(iii) of this 
section that the same cost or risk not be 
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taken into account, directly or indirectly, 
more than once. 

Example 3. (i) The facts are the same as in 
Example 1, except that, after computing 
present values using the discount rates that 
are appropriate for obligors with credit rat-
ings of AA/aa, and based on information that 
includes X’s own knowledge about the 
counterparties, X adjusts some of these 
present values either upward or downward to 
reflect X’s reasonable judgment about the 
extent to which the true credit status of 
each counterparty’s obligation, taking credit 
enhancements into account, differs from 
AAA/aaa. 

(ii) X’s methodology violates the require-
ment in paragraph (d)(3)(iii) of this section 
that the same cost or risk not be taken into 
account, directly or indirectly, more than 
once. By using a AA/aa discount rate, X’s 
method takes into account the difference be-
tween risk-free obligations and AA/aa obliga-
tions. This difference includes the difference 
between a rating of AAA/aaa and one of AA/ 
aa. By adjusting values for the difference be-
tween a rating of AAA/aaa and one of AA/aa, 
X takes into account risks that it had al-
ready accounted for through the discount 
rates that it used. The same result would 
occur if X judged some of its counterparties’ 
obligations to be of AAA/aaa quality but X 
failed to adjust the values of those obliga-
tions to reflect the difference between a rat-
ing of AAA/aaa and one of AA/aa. 

Example 4. (i) The facts are the same as in 
Example 1, except that X determines the mid- 
market value for each derivative and then 
subtracts the corresponding part of the bid- 
ask spread. 

(ii) X’s methodology violates the rule in 
paragraph (d)(3)(i) of this section that forbids 
valuing positions at or near the bid or ask 
value. 

Example 5. (i) The facts are the same as in 
Example 1, and, in addition, X’s adjustments 
for all risks and costs, including credit risk, 
future administrative costs and model risk, 
may occasionally cause the adjusted value of 
an eligible position to be at or near the bid 
value or ask value. 

(ii) X’s methodology does not violate the 
rule in paragraph (d)(3)(i)(A) of this section 
that forbids valuing eligible positions at or 
near the bid or ask value. 

(e) Compliance with other rules. Not-
withstanding any other provisions of 
this section, the fair market values for 
purposes of the safe harbor must be 
consistent with section 482, or rules 
that adopt section 482 principles, when 
applicable. For example, if a notional 
principal contract is subject to section 
482 or section 482 principles, the values 
of future cash flows taken into account 
in determining the value of the con-

tract for purposes of section 475 must 
be consistent with section 482. 

(f) Election—(1) Making the election. 
Unless the Commissioner prescribes 
otherwise, an eligible taxpayer elects 
under this section by filing with the 
Commissioner a statement declaring 
that the taxpayer makes the safe har-
bor election in this section for all eligi-
ble positions for which it has an eligi-
ble method. In addition to any other 
information that the Commissioner 
may require, the statement must de-
scribe the taxpayer’s applicable finan-
cial statement for the first taxable 
year for which the election is effective 
and must state that the taxpayer 
agrees to provide upon the request of 
the Commissioner all information, 
records, and schedules in the manner 
required by paragraph (k) of this sec-
tion. The statement must be attached 
to a timely filed Federal income tax re-
turn (including extensions) for the tax-
able year for which the election is first 
effective. 

(2) Duration of the election. Once 
made, the election continues in effect 
for all subsequent taxable years unless 
revoked. 

(3) Revocation—(i) By the taxpayer. An 
eligible taxpayer that is subject to an 
election under this section may revoke 
the election only with the consent of 
the Commissioner. 

(ii) By the Commissioner. The Commis-
sioner, after consideration of the rel-
evant facts and circumstances, may re-
voke an election under this section, ef-
fective beginning with the first open 
year for which the election is effective 
or with any subsequent year, if— 

(A) The taxpayer fails to comply with 
paragraph (k) of this section (con-
cerning record retention and produc-
tion) and the taxpayer does not show 
reasonable cause for this failure; 

(B) The taxpayer ceases to have an 
applicable financial statement or 
ceases to use an eligible method; or 

(C) For any other reason, no more 
than a de minimis number of eligible 
positions, or no more than a de mini-
mis fraction of the taxpayer’s eligible 
positions, are covered by the safe har-
bor in paragraph (b) of this section. 

(4) Re-election. If an election is re-
voked, either by the Commissioner or 
by the taxpayer, the taxpayer (or any 
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successor in interest of the taxpayer) 
may not make the election without the 
consent of the Commissioner for any 
taxable year that begins before the 
date that is six years after the first day 
of the earliest taxable year affected by 
the revocation. 

(g) Eligible positions. For any tax-
payer, an eligible position is any secu-
rity or commodity that the Commis-
sioner in a revenue procedure or other 
published guidance designates as an el-
igible position with respect to that tax-
payer for purposes of this safe harbor. 

(h) Applicable financial statement—(1) 
Definition. An eligible taxpayer’s appli-
cable financial statement for a taxable 
year is the taxpayer’s primary finan-
cial statement for that year if that pri-
mary financial statement is described 
in paragraph (h)(2)(i) of this section 
(concerning statements required to be 
filed with the SEC) or if that primary 
financial statement both meets the re-
quirements of paragraph (j) of this sec-
tion (concerning significant business 
use) and is described in either para-
graph (h)(2)(ii) or (iii) of this section. 
Otherwise, or if the taxpayer does not 
have a primary financial statement for 
the taxable year, the taxpayer does not 
have an applicable financial statement 
for the taxable year. 

(2) Primary financial statement. For 
any taxable year, an eligible taxpayer’s 
primary financial statement is the fi-
nancial statement, if any, described in 
one or more of paragraphs (h)(2)(i), (ii), 
and (iii) of this section. If more than 
one financial statement of the tax-
payer for the year is so described, the 
primary financial statement is the one 
first described in paragraphs (h)(2)(i), 
(ii), and (iii) of this section. A taxpayer 
has only one primary financial state-
ment for any taxable year. 

(i) Statement required to be filed with 
the Securities and Exchange Commission 
(SEC). A financial statement that is 
prepared in accordance with U.S. 
GAAP and that is required to be filed 
with the SEC, such as the 10–-K or the 
Annual Statement to Shareholders. 

(ii) Statement filed with a Federal agen-
cy other than the Internal Revenue Serv-
ice. A financial statement that is pre-
pared in accordance with U.S. GAAP 
and that is required to be provided to 
the Federal government or any of its 

agencies other than the Internal Rev-
enue Service (IRS). 

(iii) Certified audited financial state-
ment. A certified audited financial 
statement that is prepared in accord-
ance with U.S. GAAP; that is given to 
creditors for purposes of making lend-
ing decisions, given to equity holders 
for purposes of evaluating their invest-
ment in the eligible taxpayer, or pro-
vided for other substantial non-tax 
purposes; and that the taxpayer rea-
sonably anticipates will be directly re-
lied on for the purposes for which it 
was given or provided. 

(3) Example. Primary financial state-
ment. X prepares financial statement 
FS1, which is required to be filed with 
a Federal government agency other 
than the SEC or the IRS. FS1 is thus 
described in paragraph (h)(2)(ii) of this 
section. X also prepares financial state-
ment FS2, which is a certified audited 
financial statement that is given to 
creditors and that X reasonably antici-
pates will be relied on for purposes of 
making lending decisions. FS2 is thus 
described in paragraph (h)(2)(iii) of this 
section. Because FS1, which is de-
scribed in paragraph (h)(2)(ii) of this 
section, is described before FS2, which 
is described in paragraph (h)(2)(iii) of 
this section, FS1 is X’s primary finan-
cial statement. 

(4) Financial statements of equal pri-
ority. If the rules of paragraph (h)(2) of 
this section cause two or more finan-
cial statements to be of equal priority, 
then the statement that results in the 
highest aggregate valuation of eligible 
positions being marked to market 
under section 475 is the primary finan-
cial statement. 

(5) Consolidated groups. If the tax-
payer is a member of an affiliated 
group that files a consolidated return, 
the primary financial statement of the 
taxpayer is the primary financial 
statement, if any, of the common par-
ent (within the meaning of section 
1504(a)(1)) of the consolidated group. 

(6) Supplement or amendment to a fi-
nancial statement. A financial state-
ment includes any supplement or 
amendment to the financial statement. 

(7) Certified audited financial state-
ment. For purposes of this paragraph 
(h), a financial statement is a certified 
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audited financial statement if it is cer-
tified by an independent certified pub-
lic accountant from a Registered Pub-
lic Accounting firm, as defined in sec-
tion 2(a)(12) of the Sarbanes-Oxley Act 
of 2002, Public Law 107–204, 116 Stat. 746 
(July 30, 2002), 15 U.S.C. § 7201(a)(12), 
and rules promulgated under that Act, 
and is— 

(i) Certified to be fairly presented (a 
‘‘clean’’ opinion); 

(ii) Certified to be fairly presented 
subject to a concern about a contin-
gency, other than a contingency relat-
ing to the value of eligible positions (a 
qualified ‘‘subject to’’ opinion); or 

(iii) Certified to be fairly presented 
except for a method of accounting with 
which the Certified Public Accountant 
disagrees and which is not a method 
used to determine the value of an eligi-
ble position held by the eligible tax-
payer (a qualified ‘‘except for’’ opin-
ion). 

(i) [Reserved] 
(j) Significant business use—(1) In gen-

eral. A financial statement is described 
in this paragraph (j) if— 

(i) The financial statement contains 
values for eligible positions; 

(ii) The eligible taxpayer makes sig-
nificant use of financial statement val-
ues in most of the significant manage-
ment functions of its business; and 

(iii) That use is related to the man-
agement of all or substantially all of 
the eligible taxpayer’s business. 

(2) Financial statement value. For pur-
poses of this paragraph (j), the term fi-
nancial statement value means— 

(i) A value that is taken from the fi-
nancial statement; or 

(ii) A value that is produced by a 
process that is in all respects identical 
to the process that produces the values 
that appear on the financial statement 
but that is not taken from the state-
ment because either— 

(A) The value was determined as of a 
date for which the financial statement 
does not value eligible positions; or 

(B) The value is used in the manage-
ment of the business before the finan-
cial statement has been prepared. 

(3) Management functions of a business. 
For purposes of this paragraph (j), the 
term management functions of a business 
refers to the financial and commercial 
oversight of the business. Oversight in-

cludes, but is not limited to, senior 
management review of business-unit 
profitability, market risk measure-
ment or management, credit risk 
measurement or management, internal 
allocation of capital, and compensation 
of personnel. Management functions of 
a business do not include either tax ac-
counting or reporting the results of op-
erations to persons other than direc-
tors or employees. 

(4) Significant use. If an eligible tax-
payer uses financial statement values 
for some significant management func-
tions and uses values that are not fi-
nancial statement values for other sig-
nificant management functions, then 
the determination of whether the tax-
payer has made significant use of the 
financial statement values is made on 
the basis of all the facts and cir-
cumstances. This determination must 
particularly take into account whether 
the taxpayer’s reliance on the financial 
statement values exposes the taxpayer 
to material adverse economic con-
sequences if the values are incorrect. 

(k) Retention and production of 
records—(1) In general. In addition to all 
records that section 6001 otherwise re-
quires to be retained, an eligible tax-
payer subject to the election provided 
by this section must keep, and timely 
provide to the Commissioner upon re-
quest, records and books of account 
that are sufficient to establish that the 
financial statement to which the in-
come tax return conforms is the tax-
payer’s applicable financial statement, 
that the method used on that state-
ment is an eligible method, and that 
the values used for eligible positions 
for purposes of section 475 are the val-
ues used in the applicable financial 
statement. This obligation extends to 
all records and books that are required 
to be maintained for any period for fi-
nancial or regulatory reporting pur-
poses, even if these records or books 
may not otherwise be specifically cov-
ered by section 6001. All records and 
books described in this paragraph (k) 
must be maintained for the period de-
scribed in paragraph (k)(4) of this sec-
tion, even if a lesser period of retention 
applies for financial statement or regu-
latory purposes. 
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(2) Specific requirements—(i) 
Verification and reconciliation. Unless 
the Commissioner otherwise provides— 

(A) In general. An eligible taxpayer 
must provide books and records to 
verify the appropriate use of the safe 
harbor and reconciliation schedules be-
tween the applicable financial state-
ment for the taxable year and the Fed-
eral income tax return for that year. 
The required verification materials and 
reconciliation schedules include all 
supporting schedules, exhibits, com-
puter programs, and any other infor-
mation used in producing the values 
and schedules, including the docu-
mentation of rules and procedures gov-
erning determination of the values. 
The required reconciliation schedules 
must also include a detailed expla-
nation of any adjustments necessitated 
by the imperfect overlap between the 
eligible positions that the taxpayer 
marks to market under section 475 and 
the eligible positions for which the ap-
plicable financial statement uses an el-
igible method. In the time and manner 
provided by the Commissioner, a cor-
porate taxpayer subject to this para-
graph (k) must reconcile the net in-
come amount reported on its applica-
ble financial statement to the amount 
reported on the applicable forms and 
schedules on its Federal income tax re-
turn (such as the Schedule M–1, ‘‘Net 
Income(Loss) Reconciliation for Cor-
porations With Total Assets of $10 Mil-
lion or More’’; Schedule M–3, ‘‘Net In-
come(Loss) Reconciliation for Corpora-
tions With Total Assets of $10 Million 
or More’’; and Form 1120F, ‘‘U.S. In-
come Tax Return of a Foreign Corpora-
tion’’). Eligible taxpayers that are not 
otherwise required to file a Schedule 
M–1 or Schedule M–3 must reconcile 
net income using substitute schedules 
similar to Schedule M–1 and Schedule 
M–3, and these substitute schedules 
must be attached to the return. 

(B) Values on books and records with 
supporting schedules. The books and 
records must state the value used for 
each eligible position separately from 
the value used for any other eligible 
position. However, an eligible taxpayer 
may make adjustments to values on a 
pooled basis, if the taxpayer dem-
onstrates that it can compute gain or 
loss attributable to the sale or other 

disposition of an individual eligible po-
sition. 

(C) Consolidation schedules. An eligi-
ble taxpayer must provide a schedule 
showing the consolidation and de-con-
solidation that is used in preparing the 
applicable financial statement, along 
with exhibits and subordinate sched-
ules. This schedule must provide infor-
mation that addresses the differences 
for consolidation and de-consolidation 
between the applicable financial state-
ment and the Federal income tax re-
turn. 

(ii) Instructions provided by the Com-
missioner. The Commissioner may pro-
vide an alternative time or manner in 
which an eligible taxpayer subject to 
this paragraph (k) must establish that 
the same values used for eligible posi-
tions on the applicable financial state-
ment are also the values used for pur-
poses of section 475 on the Federal in-
come tax return. 

(3) Time for producing records. All doc-
uments described in this paragraph (k) 
must be produced within 30 days of a 
request by the Commissioner, unless 
the Commissioner grants a written ex-
tension. Generally, the Commissioner 
will exercise his discretion to excuse a 
minor or inadvertent failure to provide 
requested documents if the taxpayer 
shows reasonable cause for the failure, 
has made a good faith effort to comply 
with the requirement to produce 
records, and promptly remedies the 
failure. For failures to maintain, or 
timely produce, records, see paragraph 
(f)(3)(ii) of this section (allowing the 
Commissioner to revoke the election), 
and see paragraph (m) of this section 
(allowing the Commissioner, but not 
the taxpayer, to use for eligible posi-
tions that otherwise might be subject 
to the safe harbor fair market values 
that clearly reflect income but that are 
different from the values used on the 
applicable financial statement). 

(4) Retention period for records. All 
materials required by this paragraph 
(k) and section 6001 must be retained as 
long as their contents may become ma-
terial in the administration of any in-
ternal revenue law. 

(5) Agreements with the Commissioner. 
The Commissioner and an eligible tax-
payer may enter into a written agree-
ment that establishes, for purposes of 

VerDate Mar<15>2010 09:48 May 02, 2011 Jkt 223089 PO 00000 Frm 00586 Fmt 8010 Sfmt 8010 Y:\SGML\223089.XXX 223089er
ow

e 
on

 D
S

K
5C

LS
3C

1P
R

O
D

 w
ith

 C
F

R



577 

Internal Revenue Service, Treasury § 1.475(b)–1 

this paragraph (k), which records must 
be maintained, how they must be main-
tained, and for how long they must be 
maintained. 

(l) [Reserved] 
(m) Use of different values. If, with re-

spect to the records that relate to cer-
tain eligible positions for a taxable 
year, the taxpayer fails to satisfy para-
graph (k) of this section (concerning 
record retention and record produc-
tion), then, for those eligible positions 
for that year, the Commissioner may 
use values that the Commissioner de-
termines to be fair market values that 
are appropriate to clearly reflect in-
come, even if the values so determined 
are different from the values reported 
for those positions on the applicable fi-
nancial statement. See also paragraph 
(f)(3)(ii) of this section (concerning rev-
ocation of the election by the Commis-
sioner when a taxpayer does not 
produce required records and fails to 
demonstrate reasonable cause for the 
failure). 

[T.D. 9328, 72 FR 32177, June 12, 2007] 

§ 1.475(b)–1 Scope of exemptions from 
mark-to-market requirement. 

(a) Securities held for investment or not 
held for sale. Except as otherwise pro-
vided by this section and subject to the 
identification requirements of section 
475(b)(2), a security is held for invest-
ment (within the meaning of section 
475(b)(1)(A)) or not held for sale (within 
the meaning of section 475(b)(1)(B)) if it 
is not held by the taxpayer primarily 
for sale to customers in the ordinary 
course of the taxpayer’s trade or busi-
ness. 

(b) Securities deemed identified as held 
for investment—(1) In general. The fol-
lowing items held by a dealer in securi-
ties are per se held for investment 
within the meaning of section 
475(b)(1)(A) and are deemed to be prop-
erly identified as such for purposes of 
section 475(b)(2)— 

(i) Except as provided in paragraph 
(b)(3) of this section, stock in a cor-
poration, or a partnership or beneficial 
ownership interest in a widely held or 
publicly traded partnership or trust, to 
which the taxpayer has a relationship 
specified in paragraph (b)(2) of this sec-
tion; or 

(ii) A contract that is treated for fed-
eral income tax purposes as an annu-
ity, endowment, or life insurance con-
tract (see sections 72, 817, and 7702). 

(2) Relationships—(i) General rule. The 
relationships specified in this para-
graph (b)(2) are— 

(A) Those described in section 267(b) 
(2), (3), (10), (11), or (12); or 

(B) Those described in section 
707(b)(1)(A) or (B). 

(ii) Attribution. The relationships de-
scribed in paragraph (b)(2)(i) of this 
section are determined taking into ac-
count sections 267(c) and 707(b)(3), as 
appropriate. 

(iii) Trusts treated as partnerships. For 
purposes of this paragraph (b)(2), the 
phrase partnership or trust is sub-
stituted for the word partnership in sec-
tions 707(b) (1) and (3), and a reference 
to beneficial ownership interest is 
added to each reference to capital in-
terest or profits interest in those sec-
tions. 

(3) Securities traded on certain estab-
lished financial markets. Paragraph 
(b)(1)(i) of this section does not apply 
to a security if— 

(i) The security is actively traded 
within the meaning of § 1.1092(d)–1(a) 
taking into account only established fi-
nancial markets identified in 
§ 1.1092(d)–1(b)(1) (i) or (ii) (describing 
national securities exchanges and 
interdealer quotation systems); 

(ii) Less than 15 percent of all of the 
outstanding shares or interests in the 
same class are held by the taxpayer 
and all persons having a relationship to 
the taxpayer that is specified in para-
graph (b)(2) of this section; and 

(iii) If the security was acquired (e.g., 
on original issue) from a person having 
a relationship to the taxpayer that is 
specified in paragraph (b)(2) of this sec-
tion, then, after the time the security 
was acquired— 

(A) At least one full business day has 
passed; and 

(B) There has been significant trad-
ing involving persons not having a re-
lationship to the taxpayer that is spec-
ified in paragraph (b)(2) of this section. 

(4) Changes in status—(i) Onset of pro-
hibition against marking. (A) Once para-
graph (b)(1) of this section begins to 
apply to the security and for so long as 
it continues to apply, section 475(a) 
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