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to the Service Center indicated by the
instructions for the Form 720.

(ii) Applicable election years beginning
after 1987. For an applicable election
year beginning after 1987, the required
payment is due and payable without
assessment or notice, on or before May
15 of the calendar year following the
calendar year in which the applicable
election year begins.

(iii) Special rule for back-up section 444
election. See §1.444-3T(b)(4)(iii) for a
special rule that may extend the due
date for making a required payment.

(5) Penalties for failure to pay. In the
case of any failure by a partnership or
S corporation to pay the required pay-
ment on or before the date prescribed
in paragraph (a)(4) of this section,
there shall be assessed on such partner-
ship or S corporation a penalty of 10
percent of the underpayment. For pur-
poses of this section, the term ‘‘under-
payment’’ means the excess of the
amount of the payment required under
this section over the amount (if any) of
such payment paid on or before the
date prescribed in paragraph (a)(4) of
this section.

(6) Refund of required payment—@i) In
general. If a partnership or S corpora-
tion is entitled to make a claim for re-
fund pursuant to §1.7519-1T(c), such
partnership or S corporation should
file a claim for refund, as provided in
paragraph (a)(6)(ii) of this section.
However, in no event shall a refund be
made prior to April 15 of the second
calendar year that follows the calendar
year in which an applicable election
yvear begins. For example, assume a
partnership made a section 444 election
to retain its taxable year for its tax-
able year beginning October 1, 1987, and
as a result made a required payment
for such year. Further assume that the
partnership terminates its election for
its taxable year beginning October 1,
1988. Based on these facts, the partner-
ship will be entitled to a refund, but no
earlier than April 15, 1989.

(i1) Procedures for claiming refund.
[Reserved]

(iii) Interest on refund. No interest
shall be allowed with respect to any re-
fund of a required payment under
§1.7519-1T(C).

(b) Assessment and collection of pay-
ment. A required payment shall be as-
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sessed and collected in the same man-
ner as if it were a tax imposed by sub-
title C. Furthermore, no deduction
shall be allowable to a partnership or S
corporation (or their owners) with re-
spect to the required payment.

(c) Termination due to willful failure.
See §1.444-1T(a)(5)(1)(C), which provides
that willful failure to comply with the
requirements of this section will result
in the termination of the section 444
election.

(d) Negligence and fraud penalties made
applicable. For purposes of section 6653,
relating to additions to tax for neg-
ligence and fraud, any payment re-
quired by this section shall be treated
as a tax.

[T.D. 8205, 53 FR 19709, May 27, 1988]

§1.7519-3T Effective date (temporary).

The provisions of §§1.7519-1T through
§1.75619-3T are effective for taxable
years beginning after December 31,
1986.

[T.D. 8205, 53 FR 19710, May 27, 1988]
GENERAL ACTUARIAL VALUATIONS

§1.7520-1 Valuation of annuities,
unitrust interests, interests for life
or terms of years, and remainder or
reversionary interests.

(a) General actuarial valuations. (1)
Except as otherwise provided in this
section and in §1.7520-3 (relating to ex-
ceptions to the use of prescribed tables
under certain circumstances), in the
case of certain transactions after April
30, 1989, subject to income tax, the fair
market value of annuities, interests for
life or for a term of years (including
unitrust interests), remainders, and re-
versions is their present value deter-
mined under this section. See §20.2031-
7(d) of this chapter (and, for periods
prior to May 1, 2009, §20.2031-7A) for the
computation of the value of annuities,
unitrust interests, life estates, terms
for years, remainders, and reversions,
other than interests described in para-
graphs (a)(2) and (a)(3) of this section.

(2) For a transfer to a pooled income
fund, see §1.642(c)-6(e) (or, for periods
prior to May 1, 2009, §1.642(c)-6A) with
respect to the valuation of the remain-
der interest.

(3) For a transfer to a charitable re-
mainder annuity trust after April 30,

605



§1.7520-1

1989, see §1.664-2 with respect to the
valuation of the remainder interest.
See §1.664-4 with respect to the valu-
ation of the remainder interest in prop-
erty transferred to a charitable re-
mainder unitrust.

(b) Components of valuation—(1) Inter-
est rate component—(i) Section 7520 Inter-
est rate. The section 7520 interest rate
is the rate of return, rounded to the
nearest two-tenths of one percent, that
is equal to 120 percent of the applicable
Federal mid-term rate, compounded
annually, for purposes of section
1274(d)(1), for the month in which the
valuation date falls. In rounding the
rate to the nearest two-tenths of a per-
cent, any rate that is midway between
one two-tenths of a percent and an-
other is rounded up to the higher of
those two rates. For example, if 120
percent of the applicable Federal mid-
term rate is 10.30, the section 7520 in-
terest rate component is 10.4. The sec-
tion 7520 interest rate is published
monthly by the Internal Revenue Serv-
ice in the Internal Revenue Bulletin
(see §601.601(d)(2)(ii)(b) of this chapter).

(ii) Valuation date. Except as provided
in §1.7520-2, the valuation date is the
date on which the transaction takes
place.

(2) Mortality component. The mor-
tality component reflects the mor-
tality data most recently available
from the United States census. As new
mortality data becomes available after
each decennial census, the mortality
component described in this section
will be revised and the revised mor-
tality component tables will be pub-
lished in the regulations at that time.
For transactions with valuation dates
on or after May 1, 2009, the mortality
component table (Table 2000CM) is con-
tained in §20.2031-7(d)(7) of this chap-
ter. See §20.2031-7TA for mortality com-
ponent tables applicable to trans-
actions for which the valuation date
falls before May 1, 2009.

(c) Tables. The present value on the
valuation date of an annuity, life es-
tate, term of years, remainder, or re-
version is computed by using the sec-
tion 7520 interest rate component that
is described in paragraph (b)(1) of this
section and the mortality component
that is described in paragraph (b)(2) of
this section. Actuarial factors for de-
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termining these present values are in-
cluded in tables in these regulations
and in publications by the Internal
Revenue Service. If a special factor is
required in order to value an interest,
the Internal Revenue Service will fur-
nish the factor upon a request for a rul-
ing. The request for a ruling must be
accompanied by a recitation of the
facts, including the date of birth for
each measuring life and copies of rel-
evant instruments. A request for a rul-
ing must comply with the instructions
for requesting a ruling published peri-
odically in the Internal Revenue Bul-
letin (see Rev. Proc. 94-1, 1994-1 I.R.B.
10, and subsequent updates, and
§§601.201 and 601.601(d)(2)(ii)(b) of this
chapter) and include payment of the re-
quired user fee.

(1) Regulation sections containing ta-
bles with interest rates between 0.2 and 14
percent for valuation dates on or after
May 1, 2009. Section 1.642(c)-6(e)(6) con-
tains Table S used for determining the
present value of a single life remainder
interest in a pooled income fund as de-
fined in §1.642(c)-5. See §1.642(c)-6A for
actuarial factors for one life applicable
to valuation dates before May 1, 2009.
Section 1.664-4(e)(6) contains Table F
(payout factors) and Table D (actuarial
factors used in determining the present
value of a remainder interest post-
poned for a term of years). Section
1.664-4(e)(7) contains Table U)
(unitrust single life remainder factors).
These tables are used in determining
the present value of a remainder inter-
est in a charitable remainder unitrust
as defined in §1.664-3. See §1.664-4A for
unitrust single life remainder factors
applicable to valuation dates before
May 1, 2009. Section 20.2031-7(d)(6) of
this chapter contains Table B (actu-
arial factors used in determining the
present value of an interest for a term
of years), Table J (term certain annu-
ity beginning-of-interval adjustment
factors), and Table K (annuity end-of-
interval adjustment factors). Section
20.2031-7(d)(7) contains Table S (single
life remainder factors), and Table
2000CM (mortality components). These
tables are used in determining the
present value of annuities, life estates,
remainders, and reversions. See
§20.2031-7TA for single life remainder
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factors for one life and mortality com-
ponents applicable to valuation dates
before May 1, 2009.

(2) Internal Revenue Service publica-
tions containing tables with interest rates
between 0.2 and 22 percent for valuation
dates on or after May 1, 2009. The fol-
lowing documents are available, at no
charge, electronically via the IRS
Internet site at http:/www.irs.gov:

(i) Internal Revenue Service Publica-
tion 1457, “Actuarial Valuations
Version 3A” (2009). This publication in-
cludes tables of valuation factors, as
well as examples that show how to
compute other valuation factors, for
determining the present value of annu-
ities, life estates, terms of years, re-
mainders, and reversions, measured by
one or two lives. These factors must
also be used in the valuation of inter-
ests in a charitable remainder annuity
trust as defined in §1.664-2 and a pooled
income fund as defined in §1.642(c)-5.

(ii) Internal Revenue Service Publi-
cation 14568, ‘‘Actuarial Valuations
Version 3B’ (2009). This publication in-
cludes term certain tables and tables of
one and two life valuation factors for
determining the present value of re-
mainder interests in a charitable re-
mainder unitrust as defined in §1.664-3.

(iii) Internal Revenue Service Publi-
cation 1459, ‘‘Actuarial Valuations
Version 3C”’ (2009). This publication in-
cludes tables for computing deprecia-
tion adjustment factors. See §1.170A-
12.

(d) Effective/applicability date. This
section applies on and after May 1,
2009.

[T.D. 8540, 59 FR 30149, June 10, 1994, as
amended by T.D. 8819, 64 FR 23210, 23229, Apr.
30, 1999; T.D. 8886, 656 FR 36928, 36943, June 12,
2000; T.D. 9448, 74 FR 21483, May 7, 2009; T.D.
9540, 76 FR 49611, Aug. 10, 2011]

§1.7520-2 Valuation of charitable in-
terests.

(a) In general—(1) Valuation. Except
as otherwise provided in this section
and in §1.7520-3 (relating to exceptions
to the use of prescribed tables under
certain circumstances), the fair mar-
ket value of annuities, interests for life
or for a term of years, remainders, and
reversions for which an income tax
charitable deduction is allowable is the

§1.7520-2

present value of such interests deter-
mined under §1.7520-1.

(2) Prior-month election rule. If any
part of the property interest trans-
ferred qualifies for an income tax char-
itable deduction under section 170(c),
the taxpayer may elect (under para-
graph (b) of this section) to compute
the present value of the interest trans-
ferred by use of the section 7520 inter-
est rate for the month during which
the interest is transferred or the sec-
tion 7520 interest rate component for
either of the 2 months preceding the
month during which the interest is
transferred. Paragraph (b) of this sec-
tion explains how a prior-month elec-
tion is made. The interest rate for the
month so elected is the applicable sec-
tion 7520 interest rate. If the actuarial
factor for either or both of the 2
months preceding the month during
which the interest is transferred is
based on a mortality experience that is
different from the mortality experience
at the date of the transfer and if the
taxpayer elects to use the section 7520
rate for a prior month with the dif-
ferent mortality experience, the tax-
payer must use the actuarial factor de-
rived from the mortality experience in
effect during the month of the section
7520 rate elected. All actuarial com-
putations relating to the transfer must
be made by applying the interest rate
component and the mortality compo-
nent of the month elected by the tax-
payer.

(3) Transfers of more than one interest
in the same property. If a taxpayer
transfers more than one interest in the
same property at the same time, for
purposes of valuing the transferred in-
terests, the taxpayer must use the
same interest rate and mortality com-
ponent for each interest in the prop-
erty transferred. If more than one in-
terest in the same property is trans-
ferred in two or more separate trans-
fers at different times, the wvalue of
each interest is determined by the use
of the interest rate component and
mortality component in effect during
the month of the transfer of that inter-
est or, if applicable under paragraph
(a)(2) of this section, either of the two
months preceding the month of the
transfer.
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(4) Information required with tax re-
turn. The following information must
be attached to the income tax return
(or to the amended return) if the tax-
payer claims a charitable deduction for
the present value of a temporary or re-
mainder interest in property—

(i) A complete description of the in-
terest that is transferred, including a
copy of the instrument of transfer;

(ii) The valuation date of the trans-
fer;

(iii) The names and identification
numbers of the beneficiaries of the
transferred interest;

(iv) The names and birthdates of any
measuring lives, a description of any
relevant terminal illness condition of
any measuring life, and (if applicable)
an explanation of how any terminal ill-
ness condition was taken into account
in valuing the interest; and

(v) A computation of the deduction
showing the applicable section 7520 in-
terest rate that is used to value the
transferred interest.

(5) Place for filing returns. See section
6091 of the Internal Revenue Code and
the regulations thereunder for the
place for filing the return or other doc-
ument required by this section.

(b) Election of interest rate component—
(1) Time for making election. A taxpayer
makes a prior-month election under
paragraph (a)(2) of this section by at-
taching the information described in
paragraph (b)(2) of this section to the
taxpayer’s income tax return or to an
amended return for that year that is
filed within 24 months after the later of
the date the original return for the
year was filed or the due date for filing
the return.

(2) Manner of making election. A state-
ment that the prior-month election
under section 7520(a) of the Internal
Revenue Code is being made and that
identifies the elected month must be
attached to the income tax return (or
to the amended return).

(3) Revocability. The prior-month
election may be revoked by filing an
amended return within 24 months after
the later of the date the original return
of tax for the year was filed or the due
date for filing the return. The revoca-
tion must be filed in the place referred
to in paragraph (a)(b) of this section.
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(c) Effective dates. Paragraph (a) of
this section is effective as of May 1,
1989. Paragraph (b) of this section is ef-
fective for elections made after June
10, 1994.

[T.D. 8540, 59 FR 30149, June 10, 1994]

§1.7520-3 Limitation on the applica-
tion of section 7520.

(a) Internal Revenue Code sections to
which section 7520 does not apply. Sec-
tion 7520 of the Internal Revenue Code
does not apply for purposes of—

(1) Part I, subchapter D of subtitle A
(section 401 et. seq.), relating to the in-
come tax treatment of certain quali-
fied plans. (However, section 7520 does
apply to the estate and gift tax treat-
ment of certain qualified plans and for
purposes of determining excess accu-
mulations under section 4980A);

(2) Sections 72 and 101(b), relating to
the income taxation of life insurance,
endowment, and annuity contracts, un-
less otherwise provided for in the regu-
lations under sections 72, 101, and 1011
(see, particularly, §§1.101-
2(e)(1)(ii)(b)(2), and 1.1011-2(c), Example

(3) Sections 83 and 451, unless other-
wise provided for in the regulations
under those sections;

(4) Section 457, relating to the valu-
ation of deferred compensation, unless
otherwise provided for in the regula-
tions under section 457;

(5) Sections 3121(v) and 3306(r), relat-
ing to the valuation of deferred
amounts, unless otherwise provided for
in the regulations under those sections;

(6) Section 6058, relating to valuation
statements evidencing compliance with
qualified plan requirements, unless
otherwise provided for in the regula-
tions under section 6058;

(7) Section 7872, relating to income
and gift taxation of interest-free loans
and loans with below-market interest
rates, unless otherwise provided for in
the regulations under section 7872; or

(8) Section 2702(a)(2)(A), relating to
the value of a nonqualified retained in-
terest upon a transfer of an interest in
trust to or for the benefit of a member
of the transferor’s family; and

(9) Any other sections of the Internal
Revenue Code to the extent provided
by the Internal Revenue Service in rev-
enue rulings or revenue procedures.
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(See §§601.201 and 601.601 of this chap-
ter).

(b) Other limitations on the application
of section 7520—(1) In general—@i) Ordi-
nary beneficial interests. For purposes of
this section:

(A) An ordinary annuity interest is the
right to receive a fixed dollar amount
at the end of each year during one or
more measuring lives or for some other
defined period. A standard section 7520
annuity factor for an ordinary annuity
interest represents the present worth
of the right to receive $1.00 per year for
a defined period, using the interest rate
prescribed under section 7520 for the
appropriate month. If an annuity inter-
est is payable more often than annu-
ally or is payable at the beginning of
each period, a special adjustment must
be made in any computation with a
standard section 75620 annuity factor.

(B) An ordinary income interest is the
right to receive the income from, or
the use of, property during one or more
measuring lives or for some other de-
fined period. A standard section 7520 in-
come factor for an ordinary income in-
terest represents the present worth of
the right to receive the use of $1.00 for
a defined period, using the interest rate
prescribed under section 7520 for the
appropriate month.

(C) An ordinary remainder or rever-
sionary interest is the right to receive
an interest in property at the end of
one or more measuring lives or some
other defined period. A standard sec-
tion 7520 remainder factor for an ordi-
nary remainder or reversionary inter-
est represents the present worth of the
right to receive $1.00 at the end of a de-
fined period, using the interest rate
prescribed under section 7520 for the
appropriate month.

(i1) Certain restricted beneficial inter-
ests. A restricted beneficial interest is an
annuity, income, remainder, or rever-
sionary interest that is subject to a
contingency, power, or other restric-
tion, whether the restriction is pro-
vided for by the terms of the trust,
will, or other governing instrument or
is caused by other circumstances. In
general, a standard section 7520 annu-
ity, income, or remainder factor may
not be used to value a restricted bene-
ficial interest. However, a special sec-
tion 7520 annuity, income, or remain-
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der factor may be used to value a re-
stricted beneficial interest under some
circumstances. See paragraph (b)(4) Ex-
ample 2 of this section, which illus-
trates a situation where a special sec-
tion 7520 actuarial factor is needed to
take into account the shorter life ex-
pectancy of the terminally ill meas-
uring life. See §1.7520-1(c) for request-
ing a special factor from the Internal
Revenue Service.

(iii) Other beneficial interests. If, under
the provisions of this paragraph (b),
the interest rate and mortality compo-
nents prescribed under section 7520 are
not applicable in determining the value
of any annuity, income, remainder, or
reversionary interest, the actual fair
market value of the interest (deter-
mined without regard to section 7520)
is based on all of the facts and cir-
cumstances if and to the extent per-
mitted by the Internal Revenue Code
provision applicable to the property in-
terest.

(2) Provisions of governing instrument
and other limitations on source of pay-
ment—(1) Annuities. A standard section
75620 annuity factor may not be used to
determine the present value of an an-
nuity for a specified term of years or
the life of one or more individuals un-
less the effect of the trust, will, or
other governing instrument is to en-
sure that the annuity will be paid for
the entire defined period. In the case of
an annuity payable from a trust or
other limited fund, the annuity is not
considered payable for the entire de-
fined period if, considering the applica-
ble section 7520 interest rate at the
valuation date of the transfer, the an-
nuity is expected to exhaust the fund
before the last possible annuity pay-
ment is made in full. For this purpose,
it must be assumed that it is possible
for each measuring life to survive until
age 110. For example, for a fixed annu-
ity payable annually at the end of each
year, if the amount of the annuity pay-
ment (expressed as a percentage of the
initial corpus) is less than or equal to
the applicable section 7520 interest rate
at the date of the transfer, the corpus
is assumed to be sufficient to make all
payments. If the percentage exceeds
the applicable section 7520 interest rate
and the annuity is for a definite term
of years, multiply the annual annuity
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amount by the Table B term certain
annuity factor, as described in §1.7520—
1(c)(1), for the number of years of the
defined period. If the percentage ex-
ceeds the applicable section 7520 inter-
est rate and the annuity is payable for
the life of one or more individuals,
multiply the annual annuity amount
by the Table B annuity factor for 110
years minus the age of the youngest in-
dividual. If the result exceeds the lim-
ited fund, the annuity may exhaust the
fund, and it will be necessary to cal-
culate a special section 7520 annuity
factor that takes into account the ex-
haustion of the trust or fund. This
computation would be modified, if ap-
propriate, to take into account annu-
ities with different payment terms. See
§25.7520-3(b)(2)(Vv) Example 5 of this
chapter, which provides an illustration
involving an annuity trust that is sub-
ject to exhaustion.

(i1) Income and similar interests—(A)
Beneficial enjoyment. A standard section
7520 income factor for an ordinary in-
come interest may not be used to de-
termine the present value of an income
or similar interest in trust for a term
of years or for the life of one or more
individuals unless the effect of the
trust, will, or other governing instru-
ment is to provide the income bene-
ficiary with that degree of beneficial
enjoyment of the property during the
term of the income interest that the
principles of the law of trusts accord to
a person who is unqualifiedly des-
ignated as the income beneficiary of a
trust for a similar period of time. This
degree of beneficial enjoyment is pro-
vided only if it was the transferor’s in-
tent, as manifested by the provisions of
the governing instrument and the sur-
rounding circumstances, that the trust
provide an income interest for the in-
come beneficiary during the specified
period of time that is consistent with
the value of the trust corpus and with
its preservation. In determining wheth-
er a trust arrangement evidences that
intention, the treatment required or
permitted with respect to individual
items must be considered in relation to
the entire system provided for in the
administration of the subject trust.
Similarly, in determining the present
value of the right to use tangible prop-
erty (whether or not in trust) for one
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or more measuring lives or for some
other specified period of time, the in-
terest rate component prescribed under
section 7520 and §1.7520-1 may not be
used unless, during the specified pe-
riod, the effect of the trust, will or
other governing instrument is to pro-
vide the beneficiary with that degree of
use, possession, and enjoyment of the
property during the term of interest
that applicable state law accords to a
person who is unqualifiedly designated
as a life tenant or term holder for a
similar period of time.

(B) Diversions of income and corpus. A
standard section 7520 income factor for
an ordinary income interest may not
be used to value an income interest or
similar interest in property for a term
of years or for one or more measuring
lives if—

(1) The trust, will, or other governing
instrument requires or permits the
beneficiary’s income or other enjoy-
ment to be withheld, diverted, or accu-
mulated for another person’s benefit
without the consent of the income ben-
eficiary; or

(2) The governing instrument re-
quires or permits trust corpus to be
withdrawn from the trust for another
person’s benefit during the income
beneficiary’s term of enjoyment with-
out the consent of and accountability
to the income beneficiary for such di-
version.

(iii) Remainder and reversionary inter-
ests. A standard section 7520 remainder
interest factor for an ordinary remain-
der or reversionary interest may not be
used to determine the present value of
a remainder or reversionary interest
(whether in trust or otherwise) unless,
consistent with the preservation and
protection that the law of trusts would
provide for a person who is
unqualifiedly designated as the re-
mainder beneficiary of a trust for a
similar duration, the effect of the ad-
ministrative and dispositive provisions
for the interest or interests that pre-
cede the remainder or reversionary in-
terest is to assure that the property
will be adequately preserved and pro-
tected (e.g., from erosion, invasion, de-
pletion, or damage) until the remain-
der or reversionary interest takes ef-
fect in possession and enjoyment. This
degree of preservation and protection
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is provided only if it was the trans-
feror’s intent, as manifested by the
provisions of the arrangement and the
surrounding circumstances, that the
entire disposition provide the remain-
der or reversionary beneficiary with an
undiminished interest in the property
transferred at the time of the termi-
nation of the prior interest.

(iv) Pooled income fund interests. In
general, pooled income funds are cre-
ated and administered to achieve a spe-
cial rate of return. A beneficial inter-
est in a pooled income fund is not ordi-
narily valued using a standard section
7520 income or remainder interest fac-
tor. The present value of a beneficial
interest in a pooled income fund is de-
termined according to rules and special
remainder factors prescribed in
§1.642(c)-6 and, when applicable, the
rules set forth in paragraph (b)(3) of
this section, if the individual who is
the measuring life is terminally ill at
the time of the transfer.

(3) Mortality component. The mor-
tality component prescribed under sec-
tion 7520 may not be used to determine
the present value of an annuity, in-
come interest, remainder interest, or
reversionary interest if an individual
who is a measuring life is terminally
ill at the time of the transaction. For
purposes of this paragraph (b)(3), an in-
dividual who is known to have an in-
curable illness or other deteriorating
physical condition is considered termi-
nally ill if there is at least a 50 percent
probability that the individual will die
within 1 year. However, if the indi-
vidual survives for eighteen months or
longer after the date of the trans-
action, that individual shall be pre-
sumed to have not been terminally ill
at the time of the transaction unless
the contrary is established by clear and
convincing evidence.

(4) Examples. The provisions of this
paragraph (b) are illustrated by the fol-
lowing examples:

Example 1. Annuity funded with unproduc-
tive property. The taxpayer transfers corpora-
tion stock worth $1,000,000 to a trust. The
trust provides for a 6 percent ($60,000 per
year) annuity in cash or other property to be
paid to a charitable organization for 25 years
and for the remainder to be distributed to
the donor’s child. The trust specifically au-
thorizes, but does not require, the trustee to
retain the shares of stock. The section 7520
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interest rate for the month of the transfer is
8.2 percent. The corporation has paid no divi-
dends on this stock during the past 5 years,
and there is no indication that this policy
will change in the near future. Under appli-
cable state law, the corporation is considered
to be a sound investment that satisfies fidu-
ciary standards. Therefore, the trust’s sole
investment in this corporation is not ex-
pected to adversely affect the interest of ei-
ther the annuitant or the remainder bene-
ficiary. Considering the 6 percent annuity
payout rate and the 8.2 percent section 7520
interest rate, the trust corpus is considered
sufficient to pay this annuity for the entire
2b-year term of the trust, or even indefi-
nitely. Although it appears that neither ben-
eficiary would be able to compel the trustee
to make the trust corpus produce investment
income, the annuity interest in this case is
considered to be an ordinary annuity inter-
est, and the standard section 7520 annuity
factor may be used to determine the present
value of the annuity. In this case, the sec-
tion 7520 annuity factor would represent the
right to receive $1.00 per year for a term of
25 years.

Example 2. Terminal illness. The taxpayer
transfers property worth $1,000,000 to a chari-
table remainder unitrust described in section
664(d)(2) and §1.664-3. The trust provides for a
fixed-percentage T percent unitrust benefit
(each annual payment is equal to 7 percent
of the trust assets as valued at the beginning
of each year) to be paid quarterly to an indi-
vidual beneficiary for life and for the re-
mainder to be distributed to a charitable or-
ganization. At the time the trust is created,
the individual beneficiary is age 60 and has
been diagnosed with an incurable illness and
there is at least a 50 percent probability of
the individual dying within 1 year. Assuming
the presumption in paragraph (b)(3) of this
section does not apply, because there is at
least a 50 percent probability that this bene-
ficiary will die within 1 year, the standard
section 7520 unitrust remainder factor for a
person age 60 from the valuation tables may
not be used to determine the present value of
the charitable remainder interest. Instead, a
special unitrust remainder factor must be
computed that is based on the section 7520
interest rate and that takes into account the
projection of the individual beneficiary’s ac-
tual life expectancy.

(b) Additional limitations. Section 7520
does not apply to the extent as may
otherwise be provided by the Commis-
sioner.

(c) Effective date. Section 1.75620-3(a) is
effective as of May 1, 1989. The provi-
sions of paragraph (b) of this section
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are effective with respect to trans-
actions after December 13, 1995.

[T.D. 8540, 59 FR 30150, June 10, 1994, as
amended by T.D. 8630, 60 FR 63915, Dec. 13,
1995]

§1.7520-4 Transitional rules.

(a) Reliance. If the valuation date is
after April 30, 1989, and before June 10,
1994, a taxpayer can rely on Notice 89—
24, 1989-1 C.B. 660, or Notice 89-60, 1989
1 C.B. 700 (See §601.601(d)(2)(ii)(b) of
this chapter), in valuing the trans-
ferred interest.

(b) Effective date. This section is ef-
fective as of May 1, 1989.

[T.D. 8540, 59 FR 30150, June 10, 1994]
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(iii) Examples.

(3) Rule to comply with this section.
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[T.D. 8853, 656 FR 1313, Jan. 10, 2000]

§1.7701(D-1 Conduit
rangements.

Section 7701(1) authorizes the
issuance of regulations that recharac-
terize any multiple-party financing
transaction as a transaction directly
among any two or more of such parties
where the Secretary determines that
such recharacterization is appropriate
to prevent avoidance of any tax im-
posed by title 26 of the United States
Code.

[T.D. 8611, 60 FR 41015, Aug. 11, 1995, as
amended by T.D. 8735, 62 FR 53502, Oct. 14,
1997]

financing ar-

§1.7701(1)-3 Recharacterizing financ-
ing arrangements involving fast-pay
stock.

(a) Purpose and scope. This section is
intended to prevent the avoidance of
tax by persons participating in fast-pay
arrangements (as defined in paragraph
(b)(1) of this section) and should be in-
terpreted in a manner consistent with
this purpose. This section applies to all
fast-pay arrangements. Paragraph (c)
of this section recharacterizes certain
fast-pay arrangements to ensure the
participants are taxed in a manner re-
flecting the economic substance of the
arrangements. Paragraph (f) of this
section imposes reporting require-
ments on certain participants.

(b) Definitions—(1) Fast-pay arrange-
ment. A fast-pay arrangement is any
arrangement in which a corporation
has fast-pay stock outstanding for any
part of its taxable year.

(2) Fast-pay stock—(i) Defined. Stock
is fast-pay stock if it is structured so
that dividends (as defined in section
316) paid by the corporation with re-
spect to the stock are economically (in
whole or in part) a return of the hold-
er’s investment (as opposed to only a
return on the holder’s investment). Un-
less clearly demonstrated otherwise,
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stock is presumed to be fast-pay stock
if—

(A) It is structured to have a divi-
dend rate that is reasonably expected
to decline (as opposed to a dividend
rate that is reasonably expected to
fluctuate or remain constant); or

(B) It is issued for an amount that
exceeds (by more than a de minimis
amount, as determined under the prin-
ciples of §1.1273-1(d)) the amount at
which the holder can be compelled to
dispose of the stock.

(ii) Determination. The determination
of whether stock is fast-pay stock is
based on all the facts and cir-
cumstances, including any related
agreements such as options or forward
contracts. A related agreement in-
cludes any direct or indirect agreement
or understanding, oral or written, be-
tween the holder of the stock and the
issuing corporation, or between the
holder of the stock and one or more
other shareholders in the corporation.
To determine if it is fast-pay stock,
stock is examined when issued, and, for
stock that is not fast-pay stock when
issued, when there is a significant
modification in the terms of the stock
or the related agreements or a signifi-
cant change in the relevant facts and
circumstances. Stock is not fast-pay
stock solely because a redemption is
treated as a dividend as a result of sec-
tion 302(d) unless there is a principal
purpose of achieving the same eco-
nomic and tax effect as a fast-pay ar-
rangement.

(3) Benefited stock. With respect to
any fast-pay stock, all other stock in
the corporation (including other fast-
pay stock having any significantly dif-
ferent characteristics) is benefited
stock.

(c) Recharacterization of certain fast-
pay arrangements—(1) Scope. This para-
graph (c) applies to any fast-pay ar-
rangement—

(i) In which the corporation that has
outstanding fast-pay stock is a regu-
lated investment company (RIC) (as de-
fined in section 851) or a real estate in-
vestment trust (REIT) (as defined in
section 856); or

(ii) If the Commissioner determines
that a principal purpose for the struc-
ture of the fast-pay arrangement is the
avoidance of any tax imposed by the
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Internal Revenue Code. Application of
this paragraph (c¢)(1)(ii) is at the Com-
missioner’s discretion, and a deter-
mination under this paragraph (c)(1)(ii)
applies to all parties to the fast-pay ar-
rangement, including transferees.

(2) Recharacterization. A fast-pay ar-
rangement described in paragraph
(c)(1) of this section is recharacterized
as an arrangement directly between
the benefited shareholders and the fast-
pay shareholders. The inception and re-
sulting relationships of the re-
characterized arrangement are deemed
to be as follows:

(1) Relationship between benefited
shareholders and fast-pay shareholders.
The benefited shareholders issue finan-
cial instruments (the financing instru-
ments) directly to the fast-pay share-
holders in exchange for cash equal to
the fair market value of the fast-pay
stock at the time of issuance (taking
into account any related agreements).
The financing instruments have the
same terms (other than issuer) as the
fast-pay stock. Thus, for example, the
timing and amount of the payments
made with respect to the financing in-
struments always match the timing
and amount of the distributions made
with respect to the fast-pay stock.

(ii) Relationship between benefited
shareholders and corporation. The bene-
fited shareholders contribute to the
corporation the cash they receive for
issuing the financing instruments. Dis-
tributions made with respect to the
fast-pay stock are distributions made
by the corporation with respect to the

benefited shareholders’ benefited
stock.
(iii) Relationship between fast-pay

shareholders and corporation. For pur-
poses of determining the relationship
between the fast-pay shareholders and
the corporation, the fast-pay stock is
ignored. The corporation is the paying
agent of the benefited shareholders
with respect to the financing instru-
ments.

(38) Other rules—(i) Character of the fi-
nancing instruments. The character of a
financing instrument (for example,
stock or debt) is determined under gen-
eral tax principles and depends on all
the facts and circumstances.

613



§1.7701()-3

(ii) Multiple types of benefited stock. If
any benefited stock has any signifi-
cantly different characteristics from
any other benefited stock, the re-
characterization rules of this para-
graph (c) apply among the different
types of benefited stock as appropriate
to match the economic substance of
the fast-pay arrangement.

(iii) Transactions affecting benefited
stock—(A) Sale of benefited stock. If
one person sells benefited stock to an-
other—

(I) In addition to any consideration
actually paid and received for the bene-
fited stock, the buyer is deemed to pay
and the seller is deemed to receive the
amount necessary to terminate the
seller’s position in the financing in-
struments at fair market value; and

(2) The buyer is deemed to issue fi-
nancing instruments to the fast-pay
shareholders in exchange for the
amount necessary to terminate the
seller’s position in the financing in-
struments.

(B) Transactions other than sales. Ex-
cept for transactions subject to para-
graph (c)(3)(iii)(A) of this section, in
the case of any transaction affecting
benefited stock, the parties to the
transaction must make appropriate ad-
justments to properly take into ac-
count the fast-pay arrangement as
characterized under paragraph (c)(2) of
this section.

(iv) Adjustment to basis for amounts ac-
crued or paid in taxable years ending be-
fore February 27, 1997. In the case of a
fast-pay arrangement involving
amounts accrued or paid in taxable
years ending before February 27, 1997,
and recharacterized under this para-
graph (c), a benefited shareholder must
decrease its basis in any benefited
stock (as determined under paragraph
(c)(2)(ii) of this section) by the amount
(if any) that—

(A) Its income attributable to the
benefited stock (reduced by deductions
attributable to the financing instru-
ments) for taxable years ending before
February 27, 1997, computed by re-
characterizing the fast-pay arrange-
ment under this paragraph (c¢c) and by
treating the financing instruments as
debt; exceeds

(B) Its income attributable to such
stock for taxable years ending before
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February 27, 1997, computed without
applying the rules of this paragraph
(c).

(d) Prohibition against affirmative use
of recharacterization by taxpayers. A tax-
payer may not use the rules of para-
graph (c) of this section if a principal
purpose for using such rules is the
avoidance of any tax imposed by the
Internal Revenue Code. Thus, with re-
spect to such taxpayer, the Commis-
sioner may depart from the rules of
this section and recharacterize (for all
purposes of the Internal Revenue Code)
the fast-pay arrangement in accord-
ance with its form or its economic sub-
stance. For example, if a foreign person
acquires fast-pay stock in a REIT and
a principal purpose for acquiring such
stock is to reduce United States with-
holding taxes by applying the rules of
paragraph (c) of this section, the Com-
missioner may, for purposes of deter-
mining the foreign person’s United
States tax consequences (including
withholding tax), depart from the rules
of paragraph (c) of this section and
treat the foreign person as holding
fast-pay stock in the REIT.

(e) Examples. The following examples
illustrate the rules of paragraph (c) of
this section:

Example 1. Decline in dividend rate. (i) Facts.
Corporation X issues 100 shares of A Stock
and 100 shares of B Stock for $1,000 per share.
By its terms, a share of B Stock is reason-
ably expected to pay a $110 dividend in years
1 through 10 and a $30 dividend each year
thereafter. If X liquidates, the holder of a
share of B Stock is entitled to a preference
equal to the share’s issue price. Otherwise,
the B Stock cannot be redeemed at either
X’s or the shareholder’s option.

(ii) Analysis. When issued, the B Stock has
a dividend rate that is reasonably expected
to decline from an annual rate of 11 percent
of its issue price to an annual rate of 3 per-
cent of its issue price. Since the B Stock is
structured to have a declining dividend rate,
the B Stock is fast-pay stock, and the A
Stock is benefited stock.

Example 2. Issued at a premium. (i) Facts.
The facts are the same as in Example 1 of this
paragraph (e) except that a share of B Stock
is reasonably expected to pay an annual $110
dividend as long as it is outstanding, and
Corporation X has the right to redeem the B
Stock for $400 a share at the end of year 10.

(ii) Analysis. The B Stock is structured so
that the issue price of the B Stock ($1,000)
exceeds (by more than a de minimis amount)
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the price at which the holder can be com-
pelled to dispose of the stock ($400). Thus,
the B Stock is fast-pay stock, and the A
Stock is benefited stock.

Example 3. Planned section 302(d) redemp-
tions. (i) Facts. Corporation L, a subchapter C
corporation, issues 220 shares of common
stock for $1,000 per share. No other stock is
authorized, but L can issue warrants enti-
tling the holder to acquire L. common stock
for $3,000 per share until such time as L
adopts a plan of liquidation. L can adopt a
plan of liquidation if approved by 90 percent
of its shareholders. Half of L’s stock is pur-
chased by Corporation M, and half by Orga-
nization N, which is tax exempt. At the time
of purchase, M and N agree that for a period
of ten years L will annually redeem (and N
will tender) ten shares of stock in exchange
for $12,100 and ten warrants. It is anticipated
that, under sections 302 and 301, the annual
payment to N will be a distribution of prop-
erty that is a dividend.

(ii) Analysis. Considering all the facts and
circumstances, including the agreement be-
tween M and N, L’s redemption of N’s stock
is undertaken with a principal purpose of
achieving the same economic and tax effect
as a fast-pay arrangement. Thus, N’s stock is
fast-pay stock, M’s stock is benefited stock,
and the parties have entered into a fast-pay
arrangement. Because L is neither a RIC nor
a REIT, whether this fast-pay arrangement
is recharacterized under paragraph (c) of this
section depends on whether the Commis-
sioner determines, under paragraph (c)(1)(ii)
of this section, that a principal purpose for
the structure of the fast-pay arrangement is
the avoidance of any tax imposed by the In-
ternal Revenue Code.

Example 4. Recharacterization illustrated. (i)
Facts. On formation, REIT Y issues 100
shares of C Stock and 100 shares of D Stock
for $1,000 per share. By its terms, a share of
D Stock is reasonably expected to pay a $110
dividend in years 1 through 10 and a $30 divi-
dend each year thereafter. In years 1 through
10, persons holding a majority of the D Stock
must consent before Y may take any action
that would result in Y liquidating or dis-
solving, merging or consolidating, losing its
REIT status, or selling substantially all of
its assets. Thereafter, Y may take these ac-
tions without consent so long as the D Stock
shareholders receive $400 in exchange for
their D Stock.

(i) Analysis. When issued, the D Stock has
a dividend rate that is reasonably expected
to decline from an annual rate of 11 percent
of its issue price to an annual rate of 3 per-
cent of its issue price. In addition, the $1,000
issue price of a share of D Stock exceeds the
price at which the shareholder can be com-
pelled to dispose of the stock ($400). Thus,
the D Stock is fast-pay stock, and the C
Stock is benefited stock. Because Y is a
REIT, the fast-pay arrangement is re-
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characterized under paragraph (c) of this sec-
tion.

(iii) Recharacterization. The fast-pay ar-
rangement is recharacterized as follows:

(A) Under paragraph (c)(2)(i) of this sec-
tion, the C Stock shareholders are treated as
issuing financing instruments to the D Stock
shareholders in exchange for $100,000 ($1,000,
the fair market value of each share of D
Stock, multiplied by 100, the number of
shares).

(B) Under paragraph (c)(2)(ii) of this sec-
tion, the C Stock shareholders are treated as
contributing $200,000 to Y (the $100,000 re-
ceived for the financing instruments, plus
the $100,000 actually paid for the C Stock) in
exchange for the C Stock.

(C) Under paragraph (c)(2)(ii) of this sec-
tion, each distribution with respect to the D
Stock is treated as a distribution with re-
spect to the C Stock.

(D) Under paragraph (c)(2)(iii) of this sec-
tion, the C Stock shareholders are treated as
making payments with respect to the financ-
ing instruments, and Y is treated as the pay-
ing agent of the financing instruments for
the C Stock shareholders.

Example 5. Transfer of benefited stock illus-
trated. (i) Facts. The facts are the same as in
Example 4 of this paragraph (e). Near the end
of year 5, a person holding one share of C
Stock sells it for $1,300. The buyer is unre-
lated to REIT Y or to any of the D Stock
shareholders. At the time of the sale, the
amount needed to terminate the seller’s po-
sition in the financing instruments at fair
market value is $747.

(ii) Benefited shareholder’s treatment on sale.
Under paragraph (c)(3)(iii)(A) of this section,
the seller’s amount realized is $2,047 ($1,300,
the amount actually received, plus $747, the
amount necessary to terminate the seller’s
position in the financing instruments at fair
market value). The seller’s gain on the sale
of the common stock is $47 ($2,047, the
amount realized, minus $2,000, the seller’s
basis in the common stock). The seller has
no income or deduction with respect to ter-
minating its position in the financing instru-
ments.

(iiil) Buyer’s treatment on purchase. Under
paragraph (¢)(3)(iii)(A) of this section, the
buyer’s basis in the share of D Stock is $2,047
(81,300, the amount actually paid, plus $747,
the amount needed to terminate the seller’s
position in the financing instruments at fair
market value). Under paragraph (c)(3)(iii)(B)
of this section, simultaneous with the sale,
the buyer is treated as issuing financing in-
struments to the fast-pay shareholders in ex-
change for $747, the amount necessary to ter-
minate the seller’s position in the financing
instruments at fair market value.

Example 6. Fast-pay arrangement involving
amounts accrued or paid in a taxable year end-
ing before February 27, 1997. (i) Facts. Y is a
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calendar year taxpayer. In June 1996, Y ac-
quires shares of REIT T benefited stock for
$15,000. In December 1996, Y receives divi-
dends of $100. Under the recharacterization
rules of paragraph (c)(2) of this section, Y’s
1996 income attributable to the benefited
stock is $1,200, Y’s 1996 deduction attrib-
utable to the financing instruments is $500,
and Y’s basis in the benefited stock is $25,000.

(ii) Analysis. Under paragraph (c)(3)(iv) of
this section, Y’s basis in the benefited stock
is reduced by $600. This is the amount by
which Y’s 1996 income from the fast-pay ar-
rangement as recharacterized under this sec-
tion (81,200 of income attributable to the
benefited stock less $500 of deductions attrib-
utable to the financing instruments), exceeds
Y’s 1996 income from the fast-pay arrange-
ment as not recharacterized under this sec-
tion ($100 of income attributable to the bene-
fited stock). Thus, in 1997 when the fast-pay
arrangement is recharacterized, Y’s basis in
the benefited stock is $24,400.

(f) Reporting requirement—(1) Filing re-
quirements—(i) In general. A corporation
that has fast-pay stock outstanding at
any time during the taxable year must
attach the statement described in para-
graph (f)(2) of this section to its federal
income tax return for such taxable
year. This paragraph (f)(1)(i) does not
apply to a corporation described in
paragraphs (f)(1)(ii), (iii), or (iv) of this
section.

(ii) Controlled foreign corporation. In
the case of a controlled foreign cor-
poration (CFC), as defined in section
957, that has fast-pay stock out-
standing at any time during its taxable
yvear (during which time it was a CFC),
each controlling United States share-
holder (within the meaning of §1.964—
1(c)(b)) must attach the statement de-
scribed in paragraph (f)(2) of this sec-
tion to the shareholder’s Form 5471 for
the CFC’s taxable year. The provisions
of section 6038 and the regulations
under section 6038 apply to any state-
ment required by this paragraph
OD)31).

(iii) Foreign personal holding company.
In the case of a foreign personal hold-
ing company (FPHC), as defined in sec-
tion 5562, that has fast-pay stock out-
standing at any time during its taxable
year (during which time it was a
FPHC), each United States citizen or
resident who is an officer, director, or
10-percent shareholder (within the
meaning of section 6035(e)(1)) of such
FPHC must attach the statement de-
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scribed in paragraph (f)(2) of this sec-
tion to his or her Form 5471 for the
FPHC’s taxable year. The provisions of
sections 6035 and 6679 and the regula-
tions under sections 6035 and 6679 apply
to any statement required by this para-
graph (f)(1)(iii).

(iv) Passive foreign investment com-
pany. In the case of a passive foreign
investment company (PFIC), as defined
in section 1297, that has fast-pay stock
outstanding at any time during its tax-
able year (during which time it was a
PFIC), each shareholder that has elect-
ed (under section 1295) to treat the
PFIC as a qualified electing fund and
knows or has reason to know that the
PFIC has outstanding fast-pay stock
must attach the statement described in
paragraph (f)(2) of this section to the
shareholder’s Form 8621 for the PFIC’s
taxable year. Each shareholder owning
10 percent or more of the shares of the
PFIC (by vote or value) is presumed to
know that the PFIC has issued fast-pay
stock. The provisions of sections
1295(a)(2) and 1298(f) and the regula-
tions under those sections (including
§1.1295-1T(f)(2)) apply to any statement
required by this paragraph (f)(1)(iv).

(2) Statement. The statement required
under this paragraph (f) must say,
“This fast-pay stock disclosure state-
ment is required by §1.7701(1)-3(f) of the
income tax regulations.” The state-
ment must also identify the corpora-
tion that has outstanding fast-pay
stock and must contain the date on
which the fast-pay stock was issued,
the terms of the fast-pay stock, and (to
the extent the filing person knows or
has reason to know such information)
the names and taxpayer identification
numbers of the shareholders of any
stock that is not traded on an estab-
lished securities market (as described
in §1.7704-1(b)).

(g) Effective date—(1) In general. Ex-
cept as provided in paragraph (g)(4) of
this section (relating to reporting re-
quirements), this section applies to
taxable years ending after February 26,
1997. Thus, all amounts accrued or paid
during the first taxable year ending
after February 26, 1997, are subject to
this section.

(2) Election to limit taxable income at-
tributable to a recharactericed fast-pay
arrangement for periods before April 1,
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2000—(i) Limit. For periods before April
1, 2000, provided the shareholder re-
characterizes the fast-pay arrangement
consistently for all such periods, a
shareholder may limit its taxable in-
come attributable to a fast-pay ar-
rangement recharacterized under para-
graph (c) of this section to the taxable
income that results if the fast-pay ar-
rangement is recharacterized under ei-
ther—

(A) Notice 97-21, 1997-1 C.B. 407, see
§601.601(d)(2) of this chapter; or

(B) Paragraph (c) of this section,
computed by assuming the financing
instruments are debt.

(ii) Adjustment and statement. A share-
holder that limits its taxable income
to the amount determined under para-
graph (2)(2)(1)(A) of this section must
include as an adjustment to taxable in-
come the excess, if any, of the amount
determined under paragraph (g)(2)(1)(B)
of this section, over the amount deter-
mined under paragraph (g)(2)(1)(A) of
this section. This adjustment to tax-
able income must be made in the share-
holder’s first taxable year that in-
cludes April 1, 2000. A shareholder to
which this paragraph (g)(2)(ii) applies
must include a statement in its books
and records identifying each fast-pay
arrangement for which an adjustment
must be made and providing the
amount of the adjustment for each
such fast-pay arrangement.

(iii) Examples. The following exam-
ples illustrate the rules of this para-
graph (g)(2). For purposes of these ex-
amples, assume that a shareholder may
limit its taxable income under this
paragraph (g)(2) for periods before Jan-
uary 1, 2000.

Example 1. Fast-pay arrangement re-
characterized under Notice 97-21; REIT holds
third-party debt. (i) Facts. (A) REIT Y is
formed on January 1, 1997, at which time it
issues 1,000 shares of fast-pay stock and 1,000
shares of benefited stock for $100 per share. Y
and all of its shareholders are U.S. persons
and have calendar taxable years. All share-
holders of Y have elected to accrue market
discount based on a constant interest rate,
to include the market discount in income as
it accrues, and to amortize bond premium.

(B) For years 1 through 5, the fast-pay
stock has an annual dividend rate of $17 per
share ($17,000 for all fast-pay stock); in later
years, the fast-pay stock has an annual divi-
dend rate of $1 per share ($1,000 for all fast-
pay stock). At the end of year 5, and there-
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after, a share of fast-pay stock can be ac-
quired by Y in exchange for $50 ($50,000 for
all fast-pay stock).

(C) On the day Y is formed, it acquires a
five-year mortgage note (the note) issued by
an unrelated third party for $200,000. The
note provides for annual interest payments
on December 31 of $18,000 (a coupon interest
rate of 9.00 percent, compounded annually),
and one payment of principal at the end of 5
yvears. The note can be prepaid, in whole or
in part, at any time.

(ii) Recharacterization under Notice 97-21—
(A) In general. One way to recharacterize the
fast-pay arrangement under Notice 97-21 is
to treat the fast-pay shareholders and the
benefited shareholders as if they jointly pur-
chased the note from the issuer with the un-
derstanding that over the five-year term of
the note the benefited shareholders would
use their share of the interest to buy (on a
dollar-for-dollar basis) the fast-pay share-
holders’ portion of the note. The benefited
shareholders’ and the fast-pay shareholders’
yearly taxable income under Notice 97-21 can
then be calculated after determining their
initial portions of the note and whether
those initial portions are purchased at a dis-
count or premium.

(B) Determining initial portions of the debt in-
strument. The fast-pay shareholders’ and the
benefited shareholders’ initial portions of
the note can be determined by comparing the
present values of their expected cash flows.
As a group, the fast-pay shareholders expect
to receive cash flows of $135,000 (five annual
payments of $17,000, plus a final payment of
$50,000). As a group, the benefited share-
holders expect to receive cash flows of
$155,000 (five annual payments of $1,000, plus
a final payment of $150,000). Using a discount
rate equal to the yield to maturity (as deter-
mined under §1.1272-1(b)(1)(i)) of the mort-
gage note (9.00 percent, compounded annu-
ally), the present value of the fast-pay share-
holders’ cash flows is $98,620, and the present
value of the benefited shareholders’ cash
flows is $101,380. Thus, the fast-pay share-
holders initially acquire 49 percent of the
note at a $1,380 premium (that is, they paid
$100,000 for $98,620 of principal in the note).
The benefited shareholders initially acquire
51 percent of the note at a $1,380 discount
(that is, they paid $100,000 for $101,380 of prin-
cipal in the note). Under section 171, the
fast-pay shareholders’ premium is amortiz-
able based on their yield in their initial por-
tion of the note (8.574 percent, compounded
annually). The benefited shareholders’ dis-
count accrues based on the yield in their ini-
tial portion of the note (9.353 percent, com-
pounded annually).

(C) Taxable income under Notice 97-21—(1)
Fast-pay shareholders. Under Notice 97-21, the
fast-pay shareholders compute their taxable
income attributable to the fast-pay arrange-
ment for periods before January 1, 2000, by
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subtracting the amortizable premium from
the accrued interest on the fast-pay share-
holders’ portion of the note. For purposes of
paragraph (g)(2)(i)(A) of this section, the
fast-pay shareholders’ taxable income as a
group is as follows:

: Interest Amortizable Taxable

Taxable period income premium income
1/1/97-12/31/97 $8,876 ($302) $8,574
1/1/98-12/31/98 8,145 (293) 7,852
1/1/99-12/31/99 7,348 (281) 7,067
Total ........... 24,369 (876) 23,493

(2) Benefited shareholders. Under Notice 97—
21, the benefited shareholders compute their
taxable income attributable to the fast-pay
arrangement for periods before January 1,
2000, by adding the accrued discount to the
accrued interest on the benefited share-
holders’ portion of the note. For purposes of
paragraph (2)(2)(i)(A) of this section, the
benefited shareholders’ taxable income as a
group is as follows:

) Interest Accrued Taxable

Taxable period income discount income
1/1/97-12/31/97 $9,124 $229 $9,353
1/1/98-12/31/98 9,855 251 10,106
1/1/99-12/31/99 10,652 274 10,926
Total ........... 29,631 754 30,385

(iii) Tazxable income under the recharacteriza-
tion of this section—(A) Fast-pay shareholders.
Under paragraphs (c¢) and (g)(2)(i)(B) of this
section, the fast-pay shareholders’ taxable
income attributable to the fast-pay arrange-
ment for periods before January 1, 2000, is
the interest deemed paid on the financing in-
struments. For purposes of paragraph
(2)(2)(1)(B) of this section, the fast-pay share-
holders’ taxable income as a group is as fol-
lows:

Taxable period Tr?é(:rgﬁ
1/1/97-12/31/97 .. $8,574
1/1/98-12/31/98 .. 7,852
1/1/99-12/31/99 ...t 7,067

Total ...... 23,493

(B) Benefited shareholders. Under para-
graphs (¢) and (2)(2)(i)(B) of this section, the
benefited shareholders compute their taxable
income attributable to the fast-pay arrange-
ment for periods before January 1, 2000, by
subtracting the interest deemed paid on the
financing instruments from the dividends ac-
tually and deemed paid on the benefited
stock. For purposes of paragraph (g)(2)(i)(B)
of this section, the benefited shareholders’
taxable income as a group is as follows:
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Dividends f
h Interest paid
N d on 2 : Taxable
Taxable period paid on financing :

besr{ggt(ed instruments income
1/1/97-12/31/97 $18,000 ($8,574) $9,426
1/1/98-12/31/98 18,000 (7,852) 10,148
1/1/99-12/31/99 18,000 (7,067) 10,933
Total ........... 54,000 (23,493) 30,507

(iv) Limit on taxable income under paragraph
(9)(2)(i) of this section—(A) Fast-pay share-
holders. For periods before January 1, 2000,
the fast-pay shareholders have the same tax-
able income under the recharacterization of
Notice 97-21 and paragraph (g)(2)(i)(A) of this
section ($23,493) as they have under the re-
characterization of paragraphs (¢) and
(2)(2)(1)(B) of this section (8$23,493). Thus,
under paragraph (g)(2)(i) of this section, the
fast-pay shareholders may limit their tax-
able income attributable to the fast-pay ar-
rangement for periods before January 1, 2000,
to $23,493 (as a group).

(B) Benefited shareholders. For periods be-
fore January 1, 2000, the benefited share-
holders have taxable income attributable to
the fast-pay arrangement of $30,385 under the
recharacterization of Notice 97-21 and para-
graph (g)(2)(1)(A) of this section, and taxable
income of $30,507 under the recharacteriza-
tion of paragraphs (c) and (g)(2)(i)(B) of this
section. Thus, under paragraph (g)(2)(i) of
this section, the benefited shareholders may
limit their taxable income attributable to
the fast-pay arrangement for periods before
January 1, 2000, to either $30,385 (as a group)
or $30,5607 (as a group).

(v) Adjustment to taxable income under para-
graph (9)(2)(ii) of this section. Under para-
graph (g)(2)(ii) of this section, any benefited
shareholder that limited its taxable income
to the amount determined under paragraph
(2)(2)(1)(A) of this section must include as an
adjustment to taxable income the excess, if
any, of the amount determined under para-
graph (g)(2)(1)(B) of this section, over the
amount determined under paragraph
(2)(2)(1)(A) of this section. If all benefited
shareholders limited their taxable income to
the amount determined under paragraph
(2)(2)(1)(A) of this section, then as a group
their adjustment to income is $122 ($30,507,
minus $30,385). Each shareholder must in-
clude its adjustment in income for the tax-
able year that includes January 1, 2000.

Example 2. REIT holds debt issued by a bene-
fited shareholder. (i) Facts. The facts are the
same as in Example 1 of this paragraph (2)(2)
except that corporation Z holds 800 shares (80
percent) of the benefited stock, and Z, in-
stead of a third party, issues the mortgage
note acquired by Y.

(ii) Recharacterization wunder Notice 97-21.
Because Y holds a debt instrument issued by
Z, the fast-pay arrangement is recharacter-
ized under Notice 97-21 as an arrangement in
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which Z issued one or more instruments di-
rectly to the fast-pay shareholders and the
other benefited shareholders.

(A) Fast-pay shareholders. Consistent with
this recharacterization, Z is treated as
issuing a debt instrument to the fast-pay
shareholders for $100,000. The debt instru-
ment provides for five annual payments of
$17,000 and an additional payment of $50,000
in year five. Thus, the debt instrument’s
yield to maturity is 8.574 percent per annum,
compounded annually.

(B) Benefited shareholders. Z is also treated
as issuing a debt instrument to the other
benefited shareholders for $20,000 (200 shares
multiplied by $100, or 20 percent of the
$100,000 paid to Y by the benefited share-
holders as a group). This debt instrument
provides for five annual payments of $200 and
an additional payment of $30,000 in year five.
The debt instrument’s yield to maturity is
9.304 percent per annum, compounded annu-
ally.

(C) Issuer’s interest expense under Notice 97—
21. Under Notice 97-21, Z’s interest expense
attributable to the fast-pay arrangement for
periods before January 1, 2000, equals the in-
terest accrued on the debt instrument held
by the fast-pay shareholders, plus the inter-
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est accrued on the debt instrument held by
the benefited shareholders other than Z. For
purposes of paragraph (g)(2)(1)(A) of this sec-
tion, Z’s interest expense is as follows:

Accrued
Accrued ;
interest In;ﬁ::ft Total
Taxable period fast-pay benefited interest
share- share- expense
holders holders
1/1/97-12/31/97 ($8,574) ($1,861) ($10,435)
1/1/98-12/31/98 (7,852) (2,015) (9,867)
1/1/99-12/31/99 (7,067) (2,184) (9,251)
Total .......... (23,493) (6,060) (29,553)

(iii) Recharacterication under this section.
Under paragraphs (c¢) and (g)(2)(i)(B) of this
section, Z’s taxable income attributable to
the fast-pay arrangement for periods before
January 1, 2000, equals Z’s share of the divi-
dends actually and deemed paid on the bene-
fited stock (80 percent of the outstanding
benefited stock), reduced by the sum of the
interest accrued on the note held by Y and
the interest accrued on the financing instru-
ments deemed to have been issued by Z. For
purposes of paragraph (g)(2)(i)(B) of this sec-
tion, Z’s taxable income is as follows:

i Accrued
Dividends Accrued ; :
Taxable period benefited interest on 'mﬂgsi:];'{;ﬁf‘c' ;—f;:r?éz

stock debt held by Y ments
1/1/97-12/31/97 ........... $14,400 ($18,000) ($6,859) ($10,459)
1/1/98-12/31/98 . 14,400 (18,000) (6,281) (9,881)
1/1/99-12/31/99 ........... 14,400 (18,000) (5,654) (9,254)
Total 43,200 (54,000) (18,794) (29,594)

(iv) Limit on taxable income under this para-
graph (g)(2). For periods before January 1,
2000, Z has a taxable loss attributable to the
fast-pay arrangement of $29,553 under the re-
characterization of Notice 97-21 and para-
graph (g)(2)(1)(A) of this section, and a tax-
able loss of $29,594 under the recharacteriza-
tion of paragraphs (c) and (g)(2)(i)(B) of this
section. Thus, under paragraph (g)(2)(i) of
this section, Z may report a taxable loss at-
tributable to the fast-pay arrangement for
periods before January 1, 2000, of either
$29,553 or $29,594. Under paragraph (g)(2)(ii), Z
has no adjustment to its taxable income for
its taxable year that includes January 1,
2000.

(3) Rule to comply with this section. To
comply with this section for each tax-
able year in which it failed to do so, a
taxpayer should file an amended re-
turn. For taxable years ending before
Janaury 10, 2000, a taxpayer that has
complied with Notice 97-21, 1997-1 C.B.
407 (see §601.601(d)(2) of this chapter),

for all such taxable years is considered
to have complied with this section and
limited its taxable income under para-
graph (g)(2)(i)(A) of this section.

(4) Reporting requirements. The report-
ing requirements of paragraph (f) of
this section apply to taxable years (of
the person required to file the state-
ment) ending after January 10, 2000.

[T.D. 8853, 66 FR 1313, Jan. 10, 2000; 65 FR
16317, Mar. 28, 2000]
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§1.7702-2 Attained age of the insured
under a life insurance contract.

(a) In general. This section provides
guidance on determining the attained
age of an insured under a contract that
is a life insurance contract under the
applicable law, for purposes of deter-
mining the guideline level premium of
the contract under section 7702(c)(4),
applying the cash value corridor of sec-
tion 7702(d) or applying the computa-
tional rules of section 7702(e), as appli-
cable.

(b) Contract insuring a single life. (1) If
a contract insures the life of a single
individual, either of the following two
ages may be treated as the attained
age of the insured with respect to that
contract—

(i) The insured’s age determined by
reference to the individual’s actual
birthday as of the date of determina-
tion (actual age); or

(ii) The insured’s age determined by
reference to contract anniversary
(rather than the individual’s actual
birthday), so long as the age assumed
under the contract (contract age) is
within 12 months of the actual age as
of that date.

(2) Once determined under paragraph
(b)(1) of this section, the attained age
with respect to an individual insured
under a contract changes annually.
Moreover, the same attained age must
be used for purposes of applying sec-
tions T7702(c)(4), 7702(d), and 7702(e), as
applicable.

(c) Contract insuring multiple lives on a
last-to-die basis—(1) In general. Except
as provided in paragraph (c)(2) of this
section, if a contract insures the lives
of more than one individual on a last-
to-die basis, the attained age of the in-
sured is determined by applying para-
graph (b) of this section as if the
youngest individual were the only in-
sured under the contract for purposes
of sections 7702(c)(4), 7T702(d), and
7702(e), as applicable.

(2) Modifications to cash value and fu-
ture mortality charges upon the death of
insured. If both the cash value and fu-
ture mortality charges under a con-
tract change by reason of the death of
one or more insureds to no longer take
into account the attained age of the de-
ceased insured or insureds, the young-
est surviving insured shall thereafter
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be treated as the only insured under
the contract.

(d) Contract insuring multiple lives on a
first-to-die basis. If a contract insures
the lives of more than one individual
on a first-to-die basis, the attained age
of the insured is determined by apply-
ing paragraph (b) of this section as if
the oldest individual were the only in-
sured under the contract for purposes
of sections 7702(c)(4), T702(d), and
7702(e), as applicable.

(e) Examples. The following examples
illustrate the determination of the at-
tained age of the insured for purposes
of sections 7702(c)(4), 7T7702(d), and
7702(e), as applicable. The examples are
as follows:

Example 1. (i) X was born on May 1, 1947. X
became 60 years old on May 1, 2007. On Janu-
ary 1, 2008, X purchases from IC a contract
insuring X’s life. January 1 is the contract
anniversary date for all future years. IC de-
termines X’s annual premiums on an age-
last-birthday basis. Based on the method
used by IC to determine age, X has an at-
tained age of 60 for the first contract year, 61
for the second contract year, and so on.

(ii) Section 1.7702-2(b)(1) permits the deter-
mination of attained age under either of two
alternative approaches. Section 1.7702-
2(b)(1)(i) provides that, if a contract insures
the life of a single insured individual, the at-
tained age may be determined by reference
to the individual’s actual birthday as of the
date of determination. Under this provision,
X has an attained age of 60 for the first con-
tract year, 61 for the second contract year,
and so on. Alternatively, §1.7702-2(b)(1)(ii)
provides that the insured’s age may be deter-
mined by reference to contract anniversary
(rather than the individual’s actual birth-
day), so long as the age assumed under the
contract is within 12 months of the actual
age as of that date. If IC determines X’s at-
tained age under §1.7702-2(b)(1)(ii), X like-
wise has an attained age of 60 for the first
contract year, 61 for the second contract
year, and so on. Whichever provision IC uses
to determine X’s attained age must be used
consistently from year to year for purposes
of sections 7702(c)(4), 7702(d), and 7702(e), as
applicable.

Example 2. (i) The facts are the same as in
Example 1 except that, under the contract,
X’s annual premiums are determined on an
age-nearest-birthday basis. X’s nearest birth-
day to January 1, 2008, is May 1, 2008, when
X will become 61 years old. Based on the
method used by IC to determine age, X has
an attained age of 61 for the first contract
year, 62 for the second contract year, and so
on.

§1.7702-2

(ii) Section 1.7702-2(b)(1) permits the deter-
mination of attained age under either of two
alternative approaches. Section 1.7702-
2(b)(1)(1) provides that, if a contract insures
the life of a single insured individual, the at-
tained age may be determined by reference
to the individual’s actual birthday as of the
date of determination. Under this provision,
X has an attained age of 60 for the first con-
tract year, 61 for the second contract year,
and so on. Alternatively, §1.7702-2(b)(1)(ii)
provides that the insured’s age may be deter-
mined by reference to contract anniversary
(rather than the individual’s actual birth-
day), so long as the age assumed under the
contract is within 12 months of the actual
age as of that date. If IC determines X’s at-
tained age under §1.7702-2(b)(1)(ii), X has an
attained age of 61 for the first contract year,
62 for the second contract year, and so on.
Whichever provision IC uses to determine X’s
attained age must be used consistently from
year to year for purposes of sections
7702(c)(4), 7702(d), and 7702(e), as applicable.

Example 3. (i) The facts are the same as in
Example 1 except that the face amount of the
contract is increased on May 15, 2011. During
the contract year beginning January 1, 2011,
the age assumed under the contract on an
age-last-birthday basis is 63 years. However,
X has an actual age of 64 as of the date the
face amount of the contract is increased.

(ii) Section 1.7702-2(b)(1)(ii) provides that
the insured’s age may be determined by ref-
erence to contract anniversary (rather than
the individual’s actual birthday), so long as
the age assumed under the contract is within
12 months of the actual age. Section 1.7702—
2(b)(2) provides that, once determined under
paragraph (b)(1) of this section, the attained
age with respect to an individual insured
under a contract changes annually. Accord-
ingly, X continues to be 63 years old
throughout the contract year beginning Jan-
uary 1, 2011, for purposes of sections
7702(c)(4), T702(d), and 7702(e), as applicable.

Example 4. (i) The facts are the same as in
Example 1 except that in addition to X (born
in 1947), the insurance contract also insures
the life of Y, born on September 1, 1942. The
death benefit will be paid when the second of
the two insureds dies.

(ii) Section 1.7702-2(c)(1) provides that if a
life insurance contract insures the lives of
more than one individual on a last-to-die
basis, the attained age of the insured is de-
termined by applying §1.7702-2(b) as if the
youngest individual were the only insured
under the contract. Because X is younger
than Y, the attained age of X must be used
for purposes of sections 7702(c)(4), 7702(d), and
7702(e), as applicable.

Example 5. (i) The facts are the same as Ex-
ample 4 except that X (the younger of the two
insureds) dies in 2012. After X’s death, both
the cash value and mortality charges of the
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life insurance contract are adjusted to take
into account only the life of Y.

(ii) Section 1.7702-2(c)(1) provides that if a
life insurance contract insures the lives of
more than one individual on a last-to-die
basis, the attained age of the insured is de-
termined by applying §1.7702-2(b) as if the
youngest individual were the only insured
under the contract. Paragraph (c)(2) of this
section provides that if both the cash value
and future mortality charges under a con-
tract change by reason of the death of an in-
sured to no longer take into account the at-
tained age of the deceased insured, the
youngest surviving insured is thereafter
treated as the only insured under the con-
tract. Because both the cash value and mor-
tality charges are adjusted after X’s death to
take into account only the life of Y, only the
attained age of Y is taken into account after
X’s death for purposes of sections 7702(c)(4),
7702(d), and 7702(e), as applicable.

Example 6. (i) The facts are the same as Ex-
ample 1 except that in addition to X (born in
1947), the insurance contract also insures the
life of Z, born on September 1, 1952. The
death benefit will be paid when the first of
the two insureds dies.

(ii) Section 1.7702-2(d) provides that if a
life insurance contract insures the lives of
more than one individual on a first-to-die
basis, the attained age of the insured is de-
termined by applying §1.7702-2(b) as if the
oldest individual were the only insured under
the contract. Because X is older than Z, the
attained age of X must be used for purposes
of sections 7702(c)(4), 7702(d), and T702(e), as
applicable.

(f) Effective dates—(1) In general. Ex-
cept as provided in paragraph (f)(2) of
this section, these regulations apply to
all life insurance contracts that are ei-
ther—

(i) Issued after December 31, 2008; or

(ii) Issued on or after October 1, 2007
and based upon the 2001 CSO tables.

(2) Contracts issued before the general
effective date. Pursuant to section
7805(b)(7), a taxpayer may apply these
regulations retroactively for contracts
issued before October 1, 2007, provided
that the taxpayer does not later deter-
mine qualification of those contracts
in a manner that is inconsistent with
these regulations.

[T.D. 9287, 71 FR 53970, Sept. 13, 2006]

§1.7702B-1 Consumer protection pro-

visions.
(a) In general. TUnder sections
7702B(b)(1)(F), T702B(g), and 4980C,

qualified long-term care insurance con-
tracts and issuers of those contracts

26 CFR Ch. | (4-1-13 Edition)

are required to satisfy certain provi-
sions of the Long-Term Care Insurance
Model Act (Model Act) and Long-Term
Care Insurance Model Regulation
(Model Regulation) promulgated by the
National Association of Insurance
Commissioners (NAIC), as adopted as of
January 1993. The requirements for
qualified long-term care insurance con-
tracts under section 7702B(b)(1)(F) and
(g) relate to guaranteed renewal or
noncancellability, prohibitions on limi-
tations and exclusions, extension of
benefits, continuation or conversion of
coverage, discontinuance and replace-
ment of policies, unintentional lapse,
disclosure, prohibitions against post-
claims underwriting, minimum stand-
ards, inflation protection, prohibitions
against pre-existing conditions exclu-
sions and probationary periods, and
prior hospitalization. The requirements
for qualified long-term care insurance
contracts under section 4980C relate to
application forms and replacement cov-
erage, reporting requirements, filing
requirements for marketing, standards
for marketing, appropriateness of rec-
ommended purchase, standard format
outline of coverage, delivery of a shop-
per’s guide, right to return, outline of
coverage, certificates under group
plans, policy summary, monthly re-
ports on accelerated death benefits,
and incontestability period.

(b) Coordination with State require-
ments—(1) Contracts issued in a State
that imposes more stringent requirements.
If a State imposes a requirement that
is more stringent than the analogous
requirement imposed by section
7702B(g) or 4980C, then, under section
4980C(f), compliance with the more
stringent requirement of State law is
considered compliance with the par-
allel requirement of section 7702B(g) or
4980C. The principles of paragraph (b)(3)
of this section apply to any case in
which a State imposes a requirement
that is more stringent than the analo-
gous requirement imposed by section
7702B(g) or 4980C (as described in this
paragraph (b)(1)), but in which there
has been a failure to comply with that
State requirement.

(2) Contracts issued in a State that has
adopted the model provisions. If a State
imposes a requirement that is the same
as the parallel requirement imposed by
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section 7702B(g) or 4980C, compliance
with that requirement of State law is
considered compliance with the par-
allel requirement of section 7702B(g) or
4980C, and failure to comply with that
requirement of State law is considered
failure to comply with the parallel re-
quirement of section 7702B(g) or 4980C.

(38) Contracts issued in a State that has
not adopted the model provisions or more
stringent requirements. If a State has not
adopted the Model Act, the Model Reg-
ulation, or a requirement that is the
same as or more stringent than the
analogous requirement imposed by sec-
tion T702B(g) or 4980C, then the lan-
guage, caption, format, and content re-
quirements imposed by sections
7702B(g) and 4980C with respect to con-
tracts, applications, outlines of cov-
erage, policy summaries, and notices
will be considered satisfied for a con-
tract subject to the law of that State if
the language, caption, format, and con-
tent are substantially similar to those
required under the parallel provision of
the Model Act or Model Regulation.
Only nonsubstantive deviations are
permitted in order for language, cap-
tion, format, and content to be consid-
ered substantially similar to the re-
quirements of the Model Act or Model
Regulation.

(c) Effective date. This section applies
with respect to contracts issued after
December 10, 1999.

[T.D. 8792, 63 FR 68186, Dec. 10, 1998]

§1.7702B-2 Special rules for pre-1997
long-term care insurance contracts.

(a) Scope. The definitions and special
provisions of this section apply solely
for purposes of determining whether an
insurance contract (other than a quali-
fied long-term care insurance contract
described in section 7702B(b) and any
regulations issued thereunder) is treat-
ed as a qualified long-term care insur-
ance contract for purposes of the Inter-
nal Revenue Code under section
321(f)(2) of the Health Insurance Port-
ability and Accountability Act of 1996
(Public Law 104-191).

(b) Pre-1997 long-term care insurance
contracts—(1) In general. A pre-1997
long-term care insurance contract is
treated as a qualified long-term care
insurance contract, regardless of
whether the contract satisfies section
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7702B(b) and any regulations issued
thereunder.

(2) Pre-1997 long-term care insurance
contract defined. A pre-1997 long-term
care insurance contract is any insur-
ance contract with an issue date before
January 1, 1997, that met the long-term
care insurance requirements of the
State in which the contract was
sitused on the issue date. For this pur-
pose, the long-term care insurance re-
quirements of the State are the State
laws (including statutory and adminis-
trative law) that are intended to regu-
late insurance coverage that con-
stitutes ‘‘long-term care insurance’ (as
defined in section 4 of the National As-
sociation of Insurance Commissioners
(NAIC) Long-Term Care Insurance
Model Act, as in effect on August 21,
1996), regardless of the terminology
used by the State in describing the in-
surance coverage.

(3) Issue date of a contract—(@i) In gen-
eral. Except as otherwise provided in
this paragraph (b)(3), the issue date of
a contract is the issue date assigned to
the contract by the insurance com-
pany. In no event is the issue date ear-
lier than the date the policyholder sub-
mitted a signed application for cov-
erage to the insurance company. If the
period between the date the signed ap-
plication is submitted to the insurance
company and the date coverage under
which the contract actually becomes
effective is substantially longer than
under the insurance company’s usual
business practice, then the issue date is
the later of the date coverage under
which the contract becomes effective
or the issue date assigned to the con-
tract by the insurance company. A pol-
icyholder’s right to return a contract
within a free-look period following de-
livery for a full refund of any pre-
miums paid is not taken into account
in determining the contract’s issue
date.

(i1) Special rule for group contracts.
The issue date of a group contract (in-
cluding any certificate issued there-
under) is the date on which coverage
under the group contract becomes ef-
fective.

(iii) Ezchange of contract or certain
changes in a contract treated as a new
issuance. For purposes of this para-
graph (b)(3)—

623



§1.7702B-2

(A) A contract issued in exchange for
an existing contract after December 31,
1996, is considered a contract issued
after that date;

(B) Any change described in para-
graph (b)(4) of this section is treated as
the issuance of a new contract with an
issue date no earlier than the date the
change goes into effect; and

(C) If a change described in paragraph
(b)(4) of this section occurs with regard
to one or more, but fewer than all, of
the certificates evidencing coverage
under a group contract, then the insur-
ance coverage under the changed cer-
tificates is treated as coverage under a
newly issued group contract (and the
insurance coverage provided by any un-
changed certificate continues to be
treated as coverage under the original
group contract).

(4) Changes treated as the issuance of a
new contract—(i) In general. For pur-
poses of paragraph (b)(3) of this sec-
tion, except as provided in paragraph
(b)(4)(ii) of this section, the following
changes are treated as the issuance of
a new contract—

(A) A change in the terms of a con-
tract that alters the amount or timing
of an item payable by either the policy-
holder (or certificate holder), the in-
sured, or the insurance company;

(B) A substitution of the insured
under an individual contract; or

(C) A change (other than an immate-
rial change) in the contractual terms,
or in the plan under which the contract
was issued, relating to eligibility for
membership in the group covered under
a group contract.

(ii) Exceptions. For purposes of this
paragraph (b)(4), the following changes
are not treated as the issuance of a new
contract—

(A) A policyholder’s exercise of any
right provided under the terms of the
contract as in effect on December 31,
1996, or a right required by applicable
State law to be provided to the policy-
holder;

(B) A change in the mode of premium
payment (for example, a change from
monthly to quarterly premiums);

(C) In the case of a policy that is
guaranteed renewable or
noncancellable, a classwide increase or
decrease in premiums;
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(D) A reduction in premiums due to
the purchase of a long-term care insur-
ance contract by a family member of
the policyholder;

(BE) A reduction in coverage (with a
corresponding reduction in premiums)
made at the request of a policyholder;

(F) A reduction in premiums as a re-
sult of extending to an individual pol-
icyholder a discount applicable to simi-
lar categories of individuals pursuant
to a premium rate structure that was
in effect on December 31, 1996, for the
issuer’s pre-1997 long-term care insur-
ance contracts of the same type;

(G) The addition, without an increase
in premiums, of alternative forms of
benefits that may be selected by the
policyholder;

(H) The addition of a rider (including
any similarly identifiable amendment)
to a pre-1997 long-term care insurance
contract in any case in which the rider,
if issued as a separate contract of in-
surance, would itself be a qualified
long-term care insurance contract
under section 7702B and any regula-
tions issued thereunder (including the
consumer protection provisions in sec-
tion 7702B(g) to the extent applicable
to the addition of a rider);

(I) The deletion of a rider or provi-
sion of a contract that prohibited co-
ordination of benefits with Medicare
(often referred to as an HHS (Health
and Human Services) rider);

(J) The effectuation of a continu-
ation or conversion of coverage right
that is provided under a pre-1997 group
contract and that, in accordance with
the terms of the contract as in effect
on December 31, 1996, provides for cov-
erage under an individual contract fol-
lowing an individual’s ineligibility for
continued coverage under the group
contract; and

(K) The substitution of one insurer
for another insurer in an assumption
reinsurance transaction.

(5) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. (i) On December 3, 1996, A, an in-
dividual, submits a signed application to an
insurance company to purchase a nursing
home contract that meets the long-term care
insurance requirements of the State in which
the contract is sitused. The insurance com-
pany decides on December 20, 1996, that it
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will issue the contract, and assigns Decem-
ber 20, 1996, as the issue date for the con-
tract. Under the terms of the contract, A’s
insurance coverage becomes effective on
January 1, 1997. The company delivers the
contract to A on January 3, 1997. A has the
right to return the contract within 15 days
following delivery for a refund of all pre-
miums paid.

(ii) Under paragraph (b)(3)(i) of this sec-
tion, the issue date of the contract is Decem-
ber 20, 1996. Thus, the contract is a pre-1997
long-term care insurance contract that is
treated as a qualified long-term care insur-
ance contract.

Example 2. (i) The facts are the same as in
Example 1, except that the insurance cov-
erage under the contract does not become ef-
fective until March 1, 1997. Under the insur-
ance company’s usual business practice, the
period between the date of the application
and the date the contract becomes effective
is 30 days or less.

(ii) Under paragraph (b)(3)(1) of this sec-
tion, the issue date of the contract is March
1, 1997. Thus, the contract is not a pre-1997
long-term care insurance contract, and, ac-
cordingly, the contract must meet the re-
quirements of section 7702B(b) and any regu-
lations issued thereunder to be a qualified
long-term care insurance contract.

Example 3. (i) B, an individual, is the pol-
icyholder under a long-term care insurance
contract purchased in 1995. On June 15, 2000,
the insurance coverage and premiums under
the contract are increased by agreement be-
tween B and the insurance company.

(ii) Under paragraph (b)(4)(i)(A) of this sec-
tion, a change in the terms of a contract
that alters the amount or timing of an item
payable by the policyholder or the insurance
company is treated as the issuance of a new
contract. Thus, B’s coverage is treated as
coverage under a contract issued on June 15,
2000, and, accordingly, the contract must
meet the requirements of section 7702B(b)
and any regulations issued thereunder in
order to be a qualified long-term care insur-
ance contract.

Example 4. (i) C, an individual, is the pol-
icyholder under a long-term care insurance
contract purchased in 1994. At that time and
through December 31, 1996, the contract met
the long-term care insurance requirements
of the State in which the contract was
sitused. In 1996, the policy was amended to
add a provision requiring the policyholder to
be offered the right to increase dollar limits
for inflation every three years (without the
policyholder being required to pass a phys-
ical or satisfy any other underwriting re-
quirements). During 2002, C elects to increase
the amount of insurance coverage (with a re-
sulting premium increase) pursuant to the
inflation provision.

(ii) Under paragraph (b)(4)(ii)(A) of this
section, an increase in the amount of insur-
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ance coverage at the election of the policy-
holder (without the insurance company’s
consent and without underwriting or other
limitations on the policyholder’s rights) pur-
suant to a pre-1997 inflation provision is not
treated as the issuance of a new contract.
Thus, C’s contract continues to be a pre-1997
long-term care insurance contract that is
treated as a qualified long-term care insur-
ance contract.

(c) Effective date. This section is ap-
plicable January 1, 1999.

[T.D. 8792, 63 FR 68187, Dec. 10, 1998]

§1.7703-1 Determination
status.

(a) General rule. The determination of
whether an individual is married shall
be made as of the close of his taxable
year unless his spouse dies during his
taxable year, in which case such deter-
mination shall be made as of the time
of such death; and, except as provided
in paragraph (b) of this section, an in-
dividual shall be considered as married
even though living apart from his
spouse unless legally separated under a
decree of divorce or separate mainte-
nance. The provisions of this paragraph
may be illustrated by the following ex-
amples:

of marital

Example 1. Taxpayer A and his wife B both
make their returns on a calendar year basis.
In July 1954, they enter into a separation
agreement and thereafter live apart, but no
decree of divorce or separate maintenance is
issued until March 1955. If A itemizes and
claims his actual deductions on his return
for the calendar year 1954, B may not elect
the standard deduction on her return since B
is considered as married to A (although per-
manently separated by agreement) on the
last day of 1954.

Example 2. Taxpayer A makes his returns
on the basis of a fiscal year ending June 30.
His wife B makes her returns on the calendar
year basis. A died in October 1954. In such
case, since A and B were married as of the
date of death, B may not elect the standard
deduction for the calendar year 1954 if the in-
come of A for the short taxable year ending
with the date of his death is determined
without regard to the standard deduction.

(b) Certain married individuals living
apart. (1) For purposes of Part IV of
Subchapter B of Chapter 1 of the Code,
an individual is not considered as mar-
ried for taxable years beginning after
December 31, 1969, if (i) such individual
is married (within the meaning of para-
graph (a) of this section) but files a
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separate return; (ii) such individual
maintains as his home a household
which constitutes for more than one-
half of the taxable year the principal
place of abode of a dependent (a) who
(within the meaning of section 152 and
the regulations thereunder) is a son,
stepson, daughter, or stepdaughter of
the individual, and (b) with respect to
whom such individual is entitled to a
deduction for the taxable year under
section 151; (iii) such individual fur-
nishes over half of the cost of main-
taining such household during the tax-
able year; and (iv) during the entire
taxable year such individual’s spouse is
not a member of such household.

(2) For purposes of subparagraph
(1)({i)(a) of this paragraph, a legally
adopted son or daughter of an indi-
vidual, a child (described in paragraph
(c)(2) of §1.152-2) who is a member of an
individual’s household if placed with
such individual by an authorized place-
ment agency (as defined in paragraph
(c)(2) of §1.152-2) for legal adoption by
such individual, or a foster child (de-
scribed in paragraph (c)(4) of §1.152-2)
of an individual if such child satisfies
the requirements of section 152(a)(9) of
the Code and paragraph (b) of §1.152-1
with respect to such individual, shall
be treated as a son or daughter of such
individual by blood.

(3) For purposes of subparagraph
(1)(ii) of this paragraph, the household
must actually constitute the home of
the individual for his taxable year.
However, a physical change in the loca-
tion of such home will not prevent an
individual from qualifying for the
treatment provided in subparagraph (1)
of this paragraph. It is not sufficient
that the individual maintain the
household without being its occupant.
The individual and the dependent de-
scribed in subparagraph (1)(ii)(a) of this
paragraph must occupy the household
for more than one-half of the taxable
year of the individual. However, the
fact that such dependent is born or dies
within the taxable year will not pre-
vent an individual from qualifying for
such treatment if the household con-
stitutes the principal place of abode of
such dependent for the remaining or
preceding part of such taxable year.
The individual and such dependent will
be considered as occupying the house-
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hold during temporary absences from
the household due to special -cir-
cumstances. A nonpermanent failure to
occupy the common abode by reason of
illness, education, business, vacation,
military service, or a custody agree-
ment under which a child or stepchild
is absent for less than 6 months in the
taxable year of the taxpayer, shall be
considered a temporary absence due to
special circumstances. Such absence
will not prevent an individual from
qualifying for the treatment provided
in subparagraph (1) of this paragraph if
(1) it is reasonable to assume that such
individual or the dependent will return
to the household and (ii) such indi-
vidual continues to maintain such
household or a substantially equivalent
household in anticipation of such re-
turn.

(4) An individual shall be considered
as maintaining a household only if he
pays more than one-half of the cost
thereof for his taxable year. The cost of
maintaining a household shall be the
expenses incurred for the mutual ben-
efit of the occupants thereof by reason
of its operation as the principal place
of abode of such occupants for such
taxable year. The cost of maintaining a
household shall not include expenses
otherwise incurred. The expenses of
maintaining a household include prop-
erty taxes, mortgage interest, rent,
utility charges, upkeep and repairs,
property insurance, and food consumed
on the premises. Such expenses do not
include the cost of clothing, education,
medical treatment, vacations, life in-
surance, and transportation. In addi-
tion, the cost of maintaining a house-
hold shall not include any amount
which represents the value of services
rendered in the household by the tax-
payer or by a dependent described in
subparagraph (1)(ii)(a) of this para-
graph.

(5) For purposes of subparagraph
(1)(iv) of this paragraph, an individual’s
spouse is not a member of the house-
hold during a taxable year if such
household does not constitute such
spouse’s place of abode at any time
during such year. An individual’s
spouse will be considered to be a mem-
ber of the household during temporary
absences from the household due to

626



Internal Revenue Service, Treasury

special circumstances. A nonperma-
nent failure to occupy such household
as his abode by reason of illness, edu-
cation, business, vacation, or military
service shall be considered a mere tem-
porary absence due to special cir-
cumstances.

(6) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. Taxpayer A, married to B at the
close of the calendar year 1971, his taxable
year, is living apart from B, but A is not le-
gally separated from B under a decree of di-
vorce or separate maintenance. A maintains
a household as his home which is for 7
months of 1971 the principal place of abode of
C, his son, with respect to whom A is enti-
tled to a deduction under section 151. A pays
for more than one-half the cost of maintain-
ing that household. At no time during 1971
was B a member of the household occupied
by A and C. A files a separate return for 1971.
Under these circumstances, A is considered
as not married under section 143(b) for pur-
poses of the standard deduction. Even
though A is married and files a separate re-
turn A may claim for 1971 as his standard de-
duction the larger of the low income allow-
ance up to a maximum of $1,050 consisting of
both the basic allowance and additional al-
lowance (rather than the basic allowance
only subject to the $500 limitation applicable
to a separate return of a married individual)
or the percentage standard deduction subject
to the $1,500 limitation (rather than the $750
limitation applicable to a separate return of
a married individual). See §1.141-1. For pur-
poses of the provisions of part IV of sub-
chapter B of chapter 1 of the Code and the
regulations thereunder, A is treated as un-
married.

[T.D. 7123, 36 FR 11086, June 9, 1971. Redesig-
nated by T.D. 8712, 62 FR 2283, Jan. 16, 1997]

§1.7704-1 Publicly
ships.

(a) In general—(1) Publicly traded part-
nership. A domestic or foreign partner-
ship is a publicly traded partnership
for purposes of section 7704(b) and this
section if—

(i) Interests in the partnership are
traded on an established securities
market; or

(ii) Interests in the partnership are
readily tradable on a secondary market
or the substantial equivalent thereof.

(2) Partnership interest—(i) In general.
For purposes of section 7704(b) and this
section, an interest in a partnership in-
cludes—

traded partner-
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(A) Any interest in the capital or
profits of the partnership (including
the right to partnership distributions);
and

(B) Any financial instrument or con-
tract the value of which is determined
in whole or in part by reference to the
partnership (including the amount of
partnership distributions, the value of
partnership assets, or the results of
partnership operations).

(i1) Exception for mon-convertible debt.
For purposes of section 7704(b) and this
section, an interest in a partnership
does not include any financial instru-
ment or contract that—

(A) Is treated as debt for federal tax
purposes; and

(B) Is not convertible into or ex-
changeable for an interest in the cap-
ital or profits of the partnership and
does not provide for a payment of
equivalent value.

(iii) Exception for tiered entities. For
purposes of section 7704(b) and this sec-
tion, an interest in a partnership or a
corporation (including a regulated in-
vestment company as defined in sec-
tion 851 or a real estate investment
trust as defined in section 856) that
holds an interest in a partnership
(lower-tier partnership) is not consid-
ered an interest in the lower-tier part-
nership.

(3) Definition of transfer. For purposes
of section 7704(b) and this section, a
transfer of an interest in a partnership
means a transfer in any form, includ-
ing a redemption by the partnership or
the entering into of a financial instru-
ment or contract described in para-
graph (a)(2)(i)(B) of this section.

(b) Established securities market. For
purposes of section 7704(b) and this sec-
tion, an established securities market
includes—

(1) A national securities exchange
registered under section 6 of the Secu-
rities Exchange Act of 1934 (15 U.S.C.
78f);

(2) A national securities exchange ex-
empt from registration under section 6
of the Securities Exchange Act of 1934
(156 U.S.C. 78f) because of the limited
volume of transactions;

(3) A foreign securities exchange
that, under the law of the jurisdiction
where it is organized, satisfies regu-
latory requirements that are analogous
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to the regulatory requirements under
the Securities Exchange Act of 1934 de-
scribed in paragraph (b) (1) or (2) of this
section (such as the London Inter-
national Financial Futures Exchange;
the Marche a Terme International de
France; the International Stock Ex-
change of the United Kingdom and the
Republic of Ireland, Limited; the
Frankfurt Stock Exchange; and the
Tokyo Stock Exchange);

(4) A regional or local exchange; and

(5) An interdealer quotation system
that regularly disseminates firm buy
or sell quotations by identified brokers
or dealers by electronic means or oth-
erwise.

(¢) Readily tradable on a secondary
market or the substantial equivalent
thereof—(1) In general. For purposes of
section 7704(b) and this section, inter-
ests in a partnership that are not trad-
ed on an established securities market
(within the meaning of section 7704(b)
and paragraph (b) of this section) are
readily tradable on a secondary market
or the substantial equivalent thereof if,
taking into account all of the facts and
circumstances, the partners are readily
able to buy, sell, or exchange their
partnership interests in a manner that
is comparable, economically, to trad-
ing on an established securities mar-
ket.

(2) Secondary market or the substantial
equivalent thereof. For purposes of para-
graph (c)(1) of this section, interests in
a partnership are readily tradable on a
secondary market or the substantial
equivalent thereof if—

(i) Interests in the partnership are
regularly quoted by any person, such
as a broker or dealer, making a market
in the interests;

(ii) Any person regularly makes
available to the public (including cus-
tomers or subscribers) bid or offer
quotes with respect to interests in the
partnership and stands ready to effect
buy or sell transactions at the quoted
prices for itself or on behalf of others;

(iii) The holder of an interest in the
partnership has a readily available,
regular, and ongoing opportunity to
sell or exchange the interest through a
public means of obtaining or providing
information of offers to buy, sell, or ex-
change interests in the partnership; or
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(iv) Prospective buyers and sellers
otherwise have the opportunity to buy,
sell, or exchange interests in the part-
nership in a time frame and with the
regularity and continuity that is com-
parable to that described in the other
provisions of this paragraph (c)(2).

(3) Secondary market safe harbors. The
fact that a transfer of a partnership in-
terest is not within one or more of the
safe harbors described in paragraph (e),
(f), (g), (h), or (j) of this section is dis-
regarded in determining whether inter-
ests in the partnership are readily
tradable on a secondary market or the
substantial equivalent thereof.

(d) Involvement of the partnership re-
quired. For purposes of section T7704(b)
and this section, interests in a partner-
ship are not traded on an established
securities market within the meaning
of paragraph (b)(5) of this section and
are not readily tradable on a secondary
market or the substantial equivalent
thereof within the meaning of para-
graph (c) of this section (even if inter-
ests in the partnership are traded or
readily tradable in a manner described
in paragraph (b)(5) or (c) of this sec-
tion) unless—

(1) The partnership participates in
the establishment of the market or the
inclusion of its interests thereon; or

(2) The partnership recognizes any
transfers made on the market by—

(i) Redeeming the transferor partner
(in the case of a redemption or repur-
chase by the partnership); or

(ii) Admitting the transferee as a
partner or otherwise recognizing any
rights of the transferee, such as a right
of the transferee to receive partnership
distributions (directly or indirectly) or
to acquire an interest in the capital or
profits of the partnership.

(e) Transfers not involving trading—(1)
In general. For purposes of section
7704(b) and this section, the following
transfers (private transfers) are dis-
regarded in determining whether inter-
ests in a partnership are readily
tradable on a secondary market or the
substantial equivalent thereof—

(i) Transfers in which the basis of the
partnership interest in the hands of the
transferee is determined, in whole or in
part, by reference to its basis in the
hands of the transferor or is deter-
mined under section 732;
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(ii) Transfers at death, including
transfers from an estate or testa-
mentary trust;

(iii) Transfers between members of a
family (as defined in section 267(c)(4));

(iv) Transfers involving the issuance
of interests by (or on behalf of) the
partnership in exchange for cash, prop-
erty, or services;

(v) Transfers involving distributions
from a retirement plan qualified under
section 401(a) or an individual retire-
ment account;

(vi) Block transfers (as defined in
paragraph (e)(2) of this section);

(vii) Transfers pursuant to a right
under a redemption or repurchase
agreement (as defined in paragraph
(e)(3) of this section) that is exercisable
only—

(A) Upon the death, disability, or
mental incompetence of the partner; or

(B) Upon the retirement or termi-
nation of the performance of services
of an individual who actively partici-
pated in the management of, or per-
formed services on a full-time basis for,
the partnership;

(viii) Transfers pursuant to a closed
end redemption plan (as defined in
paragraph (e)(4) of this section);

(ix) Transfers by one or more part-
ners of interests representing in the ag-
gregate 50 percent or more of the total
interests in partnership capital and
profits in one transaction or a series of
related transactions; and

(x) Transfers not recognized by the
partnership (within the meaning of
paragraph (d)(2) of this section).

(2) Block transfers. For purposes of
paragraph (e)(1)(vi) of this section, a
block transfer means the transfer by a
partner and any related persons (with-
in the meaning of section 267(b) or
707(b)(1)) in one or more transactions
during any 30 calendar day period of
partnership interests representing in
the aggregate more than 2 percent of
the total interests in partnership cap-
ital or profits.

(3) Redemption or repurchase agree-
ment. For purposes of section 7704(b)
and this section, a redemption or re-
purchase agreement means a plan of re-
demption or repurchase maintained by
a partnership whereby the partners
may tender their partnership interests
for purchase by the partnership, an-
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other partner, or a person related to
another partner (within the meaning of
section 267(b) or 707(b)(1)).

(4) Closed end redemption plan. For
purposes of paragraph (e)(1)(viii) of this
section, a redemption or repurchase
agreement (as defined in paragraph
(e)(3) of this section) is a closed end re-
demption plan only if—

(i) The partnership does not issue any
interest after the initial offering (other
than the issuance of additional inter-
ests prior to August 5, 1988); and

(ii) No partner or person related to
any partner (within the meaning of
section 267(b) or 707(b)(1)) provides con-
temporaneous opportunities to acquire
interests in similar or related partner-
ships which represent substantially
identical investments.

(f) Redemption and repurchase agree-
ments. For purposes of section 7704(b)
and this section, the transfer of an in-
terest in a partnership pursuant to a
redemption or repurchase agreement
(as defined in paragraph (e)(3) of this
section) that is not described in para-
graph (e)(1) (vii) or (viii) of this section
is disregarded in determining whether
interests in the partnership are readily
tradable on a secondary market or the
substantial equivalent thereof only if—

(1) The redemption or repurchase
agreement provides that the redemp-
tion or repurchase cannot occur until
at least 60 calendar days after the part-
ner notifies the partnership in writing
of the partner’s intention to exercise
the redemption or repurchase right;

(2) Either—

(i) The redemption or repurchase
agreement requires that the redemp-
tion or repurchase price not be estab-
lished until at least 60 calendar days
after receipt of such notification by the
partnership or the partner; or

(ii) The redemption or repurchase
price is established not more than four
times during the partnership’s taxable
year; and

(3) The sum of the percentage inter-
ests in partnership capital or profits
transferred during the taxable year of
the partnership (other than in private
transfers described in paragraph (e) of
this section) does not exceed 10 percent
of the total interests in partnership
capital or profits.
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(g8) Qualified matching services—(1) In
general. For purposes of section 7704(b)
and this section, the transfer of an in-
terest in a partnership through a quali-
fied matching service is disregarded in
determining whether interests in the
partnership are readily tradable on a
secondary market or the substantial
equivalent thereof.

(2) Requirements. A matching service
is a qualified matching service only
if—

(i) The matching service consists of a
computerized or printed listing system
that lists customers’ bid and/or ask
quotes in order to match partners who
want to sell their interests in a part-
nership (the selling partner) with per-
sons who want to buy those interests;

(ii) Matching occurs either by match-
ing the list of interested buyers with
the list of interested sellers or through
a bid and ask process that allows inter-
ested buyers to bid on the listed inter-
est;

(iii) The selling partner cannot enter
into a binding agreement to sell the in-
terest until the 15th calendar day after
the date information regarding the of-
fering of the interest for sale is made
available to potential buyers and such
time period is evidenced by contem-
poraneous records ordinarily main-
tained by the operator at a central lo-
cation;

(iv) The closing of the sale effected
by virtue of the matching service does
not occur prior to the 45th calendar
day after the date information regard-
ing the offering of the interest for sale
is made available to potential buyers
and such time period is evidenced by
contemporaneous records ordinarily
maintained by the operator at a cen-
tral location;

(v) The matching service displays
only quotes that do not commit any
person to buy or sell a partnership in-
terest at the quoted price (nonfirm
price quotes) or quotes that express in-
terest in a partnership interest without
an accompanying price (nonbinding in-
dications of interest) and does not dis-
play quotes at which any person is
committed to buy or sell a partnership
interest at the quoted price (firm
quotes);

(vi) The selling partner’s information
is removed from the matching service
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within 120 calendar days after the date
information regarding the offering of
the interest for sale is made available
to potential buyers and, following any
removal (other than removal by reason
of a sale of any part of such interest) of
the selling partner’s information from
the matching service, no offer to sell
an interest in the partnership is en-
tered into the matching service by the
selling partner for at least 60 calendar
days; and

(vii) The sum of the percentage inter-
ests in partnership capital or profits
transferred during the taxable year of
the partnership (other than in private
transfers described in paragraph (e) of
this section) does not exceed 10 percent
of the total interests in partnership
capital or profits.

(3) Closing. For purposes of paragraph
(2)(2)(iv) of this section, the closing of
a sale occurs no later than the earlier
of—

(i) The passage of title to the part-
nership interest;

(ii) The payment of the purchase
price (which does not include the deliv-
ery of funds to the operator of the
matching service or other closing
agent to hold on behalf of the seller
pending closing); or

(iii) The date, if any, that the oper-
ator of the matching service (or any
person related to the operator within
the meaning of section 267(b) or
707(b)(1)) loans, advances, or otherwise
arranges for funds to be available to
the seller in anticipation of the pay-
ment of the purchase price.

(4) Optional features. A qualified
matching service may be sponsored or
operated by a partner of the partner-
ship (either formally or informally),
the underwriter that handled the
issuance of the partnership interests,
or an unrelated third party. In addi-
tion, a qualified matching service may
offer the following features—

(i) The matching service may provide
prior pricing information, including in-
formation regarding resales of inter-
ests and actual prices paid for inter-
ests; a description of the business of
the partnership; financial and report-
ing information from the partnership’s
financial statements and reports; and
information regarding material events
involving the partnership, including
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special distributions, capital distribu-
tions, and refinancings or sales of sig-
nificant portions of partnership assets;

(ii) The operator may assist with the
transfer documentation necessary to
transfer the partnership interest;

(iii) The operator may receive and
deliver funds for completed trans-
actions; and

(iv) The operator’s fee may consist of
a flat fee for use of the service, a fee or
commission based on completed trans-
actions, or any combination thereof.

(h) Private placements—(1) In general.
For purposes of section 7704(b) and this
section, except as otherwise provided
in paragraph (h)(2) of this section, in-
terests in a partnership are not readily
tradable on a secondary market or the
substantial equivalent thereof if—

(i) All interests in the partnership
were issued in a transaction (or trans-
actions) that was not required to be
registered under the Securities Act of
1933 (15 U.S.C. T7a et seq.); and

(ii) The partnership does not have
more than 100 partners at any time
during the taxable year of the partner-
ship.

(2) Exception for certain offerings out-
side of the United States. Paragraph
(h)(1) of this section does not apply to
the offering and sale of interests in a
partnership that was not required to be
registered under the Securities Act of
1933 by reason of Regulation S (17 CFR
230.901 through 230.904) unless the offer-
ing and sale of the interests would not
have been required to be registered
under the Securities Act of 1933 if the
interests had been offered and sold
within the United States.

(3) Anti-avoidance rule. For purposes
of determining the number of partners
in the partnership under paragraph
(h)(1)(ii) of this section, a person (bene-
ficial owner) owning an interest in a
partnership, grantor trust, or S cor-
poration (flow-through entity), that
owns, directly or through other flow-
through entities, an interest in the
partnership, is treated as a partner in
the partnership only if—

(i) Substantially all of the value of
the beneficial owner’s interest in the
flow-through entity is attributable to
the flow-through entity’s interest (di-
rect or indirect) in the partnership; and
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(ii) A principal purpose of the use of
the tiered arrangement is to permit the
partnership to satisfy the 100-partner
limitation in paragraph (h)(1)(ii) of this
section.

(i) [Reserved]

(j) Lack of actual trading—(1) General
rule. For purposes of section 7704(b) and
this section, interests in a partnership
are not readily tradable on a secondary
market or the substantial equivalent
thereof if the sum of the percentage in-
terests in partnership capital or profits
transferred during the taxable year of
the partnership (other than in trans-
fers described in paragraph (e), (f), or
(g) of this section) does not exceed 2
percent of the total interests in part-
nership capital or profits.

(2) Erxamples. The following examples
illustrate the rules of this paragraph
@

Example 1. Calculation of percentage interest
transferred. (i) ABC, a calendar year limited
partnership formed in 1996, has 9,000 units of
limited partnership interests outstanding at
all times during 1997, representing in the ag-
gregate 95 percent of the total interests in
capital and profits of ABC. The remaining 5
percent is held by the general partner.

(ii) During 1997, the following transactions
occur with respect to the units of ABC’s lim-
ited partnership interests—

(A) 800 units are sold through the use of a
qualified matching service that meets the re-
quirements of paragraph (g) of this section;

(B) 50 units are sold through the use of a
matching service that does not meet the re-
quirements of paragraph (g) of this section;
and

(C) 500 units are transferred as a result of
private transfers described in paragraph (e)
of this section.

(iii) The private transfers of 500 units and
the sale of 800 units through a qualified
matching service are disregarded under para-
graph (j)(1) of this section for purposes of ap-
plying the 2 percent rule. As a result, the
total percentage interests in partnership
capital and profits transferred for purposes
of the 2 percent rule is .528 percent, deter-
mined by—

(A) Dividing the number of units sold
through a matching service that did not
meet the requirements of paragraph (g) of
this section (50) by the total number of out-
standing limited partnership units (9,000);
and

(B) Multiplying the result by the percent-
age of total interests represented by limited
partnership units (95 percent)

([50 / 9,000] x.95 =.528 percent).
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Example 2. Application of the 2 percent rule.
(i) ABC operates a service consisting of com-
puterized video display screens on which sub-
scribers view and publish nonfirm price
quotes that do not commit any person to buy
or sell a partnership interest and unpriced
indications of interest in a partnership inter-
est without an accompanying price. The ABC
service does not provide firm quotes at which
any person (including the operator of the
service) is committed to buy or sell a part-
nership interest. The service may provide
prior pricing information, including informa-
tion regarding resales of interests and actual
prices paid for interests; transactional vol-
ume information; and information on special
or capital distributions by a partnership.
The operator’s fee may consist of a flat fee
for use of the service; a fee based on com-
pleted transactions, including, for example,
the number of nonfirm quotes or unpriced in-
dications of interest entered by users of the
service; or any combination thereof.

(ii) The ABC service is not an established
securities market for purposes of section
7704(b) and this section. The service is not an
interdealer quotation system as defined in
paragraph (b)(6) of this section because it
does not disseminate firm buy or sell
quotations. Therefore, partnerships whose
interests are listed and transferred on the
ABC service are not publicly traded for pur-
poses of section 7704(b) and this section as a
result of such listing or transfers if the sum
of the percentage interests in partnership
capital or profits transferred during the tax-
able year of the partnership (other than in
transfers described in paragraph (e), (f), or
(g) of this section) does not exceed 2 percent
of the total interests in partnership capital
or profits. In addition, assuming the ABC
service complies with the necessary require-
ments, the service may qualify as a match-
ing service described in paragraph (g) of this
section.

(k) Percentage interests in partnership
capital or profits—(1) Interests consid-
ered—(i) General rule. Except as other-
wise provided in this paragraph (k), for
purposes of this section, the total in-
terests in partnership capital or profits
are determined by reference to all out-
standing interests in the partnership.

(ii) Exceptions—(A) General partner
with greater than 10 percent interest. If
the general partners and any person re-
lated to the general partners (within
the meaning of section 267(b) or
707(b)(1)) own, in the aggregate, more
than 10 percent of the outstanding in-
terests in partnership capital or profits
at any one time during the taxable
year of the partnership, the total inter-
ests in partnership capital or profits
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are determined without reference to
the interests owned by such persons.

(B) Derivative interests. Any partner-
ship interests described in paragraph
(a)(2)(1)(B) of this section are taken
into account for purposes of deter-
mining the total interests in partner-
ship capital or profits only if and to
the extent that the partnership satis-
fies paragraph (d) (1) or (2) of this sec-
tion.

(2) Monthly determination. For pur-
poses of this section, except in the case
of block transfers (as defined in para-
graph (e)(2) of this section), the per-
centage interests in partnership capital
or profits represented by partnership
interests that are transferred during a
taxable year of the partnership is equal
to the sum of the percentage interests
transferred for each calendar month
during the taxable year of the partner-
ship in which a transfer of a partner-
ship interest occurs (other than a pri-
vate transfer as described in paragraph
(e) of this section). The percentage in-
terests in capital or profits of interests
transferred during a calendar month is
determined by reference to the partner-
ship interests outstanding during that
month.

(3) Monthly conventions. For purposes
of paragraph (k)(2) of this section, a
partnership may use any reasonable
convention in determining the inter-
ests outstanding for a month, provided
the convention is consistently used by
the partnership from month to month
during a taxable year and from year to
year. Reasonable conventions include,
but are not limited to, a determination
by reference to the interests out-
standing at the beginning of the
month, on the 15th day of the month,
or at the end of the month.

(4) Block transfers. For purposes of
paragraph (e)(2) of this section (defin-
ing block transfers), the partnership
must determine the percentage inter-
ests in capital or profits for each trans-
fer of an interest during the 30 calendar
day period by reference to the partner-
ship interests outstanding immediately
prior to such transfer.

(5) Example. The following example il-
lustrates the rules of this paragraph
(k):

Example. Conventions. (i) ABC limited part-
nership, a calendar year partnership formed
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in 1996, has 1,000 units of limited partnership
interests outstanding on January 1, 1997, rep-
resenting in the aggregate 95 percent of the
total interests in capital and profits of ABC.
The remaining 5 percent is held by the gen-
eral partner.

(ii) The following transfers take place dur-
ing 1997—

(A) On January 15, 10 units of limited part-
nership interests are sold in a transaction
that is not a private transfer;

(B) On July 10, 1,000 additional units of
limited partnership interests are issued by
the partnership (the general partner’s per-
centage interest is unchanged); and

(C) On July 20, 15 units of limited partner-
ship interests are sold in a transaction that
is not a private transfer.

(iii) For purposes of determining the sum
of the percentage interests in partnership
capital or profits transferred, ABC chooses
to use the end of the month convention. The
percentage interests in partnership capital
and profits transferred during January is .95
percent, determined by dividing the number
of transferred units (10) by the total number
of limited partnership units (1,000) and mul-
tiplying the result by the percentage of total
interests represented by limited partnership
units ([10/1,000]x.95). The percentage interests
in partnership capital and profits transferred
during July is .7125 percent ([15/2,000]x.95).
ABC is not required to make determinations
for the other months during the year because
no transfers of partnership interests oc-
curred during such months. ABC may qualify
for the 2 percent rule for its 1997 taxable year
because less than 2 percent (.95 percent+.7125
percent=1.66256 percent) of its total interests
in partnership capital and profits was trans-
ferred during that year.

(iv) If ABC had chosen to use the beginning
of the month convention, the interests in
capital or profits sold during July would
have been 1.425 percent ([15/1,000]x.95) and
ABC would not have satisfied the 2 percent
rule for its 1997 taxable year because 2.375
percent (.95 + 1.425) of ABC’s interests in
partnership capital and profits was trans-
ferred during that year.

(1) Effective date—(1) In general. Ex-
cept as provided in paragraph (1)(2) of
this section, this section applies to tax-
able years of a partnership beginning
after December 31, 1995.

(2) Transition period. For partnerships
that were actively engaged in an activ-
ity before December 4, 1995, this sec-
tion applies to taxable years beginning
after December 31, 2005, unless the
partnership adds a substantial new line
of business after December 4, 1995, in
which case this section applies to tax-
able years beginning on or after the ad-
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dition of the new line of business. Part-
nerships that qualify for this transi-
tion period may continue to rely on the
provisions of Notice 88-75 (1988-2 C.B.
386) (see §601.601(d)(2) of this chapter)
for guidance regarding the definition of
readily tradable on a secondary market
or the substantial equivalent thereof
for purposes of section 7704(b).

3) Substantial mew line of business.
For purposes of paragraph (1)(2) of this
section—

(i) Substantial is defined in §1.7704—
2(c); and

(ii) A new line of business is defined
in §1.7704-2(d), except that the applica-
ble date is ‘‘December 4, 1995 instead
of “December 17, 1987,

(4) Termination under section
708(b)(1)(B). The termination of a part-
nership under section 708(b)(1)(B) due
to the sale or exchange of 50 percent or
more of the total interests in partner-
ship capital and profits is disregarded
in determining whether a partnership
qualifies for the transition period pro-
vided in paragraph (1)(2) of this section.

[T.D. 8629, 60 FR 62029, Dec. 4, 1995]

§1.7704-2 Transition provisions.

(a) Transition rule—(1) Statutory dates.
Section 7704 generally applies to tax-
able years beginning after December 31,
1987. In the case of an existing partner-
ship, however, section 7704 and the reg-
ulations thereunder apply to taxable
years beginning after December 31,
1997.

(2) Effective date of regulations. These
regulations are effective for taxable
years beginning after December 31,
1991.

(b) Existing partnership—(1) In general.
For purposes of §1.7704-2, the term
“‘existing partnership’” means any part-
nership if—

(i) The partnership was a publicly
traded partnership (within the meaning
of section 7704(b)) on December 17, 1987;

(ii) A registration statement indi-
cating that the partnership was to be a
publicly traded partnership was filed
with the Securities and Exchange Com-
mission (SEC) with respect to the part-
nership on or before December 17, 1987;
or

(iii) With respect to the partnership,
an application was filed with a state
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regulatory commission on or before De-
cember 17, 1987, seeking permission to
restructure a portion of a corporation
as a publicly traded partnership.

(2) Changed status of an existing part-
nership. A partnership will not qualify
as an existing partnership after a new
line of business is substantial.

(c) Substantial—(1) In general. A new
line of business is substantial as of the
earlier of—

(i) The taxable year in which the
partnership derives more than 15 per-
cent of its gross income from that line
of business; or

(ii) The taxable year in which the
partnership directly uses in that line of
business more than 15 percent (by
value) of its total assets.

(2) Timing rule. If a substantial new
line of business is added during the tax-
able year (e.g., by acquisition), the line
of business is treated as substantial as
of the date it is added; otherwise a sub-
stantial new line of business is treated
as substantial as of the first day of the
taxable year in which it becomes sub-
stantial.

(d) New line of business—(1) In general.
A new line of business is any business
activity of the partnership not closely
related to a pre-existing business of the
partnership to the extent that the ac-
tivity generates income other than
“‘qualifying income’ within the mean-
ing of section 7704 and the regulations
thereunder.

(2) Pre-existing business. A business
activity is a pre-existing business of
the partnership if—

(i) The partnership was actively en-
gaged in the activity on or before De-
cember 17, 1987; or

(ii) The partnership is actively en-
gaged in the business activity that was
specifically described as a proposed
business activity of the partnership in
a registration statement or amend-
ment thereto filed on behalf of the
partnership with the SEC on or before
December 17, 1987. For this purpose, a
specific description does not include a
general grant of authority to conduct
any business.

(3) Closely related. All of the facts and
circumstances will determine whether
a new business activity is closely re-
lated to a pre-existing business of the
partnership. The following factors,
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among others, will help to establish
that a new business activity is closely
related to a pre-existing business of the
partnership and therefore is not a new
line of business:

(i) The activity provides products or
services very similar to the products or
services provided by the pre-existing
business.

(ii) The activity markets products
and services to the same class of cus-
tomers as that of the pre-existing busi-
ness.

(iii) The activity is of a type that is
normally conducted in the same busi-
ness location as the pre-existing busi-
ness.

(iv) The activity requires the use of
similar operating assets as those used
in the pre-existing business.

(v) The activity’s economic success
depends on the success of the pre-exist-
ing business.

(vi) The activity is of a type that
would normally be treated as a unit
with the pre-existing business in the
business’ accounting records.

(vii) If the activity and the pre-exist-
ing business are regulated or licensed,
they are regulated or licensed by the
same or similar governmental author-
ity.

(viii) The United States Bureau of
the Census assigns the activity the
same four-digit Industry Number
Standard Identification Code (Industry
SIC Code) as the pre-existing business.
Such codes are set forth in the Execu-
tive Office of the President, Office of
Management and Budget, Standard In-
dustrial Classification Manual, pre-
pared, and from time to time revised,
by the Statistical Policy Division of
the United States Office of Manage-
ment and Budget. For example, if a
partnership’s pre-existing business is
manufacturing steam turbines and
then the partnership begins an activity
manufacturing hydraulic turbines,
both activities would be assigned the
same Industry SIC Code, 3511—Steam,
Gas, and Hydraulic Turbines, and Tur-
bine Generator Set Units. In the case
of a pre-existing business or activity
that is listed under the Industry SIC
Code, 9999—Nonclassifiable Establish-
ments—or under a miscellaneous cat-
egory (e.g., most Industry SIC Codes
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ending in a ‘‘9”’ are miscellaneous cat-
egories), the similarity of the SIC
Codes is ignored as a factor in deter-
mining whether the activity is closely
related to the pre-existing business.
The dissimilarity of the SIC Codes is
considered in determining whether the
business activity is closely related to
the pre-existing line of business.

(e) Activities conducted through con-
trolled corporations—(1) In general. An
activity conducted by a corporation
controlled by an existing partnership
may be treated as an activity of the ex-
isting partnership if the effect of the
arrangement is to permit the partner-
ship to engage in an activity the in-
come from which is not subject to a
corporate-level tax and which would be
a new line of business if conducted di-
rectly by the partnership. This deter-
mination is based upon all facts and
circumstances.

(2) Safe harbor—(i) In general. This
paragraph (e)(2) provides a safe harbor
for activities of a corporation con-
trolled by an existing partnership. An
activity conducted by a corporation
controlled by an existing partnership is
not deemed to be an activity of the
partnership for purposes of deter-
mining whether an existing partner-
ship has added a new line of business if
no more than 10% of the gross income
that the partnership derives from the
corporation during the taxable year is
section 7704(d) qualifying income that
is recharacterized as nonqualifying in-
come under paragraphs (e)(2) (ii) and
(iii) of this section. The Internal Rev-
enue Service will not presume that an
activity conducted through a corpora-
tion controlled by an existing partner-
ship is an activity of the partnership
solely because the partnership fails to
satisfy the requirements of this para-
graph (e)(2)(1).

(i1) Recharacterization of qualifying in-
come. Gross income received by a part-
nership from a controlled corporation
that would be qualifying income under
section 7704(d) is subject to re-
characterization as nonqualifying in-
come if the amount is deductible in
computing the income of the con-
trolled corporation.

(iii) Extent of recharacterization. The
amount of income described in para-
graph (e)(2)(ii) of this section that is
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recharacterized as nonqualifying in-
come is—

(A) The amount described in para-
graph (e)(2)(ii) of this section; multi-
plied by

(B) The controlled corporation’s tax-
able income (determined without re-
gard to deductions for amounts paid to
the partnership) that would not be
qualifying income within the meaning
of section 7704(d) if earned directly by
the partnership; divided by

(C) The controlled corporation’s tax-
able income (determined without re-
gard to deductions for amounts paid to
the partnership).

(3) Control. For purposes of para-
graphs (e) (1) and (2) of this section,
control of a corporation is determined
generally under the rules of section
304(c). However, the application of sec-
tion 304(c) is modified to apply only to
partners who own five percent or more
by value (directly or indirectly) of the
existing partnership unless a principal
purpose of the arrangement is to avoid
tax at the corporate level.

(4) Example. The following example il-
lustrates the application of the this
paragraph (e):

Example. (i) PTP, an existing partnership,
acquired all the stock of X corporation on
January 1, 1993. During PTP’s 1993 taxable
year it received $185,000 of dividends and
$15,000 of interest from X. Determined with-
out regard to interest paid to PTP, X’s tax-
able income during that period was $500,000
none of which was ‘‘qualifying income’ with-
in the meaning of section 7704 and the regu-
lations thereunder. In computing the income
of X, the $15,000 of interest paid to PTP is de-
ductible.

(ii) Under paragraph (e)(2)(ii) of section, all
$15,000 of PTP’s interest income was non-
qualifying income ($15,000x500,000/500,000).
Under paragraph (e)(2) of this section, how-
ever, the activities of X will not be consid-
ered to be activities of PTP for the 1993 tax-
able year because no more than 10 percent of
the gross income that PTP derived from X
would be treated as other than qualifying in-
come (15,000/200,000=7.5%).

(f) Activities conducted through tiered
partnerships. An activity conducted by
a partnership in which an existing
partnership holds an interest (directly
or through another partnership) will be
considered an activity of the existing

partnership.
(g) Ezxceptions—(1) Coordination with
gross income requirements of section
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7704(c)(2). A partnership that is either
an existing partnership as of December
31, 1997, or an existing partnership that
ceases to qualify as an existing part-
nership is subject to section 7704 and
the regulations thereunder. Section
7704(a) does not apply to these partner-
ships, however, if these partnerships
meet the gross income requirements of
paragraphs (c¢) (1) and (2) of section
7704. For purposes of applying section
7704(c) (1) and (2) to these partnerships,
the only taxable years that must be
tested are those beginning on and after
the earlier of—

(i) January 1, 1998; or

(ii) The day on which the partnership
ceases to qualify as an existing part-
nership because of the addition of a
new line of business; or

(iii) The first day of the first taxable
year in which a new line of business be-
comes substantial (if the new line of
business becomes substantial after the
year in which it is added).

(2) Specific exceptions. In determining
whether a partnership is an existing
partnership for purposes of section
7704, the following events do not in
themselves terminate the status of ex-
isting partnerships—

(i) Termination of the partnership
under section 708(b)(1)(B) due to the
sale or exchange of 50 percent or more
of the total interests in partnership
capital and profits;

(i1) Issuance of additional partner-
ship units; and

(iii) Dropping a line of business. This
event, however, could affect an existing
partnership’s status indirectly. For ex-
ample, dropping one line of business
could change the composition of the
partnership’s gross income. The change
in composition could make a new line
of business ‘‘substantial,” under para-
graph (c¢) of this section, and terminate
the partnership’s status. See paragraph
(b)(2) of this section.

(h) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. (i) On December 17, 1987, PTP, a
calendar-year publicly traded partnership,
owned and operated citrus groves. On March
1, 1993, PTP purchased a processing business
involving frozen citrus products. In the part-
nership’s 1993 taxable year, the partnership
directly used in the processing business more
than 15 percent (by value) of its total assets.
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(ii) The citrus grove activities provide dif-
ferent products from the processing activi-
ties, are marketed to customers different
from the customers of the processing activi-
ties, require different types of operating as-
sets, are not commonly conducted at the
same location, are not commonly treated as
a unit in accounting records, do not depend
upon one another for economic success, and
do not have the same Industry SIC Code.
Under the facts and circumstances, the proc-
essing business is not closely related to the
citrus grove operation and is a new line of
business under paragraph (d)(1) of this sec-
tion.

(iii) The assets of the partnership used in
the new line of business are substantial
under paragraph (c)(2) of this section. Be-
cause PTP added a substantial new line of
business after December 17, 1987, paragraph
(b)(2) of this section terminates PTP’s status
as an existing partnership on March 1, 1993.

Example 2. (i) On December 17, 1987, PTP, a
calendar-year publicly traded partnership,
owned and operated retirement centers that
serve the elderly. Each center contains three
sections—

(A) A residential section, which includes
suites of rooms, dining facilities, lounges,
and gamerooms;

(B) An assisted-living section, which pro-
vides laundry and housekeeping services,
health monitoring, and emergency care; and

(C) A nursing section, which provides pri-
vate and semiprivate rooms, dining facili-
ties, examination and treatment rooms,
drugs, medical equipment, and physical,
speech, and occupational therapy.

(ii) The business activities of each section
constitute pre-existing businesses of PTP
under paragraph (d)(2) of this section, be-
cause PTP was actively engaged in the ac-
tivities on or before December 17, 1987.

(iii) The nursing sections primarily furnish
health care. They employ nurses and thera-
pists, are subject to federal, state, and local
licensing requirements, and may change cer-
tain costs to government programs like
Medicare and Medicaid.

(iv) In 1993, PTP acquired new nursing
homes that treat inpatient adults of all ages.
The nursing homes provide private and semi-
private rooms, dining facilities, examination
and treatment rooms, drugs, medical equip-
ment, and physical, speech, and occupational
therapy. The nursing homes primarily fur-
nish health care. They employ nurses and
therapists, are subject to federal, state, and
local licensing requirements, and may
charge certain costs to government pro-
grams like Medicare and Medicaid.

(v) PTP’s new nursing homes and old nurs-
ing sections provide very similar services,
market to very similar customers, use simi-
lar types of property and personnel, and are
licensed by the same regulatory agencies.
The nursing homes and old nursing sections
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have the same Industry SIC Code. Under
these facts and circumstances, the new nurs-
ing homes are closely related to a pre-exist-
ing business of the partnership. Accordingly,
under paragraph (d)(1) of this section, the ac-
quisition of the new nursing homes is not the
addition of a new line of business.

(vi) PTP was a publicly traded partnership
on December 17, 1987, and was an existing
partnership under paragraph (b)(1)(i) of this
section. Because PTP has added no substan-
tial new line of business after December 17,
1987, paragraph (b)(2) of this section does not
terminate PTP’s status as an existing part-
nership.

Example 3. (i) On December 17, 1987, PTP, a
calendar-year publicly traded partnership,
owned and operated cable television systems
in the northeastern United States. PTP’s
registration statement described as its pro-
posed business activities the ownership and
operation of cable television systems, any
ancillary operations, and any business per-
mitted by the laws of the state in which PTP
was formed.

(ii) PTP’s cable systems include cables
strung along telephone lines, converter boxes
in subscribers’ homes, other types of cable
equipment, satellite dishes that receive pro-
grams broadcast by various television net-
works, and channels that carry public serv-
ice announcements of local interest. Sub-
scribers pay the systems a fee for the right
to receive both the local announcements and
the network signals relayed through the ca-
bles. Those fees constitute PTP’s primary
revenue. The systems operate under fran-
chise agreements negotiated with each mu-
nicipality in which they do business.

(iii) On September 1, 1993, PTP purchased a
television station in the northwestern
United States. The station owns broad-
casting facilities, satellite dishes that re-
ceive programs broadcast by the station’s
network, and a studio that produces pro-
grams of interest to the area that receives
the station’s broadcasts. Fees from adver-
tisers constitute the station’s primary rev-
enue. The station operates under a license
from the Federal Communications Commis-
sion.

(iv) In the partnership’s 1993 taxable year,
the station generated less than 15 percent of
PTP’s gross income and constituted less
than 15 percent of its total assets (by value).
In PTP’s 1994 taxable year, the station gen-
erated more than 15 percent of PTP’s gross
income.

(v) The cable systems relay signals
through cables to subscribers and earn rev-
enue from subscriber fees; the station broad-
casts signals to the general public and earns
revenue by selling air time for commercials.
Despite certain similarities, the two types of
activities generally require different oper-
ating assets and earn income from different
sources. They are regulated by different
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agencies. They are not commonly conducted
at the same location and do not generally de-
pend upon one another for their economic
success. They have different Industry SIC
Codes. Under the facts and circumstances,
the television station activities are not
closely related to PTP’s pre-existing busi-
ness, the cable system activities.

(vi) As of December 17, 1987, PTP did not
own and operate any television station.
PTP’s registration statement specifically de-
scribed as its proposed business activities
only the ownership and operation of cable
television systems and any ancillary oper-
ations. For purposes of paragraph (d)(2) of
this section, a specific description does not
include PTP’s general authority to carry on
any business permitted by the state of its
formation. Therefore, the television station
line of business was not specifically de-
scribed as a proposed business activity of
PTP in its registration statement. PTP’s ac-
quisition of the television station business
activity constitutes a new line of business
under paragraph (d)(1) of this section.

(vii) PTP was a publicly traded partnership
on December 17, 1987, and was an existing
partnership under paragraph (b)(1)(i) of this
section. PTP added a new line of business in
1993, but that line of business was not sub-
stantial under paragraph (c) of this section,
and thus PTP remained an existing partner-
ship for its 1993 taxable year. In 1994, the new
line of business became substantial because
it generated more than 15 percent of PTP’s
gross income. Paragraph (b)(2) of this section
therefore terminates PTP’s existing partner-
ship status as of January 1, 1994, the first
day of the first taxable year beginning after
December 31, 1987, in which PTP’s new line of
business became substantial.

[T.D. 8450, 57 FR 58708, Dec. 11, 1992]

§1.7704-3 Qualifying income.

(a) Certain investment income—(1) In
general. For purposes of section
7704(d)(1), qualifying income includes
capital gain from the sale of stock, in-
come from holding annuities, income
from notional principal contracts (as
defined in §1.446-3), and other substan-
tially similar income from ordinary
and routine investments to the extent
determined by the Commissioner. In-
come from a notional principal con-
tract is included in qualifying income
only if the property, income, or cash
flow that measures the amounts to
which the partnership is entitled under
the contract would give rise to quali-
fying income if held or received di-
rectly by the partnership.
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(2) Limitations. Qualifying income de-
scribed in paragraph (a)(1) of this sec-
tion does not include income derived in
the ordinary course of a trade or busi-
ness. For purposes of the preceding sen-
tence, income derived from an asset
with respect to which the partnership
is a broker, market maker, or dealer is
income derived in the ordinary course
of a trade or business; income derived
from an asset with respect to which the
taxpayer is a trader or investor is not
income derived in the ordinary course
of a trade or business.

(b) Calculation of gross income and
qualifying income—(1) Treatment of
losses. Except as otherwise provided in
this section, in computing the gross in-
come and qualifying income of a part-
nership for purposes of section
7704(c)(2) and this section, losses do not
enter into the computation.

(2) Certain positions that are marked to
market. Gain recognized with respect to
a position that is marked to market
(for example, under section 475(f), 1256,
1259, or 1296) shall not fail to be quali-
fying income solely because there is no
sale or disposition of the position.

(3) Certain items of ordinary income.
Gain recognized with respect to a cap-
ital asset shall not fail to be qualifying
income solely because it is character-
ized as ordinary income under section
475(f), 988, 1258, or 1296.

(4) Straddles. In computing the gross
income and qualifying income of a
partnership for purposes of section
7704(c)(2) and this section, a straddle
(as defined in section 1092(c)) shall be
treated as set forth in this paragraph
(b)(4). For purposes of the preceding
sentence, two or more straddles that
are part of a larger straddle shall be
treated as a single straddle. The
amount of the gain from any straddle
to be taken into account shall be com-
puted as follows:

(i) Straddles other than mixed straddle
accounts. With respect to each straddle
(whether or not a straddle during the
taxable year) other than a mixed strad-
dle account, the amount of gain taken
into account shall be the excess, if any,
of gain recognized during the taxable
year with respect to property that was
at any time a position in that straddle
over any loss recognized during the
taxable year with respect to property
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that was at any time a position in that
straddle (including loss realized in an
earlier taxable year).

(i1) Mized straddle accounts. With re-
spect to each mixed straddle account
(as defined in §1.1092(b)-4T(b)), the
amount of gain taken into account
shall be the annual account gain for
that mixed straddle account, computed
pursuant to §1.1092(b)-4T(c)(2).

(5) Certain transactions similar to strad-
dles. In computing the gross income
and qualifying income of a partnership
for purposes of section 7704(c)(2) and
this section, related interests in prop-
erty (whether or not personal property
as defined in section 1092(d)(1)) that
produce a substantial diminution of
the partnership’s risk of loss similar to
that of a straddle (as defined in section
1092(c)) shall be combined so that the
amount of gain taken into account by
the partnership in computing its gross
income shall be the excess, if any, of
gain recognized during the taxable year
with respect to such interests over any
loss recognized during the taxable year
with respect to such interests.

(6) Wash sale rule—(i) Gain not taken
into account. Solely for purposes of sec-
tion 7704(c)(2) and this section, if a
partnership recognizes gain in a sec-
tion 7704 wash sale transaction with re-
spect to one or more positions in either
a straddle (as defined in section 1092(c))
or an arrangement described in para-
graph (b)(5) of this section, then the
gain shall not be taken into account to
the extent of the amount of unrecog-
nized loss (as of the close of the taxable
year) in one or more offsetting posi-
tions of the straddle or arrangement
described in paragraph (b)(5) of this
section.

(ii) Section 7704 wash sale transaction.
For purposes of this paragraph (b)(6), a
section 7704 wash sale transaction is a
transaction in which—

(A) A partnership disposes of one or
more positions of a straddle (as defined
in section 1092(c)) or one or more re-
lated positions described in paragraph
(b)(b) of this section; and

(B) The partnership acquires a sub-
stantially similar position or positions
within a period beginning 30 days be-
fore the date of the disposition and
ending 30 days after such date.
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(c) Effective date. This section applies
to taxable years of a partnership begin-
ning on or after December 17, 1998.
However, a partnership may apply this
section in its entirety for all of the
partnership’s open taxable years begin-
ning after any earlier date selected by
the partnership.

[T.D. 8799, 63 FR 69553, Dec. 17, 1998]
§§1.7872-1—1.7872-4 [Reserved]

§1.7872-5 Exempted loans.

(a) In general—(1) General rule. Except
as provided in paragraph (a)(2) of this
section, notwithstanding any other
provision of section 7872 and the regu-
lations under that section, section 7872
does not apply to the loans listed in
paragraph (b) of this section because
the interest arrangements do not have
a significant effect on the Federal tax
liability of the borrower or the lender.

(2) No exemption for tax avoidance
loans. If a taxpayer structures a trans-
action to be a loan described in para-
graph (b) of this section and one of the
principal purposes of so structuring the
transaction is the avoidance of Federal
tax, then the transaction will be re-
characterized as a tax avoidance loan
as defined in section 7872(c)(1)(D).

(b) List of exemptions. Except as pro-
vided in paragraph (a) of this section,
the following transactions are exempt
from section 7872:

(1) through (15) [Reserved] For fur-
ther guidance, see §1.7872-5T'(b)(1)
through (15).

(16) An exchange facilitator loan
(within the meaning of §1.468B-6(c)(1))
if the amount of the exchange funds (as
defined in §1.468B-6(b)(2)) treated as
loaned does not exceed $2,000,000 and
the duration of the loan is 6 months or
less. The Commissioner may increase
this $2,000,000 loan exemption amount
in published guidance of general appli-
cability, see §601.601(d)(2) of this chap-
ter.

(c) [Reserved] For further guidance,
see §1.7872-5T'(c).

(d) Effective/applicability date. This
section applies to exchange facilitator
loans issued on or after October 8, 2008.

[T.D. 9413, 73 FR 39622, July 10, 2008]
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§1.7872-5T Exempted loans (tem-

porary).

(a) In general—(1) General rule. Except
as provided in paragraph (a)(2) of this
section, notwithstanding any other
provision of section 7872 and the regu-
lations thereunder, section 7872 does
not apply to the loans listed in para-
graph (b) of this section because the in-
terest arrangements do not have a sig-
nificant effect on the Federal tax 1li-
ability of the borrower or the lender.

(2) No exemption for tax avoidance
loans. If a taxpayer structures a trans-
action to be a loan described in para-
graph (b) of this section and one of the
principal purposes of so structuring the
transaction is the avoidance of Federal
tax, then the transaction will be re-
characterized as a tax avoidance loan
as defined in section 7872 (¢)(1)(D).

(b) List of eremptions. Except as pro-
vided in paragraph (a) of this section,
the following transactions are exempt
from section 7872:

(1) Loans which are made available
by the lender to the general public on
the same terms and conditions and
which are consistent with the lender’s
customary business practice;

(2) Accounts or withdrawable shares
with a bank (as defined in section 581),
or an institution to which section 591
applies, or a credit union, made in the
ordinary course of its business;

(3) Acquisitions of publicly traded
debt obligations for an amount equal
to the public trading price at the time
of acquisition;

(4) Loans made by a life insurance
company (as defined in section 816 (a)),
in the ordinary course of its business,
to an insured, under a loan right con-
tained in a life insurance policy and in
which the cash surrender values are
used as collateral for the loans;

(5) Loans subsidized by the Federal,
State (including the District of Colum-
bia), or Municipal government (or any
agency or instrumentality thereof),
and which are made available under a
program of general application to the
public;

(6) Employee-relocation loans that
meet the requirements of paragraph
(c)(1) of this section;

(7) Obligations the interest on which
is excluded from gross income under
section 103;
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(8) Obligations of the United States
government;

(9) Gift loans to a charitable organi-
zation (described in section 170(c)), but
only if at no time during the taxable
year will the aggregate outstanding
amount of gift loans by the lender to
that organization exceed $250,000. Char-
itable organizations which are effec-
tively controlled, within the meaning
of §1.482-1(a)(1), by the same person or
persons shall be considered one chari-
table organization for purposes of this
limitation.

(10) Loans made to or from a foreign
person that meet the requirements of
paragraph (c)(2) of this section;

(11) Loans made by a private founda-
tion or other organization described in
section 170(c), the primary purpose of
which is to accomplish one or more of
the purposes described in section
170(c)(2)(B);

(12) Indebtedness subject to section
482, but such indebtedness is exempt
from the application of section 7872
only during the interest-free period, if
any, determined under §1.482-2(a)(1)(iii)
with respect to intercompany trade re-
ceivables described in §1.482—
2(a)(1)(1)(A)(i1). See also §1.482-2(a)(3):

(13) All money, securities, and prop-
erty—

(i) Received by a futures commission
merchant or registered broker/dealer or
by a clearing organization (A) to mar-
gin, guarantee or secure contracts for
future delivery on or subject to the
rules of a qualified board or exchange
(as defined in section 1256(g2)(7)), or (B)
to purchase, margin, guarantee or se-
cure options contracts traded on or
subject to the rules of a qualified board
or exchange, so long as the amounts so
received to purchase, margin, guar-
antee or secure such contracts for fu-
ture delivery or such options contracts
are reasonably necessary for such pur-
poses and so long as any commissions
received by the futures commission
merchant, registered broker-dealer, or
clearing organization are not reduced
for those making deposits of money,
and all money accruing to account
holders as the result of such futures
and options contacts or

(ii) Received by a clearing organiza-
tion from a member thereof as a re-
quired deposit to a clearing fund, guar-
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anty fund, or similar fund maintained
by the clearing organization to protect
it against defaults by members.

(14) Loans the interest arrangements
of which the taxpayer is able to show
have no significant effect on any Fed-
eral tax liability of the lender or the
borrower, as described in paragraph
(c)(3) of this section; and

(15) Loans, described in revenue rul-
ings or revenue procedures issued
under section 7872(g)(1)(C), if the Com-
missioner finds that the factors justi-
fying an exemption for such loans are
sufficiently similar to the factors justi-
fying the exemptions contained in this
section.

(c) Special rules—(1) Employee-reloca-
tion loans—(i) Mortgage loans. In the
case of a compensation-related loan to
an employee, where such loan is se-
cured by a mortgage on the new prin-
cipal residence (within the meaning of
section 217 and the regulations there-
under) of the employee, acquired in
connection with the transfer of that
employee to a new principal place of
work (which meets the requirements in
section 217(c) and the regulations
thereunder), the loan will be exempt
from section 7872 if the following condi-
tions are satisfied:

(A) The loan is a demand loan or is a
term loan the benefits of the interest
arrangements of which are not trans-
ferable by the employee and are condi-
tioned on the future performance of
substantial services by the employee;

(B) The employee certifies to the em-
ployer that the employee reasonably
expects to be entitled to and will
itemize deductions for each year the
loan is outstanding; and

(C) The loan agreement requires that
the loan proceeds be used only to pur-
chase the new principal residence of
the employee.

(i1) Bridge loans. In the case of a com-
pensation-related loan to an employee
which is not described in paragraph
(¢)(1)(i) of this section, and which is
used to purchase a new principal resi-
dence (within the meaning of section
217 and the regulations thereunder) of
the employee acquired in connection
with the transfer of that employee to a
new principal place of work (which
meets the requirements in section
217(c) and the regulations thereunder),
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the loan will be exempt from section
7872 if the following conditions are sat-
isfied:

(A) The conditions contained in para-
graphs (¢)(1)({) (A), (B), and (C) of this
section;

(B) The loan agreement provides that
the loan is payable in full within 15
days after the date of the sale of the
employee’s immediately former prin-
cipal residence;

(C) The aggregate principal amount
of all outstanding loans described in
this paragraph (c)(1)(ii) to an employee
is no greater than the employer’s rea-
sonable estimate of the amount of the
equity of the employee and the em-
ployee’s spouse in the employee’s im-
mediately former principal residence,
and

(D) The employee’s immediately
former principal residence is not con-
verted to business or investment use.

(2) Below-market loans involving for-
eign persons. (i) Section 7872 shall not
apply to a below-market loan (other
than a compensation-related loan or a
corporation-shareholder loan where the
borrower is a shareholder that is not a
C corporation as defined in section
1361(a)(2)) if the lender is a foreign per-
son and the borrower is a U.S. person
unless the interest income imputed to
the foreign lender (without regard to
this paragraph) would be effectively
connected with the conduct of a U.S.
trade or business within the meaning
of section 864(c) and the regulations
thereunder and not exempt from U.S.
income taxation under an applicable
income tax treaty.

(ii) Section 7872 shall not apply to a
below-market loan where both the
lender and the borrower are foreign
persons unless the interest income im-
puted to the lender (without regard to
this paragraph) would be effectively
connected with the conduct of a U.S.
trade or business within the meaning
of section 864(c) and the regulations
thereunder and not exempt from U.S.
income taxation under an applicable
income tax treaty.

(iii) For purposes of this section, the
term ‘‘foreign person’ means any per-
son that is not a U.S. person.

(3) Loans without significant tax effect.
Whether a loan will be considered to be
a loan the interest arrangements of
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which have a significant effect on any
Federal tax liability of the lender or
the borrower will be determined ac-
cording to all of the facts and cir-
cumstances. Among the factors to be
considered are—

(i) Whether items of income and de-
duction generated by the loan offset
each other;

(ii) The amount of such items;

(iii) The cost to the taxpayer of com-
plying with the provisions of section
7872 if such section were applied; and

(iv) Any non-tax reasons for deciding
to structure the transaction as a
below-market loan rather than a loan
with interest at a rate equal to or
greater than the applicable Federal
rate and a payment by the lender to
the borrower.

(26 U.S.C. 7872)
[T.D. 8045, 50 FR 33520, Aug. 20, 1985, as
amended by T.D. 8093, 51 FR 25033, July 10,

1986; 51 FR 28553, Aug. 8, 1986; T.D. 8204, 53 FR
18282, May 23, 1988]

§1.7872-15 Split-dollar loans.

(a) General rules—(1) Introduction.
This section applies to split-dollar
loans as defined in paragraph (b)(1) of
this section. If a split-dollar loan is not
a below-market loan, then, except as
provided in this section, the loan is
governed by the general rules for debt
instruments (including the rules for
original issue discount (OID) under sec-
tions 1271 through 1275 and the regula-
tions thereunder). If a split-dollar loan
is a below-market loan, then, except as
provided in this section, the loan is
governed by section 7872. The timing,
amount, and characterization of the
imputed transfers between the lender
and borrower of a below-market split-
dollar loan depend upon the relation-
ship between the parties and upon
whether the loan is a demand loan or a
term loan. For additional rules relat-
ing to the treatment of split-dollar life
insurance arrangements, see §1.61-22.

(2) Loan treatment—(i) General rule. A
payment made pursuant to a split-dol-
lar life insurance arrangement is treat-
ed as a loan for Federal tax purposes,
and the owner and non-owner are treat-
ed, respectively, as the borrower and
the lender, if—

(A) The payment is made either di-
rectly or indirectly by the non-owner
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to the owner (including a premium
payment made by the non-owner di-
rectly or indirectly to the insurance
company with respect to the policy
held by the owner);

(B) The payment is a loan under gen-
eral principles of Federal tax law or, if
it is not a loan under general principles
of Federal tax law (for example, be-
cause of the nonrecourse nature of the
obligation or otherwise), a reasonable
person nevertheless would expect the
payment to be repaid in full to the non-
owner (whether with or without inter-
est); and

(C) The repayment is to be made
from, or is secured by, the policy’s
death benefit proceeds, the policy’s
cash surrender value, or both.

(ii) Payments that are only partially re-
payable. For purposes of §1.61-22 and
this section, if a non-owner makes a
payment pursuant to a split-dollar life
insurance arrangement and the non-
owner is entitled to repayment of some
but not all of the payment, the pay-
ment is treated as two payments: One
that is repayable and one that is not.
Thus, paragraph (a)(2)(i) of this section
refers to the repayable payment.

(iii) Treatment of payments that are not
split-dollar loans. See §1.61-22(b)(5) for
the treatment of payments by a non-
owner that are not split-dollar loans.

(iv) Examples. The provisions of this
paragraph (a)(2) are illustrated by the
following examples:

Example 1. Assume an employee owns a life
insurance policy under a split-dollar life in-
surance arrangement, the employer makes
premium payments on this policy, there is a
reasonable expectation that the payments
will be repaid, and the repayments are se-
cured by the policy. Under paragraph (a)(2)(i)
of this section, each premium payment is a
loan for Federal tax purposes.

Example 2. (i) Assume an employee owns a
life insurance policy under a split-dollar life
insurance arrangement and the employer
makes premium payments on this policy.
The employer is entitled to be repaid 80 per-
cent of each premium payment, and the re-
payments are secured by the policy. Under
paragraph (a)(2)(ii) of this section, the tax-
ation of 20 percent of each premium payment
is governed by §1.61-22(b)(5). If there is a rea-
sonable expectation that the remaining 80
percent of a payment will be repaid in full,
then, under paragraph (a)(2)(i) of this sec-
tion, the 80 percent is a loan for Federal tax
purposes.
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(ii) If less than 80 percent of a premium
payment is reasonably expected to be repaid,
then this paragraph (a)(2) does not cause any
of the payment to be a loan for Federal tax
purposes. If the payment is not a loan under
general principles of Federal tax law, the
taxation of the entire premium payment is
governed by §1.61-22(b)(5).

(3) No de minimis exceptions. For pur-
poses of this section, section 7872 is ap-
plied to a split-dollar loan without re-
gard to the de minimis exceptions in
section 7872(c)(2) and (3).

(4) Certain interest provisions dis-
regarded—(i) In general. If a split-dollar
loan provides for the payment of inter-
est and all or a portion of the interest
is to be paid directly or indirectly by
the lender (or a person related to the
lender), then the requirement to pay
the interest (or portion thereof) is dis-
regarded for purposes of this section.
All of the facts and circumstances de-
termine whether a payment to be made
by the lender (or a person related to
the lender) is sufficiently independent
from the split-dollar loan for the pay-
ment to not be an indirect payment of
the interest (or a portion thereof) by
the lender (or a person related to the
lender).

(ii) Examples. The provisions of this
paragraph (a)(4) are illustrated by the
following examples:

Example 1. (i) On January 1, 2009, Employee
B issues a split-dollar term loan to Employer
Y. The split-dollar term loan provides for
five percent interest, compounded annually.
Interest and principal on the split-dollar
term loan are due at maturity. On January 1,
2009, B and Y also enter into a fully vested
non-qualified deferred compensation ar-
rangement that will provide a payment to B
in an amount equal to the accrued but un-
paid interest due at the maturity of the
split-dollar term loan.

(ii) Under paragraph (a)(4)(i) of this sec-
tion, B’s requirement to pay interest on the
split-dollar term loan is disregarded for pur-
poses of this section, and the split-dollar
term loan is treated as a loan that does not
provide for interest for purposes of this sec-
tion.

Example 2. (i) On January 1, 2004, Employee
B and Employer Y enter into a fully vested
non-qualified deferred compensation ar-
rangement that will provide a payment to B
equal to B’s salary in the three years pre-
ceding the retirement of B. On January 1,
2009, B and Y enter into a split-dollar life in-
surance arrangement and, under the arrange-
ment, B issues a split-dollar term loan to Y
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on that date. The split-dollar term loan pro-
vides for five percent interest, compounded
annually. Interest and principal on the split-
dollar term loan are due at maturity. Over
the period in which the non-qualified de-
ferred compensation arrangement is effec-
tive, the terms and conditions of B’s non-
qualified deferred compensation arrange-
ment do not change in a way that indicates
that the payment of the non-qualified de-
ferred compensation is related to B’s require-
ment to pay interest on the split-dollar term
loan. No other facts and circumstances exist
to indicate that the payment of the non-
qualified deferred compensation is related to
B’s requirement to pay interest on the split-
dollar term loan.

(ii) The facts and circumstances indicate
that the payment by Y of non-qualified de-
ferred compensation is independent from B’s
requirement to pay interest under the split-
dollar term loan. Under paragraph (a)(4)(i) of
this section, the fully vested non-qualified
deferred compensation does not cause B’s re-
quirement to pay interest on the split-dollar
term loan to be disregarded for purposes of
this section. For purposes of this section, the
split-dollar term loan is treated as a loan
that provides for stated interest of five per-
cent, compounded annually.

(b) Definitions. For purposes of this
section, the terms split-dollar life insur-
ance arrangement, owner, and non-owner
have the same meanings as provided in
§1.61-22(b) and (c). In addition, the fol-
lowing definitions apply for purposes of
this section:

(1) A split-dollar loan is a loan de-
scribed in paragraph (a)(2)(i) of this
section.

(2) A split-dollar demand loan is any
split-dollar loan that is payable in full
at any time on the demand of the lend-
er (or within a reasonable time after
the lender’s demand).

(3) A split-dollar term loan is any split-
dollar loan other than a split-dollar de-
mand loan. See paragraph (e)(5) of this
section for special rules regarding cer-
tain split-dollar term loans payable on
the death of an individual, certain
split-dollar term loans conditioned on
the future performance of substantial
services by an individual, and gift
split-dollar term loans.

(c) Interest deductions for split-dollar
loans. The borrower may not deduct
any qualified stated interest, OID, or
imputed interest on a split-dollar loan.
See sections 163(h) and 264(a). In certain
circumstances, an indirect participant
may be allowed to deduct qualified
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stated interest, OID, or imputed inter-
est on a deemed loan. See paragraph
(e)(2)(iii) of this section (relating to in-
direct loans).

(d) Treatment of split-dollar loans pro-
viding for monrecourse payments—(1) In
general. Except as provided in para-
graph (d)(2) of this section, if a pay-
ment on a split-dollar loan is non-
recourse to the borrower, the payment
is a contingent payment for purposes of
this section. See paragraph (j) of this
section for the treatment of a split-dol-
lar loan that provides for one or more
contingent payments.

(2) Ezception for certain loans with re-
spect to which the parties to the split-dol-
lar life insurance arrangement make a
representation—(i) Requirement. An oth-
erwise noncontingent payment on a
split-dollar loan that is nonrecourse to
the borrower is not a contingent pay-
ment under this section if the parties
to the split-dollar life insurance ar-
rangement represent in writing that a
reasonable person would expect that all
payments under the loan will be made.

(i) Time and manner for providing
written representation. The Commis-
sioner may prescribe the time and
manner for providing the written rep-
resentation required by paragraph
(d)(2)(1) of this section. Until the Com-
missioner prescribes otherwise, the
written representation that is required
by paragraph (d)(2)(i) of this section
must meet the requirements of this
paragraph (d)(2)(ii). Both the borrower
and the lender must sign the represen-
tation not later than the last day (in-
cluding extensions) for filing the Fed-
eral income tax return of the borrower
or lender, whichever is earlier, for the
taxable year in which the lender makes
the first split-dollar loan under the
split-dollar life insurance arrangement.
This representation must include the
names, addresses, and taxpayer identi-
fication numbers of the borrower, lend-
er, and any indirect participants. Un-
less otherwise stated therein, this rep-
resentation applies to all subsequent
split-dollar loans made pursuant to the
split-dollar life insurance arrangement.
Each party should retain an original of
the representation as part of its books
and records and should attach a copy of
this representation to its Federal in-
come tax return for any taxable year in
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which the lender makes a loan to
which the representation applies.

(e) Below-market split-dollar loans—(1)
Scope—(i) In general. This paragraph (e)
applies to below-market split-dollar
loans enumerated under section
7872(c)(1), which include gift loans,
compensation-related loans, and cor-
poration-shareholder loans. The char-
acterization of a split-dollar loan under
section 7872(c)(1) and of the imputed
transfers under section 7872(a)(1) and
(b)(1) depends upon the relationship be-
tween the lender and the borrower or
the lender, borrower, and any indirect
participant. For example, if the lender
is the borrower’s employer, the split-
dollar loan is generally a compensa-
tion-related loan, and any imputed
transfer from the lender to the bor-
rower is generally a payment of com-
pensation. The loans covered by this
paragraph (e) include indirect loans be-
tween the parties. See paragraph (e)(2)
of this section for the treatment of cer-
tain indirect split-dollar loans. See
paragraph (f) of this section for the
treatment of any stated interest or
OID on split-dollar loans. See para-
graph (j) of this section for additional
rules that apply to a split-dollar loan
that provides for one or more contin-
gent payments.

(ii) Significant-effect split-dollar loans.
If a direct or indirect below-market
split-dollar loan is not enumerated in
section 7872(c)(1)(A), (B), or (C), the
loan is a significant-effect loan under
section 7872(c)(1)(E).

(2) Indirect split-dollar loans—@{) In
general. If, based on all the facts and
circumstances, including the relation-
ship between the borrower or lender
and some third person (the indirect
participant), the effect of a below-mar-
ket split-dollar loan is to transfer
value from the lender to the indirect
participant and from the indirect par-
ticipant to the borrower, then the
below-market split-dollar loan is re-
structured as two or more successive
below-market loans (the deemed loans)
as provided in this paragraph (e)(2).
The transfers of value described in the
preceding sentence include (but are not
limited to) a gift, compensation, a cap-
ital contribution, and a distribution
under section 301 (or, in the case of an
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S corporation, under section 1368). The
deemed loans are—

(A) A deemed below-market split-dol-
lar loan made by the lender to the indi-
rect participant; and

(B) A deemed below-market split-dol-
lar loan made by the indirect partici-
pant to the borrower.

(ii) Application. Each deemed loan is
treated as having the same provisions
as the original loan between the lender
and borrower, and section 7872 is ap-
plied to each deemed loan. Thus, for
example, if, under a split-dollar life in-
surance arrangement, an employer
(lender) makes an interest-free split-
dollar loan to an employee’s child (bor-
rower), the loan is restructured as a
deemed compensation-related below-
market split-dollar loan from the lend-
er to the employee (the indirect partic-
ipant) and a second deemed gift below-
market split-dollar loan from the em-
ployee to the employee’s child. In ap-
propriate circumstances, section
7872(d)(1) may limit the interest that
accrues on a deemed loan for Federal
income tax purposes. For loan arrange-
ments between husband and wife, see
section 7872(f)(7).

(iii) Limitations on investment interest
for purposes of section 163(d). For pur-
poses of section 163(d), the imputed in-
terest from the indirect participant to
the lender that is taken into account
by the indirect participant under this
paragraph (e)(2) is not investment in-
terest to the extent of the excess, if
any, of—

(A) The imputed interest from the in-
direct participant to the lender that is
taken into account by the indirect par-
ticipant; over

(B) The imputed interest to the indi-
rect participant from the borrower
that is recognized by the indirect par-
ticipant.

(iv) Examples. The provisions of this
paragraph (e)(2) are illustrated by the
following examples:

Example 1. (i) On January 1, 2009, Employer
X and Individual A enter into a split-dollar
life insurance arrangement under which 4 is
named as the policy owner. A4 is the child of
B, an employee of X. On January 1, 2009, X
makes a $30,000 premium payment, repayable
upon demand without interest. Repayment
of the premium payment is fully recourse to
A. The payment is a below-market split-dol-
lar demand loan. 4’s net investment income
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for 2009 is $1,100, and there are no other out-
standing loans between A and B. Assume
that the blended annual rate for 2009 is 5 per-
cent, compounded annually.

(ii) Based on the relationships among the
parties, the effect of the below-market split-
dollar loan from X to A is to transfer value
from X to B and then to transfer value from
B to A. Under paragraph (e)(2) of this sec-
tion, the below-market split-dollar loan from
X to A is restructured as two deemed below-
market split-dollar demand loans: a com-
pensation-related below-market split-dollar
loan between X and B and a gift below-mar-
ket split-dollar loan between B and A. Each
of the deemed loans has the same terms and
conditions as the original loan.

(iii) Under paragraph (e)(3) of this section,
the amount of forgone interest deemed paid
to B by A4 in 2009 is $1,500 ([$30,000 x 0.05]—0).
Under section 7872(d)(1), however, the
amount of forgone interest deemed paid to B
by A is limited to $1,100 (4’s net investment
income for the year). Under paragraph
(e)(2)(iii) of this section, B’s deduction under
section 163(d) in 2009 for interest deemed paid
on B’s deemed loan from X is limited to
$1,100 (the interest deemed received from A).

Example 2. (i) The facts are the same as the
facts in Example 1, except that 7T, an irrev-
ocable life insurance trust established for
the benefit of A (B’s child), is named as the
policy owner. T is not a grantor trust.

(ii) Based on the relationships among the
parties, the effect of the below-market split-
dollar loan from X to T is to transfer value
from X to B and then to transfer value from
B to T. Under paragraph (e)(2) of this section,
the below-market split-dollar loan from X to
T is restructured as two deemed below-mar-
ket split-dollar demand loans: a compensa-
tion-related below-market split-dollar loan
between X and B and a gift below-market
split-dollar loan between B and 7. Each of
the deemed loans has the same terms and
conditions as the original loan.

(iii) Under paragraph (e)(3) of this section,
the amount of forgone interest deemed paid
to B by T in 2009 is $1,500 ([$30,000 x 0.05]—0).
Section 7872(d)(1) does not apply because T is
not an individual. The amount of forgone in-
terest deemed paid to B by T is $1,500. Under
paragraph (e)(2)(iii) of this section, B’s de-
duction under section 163(d) in 2009 for inter-
est deemed paid on B’s deemed loan from X
is $1,500 (the interest deemed received from
7).

(3) Split-dollar demand loans—@1) In
general. This paragraph (e)(3) provides
rules for testing split-dollar demand
loans for sufficient interest, and, if the
loans do not provide for sufficient in-
terest, rules for the calculation and
treatment of forgone interest on these
loans. See paragraph (g) of this section
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for additional rules that apply to a
split-dollar loan providing for certain
variable rates of interest.

(ii) Testing for sufficient interest. Each
calendar year that a split-dollar de-
mand loan is outstanding, the loan is
tested to determine if the loan provides
for sufficient interest. A split-dollar
demand loan provides for sufficient in-
terest for the calendar year if the rate
(based on annual compounding) at
which interest accrues on the loan’s
adjusted issue price during the year is
no lower than the blended annual rate
for the year. (The Internal Revenue
Service publishes the blended annual
rate in the Internal Revenue Bulletin
in July of each year (see
§601.601(d)(2)(ii) of this chapter).) If the
loan does not provide for sufficient in-
terest, the loan is a below-market
split-dollar demand loan for that cal-
endar year. See paragraph (e)(3)(iii) of
this section to determine the amount
and treatment of forgone interest for
each calendar year the loan is below-
market.

(iii) Imputations—(A) Amount of for-
gone interest. For each calendar year,
the amount of forgone interest on a
split-dollar demand loan is treated as
transferred by the lender to the bor-
rower and as retransferred as interest
by the borrower to the lender. This
amount is the excess of—

(I) The amount of interest that would
have been payable on the loan for the
calendar year if interest accrued on the
loan’s adjusted issue price at the blend-
ed annual rate (determined in para-
graph (e)(3)(ii) of this section) and were
payable annually on the day referred to
in paragraph (e)(3)(iii)(B) of this sec-
tion; over

(2) Any interest that accrues on the
loan during the year.

(B) Timing of transfers of forgone inter-
est—(1) In general. Except as provided
in paragraphs (e)(3)(iii)(B)(2) and (3) of
this section, the forgone interest (as
determined under paragraph
(e)(3)(iii)(A) of this section) that is at-
tributable to a calendar year is treated
as transferred by the lender to the bor-
rower (and retransferred as interest by
the borrower to the lender) on the last
day of the calendar year and is ac-
counted for by each party to the split-
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dollar loan in a manner consistent with
that party’s method of accounting.

(2) Ezxception for death, liquidation, or
termination of the borrower. In the tax-
able year in which the borrower dies
(in the case of a borrower who is a nat-
ural person) or is liquidated or other-
wise terminated (in the case of a bor-
rower other than a natural person), any
forgone interest is treated, for both the
lender and the borrower, as transferred
and retransferred on the last day of the
borrower’s final taxable year.

(3) Exception for repayment of below-
market split-dollar loan. Any forgone in-
terest is treated, for both the lender
and the borrower, as transferred and
retransferred on the day the split-dol-
lar loan is repaid in full.

(4) Split-dollar term loans—@i) In gen-
eral. Except as provided in paragraph
(e)(b) of this section, this paragraph
(e)(4) provides rules for testing split-
dollar term loans for sufficient interest
and, if the loans do not provide for suf-
ficient interest, rules for imputing pay-
ments on these loans. See paragraph (g)
of this section for additional rules that
apply to a split-dollar loan providing
for certain variable rates of interest.

(ii) Testing a split-dollar term loan for
sufficient interest. A split-dollar term
loan is tested on the day the loan is
made to determine if the loan provides
for sufficient interest. A split-dollar
term loan provides for sufficient inter-
est if the imputed loan amount equals
or exceeds the amount loaned. The im-
puted loan amount is the present value
of all payments due under the loan, de-
termined as of the date the loan is
made, using a discount rate equal to
the AFR in effect on that date. The
AFR used for purposes of the preceding
sentence must be appropriate for the
loan’s term (short-term, mid-term, or
long-term) and for the compounding
period used in computing the present
value. See section 1274(d)(1). If the split-
dollar loan does not provide for suffi-
cient interest, the loan is a below-mar-
ket split-dollar term loan subject to
paragraph (e)(4)(iv) of this section.

(iii) Determining loan term. This para-
graph (e)(4)(iii) provides rules to deter-
mine the term of a split-dollar term
loan for purposes of paragraph (e)(4)(ii)
of this section. The term of the loan
determined under this paragraph
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(e)(4)(ii) (other than paragraph
(e)(4)(iii)(C) of this section) applies to
determine the split-dollar loan’s term,
payment schedule, and yield for all
purposes of this section.

(A) In general. Except as provided in
paragraph (e)(4)(iii)(B), (C), (D) or (E)
of this section, the term of a split-dol-
lar term loan is based on the period
from the date the loan is made until
the loan’s stated maturity date.

(B) Special rules for certain options—(1)
Payment schedule that minimizes yield. If
a split-dollar term loan is subject to
one or more unconditional options that
are exercisable at one or more times
during the term of the loan and that, if
exercised, require payments to be made
on the split-dollar loan on an alter-
native payment schedule (for example,
an option to extend or an option to call
a split-dollar loan), then the rules of
this paragraph (e)(4)(iii)(B)(I) deter-
mine the term of the loan. However,
this paragraph (e)(4)(iii)(B)(I) applies
only if the timing and amounts of the
payments that comprise each payment
schedule are known as of the issue
date. For purposes of determining a
split-dollar loan’s term, the borrower is
projected to exercise or not exercise an
option or combination of options in a
manner that minimizes the loan’s over-
all yield. Similarly, the lender is pro-
jected to exercise or not exercise an op-
tion or combination of options in a
manner that minimizes the loan’s over-
all yield. If different projected patterns
of exercise or non-exercise produce the
same minimum yield, the parties are
projected to exercise or not exercise an
option or combination of options in a
manner that produces the longest
term.

(2) Change in circumstances. If the bor-
rower (or lender) does or does not exer-
cise the option as projected under para-
graph (e)(4)(iii)(B)(I) of this section,
the split-dollar loan is treated for pur-
poses of this section as retired and re-
issued on the date the option is or is
not exercised for an amount of cash
equal to the loan’s adjusted issue price
on that date. The reissued loan must be
retested using the appropriate AFR in
effect on the date of reissuance to de-
termine whether it is a below-market
loan.
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(3) Examples. The following examples
illustrate the rules of this paragraph
(e)(®(iii)(B):

Example 1. Employee B issues a 10-year
split-dollar term loan to Employer Y. B has
the right to prepay the loan at the end of
year 5. Interest is payable on the split-dollar
loan at 1 percent for the first 5 years and at
10 percent for the remaining 5 years. Under
paragraph (e)(4)(iii)(B)(1) of this section, this
arrangement is treated as a 5-year split-dol-
lar term loan from Y to B, with interest pay-
able at 1 percent.

Example 2. The facts are the same as the
facts in Example 1, except that B does not in
fact prepay the split-dollar loan at the end of
year 5. Under paragraph (e)(4)(iii)(B)(2) of
this section, the first loan is treated as re-
tired at the end of year 5 and a new b5-year
split-dollar term loan is issued at that time,
with interest payable at 10 percent.

Example 3. Employee A issues a 10-year
split-dollar term loan on which the lender,
Employer X, has the right to demand pay-
ment at the end of year 2. Interest is payable
on the split-dollar loan at 7 percent each
year that the loan is outstanding. Under
paragraph (e)(4)(iii)(B)(1) of this section, this
arrangement is treated as a 10-year split-dol-
lar term loan because the exercise of X’s put
option would not reduce the yield of the loan
(the yield of the loan is 7 percent, com-
pounded annually, whether or not X demands
payment).

(C) Split-dollar term loans providing for
certain wvariable rates of interest. If a
split-dollar term loan is subject to
paragraph (g) of this section (a split-
dollar loan that provides for certain
variable rates of interest), the term of
the loan for purposes of paragraph
(e)(4)(ii) of this section is determined
under paragraph (g)(3)(ii) of this sec-
tion.

(D) Split-dollar loans payable upon the
death of an individual. If a split-dollar
term loan is described in paragraph
(e)(5)(ii)(A) or (v)(A) of this section, the
term of the loan for purposes of para-
graph (e)(4)(ii) of this section is deter-
mined under paragraph (e)(5)(ii)(C) or
(v)(B)(2) of this section, whichever is
applicable.

(E) Split-dollar loans conditioned on the
future performance of substantial services
by an individual. If a split-dollar term
loan is described in paragraph
(e)(5)(iii)(A)(1) or (v)(A) of this section,
the term of the loan for purposes of
paragraph (e)(4)(ii) of this section is de-
termined under paragraph (e)(5)(iii)(C)
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or (v)(B)(2) of this section, whichever is
applicable.

(iv) Timing and amount of imputed
transfer in connection with below-market
split-dollar term loans. If a split-dollar
term loan is a below-market loan, then
the rules applicable to below-market
term loans under section 7872 apply. In
general, the loan is recharacterized as
consisting of two portions: an imputed
loan amount (as defined in paragraph
(e)(4)(ii) of this section) and an im-
puted transfer from the lender to the
borrower. The imputed transfer occurs
at the time the loan is made (for exam-
ple, when the lender makes a premium
payment on a life insurance policy) and
is equal to the excess of the amount
loaned over the imputed loan amount.

(v) Amount treated as OID. In the case
of any below-market split-dollar term
loan described in this paragraph (e)(4),
for purposes of applying sections 1271
through 1275 and the regulations there-
under, the issue price of the loan is the
amount determined under §1.1273-2, re-
duced by the amount of the imputed
transfer described in paragraph
(e)(4)(iv) of this section. Thus, the loan
is generally treated as having OID in
an amount equal to the amount of the
imputed transfer described in para-
graph (e)(4)(iv) of this section, in addi-
tion to any other OID on the loan (de-
termined without regard to section
7872(b)(2)(A) or this paragraph (e)(4)).

(vi) Example. The provisions of this
paragraph (e)(4) are illustrated by the
following example:

Example. (i) On July 1, 2009, Corporation Z
and Shareholder A enter into a split-dollar
life insurance arrangement under which 4 is
named as the policy owner. On July 1, 2009,
Z makes a $100,000 premium payment, repay-
able without interest in 15 years. Repayment
of the premium payment is fully recourse to
A. The premium payment is a split-dollar
term loan. Assume the long-term AFR (based
on annual compounding) at the time the loan
is made is 7 percent.

(ii) Based on a 15-year term and a discount
rate of 7 percent, compounded annually (the
long-term AFR), the present value of the
payments under the loan is $36,244.60, deter-
mined as follows: $100,000/[1+(0.07/1)]15. This
loan is a below-market split-dollar term loan
because the imputed 1loan amount of
$36,244.60 (the present value of the amount
required to be repaid to Z) is less than the
amount loaned ($100,000).
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(iii) In accordance with section 7872(b)(1)
and paragraph (e)(4)(iv) of this section, on
the date that the loan is made, Z is treated
as transferring to A $63,755.40 (the excess of
$100,000 (amount loaned) over $36,244.60 (im-
puted loan amount)). Under section 7872 and
paragraph (e)(1)(i) of this section, Z is treat-
ed as making a section 301 distribution to A4
on July 1, 2009, of $63,755.40. Z must take into
account as OID an amount equal to the im-
puted transfer. See §1.1272-1 for the treat-
ment of OID.

(5) Special rules for certain split-dollar
term loans—(i) In general. This para-
graph (e)(5) provides rules for split-dol-
lar loans payable on the death of an in-
dividual, split-dollar loans conditioned
on the future performance of substan-
tial services by an individual, and gift
term loans. These split-dollar loans are
split-dollar term loans for purposes of
determining whether the loan provides
for sufficient interest. If, however, the
loan is a below-market split-dollar
loan, then, except as provided in para-
graph (e)(b)(v) of this section, forgone
interest is determined annually, simi-
lar to a demand loan, but using an AFR
that is appropriate for the loan’s term
and that is determined when the loan
is issued.

(ii) Split-dollar loans payable not later
than the death of an individual—(A) Ap-
plicability. This paragraph (e)(5)(ii) ap-
plies to a split-dollar term loan pay-
able not later than the death of an in-
dividual.

(B) Treatment of loan. A split-dollar
loan described in paragraph (e)(5)(ii)(A)
of this section is tested under para-
graph (e)(4)(ii) of this section to deter-
mine if the loan provides for sufficient
interest. If the loan provides for suffi-
cient interest, then section 7872 does
not apply to the loan, and the interest
on the loan is taken into account under
paragraph (f) of this section. If the loan
does not provide for sufficient interest,
then section 7872 applies to the loan,
and the loan is treated as a below-mar-
ket demand loan subject to paragraph
(e)(3)(iii) of this section. For each year
that the loan is outstanding, however,
the rate used in the determination of
forgone interest under paragraph
(e)(3)(iii) of this section is not the
blended annual rate but rather is the
AFR (based on annual compounding)
appropriate for the loan’s term as of
the month in which the loan is made.
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See paragraph (e)(5)(ii)(C) of this sec-
tion to determine the loan’s term.

(C) Term of loan. For purposes of
paragraph (e)(5)(ii)(B) of this section,
the term of a split-dollar loan payable
on the death of an individual (including
the death of the last survivor of a
group of individuals) is the individual’s
life expectancy as determined under
the appropriate table in §1.72-9 on the
day the loan is made. If a split-dollar
loan is payable on the earlier of the in-
dividual’s death or another term deter-
mined under paragraph (e)(4)(iii) of this
section, the term of the loan is which-
ever term is shorter.

(D) Retirement and reissuance of loan.
If a split-dollar loan described in para-
graph (e)(5)(ii)(A) of this section re-
mains outstanding longer than the
term determined under paragraph
(e)(56)(i1)(C) of this section because the
individual outlived his or her life ex-
pectancy, the split-dollar loan is treat-
ed for purposes of this section as re-
tired and reissued as a split-dollar de-
mand loan at that time for an amount
of cash equal to the loan’s adjusted
issue price on that date. However, the
loan is not retested at that time to de-
termine whether the loan provides for
sufficient interest. For purposes of de-
termining forgone interest under para-
graph (e)(5)(ii)(B) of this section, the
appropriate AFR for the reissued loan
is the AFR determined under para-
graph (e)(5)(ii)(B) of this section on the
day the loan was originally made.

(iii) Split-dollar loans conditioned on
the future performance of substantial
services by an individual—(A) Applica-
bility—(1) In general. This paragraph
(e)(b)(iii) applies to a split-dollar term
loan if the benefits of the interest ar-
rangements of the loan are not trans-
ferable and are conditioned on the fu-
ture performance of substantial serv-
ices (within the meaning of section 83)
by an individual.

(2) Exception. Notwithstanding para-
graph (e)(5)(iii)(A)(I) of this section,
this paragraph (e)(5)(iii) does not apply
to a split-dollar loan described in para-
graph (e)(5)(v)(A) of this section (re-
garding a split-dollar loan that is pay-
able on the later of a term certain and
the date on which the condition to per-
form substantial future services by an
individual ends).
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(B) Treatment of loan. A split-dollar
loan described in paragraph
(e)(5)(iii)(A)(1) of this section is tested
under paragraph (e)(4)(ii) of this sec-
tion to determine if the loan provides
for sufficient interest. Except as pro-
vided in paragraph (e)(5)(iii)(D) of this
section, if the loan provides for suffi-
cient interest, then section 7872 does
not apply to the loan and the interest
on the loan is taken into account under
paragraph (f) of this section. If the loan
does not provide for sufficient interest,
then section 7872 applies to the loan
and the loan is treated as a below-mar-
ket demand loan subject to paragraph
(e)(3)(iii) of this section. For each year
that the loan is outstanding, however,
the rate used in the determination of
forgone interest under paragraph
(e)(3)(iii) of this section is not the
blended annual rate but rather is the
AFR (based on annual compounding)
appropriate for the loan’s term as of
the month in which the loan is made.
See paragraph (e)(5)(iii)(C) of this sec-
tion to determine the loan’s term.

(C) Term of loan. The term of a split-
dollar loan described in paragraph
(e)(5)(iii)(A)(1) of this section is based
on the period from the date the loan is
made until the loan’s stated maturity
date. However, if a split-dollar loan de-
scribed in paragraph (e)(5)(iii)(A)(1) of
this section does not have a stated ma-
turity date, the term of the loan is pre-
sumed to be seven years.

(D) Retirement and reissuance of loan.
If a split-dollar loan described in para-
graph (e)(5)(iii)(A)(I) of this section re-
mains outstanding longer than the
term determined under paragraph
(e)(5)(iii)(C) of this section because of
the continued performance of substan-
tial services, the split-dollar loan is
treated for purposes of this section as
retired and reissued as a split-dollar
demand loan at that time for an
amount of cash equal to the loan’s ad-
justed issue price on that date. The
loan is retested at that time to deter-
mine whether the loan provides for suf-
ficient interest.

(iv) Gift split-dollar term loans—(A) Ap-
plicability. This paragraph (e)(5)(iv) ap-
plies to gift split-dollar term loans.

(B) Treatment of loan. A split-dollar
loan described in paragraph
(e)(5)(iv)(A) of this section is tested
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under paragraph (e)(4)(ii) of this sec-
tion to determine if the loan provides
for sufficient interest. If the loan pro-
vides for sufficient interest, then sec-
tion 7872 does not apply to the loan and
the interest on the loan is taken into
account under paragraph (f) of this sec-
tion. If the loan does not provide for
sufficient interest, then section 7872
applies to the loan and the loan is
treated as a below-market demand loan
subject to paragraph (e)(3)(iii) of this
section. For each year that the loan is
outstanding, however, the rate used in
the determination of forgone interest
under paragraph (e)(3)(iii) of this sec-
tion is not the blended annual rate but
rather is the AFR (based on annual

compounding) appropriate for the
loan’s term as of the month in which
the loan is made. See paragraph

(e)(5)(iv)(C) of this section to determine
the loan’s term.

(C) Term of loan. For purposes of
paragraph (e)(b)(iv)(B) of this section,
the term of a gift split-dollar term loan
is the term determined under para-
graph (e)(4)(iii) of this section.

(D) Limited application for gift split-
dollar term loans. The rules of para-
graph (e)(5)(iv)(B) of this section apply
to a gift split-dollar term loan only for
Federal income tax purposes. For pur-
poses of Chapter 12 of the Internal Rev-
enue Code (relating to the gift tax),
gift below-market split-dollar term
loans are treated as term loans under
section 7872(b) and paragraph (e)(4) of
this section. See section 7872(d)(2).

(v) Split-dollar loans payable on the
later of a term certain and another speci-
fied date—(A) Applicability. This para-
graph (e)(5)(v) applies to any split-dol-
lar term loan payable upon the later of
a term certain or—

(1) The death of an individual; or

(2) For a loan described in paragraph
(e)(5)(iii)(A)(1) of this section, the date
on which the condition to perform sub-
stantial future services by an indi-
vidual ends.

(B) Treatment of loan—(1) In general. A
split-dollar loan described in paragraph
(e)(5)(v)(A) of this section is a split-dol-
lar term loan, subject to paragraph
(e)(4) of this section.

(2) Term of the loan. The term of a
split-dollar loan described in paragraph
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(e)(5)(v)(A) of this section is the term
certain.

(3) Appropriate AFR. The appropriate
AFR for a split-dollar loan described in
paragraph (e)(5)(v)(A) of this section is
based on a term of the longer of the
term certain or the loan’s expected
term as determined under either para-
graph (e)(d) (ii) or (iii) of this section,
whichever is applicable.

(C) Retirement and reissuance. If a
split-dollar loan described in paragraph
(e)(5)(V)(A) of this section remains out-
standing longer than the term certain,
the split-dollar loan is treated for pur-
poses of this section as retired and re-
issued at the end of the term certain
for an amount of cash equal to the
loan’s adjusted issue price on that
date. The reissued loan is subject to
paragraph (e)(5) (ii) or (iii) of this sec-
tion, whichever is applicable. However,
the loan is not retested at that time to
determine whether the loan provides
for sufficient interest. For purposes of
paragraph (e)(3)(iii) of this section, the
appropriate AFR for the reissued loan
is the AFR determined under para-
graph (e)(5)(v)(B)(3) of this section on
the day the loan was originally made.

(vi) Example. The provisions of this
paragraph (e)(b) are illustrated by the
following example:

Example. (i) On January 1, 2009, Corpora-
tion Y and Shareholder B, a 65 year-old male,
enter into a split-dollar life insurance ar-
rangement under which B is named as the
policy owner. On January 1, 2009, Y makes a
$100,000 premium payment, repayable, with-
out interest, from the death benefits of the
underlying contract upon B’s death. The pre-
mium payment is a split-dollar term loan.
Repayment of the premium payment is fully
recourse to B. Assume the long-term AFR
(based on annual compounding) at the time
of the loan is 7 percent. Both Y and B use the
calendar year as their taxable years.

(ii) Based on Table 1 in §1.72-9, the ex-
pected term of the loan is 15 years. Under
paragraph (e)(6)(ii)(C) of this section, the
long-term AFR (based on annual
compounding) is the appropriate test rate.
Based on a 15-year term and a discount rate
of 7 percent, compounded annually (the long-
term AFR), the present value of the pay-
ments under the loan is $36,244.60, deter-
mined as follows: $100,000/[1+(0.07/1)]15. Under
paragraph (e)(5)(ii)(B) of this section, this
loan is a below-market split-dollar term loan
because the imputed 1loan amount of
$36,244.60 (the present value of the amount
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required to be repaid to Y) is less than the
amount loaned ($100,000).

(iii) Under paragraph (e)(5)(ii)(B) of this
section, the amount of forgone interest for
2009 (and each subsequent full calendar year
that the loan remains outstanding) is $7,000,
which is the amount of interest that would
have been payable on the loan for the cal-
endar year if interest accrued on the loan’s
adjusted issue price ($100,000) at the long-
term AFR (7 percent, compounded annually).
Under section 7872 and paragraph (e)(1)(i) of
this section, on December 31, 2009, Y is treat-
ed as making a section 301 distribution to B
of $7,000. In addition, Y has $7,000 of imputed
interest income for 2009.

(f) Treatment of stated interest and OID
for split-dollar loans—(1) In general. If a
split-dollar loan provides for stated in-
terest or OID, the loan is subject to
this paragraph (f), regardless of wheth-
er the split-dollar loan has sufficient
interest. Except as otherwise provided
in this section, split-dollar loans are
subject to the same Internal Revenue
Code and regulatory provisions for
stated interest and OID as other loans.
For example, the lender of a split-dol-
lar loan that provides for stated inter-
est must account for any qualified
stated interest (as defined in §1.1273-
1(c)) under its regular method of ac-
counting (for example, an accrual
method or the cash receipts and dis-
bursements method). See §1.446-2 to de-
termine the amount of qualified stated
interest that accrues during an accrual
period. In addition, the lender must ac-
count under §1.1272-1 for any OID on a
split-dollar loan. However, §1.1272-1(c)
does not apply to any split-dollar loan.
See paragraph (h) of this section for a
subsequent waiver, cancellation, or for-
giveness of stated interest on a split-
dollar loan.

(2) Term, payment schedule, and yield.
The term of a split-dollar term loan de-
termined under paragraph (e)(4)(iii) of
this section (other than paragraph
(e)(4)(iii)(C) of this section) applies to
determine the split-dollar loan’s term,
payment schedule, and yield for all
purposes of this section.

(g) Certain variable rates of interest—
(1) In general. This paragraph (g) pro-
vides rules for a split-dollar loan that
provides for certain variable rates of
interest. If this paragraph (g) does not
apply to a variable rate split-dollar
loan, the loan is subject to the rules in
paragraph (j) of this section for split-
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dollar loans that provide for one or
more contingent payments.

(2) Applicability—@{) In general. Except
as provided in paragraph (g)(2)(ii) of
this section, this paragraph (g) applies
to a split-dollar loan that is a variable
rate debt instrument (within the mean-
ing of §1.1275-5) and that provides for
stated interest at a qualified floating
rate (or rates).

(ii) Interest rate restrictions. This para-
graph (g) does not apply to a split-dol-
lar loan if, as a result of interest rate
restrictions (such as an interest rate
cap), the expected yield of the loan
taking the restrictions into account is
significantly less than the expected
yield of the loan without regard to the
restrictions. Conversely, if reasonably
symmetric interest rate caps and floors
or reasonably symmetric governors are
fixed throughout the term of the loan,
these restrictions generally do not pre-
vent this paragraph (g) from applying
to the loan.

(38) Testing for sufficient interest—(®i)
Demand loan. For purposes of para-
graph (e)(3)(ii) of this section (regard-
ing testing a split-dollar demand loan
for sufficient interest), a split-dollar
demand loan is treated as if it provided
for a fixed rate of interest for each ac-
crual period to which a qualified float-
ing rate applies. The projected fixed
rate for each accrual period is the
value of the qualified floating rate as
of the beginning of the calendar year
that contains the last day of the ac-
crual period.

(ii) Term loan. For purposes of para-
graph (e)(4)(ii) of this section (regard-
ing testing a split-dollar term loan for
sufficient interest), a split-dollar term
loan subject to this paragraph (g) is
treated as if it provided for a fixed rate
of interest for each accrual period to
which a qualified floating rate applies.
The projected fixed rate for each ac-
crual period is the value of the quali-
fied floating rate on the date the split-
dollar term loan is made. The term of
a split-dollar loan that is subject to
this paragraph (g)(3)(ii) is determined
using the rules in §1.1274-4(c)(2). For
example, if the loan provides for inter-
est at a qualified floating rate that ad-
justs at varying intervals, the term of
the loan is determined by reference to
the longest interval between interest
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adjustment dates. See paragraph (e)(b)
of this section for special rules relating
to certain split-dollar term loans, such
as a split-dollar term loan payable not
later than the death of an individual.

(4) Interest accruals and imputed trans-
fers. For purposes of paragraphs (e) and
(f) of this section, the projected fixed
rate or rates determined under para-
graph (g)(3) of this section are used for
purposes of determining the accrual of
interest each period and the amount of
any imputed transfers. Appropriate ad-
justments are made to the interest ac-
cruals and any imputed transfers to
take into account any difference be-
tween the projected fixed rate and the
actual rate.

(5) Example. The provisions of this
paragraph (g) are illustrated by the fol-
lowing example:

Example. (i) On January 1, 2010, Employer V
and Employee F enter into a split-dollar life
insurance arrangement under which F is
named as the policy owner. On January 1,
2010, V makes a $100,000 premium payment,
repayable in 15 years. The premium payment
is a split-dollar term loan. Under the ar-
rangement between the parties, interest is
payable on the split-dollar loan each year on
January 1, starting January 1, 2011, at a rate
equal to the value of 1-year LIBOR as of the
payment date. The short-term AFR (based
on annual compounding) at the time of the
loan is 7 percent. Repayment of both the pre-
mium payment and the interest due thereon
is nonrecourse to F. However, the parties
made a representation under paragraph (d)(2)
of this section. Assume that the value of 1-
year LIBOR on January 1, 2010, is 8 percent,
compounded annually.

(ii) The loan is subject to this paragraph
(g) because the loan is a variable rate debt
instrument that bears interest at a qualified
floating rate. Because the interest rate is
reset each year, under paragraph (g)(3)(ii) of
this section, the short-term AFR (based on
annual compounding) is the appropriate test
rate used to determine whether the loan pro-
vides for sufficient interest. Moreover, under
paragraph (g)(3)(ii) of this section, to deter-
mine whether the loan provides for sufficient
interest, the loan is treated as if it provided
for a fixed rate of interest equal to 8 percent,
compounded annually. Based on a discount
rate of 7 percent, compounded annually (the
short-term AFR), the present value of the
payments under the loan is $109,107.91. The
loan provides for sufficient interest because
the loan’s imputed loan amount of $109,107.91
(the present value of the payments) is more
than the amount loaned of $100,000. There-
fore, the loan is not a below-market split-
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dollar term loan, and interest on the loan is
taken into account under paragraph (f) of
this section.

(h) Adjustments for interest paid at less
than the stated rate—(1) Application—()
In general. To the extent required by
this paragraph (h), if accrued but un-
paid interest on a split-dollar loan is
subsequently waived, cancelled, or for-
given by the lender, then the waiver,
cancellation, or forgiveness is treated
as if, on that date, the interest had in
fact been paid to the lender and re-
transferred by the lender to the bor-
rower. The amount deemed transferred
and retransferred is determined under
paragraph (h) (2) or (3) of this section.
Except as provided in paragraph
(h)(1)(iv) of this section, the amount
treated as retransferred by the lender
to the borrower under paragraph (h) (2)
or (3) of this section is increased by the
deferral charge determined under para-
graph (h)(4) of this section. To deter-
mine the character of any retrans-
ferred amount, see paragraph (e)(1)(i) of
this section. See §1.61-22(b)(6) for the
treatment of amounts other than inter-
est on a split-dollar loan that are
waived, cancelled, or forgiven by the
lender.

(ii) Certain split-dollar term loans. For
purposes of this paragraph (h), a split-
dollar term loan described in paragraph
(e)(b) of this section (for example, a
split-dollar term loan payable not later
than the death of an individual) is sub-
ject to the rules of paragraph (h)(3) of
this section.

(iii) Payments treated as a waiver, can-
cellation, or forgiveness. For purposes of
this paragraph (h), if a payment by the
lender (or a person related to the lend-
er) to the borrower is, in substance, a
waiver, cancellation, or forgiveness of
accrued but unpaid interest, the pay-
ment by the lender (or person related
to the lender) is treated as an amount
retransferred to the borrower by the
lender under this paragraph (h) and is
subject to the deferral charge in para-
graph (h)(4) of this section to the ex-
tent that the payment is, in substance,
a waiver, cancellation, or forgiveness
of accrued but unpaid interest.

(iv) Treatment of certain monrecourse
split-dollar loans. For purposes of this
paragraph (h), if the parties to a split-
dollar 1life insurance arrangement
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make the representation described in
paragraph (d)(2) of this section and the
interest actually paid on the split-dol-
lar loan is less than the interest re-
quired to be accrued on the split-dollar
loan, the excess of the interest required
to be accrued over the interest actually
paid is treated as waived, cancelled, or
forgiven by the lender under this para-
graph (h). However, the amount treated
as retransferred under paragraph
(h)(1)(i) of this section is not increased
by the deferral charge in paragraph
(h)(4) of this section.

(2) Split-dollar term loans. In the case
of a split-dollar term loan, the amount
of interest deemed transferred and re-
transferred for purposes of paragraph
(h)(1) of this section is determined as
follows:

(i) If the loan’s stated rate is less
than or equal to the appropriate AFR
(the AFR used to test the loan for suf-
ficient interest under paragraph (e) of
this section), the amount of interest
deemed transferred and retransferred
pursuant to this paragraph (h) is the
excess of the amount of interest pay-
able at the stated rate over the inter-
est actually paid.

(ii) If the loan’s stated rate is greater
than the appropriate AFR (the AFR
used to test the loan for sufficient in-
terest under paragraph (e) of this sec-
tion), the amount of interest deemed
transferred and retransferred pursuant
to this paragraph (h) is the excess, if
any, of the amount of interest payable
at the AFR over the interest actually
paid.

(3) Split-dollar demand loans. In the
case of a split-dollar demand loan, the
amount of interest deemed transferred
and retransferred for purposes of para-
graph (h)(1) of this section is equal to
the aggregate of—

(i) For each year that the split-dollar
demand loan was outstanding in which
the loan was a below-market split-dol-
lar demand loan, the excess of the
amount of interest payable at the stat-
ed rate over the interest actually paid
allocable to that year; plus

(ii) For each year that the split-dol-
lar demand loan was outstanding in
which the loan was not a below-market
split-dollar demand loan, the excess, if
any, of the amount of interest payable
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at the appropriate rate used for pur-
poses of imputation for that year over
the interest actually paid allocable to
that year.

(4) Deferral charge. The Commissioner
may prescribe the method for deter-
mining the deferral charge treated as
retransferred by the lender to the bor-
rower under paragraph (h)(1) of this
section. Until the Commissioner pre-
scribes otherwise, the deferral charge
is determined under paragraph (h)(4)(i)
of this section for a split-dollar term
loan subject to paragraph (h)(2) of this
section and under paragraph (h)(4)(ii)
of this section for a split-dollar de-
mand loan subject to paragraph (h)(3)
of this section.

(i) Split-dollar term loan. The deferral
charge for a split-dollar term loan sub-
ject to paragraph (h)(2) of this section
is determined by multiplying the hypo-
thetical underpayment by the applica-
ble underpayment rate, compounded
daily, for the period from the date the
split-dollar loan was made to the date
the interest is waived, cancelled, or
forgiven. The hypothetical under-
payment is equal to the amount deter-
mined under paragraph (h)(2) of this
section, multiplied by the highest rate
of income tax applicable to the bor-
rower (for example, the highest rate in
effect under section 1 for individuals)
for the taxable year in which the split-
dollar term loan was made. The appli-
cable underpayment rate is the average
of the quarterly underpayment rates in
effect under section 6621(a)(2) for the
period from the date the split-dollar
loan was made to the date the interest
is waived, cancelled, or forgiven.

(ii) Split-dollar demand loan. The de-
ferral charge for a split-dollar demand
loan subject to paragraph (h)(3) of this
section is the sum of the following
amounts determined for each year the
loan was outstanding (other than the
year in which the waiver, cancellation,
or forgiveness occurs): For each year
the loan was outstanding, multiply the
hypothetical underpayment for the
year by the applicable underpayment
rate, compounded daily, for the appli-
cable period. The hypothetical under-
payment is equal to the amount deter-
mined under paragraph (h)(3) of this
section for each year, multiplied by the
highest rate of income tax applicable
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to the borrower for that year (for ex-
ample, the highest rate in effect under
section 1 for individuals). The applica-
ble underpayment rate is the average
of the quarterly underpayment rates in
effect under section 6621(a)(2) for the
applicable period. The applicable pe-
riod for a year is the period of time
from the last day of that year until the
date the interest is waived, cancelled,
or forgiven.

(5) Examples. The provisions of this
paragraph (h) are illustrated by the fol-
lowing examples:

Example 1. (i) On January 1, 2009, Employer
Y and Employee B entered into a split-dollar
life insurance arrangement under which B is
named as the policy owner. On January 1,
2009, Y made a $100,000 premium payment, re-
payable on December 31, 2011, with interest
of 5 percent, compounded annually. The pre-
mium payment is a split-dollar term loan.
Assume the short-term AFR (based on an-
nual compounding) at the time the loan was
made was 5 percent. Repayment of both the
premium payment and the interest due
thereon was fully recourse to B. On Decem-
ber 31, 2011, Y is repaid $100,000 but Y waives
the remainder due on the loan ($15,762.50).
Both Y and B use the calendar year as their
taxable years.

(ii) When the split-dollar term loan was
made, the loan was not a below-market loan
under paragraph (e)(4)(ii) of this section.
Under paragraph (f) of this section, Y was re-
quired to accrue compound interest of 5 per-
cent each year the loan remained out-
standing. B, however, was not entitled to any
deduction for this interest under paragraph
(c) of this section.

(iii) Under paragraph (h)(1) of this section,
the waived amount is treated as if, on De-
cember 31, 2011, it had in fact been paid to Y
and was then retransferred by Y to B. The
amount deemed transferred to Y and retrans-
ferred to B equals the excess of the amount
of interest payable at the stated rate
(815,762.50) over the interest actually paid
($0), or $15,762.50. In addition, the amount
deemed retransferred to B is increased by the
deferral charge determined under paragraph
(h)(4) of this section. Because of the employ-
ment relationship between Y and B, the total
retransferred amount is treated as com-
pensation paid by Y to B.

Example 2. (i) On January 1, 2009, Employer
Y and Employee B entered into a split-dollar
life insurance arrangement under which B is
named as the policy owner. On January 1,
2009, Y made a $100,000 premium payment, re-
payable on the demand of Y, with interest of
7 percent, compounded annually. The pre-
mium payment is a split-dollar demand loan.
Assume the blended annual rate (based on
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annual compounding) in 2009 was 5 percent
and in 2010 was 6 percent. Repayment of both
the premium payment and the interest due
thereon was fully recourse to B. On Decem-
ber 31, 2010, Y demands repayment and is re-
paid its $100,000 premium payment in full;
however, Y waives all interest due on the
loan. Both Y and B use the calendar year as
their taxable years.

(ii) For each year that the split-dollar de-
mand loan was outstanding, the loan was not
a below-market loan under paragraph
(e)(3)(ii) of this section. Under paragraph (f)
of this section, Y was required to accrue
compound interest of 7 percent each year the
loan remained outstanding. B, however, was
not entitled to any deduction for this inter-
est under paragraph (c) of this section.

(iii) Under paragraph (h)(1) of this section,
a portion of the waived interest is treated as
if, on December 31, 2010, it had in fact been
paid to Y and was then retransferred by Y to
B. The amount of interest deemed trans-
ferred to Y and retransferred to B equals the
excess, if any, of the amount of interest pay-
able at the blended annual rate for each year
the loan is outstanding over the interest ac-
tually paid with respect to that year. For
2009, the interest payable at the blended an-
nual rate is $5,000 ($100,000x0.05). For 2010, the
interest payable at the blended annual rate
is $6,000 ($100,000x0.06). Therefore, the amount
of interest deemed transferred to Y and re-
transferred to B equals $11,000. In addition,
the amount deemed retransferred to B is in-
creased by the deferral charge determined
under paragraph (h)(4) of this section. Be-
cause of the employment relationship be-
tween Y and B, the total retransferred
amount is treated as compensation paid by Y
to B.

(i) [Reserved]

(j) Shplit-dollar loans that provide for
contingent payments—(1) In general. Ex-
cept as provided in paragraph (j)(2) of
this section, this paragraph (j) provides
rules for a split-dollar loan that pro-
vides for one or more contingent pay-
ments. This paragraph (j), rather than
§1.1275-4, applies to split-dollar loans
that provide for one or more contin-
gent payments.

(2) Ezxceptions—(i) Certain contin-
gencies. For purposes of this section, a
split-dollar loan does not provide for
contingent payments merely because—

(A) The loan provides for options de-
scribed in paragraph (e)(4)(iii)(B) of
this section (for example, certain call
options, put options, and options to ex-
tend); or

(B) The loan is described in para-
graph (e)(b) of this section (relating to
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certain split-dollar term loans, such as
a split-dollar term loan payable not
later than the death of an individual).

(i1) Imsolvency and default. For pur-
poses of this section, a payment is not
contingent merely because of the possi-
bility of impairment by insolvency, de-
fault, or similar circumstances. How-
ever, if any payment on a split-dollar
loan is nonrecourse to the borrower,
the payment is a contingent payment
for purposes of this paragraph (j) unless
the parties to the arrangement make
the written representation provided for
in paragraph (d)(2) of this section.

(iii) Remote and incidental contin-
gencies. For purposes of this section, a
payment is not a contingent payment
merely because of a contingency that,
as of the date the split-dollar loan is
made, is either remote or incidental
(within the meaning of §1.1275-2(h)).

(iv) Ezxceptions for certain split-dollar
loans. This paragraph (j) does not apply
to a split-dollar loan described in
§1.1272-1(d) (certain debt instruments
that provide for a fixed yield) or a
split-dollar loan described in paragraph
(g) of this section (relating to split-dol-
lar loans providing for certain variable
rates of interest).

(3) Contingent split-dollar method—i(i)
In general. If a split-dollar loan pro-
vides for one or more contingent pay-
ments, then the parties account for the
loan under the contingent split-dollar
method. In general, except as provided
in this paragraph (j), this method is the
same as the noncontingent bond meth-
od described in §1.1275-4(b).

(ii) Projected payment schedule—(A)
Determination of schedule. No com-
parable yield is required to be deter-
mined. The projected payment sched-
ule for the loan includes all noncontin-
gent payments and a projected pay-
ment for each contingent payment.
The projected payment for a contin-
gent payment is the lowest possible
value of the payment. The projected
payment schedule, however, must
produce a yield that is not less than
zero. If the projected payment schedule
produces a negative yield, the schedule
must be reasonably adjusted to produce
a yield of zero.

(B) Split-dollar term loans payable upon
the death of an individual. If a split-dol-
lar term loan described in paragraph
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(e)(5)(i1)(A) or (V)(A)(I) of this section
provides for one or more contingent
payments, the projected payment
schedule is determined based on the
term of the loan as determined under
paragraph (e)(5)({i)(C) or (v)(B)2) of
this section, whichever is applicable.

(C) Certain split-dollar term loans con-
ditioned on the future performance of sub-
stantial services by an individual. If a
split-dollar term loan described in
paragraph (e)(5)(iii)(A)(1) or (v)(A)(2) of
this section provides for one or more
contingent payments, the projected
payment schedule is determined based
on the term of the loan as determined
under paragraph (e)(5)(ii)(C) or
(v)(B)(2) of this section, whichever is
applicable.

(D) Demand loans. If a split-dollar de-
mand loan provides for one or more
contingent payments, the projected
payment schedule is determined based
on a reasonable assumption as to when
the lender will demand repayment.

(E) Borrower/lender consistency. Con-
trary to §1.1275-4(b)(4)(iv), the lender
rather than the borrower is required to
determine the projected payment
schedule and to provide the schedule to
the borrower and to any indirect par-
ticipant as described in paragraph
(e)(2) of this section. The lender’s pro-
jected payment schedule is used by the
lender, the borrower, and any indirect
participant to compute interest accru-
als and adjustments.

(iii) Negative adjustments. If the issuer
of a split-dollar loan is not allowed to
deduct interest or OID (for example,
because of section 163(h) or 264), then
the issuer is not required to include in
income any negative adjustment
carryforward determined under §1.1275—
4(b)(6)(iii)(C) on the loan, except to the
extent that at maturity the total pay-
ments made over the life of the loan
are less than the issue price of the
loan.

(4) Application of section 7872—(i) De-
termination of below-market status. The
yield based on the projected payment
schedule determined under paragraph
(j)(3) of this section is used to deter-
mine whether the loan is a below-mar-
ket split-dollar loan under paragraph
(e) of this section.

(i1) Adjustment upon the resolution of a
contingent payment. To the extent that
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interest has accrued under section 7872
on a split-dollar loan and the interest
would not have accrued under this
paragraph (j) in the absence of section
7872, the lender is not required to rec-
ognize income under §1.1275-4(b) for a
positive adjustment and the borrower
is not treated as having interest ex-
pense for a positive adjustment. To the
same extent, there is a reversal of the
tax consequences imposed under para-
graph (e) of this section for the prior
imputed transfer from the lender to the
borrower. This reversal is taken into
account in determining adjusted gross
income.

(5) Examples. The following examples
illustrate the rules of this paragraph
(j). For purposes of this paragraph
(j)(5), assume that the contingent pay-
ments are neither remote nor inci-
dental. The examples are as follows:

Example 1. (i) On January 1, 2010, Employer
T and Employee G enter into a split-dollar
life insurance arrangement under which G is
named as the policy owner. On January 1,
2010, 7 makes a $100,000 premium payment.
On December 31, 2013, T will be repaid an
amount equal to the premium payment plus
an amount based on the increase, if any, in
the price of a specified commodity for the
period the loan is outstanding. The premium
payment is a split-dollar term loan. Repay-
ment of both the premium payment and the
interest due thereon is recourse to G. As-
sume that the appropriate AFR for this loan,
based on annual compounding, is 7 percent.
Both T and G use the calendar year as their
taxable years.

(ii) Under this paragraph (j), the split-dol-
lar term loan between T and G provides for a
contingent payment. Therefore, the loan is
subject to the contingent split-dollar meth-
od. Under this method, the projected pay-
ment schedule for the loan provides for a
noncontingent payment of $100,000 and a pro-
jected payment of $0 for the contingent pay-
ment (because it is the lowest possible value
of the payment) on December 31, 2013.

(iii) Based on the projected payment sched-
ule and a discount rate of 7 percent, com-
pounded annually (the appropriate AFR), the
present value of the payments under the loan
is $76,289.52. Under paragraphs (e)(4) and
(i))(4)(1) of this section, the loan does not pro-
vide for sufficient interest because the loan’s
imputed loan amount of $76,289.52 (the
present value of the payments) is less than
the amount loaned of $100,000. Therefore, the
loan is a below-market split-dollar term loan
and the loan is recharacterized as consisting
of two portions: an imputed loan amount of
$76,289.52 and an imputed transfer of
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$23,710.48 (amount loaned of $100,000 minus
the imputed loan amount of $76,289.52).

(iv) In accordance with section 7872(b)(1)
and paragraph (e)(4)(iv) of this section, on
the date the loan is made, T is treated as
transferring to G $23,710.48 (the imputed
transfer) as compensation. In addition, T
must take into account as OID an amount
equal to the imputed transfer. See §1.1272-1
for the treatment of OID.

Example 2. (i) Assume, in addition to the
facts in Example 1, that on December 31, 2013,
T receives $115,000 (its premium payment of
$100,000 plus $15,000).

(ii) Under the contingent split-dollar meth-
od, when the loan is repaid, there is a $15,000
positive adjustment ($15,000 actual payment
minus $0 projected payment). Under para-
graph (j)(4) of this section, because T accrued
imputed interest under section 7872 on this
split-dollar loan to G and this interest would
not have accrued in the absence of section
7872, T is not required to include the positive
adjustment in income, and G is not treated
as having interest expense for the positive
adjustment. To the same extent, 7" must in-
clude in income, and G is entitled to deduct,
$15,000 to reverse their respective prior tax
consequences imposed under paragraph (e) of
this section (7”s prior deduction for imputed
compensation deemed paid to G and G’s prior
inclusion of this amount). G takes the rever-
sal into account in determining adjusted
gross income. That is, the $15,000 is an
‘‘above-the-line’’ deduction, whether or not
G itemizes deductions.

Example 3. (i) Assume the same facts as in
Example 2, except that on December 31, 2013,
T receives $127,000 (its premium payment of
$100,000 plus $27,000).

(ii) Under the contingent split-dollar meth-
od, when the loan is repaid, there is a $27,000
positive adjustment ($27,000 actual payment
minus $0 projected payment). Under para-
graph (j)(4) of this section, because T accrued
imputed interest of $23,710.48 under section
7872 on this split-dollar loan to G and this in-
terest would not have accrued in the absence
of section 7872, T is not required to include
$23,710.48 of the positive adjustment in in-
come, and G is not treated as having interest
expense for the positive adjustment. To the
same extent, in 2013, 7" must include in in-
come, and G is entitled to deduct, $23,710.48
to reverse their respective prior tax con-
sequences imposed under paragraph (e) of
this section (7”s prior deduction for imputed
compensation deemed paid to G and G’s prior
inclusion of this amount). G and T take these
reversals into account in determining ad-
justed gross income. Under the contingent
split-dollar method, 7 must include in in-
come $3,289.52 upon resolution of the contin-
gency ($27,000 positive adjustment minus
$23,710.48).
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(k) Payment ordering rule. For pur-
poses of this section, a payment made
by the borrower to or for the benefit of
the lender pursuant to a split-dollar
life insurance arrangement is applied
to all direct and indirect split-dollar
loans in the following order—

(1) A payment of interest to the ex-
tent of accrued but unpaid interest (in-
cluding any OID) on all outstanding
split-dollar loans in the order the in-
terest accrued;

(2) A payment of principal on the
outstanding split-dollar loans in the
order in which the loans were made;

(3) A payment of amounts previously
paid by a non-owner pursuant to a
split-dollar life insurance arrangement
that were not reasonably expected to
be repaid by the owner; and

(4) Any other payment with respect
to a split-dollar life insurance arrange-
ment, other than a payment taken into
account under paragraphs (k)1), (2),
and (3) of this section.

(1) [Reserved]

(m) Repayments received by a lender.
Any amount received by a lender under
a life insurance contract that is part of
a split-dollar life insurance arrange-
ment is treated as though the amount
had been paid to the borrower and then
paid by the borrower to the lender. Any
amount treated as received by the bor-
rower under this paragraph (m) is sub-
ject to other provisions of the Internal
Revenue Code as applicable (for exam-
ple, sections 72 and 101(a)). The lender
must take the amount into account as
a payment received with respect to a
split-dollar loan, in accordance with
paragraph (k) of this section. No
amount received by a lender with re-
spect to a split-dollar loan is treated as
an amount received by reason of the
death of the insured.

(n) Effective date—(1) General rule.
This section applies to any split-dollar
life insurance arrangement entered
into after September 17, 2003. For pur-
poses of this section, an arrangement is
entered into as determined under §1.61-
22()H)(1H)(d1).

(2) Modified arrangements treated as
new arrangements. If an arrangement
entered into on or before September 17,
2003 is materially modified (within the
meaning of §1.61-22(j)(2)) after Sep-
tember 17, 2003, the arrangement is
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treated as a new arrangement entered
into on the date of the modification.

[T.D. 9092, 68 FR 54352, Sept. 17, 2003]

§1.7872-16 Loans to an exchange
facilitator under § 1.468B-6.

(a) Exchange facilitator loans. This
section provides rules in applying sec-
tion 7872 to an exchange facilitator
loan (within the meaning of §1.468B-
6(c)(1)). For purposes of this section,
the terms deferred exchange, exchange
agreement, exchange facilitator, exchange
funds, qualified intermediary, replace-
ment property, and tarpayer have the
same meanings as in §1.468B-6(b).

(b) Treatment as demand loans. For
purposes of section 7872, except as pro-
vided in paragraph (d) of this section,
an exchange facilitator loan is a de-
mand loan.

(c) Treatment as compensation-related
loans. If an exchange facilitator loan is
a below-market loan, the loan is a com-
pensation-related loan under section
7872(c)(1)(B).

(d) Applicable Federal rate (AFR) for
exchange facilitator loans. For purposes
of section 7872, in the case of an ex-
change facilitator loan, the applicable
Federal rate is the lower of the short-
term AFR in effect under section
1274(d)(1) (as of the day on which the
loan is made), compounded semiannu-
ally, or the 91-day rate. For purposes of
the preceding sentence, the 91-day rate
is equal to the investment rate on a 13-
week (generally 91-day) Treasury bill
with an issue date that is the same as
the date that the exchange facilitator
loan is made or, if the two dates are
not the same, with an issue date that
most closely precedes the date that the
exchange facilitator loan is made.

(e) Use of approximate method per-
mitted. The taxpayer and exchange
facilitator may use the approximate
method to determine the amount of
forgone interest on any exchange
facilitator loan.

(f) Exemption for certain below-market
exchange facilitator loans. If an ex-
change facilitator loan is a below-mar-
ket loan, the loan is not eligible for the
exemptions from section 7872 listed
under §1.7872-5T. However, the loan
may be eligible for the exemption from
section 7872 under §1.7872-5(b)(16) (re-
lating to exchange facilitator loans in

§1.7874-1

which the amount treated as loaned
does not exceed $2,000,000).

(g) Effective/applicability date. This
section applies to exchange facilitator
loans issued on or after October 8, 2008.

(h) Ezxample. The provisions of this
section are illustrated by the following
example:

Example. (i) T enters into a deferred ex-
change with QI, a qualified intermediary.
The exchange is governed by an exchange
agreement. The exchange funds held by QI
pursuant to the exchange agreement are
treated as loaned to QI under §1.468B-6(c)(1).
The loan between T and QI is an exchange
facilitator loan. The exchange agreement be-
tween T and QI provides that no earnings
will be paid to T. On December 1, 2008, T
transfers property to QI, QI transfers the
property to a purchaser for $2,100,000, and QI
deposits $2,100,000 in a money market ac-
count. On March 1, 2009, QI uses $2,100,000 of
the funds in the account to purchase replace-
ment property identified by T, and transfers
the replacement property to T. The amount
loaned for purposes of section 7872 is
$2,100,000 and the loan is outstanding for
three months. For purposes of section 7872,
under paragraph (d) of this section, T uses
the 91-day rate, which is 4 percent, com-
pounded semi-annually. T uses the approxi-
mate method for purposes of section 7872.

(ii) Under paragraphs (b) and (c) of this sec-
tion, the loan from T to QI is a compensa-
tion-related demand loan. Because there is
no interest payable on the loan from T to QI,
the loan is a below-market loan under sec-
tion 7872. The loan is not exempt under
§1.7872-5(b)(16) because the amount treated
as loaned exceeds $2,000,000. Under section
7872(e)(2), the amount of forgone interest on
the loan for 2008 is $7000 ($2,100,000%.04/2%1/6).
Under section 7872(e)(2), the amount of for-
gone interest for 2009 is $14,000 ($2,100,000%.04/
2%2/6). The $7000 for 2008 is deemed trans-
ferred as compensation by T to QI and re-
transferred as interest by QI to T on Decem-
ber 31, 2008. The $14,000 for 2009 is deemed
transferred as compensation by T to QI and
retransferred as interest by QI to T on March
1, 2009.

[T.D. 9413, 73 FR 39622, July 10, 2008]

§1.7874-1 Disregard of affiliate-owned
stock.

(a) Scope. Section 7874(c)(2)(A) pro-
vides that stock of the foreign corpora-
tion referred to in section 7874(a)(2)(B)
held by members of the expanded affili-
ated group (EAG) that includes such
foreign corporation shall not be taken
into account in determining ownership
for purposes of section 7874(a)(2)(B)(ii).
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This section provides rules under sec-
tion 7874(c)(2)(A). The rules provided in
this section are also subject to section
7874(c)(4).

(b) General rule. Except as provided in
paragraph (c) of this section, for pur-
poses of the ownership percentage de-
termination required by section
7874(a)(2)(B)(ii), stock held by one or
more members of the EAG is not in-
cluded in either the numerator or the
denominator of the fraction that deter-
mines such percentage (ownership frac-
tion).

(c) Exceptions to general rule—(1) Over-
view. Stock held by one or more mem-
bers of the EAG shall be included in
the denominator, but not in the numer-
ator, of the ownership fraction, if the
acquisition qualifies as an internal
group restructuring or results in a loss of
control, as described in paragraph (c)(2)
and (c)(3) of this section.

(2) Internal group restructuring. For
purposes of paragraph (c)(1) of this sec-
tion, an acquisition qualifies as an in-
ternal group restructuring if:

(i) Before the acquisition, 80 percent
or more of the stock (by vote and
value) or the capital and profits inter-
est, as applicable, of the domestic enti-
ty was held directly or indirectly by
the corporation that is the common
parent of the EAG after the acquisi-
tion; and

(ii) After the acquisition, 80 percent
or more of the stock (by vote and
value) of the acquiring foreign corpora-
tion is held directly or indirectly by
such common parent.

(3) Loss of control. For purposes of
paragraph (c)(1) of this section, the ac-
quisition results in a loss of control if
after the acquisition, the former share-
holders or partners of the domestic en-
tity do not hold, in the aggregate, di-
rectly or indirectly, more than 50 per-
cent of the stock (by vote or value) of
any member of the EAG.

(d) Treatment of certain hook stock.
This paragraph applies to stock of a
corporation that is held by an entity in
which at least 50 percent of the stock
(by vote or value) or at least 50 percent
of the capital or profits interest, as ap-
plicable, in such entity, is held directly
or indirectly by the corporation. The
stock to which this paragraph applies
shall not be included in either the nu-
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merator or denominator of any frac-
tion for the following purposes:

(1) For applying paragraph (c)(1) of
this section; and

(2) For determining whether the ac-
quisition qualifies as an internal group
restructuring (described in paragraph
(c)(2) of this section) or results in a loss
of control (described in paragraph (c)(3)
of this section).

(e) Stock held by a partnership. For
purposes of this section, each partner
in a partnership shall be treated as
holding its proportionate share of
stock held by the partnership, as deter-
mined under the rules and principles of
sections 701 through 777.

(f) Examples. The application of this
section is illustrated by the following
examples. It is assumed that all trans-
actions in the examples occur after
March 4, 2003. In all the examples, if an
entity or other person is not described
as either domestic or foreign, it may be
either domestic or foreign. In addition,
each entity has only a single class of
equity outstanding. Finally, the anal-
ysis of the following examples is lim-
ited to a discussion of issues under sec-
tion 7874, even though the examples
may raise other issues (for example,
under section 367).

Example 1. Disregard of hook stock—(i) Facts.
USS, a domestic corporation, has 100 shares
of stock outstanding. USS’s stock is held by
a group of individuals. Pursuant to a plan,
USS forms FS, a foreign corporation, and
transfers to FS the stock of several wholly
owned foreign corporations, in exchange for
90 shares of F'S stock. F'S then forms Merger
Sub, a domestic corporation. Under a merger
agreement and state law, Merger Sub merges
into USS, with USS surviving the merger. In
exchange for their USS stock, the former
shareholders of USS receive, in the aggre-
gate, 100 shares of newly issued FS stock. As
a result of the merger F'S holds 100 percent of
the USS stock. USS continues to hold 90
shares of F'S stock.

(ii) Analysis. FS has indirectly acquired
substantially all the properties held directly
or indirectly by USS pursuant to a plan.
After the acquisition, the former share-
holders of USS hold 100 shares of F'S stock by
reason of holding stock in USS, and USS
holds 90 shares of F'S stock. Under paragraph
(b) of this section, the 90 shares of F'S stock
held by USS, a member of the EAG, are not
included in either the numerator or the de-
nominator of the ownership fraction. Accord-
ingly, the ownership fraction is 100/100. If the
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condition in section 7874(a)(2)(B)(iii) is satis-
fied, F'S is a surrogate foreign corporation
which is treated as a domestic corporation
under section 7874(b).

Example 2. Internal group restructuring;
wholly owned corporation—(i) Facts. P, a cor-
poration, owns all 100 outstanding shares of
USS, a domestic corporation. USS forms FS,
a foreign corporation, and transfers all its
assets to F'S in exchange for all 100 shares of
the stock of FS, in a reorganization de-
scribed in section 368(a)(1). P exchanges its
USS stock for F'S stock under section 354.

(ii) Analysis. F'S has directly acquired sub-
stantially all the properties held directly or
indirectly by USS pursuant to a plan. The
acquisition is an internal group restruc-
turing described in paragraph (c)(2) of this
section because P, the common parent of the
EAG after the acquisition, held directly or
indirectly 80 percent or more of the stock (by
vote and value) of USS before the acquisi-
tion, and after the acquisition, P holds di-
rectly or indirectly 80 percent or more of the
stock (by vote and value) of FS. Accordingly,
under paragraph (c)(1) of this section, the F'S
stock held by P is included in the denomi-
nator, but not in the numerator of the own-
ership fraction. Therefore, the ownership
fraction is 0/100. FS is not a surrogate for-
eign corporation.

Example 3. Internal group restructuring;
wholly owned corporation—(i) Facts. The facts
are the same as in Erample 2, except that
USS does not transfer any of its assets to
F'S. Instead, P transfers all 100 shares of USS
stock to F'S in exchange for all 100 shares of
FS stock.

(ii) Analysis. FS has indirectly acquired
substantially all the properties held directly
or indirectly by USS pursuant to a plan. The
acquisition is an internal group restruc-
turing described in paragraph (c)(2) of this
section because P, the common parent of the
EAG after the acquisition, held directly or
indirectly 80 percent or more of the stock (by
vote and value) of USS before the acquisi-
tion, and after the acquisition, P holds di-
rectly or indirectly 80 percent or more of the
stock (by vote and value) of FS. Accordingly,
under paragraph (c)(1) of this section, the FS
stock held by P is included in the denomi-
nator, but not in the numerator of the own-
ership fraction. Accordingly, the ownership
fraction is 0/100. FS is not a surrogate for-
eign corporation.

Example 4. Internal group restructuring; less
than wholly owned corporation—(i) Facts. The
facts are the same as in Example 3, except
that P holds 85 shares of USS stock. The re-
maining 15 shares of USS stock are held by
A, a person unrelated to P. P and A transfer
their shares of USS stock to F'S in exchange
for 85 and 15 shares of F'S stock, respectively.

(ii) Analysis. FS has indirectly acquired
substantially all the properties held directly
or indirectly by USS pursuant to a plan. The
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acquisition is an internal group restruc-
turing described in paragraph (c)(2) of this
section because P, the common parent of the
EAG after the acquisition, held directly or
indirectly 80 percent or more of the stock (by
vote and value) of USS before the acquisi-
tion, and after the acquisition P holds di-
rectly or indirectly 80 percent or more of the
stock (by vote and value) of FS. Therefore,
under paragraph (c¢)(1) of this section, the F'S
stock held by P is included in the denomi-
nator, but not in the numerator of the own-
ership fraction. Accordingly, the ownership
fraction is 15/100. F'S is not a surrogate for-
eign corporation.

Example 5. Internal group restructuring ex-
ception not applicable; less than 80 percent
owned corporation—(i) Facts. The facts are
the same as in Example 2, except that P
owns 55 shares of USS stock, and A, a person
unrelated to P, holds 45 shares of USS stock.
P and A exchange their shares of USS stock
for 55 shares and 45 shares of F'S stock, re-
spectively.

(ii) Analysis. F'S has acquired substantially
all the properties held directly or indirectly
by USS pursuant to a plan. P, the common
parent of the EAG after the acquisition, did
not hold directly or indirectly 80 percent or
more of the stock (by vote and value) of USS
before the acquisition, and after the acquisi-
tion P does not hold directly or indirectly 80
percent or more of the stock (by vote and
value) of F'S. Thus, the acquisition is not an
internal group restructuring described in
paragraph (c¢)(1) of this section, and the gen-
eral rule of paragraph (b) of this section ap-
plies. Under paragraph (b) of this section, the
F'S stock held by P, a member of the EAG, is
not included in either the numerator or the
denominator of the ownership fraction. Ac-
cordingly, the ownership fraction is 45/45. If
the condition in section 7874(a)(2)(B)(iii) is
satisfied, F'S is a surrogate foreign corpora-
tion which is treated as a domestic corpora-
tion under section 7874(b).

Example 6. Internal group restructuring; hook
stock—(i) Facts. USS, a domestic corporation,
has 100 shares of stock outstanding. P, a cor-
poration, holds 80 shares of USS stock. The
remaining 20 shares of USS stock are held by
A, a person unrelated to P. USS owns all 30
outstanding shares of F'S, a foreign corpora-
tion. Pursuant to a plan, FS forms Merger
Sub, a domestic corporation. Under a merger
agreement and state law, Merger Sub merges
into USS, with USS surviving the merger as
a subsidiary of F'S. In exchange for their USS
stock, P and A, the former shareholders of
USS, respectively receive 56 and 14 shares of
F'S stock. USS continues to hold 30 shares of
F'S stock.

(ii) Analysis. FS has indirectly acquired
substantially all the properties held directly
or indirectly by USS pursuant to a plan.
Under paragraph (b) of this section, the
shares of F'S stock held by P and USS, both
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of which are members of the EAG, are not in-
cluded in either the numerator or denomi-
nator of the ownership fraction, unless the
acquisition results in an internal group re-
structuring or loss of control of USS such
that the exception of paragraph (¢)(1) of this
section applies. In determining whether the
acquisition of USS is an internal group re-
structuring, under paragraph (d)(2) of this
section, the FS stock held by USS is dis-
regarded. Because P held directly or indi-
rectly 80 percent or more of the stock (by
vote and value) of USS before the acquisi-
tion, and after the acquisition P holds di-
rectly or indirectly 80 percent or more of the
stock (by vote and value) of FS (when dis-
regarding the FS stock held by USS), the ac-
quisition is an internal group restructuring
and the exception of paragraph (c)(1) of this
section applies. Accordingly, when deter-
mining whether FS is a surrogate foreign
corporation, the FS stock held by P is in-
cluded in the denominator, but not the nu-
merator of the ownership fraction. However,
under paragraph (b) of this section, the FS
stock held by USS is not included in either
the numerator or denominator of the owner-
ship fraction. Accordingly, the ownership
fraction is 14/70, or 20 percent, since only the
stock held by A is included in the numer-
ator, and the stock held by both P and A is
included in the denominator. Accordingly,
F'S is not a surrogate foreign corporation.

Example 7. Loss of control—(i) Facts. P, a
corporation, holds all the outstanding stock
of USS, a domestic corporation. B, a corpora-
tion unrelated to P, holds all 60 outstanding
shares of F'S, a foreign corporation. P trans-
fers to F'S all the outstanding stock of USS
in exchange for 40 newly issued shares of F'S.

(i) Analysis. FS has indirectly acquired
substantially all the properties held directly
or indirectly by USS pursuant to a plan.
After the acquisition, B holds 60 percent of
the outstanding shares of the FS stock. Ac-
cordingly, B, F'S and USS are members of an
EAG. After the acquisition, P does not hold
directly or indirectly more than 50 percent of
the stock (by vote or value) of any member
of the EAG and, thus, the acquisition results
in a loss of control described in paragraph
(c)(3) of this section. Accordingly, under
paragraph (c)(1) of this section, the FS stock
owned by B is included in the denominator,
but not in the numerator, of the ownership
fraction. Therefore, the ownership fraction is
40/100. F'S is not a surrogate foreign corpora-
tion.

Example 8. Internal group restructuring; part-
nership—(i) Facts. LLC, a Delaware limited
liability company, is engaged in the conduct
of a trade or business. P, a corporation, holds
90 percent of the interests of LLC. A, a per-
son unrelated to P, holds 10 percent of the
interests of LLC. LLC has not elected to be
treated as an association taxable as a cor-
poration. P and A transfer their interests in
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LLC to FS, a newly formed foreign corpora-
tion, in exchange for 90 shares and 10 shares,
respectively, of FS’s stock, which are all of
the outstanding shares of FS. Accordingly,
LLC becomes a disregarded entity.

(ii) Analysis. Prior to the FS’s acquisition
of the interests of LLC, LLC was a domestic
partnership for Federal income tax purposes.
FS has acquired substantially all the prop-
erties constituting a trade or business of
LLC pursuant to a plan. After the acquisi-
tion, P holds 90 percent of FS’s stock (by
vote and value) by reason of holding a cap-
ital and profits interest in LLC, and A holds
10 percent of FS’s stock (by vote and value)
by reason of holding a capital and profits in-
terest in LLC. The internal group restruc-
turing exception under paragraph (c)(2) of
this section applies, because before the ac-
quisition, P held 80 percent or more of the
capital and profits interest in LLC, and after
the acquisition, P holds 80 percent or more of
the stock (by vote and value) of FS. Under
paragraph (c)(1) of this section, the F'S stock
held by P is included in the denominator, but
not the numerator, of the ownership frac-
tion. Accordingly, the ownership fraction is
10/100. F'S is not a surrogate foreign corpora-
tion.

(g) Effective/applicability date. Except
as otherwise provided in this para-
graph, this section shall apply to ac-
quisitions completed on or after May
20, 2008. This section shall not, how-
ever, apply to an acquisition that was
completed on or after May 20, 2008, pro-
vided such acquisition was entered into
pursuant to a written agreement which
was (subject to customary conditions)
binding prior to May 20, 2008, and at all
times thereafter (binding commit-
ment). For purposes of the preceding
sentence, a binding commitment shall
include entering into options and simi-
lar interests in connection with one or
more written agreements described in
the preceding sentence. Notwith-
standing the general application of this
paragraph, taxpayers may elect to
apply this section to prior acquisitions,
but must apply it consistently to all
acquisitions within its scope. Para-
graph (e) of this section shall apply to
acquisitions completed on or after
June 7, 2012. See §1.7874-1T(e), as con-
tained in 26 CFR part 1 revised as of
April 1, 2012, for acquisitions completed
before June 7, 2012.

[T.D. 9399, 73 FR 29057, May 20, 2008, as
amended by T.D. 9453, 74 FR 27926, June 12,
2009; T.D. 9591, 77 FR 34791, June 12, 2012]
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§1.7874-2 Surrogate foreign corpora-
tion.

(a) Scope. This section provides rules
for determining whether a foreign cor-
poration is treated as a surrogate for-
eign corporation under section
7874(a)(2)(B). Paragraph (b) of this sec-
tion provides definitions and special
rules. Paragraph (c) of this section pro-
vides rules to determine whether a for-
eign corporation has acquired prop-
erties held by a domestic corporation
(or a partnership). Paragraph (d) of this
section provides rules that apply when
two or more foreign corporations com-
plete, in the aggregate, an acquisition
described in section 7874(a)(2)(B)(i).
Paragraph (e) of this section provides
rules that apply when a single foreign
corporation completes more than one
acquisition described in section
7874(a)(2)(B)(i). Paragraph (f) of this
section provides rules to identify the
stock of a foreign corporation that is
held by reason of holding stock in a do-
mestic corporation (or an interest in a
domestic partnership). Paragraph (g) of
this section provides rules that treat
certain publicly traded foreign partner-
ships as foreign corporations for pur-
poses of section 7874. Paragraph (h) of
this section provides rules concerning
the treatment of certain options (or
similar interests) for purposes of sec-
tion 7874. Paragraph (i) of this section
provides rules that treat certain inter-
ests (including debt, stock, or a part-
nership interest) as stock of a foreign
corporation for purposes of section
7874. Paragraph (j) of this section pro-
vides rules concerning the conversion
of a foreign corporation to a domestic
corporation by reason of section
7874(b). Paragraph (k) of this section
provides examples that illustrate the
rules of this section. Paragraph (1) of
this section provides the effective/ap-
plicability date of this section.

(b) Definitions and special rules. Ex-
cept as otherwise indicated, the fol-
lowing definitions and special rules
apply for purposes of this section.

(1) The rules of this section are sub-
ject to section 7874(c)(4).

(2) A former shareholder of a domestic
corporation is any person that held
stock in the domestic corporation be-
fore the acquisition described in sec-
tion 7874(a)(2)(B)(i), including any per-
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son that holds stock in the domestic
corporation both before and after the
acquisition.

(3) A former partner of a domestic
partnership is any person that held an
interest in the domestic partnership
before the acquisition described in sec-
tion 7874(a)(2)(B)(i), including any per-
son that holds an interest in the do-
mestic partnership both before and
after the acquisition.

(4) An interest in a partnership in-
cludes a capital or profits interest.

(6) References to properties held by a
domestic corporation include prop-
erties held directly or indirectly by the
domestic corporation.

(6) The rules and principles of sec-
tions 701 through 777 shall be applied
for purposes of determining a propor-
tionate amount (or share) of properties
held by a partnership (such as stock).

(7) Any reference to the acquisition
of properties held by a domestic cor-
poration (or a partnership) includes a
direct or indirect acquisition of such
properties.

(8) In the case of an acquisition of
stock of a domestic corporation or an
interest in a partnership, the propor-
tionate amount of properties held by
the domestic corporation (or the part-
nership) that is treated as indirectly
acquired shall, as applicable, be deter-
mined at the time of the acquisition
based on the relative value of—

(i) The stock acquired compared to
all outstanding stock of the domestic
corporation; or

(ii) The interest acquired compared
to all interests in the partnership.

(9) The determination of whether a
foreign corporation is a surrogate for-
eign corporation is made after the ac-
quisition described in section
7874(a)(2)(B)(1). A foreign corporation
that is treated as a surrogate foreign
corporation (including a surrogate for-
eign corporation treated as a domestic
corporation described in section
7874(b)) shall continue to be treated as
a surrogate foreign corporation (or a
domestic corporation), even if the con-
ditions of section 7874(a)(2)(B)(ii) and
(iii) are not satisfied at a later date.

(c) Acquisition of properties—(1) Indi-
rect acquisition of properties. For pur-
poses of section 7874(a)(2)(B)(i), an indi-
rect acquisition of properties held by a
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domestic corporation (or a partnership)
includes, but is not limited to, the ac-
quisitions described in paragraphs
(c)(1)(i) through (iv) of this section. An
acquisition of less than all of the stock
of a domestic corporation (or interests
in a partnership) shall constitute an in-
direct acquisition of a proportionate
amount of the properties held by the
domestic corporation or the partner-
ship. See paragraph (b)(8) of this sec-
tion for rules determining the propor-
tionate amount of properties indirectly
acquired.

(i) An acquisition of stock of a do-
mestic corporation. See Example 1 of
paragraph (k) of this section for an il-
lustration of the rules of this para-
graph (c)(1)({).

(ii) An acquisition of an interest in a
partnership. See Example 2 of para-
graph (k) of this section for an illustra-
tion of the rules of this paragraph
(e)(D)(i).

(iii) An acquisition by a corporation
(acquiring corporation) of properties
held by a domestic corporation (or a
partnership) in exchange for stock of a
foreign corporation (foreign issuing
corporation) that is part of the ex-
panded affiliated group that includes
the acquiring corporation after the ac-
quisition shall be treated as an acquisi-
tion by the foreign issuing corporation.
See Example 3 of paragraph (k) of this
section for an illustration of the rules
of this paragraph (c¢)(1)(iii).

(iv) An acquisition by a partnership
(acquiring partnership) of properties
held by a domestic corporation (or a
partnership) in exchange for stock of a
foreign corporation that is part of the
expanded affiliated group that would
include the acquiring partnership after
the acquisition (if the partnership were
a corporation) shall be treated as an
acquisition by the foreign issuing cor-
poration.

(2) Acquisition of stock of a foreign cor-
poration. An acquisition of stock of a
foreign corporation that owns directly
or indirectly stock of a domestic cor-
poration (or an interest in a partner-
ship) shall not constitute an indirect
acquisition of any properties held by
the domestic corporation (or the part-
nership). See Example 4 of paragraph
(k) of this section for an illustration of
the rules of this paragraph (c)(2).
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(3) Downstream transactions. An acqui-
sition by a corporation of its stock
from another corporation or a partner-
ship (for example, as a result of a
downstream merger) is an acquisition
of the other corporation’s or partner-
ship’s properties for purposes of section
7874(a)(2)(B)(i).

(d) Acquisitions by multiple foreign cor-
porations. If, pursuant to a plan (or a
series of related transactions), two or
more foreign corporations complete, in
the aggregate, an acquisition described
in section 7874(a)(2)(B)(i), then each
foreign corporation shall be treated as
completing the acquisition for pur-
poses of determining whether such for-
eign corporation is treated as a surro-
gate foreign corporation. See Eramples
5 and 6 of paragraph (k) of this section
for illustrations of the rules of this
paragraph (d).

(e) Acquisitions of multiple domestic en-
tities. If, pursuant to a plan (or a series
of related transactions), a foreign cor-
poration completes two or more acqui-
sitions described in section
7874(a)(2)(B)(1) involving domestic cor-
porations and/or domestic partnerships
(domestic entities), then, for purposes
of section 7874(a)(2)(B)(ii), the acquisi-
tions shall be treated as a single acqui-
sition and the domestic entities shall
be treated as a single domestic entity.
If the transaction involves one or more
domestic corporations and one or more
domestic partnerships, the stock of the
foreign corporation held by former
shareholders and former partners by
reason of holding stock or a partner-
ship interest in the domestic entities
shall be aggregated for purposes of de-
termining whether the ownership con-
dition of section 7874(a)(2)(B)(ii) is sat-
isfied. See Example 7 of paragraph (k) of
this section for an illustration of the
rules of this paragraph (e).

(f) Stock held by reason of holding stock
in a domestic corporation or an interest in
a domestic partnership—(1) Specified
transactions. For purposes of section
7874(a)(2)(B)(ii), stock of a foreign cor-
poration that is held by reason of hold-
ing stock in a domestic corporation (or
an interest in a domestic partnership)
includes, but is not limited to, the
stock described in paragraphs (f)(1)(1)
through (iii) of this section.
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(i) Stock of a foreign corporation re-
ceived in exchange for, or with respect
to, stock of a domestic corporation.

(ii) Stock of a foreign corporation re-
ceived in exchange for, or with respect
to, an interest in a domestic partner-
ship.

(iii) To the extent that paragraph
(£)(1)(ii) of this section does not apply,
stock of a foreign corporation received
by a domestic partnership in exchange
for all or part of its properties. In such
a case, each partner in the domestic
partnership shall be treated as holding
its proportionate share of the stock of
the foreign corporation by reason of
holding an interest in the domestic
partnership.

(2) Transactions involving other prop-
erty—(1) Stock of a domestic corporation.
If, pursuant to the same transaction,
stock of a foreign corporation is re-
ceived in exchange for, or with respect
to, stock of a domestic corporation and
other property, the stock of the foreign
corporation that was received in ex-
change for, or with respect to, the
stock of the domestic corporation shall
be determined based on the relative
value of the stock of the domestic cor-
poration compared to the aggregate
value of such stock and the other prop-
erty.

(i1) Interest in a domestic partnership.
If, pursuant to the same transaction,
stock of a foreign corporation is re-
ceived in exchange for, or with respect
to, an interest in a domestic partner-
ship and other property, the stock of
the foreign corporation that was re-
ceived in exchange for, or with respect
to, the interest in the domestic part-
nership shall be determined based on
the relative value of the interest in the
domestic partnership compared to the
aggregate value of such interest and
the other property.

(3) See Erxamples 8 through 10 of para-
graph (k) of this section for illustra-
tions of the rules of this paragraph (f).

(g) Publicly traded foreign partner-
ships—(1) Treatment as a foreign corpora-
tion. For purposes of section 7874, a
publicly traded foreign partnership de-
scribed in paragraph (g)(2) of this sec-
tion shall be treated as a foreign cor-
poration that is organized in the for-
eign country in which, or under the law
of which, the publicly traded foreign
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partnership was created or organized,
and the partnership interests in the
publicly traded foreign partnership
shall be treated as stock of the foreign
corporation. For purposes of deter-
mining whether the foreign corpora-
tion shall be treated as a surrogate for-
eign corporation, a deemed acquisition
of assets and liabilities by reason of
§1.708-1(b)(4) shall not constitute an ac-
quisition described in section
7874(a)(2)(B)(1).

(2) Publicly traded foreign partnership.
A publicly traded foreign partnership
described in this paragraph (g)(2) is any
foreign partnership that would, but for
section 7704(c), be treated as a corpora-
tion under section 7704(a)—

(i) At the time of the acquisition de-
scribed in section 7874(a)(2)(B)(i); or

(ii) At any time after the acquisition
pursuant to a plan that existed at the
time of the acquisition. For this pur-
pose, a plan shall be deemed to exist at
the time of the acquisition if the for-
eign partnership would, but for section
7704(c), be treated as a corporation
under section 7704(a) at any time dur-
ing the two-year period following the
completion of the acquisition.

(3) Surrogate foreign corporation to
which section 7874(b) applies. If para-
graph (g)(1) of this section applies to a
publicly traded foreign partnership and
the foreign corporation is a surrogate
foreign corporation to which section
7874(b) applies, the publicly traded for-
eign partnership shall be treated as a
domestic corporation for purposes of
the Internal Revenue Code (Code). See
paragraph (g)(6) of this section for the
timing and treatment of the conversion
of the publicly traded foreign partner-
ship to a domestic corporation. See Ex-
ample 11 of paragraph (k) of this section
for an illustration of the rules of this
paragraph (g)(3).

(4) Surrogate foreign corporation to
which section 7874(b) does not apply. If
paragraph (g)(1) of this section applies
to a publicly traded foreign partnership
and the foreign corporation is a surro-
gate foreign corporation to which sec-
tion 7874(b) does not apply, the publicly
traded foreign partnership shall con-
tinue to be treated as a foreign part-
nership for purposes of the Code, but
section 7874(a)(1) shall apply to any ex-
patriated entity (as defined in section
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7874(a)(2)(A)). See Example 13 of para-
graph (k) of this section for an illustra-
tion of the rules of this paragraph
)(@).

() Foreign corporation not treated as a
surrogate foreign corporation. If para-
graph (g)(1) of this section applies to a
publicly traded foreign partnership and
the foreign corporation is not treated
as a surrogate foreign corporation, the
status of the publicly traded foreign
partnership as a foreign partnership
shall not be affected by section 7874.
See Erample 12 of paragraph (k) of this
section for an illustration of the rules
of this paragraph (2)(5).

(6) Conversion to a domestic corpora-
tion. Except for purposes of deter-
mining whether the publicly traded
foreign partnership is a surrogate for-
eign corporation, if paragraph (g)(1) of
this section applies to a publicly traded
foreign partnership and the foreign cor-
poration is a surrogate foreign corpora-
tion to which section 7874(b) applies,
then at the later of the end of the day
immediately preceding the first date
properties are acquired as part of the
acquisition described in section
7874(a)(2)(B)(1) or immediately after the
formation of the publicly traded for-
eign partnership, the publicly traded
foreign partnership shall be treated as
transferring all of its assets and liabil-
ities to a newly formed domestic cor-
poration in exchange solely for stock of
the domestic corporation, and then dis-
tributing such stock to its partners in
proportion to their partnership inter-
ests in liquidation of the partnership.
The treatment of the transfer of assets
and liabilities to the domestic corpora-
tion and the distribution of the stock
of the domestic corporation to the
partners in liquidation of the partner-
ship shall be determined under all rel-
evant provisions of the Code and gen-
eral tax principles.

(h) Options—(1) Value. Except to the
extent otherwise provided in this para-
graph (h), for purposes of section 7874,
including for purposes of determining
the membership of an expanded affili-
ated group under section 7874(c)(1), an
option with respect to a corporation or
partnership will be treated as stock in
the corporation, or an interest in the
partnership, as applicable, with a value
equal to the holder’s claim on the eq-
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uity of the corporation or partnership.
For this purpose, claim on the equity
equals the value of the stock or part-
nership interest that may be acquired
pursuant to the option, less the exer-
cise price (but in no case is a claim on
the equity less than zero). Also for this
purpose, the equity of the corporation
or partnership shall not include the
amount of any property the holder of
the option would be required to provide
to the corporation or partnership under
the terms of the option if such option
were exercised. See Example 14 and Ezx-
ample 16 of paragraph (k) of this section
for illustrations of the rules of this
paragraph (h)(1).

(2) Voting power. Except to the extent
otherwise provided in this paragraph
(h), for purposes of determining the
voting power of a foreign corporation
under section 7874, including for pur-
poses of determining the membership
of an expanded affiliated group under
section 7874(c)(1), an option will be
treated as exercised only if a principal
purpose of the issuance or transfer of
the option is to avoid the foreign cor-
poration being treated as a surrogate
foreign corporation.

(3) Timing. For purposes of this para-
graph (h), the value of the holder’s
claim on the equity is determined—

(i) In the case of a domestic corpora-
tion or a domestic partnership, imme-
diately before the acquisition described
in section 7874(a)(2)(B)(1).

(ii) In the case of a foreign corpora-
tion or foreign partnership, imme-
diately after the acquisition described
in section 7874(a)(2)(B)(i).

(4) Certain options disregarded. The
rules of paragraph (h)(1) of this section
shall not apply to an option if—

(i) A 9principal purpose of the
issuance or acquisition of the option is
to avoid the foreign corporation being
treated as a surrogate foreign corpora-
tion, or

(ii) At the time of the acquisition de-
scribed in section 7874(a)(2)(B)(i), the
probability of the option being exer-
cised is remote.

(5) Onptions and interests similar to an
option. For purposes of this paragraph
(h), an option includes an interest simi-
lar to an option. Examples of options
(including interests similar to options)
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include, but are not limited to, a war-
rant, a convertible debt instrument, an
instrument other than debt that is con-
vertible into stock or a partnership in-
terest, a put, stock or a partnership in-
terest subject to risk of forfeiture, a
contract to acquire or sell stock or a
partnership interest, and an exchange-
able share or exchangeable partnership
interest.

(6) Multiple claims on equity. Para-
graph (h)(1) of this section shall not
apply to an option to the extent treat-
ing the option as stock or a partner-
ship interest would duplicate a share-
holder’s or partner’s claim on the eq-
uity of the corporation or partnership
by reason of holding stock in the cor-
poration or an interest in the partner-
ship. See Example 15 of paragraph (k) of
this section for an illustration of the
rules of this paragraph (h)(6).

(i) Interests treated as stock of a foreign
corporation—(1) Stock or other interests.
If the conditions of paragraphs (i)(1)(i)
and (ii) of this section are satisfied,
then, for purposes of section 7874, any
interest (including stock or a partner-
ship interest) that is not otherwise
treated as stock of a foreign corpora-
tion (including under paragraph (h) of
this section) shall be treated as stock
of the foreign corporation. See Eram-
ples 17 and 18 of paragraph (k) of this
section for illustrations of the rules of
this paragraph (i)(1).

(i) The interest provides the holder
distribution rights that are substan-
tially similar in all material respects
to the distribution rights provided by
stock in the foreign corporation. For
this purpose, distribution rights in-
clude rights to dividends (or partner-
ship distributions), distributions in re-
demption of the interest (in whole or in
part), distributions in liquidation, or
other similar distributions that rep-
resent a return on, or of, the holder’s
investment in the interest.

(ii) Treating the interest as stock of
the foreign corporation has the effect
of treating the foreign corporation as a
surrogate foreign corporation under
section 7874(a)(2)(B).

(2) Creditor claims—(i) Domestic cor-
poration. For purposes of section 7874,
if, immediately prior to the first date
properties are acquired as part of an
acquisition described in section
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7874(a)(2)(B)(i), a domestic corporation
is in a title 11 or similar case (as de-
fined in section 368(a)(3)), or the liabil-
ities of the domestic corporation ex-
ceed the value of its assets, then each
creditor of the domestic corporation
shall be treated as a shareholder of the
domestic corporation and any claim of
the creditor against the domestic cor-
poration shall be treated as stock of
the domestic corporation. See Example
19 of paragraph (k) of this section for
an illustration of the rules of this para-
graph (i)(2)(1).

(ii) Domestic or foreign partnership.
For purposes of section 7874, if, imme-
diately prior to the first date prop-
erties are acquired as part of an acqui-
sition described in section
7874(a)(2)(B)(1), a partnership (foreign
or domestic) is in a title 11 or similar
case (as defined in section 368(a)(3)), or
the liabilities of the partnership exceed
the value of its assets, then each cred-
itor of the partnership shall be treated
as a partner in the partnership and any
claim of the creditor against the part-
nership shall be treated as an interest
in the partnership.

(iii) Treatment of creditor as share-
holder or partner. A creditor that is
treated as a shareholder or partner
under paragraph (i)(2)(i) or (ii) of this
section shall be treated as a share-
holder or partner for all purposes of
section 7874. See, for example, §1.7874—
1(c) and paragraph (f) of this section.
See Erample 19 of paragraph (k) of this
section for an illustration of the rules
of this paragraph (i)(2)(iii).

(j) Application of section 7874(b)—(1)
Conversion to a domestic corporation. Ex-
cept for purposes of determining
whether a foreign corporation is treat-
ed as a surrogate foreign corporation,
the conversion of a foreign corporation
to a domestic corporation by reason of
section 7874(b) shall constitute a reor-
ganization described in section
368(a)(1)(F) that occurs at the later of
the end of the day immediately pre-
ceding the first date properties are ac-
quired as part of the acquisition de-
scribed in section 7874(a)(2)(B)(i) or im-
mediately after the formation of the
foreign corporation. See, for example,
§§1.367(b)-2 and 1.367(b)-3 for certain
consequences of the reorganization.
The treatment of all other aspects of
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the conversion shall be determined
under the relevant provisions of the
Code and general tax principles. See
Example 20 of paragraph (k) of this sec-
tion for an illustration of the rules of
this paragraph (j)(1).

(2) Entity classification. A foreign cor-
poration that is treated as a domestic
corporation under section 7874(b) is not
an eligible entity as defined in
§301.7701-3(a), and therefore may not
elect to be classified as other than an
association (and thus cannot be treated
as other than a corporation) for Fed-
eral tax purposes.

(3) Application of section 367. If a for-
eign corporation is treated as a domes-
tic corporation under section 7874(b),
section 367 shall not apply to any
transfer of property by a United States
person to such foreign corporation as
part of the acquisition described in sec-
tion 7874(a)(2)(B)(i). However, section
367 shall apply to the conversion of the
foreign corporation to a domestic cor-
poration. See paragraph (j)(1) of this
section. See Example 20 of paragraph
(k) of this section for an illustration of
the rules of this paragraph (j)(3).

(k) Examples—(1) Assumed facts. Ex-
cept as otherwise stated, assume the
following for purposes of the examples
included in paragraph (k)(2) of this sec-
tion.

(i) DC1 and DC2 are domestic cor-
porations.

(ii) FA, FP, F1, F2, F3, and F4 are for-
eign corporations organized in Country
A.

(iii) DPS is a domestic partnership
that conducts a trade or business.

(iv) FPS is a foreign partnership that
is not publicly traded.

(v) Under the terms of the partner-
ship agreements of DPS and FPS, each
partner’s share in the partnership’s
items of income, gain, deduction, and
loss is determined in accordance with
the partner’s partnership interest per-
centage in the partnership, as stated in
the examples.

(vi) A, B, and C are unrelated individ-
uals.

(vii) Each entity has a single class of
equity outstanding and is unrelated to
all other entities.

(viii) All transactions are completed
pursuant to a plan.
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(ix) All acquisitions of properties are
completed after March 4, 2003.

(x) Section 7874(c)(4) does not apply,
and no option is issued or acquired
with a principal purpose to avoid a for-
eign corporation being treated as a sur-
rogate foreign corporation.

(2) Examples. The following examples
illustrate the rules of this section.

Example 1. Acquisition of stock of a domestic
corporation. (i) Facts. FA acquires 25% of the
outstanding stock of DC1.

(ii) Analysis. Under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring
25% of the properties held by DC1 on the date
of the stock acquisition.

Example 2. Acquisition of a partnership inter-
est. (i) Facts. DPS wholly owns DC1. FA ac-
quires a 40% interest in DPS.

(ii) Analysis. Under paragraph (c)(1)(ii) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring 40
percent of the DC1 stock held by DPS on the
date of the acquisition of the partnership in-
terest. Further, under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring
40% of the properties held by DC1 on the date
of the acquisition of the partnership inter-
est.

Example 3. Acquisition of stock by a sub-
sidiary. (i) Facts. FP wholly owns FA. FA ac-
quires all the outstanding stock of DC1 in ex-
change solely for FP stock. FP and FA are
members of the same expanded affiliated
group after the acquisition.

(ii) Analysis. Under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring
100% of the properties held by DC1 on the
date of the stock acquisition. Further, under
paragraph (c)(1)(iii) of this section, for pur-
poses of section 7874(a)(2)(B)(i), FP is also
treated as acquiring 100% of the properties
held by DC1 on the date of the stock acquisi-
tion. The result would be the same if instead
FA had directly acquired all the properties
held by DC1 in exchange for FP stock.

Example 4. Acquisition of stock of a foreign
corporation. (i) Facts. FP wholly owns DCI.
FA acquires all of the outstanding stock of
FP.

(ii) Analysis. Under paragraph (c)(2) of this
section, for purposes of section
7874(a)(2)(B)(i), FA is not treated as acquir-
ing any properties held by DC1 on the date of
the acquisition of the FP stock.

Example 5. Acquisition of stock by multiple
foreign corporations. (i) Facts. Pursuant to the
same plan, the shareholders of DC1 transfer
all of their DC1 stock equally to F1, F2, F3,
and F4 in exchange solely for stock of each
foreign corporation.
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(ii) Analysis. Under paragraph (c)(1)(i) of
this section, in the aggregate F1, F2, F3, and
F4 are treated as acquiring substantially all
of the properties held by DC1l. Because the
acquisition was pursuant to the same plan,
under paragraph (d) of this section, F1, F2,
F3, and F4 are each treated as acquiring sub-
stantially all of the properties held by DC1
for purposes of determining whether each
foreign corporation shall be treated as a sur-
rogate foreign corporation.

Example 6. Acquisition of assets by multiple
foreign corporations. (i) Facts. Individual A
wholly owns DC1. DC1 forms F1, F2, F3, and
F4, and transfers an equal portion of its
properties to each corporation in exchange
solely for stock of the corporation. Pursuant
to the same plan DC1 then distributes the
stock of each foreign corporation to indi-
vidual A.

(ii) Analysis. Because pursuant to the same
plan F1, F2, F3, and F4 acquired, in the ag-
gregate, substantially all of the properties
held by DCI1, under paragraph (d) of this sec-
tion, F1, F2, F3, and F4 are each treated as
acquiring substantially all of the properties
held by DC1 for purposes of determining
whether each foreign corporation shall be
treated as a surrogate foreign corporation.

Example 7. Acquisition of multiple domestic
corporations. (i) Facts. Individual A wholly
owns DCI1, and individual B wholly owns DC2.
Pursuant to the same plan, individuals A and
B transfer all of their DC1 stock and DC2
stock to FA, a newly formed corporation, in
exchange solely for all 100 shares of FA stock
outstanding.

(ii) Analysis. Under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring all
of the properties held by DC1 and DC2 on the
date of the stock acquisition. Under para-
graph (e) of this section, because pursuant to
the same plan FA acquired substantially all
of the properties held by DC1 and DC2, for
purposes of determining whether FA shall be
treated as a surrogate foreign corporation,
DC1 and DC2 shall be treated as a single do-
mestic corporation, of which individuals A
and B are former shareholders. Thus, individ-
uals A and B are treated as holding all 100
shares of the FA stock by reason of holding
stock of such domestic corporation, and the
ownership fraction under section
7874(a)(2)(B)(ii) is 100/100, or 100%.

Example 8. Exchange of stock and other prop-
erty. (i) Facts. Individual A wholly owns DC1
and F1. DC1 has a $40x value and F1 has a
$60x value. Individual A transfers all of the
DC1 stock and F1 stock to FA, a newly
formed corporation, in exchange solely for
FA stock.

(ii) Analysis. Under paragraphs (f)(1)(i) and
(£)(2)(i) of this section, for purposes of sec-
tion 7874(a)(2)(B)(ii), individual A is consid-
ered to hold 40% of the FA stock by reason
of holding stock in DC1 ($100x FA stock mul-
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tiplied by $40x/$100x, the relative value of the
DC1 stock to all the property transferred by
A to FA).

Example 9. Stock received as a distribution. (i)
Facts. Pursuant to a divisive reorganization
described in section 368(a)(1)(D), DC1 contrib-
utes substantially all of its properties to FA,
a newly formed corporation, in exchange
solely for FA stock and then distributes the
FA stock to its shareholders in a transaction
qualifying under section 355.

(ii) Analysis. Under paragraph (f)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(ii), the FA stock received by the
DC1 shareholders as a distribution with re-
spect to the DC1 stock is considered held by
reason of holding stock in DC1l. The result
would be the same if the transaction did not
qualify as a reorganization (for example, if
the distribution were subject to sections 301
and 311(b)).

Example 10. Incorporation of a partnership
trade or business. (i) Facts. Individuals A and
B equally own DPS. DPS transfers substan-
tially all of its properties constituting a
trade or business to FA, a newly formed cor-
poration, solely in exchange for FA stock.
DPS retains the FA stock after the trans-
action.

(ii) Analysis. Under paragraph (f)(1)(iii) of
this section, for purposes of section
7874(a)(2)(B)(ii), individuals A and B are
treated as holding a proportionate amount
(that is, an equal amount) of the FA stock
held by DPS by reason of holding an interest
in DPS.

Example 11. Publicly traded foreign partner-
ship treated as domestic corporation. (i) Facts.
Pursuant to a plan, DC1 and individual B or-
ganize a limited liability company (HPS)
under the law of Country A. DC1 owns 90% of
the membership interests in HPS, and B
owns 10% of the membership interests in
HPS. HPS is a foreign eligible entity under
§301.7701-2, and DC1 and B make an election
under §301.7701-3 to treat HPS as a partner-
ship for Federal tax purposes as of the date
of the formation of HPS. HPS forms DC2.
One day after the formation of HPS, DC2
merges with and into DC1. Pursuant to the
merger agreement, the DC1 shareholders ex-
change their DC1 stock solely for member-
ship interests in HPS. After the merger HPS
wholly owns DC1, and the former share-
holders of DC1 own a greater than 80% inter-
est in HPS by reason of holding stock of DCI1.
Public trading of the HPS ownership inter-
ests begins the day after the date on which
the merger is completed. HPS is not treated
as a corporation under section 7704(a) by rea-
son of section 7704(c). If HPS were a corpora-
tion, the condition of section 7874(a)(2)(B)(iii)
would be satisfied.

(ii) Analysis. HPS is a publicly traded for-
eign partnership that is described in para-
graph (g)(2) of this section. Therefore, under
paragraph (g)(1) of this section, for purposes
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of section 7874, HPS is treated as a foreign
corporation organized under the law of Coun-
try A and the membership interests in HPS
are treated as stock of the foreign corpora-
tion. The foreign corporation is treated as a
surrogate foreign corporation under section
7874(a)(2)(B) because, pursuant to the merger,
HPS acquired substantially all of the prop-
erties held by DC1, the former shareholders
of DC1 hold at least 60% of the stock of the
foreign corporation by reason of holding
stock of DC1, and the expanded affiliated
group that includes the foreign corporation
does not have substantial business activities
in Country A when compared to the total
business activities of the expanded affiliated
group. Further, because the former share-
holders of DC1 hold at least 80% of the stock
of the foreign corporation by reason of hold-
ing stock of DC1, section 7874(b) applies to
the surrogate foreign corporation, and there-
fore HPS is treated as a domestic corpora-
tion for purposes of the Code. Under para-
graph (g)(6) of this section, except for pur-
poses of determining whether HPS is a surro-
gate foreign corporation, at the end of the
day immediately preceding the date of the
merger of DC2 with and into DC1, HPS is
treated as transferring all of its assets and
liabilities to a new domestic corporation in
exchange solely for stock of the domestic
corporation. HPS is then treated as propor-
tionately distributing such stock to its
membership interest holders in liquidation
of the partnership. In addition, as a result of
the merger of DC2 with and into DCI1, the
former shareholders of DC1 shall be treated
as receiving stock of a domestic corporation
in exchange for their DC1 stock.

Example 12. Publicly traded foreign partner-
ship not treated as a surrogate foreign corpora-
tion. (i) Facts. The facts are the same as in
Example 11 of this section, except that, after
the acquisition, the expanded affiliated
group that includes HPS (treated as a for-
eign corporation for this purpose) has sub-
stantial business activities in Country A
when compared to the total business activi-
ties of the expanded affiliated group.

(ii) Analysis. Under paragraph (g)(1) of this
section, for purposes of section 7874, HPS is
treated as a foreign corporation and the
membership interests in HPS are treated as
stock of the foreign corporation. However,
the foreign corporation is not treated as a
surrogate foreign corporation under section
7874(a)(2)(B) because, after the acquisition,
the expanded affiliated group that includes
HPS has substantial business activities in
Country A when compared to the total busi-
ness activities of the expanded affiliated
group. Therefore, under paragraph (g)(5) of
this section, section 7874 does not apply and
the status of HPS as a foreign partnership is
not affected. In addition, DC1 is not treated
as an expatriated entity under section 7874(a)
by reason of the acquisition.
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Example 13. Publicly traded foreign partner-
ship treated as a surrogate foreign corporation
but nmot as a domestic corporation. (i) Facts.
FPS is a publicly traded foreign partnership
organized in Country A that, by reason of
section 7704(c), is not treated as a corpora-
tion under section 7704(a). FPS acquires all
the stock of DC1 in exchange for partnership
interests in FPS. After the acquisition, the
former shareholders of DC1 hold a 75%-inter-
est in FPS by reason of holding DC1 stock.
After the acquisition, the expanded affiliated
group that includes FPS (treated as a foreign
corporation for this purpose) does not have
substantial business activities in Country A
when compared to the total business activi-
ties of the expanded affiliated group.

(ii) Analysis. Under paragraph (g)(1) of this
section, for purposes of section 7874, FPS is
treated as a foreign corporation and the
partnership interests in FPS are treated as
stock of the foreign corporation. FPS is
treated as a surrogate foreign corporation
because the conditions of section
7874(a)(2)(B) are satisfied. However, because
the former shareholders of DC1 hold less
than an 80%-interest in FPS by reason of
holding DC1 stock, section 7874(b) does not
apply to FPS. Therefore, under paragraph
(g)(4) of this section FPS continues to be
treated as a foreign partnership for purposes
of the Code, but section 7874(a)(1) applies to
DC1 and any other expatriated entity.

Example 14. Warrant to acquire stock from the
foreign corporation. (i) Facts. Individual A
wholly owns DC1. DC1 has a $200x value. Indi-
vidual B wholly owns FA. The value of B’s
FA stock is $400x. Individual C holds a war-
rant to acquire FA stock from FA at an exer-
cise price of $20x. Individual A transfers all
of its DC1 stock to FA in exchange solely for
FA stock with a value of $200x. At the time
of the transfer, the FA stock that individual
C can acquire pursuant to the warrant has a
$70x value.

(ii) Analysis. Under paragraphs (h)(1) of this
section, for purposes of section 7874, indi-
vidual C is treated as owning FA stock with
a $60x value. This amount represents indi-
vidual C’s claim on the equity of FA after
the acquisition ($70x value of FA stock that
may be acquired pursuant to the warrant,
less the $20x exercise price), without taking
into account the $20x individual C would be
required to provide to FA upon the exercise
of the warrant. Thus, for purposes of section
7874, the value of the stock of FA imme-
diately after the transaction is $650x ($600x
of FA stock, plus C’s $50x claim on the eq-
uity of FA). C’s warrant is not taken into ac-
count for purposes of determining the voting
power of FA under section 7874.

Example 15. Option to acquire stock from an-
other shareholder. (i) Facts. The facts are the
same as in Example 14 except that, instead of
holding a warrant issued by FA, individual C
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holds an option to acquire FA stock from in-
dividual B for an exercise price of $20x. At
the time of the acquisition, the FA stock
that individual C can acquire under the op-
tion has a $70x value.

(ii) Analysis. Under paragraph (h)(6) of this
section, for purposes of section 7874, indi-
vidual C is not treated as owning FA stock
by reason of holding the option because
treating the option as FA stock would have
the effect of partially duplicating individual
B’s claim on the equity of FA at the time of
the acquisition by reason of holding FA
stock. However, all of the FA stock owned by
individual B will be taken into account for
purposes of section 7874. C’s warrant is not
taken into account for purposes of deter-
mining voting power of FA under section
7874.

Example 16. Warrant to acquire stock from the
domestic corporation. (i) Facts. A DC1l em-
ployee holds a warrant to acquire DC1 stock
from DC1. In connection with the acquisition
by FA of substantially all of the properties
held by DC1, the DC1 employee receives a
warrant from FA to acquire 15 shares of FA
stock in exchange for the warrant to acquire
DC1 stock.

(ii) Analysis. Under paragraphs (h)(1) of this
section, for purposes of section 7874, the war-
rant held by the DC1 employee is treated as
DC1 stock with a value equal to the employ-
ee’s claim on the equity of DC1 immediately
before the acquisition. Further, for purposes
of section 7874, the DC1 employee is treated
as holding FA stock with a value equal to
the employee’s claim on the equity of FA
after the acquisition by reason of holding the
warrant to acquire DC1 stock (treated as DC1
stock for this purpose). The option held by
the DC1 employee is not taken into account
for purposes of determining the voting power
of FA under section 7874.

Example 17. Stock in a subsidiary treated as
stock of a foreign parent corporation. (i) Facts.
(A) Individuals A and B equally own DCI1.
FA, a newly formed corporation, issues stock
in a public offering for cash. FA contributes
part of the cash from the public offering to
DC2, a newly formed corporation, in ex-
change for all the stock of DC2. DC2 merges
with and into DC1 with DC1 surviving. Pur-
suant to the merger agreement, individuals
A and B exchange their DC1 stock for cash
and shares of class B stock of DC1. Following
the merger FA owns all the class A stock of
DC1. FA does not hold significant assets
other than the class A stock of DC1. Individ-
uals A and B own all the class B stock of
DC1. DC1 has no other class of stock out-
standing.

(B) The class B stock entitles individuals A
and B to dividend distributions approxi-
mately equal to any dividend distributions
made by FA with respect to its publicly trad-
ed stock. In certain circumstances, the class
B stock also permits individuals A and B to
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require DC1 to redeem the stock at fair mar-
ket value. The class B stock does not provide
individuals A and B voting rights with re-
spect to FA.

(ii) Analysis. The dividend rights provided
by the class B stock are substantially simi-
lar in all material respects to the dividend
rights provided by the FA stock. In addition,
because FA does not hold significant assets
other than the class A stock, the value of the
class B stock held by individuals A and B is
approximately equal to the value of a cor-
responding amount of publicly traded FA
stock. The distribution rights on liquidation
(or redemption) provided by the class B
stock, therefore, are substantially similar in
all material respects to the distribution
rights on liquidation (or redemption) pro-
vided by the FA stock. As a result, the dis-
tribution rights provided by the class B
stock are substantially similar in all mate-
rial respects to the distribution rights pro-
vided by the publicly traded FA stock. Thus,
if treating the class B stock as FA stock
would have the effect of treating FA as a
surrogate foreign corporation, under para-
graph (i)(1) of this section the class B stock
will be treated as FA stock for purposes of
section 7874.

Example 18. Partnership interest treated as
stock of foreign acquiring corporation. (i) Facts.
(A) Individuals A and B equally own DCI.
FA, a newly formed corporation, issues stock
in a public offering for cash. Individuals A
and B and FA organize FPS. FA transfers
part of the cash from the public offering to
FPS in exchange for a class A partnership in-
terest. FA does not hold any significant as-
sets other than the class A partnership inter-
est. Individuals A and B transfer their DC1
stock to FPS in exchange for class B part-
nership interests.

(B) The class B partnership interests enti-
tle individuals A and B to cash distributions
from FPS approximately equal to any divi-
dend distributions made by FA with respect
to its publicly traded stock. In certain cir-
cumstances, the class B partnership inter-
ests also permit individuals A and B to re-
quire FPS to redeem the interests in ex-
change for cash equal to the value of an
amount of FA stock as determined on the re-
demption date. The class B partnership in-
terests do not provide individuals A or B vot-
ing rights with respect to FA.

(ii) Analysis. The non-liquidating distribu-
tion rights provided by the class B partner-
ship interests are substantially similar in all
material respects to the dividend rights pro-
vided by the FA stock. Because FA does not
hold any significant assets other than the
class A partnership interest, the value of the
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class B partnership interests held by individ-
uals A and B is approximately equal to a cor-
responding amount of FA stock. The dis-
tribution rights on liquidation (or redemp-
tion) provided by the class B partnership in-
terests, therefore, are substantially similar
in all material respects to distribution rights
on liquidation (or redemption) provided by
the FA stock. Thus, the distribution rights
provided by the class B partnership interests
are substantially similar in all material re-
spects to the distribution rights provided by
the publicly traded FA stock. As a result, if
treating the class B partnership interests as
FA stock would have the effect of treating
FA as a surrogate foreign corporation, under
paragraph (i)(1) of this section the class B
partnership interests will be treated as FA
stock for purposes of section 7874.

Example 19. Creditor treated as a shareholder.
(i) Facts. Individuals A and B equally own
DC1. The liabilities of DC1 exceed the value
of its assets. Pursuant to a plan, FA, a newly
formed corporation, acquires substantially
all of the properties held by DC1 in exchange
solely for FA stock. Pursuant to the plan,
the DCI1 stock held by individuals A and B is
cancelled, and the creditors of DC1 receive
all the FA stock in exchange for their claims
against DCI.

(i) Analysis. Because immediately before
the first date on which properties are ac-
quired as part of the acquisition described in
section 7874(a)(2)(B)(i) the liabilities of DC1
exceed the value of its assets, under para-
graph (i)(2)(i) of this section, for purposes of
section 7874, the creditors of DC1 are treated
as shareholders of DC1 and the creditors’
claims against DCI1 are treated as DC1 stock.
Therefore, for purposes of section
7874(a)(2)(B)(ii), the FA stock received by the
creditors of DC1 by reason of their claims
against DC1 is considered held by former
shareholders of DC1 by reason of holding DC1
stock.

Example 20. Conversion to a domestic corpora-
tion and application of section 367. (i) Facts. In-
dividuals A and B are United States persons
and equally own DC1. Pursuant to a plan, in-
dividuals A and B transfer their DC1 stock to
FA in exchange solely for 80% of the out-
standing FA stock. After the acquisition, the
expanded affiliated group that includes FA
does not have substantial business activities
in Country A when compared to the total
business activities of the expanded affiliated
group.

(ii) Analysis. Under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring all
of the properties held by DC1 on the date of
the stock acquisition. After the acquisition,
the former shareholders of DC1 own 80% of
the stock of FA by reason of holding DC1
stock. Therefore, FA is a surrogate foreign
corporation that is treated as a domestic
corporation under section 7874(b). Under
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paragraph (j)(1) of this section, except for
purposes of determining whether FA is treat-
ed as a surrogate foreign corporation, the
conversion of FA to a domestic corporation
constitutes a reorganization described in sec-
tion 368(a)(1)(F) that occurs at the end of the
day immediately preceding the date of the
stock acquisition. Section 367 applies to the
conversion of FA to a domestic corporation.
See, for example, §§1.367(b)-2 and 1.367(b)-3
for the consequences of the conversion.
Under paragraph (j)(3) of this section, section
367 does not apply to the transfers of DCl1
stock by individuals A and B to FA.

(1) Effective/applicability date. This
section applies to acquisitions com-
pleted on or after June 7, 2012. For ac-
quisitions completed prior to June 7,
2012, see §1.7874-2T(0), as contained in
26 CFR part 1, revised as of April 1,
2012.

[T.D. 9591, 77 FR 34791, June 12, 2012]

§1.7874-3T Substantial business activi-
ties (temporary).

(a) Scope. This section provides rules
regarding whether a foreign corpora-
tion has substantial business activities
in the relevant foreign country when
compared to the total business activi-
ties of the expanded affiliated group for
purposes of section 7874(a)(2)(B)(iii).
Paragraph (b) of this section sets forth
the threshold of business activities
that constitute substantial business
activities. Paragraph (c) of this section
describes certain items not to be taken
into account as located or derived in
the relevant foreign country. Para-
graph (d) of this section provides defi-
nitions and certain rules of applica-
tion. Paragraph (e) of this section pro-
vides rules regarding the treatment of
a partnership in which one or more
members of an expanded affiliated
group own an interest. Paragraph (f) of
this section provides the dates of appli-
cability and expiration.

(b) Threshold of business activities. The
expanded affiliated group will have
substantial business activities in the
relevant foreign country after the ac-
quisition when compared to the total
business activities of the expanded af-
filiated group only if, subject to para-
graph (c¢) of this section, each of the
tests described in paragraphs (b)(1)
through (b)(3) of this section is satis-
fied.
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(1) Group employees—(i) Number of em-
ployees. The number of group employ-
ees based in the relevant foreign coun-
try is at least 25 percent of the total
number of group employees on the ap-
plicable date.

(ii) Employee compensation. The em-
ployee compensation incurred with re-
spect to group employees based in the
relevant foreign country is at least 25
percent of the total employee com-
pensation incurred with respect to all
group employees during the testing pe-
riod.

(2) Group assets. The value of the
group assets located in the relevant
foreign country is at least 25 percent of
the total value of all group assets on
the applicable date.

(3) Group income. The group income
derived in the relevant foreign country
is at least 25 percent of the total group
income during the testing period.

(c) Items nmot to be considered. The fol-
lowing items are not taken into ac-
count in the numerator, but are taken
into account in the denominator, for
each of the tests described in para-
graphs (b)(1) through (b)(3) of this sec-
tion:

(1) Any group assets, group employ-
ees, or group income attributable to
business activities that are associated
with properties or liabilities the trans-
fer of which is disregarded under sec-
tion 7874(c)(4).

(2) Any group assets or group em-
ployees located in, or group income de-
rived in, the relevant foreign country
as part of a plan with a principal pur-
pose of avoiding the purposes of section
7874.

(3) Any group assets or group em-
ployees located in, or group income de-
rived in, the relevant foreign country if
such group assets or group employees,
or the business activities to which such
group income is attributable, are sub-
sequently transferred to another coun-
try in connection with a plan that ex-
isted at the time of the acquisition de-
scribed in section 7874(a)(2)(B)(i).

(d) Definitions and application of rules.
The following definitions and rules
apply for purposes of this section:

(1) The term acquisition date means
the date on which the acquisition de-
scribed in section 7874(a)(2)(B)(i) is
completed.
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(2) The term applicable date means ei-
ther of the following dates, applied
consistently for all purposes of this
section:

(i) The acquisition date; or

(ii) The last day of the month imme-
diately preceding the month in which
the acquisition described in section
7874(a)(2)(B)(i) is completed.

(3) The term employee compensation
means all amounts incurred by mem-
bers of the expanded affiliated group
that directly relate to services per-
formed by group employees (including,
for example, wages, salaries, deferred
compensation, employee benefits, and
employer payroll taxes). Employee
compensation is determined in TU.S.
dollars translated, if necessary, using
the weighted average exchange rate (as
defined in §1.989(b)-1) for the testing
period.

(4) The term expanded affiliated group
means the affiliated group defined in
section 7874(c)(1) determined at the
close of the acquisition date. The term
member of the expanded affiliated group
means an entity included in the ex-
panded affiliated group. A reference to
a member of the expanded affiliated
group includes a predecessor with re-
spect to such member.

(5) The term group assets means tan-
gible personal property or real prop-
erty used or held for use in the active
conduct of a trade or business by mem-
bers of the expanded affiliated group,
provided such property is owned by
members of the expanded affiliated
group at the close of the acquisition
date. A group asset is considered to be
located in the relevant foreign country
only if the asset was physically present
in such country at the close of the ac-
quisition date and for more time than
in any other country during the testing
period. All group assets must be valued
consistently and on a gross basis (that
is, not reduced by liabilities) using ei-
ther the adjusted tax basis or fair mar-
ket value determined in U.S. dollars
translated, if necessary, at the spot
rate determined under the principles of
§1.988-1(d)(1), (2), and (4). Tangible per-
sonal property or real property that is
rented by members of the expanded af-
filiated group from a person other than
a member of the expanded affiliated
group is also treated as a group asset,

671



§1.9000-1

provided such property is used in the
active conduct of a trade or business
and is being rented by members of the
expanded affiliated group at the close
of the acquisition date. For purposes of
this section, a group asset that is
rented is valued at eight times the net
annual rent paid or accrued with re-
spect to the property by members of
the expanded affiliated group.

(6) The term group employees means
employees of members of the expanded
affiliated group. A group employee is
considered to be based in the relevant
foreign country only if the employee
spent more time providing services in
such country than in any other single
country during the testing period.

(7) The term group income means
gross income of members of the ex-
panded affiliated group from trans-
actions occurring in the ordinary
course of business with customers that
are not related persons. Group income
is translated into U.S. dollars, if nec-
essary, using the weighted average ex-
change rate (as defined in §1.989(b)-1)
for the testing period. Group income is
considered derived in the relevant for-
eign country only if it is derived from
a transaction with a customer located
in such country.

(8) The term net annual rent means
the annual rent paid or accrued with
respect to property, less any payments
received or accrued from subleasing
such property (or other similar ar-
rangement).

(9) The term related person has the
meaning specified in section 954(d)(3),
except that section 954(d)(3) is applied
by substituting ‘‘one or more members
of the expanded affiliated group’ for ‘‘a
controlled foreign corporation’” and
‘““the controlled foreign corporation”
each place they appear.

(10) The term relevant foreign country
means the foreign country in which, or
under the law of which, the foreign cor-
poration was created or organized.

(11) The term testing period means the
one-year period ending on the applica-
ble date.

(e) Treatment of partnerships. For pur-
poses of this section, if one or more
members of the expanded affiliated
group own, in the aggregate, more than
50 percent (by value) of the interests in
a partnership, such partnership will be
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treated as a corporation that is a mem-
ber of the expanded affiliated group.
Thus, all items of such a partnership
are taken into account for purposes of
this section. No items of a partnership
are taken into account for purposes of
this section unless the partnership is
treated as a member of the expanded
affiliated group pursuant to this para-
graph.

(f) Effective/applicability and expiration
dates. Except as otherwise provided in
this paragraph, this section shall apply
to acquisitions that are completed on
or after June 7, 2012. For acquisitions
completed on or after June 7, 2012 that
were either described in a filing with
the Securities and Exchange Commis-
sion on or before June 7, 2012, or that
were subject to a written agreement
that was binding on June 7, 2012, and at
all times thereafter, taxpayers may
apply either the rules in §1.7874-2T(g),
as contained in 26 CFR part 1 revised as
of April 12, 2012, or the rules set forth
in this section. The applicability of
this section expires on June 5, 2015.

[T.D. 9592, 77 FR 34787, June 12, 2012]

PUBLIC LAW 74, 84TH CONGRESS

SOURCE: Sections 1.9000-1 through 1.9000-8
contained in T.D. 6500, 25 FR 12155, Nov. 26,
1960, unless otherwise noted.

§1.9000-1 Statutory provisions.

The Act of June 15, 1955 (Pub. L. 74,
84th Cong., 69 Stat. 134), provides as fol-
lows:

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in
Congress assembled,

SECTION 1. Repeal of sections 452 and 462—(a)
Prepaid income. Section 452 of the Internal
Revenue Code of 1954 is hereby repealed.

(b) Reserves for estimated expenses, etc.
Section 462 of the Internal Revenue Code of
1954 is hereby repealed.

SEC. 2. Technical amendments. The following
provisions of the Internal Revenue Code of
1954 are hereby amended as follows:

(1) Subsection (c) of section 381 is amended
by striking out paragraph (7) (relating to
carryover of prepaid income in certain cor-
porate acquisitions).

(2) The table of sections for subpart B of
part II of subchapter E of chapter 1 (relating
to taxable year for which items of gross in-
come included) is amended by striking out

‘‘Sec. 452. Prepaid income.”’
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(3) The table of sections for subpart C of
such part II (relating to taxable year for
which deductions are taken) is amended by
striking out:

‘‘Sec. 462. Reserves for estimated expenses,
ete.”

SEC. 3. Effective date. The amendments
made by this act shall apply with respect to
taxable years beginning after December 31,
1953, and ending after August 16, 1954.

SEC. 4. Saving provisions—(a) Filing of state-
ment. If:

(1) the amount of any tax required to be
paid for any taxable year ending on or before
the date of the enactment of this act is in-
creased by reason of the enactment of this
act, and

(2) the last date prescribed for payment of
such tax (or any installment thereof) is be-
fore December 15, 1955,

then the taxpayer shall, on or before Decem-
ber 15, 1955, file a statement which shows the
increase in the amount of such tax required
to be paid by reason of the enactment of this
act.

(b) Form and effect of statement—(1) Form of
statement, etc. The statement required by
subsection (a) shall be filed at the place fixed
for filing the return. Such statement shall be
in such form, and shall include such informa-
tion necessary or appropriate to show the in-
crease in the amount of the tax required to
be paid for the taxable year by reason of the
enactment of this act, as the Secretary of
the Treasury or his delegate shall by regula-
tions prescribe.

(2) Treatment as amount shown on return.
The amount shown on a statement filed
under subsection (a) as the increase in the
amount of the tax required to be paid for the
taxable year by reason of the enactment of
this act shall, for all purposes of the internal
revenue laws, be treated as tax shown on the
return. Notwithstanding the preceding sen-
tence, that portion of the amount of increase
in tax for any taxable year which is attrib-
utable to a decrease (by reason of the enact-
ment of this act) in the net operating loss for
a succeeding taxable year shall not be treat-
ed as tax shown on the return.

(3) Waiver of interest in case of payment on or
before December 15, 1955. If the taxpayer, on or
before December 15, 1955, files the statement
referred to in subsection (a) and pays in full
that portion of the amount shown thereon
for which the last date prescribed for pay-
ment is before December 15, 1955, then for
purposes of computing interest (other than
interest on overpayments) such portion shall
be treated as having been paid on the last
date prescribed for payment. This paragraph
shall not apply if the amount shown on the
statement as the increase in the amount of
the tax required to be paid for the taxable
year by reason of the enactment of this act
is greater than the actual increase unless the
taxpayer establishes, to the satisfaction of
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the Secretary of the Treasury or his dele-
gate, that his computation of the greater
amount was based upon a reasonable inter-
pretation and application of sections 452 and
462 of the Internal Revenue Code of 1954, as
those sections existed before the enactment
of this act.

(c) Special rules—(1) Interest for period before
enactment. Interest shall not be imposed on
the amount of any increase in tax resulting
from the enactment of this act for any pe-
riod before the day after the date of the en-
actment of this act.

(2) Estimated tax. Any addition to the tax
under section 294(d) of the Internal Revenue
Code of 1939 shall be computed as if this act
had not been enacted. In the case of any in-
stallment for which the last date prescribed
for payment is before December 15, 1955, any
addition to the tax under section 6654 of the
Internal Revenue Code of 1954 shall be com-
puted as if this act had not been enacted.

(3) Treatment of certain payments which tax-
payer is required to make. If:

(A) The taxpayer is required to make a
payment (or an additional payment) to an-
other person by reason of the enactment of
this act, and

(B) The Internal Revenue Code of 1954 pre-
scribes a period, which expires after the close
of the taxable year, within which the tax-
payer must make such payment (or addi-
tional payment) if the amount thereof is to
be taken into account (as a deduction or oth-
erwise) in computing taxable income for
such taxable year,

then, subject to such regulations as the Sec-
retary of the Treasury or his delegate may
prescribe, if such payment (or additional
payment) is made on or before December 15,
1955, it shall be treated as having been made
within the period prescribed by such Code.

(4) Treatment of certain dividends. Subject to
such regulations as the Secretary of the
Treasury or his delegate may prescribe, for
purposes of section 561(a)(1) of the Internal
Revenue Code of 1954, dividends paid after
the 15th day of the third month following the
close of the taxable year and on or before De-
cember 15, 1955, may be treated as having
been paid on the last day of the taxable year,
but only to the extent (A) that such divi-
dends are attributable to an increase in tax-
able income for the taxable year resulting
from the enactment of this act, and (B)
elected by the taxpayer.

(5) Determination of date prescribed. For pur-
poses of this section, the determination of
the last date prescribed for payment or for
filing a return shall be made without regard
to any extension of time therefor and with-
out regard to any provision of this section.

(6) Regulations. For requirement that the
Secretary of the Treasury or his delegate
shall prescribe all rules and regulations as
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may be necessary by reason of the enact-
ment of this act, see section 7805(a) of the In-
ternal Revenue Code of 1954.

§1.9000-2 Effect of repeal in general.

(a) Section 452 (relating to prepaid
income) and section 462 (relating to re-
serves for estimated expenses) of the
Internal Revenue Code of 1954 were re-
pealed by the Act of June 15, 1955 (Pub.
L. 74, 84th Cong., 69 Stat. 134), with re-
spect to all years subject to such Code.
The effect of the repeal will generally
be to increase the tax liability of tax-
payers who elected to adopt the meth-
ods of accounting provided by sections
452 and 462. References to sections of
law in §§1.9000-2 to 1.9000-8, inclusive,
are references to the Internal Revenue
Code of 1954 unless otherwise specified.

(b) The Act of June 15, 1955, provides
that if the amount of any tax is in-
creased by the repeal of sections 452
and 462 and if the last date prescribed
for the payment of such tax (or any in-
stallment thereof) is before December
15, 1955, then the taxpayer shall on or
before such date file a statement as
prescribed in §1.9000-3. The last date
prescribed for payment for this purpose
shall be determined without regard to
any extensions of time and without re-
gard to the provisions of the Act of
June 15, 1955.

§1.9000-3 Requirement of statement
showing increase in tax liability.

(a) Returns filed before June 15, 1955.
Where a return reflecting an election
under section 452 or 462 was filed before
June 15, 1955, the taxpayer must file on
or before December 15, 1955, a state-
ment on Form 2175 showing the in-
crease in tax liability resulting from
the repeal of sections 4562 and 462. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. Corporation X filed its income tax
return for the calendar year 1954 on March
15, 1955, and elected under section 6152 to pay
the unpaid amount of the tax shown thereon
in two equal installments. Such installment
payments are due on March 15, 1955, and
June 15, 1955, respectively. The corporation
elected to compute its tax for such taxable
year under the methods of accounting pro-
vided by sections 4562 and 462. Corporation X’s
tax liability is increased by reason of the en-
actment of Public Law 74, and since the last
date prescribed for paying its tax expires be-
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fore December 15, 1955, it is required to sub-
mit the prescribed statement on or before
December 15, 1955, showing its increase in
tax liability.

(b) Returns filed on or after June 15,
1955. A taxpayer filing a return on or
after June 15, 1955, for a taxable year
ending on or before such date, may
elect to apply the accounting methods
provided in sections 452 and 462. The
election may be exercised by either of
the following methods:

(1) By computing the tax liability
shown on such return as though the
provisions of sections 452 and 462 had
not been repealed. In such a case, the
taxpayer must file on or before Decem-
ber 15, 1955, a statement on Form 2175
showing the increase in tax liability re-
sulting from the repeal of sections 452
and 462.

(2) By computing his tax liability
without regard to sections 452 and 462.
In this case, Form 2175 must be filed
with the return. However, taxable in-
come and the tax liability computed
with the application of sections 452 and
462 shall be shown on lines 8 and 14, re-
spectively, of the form in lieu of the
amounts otherwise called for on those
lines.

If a taxpayer does not make an election
to have the provisions of sections 452
and 462 apply, the savings provisions of
section 4 of the Act of June 15, 1955, are
not applicable.

(c) Taxable years ending after June 15,
1955. A taxpayer having a taxable year
ending after June 15, 1955, may not
elect to apply the methods of account-
ing prescribed in sections 452 and 462 in
computing taxable income for such
taxable year. Such a taxpayer must file
his return and pay the tax as if such
sections had not been enacted.

(d) Other situations requiring state-
ments. (1) A person who made an elec-
tion under section 452 or 462 but whose
tax liability was not increased by rea-
son of the enactment of the Act of
June 15, 1955, is nevertheless required
to file a statement on Form 2175 if his
gross income is increased or his deduc-
tions are decreased as the result of the
repeal of sections 452 and 462. A part-
nership which makes an election under
such sections must file such a state-
ment. In addition, a partner, stock-
holder, distributee, etc. (whether or
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not such person made an election under
section 452 or 462), shall file a state-
ment showing any increase in his tax
liability resulting from the effects of
the repeal on the gross income or de-
ductions of any person mentioned in
the previous sentences of this subpara-
graph.

(2) A statement shall also be filed for
a taxable year, other than a year to
which an election under section 452 or
462 is applicable, if the repeal of such
sections increases the tax liability of
such year. Thus, a statement must be
filed for any taxable year to which a
net operating loss is carried from a
year to which an election under section
452 or 462 is applicable, provided that
the repeal of such sections affects the
amount of the tax liability for the year
to which such loss is carried. A sepa-
rate statement must also be filed for a
year in which there is a net operating
loss which is changed by reason of the
repeal of sections 452 and 462. Where
there is a short taxable year involved,
a taxpayer may have two taxable years
to which elections under sections 452
and 462 are applicable and, in such a
case, a statement, on Form 2175, must
be filed for each such year.

§1.9000-4 Form and content of state-
ment.

(a) Information to be shown. The state-
ment shall be filed on Form 2175 which
may be obtained from district direc-
tors. It shall be filed with the district
director for the internal revenue dis-
trict in which the return was filed. The
statement shall be prepared in accord-
ance with the instructions contained
thereon and shall show the following
information:

(1) The name and address of the tax-
payer,

(2) The amounts of each type of in-
come deferred under section 452,

(3) The amount of the addition to
each reserve deducted under section
462,

(4) The taxable income and the tax li-
ability of the taxpayer computed with
the application of sections 452 and 462,

(5) The taxable income and the tax li-
ability of the taxpayer computed with-
out the application of sections 452 and
462,

§ 1.9000-5

(6) The details of the recomputation
of taxable income and tax liability, in-
cluding any changes in other items of
income, deductions, and credits result-
ing from the repeal of sections 452 and
462, and

(7)) If self-employment tax is in-
creased, the computations and infor-
mation required on page 3 of Schedule
C, Form 1040.

(b) Procedure for recomputing tax liabil-
ity. In determining the taxable income
and the tax liability computed without
the application of sections 452 and 462,
such items as vacation pay and prepaid
subscription income shall be reported
under the law and regulations applica-
ble to the taxable year as if such sec-
tions had not been enacted. The tax li-
ability for the year shall be recom-
puted by restoring to taxable income
the amount of income deferred under
section 452 and the amount of the de-
duction taken under section 462. Other
deductions or credits affected by such
changes in taxable income shall be ad-
justed. For example, if the deduction
for contributions allowed for the tax-
able year was limited under section
170(b), the amount of such deduction
shall be recomputed, giving effect to
the increase in adjusted gross income
or taxable income, as the case may be,
by reason of the adjustments required
by the repeal of sections 452 and 462.

§1.9000-5 Effect of filing statement.

(a) Years other than years affected by a
net operating loss carryback. If the tax-
payer files a timely statement in ac-
cordance with the provisions of §1.9000—
3, the amount of the increase in tax
shown on such statement for a taxable
year shall, except as provided in para-
graph (b) of this section, be considered
for all purposes of the Code, as tax
shown on the return for such year. In
general, such increase shall be assessed
and collected in the same manner as if
it had been tax shown on the return as
originally filed. The provisions of this
paragraph may be illustrated by the
following example:

Example. A taxpayer filed his return show-
ing a tax liability computed under the meth-
ods of accounting provided by sections 452
and 462 as $1,000 and filed the statement in
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accordance with §1.9000-3 showing an in-
crease in tax liability of $200. The tax com-
puted as though sections 452 and 462 had not
been enacted is $1,200, and the difference of
$200 is the increase in the tax attributable to
the repeal of sections 452 and 462. This in-
crease is considered to be tax shown on the
return for such taxable year. Additions to
the tax for fraud or negligence under section
6653 will be determined by reference to $1,200
(that is, $1,000 plus $200) as the tax shown on
the return.

(b) Years affected by a net operating
loss carryback. In the case of a year
which is affected by a net operating
loss carryback from a year to which an
election under section 452 or 462 ap-
plies, that portion of the amount of in-
crease in tax shown on the statement
for the year to which the loss is carried
back which is attributable to a de-
crease in such net operating loss shall
not be treated as tax shown on the re-
turn.

§1.9000-6 Provisions for the waiver of
interest.

(a) In general. If the statement is
filed in accordance with §1.9000-3 and if
that portion of the increase in tax
which is due before December 15, 1955
(without regard to any extension of
time for payment and without regard
to the provisions of §§1.9000-2 to 1.9000—
8, inclusive), is paid in full on or before
such date, then no interest shall be due
with respect to that amount. The pro-
visions of this paragraph may be illus-
trated by the following example:

Example. Corporation M’s return for the
calendar year 1954 was filed on March 15,
1955, and the tax liability shown thereon was
paid in equal installments on March 15, 1955,
and June 15, 1955. M filed a statement on De-
cember 15, 1955, showing the increase in its
tax liability resulting from the repeal of sec-
tions 452 and 462 and paid at that time the
increase in tax shown thereon. No interest
will be imposed with respect to the amount
of such payment.

Interest shall be computed under the
applicable provisions of the internal
revenue laws on any portion of the in-
crease in tax shown on the statement
which is due after December 15, 1955,
and which is not paid when due.

(b) Limitation on application of waiver.
The provisions of paragraph (a) of this
section shall not apply to any portion
of the increase in tax shown on the
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statement if such increase reflects an
amount in excess of that attributable
solely to the repeal of sections 452 and
462, i. e., is attributable in whole or in
part to excessive or unwarranted defer-
rals or accruals under section 452 or
462, as the case may be, in computing
the tax liability with the application of
such sections. Notwithstanding the
preceding sentence, paragraph (a) of
this section shall be applicable if the
taxpayer can show that the tax liabil-
ity as computed with the application of
sections 452 and 462 is based upon a rea-
sonable interpretation and application
of such sections as they existed prior
to repeal. If the taxpayer complied
with the provisions of the regulations
under sections 452 and 462 in computing
the tax liability with the application of
such sections, he will be regarded as
having reasonably interpreted and ap-
plied sections 452 and 462. In this re-
gard, it is not essential that the tax-
payer submit with his return the de-
tailed information required by such
regulations in support of the deduction
claimed under section 462, but such in-
formation shall be supplied at the re-
quest of the Commissioner.

(c) Interest for periods prior to June 16,
1955. No interest shall be imposed with
respect to any increase in tax resulting
solely from the repeal of sections 452
and 462 for any period prior to June 16,
1955 (the day after the date of the en-
actment of the Act of June 15, 1955).
The preceding sentence does not apply
to that part of any increase in tax
which is due to the improper applica-
tion of sections 452 and 462. The provi-
sions of this paragraph shall not apply
to interest imposed under section 3779
of the Internal Revenue Code of 1939.
(See paragraph (d) of this section.)

(d) Amounts deferred by corporations
expecting carrybacks. Interest shall be
imposed at the rate of 6 percent on so
much of the amount of tax deferred
under section 3779 of the Internal Rev-
enue Code of 1939 as is not satisfied
within the meaning of section 3779(i)(1),
notwithstanding the fact that a greater
amount would have been satisfied, had
sections 452 and 462 not been repealed.
Interest will be imposed at such rate
until the amount not so satisfied is
paid.
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§1.9000-7 Provisions for estimated tax.

(a) Additions to tax under section 294(d)
of the Internal Revenue Code of 1939. Any
addition to the tax under section 294(d)
(relating to estimated tax) of the Inter-
nal Revenue Code of 1939 shall be com-
puted as if the tax for the year for
which the estimate was made were
computed with sections 452 and 462 still
applicable to such taxable year. For
the purpose of the preceding sentence,
it is not necessary for the taxpayer ac-
tually to have made an election under
section 452 or 462; it is only necessary
for the taxpayer to have taken such
sections into account in estimating its
tax liability for the year. Thus, if in
determining the amount of estimated
tax, the taxpayer computed his esti-
mated tax liability by applying those
sections, that portion of any additions
to tax under section 294(d) resulting
from the repeal of sections 452 and 462
shall be disregarded.

(b) Additions to tax under section 6654.
In the case of an underpayment of esti-
mated tax, any additions to the tax
under section 6654, with respect to in-
stallments due before December 15,
1955, shall be computed without regard
to any increase in tax resulting from
the repeal of sections 4562 and 462. Any
additions to the tax with respect to in-
stallments due on or after December 15,
1955, shall be imposed in accordance
with the applicable provisions of the
Code, and as though sections 452 and
462 had not been enacted. Thus, a tax-
payer whose declaration of estimated
tax was based upon an estimate of his
taxable income for the year of the esti-
mate which was determined by taking
sections 452 and 462 into account, must
file an amended declaration on or be-
fore the due date of the next install-
ment of estimated tax due on or after
December 15, 1955. Such amended dec-
laration shall reflect an estimate of the
tax without the application of such
sections. If the taxpayer bases his esti-
mate on the tax for the preceding tax-
able year under section 6654(d)(1)(A), an
amended declaration must be filed on
or before the due date of the next in-
stallment due on or after December 15,
1955, if the tax for the preceding tax-
able year is increased as the result of
the repeal of sections 452 and 462. Simi-
larly, if the taxpayer bases his esti-

§ 1.9000-8

mate on the tax computed under sec-
tion 66564(d)(1)(B), he must file an
amended declaration on or before the
due date of the next installment due on
or after December 15, 1955, taking into
account the repeal of sections 452 and
462 with respect to the preceding tax-
able year. Any increase in estimated
tax shown on an amended declaration
filed in accordance with this paragraph
must be paid in accordance with sec-
tion 6153(c).

(c) Estimated tax of corporations. Cor-
porations required to file a declaration
of estimated tax under section 6016 for
taxable years ending on and after De-
cember 31, 1955, shall estimate their
tax liability for such year as if sections
452 and 462 had not been enacted. Thus,
if the corporation bases its estimated
tax liability under section 6655(d) (1) or
(2) on its operations for the preceding
taxable year, the effect of the repeal of
sections 452 and 462 with respect to
such year must be taken into account.

§1.9000-8 Extension of time for mak-
ing certain payments.

(a) Time for payment specified in Code.
(1) If the treatment of any payment
(including its allowance as a deduction
or otherwise) is dependent upon the
making of a payment within a period of
time specified in the Code the period
within which the payment is to be
made is extended where the amount to
be paid is increased by reason of the re-
peal of sections 452 and 462: Provided,
That:

(i) The taxpayer, because of a pre-ex-
isting obligation, is required to make a
payment or an additional payment to
another person by reason of such re-
peal;

(ii) The deductibility of the payment
or additional payment is contingent
upon its being made within a period
prescribed by the Code, which period
expires after the close of the taxable
year; and

(iii) The payment or additional pay-
ment is made on or before December 15,
1955.

If the foregoing conditions are met, the
payment or additional payment will be
treated as having been made within the
time specified in the Code, and, subject
to any other conditions in the Code, it
shall be deductible for the year to
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which it relates. The provision of this
paragraph may be illustrated by the
following examples:

Example 1. Section 267 (relating to losses,
expenses and interest between related tax-
payers) applies to amounts accrued by tax-
payer A for salary payable to B. For the cal-
endar year 1954, A is obligated to pay B a sal-
ary equal to 5 percent of A’s taxable income
for the taxable year. The amount accrued as
salary payable to B for 1954 is $5,000 with the
taxable income reflecting the application of
section 462. As a result of the repeal of sec-
tion 462 the salary payable to B for 1954 is in-
creased to $6,000. The additional $1,000 is paid
to B on December 15, 1955. In recomputing
A’s tax liability for 1954 the additional de-
duction of $1,000 for salary payable to B will
be treated as having been made within two
and one-half months after the close of the
taxable year and will be deductible in that
year.

Example 2. On March 1, 1955, Corporation X,
a calendar year taxpayer using the accrual
method of accounting, makes a payment de-
scribed in section 404(a)(6) (relating to con-
tributions to an employees’ trust) of $10,000
which is accrued for 1954 and is determined
on the basis of the amount of taxable income
for that year. The taxpayer filed its return
on March 15, 1955. By reason of the repeal of
section 462, X’s taxable income is increased
so that it is required to make an additional
contribution of $2,000 to the employees’
trust. The additional payment is made on
December 15, 1955. For purposes of recom-
puting X’s tax liability for 1954, this addi-
tional payment is deemed to have been made
on the last day of 1954.

(2) The time for inclusion in the tax-
able income of the payee of any addi-
tional payment of the type described in
subparagraph (1) of this paragraph,
shall be determined without regard to
section 4(c)(3) of the Act of June 15,
1955, and §§1.9000-2 to 1.9000-8, inclu-
sive.

(b) Dividends paid under section 561.
under section 4(c)(4) of the Act of June
15, 1955, the period during which dis-
tributions may be recognized as divi-
dends paid under section 561 for a tax-
able year to which section 452 or 462
apply may be extended under the con-
ditions set forth below.

(1) Accumulated earnings taxr or per-
sonal holding company tar. In the case
of the accumulated earnings tax or the
personal holding company tax, if:

(i) The income of a corporation is in-
creased for a taxable year by reason of
the repeal of sections 452 and 462 so
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that it would become liable for the tax
(or an increase in the tax) imposed on
accumulated earnings or personal hold-
ing companies unless additional divi-
dends are distributed;

(ii) The corporation distributes divi-
dends to its stockholders after the 15th
day of the 3d month following the close
of its taxable year and on or before De-
cember 15, 1955, which dividends are at-
tributable to an increase in its accu-
mulated taxable income or undistrib-
uted personal holding company income,
as the case may be, resulting from the
repeal of sections 452 and 462, and

(iii) The corporation elects in its
statement, submitted under §1.9000-3,
to have the provisions of section 4(c)(4)
of the Act of June 15, 1955, apply:

Then such dividends shall be treated as
having been paid on the last day of the
taxable year to which the statement
applies.

(2) Regulated investment companies. In
the case of a regulated investment
company taxable under section 852, if:

(i) The taxable income of the regu-
lated investment company is increased
by reason of the repeal of sections 452
and 462 (without regard to any deduc-
tion for dividends paid as provided for
in this subparagraph);

(ii) The company distributes divi-
dends to its stockholders after the 156th
day of the 3d month following the close
of its taxable year and on or before De-
cember 15, 1955, which dividends are at-
tributable to an increase in its invest-
ment company income resulting from
the repeal of sections 452 and 462; and

(iii) The company elects in its state-
ment, submitted under §1.9000-3, to
have the provisions of section 4(c)(4) of
the Act of June 15, 1955, apply:

then such dividends are to be treated
as having been paid on the last day of
the taxable year to which the state-
ment applies. The dividends paid are to
be determined under this subparagraph
without regard to the provisions of sec-
tion 855.

(3) Related provisions. An election
made under subparagraph (1) or (2) of
this paragraph is irrevocable. The time
for inclusion in the taxable income of
the distributees of any distributions of
the type described in subparagraph (1)
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or (2) of this paragraph shall be deter-
mined without regard to section 4(c)(4)
of the Act of June 15, 1955, and §§1.9000—
2 to 1.9000-8, inclusive.

RETIREMENT-STRAIGHT LINE
ADJUSTMENT ACT OF 1958

SOURCE: Sections 1.9001 through 1.9001-4
contained in T.D. 6500, 26 FR 12158, Nov. 26,
1960, unless otherwise noted.

§1.9001 Statutory provisions; Retire-
ment-Straight Line Adjustment Act
of 1958.

Section 94 of the Technical Amend-
ments Act of 1958 (72 Stat. 1669) pro-
vides as follows:

SEC. 94. Change from retirement to straight
line method of computing depreciation in cer-
tain cases—(a) Short title. This section may be
cited as the ‘“‘Retirement-Straight Line Ad-
justment Act of 1958,

(b) Making of election. Any taxpayer who
held retirement-straight line property on his
1956 adjustment date may elect to have this
section apply. Such an election shall be
made at such time and in such manner as the
Secretary shall prescribe. Any election under
this section shall be irrevocable and shall
apply to all retirement-straight line prop-
erty as hereinafter provided in this section
(including such property for periods when
held by predecessors of the taxpayer).

(c) Retirement-straight line property defined.
For purposes of this section, the term ‘‘re-
tirement-straight line property’ means any
property of a kind or class with respect to
which the taxpayer or a predecessor (under
the terms and conditions prescribed for him
by the Commissioner) for any taxable year
beginning after December 31, 1940, and before
January 1, 1956, changed from the retirement
to the straight line method of computing the
allowance of deductions for depreciation.

(d) Basis adjustments as of 1956 adjustment
date. If the taxpayer has made an election
under this section, then in determining the
adjusted basis on his 1956 adjustment date of
all retirement-straight line property held by
the taxpayer, in lieu of the adjustments for
depreciation provided in section 1016(a) (2)
and (3) of the Internal Revenue Code of 1954,
the following adjustments shall be made (ef-
fective as of his 1956 adjustment date) in re-
spect of all periods before the 1956 adjust-
ment date:

(1) Depreciation sustained before March 1,
1913. For depreciation sustained before
March 1, 1913, on retirement-straight line
property held by the taxpayer or a prede-
cessor on such date for which cost was or is
claimed as basis and which either:

(A) Retired before changeover. Was retired
by the taxpayer or a predecessor before the

§1.9001

changeover date, but only if (i) a deduction
was allowed in computing net income by rea-
son of such retirement, and (ii) such deduc-
tion was computed on the basis of cost with-
out adjustment for depreciation sustained
before March 1, 1913. In the case of any such
property retired during any taxable year be-
ginning after December 31, 1929, the adjust-
ment under this subparagraph shall not ex-
ceed that portion of the amount attributable
to depreciation sustained before March 1,
1913, which resulted (by reason of the deduc-
tion so allowed) in a reduction in taxes under
the Internal Revenue Code of 1954 or prior in-
come, war-profits, or excess-profits tax laws.

(B) Held on changeover date. Was held by
the taxpayer or a predecessor on the change-
over date. This subparagraph shall not apply
to property to which paragraph (2) applies.

The adjustment determined under this para-
graph shall be allocated (in the manner pre-
scribed by the Secretary) among all retire-
ment-straight line property held by the tax-
payer on his 1956 adjustment date.

(2) Property disposed of after changeover and
before 1956 adjustment date. For that portion
of the reserve prescribed by the Commis-
sioner in connection with the changeover
which was applicable to property:

(A) Sold, or

(B) With respect to which a deduction was
allowed for Federal income tax purposes by
reason of casualty or ‘‘abnormal’’ retirement
in the nature of special obsolescence, if such
sale occurred in, or such deduction was al-
lowed for, a period on or after the change-
over date and before the taxpayer’s 1956 ad-
justment date.

(3) Depreciation allowable from changeover to
1956 adjustment date. For depreciation allow-
able, under the terms and conditions pre-
scribed by the Commissioner in connection
with the changeover, for all periods on and
after the changeover date and before the tax-
payer’s 1956 adjustment date.

This subsection shall apply only with respect
to taxable years beginning after December
31, 1955.

(e) Effect on period from changeover to 1956
adjustment date. If the taxpayer has made an
election under this section, then in deter-
mining the adjusted basis of any retirement-
straight line property as of any time on or
after the changeover date and before the tax-
payer’s 1956 adjustment date, in lieu of the
adjustments for depreciation provided in sec-
tion 1016(a) (2) and (3) of the Internal Rev-
enue Code of 1954 and the corresponding pro-
visions of prior revenue laws, the following
adjustments shall be made:

(1) For prescribed reserve. For the amount of
the reserve prescribed by the Commissioner
in connection with the changeover.
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(2) For allowable depreciation. For the depre-
ciation allowable under the terms and condi-
tions prescribed by the Commissioner in con-
nection with the changeover.

This subsection shall not apply in deter-
mining adjusted basis for purposes of section
437(c) of the Internal Revenue Code of 1939.
This subsection shall apply only with respect
to taxable years beginning on or after the
changeover date and before the taxpayer’s
1956 adjustment date.

(f) Equity invested capital, etc. If an election
is made under this section, then (notwith-
standing the terms and conditions prescribed
by the Commissioner in connection with the
changeover):

(1) Equity invested capital. In determining
equity invested capital under sections 458
and 718 of the Internal Revenue Code of 1939,
accumulated earnings and profits as of the
changeover date, and as of the beginning of
each taxable year thereafter, shall be re-
duced by the depreciation sustained before
March 1, 1913, as computed under subsection
(D(D)(B); and

(2) Definition of equity capital. In deter-
mining the adjusted basis of assets for the
purpose of section 437(c) of the Internal Rev-
enue Code of 1939 (and in addition to any
other adjustments required by such Code),
the basis shall be reduced by depreciation
sustained before March 1, 1913 (as computed
under subsection (d)), together with any de-
preciation allowable under subsection (e)(2)
for any period before the year for which the
excess profits credit is being computed.

(g) Definitions. For purposes of this section:

(1) Depreciation. The term ‘‘depreciation’
means exhaustion, wear and tear, and obso-
lescence.

(2) Changeover. The term ‘‘changeover’
means a change from the retirement to the
straight line method of computing the allow-
ance of deductions for depreciation.

(3) Changeover date. The term ‘‘changeover
date’” means the first day of the first taxable
year for which the changeover was effective.

(4) 1956 adjustment date. The term ‘1956 ad-
justment date’” means, in the case of any
taxpayer, the first day of his first taxable
yvear beginning after December 31, 1955.

(5) Predecessor. The term ‘‘predecessor’
means any person from whom property of a
kind or class to which this section refers was
acquired, if the basis of such property is de-
termined by reference to its basis in the
hands of such person. Where a series of
transfers of property has occurred and where
in each instance the basis of the property
was determined by reference to its basis in
the hands of the prior holder, the term in-
cludes each such prior holder.

(6) The term ‘‘Secretary’” means the Sec-
retary of the Treasury or his delegate.

(7) The term ‘“‘Commissioner’” means the
Commissioner of Internal Revenue.
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§1.9001-1 Change from retirement to
straight-line method of computing
depreciation.

(a) In general. The Retirement-
Straight Line Adjustment Act of 1958
(72 Stat. 1669), which is contained in
section 94 of the Technical Amend-
ments Act of 1958, approved September
2, 1958, provides various adjustments to
be made by certain railroads which
changed from the retirement to the
straight-line method of computing the
allowance of deductions for the depre-
ciation of those roadway assets which
are defined in this section as retire-
ment-straight line property. The ad-
justments are available to all eligible
taxpayers who make an irrevocable
election to have the provisions of the
Retirement-Straight Line Adjustment
Act of 1958 apply. This election shall be
made at the time and in the manner
prescribed by this section. If an elec-
tion is made in accordance with this
section, then the provisions of the Act
and of §§1.9001 to 1.9001-4, inclusive,
shall apply. An election made in ac-
cordance with this section shall not be
considered a change in accounting
method for purposes of section 481 of
the Code.

(b) Making of election. (1) Subsection
(b) of the Act provides that any tax-
payer who held retirement-straight
line property on its 1956 adjustment
date may elect to have the provisions
of the Act apply. The election shall be
irrevocable and shall apply to all re-
tirement-straight line property, in-
cluding such property for periods when
held by predecessors of the taxpayer.

(2) An election may be made in ac-
cordance with the provisions of this
section even though the taxpayer has,
at the time of election, litigated some
or all of the issues covered by the pro-
visions of the Act and has received
from the courts a determination which
is less favorable to the taxpayer than
the treatment provided by the Act.
Once an election has been made in ac-
cordance with the provisions of this
section, the taxpayer may not receive
the benefit of more favorable treat-
ment, as a result of litigation, than
that provided by the Act on the issues
involved.

(3) The election to have the provi-
sions of the Act apply shall be made by

680



Internal Revenue Service, Treasury

filing a statement to that effect, on or
before January 11, 1960, with the dis-
trict director for the internal revenue
district in which the taxpayer’s income
tax return for its first taxable year be-
ginning after December 31, 1955, was
filed. A copy of this statement shall be
filed with any amended return, or
claim for refund, made under the Act.

(c) Definitions. For purposes of the
Act and §§1.9001 to 1.9001-4, inclusive:

(1) The Act. The term the Act means
the Retirement-Straight Line Adjust-
ment Act of 1958, as contained in sec-
tion 94 of the Technical Amendments
Act of 1958 (72 Stat. 1669).

(2) Commissioner. The term Commis-
sioner means the Commissioner of In-
ternal Revenue.

(3) Retirement-straight line property.
The term retirement-straight line prop-
erty means any property of a kind or
class with respect to which the tax-
payer (or a predecessor of the taxpayer)
changed, pursuant to the terms and
conditions prescribed for it by the
Commissioner, from the retirement to
the straight-line method of computing
the allowance for any taxable year be-
ginning after December 31, 1940, and be-
fore January 1, 1956, of deductions for
depreciation. The term does not in-
clude any specific property which has
always been properly accounted for in
accordance with the straight-line
method of computing the depreciation
allowances or which, under the terms-
letter, was permitted or required to be
accounted for under the retirement
method.

(4) Depreciation. The term depreciation
means exhaustion, wear and tear, and
obsolescence.

(5) Predecessor. The term predecessor
means any person from whom property
of a kind or class to which the Act re-
fers was acquired, if the basis of such
property is determined by reference to
its basis in the hands of such person.
Where a series of transfers of property
has occurred and where in each in-
stance the basis of the property was de-
termined by reference to its basis in
the hands of the prior holder, the term
includes each such prior holder.

(6) Changeover. The term changeover
means a change from the retirement to
the straight-line method of computing

§1.9001-2

the allowance of deductions for depre-
ciation.

(7T) Changeover date. The term change-
over date means the first day of the
first taxable year for which the change-
over was effective.

(8) 1956 adjustment date. The term 1956
adjustment date means, in the case of
any taxpayer, the first day of its first
taxable year beginning after December
31, 1955.

(9) Terms-letter. The term terms-letter
means the terms and conditions pre-
scribed by the Commissioner in con-
nection with the changeover.

(10) Terms-letter reserve. The term
terms-letter reserve means the reserve
for depreciation prescribed by the Com-
missioner in connection with the
changeover.

(11) Depreciation sustained before
March 1, 1913. The term depreciation
sustained before March 1, 1913 may be
construed to mean, to the extent that
it is impossible to determine the actual
amount of such depreciation from the
books and records, that amount which
is obtained by (i) deducting the ‘‘cost
of reproduction new less depreciation”
from the ‘‘cost of reproduction new’’,
as ascertained as of the valuation date
by the Interstate Commerce Commis-
sion under the provisions of section 19a
of part I of the Interstate Commerce
Act (49 U.S.C. 19a), and then (ii) mak-
ing such retroactive adjustments to
the remainder as are required, in the
opinion of the Commissioner of Inter-
nal Revenue, to properly reflect the de-
preciation sustained before March 1,
1913. For this purpose, any retirement-
straight line property held on March 1,
1913, and retired on or before the valu-
ation date shall be taken into account.

§1.9001-2 Basis adjustments for tax-
able years beginning on or after
1956 adjustment date.

(a) In general. Subsection (d) of the
Act provides the basis adjustments re-
quired to be made by the taxpayer as of
the 1956 adjustment date in respect of
all periods before that date in order to
determine the adjusted basis of all re-
tirement-straight line property held by
the taxpayer on that date. This ad-
justed basis on the 1956 adjustment
date shall be used by the taxpayer for
all purposes of the Code for any taxable
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year beginning after December 31, 1955.
In order to arrive at the adjusted basis
on the 1956 adjustment date, the tax-
payer shall start with the unadjusted
basis of all retirement-straight Iline
property held on the changeover date
by the taxpayer or a predecessor and
shall, with respect to both the asset
and reserve accounts, (1) make the ad-
justments prescribed by this section
and subsection (d) of the Act and (2)
also make those adjustments required,
in accordance with the method of ac-
counting regularly used, for those addi-
tions, retirements, and other disposi-
tions of property which occurred on or
after the changeover date and before
the taxpayer’s 1956 adjustment date.
For an illustration of adjustments re-
quired in accordance with the method
of accounting regularly used, see para-
graph (e)(3) of this section. The adjust-
ments required by subsection (d) of the
Act shall be made in lieu of the adjust-
ments for depreciation otherwise re-
quired by section 1016(a) (2) and (3) of
the Code. The adjustments required by
subsection (d) of the Act are set forth
in paragraphs (b), (¢), and (d) of this
section.

(b) Adjustment for depreciation sus-
tained before March 1, 1913—(1) In gen-
eral. Subsection (d)(1) of the Act re-
quires an adjustment to be made as of
the 1956 adjustment date for deprecia-
tion sustained before March 1, 1913, on
all retirement-straight line property
held on March 1, 1913, by the taxpayer
or a predecessor for which cost was or
is claimed as basis and which was ei-
ther (i) retired before the changeover
date by the taxpayer or a predecessor
or (ii) held on the changeover date by
the taxpayer or a predecessor. This ad-
justment for depreciation sustained be-
fore March 1, 1913, shall be made in ac-
cordance with the conditions and limi-
tations described in subparagraphs (2)
and (3) of this paragraph and shall be
allocated, in the manner prescribed in
subparagraph (4) of this paragraph,
among all retirement-straight line
property held by the taxpayer on its
1956 adjustment date. The term ‘‘cost”’,
when used in this paragraph with ref-
erence to the basis of property, shall be
construed to mean the amount paid for
the property or, if that amount could
not be determined, then such other
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amount as was accepted by the Com-
missioner as ‘‘cost’ for basis purposes.

(2) Depreciation sustained on property
retired before the changeover date. Pursu-
ant to subsection (d)(1)(A) of the Act,
an adjustment to the basis of retire-
ment-straight line property held by the
taxpayer on its 1956 adjustment date
shall be made as of that date for depre-
ciation sustained before March 1, 1913,
on all retirement-straight line prop-
erty held on March 1, 1913, by the tax-
payer or a predecessor for which cost
was claimed as the basis and which was
retired before the changeover date by
the taxpayer or a predecessor, except
that:

(i) The adjustment shall be made
only if a deduction was allowed in com-
puting net income by reason of the re-
tirement and the deduction so allowed
was computed on the basis of the cost
of the property unadjusted for depre-
ciation sustained before March 1, 1913,
and

(ii) In the case of any such property
retired during any taxable year begin-
ning after December 31, 1929, the ad-
justment shall not exceed that portion
of the amount attributable to deprecia-
tion sustained before March 1, 1913,
which resulted, by reason of the deduc-
tion so allowed, in a reduction of taxes
under the Code or under prior income,
war-profits or excess-profits tax laws.

(3) Depreciation sustained on property
held on the changeover date. Pursuant to
subsection (d)(1)(B) of the Act, an ad-
justment to the basis of retirement-
straight line property held by the tax-
payer on its 1956 adjustment date shall
be made as of that date for deprecia-
tion sustained before March 1, 1913, on
all retirement-straight line property
held on March 1, 1913, by the taxpayer
or a predecessor for which cost was or
is claimed as basis and which was held
on the changeover date by the taxpayer
or a predecessor. This subparagraph
shall not apply, however, to any such
property which (i) was disposed of on or
after the changeover date by reason of
sale, casualty, or abnormal retirement
in the nature of special obsolescence,
and (ii) is property to which paragraph
(c) of this section and subsection (d)(2)
of the Act apply.

(4) Manner of allocating adjustment.
Pursuant to subsection (d)(1) of the
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Act, the amount of the adjustment re-
quired under this paragraph for depre-
ciation sustained before March 1, 1913,
which is attributable to a particular
kind or class of retirement-straight
line property held by the taxpayer on
its 1956 adjustment date shall be made
with respect to that kind or class of
such property. If the adjustment re-
quired under this paragraph for depre-
ciation sustained before March 1, 1913,
is attributable to retirement-straight
property of a particular kind or class
no longer held by the taxpayer on its
1956 adjustment date, then the part of
the adjustment to be allocated to any
retirement-straight line property held
by the taxpayer on its 1956 adjustment
date shall be that amount which bears
the same ratio to the adjustment as
the unadjusted basis of the property so
held bears to the entire unadjusted
basis of all retirement-straight line
property held by the taxpayer on its
1956 adjustment date.

(c) Adjustment for part of terms-letter
reserve applicable to property disposed of
on or after changeover date and before
1956 adjustment date. Pursuant to sub-
section (d)(2) of the Act, an adjustment
to the basis of retirement-straight line
property held by the taxpayer on its
1956 adjustment date shall be made as
of that date for that part of the terms-
letter reserve which was applicable to
any retirement-straight line property
disposed of by sale, casualty, or abnor-
mal retirement in the nature of special
obsolescence, but only if the sale oc-
curred in, or a deduction by reason of
such casualty or abnormal retirement
was allowed for Federal income-tax
purposes for a period on or after the
changeover date and before the tax-
payer’s 1956 adjustment date. This
paragraph shall apply even though, in
computing the adjusted basis of the
property for purposes of determining
gain or loss on the sale, casualty, or
abnormal retirement, the basis of the
retirement-straight line property was
not reduced by the part of the terms-
letter reserve applicable to the prop-
erty. If necessary, the adjustment re-
quired by this paragraph shall be allo-
cated, in the manner prescribed in
paragraph (b)(4) of this section, among
all retirement-straight line property

§1.9001-2

held by the taxpayer on its 1956 adjust-
ment date.

(d) Adjustment for depreciation allow-
able under the terms-letter for periods on
and after the changeover date and before
the 1956 adjustment date. Pursuant to
subsection (d)(3) of the Act, an adjust-
ment to the basis of retirement-
straight line property held by the tax-
payer on its 1956 adjustment date shall
be made as of that date for the entire
amount of depreciation allowable
under the terms-letter for all periods
on and after the changeover date and
before the taxpayer’s 1956 adjustment
date. This adjustment shall include all
such depreciation allowable with re-
spect to any retirement-straight line
property which was disposed of on or
after the changeover date and before
the 1956 adjustment date.

(e) Illustration of basis adjustments re-
quired for taxable years beginning on or
after the 1956 adjustment date. The appli-
cation of this section may be illus-
trated by the following example, which
is based upon the assumption that mul-
tiple asset accounts are used:

Example. (1) Assume that on its changeover
date, January 1, 1943, the taxpayer or its
predecessor held retirement-straight line
property with an unadjusted cost basis of
$10,000. The terms-letter reserve established
as of January 1, 1943, with respect to such
property was $3,000. Depreciation sustained
before March 1, 1913, on retirement-straight
line property held on that date by the tax-
payer or its predecessor, for which cost was
or is claimed as basis, amounts to $800. Of
this total depreciation sustained before
March 1, 1913, $200 is attributable to retire-
ment-straight line property retired before
January 1, 1943, under circumstances requir-
ing the adjustment under paragraph (b)(2) of
this section, and $600 is attributable to re-
tirement-straight line property held on Jan-
uary 1, 1943, by the taxpayer or its prede-
cessor. On December 31, 1954, retirement-
straight line property costing $1,5600 was per-
manently retired under circumstances giving
rise to an abnormal retirement in the nature
of special obsolescence. The terms-letter re-
serve applicable to this retired property was
$450, of which $120 represents depreciation
sustained before March 1, 1913. On December
31, 1954, retirement-straight line property
costing $1,000 was also permanently retired
under circumstances giving rise to a normal
retirement. None of the property retired on
December 31, 1954, had any market or salvage
value on that date. Depreciation allowable
under the terms-letter on retirement-
straight line property for all periods on and
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after January 1, 1943, and before January 1,
1956 (the taxpayer’s 1956 adjustment date),
amounts to $2,155, of which $345 is applicable
to the property retired as an abnormal re-
tirement.

(2) The reserve for depreciation as of Janu-
ary 1, 1956, contains a credit balance of
$3,360, determined as follows but without re-
gard to the Act:

(i) Credits to reserve:
Terms-letter reserve as of January 1, 1943
Depreciation allowable under terms-letter
from January 1, 1943, to December 31,
1955 ...

$3,000

2,155

Balance .....
(i) Charges to reserve:

Part of terms-letter reserve
applicable to property ab-
normally retired ..........cccc....

Depreciation  applicable to
property abnormally retired
and allowable from January
1, 1943, to December 31,
1954 e 345

Adjustment for normal retire-
ment ...

5,155

$450

1,000

$1,795

(iii) Balance as of January 1, 1956 ..................... 3,360

(3) The adjusted basis on January 1, 1956, of
the retirement-straight line property held by
the taxpayer on that date is $6,010, deter-
mined as follows and in accordance with this
section:

(i) Asset account:
Unadijusted cost on January 1, 1943 ........... $10,000
Less:
Adjustment for abnormal
retirement ........coeeeeen. $1,500
Adjustment for normal re-
tirement ........cccooein 1,000

2,500

Balance as of January 1, 1956 ...........cccoc.c. 7,500
(i) Credits to reserve for depreciation:
Depreciation sustained before March 1,
1913, on—
Property retired before January 1,
1943 Lo 200
Property held on Jan-
uary 1, 1943 .......
Less part of such de-
preciation sus-
tained on property
abnormally retired
on December 31,
1954 s 120

Part of terms-letter reserve applicable to
property abnormally retired on December
31, 1954 (including $120 depreciation
sustained before March 1, 1913) .............. 450

Depreciation allowable under terms-letter
from January 1, 1943, to December 31,

1955 ... 2,155

Total Credits ........ccccceeviviiiiiiice 3,285
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(iii) Charges to reserve for depreciation:
Part of terms-letter reserve applicable to
property abnormally retired ..............ccce.. 450
Depreciation applicable to property abnor-
mally retired and allowable from January

1, 1943, to December 31, 1954 .. 345
Adjustment for normal retirement ... 1,000
Total charges .....cccceceveveneecennens 1,795

(iv) Balance in reserve for depreciation:
Total credits 3,285
Total charges 1,795
Balance as of January 1, 1956 ...... 1,490

(v) Adjusted basis of property:

Balance in asset account 7,500
Balance in reserve for depreciation .. 1,490
Adjusted basis as of January 1, 1956 .. 6,010

(4) The following adjustments to the re-
serve determined under subparagraph (2) of
this paragraph may be made in order to ar-
rive at the reserve determined under sub-
paragraph (3)(iv) of this paragraph:

(i) Credit balance in reserve, as determined
under subparagraph (2) of this paragraph ....... $3,360
(i) Credit adjustments:
Depreciation sustained before
March 1, 1913, on—
Property retired before
January 1, 1943 .........
Property held on January
1,1943 (s 480
Part of terms-letter reserve
applicable to property ab-
normally retired on Decem-

ber 31, 1954 ......coocvvveennn. 450
1,130
Balance ......c.ccoceeviieieeiiieeieeiees 4,490
(iii) Debit adjustment:
Terms-letter reserve as of January 1, 1943 3,000
(iv) Credit Balance in reserve, as determined
under subparagraph (3)(iv) of this paragraph .. 1,490

(5) The $6,010 adjusted basis as of January
1, 1956, of the retirement-straight line prop-
erty held by the taxpayer on that date is to
be recovered over the estimated remaining
useful life of that property. The remaining
useful life of the property will be reviewed
regularly, and appropriate adjustments in
the rates will be made as necessary in order
to spread the remaining cost less estimated
salvage over the estimated remaining useful
life of the property. See §1.167(a)-1.

§1.9001-3 Basis adjustments for tax-
able years between changeover
date and 1956 adjustment date.

(a) In general. (1) Subsection (e) of the
Act provides the adjustments required
to be made in determining the adjusted
basis of any retirement-straight line
property as of any time on or after the
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changeover date and before the tax-
payer’s 1956 adjustment date. This ad-
justed basis shall be used for all pur-
poses of the Internal Revenue Code of
1939 and the Internal Revenue Code of
1954 for taxable years beginning on or
after the changeover date and before
the taxpayer’s 1956 adjustment date,
except as provided in subparagraph (4)
of this paragraph. The adjustments so
required, which are set forth in para-
graphs (b) and (c) of this section, shall
not be used in determining the ad-
justed basis of property for taxable
yvears beginning before the changeover
date or on or after the taxpayer’s 1956
adjustment date.

(2) In order to arrive at the adjusted
basis as of any specific date occurring
on or after the changeover date and be-
fore the 1956 adjustment date, the tax-
payer shall start with the unadjusted
basis of all retirement-straight Iline
property held on the changeover date
by the taxpayer or its predecessor and
shall, as of that specific date and with
respect to both the asset and reserve
accounts, (i) make the adjustments
prescribed by this section and sub-
section (e) of the Act and (ii) also make
those adjustments required, in accord-
ance with the method of accounting
regularly used, for additions, retire-
ments, and other dispositions of prop-
erty. For an illustration of adjust-
ments required in accordance with the
method of accounting regularly used,
see the example in paragraph (d) of this
section.

(3) The adjustments required by sub-
section (e) of the Act shall be made in
lieu of the adjustments for deprecia-
tion otherwise required by section
1016(a) (2) and (3) of the Code and by
the corresponding provisions of prior
revenue laws.

(4) Although this section, and sub-
section (e) of the Act, shall apply in de-
termining the excess-profits tax, they
shall not apply in determining adjusted
basis for the purpose of computing eq-
uity capital for any day under section
437(c) (relating to the Excess Profits
Tax Act of 1950) (64 Stat. 1137) of the In-
ternal Revenue Code of 1939. For the
adjustments to be made in computing
equity capital under such section, see
paragraph (c¢) of §1.9001-4.

§1.9001-3

(b) Adjustment for terms-letter reserve.
Pursuant to subsection (e)(1) of the
Act, the basis of any retirement-
straight line property shall be ad-
justed, as of any specific applicable
date occurring on or after the change-
over date and before the 1956 adjust-
ment date, for the amount of the
terms-letter reserve applicable to such
property.

(c) Adjustment for depreciation allow-
able under the terms-letter. Pursuant to
subsection (e)(2) of the Act, the basis of
any retirement-straight line property
shall be adjusted, as of any specific ap-
plicable date occurring on or after the
changeover date and before the 1956 ad-
justment date, for depreciation appli-
cable to such property and allowable
under the terms-letter.

(d) Ilustration of basis adjustments re-
quired for taxable years beginning on or
after the changeover date and before the
1956 adjustment date. The application of
this section may be illustrated by the
following example, which is based upon
the assumption that multiple asset ac-
counts are used:

Example. (1) The facts are assumed to be
the same as those in the example under para-
graph (e) of §1.9001-2, except that the ad-
justed basis of retirement-straight line prop-
erty is determined as of January 1, 1955, and
the depreciation allowable under the terms-
letter from the changeover date to December
31, 1954, is $2,100.

(2) The adjusted basis on January 1, 1955, of
the retirement-straight line property held by
the taxpayer on that date is $4,195, deter-
mined as follows and in accordance with this
section:

(i) Asset account:

Unadjusted cost on January 1, 1943 ......... $10,000
Less:
Adjustment for abnormal re-
tirement .......ccooeiiiiiiieennn. $1,500
Adjustment for normal retire-
mMent ... 1,000
2,500
Balance as of January 1, 1955 .... 7,500
(i) Credits to reserve for depreciation:
Entire terms-letter reserve as of January 1,
1943 o 3,000
Depreciation allowable under terms-letter
from January 1, 1943, to December 31,
1954 o 2,100
Total credits ........cccooeviriiiiiiine 5,100
(iii) Charges to reserve for depreciation:
Part of terms-letter reserve applicable to
property abnormally retired on Decem-
ber 31, 1954 ..o 450
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Depreciation applicable to property abnor-

mally retired and allowable from January
1, 1943, to December 31, 1954 .............. 345
Adjustment for normal retirement ........ 1,000

Total charges ........ccccceeivicinicnnne 1,795
(iv) Balance in reserve for depreciation:
Total credits .......... 5,100
Total charges 1,795
Balance as of January 1, 1955 .... 3,305
(v) Adjusted basis of property:
Balance in asset account .................... 7,500
Balance in reserve for depreciation .... 3,305
Adjusted basis as of January 1,
1955 it 4,195

§1.9001-4 Adjustments required in
computing excess-profits credit.

(a) In general. Subsection (f) of the
Act provides adjustments required to
be made in computing the excess-prof-
its credit for any taxable year under
the Excess Profits Tax Act of 1940 (54
Stat. 975) or under the Excess Profits
Tax Act of 1950 (64 Stat. 1137). These
adjustments are set forth in para-
graphs (b) and (c) of this section, and
they shall apply notwithstanding the
terms-letter.

(b) Equity invested capital. (1) Pursu-
ant to subsection (f)(1) of the Act, in
determining equity invested capital for
any day of any taxable year under sec-
tion 458 (relating to the Excess Profits
Tax Act of 1950) or section 718 (relating
to the Excess Profits Tax Act of 1940)
of the Internal Revenue Code of 1939,
the accumulated earnings and profits
as of the changeover date, and as of the
beginning of each taxable year there-
after, shall be reduced by the deprecia-
tion sustained before March 1, 1913, on
all retirement-straight line property
held on March 1, 1913, by the taxpayer
or a predecessor for which cost was or
is claimed as basis and which was held
on the changeover date by the taxpayer
or a predecessor.

(2) For the computation of accumu-
lated earnings and profits in deter-
mining equity invested capital, see 26
CFR (1941 Supp.) 30.718-2, as amended
by Treasury Decision 5299, approved
October 1, 1943, 8 FR 13451, C.B. 1943, 747
(Regulations 109); 26 CFR (1943 Cum.
Supp.) 35.718-2 (Regulations 112); and 26
CFR (1939) 41.458-4 (Regulations 130).

(¢) Equity capital. (1) Pursuant to sub-
section (f)(2) of the Act, in determining
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the adjusted basis of assets for the pur-
pose of computing equity capital for
any day under section 437(c) (relating
to the Excess Profits Tax Act of 1950)
of the Internal Revenue Code of 1939,
the basis of the assets which enter into
the computation shall also be reduced

by:
(i) Depreciation sustained before
March 1, 1913, on all retirement-

straight line property held on March 1,
1913, by the taxpayer or a predecessor
for which cost was or is claimed as
basis and which was:

(a) Retired before the changeover
date by the taxpayer or a predecessor,
or

(b) Held on the changeover date by
the taxpayer or a predecessor and also
held as of the beginning of the day for
which the equity capital is being deter-
mined; and

(ii) All depreciation applicable to the
assets which enter into the computa-
tion and allowable under the terms-let-
ter for all periods on and after the
changeover date and before the taxable
year for which the excess-profits credit
is being computed.

(2) The adjustment required to be
made by subparagraph (1)(i)(a) of this
paragraph as of the beginning of the
day for which the equity capital is
being determined shall be made in ac-
cordance with the conditions and limi-
tation described in paragraph (b)(2) of
§1.9001-2.

(3) For the determination of equity
capital under section 437(c) of the In-
ternal Revenue Code of 1939, see 26 CFR
(1939) 40.437-5 (Regulations 130).

DEALER RESERVE INCOME
ADJUSTMENT ACT OF 1960

§1.9002 Statutory provisions; Dealer
Reserve Income Adjustment Act of
1960 (74 Stat. 124).

SECTION 1. Short title. This Act may be cited
as the ‘‘Dealer Reserve Income Adjustment
Act of 1960”.

SEC. 2. Persons to whom this Act applies.
This Act shall apply to any person who, for
his most recent taxable year ending on or be-
fore June 22, 1959:

(1) Computed, or was required to compute,
taxable income under an accrual method of
accounting.

(2) Treated any dealer reserve income,
which should have been taken into account
(under the accrual method of accounting) for
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such taxable year, as accruable for a subse-
quent taxable year, and

(3) Before September 1, 1960, makes an elec-
tion under section 3(a) or 4(a) of this Act.

SEC. 3. Election to have section 481 apply—(a)
General rule. If:

(1) For the year of the change (determined
under subsection (b)), the treatment of deal-
er reserve income by any person to whom
this Act applies is changed to a method prop-
er under the accrual method of accounting
(whether or not such person initiated the
change),

(2) Such person makes an election under
this subsection, and

(3) Such person does not make the election
provided by section 4(a),

then, for purposes of section 481 of the Inter-
nal Revenue Code of 1954, the change de-
scribed in paragraph (1) shall be treated as a
change in method of accounting not initiated
by the taxpayer.

(b) Year of change, etc. In applying section
481 of the Internal Revenue Code of 1954 for
purposes of this section, the ‘‘year of the
change’ in the case of any person is:

(1) Except as provided in paragraph (2), the
first taxable year ending after June 22, 1959,
or

(2) The earliest taxable year (whether the
Internal Revenue Code of 1954 or the Internal
Revenue Code of 1939 applies to such year)
for which:

(A) On or before June 22, 1959:

(i) The Secretary of the Treasury or his
delegate issued a notice of deficiency, or a
written notice of a proposed deficiency, with
respect to dealer reserve income, or

(ii) Such person filed with the Secretary or
his delegate a claim for refund or credit with
respect to dealer reserve income, and

(B) The assessment of any deficiency, or
the refund or credit of any overpayment,
whichever is applicable, was not, on June 21,
1959, prevented by the operation of any law
or rule of law.

For purposes of this section, section 481 of
such Code shall be treated as applying to any
year of the change to which the Internal
Revenue Code of 1939 applies.

SEC. 4. Election to have section 481 not apply;
payment in installments—(a) General rule. If a
person to whom this Act applies makes an
election under this subsection, then for pur-
poses of Chapter 1 of the Internal Revenue
Code of 1954 (and the corresponding provi-
sions of prior law) a change in the treatment
of dealer reserve income to a method proper
under the accrual method of accounting
shall be treated as not a change in method of
accounting in respect of which section 481 of
the Internal Revenue Code of 1954 applies.
Any election under this subsection shall
apply to all taxable years ending on or before
June 22, 1959 (whether the provisions of the
Internal Revenue Code of 1954 or the cor-
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responding provisions of prior law apply), for
which the assessment of any deficiency, or
for which refund or credit of any overpay-
ment, whichever is applicable, was not, on
June 21, 1959, prevented by the operation of
any law or rule of law.

(b) Election to pay taxr in installments—(1)
Eligibility. If the net increase in tax (as de-
fined in paragraph (2)) which results solely
from the effect of the election provided by
subsection (a) exceeds $2,5600, then the tax-
payer may elect (at the time the election is
made under subsection (a)) to pay in two or
more (but not to exceed 10) equal annual in-
stallments any portion of such net increase
which (on the date of such election) is un-
paid.

(2) Net increase in tax defined. For purposes
of this section, the term ‘‘net increase in
tax’ means the amount (if any) by which:

(A) The sum of the increases in tax (includ-
ing interest) for all taxable years to which
the election applies and which is attrib-
utable to the election, exceeds

(B) The sum of the decreases in tax (includ-
ing interest) for all taxable years to which
the election applies and which is attrib-
utable to the election.

For purposes of this paragraph, interest for
the period before the date of the election
shall be computed as provided in Chapter 67
of the Internal Revenue Code of 1954 (or the
corresponding provisions of prior revenue
laws).

(c) Due date for installments. If an election
is made under subsection (b), the first in-
stallment shall be paid on or before the date
prescribed by section 6151(a) of the Internal
Revenue Code of 1954 for payment of the tax
for the taxable year in which the election
was made, and each succeeding installment
shall be paid on or before the date which is
one year after the date prescribed by this
subsection for payment of the preceding in-
stallment.

(d) Effect of subsequent redetermination of
tax—(1) Redetermination. If:

(A) The taxpayer makes an election under
subsection (b), and

(B) There is a redetermination of the tax-
payer’s tax for any taxable year to which the
election provided by subsection (a) applies,
then the net increase in tax (as defined in
subsection (b)(2) shall be redetermined.

(2) Effect of increase. If the redetermination
described in paragraph (1)(B) results in an in-
crease in the net increase in tax (as defined
in subsection (b)(2)), the resulting increase
shall be prorated to all the installments. The
part of such resulting increase so prorated to
any installment the date for payment of
which has not arrived shall be collected at
the same time as, and as a part of, such in-
stallment. The part of such resulting in-
crease so prorated to any installment the
date for payment of which has arrived shall
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be paid upon notice and demand from the
Secretary of the Treasury or his delegate.

(3) Effect of decrease. For treatment of a de-
crease in the net increase in tax as the result
of a redetermination described in paragraph
(1)(B), see section 6403 of the Internal Rev-
enue Code of 1954 (relating to overpayment of
installment).

(e) Suspension of interest—(1) In general. If
an election under subsection (a) applies and
there is a net increase in tax (as defined in
subsection (b)(2)), no interest shall be im-
posed on any underpayment (and no interest
shall be paid on any overpayment) attrib-
utable to such election for the period begin-
ning on the date of such election and ending
on the date prescribed by section 6151(a) of
the Internal Revenue Code of 1954 for pay-
ment of the tax for the taxable year in which
the election was made.

(2) No interest during installment period. If an
election under subsection (b) applies, no in-
terest shall be imposed for the period on or
after the date fixed for payment of the first
installment unless payment of unpaid in-
stallments is accelerated under subsection
) or (g).

(3) Interest where payment is accelerated. If
payment is accelerated under subsection (f)
or (g), interest determined in accordance
with the provisions of section 6601 of the In-
ternal Revenue Code of 1954 on the entire un-
paid tax shall be payable:

(A) If payment is accelerated under sub-
section (f), from the date of notice and de-
mand provided by such subsection to the
date such tax is paid, or

(B) If payment is accelerated under sub-
section (g), from the date fixed for paying
the unpaid installment to the date such tax
is paid.

(f) Termination of installment payment privi-
lege. The extension of time provided by this
section for payment of tax shall cease to
apply, and any unpaid installments shall be
paid upon notice and demand from the Sec-
retary of the Treasury or his delegate, if:

(1) In the case of a taxpayer who is an indi-
vidual, he dies or ceases to engage in a trade
or business,

(2) In the case of a taxpayer who is a part-
ner, the entire interest of such partner is
transferred or liquidated or the partnership
terminates, or

(3) In the case of a taxpayer which is a cor-
poration, the taxpayer ceases to engage in a
trade or business, unless the unpaid portion
of the tax payable in installments is required
to be taken into account by the acquiring
corporation under section 5(d).

(g) Failure to pay installment. If any install-
ment under this section is not paid on or be-
fore the date fixed for its payment by this
section (including any extension of time for
payment of such installment), the unpaid in-
stallments shall be paid upon notice and de-
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mand from the Secretary of the Treasury or
his delegate.

(h) Suspension of running of periods of limita-
tion. The running of the periods of limitation
provided by section 6502 of the Internal Rev-
enue Code of 1954 (or corresponding provision
of prior law) for the collection of any
amount of tax payable in installments under
this section shall be suspended for the period
of any extension of time for payment grant-
ed under this section.

SEC. 5. Definitions; special rules—(a) Dealer
reserve income. For purposes of this Act, the
term ‘‘dealer reserve income’ means:

(1) That part of the consideration derived
by any person from the sale or other disposi-
tion of customers’ sales contracts, notes, and
other evidences of indebtedness (or derived
from customers’ finance charges connected
with such sales or other dispositions) which
is:

(A) Attributable to the sale by such person
to such customers, in the ordinary course of
his trade or business, of real property or tan-
gible personal property, and

(B) Held in a reserve account, by the finan-
cial institution to which such person dis-
posed of such evidences of indebtedness, for
the purpose of securing obligations of such
person or of such customers, or both; and

(2) That part of the consideration:

(A) Derived by any person from a sale de-
scribed in paragraph (1)(A) in respect of
which part or all of the purchase price of the
property sold is provided by a financial insti-
tution to or for the customer to whom such
property is sold, or

(B) Derived by such person from finance
charges connected with the financing of such
sale,
which is held in a reserve account by such fi-
nancial institution for the purpose of secur-
ing obligations of such person or of such cus-
tomer, or both.

(b) Financial institution. For purposes of
this Act, the term ‘‘financial institution”
means any person regularly engaged in the
business of acquiring evidences of indebted-
ness of the kind described in subsection
(a)(1), or of financing sales of the kind de-
scribed in subsection (a)(2), or both.

(c) Other terms; application of other laws. Ex-
cept where otherwise distinctly expressed or
manifestly intended, terms used in this Act
shall have the same meaning as when used in
the Internal Revenue Code of 1954 and all
provisions of law shall apply with respect to
this Act as if this Act were a part of such
Code.

(d) Acquiring corporation. In the case of the
acquisition of assets of a corporation by an-
other corporation in a distribution or trans-
fer described in section 381(a) of the Internal
Revenue Code of 1954, the acquiring corpora-
tion shall, for purposes of this Act, be treat-
ed as if it were the distributor or transferor
corporation.
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(e) Statutes of limitations—(1) Extension of
period for assessment and refund or credit. For
purposes of applying sections 3 and 4 of this
Act, if the assessment of any deficiency, or
the refund or credit of any overpayment, for
any taxable year was not prevented on June
21, 1959, by the operation of any law or rule
of law, but would be so prevented prior to
September 1, 1961, the period within which
such assessment, or such refund or credit,
may be made shall not expire prior to Sep-
tember 1, 1961. An election by a taxpayer
under section 3 or 4 of this Act shall be con-
sidered as a consent to the application of the
provisions of this subsection.

(2) Years closed by closing agreement or com-
promise. For purposes of this Act, if the as-
sessment of any deficiency, or the refund or
credit of any overpayment, for any taxable
year is prevented on the date of an election
under section 3 or 4 of this Act by the oper-
ation of the provisions of Chapter 74 of the
Internal Revenue Code of 1954 (relating to
closing agreements and compromises) or by
the corresponding provisions of the Internal
Revenue Code of 1939, such assessment, or
such refund or credit, shall be considered as
having been prevented on June 21, 1959.

(f) Regulations. The Secretary of the Treas-
ury or his delegate shall prescribe such regu-
lations as may be necessary to carry out the
purposes of this Act, including regulations
relating to:

(1) The application of the provisions of this
Act in the case of partnerships, and

(2) The manner in which the elections pro-
vided by this Act are to be made.

[T.D. 6490, 25 FR 8369, Sept. 1, 1960]

§1.9002-1 Purpose, applicability, and
definitions.

(a) In general. The Dealer Reserve In-
come Adjustment Act of 1960 (74 Stat.
124) contains transitional provisions re-
lating to adjustments to income result-
ing from a change in the income tax
treatment of dealer reserve income.
The purpose of the Act is to provide el-
igible taxpayers who elect to have its
provisions apply with two alternatives
for accounting for the adjustments to
income resulting from a change to a
proper method of reporting dealer re-
serve income. The Act also provides
certain taxpayers with an election to
pay in installments any net increase in
tax. Eligible taxpayers must make any
election under the provisions of the
Act prior to September 1, 1960. If any
election is made, then the applicable
provisions of the Act and §§1.9002-1 to
1.9002-8, inclusive, shall apply.

§1.9002-1

(b) Eligibility to elect. In order to be el-
igible to make any of the elections pro-
vided by the Act, a taxpayer must
have, for his most recent taxable year
ending on or before June 22, 1959, (1)
computed, or been required to com-
pute, taxable income under an accrual
method of accounting, and (2) treated
dealer reserve income (or portions
thereof) which should have been taken
into account (under the accrual meth-
od of accounting) for such most recent
taxable year as accruable for a subse-
quent taxable year. Thus, the elections
provided by the Act are not available
to a person who, for his most recent
taxable year ending on or before June
22, 1959, reported dealer reserve income
under a method proper under the ac-
crual method of accounting or who was
not required to compute taxable in-
come under the accrual method of ac-
counting. An election may be made
even though the taxpayer is litigating
his liability for income tax based upon
his treatment of dealer reserve income,
whether in The Tax Court of the
United States or any other court, and
an election filed by a taxpayer who is
litigating his liability for income tax
based upon his treatment of dealer re-
serve income does not constitute a
waiver of his right to continue pending
litigation until final judicial deter-
mination. He must, however, comply
with the provisions of the Act and the
regulations thereunder.

(c) Definitions. For purposes of the
Act and §§1.9002-1 to 1.9002-8, inclusive:

(1) The Act. The term the Act means
the Dealer Reserve Income Adjustment
Act of 1960 (74 Stat. 124).

(2) Dealer reserve income. The term
dealer reserve income means:

(i) That part of the consideration de-
rived by any person from the sale or
other disposition of customers’ sales
contracts, notes, and other evidences of
indebtedness (or derived from cus-
tomers’ finance charges connected with
such sales or other dispositions) which
is:

(a) Attributable to the sale by such
person to such customers, in the ordi-
nary course of his trade or business, of
real property or tangible personal prop-
erty, and
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(b) Held in a reserve account, by the
financial institution to which such per-
son disposed of such evidences of in-
debtedness, for the purpose of securing
obligations of such person or of such
customers, or both; and

(ii) That part of the consideration:

(a) Derived by any person from a sale
described in subdivision (i)(a) of this
subparagraph in respect of which part
or all of the purchase price of the prop-
erty sold is provided by a financial in-
stitution to or for the customer to
whom such property is sold, or

(b) Derived by such person from fi-
nance charges connected with the fi-
nancing of such sale, which is held in a
reserve account by such financial insti-
tution for the purpose of securing obli-
gations of such person or of such cus-
tomer, or both. Thus, the term includes
amounts held in a reserve account by a
financial institution in transactions in
which the customer becomes obligated
to the institution as well as such
amounts so held by a financial institu-
tion in transactions in which the tax-
payer is the obligee on the contract,
note, or other evidence of indebtedness.
For purposes of the definition of the
term ‘‘dealer reserve income” it is im-
material whether or not the taxpayer
guarantees the customer’s obligation
in excess of the reserve retained by the
financial institution. The term does
not include the consideration derived
from transactions relating to the sale
of intangible property such as stocks,
bonds, copyrights, patents, etc. Fur-
ther, the term does not include consid-
eration derived by the taxpayer from
transactions relating to the sale of
property by a person not the taxpayer
or to casual sales of property not in the
ordinary course of the taxpayer’s trade
or business.

(3) Financial institution. The term fi-
nancial institution means any person
regularly engaged in the business of ac-
quiring evidences of indebtedness of
the kind described in section 5(a)(1) of
the Act, or of financing sales of the
kind described in section 5(a)(2) of the
Act, or both. It thus includes banking
institutions, finance companies, build-
ing and loan associations, and other
similar type organizations, as well as
an individual or partnership regularly
engaged in the described business.

26 CFR Ch. | (4-1-13 Edition)

(4) Taxpayer. The term taxpayer
means any person to whom the Act ap-
plies.

(5) Other terms. All other terms which
are not specifically defined shall have
the same meaning as when used in the
Code except where otherwise distinctly
expressed or manifestly intended.

[T.D. 6490, 25 FR 8371, Sept. 1, 1960]

§1.9002-2 Election to have the provi-
sions of section 481 of the Internal
Revenue Code of 1954 apply.

(a) In general. Section 3(a) of the Act
provides that if the income tax treat-
ment of dealer reserve income by the
taxpayer is changed (whether or not
such change is initiated by the tax-
payer) to a proper method under the
accrual method of accounting, then the
taxpayer may elect to have such
change treated as a change in method
of accounting not initiated by the tax-
payer to which the provisions of sec-
tion 481 of the Code apply. This elec-
tion may be made only when the alter-
native election under section 4(a) of
the Act has not been exercised.

(b) Year of change. Where an election
has been made under section 3(a) of the
Act to have section 481 of the Code
apply, then for purposes of applying
section 481 of the Code the year of
change shall be determined in accord-
ance with the provisions of section 3(b)
of the Act. Section 3(b) provides that
the year of change is the earlier of (1)
the first taxable year ending after June
22, 1959, or (2) the earliest taxable year
for which, on or before June 22, 1959,

(i) There was issued a notice of defi-
ciency or written notice of a proposed
deficiency attributable to the erro-
neous treatment of dealer reserve in-
come, or

(ii) The taxpayer filed a claim for re-
fund or credit with respect to the
treatment of such income,

and in respect of which the assessment
of any deficiency, or the refund or cred-
it of any overpayment, was not pre-
vented on June 21, 1959, by the oper-
ation of any law or rule of law. The
written notice of proposed deficiency
includes a 15- or 30-day letter issued
under established procedure or other
similar written notification.
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(c) Application to pre-1954 Code years.
If the earliest year described in para-
graph (b) of this section is a year sub-
ject to the Internal Revenue Code of
1939 in respect of which assessment of
any deficiency or refund or credit of
any overpayment was not prevented on
June 21, 1959, by the operation of any
law or rule of law, section 481 of the In-
ternal Revenue Code of 1954 shall be
treated as applying in the same man-
ner it would have applied had it been
enacted as part of the Internal Revenue
Code of 1939.

(d) Eramples. The operation of this
section in determining the year of
change may be illustrated by the fol-
lowing examples:

Example 1. D, a taxpayer on the calendar
year basis who employs the accrual method
of accounting, voluntarily changed to the
proper method of accounting for dealer re-
serve income for the taxable year 1959. A
statutory notice of deficiency, however, was
issued prior to June 23, 1959, relating to the
erroneous treatment of such income for the
taxable year 1956, which was the earliest tax-
able year in respect of which assessment of a
deficiency or credit or refund of an overpay-
ment was not prevented on June 21, 1959.
Prior to September 1, 1960, D properly exer-
cises his election under section 3 of the Act
to have the change in the treatment of deal-
er reserve income treated as a change in
method of accounting not initiated by the
taxpayer to which section 481 of the Code ap-
plies. Under these facts, 1956 is the year of
the change for purposes of applying section
481. Accordingly, the net amount of any ad-
justment found necessary as a result of the
change in the treatment of dealer reserve in-
come which is attributable to taxable years
subject to the 1954 Code shall be taken into
account for the year of change in accordance
with section 481. The net amount of the ad-
justments attributable to pre-1954 Code years
is to be disregarded. The income of each tax-
able year succeeding the year of change in
respect of which the assessment of any defi-
ciency or refund or credit of any overpay-
ment is not prevented will be recomputed
under the proper method of accounting initi-
ated by the change.

Example 2. Assume the same facts as set
forth in example (1), except that no notice of
a proposed deficiency of any type has been
issued, and assume further that no claim for
refund has been filed. Since there was no ear-
lier year open on June 21, 1959, for which the
taxpayer either was notified of a proposed
deficiency attributable to the erroneous
treatment of dealer reserve income or for
which he had filed a claim for refund or cred-
it with respect to the treatment of such in-
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come, the year of change is 1959, the first
taxable year ending after June 22, 1959. Ac-
cordingly, the net amount of any adjustment
found necessary as a result of the change in
the treatment of dealer reserve income
which is attributable to taxable years sub-
ject to the 1954 Code shall be taken into ac-
count for the year of the change in accord-
ance with section 481. The net amount of the
adjustments attributable to pre-1954 Code
years is to be disregarded.

Example 3. Assume the same facts as set
forth in example (1), except that a refund
claim specifying adjustments relative to
dealer reserve income was timely filed for
the taxable year 1951, which was the earliest
taxable year for which a refund or credit of
an overpayment or assessment of a defi-
ciency was not prevented on June 21, 1959.
Under this factual situation, the year of
change for purposes of applying section 481
would be 1951. Section 481 would be applied
to 1951 and be given effect for that year in
the same manner as it would have applied
had it been enacted as a part of the 1939 Code
and as if the change to the proper method of
accounting had not been initiated by the
taxpayer. Any adjustment with regard to
dealer reserve income attributable to pre-
1951 years is disregarded. The income of each
taxable year succeeding the year of change
in respect of which the assessment of any de-
ficiency or refund or credit of any overpay-
ment is not prevented will be recomputed
under the proper method of accounting initi-
ated by the change.

[T.D. 6490, 25 FR 8371, Sept. 1, 1960]

§1.9002-3 Election to have the provi-
sions of section 481 of the Internal
Revenue Code of 1954 not apply.

Section 4(a) of the Act provides that
in the treatment of dealer reserve in-
come by the taxpayer is changed to a
method proper under the accrual meth-
od of accounting, then the taxpayer
may elect to have such change treated
as not a change in method of account-
ing to which the provisions of section
481 of the Internal Revenue Code of 1954
apply. This election shall apply to all
taxable years ending on or before June
22, 1959, for which the assessment of
any deficiency, or for which refund or
credit of any overpayment, was not
prevented on June 21, 1959, by the oper-
ation of any law or rule of law. This
election may be made only if the alter-
native election under section 3(a) of
the Act has not been exercised. If an
election is made under section 4(a) of
the Act, taxable income (or net income
in the case of a taxable year to which
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the Internal Revenue Code of 1939 ap-
plies) shall be recomputed under a
proper method of accounting for dealer
reserve income for each taxable year to
which the election applies, without re-
gard to section 481.

[T.D. 6490, 25 FR 8372, Sept. 1, 1960]

§1.9002-4 Election to pay net increase
in tax in installments.

(a) Election. If an election is made
under section 4(a) of the Act and if the
net increase in tax determined in ac-
cordance with paragraph (b) of this sec-
tion exceeds $2,500, the taxpayer may
also make an election under section
4(b) of the Act prior to September 1,
1960, to pay any portion of such net in-
crease in tax, unpaid on the date of the
election, in 2 or more, but not to ex-
ceed 10, equal annual installments. If
the taxpayer making the election
under section 4(a) of the Act is a part-
nership or a small business corporation
electing under Subchapter S, Chapter 1
of the Code, the determination as to
whether the net increase in tax exceeds
$2,600 shall be made separately as to
each partner or shareholder, respec-
tively, with regard to his individual li-
ability. Thus, if a partnership makes
an election under section 4(a) of the
Act, and partners A and B had a net in-
crease in tax of $3,000 and $2,000, re-
spectively, as a result of dealer reserve
income adjustments to partnership in-
come, partner A may elect under sec-
tion 4(b) of the Act to pay the net in-
crease in 2 or more, but not exceeding
10, equal annual installments to the ex-
tent that such tax was unpaid on the
date of the election. Partner B may not
make the election since his net in-
crease in tax does not exceed $2,500.

(b) Net increase in tax. (1) The term
“net increase in tax’® means the
amount by which the sum of the in-
creases in tax (including interest) for
all taxable years to which the election
under section 4(a) of the Act applies
and which is attributable to the elec-
tion exceeds the sum of the decreases
in tax (including interest) for all tax-
able years to which the election under
such section applies and which is at-
tributable to the election.

(2) In determining the net increase in
tax, the tax and interest for each tax-
able year to which the election applies

26 CFR Ch. | (4-1-13 Edition)

is computed by taking into account all
adjustments necessary to reflect the
change to the proper treatment of deal-
er reserve income. If the computation
results in additional tax for a taxable
year, then interest is computed under
section 6601 of the Code (or cor-
responding provisions of prior law) on
such additional tax for the taxable
year involved from the last date pre-
scribed for payment of the tax for such
taxable year to the date the election is
made. The interest so computed is then
added to the additional tax determined
for such taxable year. The sum of these
two items (tax plus interest) represents
the increase in tax for such taxable
year. If the computation of the tax
after taking into account the appro-
priate dealer reserve income adjust-
ments results in a reduction in tax for
any taxable year to which the election
applies, interest under section 6611 of
the Code (or corresponding provisions
of prior law) is computed from the date
of the overpayment of the tax for such
year to the date of the election. The
amount of the interest so computed is
then added to the reduction in tax to
determine the total decrease in tax for
such year. The net increase in tax is
then determined by adding together
the total increases in tax for each year
to which the election applies and from
the resulting total subtracting the sum
of the total decreases in tax for each
year. If the total increases in tax for
all such years do not exceed the total
decreases in tax, there is no net in-
crease in tax for purposes of section
4(b) of the Act. For purposes of deter-
mining the net increase in tax, net op-
erating losses affecting the computa-
tion of tax for any prior taxable year
not otherwise affected shall be taken
into account.

(c) Time for paying installments. If the
election under this section is made to
pay the unpaid portion of the net in-
crease in tax in installments, the first
installment shall be paid on or before
the date prescribed by section 6151(a) of
the Code for payment of the tax for the
taxable year in which such election is
made. Each succeeding installment
shall be paid on or before the date
which is one year after the date pre-
scribed for the payment of the pre-
ceding installment.
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(d) Termination of installment privi-
lege—(1) For monpayment of installment.
The extension of time provided by sec-
tion 4(b) of the Act for payment of the
net increase in tax in installments
shall terminate, and any unpaid in-
stallments shall be paid upon notice
and demand from the district director
if any installment under such section
is not paid by the taxpayer on or before
the date fixed for its payment, includ-
ing any extension of time for payment
of any such installment.

(2) For other reasons. The extension of
time provided by section 4(b) of the Act
for payment of the net increase in tax
in installments shall terminate, and
any unpaid installments shall be paid
upon notice and demand from the dis-
trict director if:

(i) In the case of an individual, he
dies or ceases to engage in any trade or
business,

(ii) In the case of a partner, his entire
interest in the partnership is trans-
ferred or liquidated or the partnership
terminates, or

(iii) In the case of a corporation, it
ceases to engage in a trade or business,
unless the unpaid portion of the tax
payable in installments is required to
be taken into account by an acquiring
corporation under section 5(d) of the
Act.

The installment privilege is not termi-
nated under this subparagraph even
though the taxpayer terminates the
trade or business in respect of which
the dealer reserve income is attrib-
utable provided the taxpayer continues
in a trade or business. Further, the
privilege is not terminated by a trans-
fer of a part of a partnership interest
so long as the partner retains any in-
terest in the partnership. Also, the
privilege is not terminated by a trans-
action falling within the provisions of
section 381(a) of the Code if, under sec-
tion 5(d) of the Act, the acquiring cor-
poration is required to take into ac-
count the unpaid portion of the net in-
crease in tax. In such a case the privi-
lege may be continued by the acquiring
corporation in the same manner and
under the same conditions as though it
were the distributor or transferor cor-
poration.

(e) Redetermination of tax subsequent
to exercise of installment election. Sec-
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tion 4(d) of the Act provides that where
a taxpayer has elected to pay the net
increase in tax in installments and
thereafter it becomes necessary to re-
determine the taxpayer’s tax for any
taxable year to which the election pro-
vided by section 4(a) of the Act applies,
then the net increase in tax shall be re-
determined. Where the redetermina-
tion does not involve adjustments af-
fecting the treatment of dealer reserve
income, then the net increase in tax
previously computed will not be dis-
turbed. The net increase in tax is lim-
ited to the amount of tax computed
under section 4(b)(2) of the Act as a re-
sult of the change in treatment ac-
corded dealer reserve income. If the re-
determination of tax for any taxable
year to which the election applies re-
sults in an addition to the net increase
in tax previously computed, then such
addition shall be prorated to all of the
installments whether paid or unpaid.
The part of the addition, prorated to
installments which are not yet due,
shall be collected at the same time as,
and as a part of, such installments. The
part of the addition prorated to install-
ments, the time for payment of which
has arrived, shall be paid upon notice
and demand from the district director.
Under section 4(g) of the Act, failure to
make such payment within 10 days
after issuance of notice and demand
will terminate the installment privi-
lege. The imposition of interest on the
addition to the net increase in tax as a
result of the redetermination will be
determined in the same manner as in-
terest on the previously computed net
increase in tax. Thus, no interest will
be imposed on the amount of the addi-
tion to the net increase in tax prorated
to installments not yet due unless the
installment privilege is terminated
under subsection (f) or (g) of section 4
of the Act. If a reduction in the net in-
crease in tax results from a redeter-
mination of tax for any taxable year to
which the election applies, the entire
amount of such reduction shall, in ac-
cordance with the provisions of section
6403 of the Code (relating to overpay-
ment of installments), be prorated to
the installments which are not yet due,
resulting in a pro rata reduction in
each of such installments. Where the
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redetermination does not involve ad-
justments pertaining to dealer reserve
income, then any resulting deficiency
pertaining to the year to which the
election applies will be assessed and
collected, in accordance with the appli-
cable provisions of the Code (or cor-
responding provisions of prior law)
without regard to any election made
under the Act.

(f) Periods of limitation. Section 4(h) of
the Act provides that where there is an
extension of time for payment of tax
under the provisions of section 4(b) of
the Act, the running of the periods of
limitation provided by section 6502 of
the Code (or corresponding provisions
of prior law) for collection of such tax
is suspended for the period of time for
which the extension is granted.

[T.D. 6490, 25 FR 8372, Sept. 1, 1960]

§1.9002-5 Special rules relating to in-
terest.

(a) In general. Where an election is
made under section 4(a) of the Act in-
terest is computed under section 6601 of
the Code (or corresponding provisions
of prior law) on any increase in tax at-
tributable to such election for each
taxable year involved for the period
from the last date prescribed for pay-
ment of the tax for such year (deter-
mined without regard to any exten-
sions of time for filing the return)
through the date preceding the date on
which the election is made. Where the
election under section 4(a) of the Act
results in a decrease in tax for any
year to which the election applies, in-
terest is computed in accordance with
section 6611 of the Code (or -cor-
responding provisions of prior law)
from the date of overpayment through
the date preceding the date on which
the election is made. Where there is a
net increase in tax as a result of the
election under section 4(a) of the Act,
no interest shall be imposed on any un-
derpayment (and no interest shall be
paid on any overpayment) attributable
to the dealer reserve income adjust-
ment for any year to which the elec-
tion applies for the period commencing
with the date such election is made and
ending on the date prescribed for filing
the return (determined without regard
to extensions of time) for the taxable
year in which the election is made.
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This rule applies regardless of whether
the election under section 4(b) of the
Act is made. If there is no net increase
in tax, interest on any underpayment
or overpayment attributable to the
dealer reserve income adjustment for
any taxable year to which the election
applies for the period commencing with
the date of the election shall be deter-
mined in accordance with §§301.6601-1
and 301.6611-1 of this chapter (Regula-
tions on Procedure and Administra-
tion).

(b) Installment period—(1) Where pay-
ment is not accelerated. If the election
under section 4(b) of the Act is made to
pay the net increase in tax in install-
ments, no interest will be imposed on
such net increase in tax for the period
beginning with the due date fixed
under section 4(c) of the Act for the
first installment payment and ending
with the date fixed under such section
for the last installment payment un-
less payment of the unpaid install-
ments is accelerated under other provi-
sions of the Act. See subsections (f) and
(g) of section 4 of the Act.

(2) Where payment is accelerated.
Where payment of the unpaid install-
ments is accelerated because of the ter-
mination of the installment privilege,
interest will be computed under section
6601 of the Code on the entire unpaid
net increase in tax for the applicable
period set forth below:

(i) In the case of acceleration under
section 4(f) of the Act for reasons other
than nonpayment of an installment,
from the date of the notice and demand
for payment of the unpaid tax to the
date of payment; or

(ii) In the case of acceleration under
section 4(g) of the Act for nonpayment
of an installment, from the date fixed
for payment of the installment to the
date of payment.

When payment is accelerated under
section 4(f) of the Act, however, no in-
terest will be charged where payment
of the unpaid installments is made
within 10 days of issuance of the notice
and demand for such payment.

[T.D. 6490, 25 FR 8373, Sept. 1, 1960]

§1.9002-6 Acquiring corporation.

Section 5(d) of the Act provides that
for purposes of such Act in the case of
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the acquisition of the assets of a cor-
poration by another corporation in a
distribution or transfer described in
section 381(a) of the Code the acquiring
corporation shall be treated as if it
were the distributor or transferor cor-
poration.

[T.D. 6490, 25 FR 8373, Sept. 1, 1960]

§1.9002-7 Statute of limitations.

(a) Extension of period for assessment
and refund or credit. Under section 5(e)
of the Act, if an election is made to
have the Act apply, and if the assess-
ment of any deficiency, or the refund
or credit of any overpayment attrib-
utable to the election, for any taxable
year to which the Act applies was not
prevented on June 21, 1959, by the oper-
ation of any law or rule of law (except
as provided in paragraph (b) of this sec-
tion, relating to closing agreements
and compromises), but would be so pre-
vented prior to September 1, 1961, the
period within which such assessment,
or such refund or credit, may be made
with respect to such taxable year shall
not expire prior to September 1, 1961.
An election under either section 3 or 4
of the Act will be considered to be a
consent to the extension of the period
of limitation for purposes of assess-
ment for any year to which the Act ap-
plies. Thus, for example, if, as the re-
sult of an election under section 4(a) of
the Act, assessment of a deficiency for
the taxable year 1955 was not prevented
by the statute of limitations, a judicial
decision that had become final, or oth-
erwise, on June 21, 1959, but would (ex-
cept for section 5(e) of the Act) be pre-
vented on a later date, as for instance
September 1, 1959, then for purposes of
applying section 4 of the Act, assess-
ment may be made at any time prior to
September 1, 1961, with respect to such
year if the taxpayer made an election
under the Act prior to September 1,
1960. Section 5(e) of the Act will, in no
event, operate to shorten the period of
limitation otherwise applicable with
respect to any taxable year.

(b) Years closed by closing agreement or
compromise. For purposes of the Act, if
the assessment of any deficiency or a
refund or credit of any overpayment
for any taxable year was not prevented
on June 21, 1959, but is prevented on
the date of an election under section 3

§1.9002-8

or 4 of the Act by the operation of the
provisions of chapter 74 of the Code (re-
lating to closing agreements and com-
promises), assessment, refund, or credit
will, nevertheless, be considered as
being prevented on June 21, 1959.

[T.D. 6490, 25 FR 8373, Sept. 1, 1960]

§1.9002-8 Manner of exercising elec-
tions.

(a) By whom election is to be made—(1)
In general. Generally, the taxpayer to
whom the Act applies will exercise the
elections provided therein. In the case
of a partnership or a corporation elect-
ing under the provisions of subchapter
S, chapter 1 of the Code, the election
shall be exercised by the persons speci-
fied in subparagraphs (2) and (3) of this
paragraph, respectively.

(2) Partnerships. In the case of a part-
nership, the election under section 3 or
4(a) of the Act shall be exercised by the
partnership. If an election is made by
the partnership under section 4(a) of
the Act, any election under section 4(b)
of the Act to pay the net increase in
tax in installments shall be made by
each partner separately. The deter-
mination as to whether the net in-
crease in tax resulting from the elec-
tion under section 4(a) of the Act ex-
ceeds $2,600 shall be made with ref-
erence to the increase or decrease in
the tax of each partner attributable to
the adjustment to his distributive
share of the partnership income result-
ing from the election.

(3) Subchapter S corporations. In the
case of an electing small business cor-
poration under subchapter S, chapter 1
of the Code, the election under section
3 or 4(a) of the Act shall be made by
such corporation. An election under
section 4(b) of the Act to pay the net
increase in tax in installments shall, to
the extent the net increase in tax re-
sulting from the election is attrib-
utable to adjustments to income for
taxable years for which the corporation
was not an electing small business cor-
poration, be made by the corporation.
The determination as to whether the
net increase in tax for such taxable
years exceeds $2,500 shall be made with
reference to the increase or decrease in
tax of the corporation. Any election
under section 4(b) of the Act to pay the
net increase in tax in installments
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shall, to the extent the increase in tax
is attributable to years for which the
corporation was an electing small busi-
ness corporation, be made by the share-
holders separately. The determination
in such a case as to whether the net in-
crease in tax for such taxable years ex-
ceeds $2,600 shall be made with ref-
erence to the increases or decreases in
the tax of each shareholder attrib-
utable to the adjustments to taxable
income of the electing small business
corporation resulting from the elec-
tion.

(b) Time and manner of making elec-
tions—(1) In general. Any election made
under the Act shall be made by the tax-
payers described in paragraph (a) of
this section before September 1, 1960,
by filing a statement with the district
director with whom such taxpayer’s in-
come tax return for the taxable year in
which the election is made is required
to be filed. A copy of the statement of
election shall be attached to and filed
with such taxpayer’s income tax return
for such taxable year.

(2) Election to have section 481 apply.
An election under section 3 of the Act
shall be made in the form of a state-
ment which shall include the following:

(i) A clear indication that an election
is being made under section 3 of the
Act;

(ii) Information sufficient to estab-
lish eligibility to make the election;
and

(iii) The year of change as defined in
section 3(b) of the Act.

An amended income tax return reflect-
ing the increase or decrease in tax at-
tributable to the election shall be filed
for the year of change together with
schedules showing how the tax was re-
computed under section 481 of the
Code. If income tax returns have been
filed for any taxable years subsequent
to the year of change, amended returns
reflecting the proper treatment of deal-
er reserve income for such years shall
also be filed. In the case of partner-
ships and electing small business cor-
porations under subchapter S, chapter
1 of the Code, amended returns shall be
filed by the partnership or electing
small business corporation, as well as
by the partners or shareholders, as the
case may be. Any amended return shall
be filed with the office of the district
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director with whom the taxpayer files
his income tax return for the taxable
year in which the election is made and,
if practicable, on the same date the
statement of election is filed, but
amended returns shall be filed in no
event later than November 30, 1960, un-
less an extension of time is granted
under section 6081 of the Code. When-
ever the amended returns do not ac-
company the statement of election, a
copy of the statement shall be sub-
mitted with the amended returns.

(3) Election mnot to have section 481
apply. An election under section 4(a) of
the Act shall be made in the form of a
statement which shall include the fol-
lowing:

(i) A clear indication that an election
is being made under section 4(a) of the
Act;

(ii) Information sufficient to estab-
lish eligibility to make the election;
and

(iii) The taxable years to which the
election applies.

Amended income tax returns reflecting
the increase or decrease in tax attrib-
utable to the election shall be filed for
the taxable years to which the election
applies. If income tax returns have
been filed for any subsequent taxable
years, amended returns reflecting the
proper treatment of dealer reserve in-
come for such years shall also be filed.
In the case of partnerships and electing
small business corporations under sub-
chapter S, chapter 1 of the Code,
amended returns shall be filed by the
partnership or electing small business
corporation, as well as by the partners
or shareholders, as the case may be.
Any amended return shall be filed with
the office of the district director with
whom the taxpayer files his income tax
return for the taxable year in which
the election is made and, if practicable,
on the same date the statement of elec-
tion is filed, but amended returns shall
be filed in no event later than Novem-
ber 30, 1960, unless an extension of time
is granted under section 6081 of the
Code. Whenever the amended returns
do not accompany the statement of
election, a copy of the statement shall
be submitted with the amended return.

(4) Election to pay taxr in installments.
(i) Except as otherwise provided in sub-
division (ii) of this subparagraph, if the
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taxpayer making the election under
section 4(a) of the Act also desires to
make the election under section 4(b) of
the Act to pay the increase in tax in
installments, then the statement of
election shall include the following ad-
ditional information:

(a) A clear indication that an elec-
tion is also being made under section
4(b) of the Act;

(b) A summary of the total increases
and decreases in tax, together with in-
terest thereon, in sufficient detail to
establish eligibility to make the elec-
tion; and

(¢) The number of annual install-
ments in which the taxpayer elects to
pay the net increase in tax.

(ii) Where a partnership or electing
small business corporation under sub-
chapter S, chapter 1 of the Code, has
made an election under section 4(a) of
the Act, and any partner or share-
holder, as the case may be, desires to
make an election under section 4(b) of
the Act, a statement of election shall
be filed by such partner or shareholder
containing the following information:

(a) A clear indication that an elec-
tion is being made under section 4(b) of
the Act;

(b) A summary of the total increases
and decreases in tax, together with in-
terest thereon, of such partner or
shareholder in sufficient detail to es-
tablish eligibility to make the elec-
tion;

(¢) The number of annual install-
ments in which the partner or share-
holder elects to pay the net increase in
tax; and

(d) The office of the district director
and the date on which the election
under section 4(a) of the Act was filed
by such partnership or corporation.

The statement of election under sec-
tion 4(b) of the Act shall be accom-
panied by a copy of the statement of
election under section 4(a) of the Act
made by the partnership or electing
small business corporation under sub-
chapter S, chapter 1 of the Code, as the
case may be.

(c) Effect of election. An election made
under section 3 or 4 of the Act shall be-
come irrevocable on September 1, 1960,
and shall be binding on the taxpayer

§1.9003
for all taxable years to which it ap-
plies.

[T.D. 6490, 25 FR 8373, Sept. 1, 1960]

PUBLIC DEBT AND TAX RATE
EXTENSION ACT OF 1960

1.9003 to 1.9003-5
74 Stat. 292, as

AUTHORITY: Sections
issued under sec. 302(c),
amended; 26 U.S.C. 613 note.

§1.9003 Statutory provisions; section 4
of the Act of September 14, 1960
(Pub. L. 86-781, 74 Stat. 1017).

SEC. 4. Subsection (c) of section 302 of the
Public Debt and Tax Rate Extension Act of
1960 (Pub. L. 86-564; 74 Stat. 293) is amended
to read as follows:

(c) Effective date—(1) In general. Except as
provided in paragraph (2), the amendments
made by subsections (a) and (b) shall be ap-
plicable only with respect to taxable years
beginning after December 31, 1960.

(2) Calcium carbonates, etc.—(A) Election for
past years. In the case of calcium carbonates
or other minerals when used in making ce-
ment, if an election is made by the taxpayer
under subparagraph (C):

(i) The amendments made by subsection (b)
shall apply to taxable years with respect to
which such election is effective, and

(ii) Provisions having the same effect as
the amendments made by subsection (b)
shall be deemed to be included in the Inter-
nal Revenue Code of 1939 and shall apply to
taxable years with respect to which such
election is effective in lieu of the cor-
responding provisions of such Code.

(B) Years to which applicable. An election
made under subparagraph (C) to have the
provisions of this paragraph apply shall be
effective for all taxable years beginning be-
fore January 1, 1961, in respect of which:

(i) The assessment of a deficiency,

(ii) The refund or credit of an overpay-
ment, or

(iii) The commencement of a suit for re-
covery of a refund under section 7405 of the
Internal Revenue Code of 1954,

is not prevented on the date of the enact-
ment of this paragraph by the operation of
any law or rule of law. Such election shall
also be effective for any taxable year begin-
ning before January 1, 1961, in respect of
which an assessment of a deficiency has been
made but not collected on or before the date
of the enactment of this paragraph.

(C) Time and manner of election. An election
to have the provisions of this paragraph
apply shall be made by the taxpayer on or
before the 60th day after the date of publica-
tion in the FEDERAL REGISTER of final regu-
lations issued under authority of subpara-
graph (F), and shall be made in such form
and manner as the Secretary of the Treasury
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or his delegate shall prescribe by regula-
tions. Such election, if made, may not be re-
voked.

(D) Statutes of limitation. Notwithstanding
any other law, the period within which an as-
sessment of a deficiency attributable to the
application of the amendments made by sub-
section (b) may be made with respect to any
taxable year to which such amendments
apply under an election made under subpara-
graph (C), and the period within which a
claim for refund or credit of an overpayment
attributable to the application of such
amendments may be made with respect to
any such taxable year, shall not expire prior
to one year after the last day for making an
election under subparagraph (C). An election
by a taxpayer under subparagraph (C) shall
be considered as a consent to the application
of the provisions of this subparagraph.

(E) Terms; applicability of other laws. Except
where otherwise distinctly expressed or
manifestly intended, terms used in this para-
graph shall have the same meaning as when
used in the Internal Revenue Code of 1954 (or
corresponding provisions of the Internal Rev-
enue Code of 1939) and all provisions of law
shall apply with respect to this paragraph as
if this paragraph were a part of such Code (or
corresponding provisions of the Internal Rev-
enue Code of 1939).

(F) Regulations. The Secretary of the
Treasury or his delegate shall prescribe such
regulations as may be necessary to carry out
the provisions of this paragraph.

[T.D. 6492, 25 FR 8904, Sept. 16, 1960]

§1.9003-1 Election to have the provi-
sions of section 613(c) (2) and (4) of
the 1954 Code, as amended, apply
for past years.

(a) In general. Section 4 of the Act of
September 14, 1960 (Pub. L. 86-781, 74
Stat. 1017), amended section 302(c) of
the Public Debt and Tax Rate Exten-
sion Act of 1960 to permit certain tax-
payers for taxable years beginning be-
fore January 1, 1961, to apply the provi-
sions of section 302(b) of that Act. Sec-
tion 302(b) of the Act amended section
613(c) (2) and (4) of the Internal Rev-
enue Code of 1954 to read in part as fol-
lows:

SEC. 613. Percentage Depletion. * * *
(c) Definition of gross income from property.
For purposes of this section:

* * * * *

(2) Mining. The term ‘“‘mining”’ includes not
merely the extraction of the ores or minerals
from the ground but also the treatment proc-
esses considered as mining described in para-
graph (4) (and the treatment processes nec-
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essary or incidental thereto), and so much of
the transportation of ores or minerals
(whether or not by common carrier) from the
point of extraction from the ground to the
plants or mills in which such treatment
processes are applied thereto as is not in ex-
cess of 50 miles unless the Secretary or his
delegate finds that the physical and other re-
quirements are such that the ore or mineral
must be transported a greater distance to
such plants or mills.

* * * * *

(4) Treatment processes considered as mining.
The following treatment processes where ap-
plied by the mine owner or operator shall be
considered as mining to the extent they are
applied to the ore or mineral in respect of
which he is entitled to a deduction for deple-
tion under section 611:

* * * * *

(F) In the case of calcium carbonates and
other minerals when used in making ce-
ment—all processes (other than preheating
of the kiln feed) applied prior to the intro-
duction of the kiln feed into the kiln, but
not including any subsequent process;

(b) Election. Under section 302(c)(2) of the
Act, the taxpayer, in the case of calcium car-
bonates or other minerals when used by him
in making cement, may elect to apply the
provisions of section 613(c) (2) and (4) of the
1954 Code as amended in lieu of the cor-
responding provisions of prior law. The tax-
payer must make the election in accordance
with §1.9003-4 on or before November 15, 1960,
and the election shall become irrevocable on
November 15, 1960.

(c) Years to which the election is applicable.
If the election described in paragraph (b) of
this section is made by the taxpayer, the
provisions of section 613(c) (2) and (4) as
amended by section 302(b) of the Act apply to
all taxable years beginning before January 1,
1961, in respect of which:

(1) The assessment of any deficiency,

(2) Refund or credit of any overpayment,

(3) Commencement of a suit for recovery of
a refund under section 7405 of the Internal
Revenue Code of 1954,
is not prevented on September 14, 1960, by
the operation of any law or rule of law. The
election also applies to taxable years begin-
ning before January 1, 1961, in respect of
which an assessment of a deficiency has been
made but not collected on or before Sep-
tember 14, 1960.

[T.D. 6492, 25 FR 8905, Sept. 16, 1960]

§1.9003-2 Effect of election.

(a) In general. If a taxpayer makes
the election described in paragraph (b)
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of §1.9003-1, he shall be deemed to have
consented to the application of section
302(b) of the Act with respect to all
taxable years to which the election ap-
plies. Thus, subparagraph (F') of section
613(c)(4) of the Internal Revenue Code
of 1954 as amended must be applied in
determining gross income from mining
for the taxable years to which the elec-
tion applies (including years subject to
the Internal Revenue Code of 1939)
whether or not the taxpayer is liti-
gating the issue. Further, the election
shall apply to all calcium carbonates
or other minerals mined and used by
the taxpayer in making cement.

(b) Effect on gross income from mining.
The election is only determinative of
what constitutes ‘“‘mining” for pur-
poses of computing percentage deple-
tion and has no effect on the method
employed in determining the amount
of gross income from mining. In apply-
ing the election to the years affected
there shall be taken into account the
effect that any adjustments resulting
from the election shall have on other
items affected thereby, such as chari-
table contributions, foreign tax credit,
net operating loss, and the effect that
adjustments to any such items shall
have on other taxable years. The provi-
sions of section 302(b) of the Act are ap-
plicable with respect to taxable years
subject to the Internal Revenue Code of
1939 for purposes of applying sections
450 and 453 of that Code.

[T.D. 6492, 25 FR 8905, Sept. 16, 1960]

§1.9003-3 Statutes of limitation.

Under section 302(c)(2) of the Act, the
period within which the assessment of
any deficiency or the credit or refund
of any overpayment attributable to the
election may be made shall not expire
sooner than 1 year after November 15,
1960. Thus, if assessment of a deficiency
or credit or refund of an overpayment,
whichever is applicable, is not pre-
vented on September 14, 1960, the time
for making assessment or credit or re-
fund shall not expire for at least 1 year
after November 15, 1960, notwith-
standing any other provision of law to
the contrary. Even though assessment
of a deficiency is prevented on Sep-
tember 14, 1960, if commencement of a
suit for recovery of a refund under sec-
tion 7405 of the Code may be made on

§1.9003-4

such date, then any deficiency result-
ing from the election may be assessed
at any time within 1 year after Novem-
ber 15, 1960. If the taxpayer makes the
election he shall be deemed to have
consented to the application of the pro-
visions of section 302(c)(2) of the Act
extending the time for assessing a defi-
ciency attributable to the election.
Section 302(c)(2) of the Act does not
shorten the period of limitations other-
wise applicable. An agreement may be
entered into under section 6501(c)(4) of
the Code and corresponding provisions
of prior law to extend the period for as-
sessment.

[T.D. 6492, 25 FR 8905, Sept. 16, 1960]

§1.9003-4 Manner of exercising elec-
tion.

(a) By whom election is to be made.
Generally, the taxpayer whose tax li-
ability is affected by the election shall
make the election. In the case of a
partnership, or a corporation electing
under the provisions of subchapter S,
chapter 1 of the Code, the election shall
be exercised by the partnership or such
corporation, as the case may be.

(b) Time and manner of making elec-
tion. The election shall be made on or
before November 15, 1960, by filing a
statement with the district director
with whom the taxpayer’s income tax
return for the taxable year in which
the election is made is required to be
filed. The statement shall include the
following:

(1) A clear indication that an election
is being made under section 302(c)(2) of
the Act, and

(2) The taxable years to which the
election applies.

Amended income tax returns reflecting
any increase or decrease in tax attrib-
utable to the election shall be filed for
the taxable years to which the election
applies. In the case of partnerships and
electing small business corporations
under subchapter S, chapter 1 of the
Code, amended returns shall be filed by
the partnership or electing small busi-
ness corporations, as well as by the
partners or shareholders, as the case
may be. Any amended return shall be
filed with the office of the district di-
rector with whom the taxpayer files his
income tax return for the taxable year
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in which the election is made and, if
practicable, on the same date the
statement of election is filed, but
amended returns shall be filed in no
event later than February 28, 1961, un-
less an extension of time is granted
under section 6081 of the Code. When-
ever the amended returns do not ac-
company the statement of election, a
copy of the statement shall be sub-
mitted with the amended returns. The
amended returns shall be accompanied
by payment of the additional tax (to-
gether with interest thereon) resulting
from the election.

[T.D. 6492, 25 FR 8905, Sept. 16, 1960]

§1.9003-5 Terms; applicability of other
laws.

All other terms which are not other-
wise specifically defined shall have the
same meaning as when used in the
Code (or the corresponding provisions
of prior law) except where otherwise
distinctly expressed or manifestly in-
tended to the contrary. Further, all
provisions of law contained in the Code
(or the corresponding provisions of
prior law) shall apply to the extent
that they can apply. Thus, all of the
provisions of subtitle F of the Code and
the corresponding provisions of prior
law shall apply to the extent they can
apply, including the provisions of law
relating to assessment, collection,
credit or refund, and limitations. For
purposes of this section and §§1.9003-1
to 1.9003-4, inclusive, the term ‘‘Act”
means the Public Debt and Tax Rate
Extension Act of 1960 as amended (74
Stat. 293, 1018).

[T.D. 6492, 25 FR 8905, Sept. 16, 1960]

CERTAIN BRICK AND TILE CLAY,
FIRE CLAY, AND SHALE; REGULA-
TIONS UNDER THE ACT OF SEP-
TEMBER 26, 1961

§1.9004 Statutory provisions; the Act
of September 26, 1961 (Pub. L. 87-
312, 75 Stat. 674).

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in
Congress assembled, That (a) Election for past
years. In the case of brick and tile clay, fire
clay, or shale used by the mineowner or op-
erator in the manufacture of building or pav-
ing brick, drainage and roofing tile, sewer
pipe, flower pots, and Kkindred products

26 CFR Ch. | (4-1-13 Edition)

(without regard to the applicable rate of per-
centage depletion), if an election is made
under subsection (c), for the purpose of ap-
plying section 613(c) of the Internal Revenue
Code of 1954 (and corresponding provision of
the Internal Revenue Code of 1939) for each
of the taxable years with respect to which
the election is effective:

(1) Gross income from the property shall be
50 per centum of the amount for which the
manufactured products are sold during the
taxable year except that with respect to such
manufactured products, gross income from
the property shall not exceed an amount
equal to $12.50 multiplied by the number of
short tons used in the manufactured prod-
ucts sold during the taxable year, and

(2) For purposes of computing the 50 per
centum limitation under section 613(a) of the
Internal Revenue Code of 1954 (or the cor-
responding provision of the Internal Revenue
Code of 1939), the taxable income from the
property (computed without allowance for
depletion) shall be 50 per centum of the tax-
able income from the manufactured products
sold during the taxable year (computed with-
out allowance for depletion).

(b) Years to which applicable. An election
made under subsection (c) to have the provi-
sions of this section apply shall be effective
for all taxable years beginning before Janu-
ary 1, 1961, in respect of which:

(1) The assessment of a deficiency,

(2) The refund or credit of an overpayment,
or

(3) The commencement of a suit for recov-
ery of a refund under section 7405 of the In-
ternal Revenue Code of 1954, is not prevented
on the date of the enactment of this Act by
the operation of any law or rule of law. Such
election shall also be effective for any tax-
able year beginning before January 1, 1961, in
respect of which an assessment of a defi-
ciency has been made but not collected on or
before the date of the enactment of this Act.

(c) Time and manner of election. An election
to have the provisions of this section apply
shall be made by the taxpayer on or before
the sixtieth day after the date of publication
in the FEDERAL REGISTER of final regulations
issued under authority of subsection (f), and
shall be made in such form and manner as
the Secretary of the Treasury or his delegate
shall prescribe by regulations. Such election,
if made, may not be revoked.

(d) Statutes of limitation. Notwithstanding
any other law, the period within which an as-
sessment of a deficiency attributable to the
election under subsection (¢) may be made
with respect to any taxable year for which
such election is effective, and the period
within which a claim for refund or credit of
an overpayment attributable to the election
under such subsection may be made with re-
spect to any such taxable year, shall not ex-
pire prior to one year after the last day for
making an election under subsection (c). An

700



Internal Revenue Service, Treasury

election by a taxpayer under subsection (c)
shall be considered as a consent to the appli-
cation of the provisions of this subsection.

(e) Terms; applicability of other laws. Except
where otherwise distinctly expressed or
manifestly intended, terms used in this sec-
tion shall have the same meaning as when
used in the Internal Revenue Code of 1954 (or
corresponding provisions of the Internal Rev-
enue Code of 1939) and all provisions of law
shall apply with respect to this section as if
this section were a part of such Code (or cor-
responding provisions of the Internal Rev-
enue Code of 1939).

(f) Regulations. The Secretary of the Treas-
ury or his delegate shall prescribe such regu-
lations as may be necessary to carry out the
provisions of this section.

(75 Stat. 674; 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9632, Oct. 12, 1961]

§1.9004-1 Election relating to the de-
termination of gross income from
the property for taxable years be-
ginning prior to 1961 in the case of
certain clays and shale.

(a) In general. The Act of September
26, 1961 (Pub. L. 87-312, 756 Stat. 674),
provides that certain taxpayers may
elect to apply the provisions thereof to
all taxable years beginning before Jan-
uary 1, 1961, with respect to which the
election is effective. The Act prescribes
special rules for the application of sec-
tion 613 (a) and (c) of the Internal Rev-
enue Code of 1954 (and corresponding
provisions of the Internal Revenue
Code of 1939) in the case of shale and
certain clays used by the mine owner
or operator in the manufacture of cer-
tain clay and shale products.

(b) Election. The election to apply the
provisions of the Act may be made only
by a mine owner or operator with re-
spect to brick and tile clay, fire clay,
or shale which he mined and used in
the manufacture of building or paving
brick, drainage and roofing tile, sewer
pipe, flower pots, and kindred products.
The election must be made in accord-
ance with §1.9004—4 on or before Decem-
ber 11, 1961, and the election shall be-
come irrevocable on December 11, 1961.

(c) Years to which the election is appli-
cable. If the election described in para-
graph (b) of this section is made by the
taxpayer, the provisions of the Act
shall be effective for all taxable years
beginning before January 1, 1961, in re-
spect of which the:

(1) Assessment of a deficiency,

§1.9004-2

(2) Refund or credit of an overpay-
ment, or

(3) Commencement of a suit for re-
covery of a refund under section 7405 of
the Internal Revenue Code of 1954,

is not prevented on September 26, 1961,
by the operation of any law or rule of
law. The election is also effective for
any taxable year beginning before Jan-
uary 1, 1961, in respect of which an as-
sessment of a deficiency has been made
but not collected on or before Sep-
tember 26, 1961.

(75 Stat. 674; 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9632, Oct. 12, 1961]

§1.9004-2 Effect of election.

(a) In general. If a taxpayer makes
the election described in paragraph (b)
of §1.9004-1, he shall be deemed to have
consented to the application of the Act
with respect to all the clay and shale
described in that paragraph for all tax-
able years for which the election is ef-
fective whether or not the taxpayer is
litigating the issue for any of such
years. Thus, in applying section 613 of
the Internal Revenue Code of 1954 (and
corresponding provisions of the Inter-
nal Revenue Code of 1939) to those
years:

(1) The ‘“‘gross income from the prop-
erty” for purposes of section 613(c) of
the Internal Revenue Code of 1954 (and
corresponding provisions of the Inter-
nal Revenue Code of 1939) shall be 50
percent of the amount for which the
mineowner or operator sold, during the
taxable year, the building or paving
brick, drainage and roofing tile, sewer
pipe, flower pots, and kindred products
manufactured from the clay and shale
described in paragraph (b) of §1.9004-1,
but shall not exceed an amount equal
to $12.50 multiplied by the number of
short tons of all such clay or shale
mined and used by the mineowner or
operator in the manufacture of the
products sold during the taxable year;
and

(2) The ‘‘taxable income from the
property” (computed without allow-
ance for depletion) for purposes of sec-
tion 613(a) of the Internal Revenue
Code of 1954 (and corresponding provi-
sions of the Internal Revenue Code of
1939) shall be 50 percent of the taxable
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income from the manufactured prod-
ucts sold during the taxable year (com-
puted without allowance for depletion).

(b) Effect on depletion rates and other
items. The election shall have no effect
on the applicable rate of percentage de-
pletion for the taxable years to which
the election is effective. In applying
the election to the years affected there
shall be taken into account the effect
that any adjustments resulting from
the election shall have on other items
affected thereby, such as charitable
contributions, foreign tax credit, net
operating loss, and the effect that ad-
justments to any such items shall have
on other taxable years. The provisions
of the Act are applicable with respect
to taxable years subject to the Internal
Revenue Code of 1939 for purposes of
applying sections 450 and 453 of that
Code.

(75 Stat. 674; 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9632, Oct. 12, 1961]

§1.9004-3 Statutes of limitation.

The period within which the assess-
ment of any deficiency or the credit or
refund of any overpayment attrib-
utable to the election may be made
shall not expire sooner than one year
after December 11, 1961. Thus, if assess-
ment of a deficiency or credit or refund
of an overpayment, whichever is appli-
cable, is not prevented on September
26, 1961, the time for making assess-
ment or credit or refund shall not ex-
pire for at least one year after Decem-
ber 11, 1961, notwithstanding any other
provision of law to the contrary. Even
though assessment of a deficiency is
prevented on September 26, 1961, if
commencement of a suit for recovery
of a refund under section 7405 of the In-
ternal Revenue Code of 1954 may be
made on such date, then any deficiency
resulting from the election may be as-
sessed at any time within 1 year after
December 11, 1961. If a taxpayer makes
the election, he shall be deemed to
have consented to the application of
the provisions of the Act extending the
time for assessing a deficiency attrib-
utable to the election. The Act does
not shorten the periods of limitation
otherwise applicable. An agreement
may be entered into under section
6501(c)(4) of the Internal Revenue Code
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of 1954 and corresponding provisions of
prior law to extend the period for as-
sessment.

(75 Stat. 674; 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9632, Oct. 12, 1961]

§1.9004-4 Manner of exercising elec-
tion.

(a) By whom election is to be made.
Generally, the taxpayer whose tax li-
ability is affected by the election shall
make the election. In the case of a
partnership, or a corporation electing
under the provisions of subchapter S,
chapter 1 of the Internal Revenue Code
of 1954, the election shall be exercised
by the partnership or such corporation,
as the case may be.

(b) Time and manner of making elec-
tion. The election shall be made on or
before December 11, 1961, by filing a
statement with the district director
with whom the taxpayer’s income tax
return for the taxable year in which
the election is made is required to be
filed. The statement shall include the
following:

(1) A clear indication that an election
is being made under the Act, and

(2) The taxable years to which the
election applies.

Amended income tax returns reflecting
any increase or decrease in tax attrib-
utable to the election shall be filed for
the taxable years to which the election
applies. In the case of partnerships and
electing small business corporations
under subchapter S, chapter 1 of the In-
ternal Revenue Code of 1954, amended
returns shall be filed by the partner-
ship or electing small business corpora-
tion, as well as by the partners or
shareholders, as the case may be. Any
amended return shall be filed with the
office of the district director with
whom the taxpayer files his income tax
return for the taxable year in which
the election is made and, if practicable,
on the same date the statement of elec-
tion is filed, but amended returns shall
be filed in no event later than March
31, 1962, unless an extension of time is
granted under section 6081 of the Inter-
nal Revenue Code of 1954. Whenever the
amended returns do not accompany the
statement of election, a copy of the
statement shall be submitted with the
amended returns. The amended returns
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shall be accompanied by payment of
the additional tax (together with inter-
est thereon) resulting from the elec-
tion.

(75 Stat. 674, 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9633, Oct. 12, 1961]

§1.9004-5 Terms; applicability of other
laws.

All other terms which are not other-
wise specifically defined shall have the
same meaning as when used in the In-
ternal Revenue Code of 1954 (or the cor-
responding provisions of prior law) ex-
cept where otherwise distinctly ex-
pressed or manifestly intended to the
contrary. Further, all provisions of law
contained in the Code (or the cor-
responding provisions of prior law)
shall apply to the extent that they can
apply. Thus, all the provisions of sub-
title F of the Code (and the cor-
responding provisions of prior law)
shall apply to the extent they can
apply, including the provisions of law
relating to assessment, collection,
credit or refund, and limitations. For
purposes of this section and §§1.9004-1
to 1.9004-4, inclusive, the term ‘‘Act”
means the Act of September 26, 1961
(Pub. L. 87-312, 75 Stat. 674).

(75 Stat. 674, 26 U.S.C. 613 note)
[T.D. 6575, 26 FR 9633, Oct. 12, 1961]

QUARTZITE AND CLAY USED IN
PRODUCTION OF REFRACTORY
PRODUCTS; ELECTION FOR PRIOR
TAXABLE YEARS

§1.9005 Statutory provisions; section 2
of the Act of September 26, 1961
(Pub. L. 87-321, 75 Stat. 683).

SEC. 2. Election for quartzite and clay used in
the production of refractory products—(a) Elec-
tion for past years. If an election is made
under subsection (c), in the case of quartzite
and clay used by the mine owner or operator
in the production of refractory products, for
the purpose of applying section 613(c) of the
Internal Revenue Code of 1954 (and cor-
responding provisions of the Internal Rev-
enue Code of 1939) for each of the taxable
years with respect to which the election is
effective:

(1) The term ‘‘ordinary treatment proc-
esses”” shall include crushing, grinding, and
separating the mineral from waste, but shall
not include any subsequent process; and

(2) The gross income from mining for each
short ton of such quartzite or clay used in

§1.9005

the production of all refractory products sold
during the taxable year shall be equal to 87%
percent of the lesser of:

(A) The average lowest published or adver-
tised price, or

(B) The average lowest actual selling price,
at which, during the taxable year, the mine
owner or operator offered to sell, or sold,
such quartzite or clay (in the form and con-
dition of such products after the application
of only the processes described in paragraph
(1) and before transportation from the plant
in which such processes were applied). For
purposes of this paragraph, exceptional, un-
usual, or nominal sales or selling prices shall
be disregraded. If the mine owner or operator
makes no sales of, or makes only excep-
tional, unusual, or nominal sales of, such
quartzite or clay after application of only
the processes described in paragraph (1), then
in lieu of the price provided for in subpara-
graph (A) or (B) there shall be used the aver-
age lowest recognized selling price for the
taxable year for such quartzite or clay in the
marketing area of the mine owner or oper-
ator published in a trade journal or other in-
dustry publication.

(b) Years to which applicable. An election
made under subsection (¢c) to have the provi-
sions of this section apply shall be effective
on and after January 1, 1951, for all taxable
years beginning before January 1, 1961, in re-
spect of which:

(1) The assessment of a deficiency,

(2) The refund or credit of an overpayment,
or

(3) The commencement of a suit for recov-
ery of a refund under section 7405 of the In-
ternal Revenue Code of 1954,

is not prevented on the date of the enact-
ment of this Act by the operation of any law
or rule of law. Such election shall also be ef-
fective on and after January 1, 1951, for any
taxable year beginning before January 1,
1961, in respect of which an assessment of a
deficiency has been made but not collected
on or before the date of the enactment of
this Act.

(c) Time and manner of election. An election
to have the provisions of this section apply
shall be made by the taxpayer on or before
the 60th day after the date of publication in
the FEDERAL REGISTER of final regulations
issued under authority of subsection (f), and
shall be made in such form and manner as
the Secretary of the Treasury or his delegate
shall prescribe by regulations. Such election,
if made, may not be revoked.

(d) Statutes of limitations. Notwithstanding
any other law, the period within which an as-
sessment of a deficiency attributable to the
election under subsection (¢) may be made
with respect to any taxable year for which
such election is effective, and the period
within which a claim for refund or credit of
an overpayment attributable to the election
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under such subsection may be made with re-
spect to any such taxable year, shall not ex-
pire prior to one year after the last day for
making an election under subsection (c). An
election by a taxpayer under subsection (c)
shall be considered as a consent to the appli-
cation of the provisions of this subsection.

(e) Terms; applicability of other laws. Except
where otherwise distinctly expressed or
manifestly intended, terms used in this sec-
tion shall have the same meaning as when
used in the Internal Revenue Code of 1954 (or
corresponding provisions of the Internal Rev-
enue Code of 1939) and all provisions of law
shall apply with respect to this section as if
this section were a part of such Code (or cor-
responding provisions of the Internal Rev-
enue Code of 1939).

(f) Regulations. The Secretary of the Treas-
ury or his delegate shall prescribe such regu-
lations as may be necessary to carry out the
provisions of this section.

(Sec. 2(f), 75 Stat. 683; 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12077, Dec. 16, 1961]

§1.9005-1 Election relating to the de-
termination of gross income from
the property for taxable years be-
ginning prior to 1961 in the case of
clay and quartzite used in making
refractory products.

(a) In general. Section 2 of the Act of
September 26, 1961 (Pub. L. 87-321, 75
Stat. 683), provides that certain tax-
payers may elect to apply the provi-
sions of such section to all taxable
years beginning before January 1, 1961,
with respect to which the election is ef-
fective. Section 2 of the Act prescribes
special rules for the application of sec-
tion 613(c) of the Internal Revenue
Code of 1954 (and corresponding provi-
sions of the Internal Revenue Code of
1939) in the case of quartzite and clay
used by the mine owner or operator in
the production of refractory products.

(b) Election. The election to apply the
provisions of section 2 of the Act may
be made only in the case of quartzite
and clay used in the production of
products generally recognized as re-
fractory products by the refractories
industry. Examples of such products
are clay firebrick, silica brick, and re-
fractory bonding mortars. The election
may be made only by a taxpayer who
both mined the clay or quartzite and
used it in the production of refractory
products. The election must be made in
accordance with §1.9006-4 on or before
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February 14, 1962, and the election
shall become irrevocable on that date.

(c) Years to which the election is appli-
cable. If the election described in para-
graph (b) of this section is made by the
taxpayer, the provisions of section 2 of
the Act shall be effective on and after
January 1, 1951, for all taxable years
beginning before January 1, 1961, in re-
spect of which the:

(1) Assessment of a deficiency,

(2) Refund or credit of an overpay-
ment, or

(3) Commencement of a suit for re-
covery of a refund under section 7405 of
the Internal Revenue Code of 1954,

was not prevented on September 26,
1961, by the operation of any law or
rule of law. The election is also effec-
tive on and after January 1, 1951, for
any taxable year beginning before Jan-
uary 1, 1961, in respect of which an as-
sessment of a deficiency has been made
but not collected on or before Sep-
tember 26, 1961.

(Sec. 2(f), 76 Stat. 683, 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12078, Dec. 16, 1961]

§1.9005-2 Effect of election.

(a) In general. If a taxpayer makes
the election described in paragraph (b)
of §1.9005-1, he shall be deemed to have
consented to the application of section
2 of the Act with respect to all the clay
and quartzite described in that para-
graph for all taxable years for which
the election is effective whether or not
the taxpayer is litigating the issue for
any of such years. Thus, in applying
section 613(c) of the Internal Revenue
Code of 1954 (and corresponding provi-
sions of the Internal Revenue Code of
1939) to those years:

(1) The term ‘‘ordinary treatment
processes’ shall include crushing,
grinding, and separating the mineral
from waste, but shall not include any
subsequent process; and

(2) The gross income from mining for
each short ton of quartzite or clay
mined by the taxpayer and used by him
in the production of all refractory
products sold during the taxable year
shall be equal to 87% percent of the
lesser of:

(i) The average lowest published or
advertised price, or
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(ii) The average lowest actual selling
price at which the mine owner or oper-
ator offered to sell or sold any such
quartzite or clay during the taxable
year.

(b) Rules for applying paragraph (a) of
this section. (1) The price described in
paragraph (a)(2) of this section and any
price described in this paragraph shall
be determined with reference to quartz-
ite or clay in the form and condition of
such products after the application of
only the processes described in para-
graph (a)(1) of this section and before
transportation from the plant in which
such processes were applied.

(2) If quartzite and clay were mined
and used by the taxpayer in the pro-
duction of refractory products, a sepa-
rate price shall be used with respect to
each mineral.

(3) There shall be used for each min-
eral the lowest price at which it was
sold or offered for sale by the taxpayer
during the taxable year. Thus, only one
price shall be used with respect to each
mineral regardless of variations in type
or grade.

(4) For purposes of this paragraph,
exceptional, unusual, or nominal sales
of quartzite or clay shall be dis-
regarded. Thus, for example, if the tax-
payer made an accommodation sale
during the taxable year at other than
the regular price, such sale is to be dis-
regarded.

(5) If the taxpayer made no sales dur-
ing the taxable year of quartzite or
clay in the form and condition de-
scribed in subparagraph (1) of this
paragraph, or if his sales were excep-
tional, unusual, or nominal, there shall
be used the lowest recognized selling
price for the taxpayer’s marketing area
for quartzite or clay (of the same grade
and type as that used by him) which
was published for the taxable year in a
trade journal or other industry publi-
cation.

(6) If subparagraph (5) of this para-
graph does not apply for the reason
that there is no recognized selling price
published in a trade journal or other
industry publication for the taxpayer’s
marketing area, there shall be used the
lowest price at which quartzite or clay
comparable to that used by the tax-
payer was sold or offered for sale dur-
ing the taxable year in that area by

§1.9005-2

other producers similarly
circumstanced as the taxpayer or, if
appropriate, the lowest price paid by
the taxpayer for purchased quartzite or
clay.

(7) If the lowest selling price other-
wise applicable under the preceding
provisions of this paragraph fluctuated
during the taxable year, the two or
more lowest selling prices shall be
averaged according to the number of
days during the taxable year that each
such price was in effect.

(c) The provisions of paragraphs (a)
and (b) of this section may be illus-
trated by the following examples:

Example 1. (i) Facts. Taxpayer A, a calendar
year taxpayer, mined quartzite and clay and
used them in the production of recognized re-
fractory products. During the taxable year,
the lowest price for which A sold clay after
the application of crushing and grinding was
$13.75 per short ton. He also sold some
ground clay of a different type at $20.00 per
short ton. A sold quartzite after the applica-
tion of crushing and grinding for various
prices, depending upon type, ranging from
$14.00 per short ton to $20.00 per short ton.
During the taxable year, the prices for the
various types of ground clay and quartzite
did not change. None of the sales by A of
ground clay or quartzite were exceptional,
unusual, or nominal.

(ii) Determination of gross income from min-
ing. If A makes the election described in
paragraph (b) of §1.9005-1, the gross income
from mining per short ton of clay mined by
A and used in the production of refractory
products sold during the taxable year is
$12.03 (87% percent of $13.75), and the gross
income from mining per short ton of quartz-
ite mined by A and used in the production of
refractory products sold during the taxable
year is $12.25 (87% percent of $14.00). To de-
termine his gross income from mining, A
must compute the sum of:

(a) $12.03 multiplied by the number of short
tons of clay which were mined by A (whether
or not during the taxable year) and which
were used by A in the production of refrac-
tory products (refractory bonding mortar,
fire brick, etc.) sold during the taxable year;
plus

(b) $12.25 multiplied by the number of short
tons of quartzite which were mined by A
(whether or not during the taxable year) and
which were used by A in the production of
refractory products sold during the taxable
year.

Example 2. Assume the same facts as in ex-
ample (1) except that on October 1 of the tax-
able year A’s lowest price for clay after the
application of crushing and grinding in-
creased to $14.40 per short ton. In this case,
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the average lowest price for which A sold
ground clay during the taxable year must be
determined by taking into account the price
adjustment of October 1. Under these cir-
cumstances, the average lowest price for the
ground clay would be $13.91, that is
$13.75x273/365 plus $14.40x92/365.

(d) Effect on depletion rates and other
items. The election shall have no effect
on the applicable rate of percentage de-
pletion for the taxable years for which
the election is effective. In applying
the election to the years affected there
shall be taken into account the effect
that any adjustments resulting from
the election shall have on other items
affected thereby, such as charitable
contributions, foreign tax credit, net
operating loss, and the effect that ad-
justments to any such items shall have
on other taxable years. The provisions
of section 2 of the Act are applicable
with respect to taxable years subject to
the Internal Revenue Code of 1939 for
purposes of applying sections 450 and
453 of that Code. The election shall
have no effect on the determination of
the treatment processes which are to
be considered as mining or on the de-
termination of gross income from min-
ing for any taxable year beginning
after December 31, 1960.

(Sec. 2(f), 75 Stat. 683; 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12078, Dec. 16, 1961]

§1.9005-3 Statutes of limitation.

Notwithstanding any provision of law
to the contrary, the period within
which the assessment of any deficiency
attributable to the election may be
made, or within which the credit or re-
fund of any overpayment attributable
to the election may be made, shall not
expire sooner than one year after the
last day for making the election. Thus,
if assessment of a deficiency or credit
or refund of an overpayment, which-
ever is applicable, was not prevented
on September 26, 1961, the time for
making assessment or credit or refund
shall not expire for at least one year
after the last day for making the elec-
tion. Even though assessment of a defi-
ciency was prevented on September 26,
1961, if commencement of a suit for re-
covery of a refund under section 7405 of
the Internal Revenue Code of 1954 may
have been made on such date, then any
deficiency resulting from the election
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may be assessed at any time within one
year after the last day for making the
election. If a taxpayer makes the elec-
tion, he shall be deemed to have con-
sented to the application of the provi-
sions of section 2 of the Act extending
the time for assessing a deficiency at-
tributable to the election. Section 2 of
the Act does not shorten the period of
limitations otherwise applicable. An
agreement may be entered into under
section 6501(c)(4) of the Internal Rev-
enue Code of 1954 and corresponding
provisions of prior law to extend the
period for assessment.

(Sec. 2(f), 75 Stat. 683; 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12079, Dec. 16, 1961]

§1.9005-4 Manner of exercising elec-
tion.

(a) By whom election is to be made.
Generally, the taxpayer whose tax li-
ability is affected by the election shall
make the election. In the case of a
partnership, or a corporation electing
under the provisions of subchapter S,
chapter 1 of the Internal Revenue Code
of 1954, the election shall be exercised
by the partnership or such corporation,
as the case may be.

(b) Time and manner of making elec-
tion. The election shall be made on or
before February 14, 1962, by filing a
statement with the district director
with whom the taxpayer’s income tax
return for the taxable year in which
the election is made is required to be
filed. The statement shall include the
following:

(1) A clear indication that an election
is being made under section 2 of the
Act, and

(2) The taxable years to which the
election applies.

Amended income tax returns reflecting
any increase or decrease in tax attrib-
utable to the election shall be filed for
the taxable years to which the election
applies. In the case of partnerships and
electing small business corporations
under subchapter S, chapter 1 of the In-
ternal Revenue Code of 1954, amended
returns shall be filed by the partner-
ship or electing small business corpora-
tion, as well as by the partners or
shareholders, as the case may be. Any
amended return shall be filed with the
office of the district director with
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whom the taxpayer files his income tax
return for the taxable year in which
the election is made, and, if prac-
ticable, on the same date the state-
ment of election is filed, but amended
returns shall be filed in no event later
than May 31, 1962, unless an extension
of time is granted under section 6081 of
the Internal Revenue Code of 1954.
Whenever the amended returns do not
accompany the statement of election, a
copy of the statement shall be sub-
mitted with the amended returns. The
amended returns shall be accompanied
by payment of the additional tax (to-
gether with interest thereon) resulting
from the election.

(Sec. 2(f), 75 Stat. 683; 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12079, Dec. 16, 1961]

§1.9005-5 Terms; applicability of other
laws.

All other terms which are not other-
wise specifically defined shall have the
same meaning as when used in the In-
ternal Revenue Code of 1954 (or the cor-
responding provisions of prior law) ex-
cept where otherwise distinctly ex-
pressed or manifestly intended to the
contrary. Further, all provisions of law
contained in the Code (or the cor-
responding provisions of prior law)
shall apply to the extent that they can
apply. Thus, all the provisions of sub-
title F of the Code (and the cor-
responding provisions of prior law)
shall apply to the extent they can
apply, including the provisions of law
relating to assessment, collection,
credit or refund, and limitations. For
purposes of this section and §§1.9005-1
to 1.9005-4, inclusive, the term ‘‘Act”
means the Act of September 26, 1961
(Pub. L. 87-321, 75 Stat. 683).

(Sec. 2(f), 75 Stat. 683; 26 U.S.C. 613 note)
[T.D. 6583, 26 FR 12079, Dec. 16, 1961]

TAX REFORM ACT OF 1969

§1.9006 Statutory provisions; Tax Re-
form Act of 1969.

Section 946 of the Tax Reform Act of
1969 (83 Stat. 729) provides as follows:

SEC. 946. Interest and penalties in case of cer-
tain taxable years—(a) Interest on under-
payment. Notwithstanding section 6601 of the
Internal Revenue Code of 1954, in the case of
any taxable year ending before the date of

§ 1.9006-1

the enactment of this Act, no interest on any
underpayment of tax, to the extent such un-
derpayment is attributable to the amend-
ments made by this Act, shall be assessed or
collected for any period before the 90th day
after such date.

(b) Declarations of estimated tax. In the case
of a taxable year beginning before the date of
the enactment of this Act, if any taxpayer is
required to make a declaration or amended
declaration of estimated tax, or to pay any
amount or additional amount of estimated
tax, by reason of the amendments made by
this Act, such amount or additional amount
shall be paid ratably on or before each of the
remaining installment dates for the taxable
year beginning with the first installment
date on or after the 30th day after such date
of enactment. With respect to any declara-
tion or payment of estimated tax before such
first installment date, sections 6015, 6154,
6654, and 6655 of the Internal Revenue Code of
1954 shall be applied without regard to the
amendments made by this Act. For purposes
of this subsection, the term ‘‘installment
date” means any date on which, under sec-
tion 6153 or 6154 of such Code (whichever is
applicable), an installment payment of esti-
mated tax is required to be made by the tax-
payer.

[T.D. 7088, 36 FR 3052, Feb. 17, 1971]

§1.9006-1 Interest and penalties in
case of certain taxable years.

(a) Interest on underpayment. The In-
ternal Revenue Code of 1954 was
amended in many important respects
by the Tax Reform Act of 1969. Certain
of these amendments affect taxable
years ending prior to December 30, 1969
(the date of enactment of the Act) and
thereby may cause underpayments of
tax by a number of taxpayers for those
years. Under section 6601(a) of the
Code, interest at the rate of 6 percent
per annum is imposed upon the amount
of any such underpayment. The effect
of section 946(a) of the Act is to pre-
vent the assessment or collection of in-
terest on an underpayment of tax for
any taxable year ending before Decem-
ber 30, 1969, if such underpayment is at-
tributable to any amendment made by
such Act, for the period from the due
date for payment until March 30, 1970.
Thus, the taxpayer is afforded an inter-
est-free period of 90 days from the date
of enactment of such Act within which
to account for the changes in the law
affecting him and to remit the amount
of such underpayment. If, on or after
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