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the trades or businesses that involve
long-term contracts. An election ap-
plies to all long-term contracts com-
pleted during and after the taxable
year for which the election is effective.
An election may not be revoked with-
out the Commissioner’s consent. For
taxpayers who elected to use the de-
layed reapplication method under para-
graph (e) of this section, an election
under this paragraph (j) automatically
revokes the election to use the delayed
reapplication method for contracts
subject to section 460(b)(6). A consoli-
dated group of corporations, as defined
in § 1.1502–1(h), is subject to consistency
rules analogous to those in paragraph
(e)(2) of this section and in paragraph
(d)(4)(ii)(C) of this section (concerning
election to use simplified marginal im-
pact method).

[T.D. 9315, 55 FR 41670, Oct. 15, 1990, as
amended by T.D. 8775, 63 FR 36181, July 2,
1998]

§ 1.460–7 Exempt long-term contracts.
[Reserved]

§ 1.460–8 Changes in method of ac-
counting. [Reserved]

TAXABLE YEAR FOR WHICH DEDUCTIONS
TAKEN

§ 1.461–0 Table of contents.

This section lists the captions that
appear in the regulations under section
461 of the Internal Revenue Code.

§ 1.461–1 General rule for taxable year of
deduction.

(a) General rule.
(1) Taxpayer using cash receipts and dis-

bursements method.
(2) Taxpayer using an accrual method.
(3) Effect in current taxable year of im-

properly accounting for a liability in a prior
taxable year.

(4) Deductions attributable to certain for-
eign income.

(b) Special rule in case of death.
(c) Accrual of real property taxes.
(1) In general.
(2) Special rules.
(3) When election may be made.
(4) Binding effect of election.
(5) Apportionment of taxes on real prop-

erty between seller and purchaser.
(6) Examples.
(d) Limitation on acceleration of accrual

of taxes.

(e) Dividends or interest paid by certain
savings institutions on certain deposits or
withdrawable accounts.

(1) Deduction not allowable.
(2) Computation of amounts not allowed as

a deduction.
(3) When amounts allowable.

§ 1.461–2 Contested liabilities.

(a) General rule.
(1) Taxable year of deduction.
(2) Exception.
(3) Refunds includible in gross income.
(4) Examples.
(5) Liabilities described in paragraph (g) of

§ 1.461–4. [Reserved]
(b) Contest of asserted liability.
(1) Asserted liability.
(2) Definition of the term ‘‘contest.’’
(3) Example.
(c) Transfer to provide for the satisfaction

of an asserted liability.
(1) In general.
(2) Examples.
(d) Contest exists after transfer.
(e) Deduction otherwise allowed.
(1) In general.
(2) Example.
(f) Treatment of money or property trans-

ferred to an escrowee, trustee, or court and
treatment of any income attributable there-
to. [Reserved]

(g) Effective dates.

§ 1.461–3 Prepaid interest. [Reserved]

§ 1.461–4 Economic performance.

(a) Introduction.
(1) In general.
(2) Overview.
(b) Exceptions to the economic perform-

ance requirement.
(c) Definitions.
(1) Liability.
(2) Payment.
(d) Liabilities arising out of the provision

of services, property, or the use of property.
(1) In general.
(2) Services or property provided to the

taxpayer.
(3) Use of property provided to the tax-

payer.
(4) Services or property provided by the

taxpayer.
(5) Liabilities that are assumed in connec-

tion with the sale of a trade or business.
(6) Rules relating to the provision of serv-

ices or property to a taxpayer.
(7) Examples.
(e) Interest.
(f) Timing of deductions from notional

principal contracts.
(g) Certain liabilities for which payment is

economic performance.
(1) In general.
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(2) Liabilities arising under a workers com-
pensation act or out of any tort, breach of
contract, or violation of law.

(3) Rebates and refunds.
(4) Awards, prizes, and jackpots.
(5) Insurance, warranty, and service con-

tracts.
(6) Taxes.
(7) Other liabilities.
(8) Examples.
(h) Liabilities arising under the Nuclear

Waste Policy Act of 1982.
(i) [Reserved]
(j) Contingent liabilities. [Reserved]
(k) Special effective dates.
(1) In general.
(2) Long-term contracts.
(3) Payment liabilities.
(l) [Reserved]
(m) Change in method of accounting re-

quired by this section.
(1) In general.
(2) Change in method of accounting for

long-term contracts and payment liabilities.

§ 1.461–5 Recurring item exception.

(a) In general.
(b) Requirements for use of the exception.
(1) General rule.
(2) Amended returns.
(3) Liabilities that are recurring in nature.
(4) Materiality requirement.
(5) Matching requirement.
(c) Types of liabilities not eligible for

treatment under the recurring item excep-
tion.

(d) Time and manner of adopting the recur-
ring item exception.

(1) In general.
(2) Change to the recurring item exception

method for the first taxable year beginning
after December 31, 1991.

(3) Retroactive change to the recurring
item exception method.

(e) Examples.

§ 1.461–6 Economic performance when certain
liabilities are assigned or are extinguished by
the establishment of a fund.

(a) Qualified assignments of certain per-
sonal injury liabilities under section 130.

(b) Section 468B.
(c) Payments to other funds or persons

that constitute economic performance. [Re-
served]

(d) Effective dates.

[T.D. 8408, 57 FR 12420, Apr. 10, 1992, as
amended by T.D. 8593, 60 FR 18743, Apr. 13,
1995]

§ 1.461–1 General rule for taxable year
of deduction.

(a) General rule—(1) Taxpayer using
cash receipts and disbursements method.
Under the cash receipts and disburse-

ments method of accounting, amounts
representing allowable deductions
shall, as a general rule, be taken into
account for the taxable year in which
paid. Further, a taxpayer using this
method may also be entitled to certain
deductions in the computation of tax-
able income which do not involve cash
disbursements during the taxable year,
such as the deductions for deprecia-
tion, depletion, and losses under sec-
tions 167, 611, and 165, respectively. If
an expenditure results in the creation
of an asset having a useful life which
extends substantially beyond the close
of the taxable year, such an expendi-
ture may not be deductible, or may be
deductible only in part, for the taxable
year in which made. An example is an
expenditure for the construction of im-
provements by the lessee on leased
property where the estimated life of
the improvements is in excess of the
remaining period of the lease. In such a
case, in lieu of the allowance for depre-
ciation provided by section 167, the
basis shall be amortized ratably over
the remaining period of the lease. See
section 178 and the regulations there-
under for rules governing the effect to
be given renewal options in deter-
mining whether the useful life of the
improvements exceeds the remaining
term of the lease where a lessee begins
improvements on leased property after
July 28, 1958, other than improvements
which on such date and at all times
thereafter, the lessee was under a bind-
ing legal obligation to make. See sec-
tion 263 and the regulations thereunder
for rules relating to capital expendi-
tures.

(2) Taxpayer using an accrual method—
(i) In general. Under an accrual method
of accounting, a liability (as defined in
§ 1.446–1(c)(1)(ii)(B)) is incurred, and
generally is taken into account for
Federal income tax purposes, in the
taxable year in which all the events
have occurred that establish the fact of
the liability, the amount of the liabil-
ity can be determined with reasonable
accuracy, and economic performance
has occurred with respect to the liabil-
ity. (See paragraph (a)(2)(iii)(A) of this
section for examples of liabilities that
may not be taken into account until a
taxable year subsequent to the taxable
year incurred, and see §§ 1.461–4 through
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1.461–6 for rules relating to economic
performance.) Applicable provisions of
the Code, the Income Tax Regulations,
and other guidance published by the
Secretary prescribe the manner in
which a liability that has been in-
curred is taken into account. For ex-
ample, section 162 provides that the de-
ductible liability generally is taken
into account in the taxable year in-
curred through a deduction from gross
income. As a further example, under
section 263 or 263A, a liability that re-
lates to the creation of an asset having
a useful life extending substantially
beyond the close of the taxable year is
taken into account in the taxable year
incurred through capitalization (within
the meaning of § 1.263A–1(c)(3)), and
may later affect the computation of
taxable income through depreciation
or otherwise over a period including
subsequent taxable years, in accord-
ance with applicable Internal Revenue
Code sections and guidance published
by the Secretary. The principles of this
paragraph (a)(2) also apply in the cal-
culation of earnings and profits and ac-
cumulated earnings and profits.

(ii) Uncertainty as to the amount of a
liability. While no liability shall be
taken into account before economic
performance and all of the events that
fix the liability have occurred, the fact
that the exact amount of the liability
cannot be determined does not prevent
a taxpayer from taking into account
that portion of the amount of the li-
ability which can be computed with
reasonable accuracy within the taxable
year. For example, A renders services
to B during the taxable year for which
A charges $10,000. B admits a liability
to A for $6,000 but contests the remain-
der. B may take into account only
$6,000 as an expense for the taxable
year in which the services were ren-
dered.

(iii) Alternative timing rules. (A) If any
provision of the Code requires a liabil-
ity to be taken into account in a tax-
able year later than the taxable year
provided in paragraph (a)(2)(i) of this
section, the liability is taken into ac-
count as prescribed in that Code provi-
sion. See, for example, section 267
(transactions between related parties)
and section 464 (farming syndicates).

(B) If the liability of a taxpayer is
subject to section 170 (charitable con-
tributions), section 192 (black lung ben-
efit trusts), section 194A (employer li-
ability trusts), section 468 (mining and
solid waste disposal reclamation and
closing costs), or section 468A (certain
nuclear decommissioning costs), the li-
ability is taken into account as deter-
mined under that section and not
under section 461 or the regulations
thereunder. For special rules relating
to certain loss deductions, see sections
165(e), 165(i), and 165(l), relating to
theft losses, disaster losses, and losses
from certain deposits in qualified fi-
nancial institutions.

(C) Section 461 and the regulations
thereunder do not apply to any amount
allowable under a provision of the Code
as a deduction for a reserve for esti-
mated expenses.

(D) Except as otherwise provided in
any Internal Revenue regulations, rev-
enue procedure, or revenue ruling, the
economic performance requirement of
section 461(h) and the regulations
thereunder is satisfied to the extent
that any amount is otherwise deduct-
ible under section 404 (employer con-
tributions to a plan of deferred com-
pensation), section 404A (certain for-
eign deferred compensation plans), or
section 419 (welfare benefit funds). See
§ 1.461–4(d)(2)(iii).

(3) Effect in current taxable year of im-
properly accounting for a liability in a
prior taxable year. Each year’s return
should be complete in itself, and tax-
payers shall ascertain the facts nec-
essary to make a correct return. The
expenses, liabilities, or loss of one year
generally cannot be used to reduce the
income of a subsequent year. A tax-
payer may not take into account in a
return for a subsequent taxable year li-
abilities that, under the taxpayer’s
method of accounting, should have
been taken into account in a prior tax-
able year. If a taxpayer ascertains that
a liability should have been taken into
account in a prior taxable year, the
taxpayer should, if within the period of
limitation, file a claim for credit or re-
fund of any overpayment of tax arising
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therefrom. Similarly, if a taxpayer as-
certains that a liability was improp-
erly taken into account in a prior tax-
able year, the taxpayer should, if with-
in the period of limitation, file an
amended return and pay any additional
tax due. However, except as provided in
section 905(c) and the regulations
thereunder, if a liability is properly
taken into account in an amount based
on a computation made with reason-
able accuracy and the exact amount of
the liability is subsequently deter-
mined in a later taxable year, the dif-
ference, if any, between such amounts
shall be taken into account for the
later taxable year.

(4) Deductions attributable to certain
foreign income. In any case in which,
owing to monetary, exchange, or other
restrictions imposed by a foreign coun-
try, an amount otherwise constituting
gross income for the taxable year from
sources without the United States is
not includible in gross income of the
taxpayer for that year, the deductions
and credits properly chargeable against
the amount so restricted shall not be
deductible in such year but shall be de-
ductible proportionately in any subse-
quent taxable year in which such
amount or portion thereof is includible
in gross income. See paragraph (b) of
§ 1.905–1 for rules relating to credit for
foreign income taxes when foreign in-
come is subject to exchange controls.

(b) Special rule in case of death. A tax-
payer’s taxable year ends on the date
of his death. See section 443(a)(2) and
paragraph (a)(2) of § 1.443–1. In com-
puting taxable income for such year,
there shall be deducted only amounts
properly deductible under the method
of accounting used by the taxpayer.
However, if the taxpayer used an ac-
crual method of accounting, no deduc-
tion shall be allowed for amounts ac-
crued only by reason of his death. For
rules relating to the inclusion of items
of partnership deduction, loss, or credit
in the return of a decedent partner, see
subchapter K, chapter 1 of the Code,
and the regulations thereunder.

(c) Accrual of real property taxes— (1)
In general. If the accrual of real prop-
erty taxes is proper in connection with
one of the methods of accounting de-
scribed in section 446(c), any taxpayer
using such a method of accounting may

elect to accrue any real property tax,
which is related to a definite period of
time, ratably over that period in the
manner described in this paragraph.
For example, assume that such an elec-
tion is made by a calendar-year tax-
payer whose real property taxes, appli-
cable to the period from July 1, 1955, to
June 30, 1956, amount to $1,200. Under
section 461(c), $600 of such taxes accrue
in the calendar year 1955, and the
balance accrues in 1956. For special
rule in the case of certain contested
real property taxes in respect of which
the taxpayer transfers money or other
property to provide for the satisfaction
of the contested tax, see § 1.461–2. For
general rules relating to deductions for
taxes, see section 164 and the regula-
tions thereunder.

(2) Special rules—(i) Effective date.
Section 461(c) and this paragraph do
not apply to any real property tax al-
lowable as a deduction under the Inter-
nal Revenue Code of 1939 for any tax-
able year beginning before January 1,
1954.

(ii) If real property taxes which re-
late to a period prior to the taxpayer’s
first taxable year beginning on or after
January 1, 1954, would, but for section
461(c), be deductible in such first tax-
able year, the portion of such taxes
which applies to the prior period is de-
ductible in such first taxable year (in
addition to the amount allowable
under section 461(c)(1)).

(3) When election may be made—(i)
Without consent. A taxpayer may elect
to accrue real property taxes ratably in
accordance with section 461(c) and this
paragraph without the consent of the
Commissioner for his first taxable year
beginning after December 31, 1953, and
ending after August 16, 1954, in which
the taxpayer incurs real property
taxes. Such election must be made not
later than the time prescribed by law
for filing the return for such year (in-
cluding extensions thereof). An elec-
tion may be made by the taxpayer for
each separate trade or business (and for
nonbusiness activities, if accounted for
separately). Such an election shall
apply to all real property taxes of the
trade, business, or nonbusiness activity
for which the election is made. The
election shall be made in a statement
submitted with the taxpayer’s return
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for the first taxable year to which the
election is applicable. The statement
should set forth:

(a) The trades or businesses, or non-
business activity, to which the election
is to apply, and the method of account-
ing used therein;

(b) The period of time to which the
taxes are related; and

(c) The computation of the deduction
for real property taxes for the first
year of the election (or a summary of
such computation).

(ii) With consent. A taxpayer may
elect with the consent of the Commis-
sioner to accrue real property taxes
ratably in accordance with section 461
(c) and this paragraph. A written re-
quest for permission to make such an
election shall be submitted to the Com-
missioner of Internal Revenue, Wash-
ington, D.C. 20224, within 90 days after
the beginning of the taxable year to
which the election is first applicable,
or before March 26, 1958, whichever
date is later. The request for permis-
sion shall state:

(a) The name and address of the tax-
payer;

(b) The trades or businesses, or non-
business activity, to which the election
is to apply, and the method of account-
ing used therein;

(c) The taxable year to which the
election first applies;

(d) The period to which the real prop-
erty tax relate;

(e) The computation of the deduction
for real property taxes for the first
year of election (or a summary of such
computation); and

(f) An adequate description of the
manner in which all real property
taxes were deducted in the year prior
to the year of election.

(4) Binding effect of election. An elec-
tion to accrue real property taxes rat-
ably under section 461(c) is binding
upon the taxpayer unless the consent
of the Commissioner is obtained under
section 446(e) and paragraph (e) of
§ 1.446–1 to change such method of de-
ducting real property taxes. If the last
day prescribed by law for filing a re-
turn for any taxable year (including ex-
tensions thereof) to which section
461(c) is applicable falls before March
25, 1958, consent is hereby given for the
taxpayer to revoke an election pre-

viously made to accrue real property
taxes in the manner prescribed by sec-
tion 461(c). If the taxpayer revokes his
election under the preceding sentence,
he must, on or before March 25, 1958,
notify the district director for the dis-
trict in which the return was filed of
such revocation. For any taxable year
for which such revocation is applicable,
an amended return reflecting such rev-
ocation shall be filed on or before
March 25, 1958.

(5) Apportionment of taxes on real prop-
erty between seller and purchaser. For
apportionment of taxes on real prop-
erty between seller and purchaser, see
section 164(d) and the regulations
thereunder.

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

Example (1). A taxpayer on an accrual
method reports his taxable income for the
taxable year ending June 30. He elects to ac-
crue real property taxes ratably for the tax-
able year ending June 30, 1955 (which is his
first taxable year beginning on or after Jan-
uary 1, 1954). In the absence of an election
under section 461(c), such taxes would accrue
on January 1 of the calendar year to which
they are related. The real property taxes are
$1,200 for 1954; $1,600 for 1955; and $1,800 for
1956. Deductions for such taxes for the fiscal
years ending June 30, 1955, and June 30, 1956,
are computed as follows:

Fiscal year ending June 30, 1955
July through December 1954 .................................... 1 None
January through June 1955 (6⁄12 of $1,600) ............. $800

Deduction for fiscal year ending June 30, 1955 800
1 The taxes for 1954 were deductible in the fiscal year end-

ing June 30, 1954, since such taxes accrued on January 1,
1954.

Fiscal year ending June 30, 1956
July through December 1955 (6⁄12 of $1,600) ........... $800
January through June 1956 (6⁄12 of $1,800) ............. 900

Deduction for fiscal year ending June 30, 1956 1,700

Example (2). A calendar-year taxpayer on
an accrual method elects to accrue real prop-
erty taxes ratably for 1954. In the absence of
an election under section 461(c), such taxes
would accrue on July 1 and are assessed for
the 12-month period beginning on that date.
The real property taxes assessed for the year
ending June 30, 1954, are $1,200; $1,600 for the
year ending June 30, 1955; and $1,800 for the
year ending June 30, 1956. Deductions for
such taxes for the calendar years 1954 and
1955 are computed as follows:

Year ending December 31, 1954
January through June 1954 ....................................... 1 None
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Year ending December 31, 1954—Continued
July through December 1954 (6⁄12 of $1,600) ........... $800

Deduction for year ending December 31, 1954 800
1 The entire tax of $1,200 for the year ended June 30,

1954, was deductible in the return for 1953, since such tax
accrued on July 1, 1953.

Year ending December 31, 1955
January through June 1955 (6⁄12 of $1,600) ............. $800
July through December 1955 (6⁄12 of $1,800) ........... 900

Deduction for year ending December 31, 1955 1,700

Example (3). A calendar-year taxpayer on
an accrual method elects to accrue real prop-
erty taxes ratably for 1954. In the absence of
an election under section 461(c), such taxes,
which relate to the calendar year 1954, are
accruable on December 1 of the preceding
calendar year. No deduction for real property
taxes is allowable for the taxable year 1954
since such taxes accrued in the taxable year
1953 under section 23(c) of the Internal Rev-
enue Code of 1939.

Example (4). A taxpayer on an accrual
method reports his taxable income for the
taxable year ending March 31. He elects to
accrue real property taxes ratably for the
taxable year ending March 31, 1955. In the ab-
sence of an election under section 461(c),
such taxes are accruable on June 1 of the cal-
endar year to which they relate. The real
property taxes are $1,200 for 1954; $1,600 for
1955; and $1,800 for 1956. Deductions for such
taxes for the taxable years ending March 31,
1955, and March 31, 1956, are computed as fol-
lows:

Fiscal year ending March 31, 1955
April through December 1954 (9⁄12 of $1,200) .......... $900
January through March 1955 (3⁄12 of $1,600) ........... 400

Taxes accrued ratably in fiscal year ending
March 31, 1955 ............................................... 1,800

Tax relating to period January through March 1954,
paid in June 1954, and not deductible in prior tax-
able year (9⁄12 of $1,200) ....................................... 300

Deduction for fiscal year ending March 31,
1955 ................................................................ 1,600

Fiscal year ending March 31, 1956
April through December 1955 (9⁄12 of $1,600) .......... $1,200
January through March 1956 (3⁄12 of $1,800) ........... 450

Deduction for fiscal year ending March 31,
1956 ................................................................ 1,650

Example (5). The facts are the same as in
example (4) except that in June 1955, when
the taxpayer pays his $1,600 real property
taxes for 1955, he pays $400 of such amount
under protest. Deductions for taxes for the
taxable years ending March 31, 1955, and
March 31, 1956, are computed as follows:

Fiscal year ending March 31, 1955
April through December 1954 (9⁄12 of $1,200) .......... $900

Fiscal year ending March 31, 1955—Continued
January through March 1955 (3⁄12 of $1,200, that is,

$1,600 minus $400 (the contested portion which
is not properly accruable)) ..................................... 300

Taxes accrued ratably in fiscal year ending
March 31, 1955 ............................................... 1,200

Tax relating to period January through March 1954,
paid in June 1954, and not deductible in prior tax-
able years (3⁄12 of $1,200) ..................................... 300

Deduction for fiscal year ending March 31,
1955 ................................................................ 1,500

Fiscal year ending March 31, 1956
April through December 1955 (9⁄12 of $1,200) .......... $900
January through March 1956 (3⁄12 of $1,800) ........... 450

Taxes accrued ratably in fiscal year ending
March 31, 1956 ............................................... 1,350

Contested portion of tax relating to period January
through December 1955, paid in June 1955, and
deductible, under section 461(f), for taxpayer’s fis-
cal year ending March 31, 1956 ............................ 400

Deduction for fiscal year ending March 31,
1956 ................................................................ 1,750

(d) Limitation on acceleration of ac-
crual of taxes. (1) Section 461(d)(1) pro-
vides that, in the case of a taxpayer
whose taxable income is computed
under an accrual method of account-
ing, to the extent that the time for ac-
cruing taxes is earlier than it would be
but for any action of any taxing juris-
diction taken after December 31, 1960,
such taxes are to be treated as accru-
ing at the time they would have ac-
crued but for such action. Any such ac-
tion which, but for the provisions of
section 461(d) and this paragraph,
would accelerate the time for accruing
a tax is to be disregarded in deter-
mining the time for accruing such tax
for purposes of the deduction allowed
for such tax. Such action is to be dis-
regarded not only with respect to a
taxpayer (whose taxable income is
computed under an accrual method of
accounting) upon whom the tax is im-
posed at the time of the action, but
also with respect to such a taxpayer
upon whom the tax is imposed at any
time subsequent to such action. Thus,
in the case of a tax imposed on prop-
erty, the acceleration of the time for
accruing taxes is to be disregarded not
only with respect to the taxpayer who
owned the property at the time of such
acceleration, but also with respect to
any subsequent owner of the property
whose taxable income is computed
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under an accrual method of account-
ing. Similarly, such action is to be dis-
regarded with respect to all property
subject to such tax, even if such prop-
erty is acquired after the action. When-
ever the time for accruing taxes is to
be disregarded in accordance with the
provisions of this paragraph, the tax-
payer shall accrue the tax at the time
(original accrual date) the tax would
have accrued but for such action, and
shall, in the absence of any action of
the taxing jurisdiction placing the
time for accruing such tax at a time
subsequent to the original accrual
date, continue to accrue the tax as of
the original accrual date for all future
taxable years.

(2) For purposes of this paragraph—
(i) The term ‘‘a taxpayer whose tax-

able income is computed under an ac-
crual method of accounting’’ means a
taxpayer who, for Federal income tax
purposes, accounts for any tax which is
the subject of ‘‘any action’’ (as defined
in subdivision (iii) of this subpara-
graph) under an accrual method of ac-
counting. See section 446 and the regu-
lations thereunder. If a taxpayer uses
an accrual method as his overall meth-
od of accounting, it shall be presumed
that he is ‘‘a taxpayer whose taxable
income is computed under an accrual
method of accounting.’’ However, if the
taxpayer establishes to the satisfaction
of the district director that he has, for
Federal income tax purposes, consist-
ently accounted for such tax under the
cash method of accounting, he shall be
considered not to be ‘‘a taxpayer whose
taxable income is computed under an
accrual method of accounting.’’

(ii) The time for accruing taxes shall
be determined under section 461 and
the regulations in this section.

(iii) The term ‘‘any action’’ includes
the enactment or reenactment of legis-
lation, the adoption of an ordinance,
the exercise of any taxing or adminis-
trative authority, or the taking of any
other step, the result of which is an ac-
celeration of the accrual event of any
tax. The term also applies to the sub-
stitution of a substantially similar tax
by either the original taxing jurisdic-
tion or a substitute jurisdiction. How-
ever, the term does not include either a
judicial interpretation, or an adminis-
trative determination by the Internal

Revenue Service, as to the event which
fixes the accrual date for the tax.

(iv) The term ‘‘any taxing jurisdic-
tion’’ includes the District of Colum-
bia, any State, possession of the United
States, city, county, municipality,
school district, or other political sub-
division or authority, other than the
United States, which imposes, assesses,
or collects a tax.

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

Example (1). State X imposes a tax on in-
tangible and tangible personal property used
in a trade or business conducted in the
State. The tax is assessed as of July 1, and
becomes a lien as of that date. As a result of
administrative and judicial decisions, July 1
is recognized as the proper date on which ac-
crual method taxpayers may accrue their
personal property tax for Federal income tax
purposes. In 1961 State X, by legislative ac-
tion, changes the assessment and lien dates
from July 1, 1962, to December 31, 1961, for
the property tax year 1962. The action taken
by State X is considered to be ‘‘any action’’
of a taxing jurisdiction which results in the
time for accruing taxes being earlier than it
would have been but for that action. There-
fore, for purposes of the deduction allowed
for such tax, the personal property tax im-
posed by State X, for the property tax year
1962, shall be treated as though it accrued on
July 1, 1962.

Example (2). Assume the same facts as in
example (1) except that State X repeals the
personal property tax and in lieu thereof en-
acts a franchise tax which is imposed on the
privilege of conducting a trade or business
within State X, and is based on the value of
intangible and tangible personal property
used in the trade or business. The franchise
tax is to be assessed and will become a lien
as of December 31, 1961, for the franchise tax
year 1962, and on December 31 for all subse-
quent franchise tax years. Since the fran-
chise tax is substantially similar to the
former personal property tax and since the
enactment of the franchise tax has the effect
of accelerating the accrual date of the per-
sonal property tax from July 1, 1962, to De-
cember 31, 1961, the action taken by State X
is considered to be ‘‘any action’’ of a taxing
jurisdiction which results in the time for ac-
cruing taxes being earlier than it would have
been but for that action. Therefore, for pur-
poses of the deduction allowed for such tax,
the franchise tax imposed by State X shall
be treated as though it accrued on July 1,
1962, for the franchise tax year 1962, and on
July 1 for all subsequent franchise tax years.

Example (3). Assume the same facts as in
example (1) except that State X repealed the
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personal property tax and empowered the
counties within the State to impose a per-
sonal property tax. Assuming the counties in
State X subsequently imposed a personal
property tax and chose December 31 of the
preceding year as the assessment and lien
date, the action of each of the counties
would be considered to be ‘‘any action’’ of a
taxing jurisdiction which results in the time
for accruing taxes being earlier than it
would have been but for that action since it
is immaterial whether the original taxing ju-
risdiction or a substitute jurisdiction took
the action.

(4) Section 461(d)(1) shall not be ap-
plicable to the extent that it would
prevent the taxpayer and all other per-
sons, including successors in interest,
from ever taking into account, for Fed-
eral income tax purposes, any tax to
which that section would otherwise
apply. For example, assume that State
Y imposes a personal property tax on
tangible personal property used in a
trade or business conducted in the
State during a calendar year. The tax
is assessed as of February 1 of the year
following the personal property tax
year, and becomes a lien as of that
date. As a result of administrative and
judicial decisions, February 1 of the
following year is recognized as the
proper date on which accrual method
taxpayers may accrue the personal
property tax for Federal income tax
purposes. In 1962 State Y, by legislative
action, changes the assessment and
lien dates for the personal property tax
year 1962 from February 1, 1963, to De-
cember 1, 1962, and to December 1 of
the personal property tax year for all
subsequent years. Corporation A, an
accrual method taxpayer which uses
the calendar year as its taxable year,
pays the tax for 1962 on December 10,
1962. On December 15, 1962, the property
which was taxed is completely de-
stroyed and, on December 20, 1962, cor-
poration A transfers all of its remain-
ing assets to its shareholders, and is
dissolved. Since corporation A is not in
existence in 1963, and therefore could
not take the personal property tax into
account in computing its 1963 Federal
income tax if February 1, 1963, is con-
sidered to be the time for accruing the
tax, and no other person could ever
take such tax into account in com-
puting his Federal income tax, such
tax shall be treated as accruing as of

December 1, 1962. To the extent that
any person other than the taxpayer
may at any time take such tax into ac-
count in computing his taxable income,
the provisions of section 461(d)(1) shall
apply. Thus, upon the dissolution of a
corporation or the termination of a
partnership between the time which,
but for the provisions of section
461(d)(1) and this paragraph, would be
the time for accruing any tax which
was the subject of ‘‘any action’’ (as de-
fined in subdivision (iii) of subpara-
graph (2)), and the original accrual
date, the corporation or the partner-
ship would be entitled to a deduction
for only that portion, if any, of such
tax with respect to which it can estab-
lish, to the satisfaction of the district
director, that no other taxpayer can
properly take into account in com-
puting his taxable income. However, to
the extent that the corporation or
partnership cannot establish, at the
time of its dissolution or termination,
as the case may be, that no other tax-
payer would be entitled to take such
tax into account in computing his tax-
able income, and it is subsequently de-
termined that no other taxpayer is en-
titled to take such tax into account in
computing his taxable income, the cor-
poration or partnership may file a
claim for refund for the year of its dis-
solution or termination (subject to the
limitations prescribed in section 6511)
and claim as a deduction therein the
portion of such tax determined to be
not deductible by any other taxpayer.

(5) Section 461(d) and this paragraph
shall apply to taxable years ending
after December 31, 1960.

(e) Dividends or interest paid by certain
savings institutions on certain deposits or
withdrawable accounts—(1) Deduction
not allowable—(i) In general. Except as
otherwise provided in this paragraph,
pursuant to section 461(e) amounts paid
to, or credited to the accounts of, de-
positors or holders of accounts as divi-
dends or interest on their deposits or
withdrawable accounts (if such
amounts paid or credited are
withdrawable on demand subject only
to customary notice to withdraw) by a
mutual savings bank not having cap-
ital stock represented by shares, a do-
mestic building and loan association,
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or a cooperative bank shall not be al-
lowed as a deduction for the taxable
year to the extent such amounts are
paid or credited for periods rep-
resenting more than 12 months. The
provisions of section 461(e) are applica-
ble with respect to taxable years end-
ing after December 31, 1962. Whether
amounts are paid or credited for peri-
ods representing more than 12 months
depends upon all the facts and cir-
cumstances in each case. For example,
payments or credits which under all
the facts and circumstances are in the
nature of bona fide bonus interest or
dividends paid or credited because a
shareholder or depositor maintained a
certain balance for more than 12
months, will not be considered made
for more than 12 months, providing the
regular payments or credits represent a
period of 12 months or less. The non-
allowance of a deduction to the tax-
payer under section 461(e) and this sub-
paragraph has no effect either on the
proper time for reporting dividends or
interest by a depositor or holder of a
withdrawable account, or on the obli-
gation of the taxpayer to make a re-
turn setting forth, among other things,
the aggregate amounts paid to a de-
positor or shareholder under section
6049 (relating to returns regarding pay-
ments of interest) and the regulations
thereunder. With respect to a short pe-
riod (a taxable year consisting of a pe-
riod of less than 12 months), amounts
of dividends or interest paid or credited
shall not be allowed as a deduction to
the extent that such amounts are paid
or credited for a period representing
more than the number of months in
such short period. In such a case, the
rules contained in section 461(e) and
this paragraph apply to the short pe-
riod in a manner consistent with the
application of such rules to a 12-month
taxable year. Subparagraph (2) of this
paragraph provides rules for computing
amounts not allowed in the taxable
year and subparagraph (3) provides
rules for determining when such
amounts are allowed. See section
7701(a) (19) and (32) and the regulations
thereunder for the definitions of do-
mestic building and loan association
and cooperative bank.

(ii) Exceptions. The rule of nonallow-
ance set forth in subdivision (i) of this

subparagraph is not applicable to a
taxpayer in the year in which it
liquidates (other than following, or as
part of, an acquisition of its assets in
which the acquiring corporation, pur-
suant to section 381(a), takes into ac-
count certain items of the taxpayer,
which for purposes of this paragraph
shall be referred to as an acquisition
described in section 381(a)). In addition,
such rule of nonallowance is not appli-
cable to a taxpayer which pays or cred-
its grace interest or dividends to termi-
nating depositors or shareholders, pro-
vided the total amount of the grace in-
terest or dividends paid or credited
during the payment or crediting period
(for example, a quarterly or semi-
annual period) does not exceed 10 per-
cent of the total amount of the interest
or dividends paid or credited during
such period, computed without regard
to the grace interest or dividends. For
example, providing the 10 percent limi-
tation is met, the rule of nonallowance
does not apply in a case in which a cal-
endar year taxpayer, with regular in-
terest payment dates of January 1,
April 1, July 1, and October 1, pays
grace interest for the period beginning
October 1 to a depositor who termi-
nates his account on December 10.

(2) Computation of amounts not allowed
as a deduction—(i) Method of computa-
tion. The amount of the dividends or in-
terest to which subparagraph (1) of this
paragraph applies, which is not allowed
as a deduction, shall be computed
under the rules of this subparagraph.
The amount which is not allowed as a
deduction is the difference between the
total amount of dividends or interest
paid or credited to that class of ac-
counts with respect to which a deduc-
tion is not allowed under subparagraph
(1) of this paragraph during the taxable
year (or short period, if applicable) and
an amount which bears the same ratio
to such total as the number 12 (or num-
ber of months in the short period)
bears to the number of months with re-
spect to which such amounts of divi-
dends or interest are paid or credited.

(ii) Examples. The provisions of sub-
division (i) of this subparagraph may
be illustrated by the following exam-
ples:
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Example (1). X Association, a domestic
building and loan association filing its re-
turn on the basis of a calendar year, regu-
larly credits dividends on its withdrawable
accounts quarterly on the first day of the
quarter following the quarter with respect to
which they are earned. X changes the time of
crediting dividends commencing with the
credit for the fourth quarter of 1964. Such
credit and all subsequent credits are made on
the last day of the quarter with respect to
which they are earned. As a result of this
change X’s credits for the year 1964 are as
follows:

Period with respect to which
earned

Date credited
in 1964 Amt.

4th quarter, 1963 ......................... Jan. 1 $250,000
1st quarter, 1964 ......................... Apr. 1 300,000
2d quarter, 1964 .......................... July 1 300,000
3d quarter, 1964 .......................... Oct. 1 300,000
4th quarter, 1964 ......................... Dec. 31 350,000

Total dividends credited .... 1,500,000

Since the change in the time of crediting
dividends results in the crediting in 1964 of
amounts of dividends representing periods
totaling 15 months (October 1963 through De-
cember 1964), amounts shall not be allowed
as a deduction in 1964 which are in excess of
$1,200,000, which is the amount which bears
the same ratio to the amounts of dividends
credited during the year ($1,500,000) as the
number 12 bears to the number of months
(15) with respect to which such dividends are
credited. Thus, $300,000 ($1,500,000 minus
$1,200,000) is not allowed as a deduction in
1964.

Example (2). Y Association, a domestic
building and loan association filing its re-
turn on the basis of a calendar year, regu-
larly credits dividends on its withdrawable
accounts on the basis of a semiannual period
on March 31 and September 30 of each year.
Y changes the period with respect to which
credits are made from the semiannual period
to the quarterly basis, commencing with the
last quarter in 1964. The credit for this last
quarter and all subsequent credits are made
on the last day of the quarter with respect to
which they are earned. As a result of this
change, Y’s credits for the year 1964 are as
follows:

Period with respect to which
earned

Date credited
in 1964 Amt.

6-month period ending Mar. 31,
1964.

Mar. 31 $300,000

6-month period ending Sept. 30,
1964.

Sept. 30 400,000

4th quarter, 1964 ......................... Dec. 31 200,000
Total dividends credited .... 900,000

Since the change in the basis of crediting
dividends results in a crediting in 1964 of
dividends representing periods totaling 15

months (October 1963 through December
1964), amounts shall not be allowed as a de-
duction in 1964 which are in excess of
$720,000, which is the amount which bears the
same ratio to the amounts of dividends cred-
ited during the year ($900,000) as the number
12 bears to the number of months (15) with
respect to which such dividends are credited.
Thus, $180,000 ($900,000 minus $720,000) is not
allowed as a deduction in 1964.

Example (3). Z Association, a domestic
building and loan association regularly files
its return on the basis of a fiscal year ending
on the last day of February and regularly
credits dividends on its withdrawable ac-
counts quarterly on the last day of the quar-
ter with respect to which they are earned. Z
receives approval from the Commissioner of
Internal Revenue to change its accounting
period to a calendar year and effects the
change by filing a return for a short period
ending on December 31, 1964. Dividend credits
for the short period beginning on March 1
and ending on December 31, 1964, are as fol-
lows:

Period with respect to which
earned

Date credited
in 1964 Amt.

January–March 1964 ................... Mar. 31 $250,000
April–June 1964 ........................... June 30 300,000
July–September 1964 .................. Sept. 30 300,000
October–December 1964 ............. Dec. 31 350,000

Total dividends credited .... 1,200,000

Since the change of accounting period re-
sults in amounts of dividends credited
($1,200,000) representing periods totaling 12
months (January through December 1964),
and such periods represent more than the
number of months (10) in the short period, an
amount shall not be allowed as a deduction
in such short period which is in excess of
$1,000,000, which is the amount which bears
the same ratio to the amount of dividends
credited in the short period ($1,200,000) as the
number of months (10) in the short period
bears to the number of months (12) with re-
spect to which such dividends are credited.
Thus, $200,000 ($1,200,000 minus $1,000,000) is
not allowed as a deduction in the short pe-
riod.

(3) When amounts allowable. The
amount of dividends or interest not al-
lowed as a deduction under subpara-
graph (1) of this paragraph shall be al-
lowed as follows (subject to the limita-
tion that the total of the amounts so
allowed shall not exceed the amount
not allowed under subparagraph (1)):

(i) Such amount shall be allowed as a
deduction in a later taxable year or
years subject to the limitation that,
when taken together with the deduc-
tions otherwise allowable in the later
taxable year or years, it does not bring
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the deductions for any later taxable
year to a total representing a period of
more than 12 months (or number of
months in the short period, if applica-
ble). However, in any event, an amount
otherwise allowable under subdivision
(ii) of this subparagraph shall be al-
lowed notwithstanding the fact that it
may bring the deductions allowable to
a total representing a period of more
than 12 months (or number of months
in the short period, if applicable).

(ii) In any case in which it is estab-
lished to the satisfaction of the Com-
missioner that the taxpayer does not
intend to avoid taxes, one-tenth of
such amount shall be allowed as a de-
duction in each of the 10 succeeding
taxable years—

(a) Commencing with the taxable
year for which such amount is not al-
lowed as a deduction under subpara-
graph (1), or

(b) In the case of such amount not al-
lowed for a taxable year ending before
July 1, 1964, commencing with either
the first or second taxable year after
the taxable year for which such
amount is not allowed as a deduction
under subparagraph (1) if the taxpayer
has not taken a deduction on his re-
turn, or filed a claim for credit or re-
fund, in respect of such amount under
(a).
Normally, if the deduction not allowed
under subparagraph (1) is a result of a
change, not requested by the taxpayer,
in the taxpayer’s annual accounting
period or dividend or interest payment
or crediting dates solely as a con-
sequence of a requirement of a Federal
or State regulatory authority, or if the
deduction is not allowed solely as a re-
sult of the taxpayer being a party to an
acquisition to which section 381(a) ap-
plies, the Commissioner will permit
the allowance of the amount not al-
lowed in the manner provided in this
subdivision. Nothing set forth in this
subdivision shall be construed as per-
mitting the allowance of a credit or re-
fund for any year which is barred by
the limitations on credit or refund pro-
vided by section 6511.

(iii) If the total of the amounts, if
any, allowed under subdivisions (i) and
(ii) of this subparagraph before the tax-
able year in which the taxpayer
liquidates or otherwise ceases to en-

gage in trade or business is less than
the amount not allowed under subpara-
graph (1), there shall be allowed a de-
duction in such taxable year for the
difference between the amount not al-
lowed under subparagraph (1) and the
amounts allowed, if any, as deductions
under subdivisions (i) and (ii) unless
the circumstances under which the tax-
payer ceased to do business constitute
an acquisition described in section
381(a) (relating to carryovers in certain
corporate acquisitions). If the cir-
cumstances under which the taxpayer
ceased to do business constitute an ac-
quisition described in section 381(a),
the acquiring corporation shall succeed
to and take into account the balance of
the amounts not allowed on the same
basis as the taxpayer, had it not ceased
to engage in business.

[T.D. 6500, 25 FR 11720, Nov. 26, 1960, as
amended by T.D. 6520, 25 FR 13692, Dec. 24,
1960; T.D. 6710, 29 FR 3473, Mar. 18, 1964; T.D.
6735, 29 FR 6494, May 19, 1964; T.D. 6772, 29 FR
15753, Nov. 24, 1964; T.D. 6917, 32 FR 6682, May
2, 1967; T.D. 8408, 57 FR 12420, Apr. 10, 1992;
T.D. 8482, 58 FR 42233, Aug. 9, 1993; T.D. 8554,
59 FR 36360, July 18, 1994]

§ 1.461–2 Contested liabilities.

(a) General rule—(1) Taxable year of
deduction. If—

(i) The taxpayer contests an asserted
liability,

(ii) The taxpayer transfers money or
other property to provide for the satis-
faction of the asserted liability,

(iii) The contest with respect to the
asserted liability exists after the time
of the transfer, and

(iv) But for the fact that the asserted
liability is contested, a deduction
would be allowed for the taxable year
of the transfer (or, in the case of an ac-
crual method taxpayer, for an earlier
taxable year for which such amount
would be accruable),

then the deduction with respect to the
contested amount shall be allowed for
the taxable year of the transfer.

(2) Exception. Subparagraph (1) of this
paragraph shall not apply in respect of
the deduction for income, war profits,
and excess profits taxes imposed by the
authority of any foreign country or

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00225 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



230

26 CFR Ch. I (4–1–99 Edition)§ 1.461–2

possession of the United States, includ-
ing a tax paid in lieu of a tax on in-
come, war profits, or excess profits oth-
erwise generally imposed by any for-
eign country or by any possession of
the United States.

(3) Refunds includible in gross income.
If any portion of the contested amount
which is deducted under subparagraph
(1) of this paragraph for the taxable
year of transfer is refunded when the
contest is settled, such portion is in-
cludible in gross income except as pro-
vided in § 1.111–1, relating to recovery
of certain items previously deducted or
credited. Such refunded amount is in-
cludible in gross income for the taxable
year of receipt, or for an earlier tax-
able year if properly accruable for such
earlier year.

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

Example (1). X Corporation, which uses an
accrual method of accounting, in 1964 con-
tests $20 of a $100 asserted real property tax
liability but pays the entire $100 to the tax-
ing authority. In 1968, the contest is settled
and X receives a refund of $5. X deducts $100
for the taxable year 1964, and includes $5 in
gross income for the taxable year 1968 (as-
suming § 1.111–1 does not apply to such
amount). If in 1964 X pays only $80 to the
taxing authority, X deducts only $80 for 1964.
The result would be the same if X Corpora-
tion used the cash method of accounting.

Example (2). Y Corporation makes its re-
turn on the basis of a calendar year and uses
an accrual method of accounting. Y’s real
property taxes are assessed and become a
lien on December 1, but are not payable until
March 1 of the following year. On December
10, 1964, Y contests $20 of the $100 asserted
real property tax which was assessed and be-
came a lien on December 1, 1964. On March 1,
1965, Y pays the entire $100 to the taxing au-
thority. In 1968, the contest is settled and Y
receives a refund of $5. Y deducts $80 for the
taxable year 1964, deducts $20 for the taxable
year 1965, and includes $5 in gross income for
the taxable year 1968 (assuming § 1.111–1 does
not apply to such amount).

(5) Liabilities described in paragraph (g)
of § 1.461–4. [Reserved]

(b) Production costs—(1) In general; as-
serted liability. For purposes of para-
graph (a)(1) of this section, the term
‘‘asserted liability’’ means an item
with respect to which, but for the ex-
istence of any contest in respect of
such item, a deduction would be allow-

able under an accrual method of ac-
counting. For example, a notice of a
local real estate tax assessment and a
bill received for services may represent
asserted liabilities.

(2) Definition of the term ‘‘contest’’.
Any contest which would prevent ac-
crual of a liability under section 461(a)
shall be considered to be a contest in
determining whether the taxpayer sat-
isfies paragraph (a)(1)(i) of this section.
A contest arises when there is a bona
fide dispute as to the proper evaluation
of the law or the facts necessary to de-
termine the existence or correctness of
the amount of an asserted liability. It
is not necessary to institute suit in a
court of law in order to contest an as-
serted liability. An affirmative act de-
nying the validity or accuracy, or both,
of an asserted liability to the person
who is asserting such liability, such as
including a written protest with pay-
ment of the asserted liability, is suffi-
cient to commence a contest. Thus,
lodging a protest in accordance with
local law is sufficient to contest an as-
serted liability for taxes. It is not nec-
essary that the affirmative act denying
the validity or accuracy, or both, of an
asserted liability be in writing if, upon
examination of all the facts and cir-
cumstances, it can be established to
the satisfaction of the Commissioner
that a liability has been asserted and
contested.

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

Example: O Corporation makes its return
on the basis of a calendar year and uses an
accrual method of accounting. O receives a
large shipment of typewriter ribbons from S
Company on January 30, 1964, which O pays
for in full on February 10, 1964. Subsequent
to their receipt, several of the ribbons prove
defective because of inferior materials used
by the manufacturer. On August 9, 1964, O
orally notifies S and demands refund of the
full purchase price of the ribbons. After ne-
gotiations prove futile and a written demand
is rejected by S, O institutes an action for
the full purchase price. For purposes of para-
graph (a)(1)(i) of this section, S has asserted
a liability against O which O contests on Au-
gust 9, 1964. O deducts the contested amount
for 1964.

(c) Transfer to provide for the satisfac-
tion of an asserted liability—(1) In gen-
eral. A taxpayer may provide for the
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satisfaction of an asserted liability by
transferring money or other property
beyond his control (i) to the person
who is asserting the liability, (ii) to an
escrowee or trustee pursuant to a writ-
ten agreement (among the escrowee or
trustee, the taxpayer, and the person
who is asserting the liability) that the
money or other property be delivered
in accordance with the settlement of
the contest, or (iii) to an escrowee or
trustee pursuant to an order of the
United States, any State or political
subdivision thereof, or any agency or
instrumentality of the foregoing, or a
court that the money or other property
be delivered in accordance with the
settlement of the contest. A taxpayer
may also provide for the satisfaction of
an asserted liability by transferring
money or other property beyond his
control to a court with jurisdiction
over the contest. Purchasing a bond to
guarantee payment of the asserted li-
ability, an entry on the taxpayer’s
books of account, and a transfer to an
account which is within the control of
the taxpayer are not transfers to pro-
vide for the satisfaction of an asserted
liability. In order for money or other
property to be beyond the control of a
taxpayer, the taxpayer must relinquish
all authority over such money or other
property.

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

Example (1). M Corporation contests a
$5,000 liability asserted against it by L Com-
pany for services rendered. To provide for
the contingency that it might have to pay
the liability, M establishes a separate bank
account in its own name. M then transfers
$5,000 from its general account to such sepa-
rate account. Such transfer does not qualify
as a transfer to provide for the satisfaction
of an asserted liability because M has not
transferred the money beyond its control.

Example (2). M Corporation contests a
$5,000 liability asserted against it by L Com-
pany for services rendered. To provide for
the contingency that it might have to pay
the liability, M transfers $5,000 to an irrev-
ocable trust pursuant to a written agree-
ment among the trustee, M (the taxpayer),
and L (the person who is asserting the liabil-
ity) that the money shall be held until the
contest is settled and then disbursed in ac-
cordance with the settlement. Such transfer
qualifies as a transfer to provide for the sat-
isfaction of an asserted liability.

(d) Contest exists after transfer. In
order for a contest with respect to an
asserted liability to exist after the
time of transfer, such contest must be
pursued subsequent to such time. Thus,
the contest must have been neither set-
tled nor abandoned at the time of the
transfer. A contest may be settled by a
decision, judgment, decree, or other
order of any court of competent juris-
diction which has become final, or by
written or oral agreement between the
parties. For example, Z Corporation,
which uses an accrual method of ac-
counting, in 1964 contests a $100 as-
serted liability. In 1967 the contested
liability is settled as being $80 which Z
accrues and deducts for such year. In
1968 Z pays the $80. Section 461(f) does
not apply to Z with respect to the
transfer because a contest did not exist
after the time of such transfer.

(e) Deduction otherwise allowed—(1) In
general. The existence of the contest
with respect to an asserted liability
must prevent (without regard to sec-
tion 461(f)) and be the only factor pre-
venting a deduction for the taxable
year of the transfer (or, in the case of
an accrual method taxpayer, for an
earlier taxable year for which such
amount would be accruable) to provide
for the satisfaction of such liability.
Nothing in section 461(f) or this section
shall be construed to give rise to a de-
duction since section 461(f) and this
section relate only to the timing of de-
ductions which are otherwise allowable
under the Code.

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

Example. A, an individual, makes a gift of
certain property to B, an individual. A pays
the entire amount of gift tax assessed
against him but contests his liability for
such tax. Section 275(a)(3) provides that gift
taxes are not deductible. A does not satisfy
the requirement of paragraph (a)(1)(iv) of
this section since a deduction would not be
allowed for the taxable year of the transfer
even if A did not contest his liability for
such tax.

(f) Treatment of money or property
transferred to an escrowee, trustee, or
court and treatment of any income attrib-
utable thereto. [Reserved]

(g) Effective dates. Paragraphs (a)
through (e) of this section apply to
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transfers of money or property made in
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16,
1954.

[T.D. 6772, 29 FR 15753, Nov. 24, 1964, as
amended by T.D. 8408, 57 FR 12421, Apr. 10,
1992]

§ 1.461–3 Prepaid interest. [Reserved]

§ 1.461–4 Economic performance.
(a) Introduction—(1) In general. For

purposes of determining whether an ac-
crual basis taxpayer can treat the
amount of any liability (as defined in
§ 1.446–1(c)(1)(ii)(B)) as incurred, the all
events test is not treated as met any
earlier than the taxable year in which
economic performance occurs with re-
spect to the liability.

(2) Overview. Paragraph (b) of this
section lists exceptions to the eco-
nomic performance requirement. Para-
graph (c) of this section provides cross-
references to the definitions of certain
terms for purposes of section 461 (h)
and the regulations thereunder. Para-
graphs (d) through (m) of this section
and § 1.461–6 provide rules for deter-
mining when economic performance oc-
curs. Section 1.461–5 provides rules re-
lating to an exception under which cer-
tain recurring items may be incurred
for the taxable year before the year
during which economic performance
occurs.

(b) Exceptions to the economic perform-
ance requirement. Paragraph
(a)(2)(iii)(B) of § 1.461–1 provides exam-
ples of liabilities that are taken into
account under rules that operate with-
out regard to the all events test (in-
cluding economic performance).

(c) Definitions. The following cross-
references identify certain terms de-
fined for purposes of section 461(h) and
the regulations thereunder:

(1) Liability. See paragraph
(c)(1)(ii)(B)d of § 1.446–1 for the defini-
tion of ‘‘liability.’’

(2) Payment. See paragraph (g)(1)(ii)
of this section for the definition of
‘‘payment.’’

(d) Liabilities arising out of the provi-
sion of services, property, or the use of
property—(1) In general. The principles
of this paragraph (d) determine when
economic performance occurs with re-
spect to liabilities arising out of the

performance of services, the transfer of
property, or the use of property. This
paragraph (d) does not apply to liabil-
ities described in paragraph (e) (relat-
ing to interest expense) or paragraph
(g) (relating to breach of contract,
workers compensation, tort, etc.) of
this section. In addition, except as oth-
erwise provided in Internal Revenue
regulations, revenue procedures, or
revenue rulings this paragraph (d) does
not apply to amounts paid pursuant to
a notional principal contract. The
Commissioner may provide additional
rules in regulations, revenue proce-
dures, or revenue rulings concerning
the time at which economic perform-
ance occurs for items described in this
paragraph (d).

(2) Services or property provided to the
Taxpayer—(i) In general. Except as oth-
erwise provided in paragraph (d)(5) of
this section, if the liability of a tax-
payer arises out of the providing of
services or property to the taxpayer by
another person, economic performance
occurs as the services or property is
provided.

(ii) Long-term contracts. In the case of
any liability of a taxpayer described in
paragraph (d)(2)(i) of this section that
is an expense attributable to a long-
term contract with respect to which
the taxpayer uses the percentage of
completion method, economic perform-
ance occurs—

(A) As the services or property is pro-
vided; or, if earlier,

(B) As the taxpayer makes payment
(as defined in paragraph (g)(1)(ii) of
this section) in satisfaction of the li-
ability to the person providing the
services or property. See paragraph
(k)(2) of this section for the effective
date of this paragraph (d)(2)(ii).

(iii) Employee benefits—(A) In general.
Except as otherwise provided in any In-
ternal Revenue regulation, revenue
procedure, or revenue ruling, the eco-
nomic performance requirement is sat-
isfied to the extent that any amount is
otherwise deductible under section 404
(employer contributions to a plan of
deferred compensation), section 404A
(certain foreign deferred compensation
plans), and section 419 (welfare benefit
funds). See § 1.461–1(a)(2)(iii)(D).

(B) Property transferred in connection
with performance of services. [Reserved]
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(iv) Cross-references. See Examples 4
through 6 of paragraph (d)(7) of this
section. See paragraph (d)(6) of this
section for rules relating to when a
taxpayer may treat services or prop-
erty as provided to the taxpayer.

(3) Use of property provided to the tax-
payer—(i) In general. Except as other-
wise provided in this paragraph (d)(3)d
and paragraph (d)(5) of this section, if
the liability of a taxpayer arises out of
the use of property by the taxpayer,
economic performance occurs ratably
over the period of time the taxpayer is
entitled to the use of the property
(taking into account any reasonably
expected renewal periods when nec-
essary to carry out the purposes of sec-
tion 461(h)). See Examples 6 through 9 of
paragraph (d)(7) of this section.

(ii) Exceptions. If the liability of a
taxpayer arises out of the use of prop-
erty by the taxpayer and all or a por-
tion of the liability is determined by
reference to the frequency or volume of
use of the property or the income from
the property, economic performance
occurs for the portion of the liability
determined by reference to the fre-
quency or volume of use of the prop-
erty or the income from the property
as the taxpayer uses the property or in-
cludes income from the property. See
Examples 8 and 9 of paragraph (d)(7) of
this section. This paragraph (d)(3)(ii)
shall not apply if the District Director
determines, that based on the sub-
stance of the transaction, the liability
of the taxpayer for use of the property
is more appropriately measured rat-
ably over the period of time the tax-
payer is entitled to the use of the prop-
erty.

(4) Services or property provided by the
taxpayer—(i) In general. Except as oth-
erwise provided in paragraph (d)(5) of
this section, if the liability of a tax-
payer requires the taxpayer to provide
services for property to another person,
economic performance occurs as the
taxpayer incurs costs (within the
meaning of § 1.446–1(c)(1)(ii)) in connec-
tion with the satisfaction of the liabil-
ity. See Examples 1 through 3 of para-
graph (d)(7) of this section.

(ii) Barter transactions. If the liability
of a taxpayer requires the taxpayer to
provide services, property, or the use of
property, and arises out of the use of

property by the taxpayer, or out of the
provision of services or property to the
taxpayer by another person, economic
performance occurs to the extent of the
lesser of—

(A) The cumulative extent to which
the taxpayer incurs costs (within the
meaning of § 1.446–1(c)(1)(ii)) in connec-
tion with its liability to provide the
services of property; or

(B) The cumulative extent to which
the services or property is provided to
the taxpayer.

(5) Liabilities that are assumed in con-
nection with the sale of a trade or busi-
ness—(i) In general. If, in connection
with the sale or exchange of a trade or
business by a taxpayer, the purchaser
expressly assumes a liability arising
out of the trade or business that the
taxpayer but for the economic perform-
ance requirement would have been en-
titled to incur as of the date of the
sale, economic performance with re-
spect to that liability occurs as the
amount of the liability is properly in-
cluded in the amount realized on the
transaction by the taxpayer. See
§ 1.1001–2 for rules relating to the inclu-
sion in amount realized from a dis-
charge of liabilities resulting from a
sale or exchange.

(ii) Trade or business. For purposes of
this paragraph (d)(5), a trade or busi-
ness is a specific group of activities
carried on by the taxpayer for the pur-
pose of earning income or profit if
every operation that is necessary to
the process of earning income or profit
is included in the group. Thus, for ex-
ample, the group of activities generally
must include the collection of income
and the payment of expenses.

(iii) Tax avoidance. This paragraph
(d)(5) does not apply if the District Di-
rector determines that tax avoidance is
one of the taxpayer’s principal pur-
poses for the sale or exchange.

(6) Rules relating to the provision of
services or property to a taxpayer. The
following rules apply for purposes of
this paragraph (d):

(i) Services or property provided to a
taxpayer include services or property
provided to another person at the di-
rection of the taxpayer.

(ii) A taxpayer is permitted to treat
services or property as provided to the
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taxpayer as the taxpayer makes pay-
ment to the person providing the serv-
ices or property (as defined in para-
graph (g)(1)(ii) of this section), if the
taxpayer can reasonably expect the
person to provide the services or prop-
erty within 31⁄2 months after the date
of payment.

(iii) A taxpayer is permitted to treat
property as provided to the taxpayer
when the property is delivered or ac-
cepted, or when title to the property
passes. The method used by the tax-
payer to determine when property is
provided is a method of accounting
that must comply with the rules of
§ 1.446–1(e). Thus, the method of deter-
mining when property is provided must
be used consistently from year to year,
and cannot be changed without the
consent of the Commissioner.

(iv) If different services or items of
property are required to be provided to
a taxpayer under a single contract or
agreement, economic performance gen-
erally occurs over the time each serv-
ice is provided and as each item of
property is provided. However, if a
service or item of property to be pro-
vided to the taxpayer is incidental to
other services or property to be pro-
vided under a contract or agreement,
the taxpayer is not required to allocate
any portion of the total contract price
to the incidental service or property.
For purposes of this paragraph
(d)(6)(iv), services or property is treat-
ed as incidental only if—

(A) The cost of the services or prop-
erty is treated on the taxpayer’s books
and records as part of the cost of the
other services or property provided
under the contract; and

(B) The aggregate cost of the services
or property does not exceed 10 percent
of the total contract price.

(7) Examples. The following examples
illustrate the principles of this para-
graph (d). For purposes of these exam-
ples, it is assumed that the require-
ments of the all events test other than
economic performance have been met,
and that the recurring item exception
is not used.

Example 1. Services or property provided by
the taxpayer. (i) X corporation, a calendar
year, accrual method taxpayer, is an oil
company. During March 1990, X enters into
an oil and gas lease with Y. In November

1990, X installs a platform and commences
drilling. The lease obligates X to remove its
offshore platform and well fixtures upon
abandonment of the well or termination of
the lease. During 1998, X removes the plat-
form and well fixtures at a cost of $200,000.

(ii) Under paragraph (d)(4)(i) of this sec-
tion, economic performance with respect to
X’s liability to remove the offshore platform
and well fixtures occurs as X incurs costs in
connection with that liability. X incurs
these costs in 1998 as, for example, X’s em-
ployees provide X with removal services (see
paragraph (d)(2) of this section). Con-
sequently, X incurs $200,000 for the 1998 tax-
able year. Alternatively, assume that during
1990 X pays Z $130,000 to remove the platform
and fixtures, and that Z performs these re-
moval services in 1998. Under paragraph
(d)(2) of this section, X does not incur this
cost until Z performs the services. Thus, eco-
nomic performance with respect to the
$130,000 X pays Z occurs in 1998.

Example 2. Services or property provided by
the taxpayer. (i) W corporation, a calendar
year, accrual method taxpayer, sells tractors
under a three-year warranty that obligates
W to make any reasonable repairs to each
tractor it sells. During 1990, W sells ten trac-
tors. In 1992 W repairs, at a cost of $5,000, two
tractors sold during 1990.

(ii) Under paragraph (d)(4)(i) of this sec-
tion, economic performance with respect to
W’s liability to perform services under the
warranty occurs as W incurs costs in connec-
tion with that liability. W incurs these costs
in 1992 as, for example, replacement parts are
provided to W (see paragraph (d)(2) of this
section). Consequently, $5,000 is incurred by
W for the 1992 taxable year.

Example 3. Services or property provided by
the taxpayer; Long-term contracts. (i) W cor-
poration, a calendar year, accrual method
taxpayer, manufactures machine tool equip-
ment. In November 1992, W contracts to pro-
vide X corporation with certain equipment.
The contract is not a long-term contract
under section 460 or § 1.451–3. In 1992, W pays
Z corporation $50,000 to lease from Z, for the
one-year period beginning on January 1, 1993,
testing equipment to perform quality control
tests required by the agreement with X. In
1992, pursuant to the terms of a contract, W
pays Y corporation $100,000 for certain parts
necessary to manufacture the equipment.
The parts are provided to W in 1993. W’s em-
ployees provide W with services necessary to
manufacture the equipment during 1993, for
which W pays $150,000 in 1993.

(ii) Under paragraph (d)(4) of this section,
economic performance with respect to W’s li-
ability to provide the equipment to X occurs
as W incurs costs in connection with that li-
ability. W incurs these costs during 1993, as
services, property, and the use of property
necessary to manufacture the equipment are
provided to W (see paragraphs (d)(2) and
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(d)(3) of this section). Thus, $300,000 is in-
curred by W for the 1993 taxable year. See
section 263A and the regulations thereunder
for rules relating to the capitalization and
inclusion in inventory of these incurred
costs.

(iii) Alternatively, assume that the agree-
ment with X is a long-term contract as de-
fined in section 460(f), and that W takes into
account all items with respect to such con-
tracts under the percentage of completion
method as described in section 460(b)(1).
Under paragraph (d)(2)(ii) of this section, the
$100,000 W pays in 1992 for parts is incurred
for the 1992 taxable year, for purposes of de-
termining the percentage of completion
under section 460(b)(1)(A). W’s other costs
under the agreement are incurred for the
1993 taxable year for this purpose.

Example 4. Services or property provided to
the taxpayers. (i) LP1, a calendar year, ac-
crual method limited partnership, owns the
working interest in a parcel of property con-
taining oil and gas. During December 1990,
LP1 enters into a turnkey contract with Z
corporation pursuant to which LP1 pays Z
$200,000 and Z is required to provide a com-
pleted well by the close of 1992. In May 1992,
Z commences drilling the well, and, in De-
cember 1992, the well is completed.

(ii) Under paragraph (d)(2) of this section,
economic performance with respect to LP1’s
liability for drilling and development serv-
ices provided to LP1 by Z occurs as the serv-
ices are provided. Consequently, $200,000 is
incurred by LP1 for the 1992 taxable year.

Example 5. Services or property provided to
the taxpayer. (i) X corporation, a calendar
year, accrual method taxpayer, is an auto-
mobile dealer. On Jaunary 15, 1990, X agrees
to pay an additional $10 to Y, the manufac-
turer of the automobiles, for each auto-
mobile purchased by X from Y. Y agrees to
provide advertising and promotional activi-
ties to X.

(ii) During 1990, X purchases from Y 1,000
new automobiles and pays to Y an additional
$10,000 as provided in the agreement. Y, in
turn, uses this $10,000 to provide advertising
and promotional activities during 1992.

(iii) Under paragraph (d)(2) of this section,
economic performance with respect to X’s li-
ability for advertising and promotional serv-
ices provided to X by Y occurs as the serv-
ices are provided. Consequently, $10,000 is in-
curred by X for the 1992 taxable year.

Example 6. Use of property provided to the
taxpayer; services or property provided to the
taxpayer. (i) V corporation, a calendar year,
accrual method taxpayer, charters aircrafts.
On December 20, 1990, V leases a jet aircraft
from L for the four-year period that begins
on January 1, 1991. The lease obligates V to
pay L a base rental of $500,000 per year. In
addition, the lease requires V to pay $25 to
an escrow account for each hour that the air-
craft is flown. The escrow account funds are

held by V and are to be used by L to make
necessary repairs to the aircraft. Any
amount remaining in the escrow account
upon termination of the lease is payable to
V. During 1991, the aircraft is flown 1,000
hours and V pays $25,000 to the escrow ac-
count. The aircraft is repaired by L in 1993.
In 1994, $20,000 is released from the escrow
account to pay L for the repairs.

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to
V’s base rental liability occurs ratably over
the period of time V is entitled to use the jet
aircraft. Consequently, the $500,000 rent is
incurred by V for the 1991 taxable year and
for each of the next three taxable years.
Under paragraph (d)(2) of this section, eco-
nomic performance with respect to the li-
ability to place amounts in escrow occurs as
the aircraft is repaired. Consequently, V in-
curs $20,00 for the 1993 taxable year.

Example 7. Use of property provided to the
taxpayer. (i) X corporation, a calendar year,
accrual method taxpayer, manufactures and
sells electronic circuitry. On November 15,
1990, X enters into a contract with Y that en-
titles X to the exclusive use of a product
owned by Y for the five-year period begin-
ning on January 1, 1991. Pursuant to the con-
tract, X pays Y $100,000 on December 30, 1990.

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to
X’s liability for the use of property occurs
ratably over the period of time X is entitled
to use the product. Consequently, $20,000 is
incurred by X for 1991 and for each of the
succeeding four taxable years.

Example 8. Use of property provided to the
taxpayer. (i) Y corporation, a calendar year,
accrual method taxpayer, enters into a five-
year lease with Z for the use of a copy ma-
chine on July 1, 1991. Y also receives elivery
of the copy machine on July 1, 1991. The
lease obligates Y to pay Z a base rental pay-
ment of $6,000 per year at the beginning of
each lease year and an additional charge of 5
cents per copy 30 days after the end of each
lease year. The machine is used to make
50,000 copies during the first lease year:
20,000 copies in 1991 and 30,000 copies from
January 1, 1992, to July 1, 1992. Y pays the
$6,000 base rental payment to Z on July 1,
1991, and the $2,500 variable use payment on
July 30, 1992.

(ii) under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to
Y’s base rental liability occurs ratably over
the period of time Y is entitled to use the
copy machine. Consequently, $3,000 rent is
incurred by Y for the 1991 taxable year.
Under paragraph (d)(3)(ii) of this section,
economic performance with respect to Y’s
variable use portion of the liability occurs as
Y uses the machine. Thus, the $1,000 of the
$2,500 variable-use liability that relates to
the 20,000 copies made in 1991 is incurred by
Y for the 1991 taxable year.
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Example 9. Use of property provided to the
taxpayer. (i) X corporation, a calendar year,
accrual method taxpayer, enters into a five-
year product distribution agreement with Y,
on January 1, 1992. The agreement provides
for a payment of $100,000 on January 1, 1992,
plus 10 percent of the gross profits earned by
X from distribution of the product. The vari-
able income portion of X’s liability is pay-
able on April 1 of each subsequent year. On
January 1, 1992, X pays Y $100,000. On April 1,
1993, X pays Y $3 million representing 10 per-
cent of X’s gross profits from January 1
through December 31, 1992.

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to
X’s $100,000 payment occurs ratably over the
period of time X is entitled to use the prod-
uct. Consequently, $20,000 is incurred by X
for each year of the agreement beginning
with 1992. Under paragraph (d)(3)(ii) of this
section, economic performance with respect
to X’s variable income portion of the liabil-
ity occurs as the income is earned by X.
Thus, the $3 million variable-income liabil-
ity is incurred by X for the 1992 taxable year.

(e) Interest. In the case of interest,
economic performance occurs as the in-
terest cost economically accrues, in ac-
cordance with the principles of rel-
evant provisions of the Code.

(f) Timing of deductions from notional
principal contracts. Economic perform-
ance on a notional principal contract
occurs as provided under § 1.446–3.

(g) Certain liabilities for which payment
is economic perforance —(1) In general
—(i) Person to which payment must be
made. In the case of liabilities de-
scribed in paragraphs (g) (2) through (7)
of this section, economic performance
occurs when, and to the extent that,
payment is made to the person to
which the liability is owed. Thus, ex-
cept as otherwise provided in para-
graph (g)(1)(iv) of this section and
§ 1.461–6, economic performance does
not occur as a taxpayer makes pay-
ments in connection with such a liabil-
ity to any other person, including a
trust, escrow account, court-adminis-
tered fund, or any similar arrange-
ment, unless the payments constitute
payment to the person to which the li-
ability is owed under paragraph
(g)(1)(ii)(B) of this section. Instead,
economic performance occurs as pay-
ments are made from that other person
or fund to the person to which the li-
ability is owed. The amount of eco-
nomic performance that occurs as pay-
ment is made from the other person or

fund to the person to which the liabil-
ity is owed may not exceed the amount
the taxpayer transferred to the other
person or fund. For special rules relat-
ing to the taxation of amounts trans-
ferred to ‘‘qualified settlement funds,’’
see section 468B and the regulations
thereunder. The Commissioner may
provide additional rules in regulations,
revenue procedures, and revenue rul-
ings concerning the time at which eco-
nomic performance occurs for items de-
scribed in this paragraph (g).

(ii) Payment to person to which liability
is owed. Paragraph (d)(6) of this section
provides that for purposes of paragraph
(d) of this section (relating to the pro-
vision of services or property to the
taxpayer) in certain cases a taxpayer
may treat services or property as pro-
vided to the taxpayer as the taxpayer
makes payments to the person pro-
viding the services or property. In addi-
tion, this paragraph (g) provides that
in the case of certain liabilities of a
taxpayer, economic performance oc-
curs as the taxpayer makes payment to
persons specified therein. For these and
all other purposes of section 461(h) and
the regulations thereunder:

(A) Payment. The term payment has
the same meaning as is used when de-
termining whether a taxpayer using
the cash receipts and disbursements
method of accounting has made a pay-
ment. Thus, for example, payment in-
cludes the furnishing of cash or cash
equivalents and the netting of offset-
ting accounts. Payment does not in-
clude the furnishing of a note or other
evidence of indebtedness of the tax-
payer, whether or not the evidence is
guaranteed by any other instrument
(including a standby letter of credit) or
by any third party (including a govern-
ment agency). As a further example,
payment does not include a promise of
the taxpayer to provide services or
property in the future (whether or not
the promise is evidenced by a contract
or other witten agreement). In addi-
tion, payment does not include an
amount transferred as a loan, refund-
able deposit, or contingent payment.

(B) Person to which payment is made.
Payment to a particular person is ac-
complished if paragraph (g)(1)(ii)(A) of
this section is satisfied and a cash
basis taxpayer in the position of that
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person would be treated as having ac-
tually or constructively received the
amount of the payment as gross in-
come under the principles of section 451
(without regard to section 104(a) or any
other provision that specifically ex-
cludes the amount from gross income).
Thus, for example, the purchase of an
annuity contract or any other asset
generally does not constitute payment
to the person to which a liability is
owed unless the ownership of the con-
tract or other asset is transferred to
that person.

(C) Liabilities that are assumed in con-
nection with the sale of a trade or busi-
ness. Paragraph (d)(5) of this section
provides rules that determine when
economic performance occurs in the
case of liabilities that are assumed in
connection with the sale of a trade or
business. The provisions of paragraph
(d)(5) of this section also apply to any
liability described in paragraph (g) (2)
through (7) of this section that the pur-
chaser expressly assumes in connection
with the sale or exchange of a trade or
business by a taxpayer, provided the
taxpayer (but for the economic per-
formance requirement) would have
been entitled to incur the liability as
of the date of the sale.

(iii) Person. For purposes of this para-
graph (g), ‘‘person’’ has the same mean-
ing as in section 7701(a)(1), except that
it also includes any foreign state, the
United States, any State or political
subdivision thereof, any possession of
the United States, and any agency or
instrumentality of any of the fore-
going.

(iv) Assignments. If a person that has
a right to receive payment in satisfac-
tion of a liability described in para-
graphs (g) (2) through (7) of this section
makes a valid assignment of that right
to a second person, or if the right is as-
signed to the second person through
operation of law, then payment to the
second person in satisfaction of that li-
ability constitutes payment to the per-
son to which the liability is owed.

(2) Liabilities arising under a workers
compensation act or out of any tort,
breach of contract, or violation of law. If
the liability of a taxpayer requires a
payment or series of payments to an-
other person and arises under any
workers compensation act or out of

any tort, breach of contract, or viola-
tion of law, economic performance oc-
curs as payment is made to the person
to which the liability is owed. See Ex-
ample 1 of paragraph (g)(8) of this sec-
tion. For purposes of this paragraph
(g)(2)—

(i) A liability to make payments for
services, property, or other consider-
ation provided under a contract is not
a liability arising out of a breach of
that contract unless the payments are
in the nature of incidental, consequen-
tial, or liquidated damages; and

(ii) A liability arising out of a tort,
breach of contract, or violation of law
includes a liability arising out of the
settlement of a dispute in which a tort,
breach of contract, or violation of law,
respectively, is alleged.

(3) Rebates and refunds. If the liability
of a taxpayer is to pay a rebate, refund,
or similar payment to another person
(whether paid in property, money, or as
a reduction in the price of goods or
services to be provided in the future by
the taxpayer), economic performance
occurs as payment is made to the per-
son to which the liability is owed. This
paragraph (g)(3) applies to all rebates,
refunds, and payments or transfers in
the nature of a rebate or refund regard-
less of whether they are characterized
as a deduction from gross income, an
adjustment to gross receipts or total
sales, or an adjustment or addition to
cost of goods sold. In the case of a re-
bate or refund made as a reduction in
the price of goods or services to be pro-
vided in the future by the taxpayer,
‘‘payment’’ is deemed to occur as the
taxpayer would otherwise be required
to recognize income resulting from a
disposition at an unreduced price. See
Example 2 of paragraph (g)(8) of this
section. For purposes of determining
whether the recurring item exception
of § 1.461–5 applies, a liability that
arises out of a tort, breach of contract,
or violation of law is not considered a
rebate or refund.

(4) Awards, prizes, and jackpots. If the
liability of a taxpayer is to provide an
award, prize, jackpot, or other similar
payment to another person, economic
performance occurs as payment is
made to the person to which the liabil-
ity is owed. See Examples 3 and 4 of
paragraph (g)(8) of this section.
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(5) Insurance, warranty, and service
contracts. If the liability of a taxpayer
arises out of the provision to the tax-
payer of insurance, or a warranty or
service contract, economic perform-
ance occurs as payment is made to the
person to which the liability is owed.
See Examples 5 through 7 of paragraph
(g)(8) of this section. For purposes of
this paragraph (g)(5)—

(i) A warranty or service contract is
a contract that a taxpayer enters into
in connection with property bought or
leased by the taxpayer, pursuant to
which the other party to the contract
promises to replace or repair the prop-
erty under specified circumstances.

(ii) The term ‘‘insurance’’ has the
same meaning as is used when deter-
mining the deductibility of amounts
paid or incurred for insurance under
section 162.

(6) Taxes—(i) In general. Except as
otherwise provided in this paragraph
(g)(6), if the liability of a taxpayer is to
pay a tax, economic performance oc-
curs as the tax is paid to the govern-
mental authority that imposed the tax.
For purposes of this paragraph (g)(6),
payment includes payments of esti-
mated income tax and payments of tax
where the taxpayer subsequently files a
claim for credit or refund. In addition,
for purposes of this paragraph (g)(6), a
tax does not include a charge collected
by a governmental authority for spe-
cific extraordinary services or property
provided to a taxpayer by the govern-
mental authority. Examples of such a
charge include the purchase price of a
parcel of land sold to a taxpayer by a
governmental authority and a charge
for labor engaged in by government
employees to improve that parcel. In
certain cases, a liability to pay a tax is
permitted to be taken into account in
the taxable year before the taxable
year during which economic perform-
ance occurs under the recurring item
exception of § 1.461–5. See Example 8 of
paragraph (g)(8) of this section.

(ii) Licensing fees. If the liability of a
taxpayer is to pay a licensing or permit
fee required by a governmental author-
ity, economic performance occurs as
the fee is paid to the governmental au-
thority, or as payment is made to any
other person at the direction of the
governmental authority.

(iii) Exceptions—(A) Real property
taxes. If a taxpayer has made a valid
election under section 461 (c), the tax-
payer’s accrual for real property taxes
is determined under section 461 (c).
Otherwise, economic performance with
respect to a property tax liability oc-
curs as the tax is paid, as specified in
paragraph (g)(6)(i) of this section.

(B) Certain foreign taxes. If the liabil-
ity of a taxpayer is to pay an income,
war profits, or excess profits tax that is
imposed by the authority of any for-
eign country or possession of the
United States and is creditable under
section 901 (including a creditable tax
described in section 903 that is paid in
lieu of such a tax), economic perform-
ance occurs when the requirements of
the all events test (as described in
§ 1.446–1 (c)(1)(ii)) other than economic
performance are met, whether or not
the taxpayer elects to credit such taxes
under section 901 (a).

(7) Other liabilities. In the case of a
taxpayer’s liability for which economic
perfomance rules are not provided else-
where in this section or in any other
Internal Revenue regulation, revenue
ruling or revenue procedure, economic
performance occurs as the taxpayer
makes payments in satisfaction of the
liability to the person to which the li-
ability is owed. This paragraph (g)(7)
applies only if the liability cannot
properly be characterized as a liability
covered by rules provided elsewhere in
this section. If a liability may properly
be characterized as, for example, a li-
ability arising from the provision of
services or property to, or by, a tax-
payer, the determination as to when
economic performance occurs with re-
spect to that liability is made under
paragraph (d) of this section and not
under this paragraph (g)(7).

(8) Examples. The following examples
illustrate the principles of this para-
graph (g). For purposes of these exam-
ples, it is assumed that the require-
ments of the all events test other than
economic performance have been met
and, except as otherwise provided, that
the recurring item exception is not
used.

Example 1. Liabilities arising out of a tort. (i)
During the period 1970 through 1975, Z cor-
poration, a calendar year, accrual method
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taxpayer, manufactured and distributed in-
dustrial products that contained carcino-
genic substances. In 1992, a number of law-
suits are filed against Z alleging damages
due to exposure to these products. In settle-
ment of a lawsuit maintained by A, Z agrees
to purchase an annuity contract that will
provide annual payments to A of $50,000 for a
period of 25 years. On December 15, 1992, Z
pays W, an unrelated life insurance com-
pany, $491,129 for such an annuity contract. Z
retains ownership of the annuity contract.

(ii) Under paragraph (g)(2) of this section,
economic performance with respect to Z’s li-
ability to A occurs as each payment is made
to A. Consequently, $50,000 is incurred by Z
for each taxable year that a payment is
made to A under the annuity contract. (Z
must also include in income a portion of
amounts paid under the annuity, pursuant to
section 72.) The result is the same if in 1992
Z secures its obligation with a standby letter
of credit.

(iii) If Z later transfers ownership of the
annuity contract to A, an amount equal to
the fair market value of the annuity on the
date of transfer is incurred by Z in the tax-
able year of the transfer (see paragraph
(g)(1)(ii)(B) of this section). In addition, the
transfer constitutes a transaction to which
section 1001 applies.

Example 2. Rebates and refunds. (i) X cor-
poration, a calendar year, accrual method
taxpayer, manufactures and sells hardware
products. X enters into agreements that en-
title each of its distributors to a rebate (or
discount on future purchases) from X based
on the amount of purchases made by the dis-
tributor from X during any calendar year.
During the 1992 calendar year, X becomes lia-
ble to pay a $2,000 rebate to distributor A. X
pays A $1,200 of the rebate on January 15,
1993, and the remaining $800 on October 15,
1993. Assume the rebate is deductible (or al-
lowable as an adjustment to gross receipts or
cost of goods sold) when incurred.

(ii) If X does not adopt the recurring item
exception described in § 1.461–5 with respect
to rebates and refunds, then under paragraph
(g)(3) of this section, economic performance
with respect to the $2,000 rebate liability oc-
curs in 1993. However, if X has made a proper
election under § 1.461–5, and as of December
31, 1992, all events have occurred that deter-
mine the fact of the rebate liability, X incurs
$1,200 for the 1992 taxable year. Because eco-
nomic performance (payment) with respect
to the remaining $800 does not occur until
October 15, 1993 (more than 81⁄2 months after
the end of 1992), X cannot use the recurring
item exception for this portion of the liabil-
ity (see § 1.461–5). Thus, the $800 is not in-
curred by X until the 1993 taxable year. If,
instead of making the cash payments to A
during 1993, X adjusts the price of hardware
purchased by A that is delivered to A during
1993, X’s ‘‘payment’’ occurs as X would other-

wise be required to recognize income result-
ing from a disposition at an unreduced price.

Example 3. Awards, prizes, and jackpots. (i)
W corporation, a calendar year, accrual
method taxpayer, produces and sells break-
fast cereal. W conducts a contest pursuant to
which the winner is entitled to $10,000 per
year for a period of 20 years. On December 1,
1992, A is declared the winner of the contest
and is paid $10,000 by W. In addition, on De-
cember 1 of each of the next nineteen years,
W pays $10,000 to A.

(ii) Under paragraph (g)(4) of this section,
economic performance with respect to the
$200,000 contest liability occurs as each of
the $10,000 payments is made by W to A. Con-
sequently, $10,000 is incurred by W for the
1992 taxable year and for each of the suc-
ceeding nineteen taxable years.

Example 4. Awards, prizes, and jackpots. (i) Y
corporation, a calendar year, accrual method
taxpayer, owns a casino that contains pro-
gressive slot machines. A progressive slot
machine provides a guaranteed jackpot
amount that increases as money is gambled
through the machine until the jackpot is
won or until a maximum predetermined
amount is reached. On July 1, 1993, the guar-
anteed jackpot amount on one of Y’s slot
machines reaches the maximum predeter-
mined amount of $50,000. On October 1, 1994,
the $50,000 jackpot is paid to B.

(ii) Under paragraph (g)(4) of this section,
economic performance with respect to the
$50,000 jackpot liability occurs on the date
the jackpot is paid to B. Consequently,
$50,000 is incurred by Y for the 1994 taxable
year.

Example 5. Insurance, warranty, and service
contracts. (i) V corporation, a calendar year,
accrual method taxpayer, manufactures
toys. V enters into a contract with W, an un-
related insurance company, on December 15,
1992. The contract obligates V to pay W a
premium of $500,000 before the end of 1995.
The contract obligates W to satisfy any li-
ability of V resulting from claims made dur-
ing 1993 or 1994 against V by any third party
for damages attributable to defects in toys
manufactured by V. Pursuant to the con-
tract, V pays W a premium of $500,000 on Oc-
tober 1, 1995.

(ii) Assuming the arrangement constitutes
insurance, under paragraph (g)(5) of this sec-
tion economic performance occurs as the
premium is paid. Thus, $500,000 is incurred by
V for the 1995 taxable year.

Example 6. Insurance, warranty, and service
contracts. (i) Y corporation, a calendar year,
accrual method taxpayer, is a common car-
rier. On December 15, 1992, Y enters into a
contract with Z, an unrelated insurance
company, under which Z must satisfy any li-
ability of Y that arises during the succeeding
5 years for damages under a workers com-
pensation act or out of any tort, provided the
event that causes the damages occurs during
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1993 or 1994. Under the contract, Y pays
$360,000 to Z on December 31, 1993.

(ii) Assuming the arrangement constitutes
insurance, under paragraph (g)(5) of this sec-
tion economic performance occurs as the
premium is paid. Consequently, $360,000 is in-
curred by Y for the 1993 taxable year. The pe-
riod for which the $360,000 amount is per-
mitted to be taken into account is deter-
mined under the capitalization rules because
the insurance contract is an asset having a
useful life extending substantially beyond
the close of the taxable year.

Example 7. Insurance, warranty, and service
contracts. Assume the same facts as in Exam-
ple 6, except that Y is obligated to pay the
first $5,000 of any damages covered by the ar-
rangement with Z. Y is, in effect, self-in-
sured to the extent of this $5,000 ‘‘deduct-
ible.’’ Thus, under paragraph (g)(2) of this
section, economic performance with respect
to the $5,000 liability does not occur until
the amount is paid to the person to which
the tort or workers compensation liability is
owed.

Example 8. Taxes. (i) The laws of State A
provide that every person owning personal
property located in State A on the first day
of January shall be liable for tax thereon and
that a lien for the tax shall attach as of that
date. In addition, the laws of State A provide
that 60% of the tax is due on the first day of
December following the lien date and the re-
maining 40% is due on the first day of July
of the succeeding year. On January 1, 1992, X
corporation, a calendar year, accrual method
taxpayer, owns personal property located in
State A. State A imposes a $10,000 tax on S
with respect to that property on January 1,
1992. X pays State A $6,000 of the tax on De-
cember 1, 1992, and the remaining $4,000 on
July 1, 1993.

(ii) Under paragraph (g)(6) of this section,
economic performance with respect to $6,000
of the tax liability occurs on December 1,
1992. Consequently, $6,000 is incurred by X for
the 1992 taxable year. Economic performance
with respect to the remaining $4,000 of the
tax liability occurs on July 1, 1993. If X has
adopted the recurring item exception de-
scribed in § 1.461–5 as a method of accounting
for taxes, and as of December 31, 1992, all
events have occurred that determine the li-
ability of X for the remaining $4,000, X also
incurs $4,000 for the 1992 taxable year. If X
does not adopt the recurring item exception
method, the $4,000 is not incurred by X until
the 1993 taxable year.

(h) Liabilities arising under the Nuclear
Waste Policy Act of 1982. Notwith-
standing the principles of paragraph (d)
of this section, economic performance
with respect to the liability of an
owner or generator of nuclear waste to
make payments to the Department of

Energy (‘‘DOE’’) pursuant to a contract
required by the Nuclear Waste Policy
Act of 1982 (Pub. L. 97–425, 42 U.S.C.
10101–10226 (1982)) occurs as each pay-
ment under the contract is made to
DOE and not when DOE satisfies its ob-
ligations under the contract. This rule
applies to the continuing fee required
by 42 U.S.C. 10222(a)(2) (1982), as well as
the one-time fee required by 42 U.S.C.
10222 (a)(3) (1982). For rules relating to
when economic performance occurs
with respect to interest, see paragraph
(e) of this section.

(i) [Reserved]
(j) Contingent liabilities. [Reserved]
(k) Special effective dates—(1) In gen-

eral. Except as otherwise provided in
this paragraph (k), section 461(h) and
this section apply to liabilities that
would, under the law in effect before
the enactment of section 461(h), be al-
lowable as a deduction or otherwise in-
curred after July 18, 1984. For example,
the economic performance requirement
applies to all liabilities arising under a
workers compensation act or out of
any tort that would, under the law in
effect before the enactment of section
461(h), be incurred after July 18, 1984.
For taxable years ending before April 7,
1995, see Q&A–2 of § 1.461–7T (as it ap-
pears in 26 CFR part 1 revised April 1,
1995), which provides an election to
make this change in method of ac-
counting applicable to either the por-
tion of the first taxable year that oc-
curs after July 18, 1984 (part-year
change method), or the entire first tax-
able year ending after July 18, 1984
(full-year change method). With re-
spect to the effective date rules for in-
terest, section 461(h) applies to interest
accruing under any obligation (whether
or not evidenced by a debt instrument)
if the obligation is incurred in any
transaction occurring after June 8,
1984, and is not incurred under a writ-
ten contract which was binding on
March 1, 1984, and at all times there-
after until the obligation is incurred.
Interest accruing under an obligation
described in the preceding sentence is
subject to section 461(h) even if the in-
terest accrues before July 19, 1984.
Similarly, interest accruing under any
obligation incurred in a transaction oc-
curring before June 9, 1984, (or under a
written contract which was binding on

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00236 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



241

Internal Revenue Service, Treasury § 1.461–4

March 1, 1984, and at all times there-
after until the obligation is incurred) is
not subject to section 461(h) even to
the extent the interest accrues after
July 18, 1984.

(2) Long-term contracts. Except as oth-
erwise provided in paragraph (M)(2) of
this section, in the case of liabilities
described in paragraph (d)(2)(ii) of this
section (relating to long-term con-
tracts), paragraph (d)(2)(ii) of this sec-
tion applies to liabilities that would,
but for the enactment of section 461(h),
be allowable as a deduction or other-
wise incurred for taxable years begin-
ning after December 31, 1991.

(3) Payment liabilities. Except as oth-
erwise provided in paragraph (m)(2) of
this section, in the case of liabilities
described in paragraph (g) of this sec-
tion (other than liabilities arising
under a workers compensation act or
out of any tort described in paragraph
(g)(2) of this section), paragraph (g) of
this section applies to liabilities that
would, but for the enactment of section
461(h), be allowable as a deduction or
otherwise incurred for taxable years
beginning after December 31, 1991.

(l) [Reserved]
(m) Change in method of accounting re-

quired by this section—(1) In general. For
the first taxable year ending after July
18, 1984, a taxpayer is granted the con-
sent of the Commissioner to change its
method of accounting for liabilities to
comply with the provisions of this sec-
tion pursuant to any of the following
procedures:

(i) For taxable years ending before
April 7, 1995, the part-year change in
method election described in Q&A–2
through Q&A–6 and Q&A–8 through
Q&A–10 of § 1.461–7T (as it appears in 26
CFR part 1 revised April 1, 1995);

(ii) For taxable years ending before
April 7, 1995, the full-year change in
method election described in Q&A–2
through Q&A–6 and Q&A–8 through
Q&A–10 of § 1.461–7T (as it appears in 26
CFR part 1 revised April 1, 1995); or

(iii) For taxable years ending before
April 7, 1995, if no election is made, the
cut-off method described in Q&A–1 and
Q&A–11 of § 1.461–7T (as it appears in 26
CFR part 1 revised April 1, 1995).

(2) Change in method of accounting for
long-term contracts and payment liabil-
ities—(i) First taxable year beginning

after December 31, 1991. For the first
taxable year beginning after December
31, 1991, a taxpayer is granted the con-
sent of the Commissioner to change its
method of accounting for long-term
contract liabilities described in para-
graph (D)(2)(ii) of this section and pay-
ment liabilities described in paragraph
(g) of this section (other than liabil-
ities arising under a workers com-
pensation act or out of any tort de-
scribed in paragraph (g)(2) of this sec-
tion) to comply with the provisions of
this section. The change must be made
in accordance with paragraph (m)(1)(ii)
or (m)(1)(iii) of this section, except the
effective date is the first day of the
first taxable year beginning December
31, 1991.

(ii) Retroactive change in method of ac-
counting for long-term contracts and pay-
ment liabilities. For the first taxable
year beginning after December 31, 1989,
or the first taxable year beginning
after December 31, 1990, a taxpayer is
granted the consent of the Commis-
sioner to change its method of account-
ing for long-term contract liabilities
described in paragraph (d)(2)(ii) of this
section and payment liabilities de-
scribed in paragraph (g) of this section
(other than liabilities arising under a
workers compensation act or out of
any tort described in paragraph (g)(2)
of this section) to comply with the pro-
visions of this section. The change
must be made in accordance with para-
graph (m)(1)(ii) or (m)(1)(iii) of this sec-
tion, except the effective date is the
first day of the first taxable year be-
ginning after December 31, 1989, or the
first day of the first taxable year be-
ginning after December 31, 1990. For
taxable years ending before April 7,
1995, the taxpayer may make the
change in method of accounting, in-
cluding a full-year change in method
election under paragraph (m)(1)(ii) of
this section and Q&A–5 of § 1.461–7T (as
it appears in 26 CFR part 1 revised
April 1, 1995), by filing an amended re-
turn for such year, provided the
amended return is filed on or before Oc-
tober 7, 1992.

[T.D. 8408, 57 FR 12421, Apr. 10, 1992, as
amended by T.D. 8491, 58 FR 53135, Oct. 14,
1993; T.D. 8593, 60 FR 18743, Apr. 13, 1995]
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§ 1.461–5 Recurring item exception.
(a) In general. Except as otherwise

provided in paragraph (c) of this sec-
tion, a taxpayer using an accrual meth-
od of accounting may adopt the recur-
ring item exception described in para-
graph (b) of this section as method of
accounting for one or more types of re-
curring items incurred by the tax-
payer. In the case of the ‘‘other pay-
ment liabilities’’ described in § 1.461–
4(g)(7), the Commissioner may provide
for the application of the recurring
item exception by regulation, revenue
procedure or revenue ruling.

(b) Requirements for use of the excep-
tion—(1) General rule. Under the recur-
ring item exception, a liability is
treated as incurred for a taxable year
if—

(i) As of the end of that taxable year,
all events have occurred that establish
the fact of the liability and the amount
of the liability can be determined with
reasonable accuracy;

(ii) Economic performance with re-
spect to the liability occurs on or be-
fore the earlier of—

(A) The date the taxpayer files a
timely (including extensions) return
for that taxable year; or

(B) The 15th day of the 9th calendar
month after the close of that taxable
year;

(iii) The liability is recurring in na-
ture; and

(iv) Either—
(A) The amount of the liability is not

material; or
(B) The accrual of the liability for

that taxable year results in a better
matching of the liability with the in-
come to which it relates than would re-
sult from accruing the liability for the
taxable year in which economic per-
formance occurs.

(2) Amended returns. A taxpayer may
file an amended return treating a li-
ability as incurred under the recurring
item exception for a taxable year if
economic performance with respect to
the liability occurs after the taxpayer
files a return for that year, but within
81⁄2 months after the close of that year.

(3) Liabilities that are recurring in na-
ture. A liability is recurring if it can
generally be expected to be incurred
from one taxable year to the next.
However, a taxpayer may treat such a

liability as recurring in nature even if
it is not incurred by the taxpayer in
each taxable year. In addition, a liabil-
ity that has never previously been in-
curred by a taxpayer may be treated as
recurring if it is reasonable to expect
that the liability will be incurred on a
recurring basis in the future.

(4) Materiality requirement. For pur-
poses of this paragraph (b):

(i) In determining whether a liability
is material, consideration shall be
given to the amount of the liability in
absolute terms and in relation to the
amount of other items of income and
expense attributable to the same activ-
ity.

(ii) A liability is material if it is ma-
terial for financial statement purposes
under generally acepted accounting
principles.

(iii) A liability that is immaterial for
financial statement purposes under
generally accepted accounting prin-
ciples may be material for purposes of
this paragraph (b).

(5) Matching requirement. (i) In deter-
mining whether the matching require-
ment of paragraph (b)(1)(iv)(B) of this
section is satisfied, generally accepted
accounting principles are an important
factor, but are not dispositive.

(ii) In the case of a liability described
in paragraph (g)(3) (rebates and re-
funds), paragraph (g)(4) (awards, prizes,
and jackpots), paragraph (g)(5) (insur-
ance, warranty, and service contracts),
paragraph (g)(6) (taxes), or paragraph
(h) (continuing fees under the Nuclear
Waste Policy Act of 1982) of § 1.461–4,
the matching requirement of paragraph
(b)(1)(iv)(B) of this section shall be
deemed satisfied.

(c) Types of liabilities not eligible for
treatment under the recurring item excep-
tion. The recurring item exception does
not apply to any liability of a taxpayer
described in paragraph (e) (interest),
paragraph (g)(2) (workers compensa-
tion, tort, breach of contract, and vio-
lation of law), or paragraph (g)(7)
(other liabilities) of § 1.461–4. Moreover,
the recurring item exception does not
apply to any liability incurred by a tax
shelter, as defined in section 461(i) and
§ 1.448–1T(b).

(d) Time and manner of adopting the re-
curring item exception—(1) In general.
The recurring item exception is a
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method of accounting that must be
consistently applied with respect to a
type of item, or for all items, from one
taxable year to the next in order to
clearly reflect income. A taxpayer is
permitted to adopt the recurring item
exception as part of its method of ac-
counting for any type of item for the
first taxable year in which that type of
item is incurred. Except as otherwise
provided, the rules of section 446(e) and
§ 1.446–1(e) apply to changes to or from
the recurring item exception as a
method of accounting. For taxable
years ending before April 7, 1995, see
Q&A–7 of § 1.461–7T (as it appears in 26
CFR part 1 revised April 1, 1995) for
rules concerning the time and manner
of adopting the recurring item excep-
tion for taxable years that include July
19,1984. For purposes of this section,
items are to be classified by type in a
manner that results in classifications
that are no less inclusive than the clas-
sifications of production costs provided
in the full-absorption regulations of
§ 1.471–11(b) and(c), whether or not the
taxpayer is required to maintain inven-
tories.

(2) Change to the recurring item excep-
tion method for the first taxable year be-
ginning after December 31, 1991—(i) In
general. For the first taxable year be-
ginning after December 31, 1991, a tax-
payer is granted the consent of the
Commissioner to change to the recur-
ring item exception method of account-
ing. A taxpayer is also granted the con-
sent of the Commissioner to expand or
modify its use of the recurring item ex-
ception method for the first taxable
year beginning after December 31, 1991.
For each trade or business for which a
taxpayer elects to use the recurring
item exception method, the taxpayer
must use the same method of change
(cut-off or full-year change) it is using
for that trade or business under § 1.461–
4(m). For taxable year sending before
April 7, 1995, see Q&A–11 of § 1.461–7T
(as it appears in 26 CFR part 1 revised
April 1, 1995) for an explanation of how
amounts are taken into account under
the cut-off method (except that, for
purposes of this paragraph (d)(2), the
change applies to all amounts other-
wise incurred on or after the first day
of the first taxable year beginning
after December 31, 1991). For taxable

years ending before April 7, 1995, see
Q&A–6 of § 1.461–7T (as it appears in 26
CFR part 1 revised April 1, 1995) for an
explanation of how amounts are taken
into account under the full-year
change method (except that the change
in method occurs on the first day of
the first taxable year beginning after
December 31, 1991). For taxable years
ending before April 7, 1995, the full-year
change in method may result in a sec-
tion 481(a) adjustment that must be
taken into account in the manner de-
scribed in Q&A–8 and Q&A–9 of § 1.461–
7T (as it appears in 26 CFR part 1 re-
vised April 1, 1995) (except that the tax-
able year of change is the first taxable
year beginning after December 31,
1991).

(ii) Manner of changing to the recur-
ring item exception method. For the first
taxable year beginning after December
31, 1991, a taxpayer may change to the
recurring item exception method by
accounting for the item on its timely
filed original return for such taxable
year (including extensions). For tax-
able years ending before April 7, 1995,
the automatic consent of the Commis-
sioner is limited to those items ac-
counted for under the recurring item
exception method on the timely filed
return, unless the taxpayer indicates a
wider scope of change by filing the
statement provided in Q&A–7(b)(2) of
§ 1.461–7T (as it appears in 26 CFR part
1 revised April 1, 1995).

(3) Retroactive change to the recurring
item exception method. For the first tax-
able year beginning after December 31,
1989, or December 31, 1990, a taxpayer is
granted consent of the Commissioner
to change to the recurring item excep-
tion method of accounting, provided
the taxpayer complies with paragraph
(d)(2) of this section on either the origi-
nal return for such year or on an
amended return for such year filed on
or before October 7, 1991. For this pur-
pose the effective date is the first day
of the first taxable year beginning
after December 31, 1989, or the first day
of the first taxable year beginning
after December 31, 1990. A taxpayer is
also granted the consent of the Com-
missioner to expand or modify its use
of the recurring item exception method
for the first taxable year beginning
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after December 31, 1989, December 31,
1990, or December 31, 1991.

(e) Examples. The following examples
illustrate the principles of this section:

Example 1. Requirements for use of the re-
curring item exception. (i) Y corporation, a
calendar year, accrual method taxpayer,
manufactures and distributes video cassette
recorders. Y timely files its federal income
tax return for each taxable year on the ex-
tended due date for the return (September 15,
of the following taxable year). Y offers to re-
fund the price of a recorder to an purchaser
not satisfied with the recorder. During 1992,
100 purchasers request a refund of the $500
purchase price. Y refunds $30,000 on or before
September 15, 1993, and the remaining $20,000
after such date but before the end of 1993.

(ii) Under paragraph (g)(3) of § 1.461–4, eco-
nomic performance with respect to $30,000 of
the refund liability occurs on September 15,
1993. Assume the refund is deductible (or al-
lowable as an adjustment to gross receipts or
cost of goods sold) when incurred. If Y does
not adopt the recurring item exception with
respect to rebates and refunds, the $30,000 re-
fund is incurred by Y for the 1993 taxable
year. However, if Y has properly adopted the
recurring item exception method of account-
ing under this section, and as of December
31, 1992, all events have occurred that deter-
mine the fact of the liability for the $30,000
refund, Y incurs that amount for the 1992
taxable year. Because economic performance
(payment) with respect to the remaining
$20,000 occurs after September 15, 1993 (more
than 81⁄2 months after the end of 1992), that
amount is not eligible for recurring item
treatment under this section. Thus, the
$20,000 amount is not incurred by Y until the
1993 taxable year.

Example 2. Requirements for use of the recur-
ring item exception; amended returns. The facts
are the same as in Example 2, except that Y
files its income tax return for 1992 on March
15, 1993, and Y does not refund the price of
any recorder before that date. Under para-
graph (b)(1) of this section, the refund liabil-
ity is not eligible for the recurring item ex-
ception because economic performance with
respect to the refund does not occur before Y
files a return for the taxable year for which
the item would have been incurred under the
exception. However, since economic perform-
ance occurs within 81⁄2 months after 1992, Y
may file an amended return claiming the
$30,000 as incurred for its 1992 taxable year
(see paragraph (b)(2) of this section).

[T.D. 8408, 57 FR 12427, Apr. 10, 1992, as
amended by T.D. 8593, 60 FR 18743, Apr. 13,
1995]

§ 1.461–6 Economic performance when
certain liabilities are assigned or
are extinguished by the establish-
ment of a fund.

(a) Qualified assignments of certain per-
sonal injury liabilities under section 130.
In the case of a qualified assignment
(within the meaning of section 130(c)),
economic performance occurs as a tax-
payer-assignor makes payments that
are excludible from the income of the
assignee under section 130(a).

(b) Section 468B. Economic perform-
ance occurs as a taxpayer makes quali-
fied payments to a designated settle-
ment fund under section 468B, relating
to special rules for designated settle-
ment funds.

(c) Payments to other funds or persons
that constitute economic performance.
[Reserved]

(d) Effective dates. The rules in para-
graph (a) of this section apply to pay-
ments after July 18, 1984.

[T.D. 8408, 57 FR 12428, Apr. 10, 1992]

§ 1.463–1T Transitional rule for vested
accrued vacation pay (temporary).

(a) Introduction. Section 91(i) of the
Tax Reform Act of 1984 provides a tran-
sitional rule for the election under sec-
tion 463, relating to accrual of vacation
pay. Section 91(i) applies only in the
case of taxpayers with respect to which
a deduction was allowable (other than
under section 463) for vested accrued
vacation pay for the last taxable year
ending or or before July 18, 1984.

(b) Election under transitional rule. A
taxpayer described in paragraph (a) of
this section that makes an election
under section 463 for the first taxable
year ending after July 18, 1984, shall
compute the opening balance of the ac-
count described in section 463(a)(1)
(‘‘accrual account’’) with respect to
such vacation pay under the rules pro-
vided in paragraph (e)(3) of this sec-
tion.

(c) Multiple vacation pay accounts
within a single trade or business. (1) An
election under section 463 must be
made with respect to all vacation pay
accounts maintained by the taxpayer
within a single trade or business
whether the liability is for vested ac-
crued vacation pay or for vacation pay
that is contingent.
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(2) If a taxpayer has elected, in a tax-
able year ending on or before July 18,
1984, to treat contingent vacation pay
with respect to a single trade or busi-
ness under section 463, the taxpayer
may elect, under the provisions of sec-
tion 91(i) of the Tax Reform Act of 1984,
to treat vested accrued vacation pay
with respect to the same trade or busi-
ness under section 463. However, no
election may be made with respect to
vacation pay for which a prior section
463 election was made and that is ac-
counted for under section 463.

(d) Time for making election. A tax-
payer described in paragraph (a) of this
section that makes an election under
section 463 for the first taxable year
ending after July 18, 1984, must make
the election on or before the due date
(determined with regard to extensions)
for filing the taxpayer’s income tax re-
turn for such taxable year. However, if
the taxpayer’s income tax return was
filed for the first taxable year ending
after July 18, 1984, prior to March 6,
1986, the taxpayer must make the elec-
tion by the later of the due date (deter-
mined with regard to extensions) for
filing the taxpayer’s income tax re-
turn, or May 5, 1986. In this case, the
election must be made by filing an
amended return (showing adjustments,
if any) for such year and attaching the
statement required by paragraph (e) of
this section on or before the later of
the due date (determined with regard
to extensions) for filing the taxpayer’s
income tax return, or May 5, 1986.

(e) Manner of making election. A tax-
payer must make the election de-
scribed in paragraph (b) of this section
by attaching a statement to the tax-
payer’s income tax return for the first
taxable year ending after July 18, 1984.
The statement must indicate that the
taxpayer is electing to apply the provi-
sions of section 463 with respect to
vested accrued vacation pay for the
taxpayer’s first taxable year ending
after July 18, 1984. The statement must
contain the following information:

(1) The taxpayer’s name and a de-
scription of the vacation pay plans to
which the election applies.

(2) If a taxpayer has more than one
trade or business and is not making the
election with respect to all trades or
businesses, a description of the trades

or businesses to which the election ap-
plies.

(3) The opening balance in the tax-
payer’s accrual account. This balance
equals the amount determined as if the
taxpayer had maintained an account
for the last taxable year ending on or
before July 18, 1984, representing the
taxpayer’s liability for vested accrued
vacation pay earned by employees be-
fore the close of the last taxable year
ending on or before July 18, 1984, and
payable during that taxable year or
within 12 months following the close of
that taxable year. If the taxpayer’s li-
ability for vacation pay includes both
vested accrued vacation pay and vaca-
tion pay the liability for which is con-
tingent, the amount in the opening
balance of the accrual account that
represents the taxpayer’s liability for
contingent vacation pay is to be deter-
mined under the rules provided in sec-
tion 463(b)(2).

(4) The opening balance in the tax-
payer’s suspense account. This balance
equals the amount determined under
paragraph (e)(3) of this section less the
portion allowed as deductions under
section 162 for prior taxable years for
vacation pay earned but not paid at the
close of the last taxable year ending on
or before July 18, 1984.

(f) Vested accrued vacation pay. For
purposes of paragraphs (a) through (e)
of this section, ‘‘vested accrued vaca-
tion pay’’ means any amount allowable
as a deduction under section 162(a) for
a taxable year with respect to vacation
pay of employees of the taxpayer (de-
termined without regard to section
463). For purposes of this section, vaca-
tion pay will be considered vested ac-
crued vacation pay even though there
is a limit or ceiling on the amount of
vacation pay an employee is entitled to
as of the close of any plan year.
For example, if under a vacation pay
plan an employee may accumulate no
more than 40 days of vacation leave by
the end of any plan year and any un-
used days in excess of 40 days are for-
feited, the taxpayer is considered to
have vested accrued vacation pay (even
though the plan is not fully vested) and
may make an election under the tran-
sitional rule.

[T.D. 8073, 51 FR 4329, Feb. 4, 1986, as amend-
ed at 51 FR 11303, Apr. 2, 1986]
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§ 1.465–1T Aggregation of certain ac-
tivities (temporary).

(a) General rule. A partner in a part-
nership or an S corporation share-
holder may aggregate and treat as a
single activity—

(1) The holding, production, or dis-
tribution of more than one motion pic-
ture film or video tape by the partner-
ship or S corporation,

(2) The farming (as defined in section
464 (e)) of more than one farm by the
partnership or S corporation,

(3) The exploration for, or exploi-
tation of, oil and gas resources with re-
spect to more than one oil and gas
property by the partnership or S cor-
poration, or

(4) The exploration for, or exploi-
tation of, geothermal deposits (within
the meaning of section 613(e)(3)) with
respect to more than one geothermal
property by the partnership or S cor-
poration.
Thus, for example, if a partnership or S
corporation is engaged in the activity
of exploring for, or exploiting, oil and
gas resources with respect to 10 oil and
gas properties, a partner or S corpora-
tion shareholder may aggregate those
properties and treat the aggregated oil
and gas activities as a single activity.
If that partnership or S corporation
also is engaged in the activity of farm-
ing with respect to two farms, the part-
ner or shareholder may aggregate the
farms and treat the aggregated farming
activities as a single separate activity.
Except as provided in section
465(c)(2)(B)(ii), the partner or share-
holder cannot aggregate the farming
activity with the oil and gas activity.

(b) Effective date. This section shall
apply to taxable years beginning after
December 31, 1983 and before January 1,
1985.

(Secs. 465(c)(2)(B) and 7805 of the Internal
Revenue Code of 1954 (98 Stat. 814, 68A Stat.
917; 26 U.S.C. 465(c)(2)(B) and 7805))

[T.D. 8012, 50 FR 9614, Mar. 11, 1985]

§ 1.465–27 Qualified nonrecourse fi-
nancing.

(a) In general. Notwithstanding any
provision of section 465(b) or the regu-
lations under section 465(b), for an ac-
tivity of holding real property, a tax-
payer is considered at risk for the tax-

payer’s share of any qualified non-
recourse financing which is secured by
real property used in such activity.

(b) Qualified nonrecourse financing se-
cured by real property—(1) In general.
For purposes of section 465(b)(6) and
this section, the term qualified non-
recourse financing means any financ-
ing—

(i) Which is borrowed by the taxpayer
with respect to the activity of holding
real property;

(ii) Which is borrowed by the tax-
payer from a qualified person or rep-
resents a loan from any federal, state,
or local government or instrumentality
thereof, or is guaranteed by any fed-
eral, state, or local government;

(iii) For which no person is person-
ally liable for repayment, taking into
account paragraphs (b)(3), (4), and (5) of
this section; and

(iv) Which is not convertible debt.
(2) Security for qualified nonrecourse fi-

nancing—(i) Types of property. For a
taxpayer to be considered at risk under
section 465(b)(6), qualified nonrecourse
financing must be secured only by real
property used in the activity of holding
real property. For this purpose, how-
ever, property that is incidental to the
activity of holding real property will
be disregarded. In addition, for this
purpose, property that is neither real
property used in the activity of holding
real property nor incidental property
will be disregarded if the aggregate
gross fair market value of such prop-
erty is less than 10 percent of the ag-
gregate gross fair market value of all
the property securing the financing.

(ii) Look-through rule for partnerships.
For purposes of paragraph (b)(2)(i) of
this section, a borrower shall be treat-
ed as owning directly its proportional
share of the assets in a partnership in
which the borrower owns (directly or
indirectly through a chain of partner-
ships) an equity interest.

(3) Personal liability; partial liability. If
one or more persons are personally lia-
ble for repayment of a portion of a fi-
nancing, the portion of the financing
for which no person is personally liable
may qualify as qualified nonrecourse
financing.

(4) Partnership liability. For purposes
of section 465(b)(6) and this paragraph
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(b), the personal liability of any part-
nership for repayment of a financing is
disregarded and, provided the require-
ments contained in paragraphs (b)(1)(i),
(ii), and (iv) of this section are satis-
fied, the financing will be treated as
qualified nonrecourse financing se-
cured by real property if—

(i) The only persons personally liable
to repay the financing are partner-
ships;

(ii) Each partnership with personal
liability holds only property described
in paragraph (b)(2)(i) of this section
(applying the principles of paragraph
(b)(2)(ii) of this section in determining
the property held by each partnership);
and

(iii) In exercising its remedies to col-
lect on the financing in a default or de-
fault-like situation, the lender may
proceed only against property that is
described in paragraph (b)(2)(i) of this
section and that is held by the partner-
ship or partnerships (applying the prin-
ciples of paragraph (b)(2)(ii) of this sec-
tion in determining the property held
by the partnership or partnerships).

(5) Disregarded entities. Principles
similar to those described in paragraph
(b)(4) of this section shall apply in de-
termining whether a financing of an
entity that is disregarded for federal
tax purposes under § 301.7701–3 of this
chapter is treated as qualified non-
recourse financing secured by real
property.

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

Example 1. Personal liability of a partner-
ship; incidental property. (i) X is a limited
liability company that is classified as a part-
nership for federal tax purposes. X engages
only in the activity of holding real property.
In addition to real property used in the ac-
tivity of holding real property, X owns office
equipment, a truck, and maintenance equip-
ment that it uses to support the activity of
holding real property. X borrows $500 to use
in the activity. X is personally liable on the
financing, but no member of X and no other
person is liable for repayment of the financ-
ing under local law. The lender may proceed
against all of X’s assets if X defaults on the
financing.

(ii) Under paragraph (b)(2)(i) of this sec-
tion, the personal property is disregarded as
incidental property used in the activity of
holding real property. Under paragraph (b)(4)
of this section, the personal liability of X for
repayment of the financing is disregarded

and, provided the requirements contained in
paragraphs (b)(1)(i), (ii), and (iv) of this sec-
tion are satisfied, the financing will be treat-
ed as qualified nonrecourse financing secured
by real property.

Example 2. Bifurcation of a financing. The
facts are the same as in Example 1, except
that A, a member of X, is personally liable
for repayment of $100 of the financing. If the
requirements contained in paragraphs
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, then under paragraph (b)(3) of this sec-
tion, the portion of the financing for which A
is not personally liable for repayment ($400)
will be treated as qualified nonrecourse fi-
nancing secured by real property.

Example 3. Personal liability; tiered part-
nerships. (i) UTP1 and UTP2, both limited li-
ability companies classified as partnerships,
are the only general partners in Y, a limited
partnership. Y borrows $500 with respect to
the activity of holding real property. The fi-
nancing is a general obligation of Y. UTP1
and UTP2, therefore, are personally liable to
repay the financing. Under section 752,
UTP1’s share of the financing is $300, and
UTP2’s share is $200. No person other than Y,
UTP1, and UTP2 is personally liable to repay
the financing. Y, UTP1, and UTP2 each hold
only real property.

(ii) Under paragraph (b)(4) of this section,
the personal liability of Y, UTP1, and UTP2
to repay the financing is disregarded and,
provided the requirements of paragraphs
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, UTP1’s $300 share of the financing and
UTP2’s $200 share of the financing will be
treated as qualified nonrecourse financing
secured by real property.

Example 4. Personal liability; tiered part-
nerships. The facts are the same as in Exam-
ple 3, except that Y’s general partners are
UTP1 and B, an individual. Because B, an in-
dividual, is also personally liable to repay
the $500 financing, the entire financing fails
to satisfy the requirement in paragraph
(b)(1)(iii) of this section. Accordingly,
UTP1’s $300 share of the financing will not be
treated as qualified nonrecourse financing
secured by real property.

Example 5. Personal liability; tiered part-
nerships. The facts are the same as in Exam-
ple 3, except that Y is a limited liability
company and UTP1 and UTP2 are not person-
ally liable for the debt. However, UTP1 and
UTP2 each pledge property as security for
the loan that is other than real property
used in the activity of holding real property
and other than property that is incidental to
the activity of holding real property. The
fair market value of the property pledged by
UTP1 and UTP2 is greater than 10 percent of
the sum of the aggregate gross fair market
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value of the property held by Y and the ag-
gregate gross fair market value of the prop-
erty pledged by UTP1 and UTP2. Accord-
ingly, the financing fails to satisfy the re-
quirement in paragraph (b)(1)(iii) of this sec-
tion by virtue of its failure to satisfy para-
graph (b)(4)(iii) of this section. Therefore,
the financing is not qualified nonrecourse fi-
nancing secured by real property.

Example 6. Personal liability; Disregarded
entity. (i) X is a single member limited li-
ability company that is disregarded as an en-
tity separate from its owner for federal tax
purposes under § 301.7701–3 of this chapter. X
owns certain real property and property that
is incidental to the activity of holding the
real property. X does not own any other
property. For federal tax purposes, A, the
sole member of X, is considered to own all of
the property held by X and is engaged in the
activity of holding real property through X.
X borrows $500 and uses the proceeds to pur-
chase additional real property that is used in
the activity of holding real property. X is
personally liable to repay the financing, but
A is not personally liable for repayment of
the financing under local law. The lender
may proceed against all of X’s assets if X de-
faults on the financing.

(ii) X is disregarded so that the assets and
liabilities of X are treated as the assets and
liabilities of A. However, A is not personally
liable for the $500 liability. Provided that the
requirements contained in paragraphs
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, the financing will be treated as quali-
fied nonrecourse financing secured by real
property with respect to A.

(c) Effective date. This section is ef-
fective for any financing incurred on or
after August 4, 1998. Taxpayers, how-
ever, may apply this section retro-
actively for financing incurred before
August 4, 1998.

[T.D. 8777, 63 FR 41421, Aug. 4, 1998]

§ 1.466–1 Method of accounting for the
redemption cost of qualified dis-
count coupons.

(a) Introduction. Section 466 permits
taxpayers who elect to use the method
of accounting description in section 466
to deduct the redemption cost (as de-
fined in paragraph (b) of this section)
of qualified discount coupons (as de-
fined in paragraph (c) of this section)
outstanding at the end of the taxable
year and redeemed during the redemp-
tion period (within the meaning of
paragraph (d)(2) of this section) in ad-
dition to the redemption cost of quali-
fied discount coupons redeemed during
the taxable year which were not de-

ducted for a prior taxable year. For the
taxable year in which the taxpayer
first uses this method of accounting,
the taxpayer is not allowed to deduct
the redemption costs of qualified dis-
count coupons redeemed during the
taxable year that would have been de-
ductible for the prior taxable year had
the taxpayer used this method of ac-
counting for such prior year. (See para-
graph (e) of this section for rules de-
scribing how this amount should be
taken into account.) A taxpayer must
use the accrual method of accounting
for any trade or business for which an
election is made under section 466. Fur-
thermore, the taxpayer must make an
election in accordance with the rules in
section 466(d) and § 1.466–3 for that
trade or business. The method of ac-
counting in section 466 is applicable
only to the taxpayer’s redemption of
qualified discount coupons. Section 466
does not apply to trading stamps or
premium coupons, which are subject to
the method of accounting in § 1.451–4,
or to discount coupons that are not
qualified discount coupons.

(b) Redemption costs—(1) Costs deduct-
ible under section 466. The deduction al-
lowed by section 466 applies only to the
redemption cost of qualified discount
coupons. The term ‘‘redemption cost’’
means an amount equal to:

(i) The lesser of:
(A) The amount of the discount stat-

ed on the coupon, or
(B) The cost incurred by the taxpayer

for paying the discount; plus
(ii) The amount payable to the re-

tailer (or other person redeeming the
coupon from the person receiving the
price discount) for services in redeem-
ing the coupon.

The amount payable to the retailer or
other person for services in redeeming
the coupon is allowed only if the
amount payable is stated on the cou-
pon.

(2) Costs not deductible under section
466. The term ‘‘redemption cost’’ in-
cludes only the amounts stated in
paragraph (b)(1) of this section.
Amounts other than those mentioned
in paragraph (b)(1) of this section can-
not be deducted under the method of
accounting described in section 466
even though such amounts are incurred
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in relation to the redemption of quali-
fied discount coupons. Therefore, those
amounts must be taken into account as
if section 466 did not apply. Examples
of such amounts are fees paid to the re-
demption center or clearinghouse and
amounts payable to the retailer in ex-
cess of the amount stated on the cou-
pon.

(c) Qualified discount coupons—(1)
General rule. In order for a discount
coupon (as defined in paragraph (c)(2)(i)
of this section) to be considered a
qualified discount coupon, all of the
following requirements must be met:

(i) The coupon must have been issued
by and must be redeemable by the tax-
payer;

(ii) The coupon must allow a discount
on the purchase price of merchandise
or other tangible personal property;

(iii) The face amount of the coupon
must not exceed five dollars;

(iv) The coupon, by its terms, may
not be used with other coupons to bring
about a price discount reimbursable by
the issuer of more than five dollars
with respect to any item; and

(v) There must exist a redemption
chain (as defined in paragraph (c)(2)(ii)
of this section) with respect to the cou-
pon.

(2) Definitions—(i) Discount coupon. A
discount coupon is a sales promotion
device used to encourage the purchase
of a specific product by allowing a pur-
chaser of that product to receive a dis-
count on its purchase price. The term
‘‘discount coupon’’ does not include
trading stamps or premium coupons,
which are subject to the method of ac-
counting in § 1.451–4. A discount coupon
may or may not be issued as part of a
prior purchase. A discount coupon nor-
mally entitles its holders to receive
nothing more than a reduction in the
sales price of one of the issuer’s prod-
ucts. The discount may be stated in
terms of a cash amount, a percentage
or fraction of the purchase price, a
‘‘two for the price of one’’ deal, or any
other similar provision. A discount
coupon need not be printed on paper in
the form usually associated with cou-
pons; it may be a token or other object
so long as it functions as a coupon.

(ii) Redemption chain. A redemption
chain exists when the issuer redeems
the coupon from some person other

than the customer who used the cou-
pon to receive the price discount. Thus,
in order to be treated as a qualified dis-
count coupon, the coupon must not be
issued by the person that initially re-
deems the coupon from the customer.
For purposes of determining whether a
redemption chain exists, corporations
that are members of the same con-
trolled group of corporations (as de-
fined in section 1563(a)) as the issuer of
the coupon shall be treated as the
issuer. Thus, if the issuer of the coupon
and the retailer that initially redeems
the coupon from the customer are
members of the same controlled group
of corporations, the coupon shall not
be treated as a qualified discount cou-
pon.

(d) Deduction for coupons redeemed
during the redemption period—(1) General
rule. Two special conditions must be
met before the cost of redeeming quali-
fied discount coupons during the re-
demption period can be deducted from
the taxpayer’s gross income for the
taxable year preceding the redemption
period. First, the qualified discount
coupons must have been outstanding at
the close of such taxable year. Second,
the qualified discount coupons must
have been received by the taxpayer be-
fore the close of the redemption period
for that taxable year.

(2) Redemption period. The taxpayer
can select any redemption period so
long as the period does not extend
longer than 6 months after the close of
the taxapayer’s taxable year. A change
in the redemption period so selected
shall be treated as a change in method
of accounting.

(3) Coupons received. The deduction
provided for in section 466(a)(1) is lim-
ited to the redemption costs associated
with coupons that are actually re-
ceived by the taxpayer within the re-
demption period. For purposes of this
paragraph, if the issuer uses a redemp-
tion agent or clearinghouse to group,
count, and verify coupons after they
have been redeemed by a retailer, the
coupons received by the redemption
agent or clearinghouse will be

considered to have been received by the
issuer. Nothing in section 466, however,
allows deductions to be made on the
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basis of estimated redemptions, wheth-
er such estimates are made by either
the issuer or some other party.

(e) Transitional adjustment—(1) In gen-
eral. An election to change from some
other method of accounting for the re-
demption of discount coupons to the
method of accounting described in sec-
tion 466 is a change in method of ac-
counting that requires a transitional
adjustment. Unless the taxpayer can
qualify for a waiver of the suspense ac-
count requirement as provided for in
section 373(c) of the Revenue Act of
1978 (92 Stat. 2865), the taxpayer should
compute the transitional adjustment
described in section 481(a)(2) according
to the rules contained in this section.
This adjustment should be taken into
account according to the special rules
in subsections (e) and (f) of section 466.

(2) Net increase in taxable income. In
the case of a transitional adjustment
that would result in a net increase in
taxable income under section 481(a)(2)
for the year of change, that increase
should be taken into income over a
ten-year period consisting of the year
of change and the immediately suc-
ceeding nine taxable years. For exam-
ple, assume that A, a calendar year
taxpayer, makes an election to use the
method of accounting described in sec-
tion 466 for the year 1980 and for subse-
quent years. Assume further that the
amount of the transitional adjustment
computed under section 481(a)(2) would
result in a net increase in taxable in-
come of $100 for 1980. Under these facts,
A should increase taxable income for
1980 and each of the next nine taxable
years by $10.

(3) Suspense account—(i) In general. In
the case of a transitional adjustment
that would result in a net decrease in
taxable income under section 481(a)(2)
for the year of change, in lieu of apply-
ing section 481, the taxpayer must es-
tablish a separate suspense account for
each trade or business for which the
taxpayer has made an election to use
section 466. The computation of the ini-
tial opening balance in the suspense ac-
count is described in paragraph
(e)(3)(ii)(A) of this section. An initial
adjustment to gross income for the
year of election is described in
paragaph (e)(3)(ii)(B) of this section.
Annual adjustments to the suspense

account are described in paragraph
(e)(3)(iii)(A) of this section, and gross
income adjustments are described in
paragraph (e)(3)(iii)(B) of this section.
Examples are provided in paragraph
(e)(4) of this section. The effect of the
suspense account is to defer some part
of, or all of, the deduction of the tran-
sitional adjustment until the taxpayer
no longer redeems discount coupons in
connection with the trade or business
to which the suspense account relates.

(ii) Establishing a suspense account—
(A) Initial opening balance. To compute
the initial opening balance of the sus-
pense account for the first taxable year
for which the election to use section
466 is effective, the taxpayer must de-
termine the dollar amount of the de-
duction that would have been allowed
for qualified discount coupon redemp-
tion costs during the redemption pe-
riod for each of the three immediately
preceding taxable years had the elec-
tion to use section 466 been in effect for
those years. The initial opening
balance of the suspense account is the
largest such dollar amount reduced by
the sum of the adjustments attrib-
utable to the change in method of ac-
counting that increase income for the
year of change.

(B) Initial year adjustment. If, in com-
puting the initial opening balance, the
largest dollar amount of deduction
that would have been allowed in any of
the three prior years exceeds the ac-
tual cost of redeeming qualified dis-
count coupons received during the re-
demption period following the close of
the year immediately preceding the
year of election, the excess is included
in income in the year of election. Sec-
tion 481(b) does not apply to this in-
crease in gross income.

(iii) Annual adjustments—(A) Adjust-
ment to the suspense account. Adjust-
ments are made to the suspense ac-
count each year to account for fluctua-
tions in coupon redemptions. To com-
pute the annual adjustment, the tax-
payer must determine the amount to
be deducted under section 466(a)(1) for
the taxable year. If the amount is less
than the opening balance in the sus-
pense account for the taxable year, the
balance in the suspense account is re-
duced by the difference. Conversely, if
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such amount is greater than the open-
ing balance in the suspense account for
the taxable year, the account is in-
creased by the difference (but not to an
amount in excess of the initial opening
balance described in paragraph (e)(3)(ii)
of this section). Therefore, the balance
in the suspense account will never be
greater than the initial opening
balance in the suspense account deter-
mined in paragraph (e)(3)(ii) of this sec-
tion. However, the balance in the sus-
pense account after adjustments may
be less than this initial opening
balance in the suspense account.

(B) Gross income adjustments. Adjust-
ments to the suspense account for
years subsequent to the year of the
election also produce adjustments in
the taxpayer’s gross income. Adjust-
ments which reduce the balance in the
suspense account reduce gross income
for the year in which the adjustment to
the suspense account is made. Adjust-
ments which increase the balance in
the suspense account increase gross in-
come for the year in which the adjust-
ment to the suspense account is made.

(4) Examples. (i) The provisions of
paragraph (e)(3) of this section may be
illustrated by the following examples:

Example (1). Assume that the issuer of
qualified discount coupons makes a timely
election under section 466 for its taxable
year ending December 31, 1979, and does not
select a coupon redemption period shorter
than the statutory period of 6 months. As-
sume further that the taxpayer’s qualified
discount coupon redemption costs in the
first 6 months of 1977, 1978, and 1979 were $7,
$13, and $8 respectively, and that the ac-
counting change adjustments that increase
income for 1979 are $10. Since the accounting
change adjustment that increases income for
1979, ($10), is greater than the taxpayer’s dis-
count coupon redemptions during the first 6
months of 1979 ($8), the net section 481(a)(2)
adjustment for the year of change results in
a positive adjustment. Because of this, a sus-
pense account is not required. The taxpayer
should instead follow the rules in section
466(f) and in paragraph (e)(2) of this section
in order to take this positive transitional ad-
justment into account.

Example (2). Assume the same facts as in
example (1), except that the sum of the ac-
counting change adjustments that increase
income for 1979 is equal to $2. Under these
facts the initial opening balance in the sus-
pense account on January 1, 1979 would be

$11 (that is, the largest dollar amount of
qualified coupon redemption costs in the per-
tinent years ($13), reduced by the sum of the
accounting change adjustments that in-
crease income in the year of change ($2)).
Since the coupon redemption costs taken
into account in determining the initial open-
ing balance ($13 in 1979) exceed the actual re-
demption costs in the first 6 months of the
taxable year for which the election is first
effective ($8 in 1979), the excess of $5 is added
to gross income for the year of election
(1979).

Example (3). Assume, in addition to the
facts of example (2), that coupon redemption
costs during the redemption period for the
1979 taxable year are $7. Since the qualifying
redemption costs ($7) during the redemption
period for the taxable year are less than the
opening balance in the suspense account ($11)
the taxpayer must reduce the suspense ac-
count balance by the difference ($4). The tax-
payer is also allowed to take a deduction
equal to the amount of this adjustment to
the suspense account. Thus, the net amount
deductible for the 1979 taxable year after
taking into account the coupon redemptions
during the redemption period, the amount
deductible because of the decrease in the sus-
pense account, and the initial year adjust-
ment determined in example (2) is $6
($7+$4¥$5).

Example (4). Assume, in addition to the
facts of example (3), that coupon redemption
costs during the redemption period for the
1980 taxable year are $10. Since the quali-
fying redemption costs during the redemp-
tion period for the taxable year ($10) exceed
the opening balance of the suspense account
at the beginning of the taxable year ($7), the
suspense account must be increased by the
difference ($3). The taxpayer must also in-
clude $3 in gross income for the taxable year.
Thus, the net amount deductible for the 1980
taxable year is $7 ($10¥$3).

Example (5). Assume, in addition to the
facts of example (4), that coupon redemption
costs during the redemption period for the
1981 taxable year are $12. Since the quali-
fying redemption costs for the 1961 taxable
year ($12) exceed the opening balance of the
suspense account at the beginning of the tax-
able year ($10), the suspense account must be
increased by the difference ($2) but not above
the initial opening balance ($11). Thus, the
taxpayer will increase the balance by $1. The
taxpayer must also include $1 in gross in-
come for the taxable year. Thus, the net
amount deductible for the 1981 taxable year
is $11 ($12¥$1).

(ii) The following table summarizes
examples (2) through (5):
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Years ending Dec. 31—

1977 1978 1979 1980 1981 1982

Facts:
Actual coupon redemption costs in first six months .............................................. $7 $13 $8 $7 $10 $12
Accounting change adjustments that increase income in year of change ........... ........ ........ 2 ........ ........ ........

Net adjustment decreasing income in year of change under sec. 481(a)(2) ........ ........ ........ 6 ........ ........ ........

Adjustment to suspense account:
Opening balance .................................................................................................... ........ ........ 11 7 10 11
Addition to account ................................................................................................ ........ ........ ........ 3 1 ........
Reduction to account ............................................................................................. ........ ........ (4) ........ ........ ........

Opening balance for next year ....................................................................... ........ ........ 7 10 11 ........

Amount deductible:
Initial year adjustment ............................................................................................ ........ ........ (5) ........ ........ ........
Amount of deductible as actual coupon redemptions during redemption period .. ........ ........ 7 10 12 ........
Adjustment for increase in suspense account ....................................................... ........ ........ ........ (3) (1) ........
Adjustment for decrease in suspense account ..................................................... ........ ........ 4 ........ ........ ........

Net amount deductible for the year for coupons redeemed during the re-
demption period .......................................................................................... ........ ........ 6 7 11 ........

(f) Subchapter C transactions—(1) Gen-
eral rule. If a transfer of substantially
all the assets of a trade or business in
which discount coupons are redeemed
is made to an acquiring corporation,
and if the acquiring corporation deter-
mines its bases in these assets, in
whole or part, with reference to the
basis of these assets in the hands of the
transferor, then for the purposes of sec-
tion 466(e) the principles of section 381
and § 1.381(c)(4)–1 will apply. The appli-
cation of this rule is not limited to the
transactions described in section 381(a).
Thus, the rule also applies, for exam-
ple, to transactions described in sec-
tion 351.

(2) Special rules. If, in the case of a
transaction described in paragraph
(f)(1) of this section, an acquiring cor-
poration acquires assets that were used
in a trade or business that was not sub-
ject to a section 466 election from a
transferor that is owned or controlled
directly (or indirectly through a chain
of corporations) by the same interests,
and if the acquiring corporation uses
the acquired assets in a trade or busi-
ness for which the acquiring corpora-
tion later makes an election to use sec-
tion 466, then the acquiring corpora-
tion must establish a suspense account
by taking into account not only its
own experience but also the trans-
feror’s experience when the transferor
held the assets in its trade or business.
Furthermore, the transferor is not al-

lowed a deduction for qualified dis-
count coupons redeemed after the date
of the transfer attributable to discount
coupons issued by the transferor before
the date of the transfer. Such redemp-
tions shall be considered to be made by
the acquiring corporation.

(3) Example. The provisions of para-
graph (f)(2) of this section may be illus-
trated by the following example:

Example. Corporation S, a calendar year
taxpayer, is a wholly owned subsidiary of
Corporation P, a calendar year taxpayer. On
December 31, 1982, S acquires from P
sustantially all of the assets used in a trade
or business in which qualified disount cou-
pons are redeemed. P had not made an elec-
tion under section 466 with respect to the re-
demption costs of the qualified discount cou-
pons issued in connection with that trade or
business. S makes an election to use section
466 for its taxable year ending December 31,
1983, for the trade or business in which the
acquired assets are used, and selects a re-
demption period of 6 months. Assume that
P’s qualified discount coupon redemption
costs in the first 6 months of 1981 and 1982
were $120 and $140 respectively. Assume fur-
ther that S’s qualified discount coupon re-
demption costs in the first 6 months of 1983
were $130, and that there are no accounting
change adjustments that increase income
with respect to the election. S must estab-
lish a suspense account by taking into ac-
count the largest dollar amount of deduc-
tions that would have been allowed under
section 466(a)(1) for the 3 immediately pre-
ceding taxable years of P, including both P’s
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and S’s experience with respect to costs ac-
tually incurred during the redemption peri-
ods relating to those years. Thus, the initial
opening balance of S’s suspense account is
$140. S must also make an initial year ad-
justment of $10 ($140–$130), which S must in-
clude in income for S’s taxable year ending
December 31, 1983. P may not take a deduc-
tion for the qualified coupon redemptions
made after December 31, 1982, that are at-
tributable to coupons issued by P before De-
cember 31, 1982. Thus, none of the $130 quali-
fied discount coupon redemption costs in-
curred by S during the first six months of
1983 may be deducted by P.

[T.D. 8022, 50 FR 18474, May 1, 1985, as amend-
ed at 50 FR 21046, May 22, 1985]

§ 1.466–2 Special protective election
for certain taxpayers.

(a) General rule. Section 373(c) of the
Revenue Act of 1978 (92 Stat. 2865) al-
lows certain taxpayers, who in prior
years have accounted for discount cou-
pons under a method of accounting rea-
sonably similar to the method de-
scribed in § 1.451–4, to elect to treat
that method of accounting as a proper
one for those prior years. There are
several differences between this protec-
tive election and the section 466(d)
election. First, the protective election
applies only to a single continuous pe-
riod of taxable years the last year of
which ends before January 1, 1979. Sec-
ond, an otherwise qualifying protective
election may apply to coupons which
are discount coupons but which would
not be treated as qualified discount
coupons under Code section 466. Third,
certain expenses such as the cost of re-
demption center service fees, and
amounts that are payable to the re-
tailer (or other person redeeming the
coupons from the person receiving the
price discount) for services in redeem-
ing the coupons but that are not stated
on the coupon, can be subtracted from
gross receipts for prior years covered
by a protective election (if treated as
deductible under the accounting meth-
od for such years), even though such
expenses would not be deductible under
Code section 466.

(b) Requirements. In order to qualify
for this special protective election, the
following conditions must be met:

(1) For a continuous period of one or
more prior taxable years, (the last year
of which ends before Jan. 1, 1979), the
taxpayer must have used a method of

accounting for discount coupons that is
reasonably similar to the method pro-
vided in § 1.451–4 or its predecessors
under the Internal Revenue Code of
1954;

(2) The taxpayer must make an elec-
tion under section 466 of the Internal
Revenue Code of 1954 according to the
rules contained in § 1.466–3 for its first
taxable year ending after December 31,
1978; and

(3) The taxpayer must make an elec-
tion under section 373(c) of the Rev-
enue Act of 1978 according to the rules
contained in § 1.466–4 for its first tax-
able year ending after December 31,
1978.

(c) Amount to be subtracted from gross
receipts. The amount the taxpayer may
subtract under this section for the re-
demption costs of coupons shall include
only:

(1) Costs of the type permitted by
§ 1.451–4 to be included in the estimated
average cost of redeeming coupons,
plus

(2) Any amount designated or re-
ferred to on the coupon payable by the
taxpayer to the person who allowed the
discount on a sale by such person to
the user of the coupon.
Nothing in this paragraph shall allow
an item to be deducted more than once.

(d) Right to amend prior tax returns.
This paragraph applies only to those
taxpayers who have agreed in a prior
year to discontinue the use of the
method of accounting described in
§ 1.451–4 for discount coupon redemp-
tions. If the taxpayer used such method
of accounting on the original return
filed for the prior taxable year, and if
any such year is not closed under the
statute of limitations or by reason of a
closing agreement with the Internal
Revenue Service, a taxpayer who has
made a protective election may file an
amended return and a claim for refund
for such years. In this amended return,
the taxpayer should account for its dis-
count coupon redemptions, according
to the method of accounting described
in § 1.451–4. This is not to be construed,
however, to abrogate in any way the
rules regarding the close of taxable
years due to the statute of limitations
or a binding closing agreement between
the Internal Revenue Service and the
taxpayer.
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(e) Suspense account not required. If
the following three conditions are sat-
isfied, the taxpayer need not establish
the suspense account otherwise re-
quired by section 466(e). First, the tax-
payer must make a timely election
under these rules to protect prior
years. Second, the method of account-
ing used in those years must have been
used for all discount coupons issued by
the taxpayer in those years in all the
taxpayer’s separate trades or
businesses in which coupons were
issued. Third, either before or after an
amendment to the taxpayer’s tax re-
turns as described in paragraph (d) of
this section, a method of accounting
reasonably similar to the method of ac-
counting described in § 1.451–4 must
have been used for the taxable year
ending on or before December 31, 1978.
If these conditions are met, the tax-
payer will treat the election of the
method under section 466 as a change
in method of accounting to which the
rules in section 481 and the regulations
thereunder apply.

(f) Definition: reasonably similar. For
purposes of paragraphs (b)(1) and (e) of
this section, a taxpayer will be consid-
ered to have used a method of account-
ing for discount coupons that is ‘‘rea-
sonably similar’’ to the method of ac-
counting provided in § 1.451–4 if the tax-
payer followed the method of account-
ing described in § 1.451–4 as if that
method were a valid method of ac-
counting for discount coupon redemp-
tions.

[T.D. 8022, 50 FR 18476, May 1, 1985]

§ 1.466–3 Manner of and time for mak-
ing election under section 466.

(a) In general. Section 466 provides a
special method of accounting for ac-
crual basis taxpayers who issue quali-
fied discount coupons (as defined in
section 466(b)). In order to use the spe-
cial method under section 466, a tax-
payer must make an election with re-
spect to the trade or business in con-
nection with which the qualified dis-
count coupons are issued. If a taxpayer
issues qualified discount coupons in
connection with more than one trade
or business, the taxpayer may use the
special method of accounting under
section 466 only with respect to the
qualified discount coupons issued in

connection with a trade or business for
which an election is made. The election
must be made in the manner prescribed
in this section. The election does not
require the prior consent of the Inter-
nal Revenue Service. An election under
section 466 is effective for the taxable
year for which it is made and for all
subsequent taxable years, unless the
taxpayer secures the prior consent of
the Internal Revenue Service to revoke
such election.

(b) Manner of and time for making elec-
tion—(1) General rule. Except as pro-
vided in paragraph (b)(2) of this sec-
tion, an election is made under section
466 and this section by filing a state-
ment of election containing the infor-
mation described in paragraph (c) of
this section with the taxpayer’s income
tax return for the taxpayer’s first tax-
able year for which the election is
made. The election must be made not
later than the time prescribed by law
(including extensions thereof) for filing
the income tax return for the first tax-
able year for which the election is
made. Thus, the election may not be
made for a taxable year by filing an
amended income tax return after the
time prescribed (including extensions)
for filing the original return for such
year.

(2) Transitional rule. If the last day of
the time prescribed by law (including
extensions thereof) for filing a tax-
payer’s income tax return for the tax-
payer’s first taxable year ending after
December 31, 1978, falls before Decem-
ber 3, 1979, and the taxpayer does not
make an election under section 466
with respect to such taxable year in
the manner prescribed by paragraph
(b)(1) of this section, an election is
made under section 466 and this section
with respect to such taxable year if—

(i) Within the time prescribed by law
(including extensions thereof) for filing
the taxpayer’s income tax return for
such taxable year, the taxpayer has
made a reasonable effort to notify the
Commissioner of the taxpayer’s intent
to make an election under section 466
with respect to such taxable year, and

(ii) Before January 2, 1980, the tax-
payer files a statement of election

containing the information described
in paragraph (c) of this section to be

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00250 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



255

Internal Revenue Service, Treasury § 1.466–4

associated with the taxpayer’s income
tax return for such taxable year.
For purposes of paragraph (b)(2)(i) of
this section, a reasonable effort to no-
tify the Commissioner of an intent to
make an election under section 466
with respect to a taxable year includes
the timely filing of an income tax re-
turn for such taxable year if the tax-
able income reported on the return re-
flects a deduction for the redemption
costs of qualified discount coupons as
determined under section 466(a).

(c) Required information. The state-
ment of election required by paragraph
(b) of this section must indicate that
the taxpayer (identified by name, ad-
dress, and taxpayer identification num-
ber) is making an election under sec-
tion 466 and must set forth the fol-
lowing information:

(1) A description of each trade or
business for which the election is
made;

(2) The first taxable year for which
the election is made;

(3) The redemption period (as defined
in section 466(c)(2)) for each trade or
business for which the election is
made;

(4) If the taxpayer is required to es-
tablish a suspense account under sec-
tion 466(e) for a trade or business for
which the election is made, the initial
opening balance of such account (as de-
fined in section 466(e)(2)) for each such
trade or business; and

(5) In the case of an election under
section 466 that results in a net in-
crease in taxable income under section
481(a)(2), the amount of such net in-
crease.
The statement of election should be
made on a Form 3115, which need con-
tain no information other than that re-
quired by this paragraph or paragraph
(c) of § 1.466–4.

[T.D. 8022, 50 FR 18477, May 1, 1985]

§ 1.466–4 Manner of and time for mak-
ing election under section 373(c) of
the Revenue Act of 1978.

(a) In general. Section 373(c)(2) of the
Revenue Act of 1978 (92 Stat. 2865) pro-
vides an election for taxpayers who
satisfy the requirements of section
373(c)(2)(A) (i) and (ii) of the Act. The
election is made with respect to a
method of accounting for the redemp-

tion costs of discount coupons used by
the electing taxpayer in a continuous
period of one or more taxable years
ending before January 1, 1979. The elec-
tion must be made in the manner pre-
scribed by this section. The election
does not require the prior consent of
the Internal Revenue Service.

(b) Manner of and time for making
election—(1) General rule. Except as
provided in paragraph (b)(2) of this sec-
tion, the election under section 373(c)
of the Revenue Act of 1978 is made by
filing a statement of election con-
taining the information described in
paragraph (c) of this section with the
taxpayer’s income tax return for the
taxpayer’s first taxable year ending
after December 31, 1978. The election
must be made not later than the time
prescribed by law (including extensions
thereof) for filing the income tax re-
turn for the taxpayer’s first taxable
year ending after December 31, 1978.
Thus, the election may not be made
with an amended income tax return for
such year filed after the time pre-
scribed (including extensions) for filing
the original return.

(2) Transitional rule. If the last day of
the time prescribed by law (including
extensions thereof) for filing a tax-
payer’s income tax return for the tax-
payer’s first taxable year ending after
December 31, 1978, falls before Decem-
ber 3, 1979, and the taxpayer does not
make an election in the manner pre-
scribed by paragraph (b)(1) of this sec-
tion, an election is made under section
373(c) of the Act and this section with
respect to a continuous period if—

(i) Within the time prescribed by law
(including extensions thereof) for filing
the taxpayer’s income tax return for
the taxpayer’s first taxable year ending
after December 31, 1978, the taxpayer
has made a reasonable effort to notify
the Commissioner of the taxpayer’s in-
tent to make election under section
373(c) of the Act with respect to the
continuous period, and

(ii) Before January 2, 1980, the tax-
payer files a statement of election con-
taining the information described in
paragraph (c) of this section to be asso-
ciated with the taxpayer’s income tax
return for the taxpayer’s first taxable
year ending after December 31, 1978.
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(c) Required information. The state-
ment of election required by paragraph
(b) of this section must indicate that
the taxpayer (identified by name, ad-
dress, and taxpayer identification num-
ber) is making an election under sec-
tion 373(c) of the Revenue Act of 1978
and must set forth the taxable years in
the continuous period for which the
election is made. The statement of
election should be made on the same
form 3115 on which the taxpayer has
made a statement of election under
section 466. The Form 3115 need contain
no information other than that re-
quired by this paragraph or paragraph
(c) of § 1466–3.

[T.D. 8022, 50 FR 18478, May 1, 1985]

§ 1.468A–0 Nuclear decommissioning
costs; table of contents.

This section lists the paragraphs con-
tained in §§ 1.468A–1 through 1.468A–8.

§ 1.468A–1 Nuclear decommissioning costs;
general rules.

(a) Introduction.
(b) Definitions.
(c) Special rules applicable to certain ex-

perimental nuclear facilities.
(d) Special rules for electing taxpayers

whose rates are under the jurisdiction of the
Rural Electrification Administration.

§ 1.468A–2 Treatment of electing taxpayer.

(a) In general.
(b) Limitation on payments to a nuclear

decommissioning fund.
(1) In general.
(2) Cost of service amount.
(c) Deemed payment rules.
(d) Treatment of distributions.
(1) In general.
(2) Exceptions to inclusion in gross income.
(i) Payment of administrative costs and in-

cidental expenses.
(ii) Withdrawals of excess contributions.
(iii) Actual distributions of amounts in-

cluded in gross income as deemed distribu-
tions.

(e) Deduction when economic performance
occurs.

(f) Effect of interim rate orders and retro-
active adjustments to such orders.

(1) In general.
(2) Special rule permitting withdrawal of

excess contribution that results from retro-
active adjustment to interim rate order.

(3) Revised schedule of ruling amounts.
(4) Example.

§ 1.468A–3 Ruling amount.

(a) In general.

(b) Level funding limitation.
(c) Funding period.
(1) General rule.
(2) Examples.
(d) Decommissioning costs allocable to a

fund.
(1) General rule.
(2) Total estimated cost of decommis-

sioning.
(3) Taxpayer’s share.
(4) Qualifying percentage.
(e) Determination of estimated dates.
(f) Special rules in the case of rates estab-

lished or approved by two or more public
utility commissions.

(g) Requirement of determination by pub-
lic utility commission of decommissioning
costs to be included in cost of service.

(h) Manner of requesting schedule of ruling
amounts.

(1) In general.
(2) Information required.
(3) Administrative procedures.
(i) Review and revision of schedule of rul-

ing amounts.
(1) Mandatory review.
(2) Elective review.
(3) Determination of revised schedule of

ruling amounts.
(j) Special rule permitting payments to a

nuclear decommissioning fund before receipt
of an initial or revised ruling amount appli-
cable to a taxable year.

§ 1.468A–4 Treatment of nuclear
decommissioning fund.

(a) In general.
(b) Modified gross income.
(c) Special rules.
(1) Period for computation of modified

gross income.
(2) Gain or loss upon distribution of prop-

erty by a fund.
(3) Denial of credits against tax.
(4) Other corporate taxes inapplicable.
(d) Treatment as corporation for purposes

of subtitle F.

§ 1.468A–5 Nuclear decommissioning fund—
miscellaneous provisions.

(a) Qualification requirements.
(1) In general.
(2) Limitation on contributions.
(3) Limitation on use of fund.
(i) In general.
(ii) Definition of administrative costs and

expenses.
(4) Trust provisions.
(b) Prohibitions against self-dealing.
(1) In general.
(2) Self-dealing defined.
(3) Disqualified person defined.
(c) Disqualification of nuclear decommis-

sioning fund.
(1) In general.
(2) Exception to disqualification.
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(i) In general.
(ii) Excess contribution defined.
(iii) Taxation of income attributable to an

excess contribution.
(3) Effect of disqualification.
(d) Termination of nuclear decommis-

sioning fund upon substantial completion of
decommissioning.

(1) In general.
(2) Substantial completion of decommis-

sioning defined.

§ 1.468A–6 Disposition of an interest in a
nuclear power plant.

(a) In general.
(b) Requirements.
(c) Tax consequences.
(1) The transferor and its Fund.
(2) The transferee and its Fund.
(3) Basis.
(d) Determination of proportionate

amount.
(e) Calculation of schedule of ruling

amounts for dispositions described in this
section.

(1) Transferor.
(2) Transferee.
(3) Example.
(f) Calculation of the qualifying percentage

after dispositions described in this section.
(1) In general.
(2) Special rule.
(g) Other.
(1) Anti-abuse provision.
(2) Relief provision.
(h) Effective date.

§ 1.468A–7 Manner of and time for making
election.

(a) In general.
(b) Required information.

§ 1.468A–8 Effective date and transitional rules.

(a) Effective date.
(1) In general.
(2) Cut-off method applicable to electing

taxpayers.
(b) Transitional rules.
(1) Time for filing request for schedule of

ruling amounts.
(2) Manner of and time for making con-

tributions to a nuclear decommissioning
fund.

(3) Manner of and time for making elec-
tion.

(4) Determination of cost of service limita-
tion.

(5) Assumptions and determinations to be
used in determining ruling amounts.

(6) Exception to level funding limitation.
(7) Determination of qualifying percentage.
(8) Limitation on payments to a nuclear

decommissioning fund.
(9) Denial of interest on overpayment.
(10) Determination of addition to tax for

failure to pay estimated tax.

(11) Nuclear decommissioning fund quali-
fication requirements.

[T.D. 8184, 53 FR 6804, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62199, Dec. 30, 1992;
T.D. 8580, 59 FR 66473, Dec. 27, 1994]

§ 1.468A–1 Nuclear decommissioning
costs; general rules.

(a) Introduction. Section 468A pro-
vides an elective method for taking
into account nuclear decommissioning
costs for Federal income tax purposes.
In general, an eligible taxpayer that
elects the application of section 468A
pursuant to the rules contained in
§ 1.468A–7 is allowed a deduction (as de-
termined under § 1.468A–2) for the tax-
able year in which the taxpayer makes
a cash payment to a nuclear decommis-
sioning fund. Taxpayers using an ac-
crual method of accounting that do not
elect the application of section 468A
are not allowed a deduction for nuclear
decommissioning costs prior to the
taxable year in which economic per-
formance occurs with respect to such
costs (see section 461(h)).

(b) Definitions. The following terms
are defined for purposes of section 468A
and the regulations thereunder:

(1) The term eligible taxpayer means
any taxpayer that possesses a quali-
fying interest in a nuclear power plant
(including a nuclear power plant that
is under construction).

(2) The term qualifying interest
means—

(i) A direct ownership interest; and
(ii) A leasehold interest in any por-

tion of a nuclear power plant if—
(A) The holder of the leasehold inter-

est is subject to the jurisdiction of a
public utility commission with respect
to such portion of the nuclear power
plant;

(B) The holder of the leasehold inter-
est is primarily liable under Federal or
State law for decommissioning such
portion of the nuclear power plant; and

(C) No other person establishes a nu-
clear decommissioning fund with re-
spect to such portion of the nuclear
power plant.
A direct ownership interest includes an
interest held as a tenant in common or
joint tenant, but does not include
stock in a corporation that owns a nu-
clear power plant or an interest in a
partnership that owns a nuclear power
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plant. Thus, in the case of a partner-
ship that owns a nuclear power plant,
the election under section 468A must be
made by the partnership and not by the
partners. In the case of an unincor-
porated organization described in
§ 1.761–2(a)(3) that elects under section
761(a) to be excluded from the applica-
tion of subchapter K, each taxpayer
that is a co-owner of the nuclear power
plant is eligible to make a separate
election under section 468A.

(3) The terms nuclear decommissioning
fund and qualified nuclear decommis-
sioning fund mean a fund that satisfies
the requirements of § 1.468A–5. The
term nonqualified decommissioning fund
means a fund that does not satisfy
those requirements.

(4) The term nuclear power plant
means any nuclear power reactor that
is used predominantly in the trade or
business of the furnishing or sale of
electric energy, if the rates for the fur-
nishing or sale, as the case may be, ei-
ther have been established or approved
by a public utility commission or are
under the jurisdiction of the Rural
Electrification Administration. Each
unit (i.e., nuclear reactor) located on a
multi-unit site is a separate nuclear
power plant. The term nuclear power
plant also includes the portion of the
common facilities of a multi-unit site
allocable to a unit on that site.

(5) The term nuclear decommissioning
costs or decommissioning costs means all
otherwise deductible expenses to be in-
curred in connection with the entomb-
ment, decontamination, dismantle-
ment, removal and disposal of the
structures, systems and components of
a nuclear power plant that has perma-
nently ceased the production of elec-
tric energy. Such term includes all oth-
erwise deductible expenses to be in-
curred in connection with the prepara-
tion for decommissioning, such as engi-
neering and other planning expenses,
and all otherwise deductible expenses
to be incurred with respect to the plant
after the actual decommissioning oc-
curs, such as physical security and ra-
diation monitoring expenses. Such
term does not include otherwise de-
ductible expenses to be incurred in con-
nection with the disposal of spent nu-
clear fuel under the Nuclear Waste Pol-
icy Act of 1982 (Pub. L. 97–425). An ex-

pense is otherwise deductible for pur-
poses of this paragraph (b)(5) if it
would be deductible under chapter 1 of
the Internal Revenue Code without re-
gard to section 280B.

(6) The term public utility commission
means any State or political subdivi-
sion thereof, any agency, instrumen-
tality or judicial body of the United
States, or any judicial body, commis-
sion or other similar body of the Dis-
trict of Columbia or of any State or
any political subdivision thereof that
establishes or approves rates for the
furnishing or sale of electric energy.

(7) The term ratemaking proceeding
means any proceeding before a public
utility commission in which rates for
the furnishing or sale of electric energy
are established or approved. Such term
includes a generic proceeding that ap-
plies to two or more taxpayers that are
subject to the jurisdiction of a single
public utility commission.

(c) Special rules applicable to certain
experimental nuclear facilities. (1) The
owner of a qualifying interest in an ex-
perimental nuclear facility possesses a
qualifying interest in a nuclear power
plant for purposes of paragraph (b) of
this section if—

(i) Such person is engaged in the
trade or business of the furnishing or
sale of electric energy;

(ii) The rates charged for electric en-
ergy furnished or sold by such person
are established or approved by a public
utility commission; and

(iii) The cost of decommissioning the
facility is included in the cost of serv-
ice of such person.

(2) An owner of stock in a corpora-
tion that owns an experimental nuclear
facility possesses a qualifying interest
in a nuclear power plant for purposes of
paragraph (b)(1) of this section if—

(i) Such stockholder satisfies the
conditions of paragraph (c)(1) (i)
through (iii) of this section; and

(ii) The corporation that directly
owns the facility is not engaged in the
trade or business of the furnishing or
sale of electric energy.

(3) For purposes of this paragraph (c),
an experimental nuclear facility is a
nuclear power reactor that is used pre-
dominantly for the purpose of con-
ducting experimentation and research.
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(d) Special rules for electing taxpayers
whose rates are under the jurisdiction of
the Rural Electrification Administration.
Notwithstanding any other provision of
the regulations under section 468A, a
schedule of ruling amounts may be pro-
vided to a taxpayer with respect to a
nuclear power plant if the rates for the
furnishing or sale of the plant’s elec-
tricity are under the jurisdiction of the
Rural Electrification Administration.
This schedule will be determined on
the basis of all facts and circumstances
in a manner consistent with section
468A. No taxpayer will be provided a
schedule of ruling amounts under sec-
tion 468A for any taxable year unless
the portion of the rates attributable to
the decommissioning costs of that tax-
payer with respect to such taxable year
are treated by the taxpayer as though
they were subject to section 88.

[T.D. 8184, 53 FR 6805, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62199, Dec. 30, 1992;
T.D. 8580, 59 FR 66473, Dec. 27, 1994]

§ 1.468A–2 Treatment of electing tax-
payer.

(a) In general. An eligible taxpayer
that elects the application of section
468A pursuant to the rules contained in
§ 1.468A–7 (an ‘‘electing taxpayer’’) is
allowed a deduction for the taxable
year in which the taxpayer makes a
cash payment (or is deemed to make a
cash payment as provided in paragraph
(c) of this section ) to a nuclear decom-
missioning fund. The amount of the de-
duction for any taxable year equals the
total amount of cash payments made
(or deemed made) by the electing tax-
payer to a nuclear decommissioning
fund (or nuclear decommissioning
funds) during such taxable year. A pay-
ment may not be made (or deemed
made) to a nuclear decommissioning
fund before the first taxable year in
which all of the following conditions
are satisfied:

(1) The construction of the nuclear
power plant to which the nuclear de-
commissioning fund relates has com-
menced.

(2) Nuclear decommissioning costs of
the nuclear power plant to which the
nuclear decommissioning fund relates
are included in the taxpayer’s cost of
service for ratemaking purposes (see
paragraph (b) of this section).

(3) A ruling amount is applicable to
the nuclear decommissioning fund (see
§ 1.468A–3).

(b) Limitation on payments to a nuclear
decommissioning fund—(1) In general.
For purposes of paragraph (a) of this
section, the maximum amount of cash
payments made (or deemed made) to a
nuclear decommissioning fund during
any taxable year shall not exceed the
lesser of:

(i) The cost of service amount appli-
cable to the nuclear decommissioning
fund for such taxable year (as defined
in paragraph (b)(2) of this section); or

(ii) The ruling amount applicable to
the nuclear decommissioning fund for
such taxable year (as determined under
§ 1.468A–3).

If the amount of cash payments made
(or deemed made) to a nuclear decom-
missioning fund during any taxable
year exceeds the limitation of this
paragraph (b)(1), the excess is not de-
ductible by the electing taxpayer. In
addition, see paragraph (c) of § 1.468A–5
for rules which provide that the Inter-
nal Revenue Service may disqualify a
nuclear decommissioning fund if the
amount of cash payments made (or
deemed made) to a nuclear decommis-
sioning fund during any taxable year
exceeds the limitation of this para-
graph (b)(1).

(2) Cost of service amount. (i) For pur-
poses of section 468A and the regula-
tions thereunder, the ‘‘cost of service
amount applicable to a nuclear decom-
missioning fund for a taxable year’’ is
the amount of decommissioning costs
included in the electing taxpayer’s cost
of service for ratemaking purposes for
such taxable year. Decommissioning
costs are included in cost of service for
a taxable year only to the extent such
costs are directly or indirectly charged
to customers of the taxpayer by reason
of electric energy consumed during
such taxable year or are otherwise re-
quired to be included in the taxpayer’s
income under section 88 and the regula-
tions thereunder.

(ii) Except as otherwise provided in
paragraph (b)(4)(i) of § 1.468A–8 (relating
to a special transitional rule), decom-
missioning costs shall generally not be
considered included in cost of service
for purposes of this section unless—
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(A) The order or opinion of the appli-
cable public utility commission identi-
fies the amount of decommissioning
costs that is included in cost of service
for ratemaking purposes; or

(B) The written records of the rate-
making proceeding clearly and unam-
biguously indicate the amount of de-
commissioning costs that is included in
cost of service for ratemaking pur-
poses.

(iii) Except as otherwise provided in
paragraph (f)(2) of this section (relat-
ing to a special rule that applies to cer-
tain retroactive adjustments to in-
terim rate orders), orders or opinions
of a public utility commission that are
issued after the close of any taxable
year shall not be considered in deter-
mining the amount of decommis-
sioning costs included in cost of service
for such taxable year.

(iv) If a taxpayer possesses a quali-
fying interest in two or more nuclear
power plants that are the subject of a
single ratemaking proceeding, the
amount of decommissioning costs in-
cluded in cost of service pursuant to
such ratemaking proceeding must be
allocated among such nuclear power
plants. Such allocation must be reason-
able and consistent, and must take
into account the assumptions and de-
terminations, if any, used by the public
utility commission in establishing or
approving the amount of decommis-
sioning costs included in cost of serv-
ice.

(c) Deemed payment rules. (1) The
amount of any cash payment made by
an electing taxpayer to a nuclear de-
commissioning fund on or before the
15th day of the third calendar month
after the close of any taxable year (the
‘‘deemed payment deadline date’’) shall
be deemed made during such taxable
year if the electing taxpayer irrev-
ocably designates the amount as relat-
ing to such taxable year on its timely
filed Federal income tax return for
such taxable year (see paragraph
(b)(4)(iv) of § 1.468A–7 for rules relating
to such designation).

(2) The amount of any cash payment
made by a customer of an electing tax-
payer to a nuclear decommissioning
fund of such electing taxpayer shall be
deemed made by the electing taxpayer
if the amount is included in the gross

income of the electing taxpayer in the
manner prescribed by section 88 and
§ 1.88–1.

(d) Treatment of distributions—(1) In
general. Except as otherwise provided
in paragraph (d)(2) of this section, the
amount of any actual or deemed dis-
tribution from a nuclear decommis-
sioning fund shall be included in the
gross income of the electing taxpayer
for the taxable year in which the dis-
tribution occurs. The amount of any
distribution of property equals the fair
market value of the property on the
date of the distribution. A distribution
from a nuclear decommissioning fund
shall include an expenditure from the
fund or the use of the fund’s assets—

(i) To satisfy, in whole or in part, the
liability of the electing taxpayer for
decommissioning costs of the nuclear
power plant to which the fund relates;
and

(ii) To pay administrative costs and
other incidental expenses of the fund.

See paragraphs (c) and (d) of § 1.468A–
5 for rules relating to the deemed dis-
tribution of the assets of a nuclear de-
commissioning fund in the case of a
disqualification or termination of the
fund.

(2) Exceptions to inclusion in gross in-
come—(i) Payment of administrative
costs and incidental expenses. The
amount of any payment by a nuclear
decommissioning fund for administra-
tive costs or other incidental expenses
of such fund (as defined in paragraph
(a)(3)(ii) of § 1.468A–5) shall not be in-
cluded in the gross income of the elect-
ing taxpayer unless such amount is
paid to the electing taxpayer (in which
case the amount of the payment is in-
cluded in the gross income of the elect-
ing taxpayer under section 61).

(ii) Withdrawals of excess contribu-
tions. The amount of a withdrawal of
an excess contribution (as defined in
paragraph (c)(2)(ii) of § 1.468A–5) by an
electing taxpayer pursuant to the rules
of paragraph (c)(2) of § 1.468A–5 shall
not be included in the gross income of
the electing taxpayer. See paragraph
(b)(1) of this section, which provides
that the payment of such amount to
the nuclear decommissioning fund is
not deductible by the electing tax-
payer.
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(iii) Actual distributions of amounts in-
cluded in gross income as deemed distribu-
tions. If the amount of a deemed dis-
tribution is included in the gross in-
come of the electing taxpayer for the
taxable year in which the deemed dis-
tribution occurs, no further amount is
required to be included in gross income
when the amount of the deemed dis-
tribution is actually distributed by the
nuclear decommissioning fund. The
amount of a deemed distribution is ac-
tually distributed by a nuclear decom-
missioning fund as the first actual dis-
tributions are made by the nuclear de-
commissioning fund on or after the
date of the deemed distribution.

(e) Deduction when economic perform-
ance occurs. An electing taxpayer using
an accrual method of accounting is al-
lowed a deduction for nuclear decom-
missioning costs no earlier than the
taxable year in which economic per-
formance occurs with respect to such
costs (see section 461 (h)(2)). The
amount of nuclear decommissioning
costs that is deductible under this
paragraph (e) is determined without re-
gard to section 280B (see paragraph
(b)(5) of § 1.468A–1). A deduction is al-
lowed under this paragraph (e) whether
or not a deduction was allowed with re-
spect to such costs under section
468A(a) and paragraph (a) of this sec-
tion for an earlier taxable year (see
paragraph (a)(2) of § 1.468A–8, however,
for the effective date applicable to this
paragraph (e)).

(f) Effect of interim rate orders and ret-
roactive adjustments to such orders—(1)
In general. (i) The amount of decommis-
sioning costs included in cost of service
for any taxable year that ends before
the date of a retroactive adjustment to
an interim rate order or interim deter-
mination of a public utility commis-
sion shall include amounts authorized
pursuant to such interim rate order or
interim determination unless a tax-
payer elects the application of para-
graph (f)(2) of this section for such tax-
able year. For purposes of this para-
graph (f), a retroactive adjustment oc-
curs on the effective date of the revised
rate schedule that implements the ret-
roactive adjustment.

(ii) If a retroactive adjustment to an
interim rate order or interim deter-
mination reduces the amount of de-

commissioning costs included in cost
of service for one or more taxable years
ending before the date of the adjust-
ment, the amount of such reduction
must be subtracted from the amount of
decommissioning costs included in cost
of service (as determined under para-
graph (b)(2) of this section) for one or
more taxable years ending on or after
the date of the adjustment. For this
purpose, the amount of such reduction
must be taken into account in the fol-
lowing manner:

(A) If the retroactive adjustment re-
duces the amount of decommissioning
costs included in cost of service for one
taxable year ending before the date of
the adjustment, the total amount of
the reduction must be taken into ac-
count for the taxable year that in-
cludes the date of the adjustment.

(B) If the retroactive adjustment re-
duces the amount of decommissioning
costs included in cost of service for two
taxable years ending before the date of
the adjustment, at least one-half of the
total amount of the reduction must be
taken into account for the first taxable
year ending on or after the date of the
adjustment and the total amount of
the reduction must be taken into ac-
count over the first two taxable years
ending on or after the date of the ad-
justment.

(C) If the retroactive adjustment re-
duces the amount of decommissioning
costs included in cost of service for
three or more taxable years ending be-
fore the date of the adjustment, at
least one-third of the total amount of
the reduction must be taken into ac-
count for the first taxable year ending
on or after the date of the adjustment,
at least two-thirds of the total amount
of the reduction must be taken into ac-
count over the first two taxable years
ending on or after the date of the ad-
justment, and the total amount of the
reduction must be taken into account
over the first three taxable years end-
ing on or after the date of the adjust-
ment.

(2) Special rule permitting withdrawal
of excess contribution that results from
retroactive adjustment to interim rate
order. (i) If a retroactive adjustment
that reduces the amount of decommis-
sioning costs included in cost of service
for a taxable year occurs on or before
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the date prescribed by law (including
extensions) for filing the return of the
nuclear decommissioning fund for such
taxable year, a taxpayer may elect the
application of this paragraph (f)(2) for
such taxable year by—

(A) Including in the amount of de-
commissioning costs included in cost
of service for such taxable year only
the amount of decommissioning costs
authorized for such taxable year under
the retroactive adjustment; and

(B) Withdrawing any excess contribu-
tion that results from such treatment
in accordance with the rules of para-
graph (c)(2) of § 1.468A–5.

(ii) If a taxpayer elects the applica-
tion of this paragraph (f)(2) for any tax-
able year, the retroactive adjustment
shall not be treated for purposes of
paragraph (f)(1)(ii) of this section as a
reduction in the amount of decommis-
sioning costs included in cost of service
for such taxable year.

(3) Revised schedule of ruling amounts.
(i) If the rules provided in this para-
graph (f) result in a cost of service
amount applicable to a nuclear decom-
missioning fund for any taxable year
that is less than the cost of service
amount applicable to the nuclear de-
commissioning fund for the imme-
diately preceding taxable year, the tax-
payer must request a revised schedule
of ruling amounts on or before the
deemed payment deadline date for the
taxable year in which the retroactive
adjustment occurs. The first taxable
year to which the revised schedule of
ruling amount applies shall be the tax-
able year in which the retroactive ad-
justment occurs.

(ii) The requirement of this para-
graph (f)(3) does not apply if the tax-
payer determines its schedule of ruling
amounts under a formula or method
obtained under § 1.468A–3(a)(4) and the
cost of service amount is a variable
element of that formula or method.

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

Example. (i) X corporation is a calendar
year, accrual method taxpayer engaged in
the sale of electric energy generated by a nu-
clear power plant owned by X. During 1989, X
is authorized pursuant to an interim rate
order issued by the public utility commis-
sion of State A to collect nuclear decommis-
sioning costs of $500,000 per year beginning

on January 1, 1990. On May 1, 1992, the public
utility commission of State A issues a final
rate order that is effective on July 1, 1992.
The final rate order authorizes X to collect
decommissioning costs of $400,000 per year
and requires X to refund to the ratepayers of
State A excess decommissioning costs of
$250,000 collected between January 1, 1990,
and July 1, 1992.

(ii) If X elects the application of paragraph
(f)(2) of this section for the 1991 taxable year,
the amount of decommissioning costs in-
cluded in cost of service for such taxable
year is $400,000. If X made a contribution of
$500,000 to a nuclear decommissioning fund
for the 1991 taxable year, X must withdraw
$100,000 from the nuclear decommissioning
fund on or before the date prescribed by law
(including extensions) for filing the return of
the nuclear decommissioning fund for the
1991 taxable year (see paragraph (c)(2) of
§ 1.468A–5).

(iii) In addition, under paragraph (f)(1)(i) of
this section, the amount of decommissioning
costs included in cost of service for the 1990
taxable year is $500,000, and, under paragraph
(f)(1)(ii) of this section, the amount of de-
commissioning costs included in cost of serv-
ice for the 1992 taxable year is $300,000. Be-
cause the cost of service amount for the 1991
taxable year ($400,000) is less than the cost of
service amount for the 1990 taxable year
($500,000), paragraph (f)(3) of this section ap-
plies and X must file a request for a revised
schedule of ruling amounts for the period be-
ginning with the 1992 taxable year on or be-
fore March 15, 1993.

(iv) Alternatively, if X does not elect the
application of paragraph (f)(2) section, the
amount of decommissioning costs included
in cost of service for the 1990 and 1991 taxable
years is $500,000, and, under paragraph
(f)(1)(ii) of this section, the amount of de-
commissioning costs included in cost of serv-
ice for the 1992 taxable year may not exceed
$300,000. Because the cost of service amount
for the 1992 taxable year is less than the cost
of service amount for the 1991 taxable year,
paragraph (f)(3) of this section applies and X
must file a request for a revised schedule of
ruling amounts for the period beginning with
the 1992 taxable year on or before March 15,
1993.

[T.D. 8184, 53 FR 6806, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62199, Dec. 30, 1992;
T.D. 8758, 63 FR 2894, Jan. 20, 1998]

§ 1.468A–3 Ruling amount.

(a) In general. (1) Except as otherwise
provided in paragraph (j) of this sec-
tion, an electing taxpayer is allowed a
deduction under section 468A(a) for the
taxable year in which the taxpayer
makes a cash payment (or is deemed to
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make a cash payment) to a nuclear de-
commissioning fund only if the tax-
payer has received a schedule of ruling
amounts for the nuclear decommis-
sioning fund that includes a ruling
amount for such taxable year. Except
as provided in paragraph (a) (4) or (5) of
this section, a schedule of ruling
amounts for a nuclear decommis-
sioning fund (‘‘schedule of ruling
amounts’’) is a ruling (within the
meaning of paragraph (a)(2) of § 601.201)
specifying the annual payments (‘‘rul-
ing amounts’’) that, over the taxable
years remaining in the ‘‘funding pe-
riod’’ as of the date the schedule first
applies, will result in a projected
balance of the nuclear decommis-
sioning fund as of the last day of the
funding period equal to (and in no
event greater than) the ‘‘amount of de-
commissioning costs allocable to the
fund.’’ The projected balance of a nu-
clear decommissioning fund as of the
last day of the funding period shall be
calculated by taking into account the
fair market value of the assets of the
fund as of the first day of the first tax-
able year to which the schedule of rul-
ing amounts applies and the estimated
rate of return to be earned by the as-
sets of the fund after payment of the
estimated administrative costs and in-
cidental expenses to be incurred by the
fund (as defined in paragraph (a)(3)(ii)
of § 1.468A–5), including all Federal,
State and local income taxes to be in-
curred by the fund (the ‘‘after-tax rate
of return’’). See paragraph (c) of this
section for a definition of funding pe-
riod and paragraph (d) of this section
for guidance with respect to the
amount of decommissioning costs allo-
cable to a fund.

(2) To the extent consistent with the
principles and provisions of this sec-
tion, each schedule of ruling amounts
shall be based on the reasonable as-
sumptions and determinations used by
the applicable public utility commis-
sion(s) in establishing or approving the
amount of decommissioning costs to be
included in cost of service for rate-
making purposes, taking into account
amounts that are otherwise required to
be included in the taxpayer’s income
under section 88 and the regulations
thereunder. Thus, for example, each
schedule of ruling amounts shall be

based on the public utility commis-
sion’s reasonable assumptions con-
cerning—

(i) The after-tax rate of return to be
earned by the amounts collected for de-
commissioning;

(ii) The total estimated cost of de-
commissioning the nuclear power plant
(see paragraph (d)(2) of this section);
and

(iii) The frequency of contributions
to a nuclear decommissioning fund for
a taxable year (e.g., monthly, quar-
terly, semi-annual or annual contribu-
tions).

(3) The Internal Revenue Service
shall provide a schedule of ruling
amounts that is identical to the sched-
ule of ruling amounts proposed by the
taxpayer in connection with the tax-
payer’s request for a schedule of ruling
amounts (see paragraph (h)(2)(viii) of
this section), but no schedule of ruling
amounts shall be provided unless the
taxpayer’s proposed schedule of ruling
amounts is consistent with the prin-
ciples and provisions of this section. If
a proposed schedule of ruling amounts
is not consistent with the principles
and provisions of this section, the tax-
payer may propose an amended sched-
ule of ruling amounts that is con-
sistent with such principles and provi-
sions.

(4) The Internal Revenue Service will
approve, at the request of the taxpayer,
a formula or method for determining a
schedule of ruling amounts (rather
than a schedule specifying a dollar
amount for each taxable year) that is
consistent with the principles and pro-
visions of this section. See paragraph
(i)(1)(ii) of this section for a special
rule relating to the mandatory review
of ruling amounts that are determined
pursuant to a formula or method.

(5) The Internal Revenue Service
may, in its discretion, provide a sched-
ule of ruling amounts that is deter-
mined on a basis other than the rules
of paragraphs (a) through (g) of this
section if—

(i) In connection with its request for
a schedule of ruling amounts, the tax-
payer explains the need for special
treatment and sets forth an alternative
basis for determining the schedule of
ruling amounts; and
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(ii) The Internal Revenue Service de-
termines that special treatment is con-
sistent with the purpose of section
468A.

(b) Level funding limitation. (1) Except
as otherwise provided in paragraph
(b)(4) of this section and paragraph
(b)(6) of § 1.468A–8 (relating to a special
transitional rule), the ruling amount
specified in a schedule of ruling
amounts for any taxable year in the
level funding limitation period shall
not be less than the ruling amount
specified in such schedule for any ear-
lier taxable year.

(2) For purposes of this section, the
level funding limitation period for a
nuclear decommissioning fund is the
period that—

(i) Begins on the first day of the first
taxable year for which a deductible
payment is made (or deemed made) to
such nuclear decommissioning fund
(see paragraph (a) of § 1.468A–2 for rules
relating to the first taxable year for
which a payment may be made (or
deemed made) to a nuclear decommis-
sioning fund); and

(ii) Ends on the last day of the tax-
able year that includes the estimated
date on which the nuclear power plant
to which the nuclear decommissioning
fund relates will no longer be included
in the taxpayer’s rate base for rate-
making purposes (see paragraphs (e) (2)
and (4) of this section).

(3) The ruling amount specified in a
schedule of ruling amounts for a tax-
able year after the end of the level
funding limitation period may be less
than the ruling amount specified in
such schedule for an earlier taxable
year.

(4) The ruling amount specified in a
schedule of ruling amounts for the last
taxable year in the level funding limi-
tation period may be less than the rul-
ing amount specified in such schedule
for any earlier taxable year if the ap-
plicable public utility commission as-
sumes for cost of service purposes that
decommissioning costs will be included
in cost of service for only a portion of
the last taxable year in the level fund-
ing limitation period. The ruling
amount for the last taxable year in the
level funding limitation period, how-
ever, may not be less than the amount
that bears the same relationship to the

ruling amount for the preceding tax-
able year as the period for which de-
commissioning costs will be included
in cost of service for such last taxable
year bears to one year.

(c) Funding period—(1) General rule.
For purposes of this section, the fund-
ing period for a nuclear decommis-
sioning fund is the period that—

(i) Begins on the first day of the first
taxable year for which a deductible
payment is made (or deemed made) to
such nuclear decommissioning fund
(see paragraph (a)(1) § 1.468A–2 for rules
relating to the first taxable year for
which a payment may be made (or
deemed made) to a nuclear decommis-
sioning fund); and

(ii) Ends on the later of—
(A) The last day of the taxable year

that includes the estimated date on
which decommissioning costs of the
nuclear power plant to which the nu-
clear decommissioning fund relates
will no longer be included in the tax-
payer’s cost of service for ratemaking
purposes (see paragraph (e)(1) of this
section); or

(B) The last day of the taxable year
that includes the estimated date on
which the nuclear power plant to which
the nuclear decommissioning fund re-
lates will no longer be included in the
taxpayer’s rate base for ratemaking
purposes (see paragraph (e)(2) of this
section).

(2) Examples. The following examples
illustrate the application of the prin-
ciples of paragraphs (a), (b) and (c) of
this section:

Example (1). (i) X corporation is a calendar
year, accrual method taxpayer engaged in
the sale of electric energy generated by
power plants owned by X. On March 15, 1995,
X commences the construction of a nuclear
power plant in State A. On May 15, 1995, the
public utility commission of State A issues a
final rate order for the four-year period be-
ginning on January 1, 1995, that authorizes X
to collect decommissioning costs from rate-
payers residing in State A. For the 1995 tax-
able year, X is authorized to collect decom-
missioning costs of $500,000, and, for each
taxable year during the remainder of the pe-
riod to which the rate order applies, X is au-
thorized to collect decommissioning costs in
an amount equal to 105 percent of the
amount authorized to be collected for the
preceding taxable year.
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(ii) In determining the amount of decom-
missioning costs to be collected from rate-
payers residing in State A, the public utility
commission assumes that (A) decommis-
sioning costs will be included in cost of serv-
ice for each taxable year in the period that
begins with 1995 and ends with 2025 and (B)
decommissioning costs collected pursuant to
subsequent rate orders will increase in the
same manner as amounts collected pursuant
to the rate order issued on May 15, 1995. In
addition, in determining the rate of return
to be earned by X with respect to the nuclear
power plant, the public utility commission
assumes that the nuclear power plant will be
included in rate base for each year in the pe-
riod that begins with 2000 and ends with 2025.

(iii) X requests a schedule of ruling
amounts in accordance with the rules of
paragraph (h) of this section for the period
beginning with the 1995 taxable year. In de-
termining the level funding limitation pe-
riod and the funding period, the Internal
Revenue Service shall assume that a deduct-
ible payment will be made to a nuclear de-
commissioning fund for the 1995 taxable
year. Thus, under paragraph (b) of this sec-
tion, the level funding limitation period be-
gins on January 1, 1995, and ends on Decem-
ber 31, 2025. Under paragraph (c)(1) of this
section, the funding period begins on Janu-
ary 1, 1995, and ends on December 31, 2025.

(iv) In its request for a schedule or ruling
amounts, X proposes a ruling amount for
each taxable year in the funding period that
corresponds to the projected cost of service
amount for such taxable year. If (A) the as-
sumptions and determinations used by the
public utility commission in establishing the
amount of decommissioning costs to be in-
cluded in cost of service are reasonable and
(B) the amounts collected pursuant to the
proposed schedule, combined with the after-
tax earnings on such amounts, will result in
a projected balance of the nuclear decommis-
sioning fund as of December 31, 2025, equal to
the amount of decommissioning costs allo-
cable to the fund, then, under paragraph
(a)(3) of this section, each ruling amount in
the initial schedule of ruling amounts shall
equal the ruling amount proposed by X in
connection with its request for a schedule of
ruling amounts. Thus, the ruling amount for
the 1995 taxable year would be $500,000, and
the ruling amount for each subsequent tax-
able year would be 105 percent of the ruling
amount for the preceding taxable year.

Example (2). (i) Assume the same facts as in
Example (1), except that on May 15, 1995, the
public utility commission of State A issues a
final rate order for the four-year period be-
ginning on January 1, 1995, that authorizes X
to collect decommissioning costs of $600,000
per year from ratepayers residing in State A.
In determining the amount of decommis-
sioning costs to be collected from ratepayers
residing in State A, the public utility com-

mission assumes that decommissioning costs
of $600,000 will be collected for each taxable
year in the period that begins with 1995 and
ends with 2004 and that decommissioning
costs of $200,000 will be collected for each
taxable year in the period that begins with
2005 and ends with 2025.

(ii) X requests a schedule of ruling
amounts in accordance with the rules of
paragraph (h) of this section for the period
beginning with the 1995 taxable year. In de-
termining the level funding limitation pe-
riod and the funding period, the Internal
Revenue Service shall assume that a deduct-
ible payment will be made to a nuclear de-
commissioning fund for the 1995 taxable
year. Thus, under paragraph (b) of this sec-
tion, the level funding limitation period be-
gins on January 1, 1995, and ends on Decem-
ber 31, 2025. Under paragraph (c)(1) of this
section, the funding period begins on Janu-
ary 1, 1995, and ends on December 31, 2025.

(iii) In its request for a schedule of ruling
amounts, X proposes a ruling amount for
each taxable year in the funding period that
corresponds to the projected cost of service
amount for such taxable year. A schedule of
ruling amounts based on the projected cost
of service amount would be inconsistent with
the level funding limitation of paragraph (b)
of this section because the projected cost of
service amount for 2005 is less than the pro-
jected cost of service amount for 2004. Con-
sequently, under paragraph (a)(3) of this sec-
tion, no schedule of ruling amounts shall be
provided to X unless X proposes an amended
schedule of ruling amounts that is consistent
with the level funding limitation and the
other principles and provisions of this sec-
tion.

(iv) Assume that X proposes an amended
schedule of ruling amounts that provides for
ruling amounts of $400,000 for each taxable
year in the funding period. If (A) the sched-
ule of ruling amounts proposed by X is based
on the reasonable assumptions and deter-
minations used by the public utility commis-
sion in establishing the amount of decom-
missioning costs to be included in cost of
service and (B) the amounts collected pursu-
ant to the proposed schedule, combined with
the after-tax earnings on such amounts, will
result in a projected balance of the nuclear
decommissioning fund as of December 31,
2025, equal to the amount of decommis-
sioning costs allocable to the fund, then,
under paragraph (a)(3) of this section, each
ruling amount in the initial schedule of rul-
ing amounts shall equal the ruling amount
proposed by X in connection with its request
for a schedule of ruling amounts. Thus, the
ruling amount for the 1995 taxable year and
for each subsequent taxable year through
2025 would be $400,000.

(v) Under section 468A(b) and paragraph
(b)(1) of § 1.468A–2, the maximum amount of
cash payments that X can make to a nuclear
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decommissioning fund for any taxable year
shall not exceed the lesser of (A) the cost of
service amount for such taxable year or (B)
the ruling amount for such taxable year. If
the projected cost of service amount that
was assumed in determining rates under the
rate order that was issued on May 15, 1995, is
the actual cost of service amount for each
taxable year in the funding period and the
ruling amounts provided in the initial sched-
ule of ruling amounts are not changed by a
subsequent schedule of ruling amounts, then
X would be allowed to make a deductible
contribution of $400,000 to a nuclear decom-
missioning fund for each taxable year in the
period that begins with 1995 and ends with
2004 and to make a deductible contribution
of $200,000 to such nuclear decommissioning
fund for each taxable year in the period that
begins with 2005 and ends with 2025.

Example (3). (i) Y corporation is a calendar
year, accrual method taxpayer engaged in
the sale of electric energy generated by
power plants owned by Y. On June 1, 1990, a
nuclear power plant owned by Y began com-
mercial operations in State B. In the first
ratemaking proceeding in which the nuclear
power plant was included in rate base, the
public utility commission of State B as-
sumed that the nuclear power plant would be
included in rate base for each year in the pe-
riod that began with 1990 and ended with
2020. In addition, for each taxable year in the
period that began with 1990 and ended with
2017, Y made a deductible contribution of
$750,000 to a nuclear decommissioning fund
established by Y. The $750,000 contribution
equalled the cost of service amount and the
ruling amount for each taxable year in the
28-year period.

(ii) On August 30, 2017, the public utility
commission of State B issues a final rate
order for the six-year period beginning on
January 1, 2018, that authorizes Y to collect
decommissioning costs of: (A) $500,000 for
2018, 2019 and 2020; (B) $1,500,000 for 2021; (C)
$1,000,000 for 2022; and (D) $750,000 for 2023. In
determining the amount of decommissioning
costs to be collected from ratepayers resid-
ing in State B, the public utility commission
assumes that decommissioning costs will no
longer be included in cost of service after
2023. In addition, in determining the rate of
return to be earned by Y with respect to the
nuclear power plant, the public utility com-
mission assumes that the nuclear power
plant will no longer be included in rate base
after 2020.

(iii) Under paragraph (i)(1)(iii) of this sec-
tion, Y is required to request a revised sched-
ule of ruling amounts on or before March 15,
2019. Assume that Y makes a timely request
for a revised schedule of ruling amounts in
accordance with the rules of paragraph (h) of
this section. In its request, Y proposes a rul-
ing amount for each taxable year in the pe-
riod that begins with 2018 and ends with 2023

that corresponds to the amount of decom-
missioning costs to be included in cost of
service under the rate order of August 30,
2017.

(iv) Under paragraph (b) of this section, the
level funding limitation period begins on
January 1, 1990, and ends on December 31,
2020. Under paragraph (c)(1) of this section,
the funding period begins on January 1, 1990,
and ends on December 31, 2023.

(v) If (A) the assumptions and determina-
tions used by the public utility commission
in establishing the amount of decommis-
sioning costs to be included in cost of service
are reasonable and (B) the projected balance
of the nuclear decommissioning fund as of
December 31, 2023 (taking into account the
fair market value of the assets of the fund as
of January 1, 2018, and the estimated after-
tax rate of return to be earned by the assets
of the fund) will equal the amount of decom-
missioning costs allocable to the fund, then,
under paragraph (a)(3) of this section, each
ruling amount in the revised schedule of rul-
ing amounts shall equal the ruling amount
proposed by Y in connection with its request
for a schedule of ruling amounts. Thus, the
ruling amount for 2018, 2019 and 2020 would be
$500,000, the ruling amount for 2021 would be
$1,500,000, the ruling amount for 2022 would
be $1,000,000 and the ruling amount for 2023
would be $750,000.

(vi) Although the ruling amount specified
in the revised schedule of ruling amounts for
2018, 2019 and 2020 is less than a ruling
amount specified in a prior schedule of rul-
ing amounts for years prior to 2018, the re-
vised schedule of ruling amounts is con-
sistent with the level funding limitation.
Under paragraph (i)(3) of this section, a rul-
ing amount specified in a revised schedule of
ruling amounts for any taxable year in level
funding limitation period may be less than
one or more ruling amounts specified in a
prior schedule of ruling amounts for a prior
taxable year. In addition, although the rul-
ing amount specified in the revised schedule
of ruling amounts for 2022 and 2023 is less
than a ruling amount specified in such
schedule for a prior taxable year, the revised
schedule of ruling amounts is consistent
with the level funding limitation because the
level funding limitation period ends on De-
cember 31, 2020.

(d) Decommissioning costs allocable to a
fund. The amount of decommissioning
costs allocable to a nuclear decommis-
sioning fund is determined for purposes
of this section by applying the fol-
lowing rules and definitions:

(1) General rule. The amount of de-
commissioning costs allocable to a nu-
clear decommissioning fund is the tax-
payer’s share of the total estimated
cost of decommissioning the nuclear
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power plant to which the fund relates,
multiplied by the qualifying percent-
age.

(2) Total estimated cost of decommis-
sioning. (i) Except as otherwise pro-
vided in paragraph (d)(2)(ii) of this sec-
tion, the total estimated cost of de-
commissioning a nuclear power plant is
the reasonably estimated cost of de-
commissioning used by the applicable
public utility commission in estab-
lishing or approving the amount of de-
commissioning costs to be included in
cost of service for ratemaking pur-
poses. If, in establishing or approving
the amount of decommissioning costs
to be included in cost of service, the
public utility commission uses an esti-
mated cost of decommissioning that is
equal to a generic estimate of the cost
of decommissioning as determined by
the Nuclear Regulatory Commission
(or an estimated cost that is based on
the generic estimate adjusted for infla-
tion), the Internal Revenue Service
may, at its discretion, accept such
amount as a reasonable estimate of the
cost of decommissioning. In addition, if
the estimated costs used by the appli-
cable public utility commission are ex-
pected to be paid in any taxable year
other than the taxable year that in-
cludes the last day of the funding pe-
riod or the immediately succeeding
taxable year, such costs must be ad-
justed (increased or decreased, as the
case may be) by discounting or
compounding such costs at the after-
tax rate of return from the date such
costs are expected to be paid to the last
day of the funding period.

(ii) If, in establishing or approving
the amount of decommissioning costs
to be included in cost of service, the
applicable public utility commission
assumes a projected balance of
amounts set aside for decommissioning
(whether or not such amounts are pro-
vided by a nuclear decommissioning
fund) that is less than the total esti-
mated cost of decommissioning as-
sumed by the public utility commis-
sion, the total estimated cost of de-
commissioning for purposes of deter-
mining the schedule of ruling amounts
shall equal the projected balance of
amounts set aside for decommissioning
that was assumed by the public utility
commission.

(3) Taxpayer’s share. The taxpayer’s
share of the total estimated cost of de-
commissioning a nuclear power plant
equals the total estimated cost of de-
commissioning such nuclear power
plant multiplied by the percentage of
such nuclear power plant that the
qualifying interest of the taxpayer rep-
resents (see paragraph (b)(2) of § 1.468A–
1 for circumstances in which a tax-
payer possesses a qualifying interest in
a nuclear power plant).

(4) Qualifying percentage. (i) Except as
otherwise provided in paragraph
(b)(7)(iii) of § 1.468A–8 (relating to a spe-
cial transitional rule), the qualifying
percentage for any nuclear decommis-
sioning fund is equal to the fraction,
the numerator of which is the number
of taxable years in the estimated pe-
riod for which the nuclear decommis-
sioning fund is to be in effect and the
denominator of which is the number of
taxable years in the estimated useful
life of the applicable nuclear power
plant.

(ii) Except as otherwise provided in
paragraph (b)(7) (i) of (ii) of § 1.468A–8
(relating to special transitional rules),
the estimated period for which a nu-
clear decommissioning fund is to be in
effect—

(A) Begins on the later of—
(1) The first day of the first taxable

year for which a deductible payment is
made (or deemed made) to such nuclear
decommissioning fund; or

(2) The first day of the taxable year
that includes the date the nuclear
power plant to which such nuclear de-
commissioning fund relates begins
commercial operations; and

(B) Ends on the last day of the tax-
able year that includes the estimated
date on which the nuclear power plant
to which such nuclear decommis-
sioning fund relates will no longer be
included in the taxpayer’s rate base for
ratemaking purposes (see paragraph (e)
(3) and (4) of this section).

(iii) Except as otherwise provided in
paragraph (b)(7)(ii) of § 1.468A–8 (relat-
ing to a special transitional rule), the
estimated useful life of a nuclear power
plant.

(A) Begins on the first day of the tax-
able year that includes the date that
the nuclear power plant begins com-
mercial operations; and
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(B) Ends on the last day of the tax-
able year that includes the estimated
date on which the nuclear power plant
will no longer be included in the tax-
payer’s rate base for ratemaking pur-
poses (see paragraph (e) (3) and (4) of
this section).

(e) Determination of estimated dates. (1)
For purposes of paragraph (c)(1)(ii)(A)
of this section (relating to the funding
period), the estimated date on which
decommissioning costs of the nuclear
power plant to which the nuclear de-
commissioning fund relates will no
longer be included in the taxpayer’s
cost of service for ratemaking purposes
is determined under the ratemaking as-
sumptions that were used to determine
the last rates (whether interim or
final) that were established or ap-
proved by the applicable public utility
commission prior to the filing of the
current request for a schedule of ruling
amounts.

(2) For purposes of paragraphs
(b)(2)(ii) and (c)(1)(ii)(B) of this section
(relating to the level funding limita-
tion period and the funding period), the
estimated date on which the nuclear
power plant to which the nuclear de-
commissioning fund relates will no
longer be included in the taxpayer’s
rate base for ratemaking purposes is
determined under the ratemaking as-
sumptions that were used to determine
the last rates (whether interim or
final) that were established or ap-
proved by the applicable public utility
commission prior to the filing of the
current request for a schedule of ruling
amounts.

(3) For purposes of paragraph (d)(4)
(ii)(B) and (iii)(B) of this section (relat-
ing to the qualifying percentage), the
estimated date on which the nuclear
power plant to which the nuclear de-
commissioning fund relates will no
longer be included in the taxpayer’s
rate base for ratemaking purposes is
determined under the ratemaking as-
sumptions used by the applicable pub-
lic utility commission in establishing
or approving rates during the first
ratemaking proceeding in which the
nuclear power plant was included in
the taxpayer’s rate base.

(4) For purposes of this section, in
the case of a taxpayer whose interest
in the nuclear power plant is described

in paragraph (b)(2)(ii) of § 1.468A–1, the
date corresponding to ‘‘the estimated
date on which the nuclear power plant
to which the nuclear decommissioning
fund relates will no longer be included
in the taxpayer’s rate base’’ will be de-
termined upon the basis of all the facts
and circumstances in a manner con-
sistent with the provisions of this sec-
tion and section 468A of the Code.

(5) A formula or method obtained
under paragraph (a)(4) of this section
may provide for changes in an esti-
mated date described in paragraph
(e)(1) or (2) of this section to reflect
changes in the ratemaking assump-
tions used to determine rates (whether
interim or final) that are established or
approved by the applicable public util-
ity commission after the filing of the
request for approval of a formula or
method.

(f) Special rules in the case of rates es-
tablished or approved by two or more pub-
lic utility commissions. If two or more
public utility commissions establish or
approve rates for electric energy gen-
erated by a single nuclear power plant,
the following rules shall apply in deter-
mining the schedule of ruling amounts
for the nuclear decommissioning fund
that relates to such nuclear power
plant.

(1) A schedule of ruling amounts
shall be separately determined pursu-
ant to the rules of paragraphs (a)
through (e) of this section for each pub-
lic utility commission that has deter-
mined the amount of decommissioning
costs to be included in cost of service
for ratemaking purposes with respect
to such nuclear power plant (see para-
graph (g) of this section).

(2) The separate determination with
respect to a public utility commission
shall be based on the reasonable as-
sumptions and determinations used by
such public utility commission and
shall take into account only that por-
tion of the total estimated cost of de-
commissioning the nuclear power plant
that is properly allocable to the rate-
payers whose rates are established or
approved by such public utility com-
mission.

(3) The ruling amount applicable to
the nuclear decommissioning fund for
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any taxable year is the sum of the rul-
ing amounts for such taxable year de-
termined under the separate schedules
of ruling amounts.

(4) The schedule of ruling amounts
for the nuclear decommissioning fund
is the schedule of the ruling amounts
determined under paragraph (f)(3) of
this section.

(g) Requirement of determination by
public utility commission of decommis-
sioning costs to be included in cost of
service. The Internal Revenue Service
shall not provide a taxpayer with a
schedule of ruling amounts for any nu-
clear decommissioning fund unless a
public utility commission that estab-
lishes or approves rates for electric en-
ergy generated by the nuclear power
plant to which the nuclear decommis-
sioning fund relates has—

(1) Determined the amount of decom-
missioning costs of such nuclear power
plant to be included in the taxpayer’s
cost of service for ratemaking pur-
poses; and

(2) Disclosed the after-tax return and
any other assumption and determina-
tions used in establshing or approving
such amount for any taxable year be-
ginning on or after January 1, 1987.

(h) Manner of requesting schedule of
ruling amounts—(1) In general. (i) In
order to receive a ruling amount for
any taxable year, a taxpayer must file
a request for a schedule of ruling
amounts that complies with the re-
quirements of this paragraph (h), the
applicable procedural rules set forth in
paragraph (e) of § 601.201 (Statement of
Procedural Rules) and the require-
ments of any applicable revenue proce-
dure that is in effect on the date the
request is filed.

(ii) A separate request for a schedule
of ruling amounts is required for each
nuclear decommissioning fund estab-
lished by a taxpayer (see paragraph (a)
of § 1.468A–5 for rules relating to the
number of nuclear decommissioning
funds that a taxpayer can establish).

(iii) Except as provided by § 1.468A–5
(a)(1)(iv) (relating to certain unincor-
porated organizations that may be tax-
able as corporations), a request for a
schedule of ruling amounts must not
contain a request for a ruling on any
other issue, whether the issue involves

section 468A or another section of the
Internal Revenue Code.

(iv) In the case of an affiliated group
of corporations that join in the filing
of a consolidated return, the common
parent of the group may request a
schedule of ruling amounts for each
member of the group that possesses a
qualifying interest in the same nuclear
power plant by filing a single submis-
sion with the Internal Revenue Serv-
ice.

(v) Except as otherwise provided in
paragraph (b)(1) of § 1.468A–8, the Inter-
nal Revenue Service shall not provide
or revise a ruling amount applicable to
a taxable year in response to a request
for a schedule of ruling amounts that is
filed after the deemed payment dead-
line date (as defined in paragraph (c)(1)
of § 1.468A–2) for such taxable year. In
determining the date when a request is
filed, the principles of sections 7502 and
7503 shall apply.

(vi) Except as provided in paragraph
(h)(1)(vii) of this section, a request for
a schedule of ruling amounts shall be
considered filed only if such request
complies substantially with the re-
quirements of this paragraph (h).

(vii)(A) If a request does not comply
substantially with the requirements of
this paragraph (h), the Internal Rev-
enue Service will notify the taxpayer
of that fact. If the information or ma-
terials necessary to comply substan-
tially with the requirements of this
paragraph (h) are provided to the Inter-
nal Revenue Service within 30 days
after this notification, the request will
be considered filed on the date of the
original submission. If the information
or materials necessary to comply sub-
stantially with the requirements of
this paragraph (h) are not provided
within 30 days after this notification,
the request will be considered filed on
the date that all information or mate-
rials necessary to comply with the re-
quirements of this paragraph (h) are
provided.

(B) The Internal Revenue Service
may waive the requirements of para-
graph (h)(1)(vii)(A) of this section if the
Service determines that the electing
taxpayer is making a good faith effort
to comply with the deadline and if the
waiver is consistent with the purposes
of section 468A.
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(2) Information required. A request for
a schedule of ruling amounts must con-
tain the following information:

(i) The taxpayer’s name, address and
taxpayer identification number.

(ii) Whether the request is for an ini-
tial schedule of ruling amounts, a man-
datory review of the schedule of ruling
amounts (see paragraph (i)(1) of this
section) or an elective review of the
schedule of ruling amounts (see para-
graph (i)(2) of this section).

(iii) The name and location of the nu-
clear power plant with respect to which
a schedule of ruling amounts is re-
quested.

(iv) A description of the taxpayer’s
qualifying interest in the nuclear
power plant and the percentage of such
nuclear power plant that the qualifying
interest of the taxpayer represents.

(v) An identification of each public
utility commission that establishes or
approves rates for the furnishing or
sale by the taxpayer of electric energy
generated by the nuclear power plant,
and, for each public utility commission
identified—

(A) Whether the public utility com-
mission has determined the amount of
decommissioning costs to be included
in the taxpayer’s cost of service for
ratemaking purposes; and

(B) Whether a proceeding is pending
before the public utility commission
that may result in an increase or de-
crease in the amount of decommis-
sioning costs to be included in cost of
service.

(vi) For each public utility commis-
sion that has determined the amount
of decommissioning costs to be in-
cluded in the taxpayer’s cost of service
for ratemaking purposes—

(A) The amount of decommissioning
costs that are to be included in the tax-
payer’s cost of service for each taxable
year under the current determination
and amounts that otherwise are re-
quired to be included in the taxpayer’s
income under section 88 and the regula-
tions thereunder;

(B) A description of the assumptions,
estimates and other factors that were
used in determining the amounts de-
scribed in paragraph (h)(2)(vi)(A) of
this section, including each of the fol-
lowing if applicable—

(1) A description of the proposed
method of decommissioning the nu-
clear power plant (for example, prompt
removal/dismantlement, safe storage
entombment with delayed dismantle-
ment, or safe storage mothballing with
delayed dismantlement);

(2) The estimated year in which sub-
stantial decommissioning costs will
first be incurred;

(3) The estimated year in which the
decommissioning of the nuclear power
plant will be substantially complete
(see paragraph (d)(2) of § 1.468A–5 for a
definition of substantial completion of
decommissioning);

(4) The total estimated cost of de-
commissioning expressed in current
dollars (i.e., based on price levels in ef-
fect at the time of the current deter-
mination);

(5) The total estimated cost of de-
commissioning expressed in future dol-
lars (i.e., based on anticipated price
levels when expenses are expected to be
paid);

(6) For each taxable year in the pe-
riod that begins with the year specified
in paragraph (h)(2)(vi)(B)(2) of this sec-
tion (‘‘the estimated year in which sub-
stantial decommissioning costs will
first be incurred’’) and ends with the
year specified in paragraph
(h)(2)(vi)(B)(3) of this section (‘‘the es-
timated year in which the estimated
year in which the decommissioning of
the nuclear power plant will be sub-
stantially complete’’), the estimated
cost of decommissioning expressed in
future dollars;

(7) A description of the methodology
used in converting the estimated cost
of decommissioning expressed in cur-
rent dollars to the estimated cost of
decommissioning expressed in future
dollars;

(8) The assumed after-tax rate of re-
turn to be earned by the amounts col-
lected for decommissioning (if two or
more after-tax rates of return are as-
sumed by the public utility commis-
sion, each assumed after-tax rate of re-
turn and the amounts collected for de-
commissioning to which each assumed
after-tax rate of return applies);

(9) The proposed period over which
decommissioning costs will be included
in the cost of service of the taxpayer
and the projected amount that will be
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included in cost of service for each tax-
able year in the proposed period;

(10) The estimated date on which the
nuclear power plant will no longer be
included in the taxpayer’s rate base for
ratemaking purposes as determined
under the ratemaking assumptions
that were used to determine the last
rates (whether interim or final) that
were established or approved by the ap-
plicable public utility commission
prior to the filing of the current re-
quest for a schedule of ruling amounts
(or a corresponding date in the case of
a taxpayer whose interest in the nu-
clear power plant is described in para-
graph (b)(2)(ii) of § 1.468A–1; see para-
graph (e)(4) of this section); and

(11) The estimated date on which the
nuclear power plant will no longer be
included in the taxpayer’s rate base for
ratemaking purposes as determined
under the ratemaking assumptions
that were used by the applicable public
utility commission in establishing or
approving rates during the first rate-
making proceeding in which the nu-
clear power plant was included in the
taxpayer’s rate base (or a cor-
responding date in the case of a tax-
payer whose interest in the nuclear
power plant is described in paragraph
(b)(2)(ii) of § 1.468A–1; see paragraph
(e)(4) of this section);

(C) A copy of such portions of any
order or opinion of the public utility
commission as pertain to the commis-
sion’s most recent determination of the
amount of decommissioning costs to be
included in cost of service; and

(D) A copy of each engineering or
cost study that was relied on or used
by the taxpayer or the public utility
commission in determining the amount
of decommissioning costs to be in-
cluded in the taxpayer’s cost of service
under the current determination.

(vii) For each proceeding pending be-
fore a public utility commission that
may result in an increase or decrease
in the amount of decommissioning
costs to be included in the taxpayer’s
cost of service—

(A) A description of the stage of the
proceeding;

(B) The amount of decommissioning
costs that are proposed to be included
in the taxpayer’s cost of service for
each taxable year;

(C) A description of the assumptions,
estimates and other factors that were
used in determining the amount of de-
commissioning costs that are proposed
to be included in the taxpayer’s cost of
service for each taxable year, including
each of the items described in para-
graph (h)(2)(vi)(B) of this section if ap-
plicable; and

(D) A copy of each engineering or
cost study that was relied on or used
by the taxpayer or the public utility
commission in determining the amount
of decommissioning costs that are pro-
posed to be included in the taxpayer’s
cost of service.

(viii) A proposed schedule of ruling
amounts for each taxable year remain-
ing in the funding period as of the date
the schedule of ruling amounts will
first apply.

(ix) A description of the assumptions,
estimates and other factors that were
used in determining the proposed
schedule of ruling amounts, including
each of the following if applicable—

(A) The level funding limitation pe-
riod (as such term is defined in para-
graph (b)(2) of this section);

(B) The funding period (as such term
is defined in paragraph (c) of this sec-
tion);

(C) The assumed after-tax rate of re-
turn to be earned by the assets of the
nuclear decommissioning fund;

(D) The fair market value of the as-
sets (if any) of the nuclear decommis-
sioning fund as of the first day of the
first taxable year to which the sched-
ule of ruling amounts will apply;

(E) The amount expected to be
earned by the assets of the nuclear de-
commissioning fund (based on the
after-tax rate of return applicable to
the fund) over the period that begins
on the first day of the first taxable
year to which the schedule of ruling
amounts will apply and ends on the
last day of the funding period;

(F) The amount of decommissioning
costs allocable to the nuclear decom-
missioning fund (as determined under
paragraph (d) of this section);

(G) The total estimated cost of de-
commissioning (as such term is defined
in paragraph (d)(2) of this section);

(H) The taxpayer’s share of the total
estimated cost of decommissioning (as

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00267 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



272

26 CFR Ch. I (4–1–99 Edition)§ 1.468A–3

such term is defined in paragraph (d)(3)
of this section);

(I) The qualifying percentage (as such
term is defined in paragraph (d)(4)(i) of
this section);

(J) The estimated period for which
the nuclear decommissioning fund is to
be in effect (as such term is defined in
paragraph (d)(4)(ii) of this section); and

(K) The estimated useful life of the
nuclear power plant (as such term is
defined in paragraph (d)(4)(iii) of this
section).

(x) If the request is for a revised
schedule of ruling amounts, the after-
tax rate of return earned by the assets
of the nuclear decommissioning fund
for each taxable year in the period that
begins with the date of the inital con-
tribution to the fund and ends with the
first day of the first taxable year to
which the revised schedule of ruling
amounts applies.

(xi) If applicable, an explanation of
the need for a schedule of ruling
amounts determined on a basis other
than the rules of paragraphs (a)
through (g) of this section and a de-
scription of an alternative basis for de-
termining a schedule of ruling amounts
(see paragraph (a)(5) of this section).

(xii) A chart or table, based upon the
assumed after-tax rate of return to be
earned by the assets of the nuclear de-
commissioning fund, setting forth the
years the fund will be in existence, the
annual contribution to the fund, the
estimated annual earnings of the fund
and the cumulative total balance in
the fund.

(xiii) If the request is for a revised
schedule of ruling amounts, a copy of
the most recently issued schedule of
ruling amounts for the nuclear power
plant to which the request relates that
has been issued to the taxpayer (or a
predecessor in interest) making the re-
quest.

(xiv) If the request for a schedule of
ruling amounts contains a request,
pursuant to § 1.468A–5 (a)(1)(iv), that
the Service rule whether an unincor-
porated organization through which
the assets of the fund are invested is an
association taxable as a corporation for
federal tax purposes, a copy of the legal
documents establishing or otherwise
governing the organization.

(xv) Any other information required
by the Internal Revenue Service that
may be necessary or useful in deter-
mining the schedule of ruling amounts.

(3) Administrative procedures. The In-
ternal Revenue Service may prescribe
administrative procedures that supple-
ment the provisions of paragraph (h) (1)
and (2) of this section. In addition, the
Internal Revenue Service may, in its
discretion, waive the requirements of
paragraph (h) (1) and (2) of this section
under appropriate circumstances.

(i) Review and revision of schedule of
ruling amounts—(1) Mandatory review.
(i) Any taxpayer that has obtained a
schedule of ruling amounts pursuant to
paragraph (h) of this section must file
a request for a revised schedule of rul-
ing amounts on or before the deemed
payment deadline date for the 10th tax-
able year that begins after the taxable
year in which the most recent schedule
of ruling amounts was received. The
first taxable year to which the revised
schedule of ruling amounts applies
shall be the 10th taxable year that be-
gins after the taxable year in which the
most recent schedule of ruling amounts
was received.

(ii)(A) Any taxpayer that has ob-
tained a formula or method for deter-
mining a schedule of ruling amounts
for any taxable year under paragraph
(a)(4) of this section must file a request
for a revised schedule on or before the
earlier of the deemed payment deadline
for the fifth taxable year that begins
after its taxable year in which the
most recent formula or method was ap-
proved or the deemed payment dead-
line for the first taxable year that be-
gins after a taxable year in which there
is a substantial variation in the ruling
amount determined under the most re-
cent formula or method. There is a sub-
stantial variation in the ruling amount
determined under the formula or meth-
od in effect for a taxable year if the
ruling amount for the year and the rul-
ing amount for any earlier year since
the most recent formula or method was
approved differ by more than 50 percent
of the smaller amount.

(B) Any taxpayer that has deter-
mined its ruling amount for any tax-
able year under a formula prescribed
by § 1.468A–6 (which prescribes ruling
amounts for the taxable year in which
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there is a disposition of a qualifying in-
terest in a nuclear power plant) must
file a request for a revised schedule of
ruling amounts on or before the
deemed payment deadline for its first
taxable year that begins after the dis-
position.

(iii) A taxpayer is required to request
a revised schedule of ruling amounts
for a nuclear decommissioning fund
if—

(A) Any public utility commission
that establishes or approves rates for
the furnishing or sale of electric energy
generated by a nuclear power plant to
which the nuclear decommissioning
fund relates—

(1) Increases the proposed period over
which decommissioning costs of such
nuclear power plant will be included in
cost of service for ratemaking pur-
poses;

(2) Adjusts the estimated date on
which such nuclear power plant will no
longer be included in the taxpayer’s
rate base for ratemaking purposes; or

(3) Reduces the amount of decommis-
sioning costs to be included in cost of
service for any taxable year;

(B) The taxpayer’s most recent re-
quest for a schedule of ruling amounts
did not provide notice to the Internal
Revenue Service of such action by the
public utility commission; and

(C) In the case of a taxpayer that de-
termines its schedule of ruling
amounts under a formula or method
obtained under paragraph (a)(4) of this
section, the item increased, adjusted,
or reduced is a fixed (rather than a
variable) element of that formula or
method.

(iv) If a taxpayer is required to re-
quest a revised schedule of ruling
amounts by reason of an action de-
scribed in paragraph (i)(1)(iii) of this
section, the taxpayer must file the re-
quest for a revised schedule of ruling
amounts on or before the deemed pay-
ment deadline date for the first taxable
year in which rates that reflect such
action become effective. The first tax-
able year to which the revised schedule
of ruling amounts applies shall be the
first taxable year in which such rates
become effective.

(v) A request for a schedule of ruling
amounts required by this paragraph
(i)(1) must be made in accordance with

the rules of paragraph (h) of this sec-
tion. If a taxpayer does not properly
file a request for a revised schedule of
ruling amounts by the date provided in
paragraph (i)(1) (i), (ii) or (iv) of this
section (whichever is applicable), the
taxpayer’s ruling amount for the first
taxable year to which the revised
schedule of ruling amounts would have
applied and for all succeeding taxable
years until a new schedule is obtained
shall be zero, unless, in its discretion,
the Internal Revenue Service provides
otherwise in such new schedule of rul-
ing amounts.

(vi) See paragraph (f)(3) of § 1.468A–2
for the application of the rules in para-
graph (i)(1) (iii), (iv), and (v) of this sec-
tion in the case of certain retroactive
adjustments to interim rate orders.

(2) Elective review. Any taxpayer that
has obtained a schedule of ruling
amounts pursuant to paragraph (h) of
this section can request a revised
schedule of ruling amounts. Such a re-
quest must be made in accordance with
the rules of paragraph (h) of this sec-
tion; thus, the Internal Revenue Serv-
ice shall not provide a revised ruling
amount applicable to a taxable year in
response to a request for a schedule of
ruling amounts that is filed after the
deemed payment deadline date for such
taxable year (see paragraph (h)(1)(vi) of
this section).

(3) Determination of revised schedule of
ruling amounts. A revised schedule of
ruling amounts for a nuclear decom-
missioning fund shall be determined
under this section without regard to
any schedule of ruling amounts for
such nuclear decommissioning fund
that was issued prior to such revised
schedule. Thus, a ruling amount speci-
fied in a revised schedule of ruling
amounts for any taxable year in the
level funding limitation period can be
less than one or more ruling amounts
specified in a prior schedule of ruling
amounts for a prior taxable year.

(j) Special rule permitting payments to a
nuclear decommissioning fund before re-
ceipt of an initial or revised ruling
amount applicable to a taxable year. (1) If
an electing taxpayer has filed a timely
request for an initial or revised ruling
amount for a taxable year beginning on
or after January 1, 1987, and does not
receive the ruling amount on or before
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the deemed payment deadline date for
such taxable year, the taxpayer may
make a payment to a nuclear decom-
missioning fund on the basis of the rul-
ing amount proposed in the taxpayer’s
request. Thus, under the preceding sen-
tence, an electing taxpayer may make
a payment to a nuclear decommis-
sioning fund for such taxable year that
does not exceed the lesser of—

(i) The cost of service amount appli-
cable to the nuclear decommissioning
fund for such taxable year; or

(ii) The ruling amount proposed by
the taxpayer for such taxable year in a
timely filed request for a schedule of
ruling amounts.

(2) If an electing taxpayer makes a
payment to a nuclear decommissioning
fund for any taxable year pursuant to
paragraph (j)(1) of this section and the
ruling amount that is provided by the
Internal Revenue Service is greater
than the ruling amount proposed by
the taxpayer for such taxable year, the
taxpayer is not allowed to make an ad-
ditional payment to the fund for such
taxable year after the deemed payment
deadline date for such taxable year.

(3) If—(i) An electing taxpayer makes
a payment to a nuclear decommis-
sioning fund for any taxable year pur-
suant to paragraph (j)(1) of this sec-
tion,

(ii) The ruling amount that is pro-
vided by the Internal Revenue Service
is less than the ruling amount proposed
by the taxpayer for such taxable year,
and

(iii) As a result, there is an excess
contribution (as defined in paragraph
(c)(2)(ii) of § 1.468A–5) for such taxable
year,

Then the amount of the excess con-
tribution is not deductible (see para-
graph (b)(1) of § 1.468A–2) and must be
withdrawn by the taxpayer pursuant to
the rules of paragraph (c)(2)(i) of
§ 1.468A–5. Thus, an electing taxpayer
that files a return based on a payment
made pursuant to paragraph (j)(1) of
this section should file an amended re-
turn if an excess contribution results

when the ruling amount is issued for
such taxable year.

[T.D. 8184, 53 FR 6808, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62199, Dec. 30, 1992;
T.D. 8580, 59 FR 66474, Dec. 27, 1994; 60 FR
8932, Feb. 16, 1995; T.D. 8758, 63 FR 2894, Jan.
20, 1998]

§ 1.468A–4 Treatment of nuclear de-
commissioning fund.

(a) In general. A nuclear decommis-
sioning fund is subject to tax on all of
its modified gross income (as defined in
paragraph (b) of this section). The rate
of tax is 22 percent for taxable years
beginning in calendar year 1994 or 1995,
20 percent for taxable years beginning
after December 31, 1995, and the highest
rate of tax specified by section 11(b) for
other years. This tax is in lieu of any
other tax that may be imposed under
subtitle A of the Internal Revenue
Code on the income earned by the as-
sets of the nuclear decommissioning
fund.

(b) Modified gross income. For pur-
poses of this section, the term ‘‘modi-
fied gross income’’ means gross income
as defined under section 61 computed
with the following modifications:

(1) The amount of any payment to
the nuclear decommissioning fund with
respect to which a deduction is allowed
under section 468A(a) is excluded from
gross income.

(2) A deduction is allowed for the
amount of administrative costs and
other incidental expenses of the nu-
clear decommissioning fund (including
taxes, legal expenses, accounting ex-
penses, actuarial expenses and trustee
expenses, but not including decommis-
sioning costs) that are otherwise de-
ductible and that are paid by the nu-
clear decommissioning fund to any per-
son other than the electing taxpayer.
An expense is otherwise deductible for
purposes of this paragraph (b)(2) if it
would be deductible under chapter 1 of
the Internal Revenue Code in deter-
mining the taxable income of a cor-
poration. For example, because Federal
income taxes are not deductible under
chapter 1 of the Internal Revenue Code
in determining the taxable income of a
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corporation, the tax imposed by sec-
tion 468A(e)(2) and paragraph (a) of this
section is not deductible in deter-
mining the modified gross income of a
nuclear decommissioning fund. Simi-
larly, because certain expenses allo-
cable to tax-exempt interest income
are not deductible under section 265 of
the Internal Revenue Code in deter-
mining the taxable income of a cor-
poration, such expenses are not deduct-
ible in determining the modified gross
income of a nuclear decommissioning
fund.

(3) A deduction is allowed for the
amount of an otherwise deductible loss
that is sustained by the nuclear decom-
missioning fund in connection with the
sale, exchange or worthlessness of any
investment. A loss is otherwise deduct-
ible for purposes of this paragraph
(b)(3) if such loss would be deductible
by a corporation under section 165 (f)
or (g) and sections 1211(a) and 1212(a).

(4) A deduction is allowed for the
amount of an otherwise deductible net
operating loss of the nuclear decom-
missioning fund. For purposes of this
paragraph (b), the net operating loss of
a nuclear decommissioning fund for a
taxable year is the amount by which
the deductions allowable under para-
graph (b) (2) and (3) of this section ex-
ceed the gross income of the nuclear
decommissioning fund computed with
the modification described in para-
graph (b)(1) of this section. A net oper-
ating loss is otherwise deductible for
purposes of this paragraph (b)(4) if such
a net operating loss would be deduct-
ible by a corporation under section
172(a).

(c) Special rules—(1) Period for com-
putation of modified gross income. The
modified gross income of a nuclear de-
commissioning fund must be computed
on the basis of the taxable year of the
electing taxpayer. If an electing tax-
payer changes its taxable year, each
nuclear decommissioning fund of the
electing taxpayer must change to the
new taxable year. See section 442 and
§ 1.442–1 for rules relating to the change
to a new taxable year.

(2) Gain or loss upon distribution of
property by a fund. A distribution of
property by a nuclear decommissioning
fund (whether an actual distribution or
a deemed distribution) shall be consid-

ered a disposition of property by the
nuclear decommissioning fund for pur-
poses of section 1001. In determining
the amount of gain or loss from such
disposition, the amount realized by the
nuclear decommissioning fund shall be
the fair market value of the property
on the date of disposition.

(3) Denial of credits against tax. The
tax imposed on the modified gross in-
come of a nuclear decommissioning
fund under paragraph (a) of this section
is not to be reduced or offset by any
credits against tax provided by part IV
of subchapter A of chapter 1 of the In-
ternal Revenue Code other than the
credit provided by section 31(c) for
amounts withheld under section 3406
(back-up withholding).

(4) Other corporate taxes inapplicable.
Although the modified gross income of
a nuclear decommissioning fund is sub-
ject to tax at the rate specified by sec-
tion 468A(e)(2) and paragraph (a) of this
section, a nuclear decommissioning
fund is not subject to the other taxes
imposed on corporations under subtitle
A of the Internal Revenue Code. For
example, a nuclear decommissioning
fund is not subject to the alternative
minimum tax imposed by section 55,
the accumulated earnings tax imposed
by section 531, the personal holding
company tax imposed by section 541,
and the alternative tax imposed on a
corporation under section 1201(a).

(d) Treatment as corporation for pur-
poses of subtitle F. For purposes of sub-
title F of the Internal Revenue Code
and the regulations thereunder, a nu-
clear decommissioning fund is to be
treated as if it were a corporation and
the tax imposed by section 468A(e)(2)
and paragraph (a) of this section is to
be treated as a tax imposed by section
11. Thus, for example, the following
rules apply:

(1) A nuclear decommissioning fund
must file a return with respect to the
tax imposed by section 468A(e)(2) and
paragraph (a) of this section for each
taxable year (or portion thereof) that
the fund is in existence even though no
amount is included in the gross income
of the fund for such taxable year. The
return is to be made on Form 1120–ND
in accordance with the instructions re-
lating to such form. For purposes of
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this paragraph (d)(1), a nuclear decom-
missioning fund is in existence for the
period that—

(i) Begins on the date that the first
deductible payment is actually made
to such nuclear decommissioning fund;
and

(ii) Ends on the date of termination
(see paragraph (d) of § 1.468A–5), the
date that the entire fund is disqualified
(see paragraph (c) of § 1.468A–5), or the
date that the electing taxpayer dis-
poses of its entire qualifying interest
in the nuclear power plant to which the
nuclear decommissioning fund relates,
whichever is applicable.

(2) For each taxable year of the nu-
clear decommissioning fund, the return
described in paragraph (d)(1) of this
section must be filed on or before the
15th day of the third month following
the close of such taxable year unless
the nuclear decommissioning fund is
granted an extension of time for filing
under section 6081. If such an extension
is granted for any taxable year, the re-
turn for such taxable year must be
filed on or before the extended due date
for such taxable year. In no event will
the filing of the initial return of a nu-
clear decommissioning fund be re-
quired before January 6, 1987.

(3) A nuclear decommissioning fund
must provide its employer identifica-
tion number on returns, statements
and other documents as required by the
forms and instructions relating there-
to. The employer identification num-
ber is obtained by filing a Form SS–4 in
accordance with the instructions relat-
ing thereto.

(4) A nuclear decommissioning fund
must deposit all payments of tax im-
posed by section 468A(e)(2) and para-
graph (a) of this section (including any
payments of estimated tax) with an au-
thorized government depositary in ac-
cordance with § 1.6302–1.

(5) A nuclear decommissioning fund
is subject to the addition to tax im-
posed by section 6655 in case of a fail-
ure to pay estimated income tax. For
purposes of section 6655 and this sec-
tion—

(i) The tax with respect to which the
amount of the underpayment is com-
puted in the case of a nuclear decom-
missioning fund is the tax imposed by

section 468A(e)(2) and paragraph (a) of
this section; and

(ii) The taxable income with respect
to which the nuclear decommissioning
fund’s status as a ‘‘large corporation’’
is measured is ‘‘modified gross income’’
(as defined by paragraph (b) of this sec-
tion).

[T.D. 8184, 53 FR 6814, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62199, Dec. 30, 1992]

§ 1.468A–5 Nuclear decommissioning
fund qualification requirements;
prohibitions against self-dealing;
disqualification of nuclear decom-
missioning fund; termination of
fund upon substantial completion
of decommissioning.

(a) Qualification requirements—(1) In
general. (i) A nuclear decommissioning
fund must be established and main-
tained at all times in the United States
pursuant to an arrangement that quali-
fies as a trust under State law. Such
trust must be established for the exclu-
sive purpose of providing funds for the
decommissioning of one or more nu-
clear power plants, but a single trust
agreement may establish multiple
funds for such purpose. Thus—

(A) Two or more nuclear decommis-
sioning funds can be established and
maintained pursuant to a single trust
agreement; and

(B) One or more funds that are to be
used for the decommissioning of a nu-
clear power plant and that do not qual-
ify as nuclear decommissioning funds
under this paragraph (a) can be estab-
lished and maintained pursuant to a
trust agreement that governs one or
more nuclear decommissioning funds.

(ii) A separate nuclear decommis-
sioning fund is required for each elect-
ing taxpayer and for each nuclear
power plant with respect to which an
electing taxpayer possesses a quali-
fying interest. The Internal Revenue
Service shall issue a separate schedule
of ruling amounts with respect to each
nuclear decommissioning fund and
each nuclear decommissioning fund
must file a separate income tax return
even if other nuclear decommissioning
funds or nonqualified decommissioning
funds are established and maintained
pursuant to the trust agreement gov-
erning such fund or the assets of other
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nuclear decommissioning funds or non-
qualified decommissioning funds are
pooled with the assets of such fund.

(iii) An electing taxpayer can main-
tain only one nuclear decommissioning
fund for each nuclear power plant with
respect to which the taxpayer elects
the application of section 468A. If a nu-
clear power plant is subject to the rate-
making jurisdiction of two or more
public utility commissions and any
such public utility commission re-
quires a separate fund to be maintained
for the benefit of ratepayers whose
rates are established or approved by
the public utility commission, the sep-
arate funds maintained for such plant
(whether or not established and main-
tained pursuant to a single trust agree-
ment) shall be considered a single nu-
clear decommissioning fund for pur-
poses of section 468A and §§ 1.468A–1
through 1.468A–5, 1.468A–7 and 1.468A–8.
Thus, for example, the Internal Rev-
enue Service shall issue one schedule of
ruling amounts with respect to such
nuclear power plant (see paragraph (f)
of § 1.468A–3), the nuclear decommis-
sioning fund must file a single income
tax return (see paragraph (d)(1) of
§ 1.468A–4), and, if the Internal Revenue
Service disqualifies the nuclear decom-
missioning fund, the assets of each sep-
arate fund are treated as distributed on
the date of disqualification (see para-
graph (c)(3) of this section).

(iv) If assets of a nuclear decommis-
sioning fund are (or will be) invested
through an unincorporated organiza-
tion, within the meaning of § 301.7701–2
of this chapter, the Internal Revenue
Service will rule, if requested, whether
the organization is an association tax-
able as a corporation for federal tax
purposes. A request for a ruling may be
made by the electing taxpayer as part
of its request for a schedule of ruling
amounts.

(2) Limitation on contributions. Except
as otherwise provided in paragraph
(b)(2)(ii) of § 1.468A–8 (relating to a spe-
cial transitional rule), a nuclear de-
commissioning fund is not permitted to
accept any contributions in cash or
property other than cash payments
with respect to which a deduction is al-
lowed under section 468A(a) and para-
graph (a) of § 1.468A–2. Thus, for exam-
ple, unless the exception contained in

paragraph (b)(2)(ii) of § 1.468A–8 applies,
securities may not be contributed to a
nuclear decommissioning fund even if
the taxpayer or a fund established by
the taxpayer previously held such secu-
rities for the purpose of providing
funds for the decommissioning of a nu-
clear power plant.

(3) Limitation on use of fund—(i) In
general. The assets of a nuclear decom-
missioning fund are to be used exclu-
sively—

(A) To satisfy, in whole or in part,
the liability of the electing taxpayer
for decommissioning costs of the nu-
clear power plant to which the nuclear
decommissioning fund relates;

(B) To pay administrative costs and
other incidental expenses of the nu-
clear decommissioning fund; and

(C) To the extent that the assets of
the nuclear decommissioning fund are
not currently required for the purposes
described in paragraph (a)(3)(i) (A) or
(B) of this section, to make invest-
ments.

(ii) Definition of administrative costs
and expenses. For purposes of paragraph
(a)(3)(i) of this section, the term ‘‘ad-
ministrative costs and other incidental
expenses of a nuclear decommissioning
fund’’ means all ordinary and nec-
essary expenses incurred in connection
with the operation of the nuclear de-
commissioning fund. Such term in-
cludes the tax imposed by section
468A(e)(2) and § 1.468A–4(a), any State
or local tax imposed on the income or
the assets of the fund, legal expenses,
accounting expenses, actuarial ex-
penses and trustee expenses. Such term
does not include decommissioning
costs. Such term also does not include
the excise tax imposed on the trustee
or other disqualified person under sec-
tion 4951 or the reimbursement of any
expenses incurred in connection with
the assertion of such tax unless such
expenses are considered reasonable and
necessary under section 4951(d)(2)(C)
and it is determined that the trustee or
other disqualified person is not liable
for the excise tax.

(4) Trust provisions. By December 31,
1996, each qualified nuclear decommis-
sioning fund trust agreement must pro-
vide that assets in the fund must be
used as authorized by section 468A and
the regulations thereunder and that
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the agreement may not be amended so
as to violate section 468A or the regula-
tions thereunder.

(b) Prohibitions against self-dealing—
(1) In general. Except as otherwise pro-
vided in this paragraph (b), the excise
taxes imposed by section 4951 shall
apply to each act of self-dealing be-
tween a disqualified person and a nu-
clear decommissioning fund.

(2) Self-dealing defined. For purposes
of this paragraph (b), the term ‘‘self-
dealing’’ means any act described in
section 4951(d), except—

(i) A payment by a nuclear decom-
missioning fund for the purpose of sat-
isfying, in whole or in part, the liabil-
ity of the electing taxpayer for decom-
missioning costs of the nuclear power
plant to which the nuclear decommis-
sioning fund relates;

(ii) A withdrawal of an excess con-
tribution by the electing taxpayer pur-
suant to the rules of paragraph (c)(2) of
this section;

(iii) A withdrawal by the electing
taxpayer of amounts that have been
treated as distributed under paragraph
(c)(3) of this section;

(iv) A payment of amounts remaining
in a nuclear decommissioning fund to
the electing taxpayer after the termi-
nation of such fund (as determined
under paragraph (d) of this section);

(v) Any act described in section
4951(d)(2) (B) or (C);

(vi) Any act described in § 53.4951–1(c)
of this chapter only if undertaken to
facilitate the temporary investment of
assets or the payment of reasonable ad-
ministrative expenses of the nuclear
decommissioning fund; or

(vii) A payment by a nuclear decom-
missioning fund for the performance of
trust functions and certain general
banking services by a bank or trust
company which is a disqualified person,
where the banking services are reason-
able and necessary to carry out the
purposes of the fund, if the compensa-
tion paid to the bank or trust com-
pany, taking into account the fair in-
terest rate for the use of the funds by
the bank or trust company, for such
services is not excessive. The general
banking services allowed by this para-
graph (b)(2)(vii) are—

(A) Checking accounts, as long as the
bank does not charge interest on any
overwithdrawals,

(B) Savings accounts, as long as the
fund may withdraw its funds on no
more than 30 days’ notice without sub-
jecting itself to a loss of interest on its
money for the time during which the
money was on deposit, and

(C) Safekeeping activities. (See ex-
ample 3 of § 53.4941(d)–3(c)(2).)

(3) Disqualified person defined. For
purposes of this paragraph (b), the
term ‘‘disqualified person’’ includes
each person described in section
4951(e)(4) and paragraph (d) of § 53.4951–
1.

(c) Disqualification of nuclear decom-
missioning fund—(1) In general. Except
as otherwise provided in paragraph
(c)(2) of this section, if at any time dur-
ing a taxable year of a nuclear decom-
missioning fund—

(i) The nuclear decommissioning fund
does not satisfy the requirements of
paragraph (a) of this section, or

(ii) The nuclear decommissioning
fund and a disqualified person engage
in an act of self-dealing (as defined in
paragraph (b)(2) of this section), the In-
ternal Revenue Service may, in its dis-
cretion, disqualify all or any portion of
the fund as of the date that the fund
does not satisfy the requirements of
paragraph (a) of this section or the
date on which the act of self-dealing
occurs, whichever is applicable, or as of
any subsequent date (‘‘date of disquali-
fication’’). The Internal Revenue Serv-
ice shall notify the electing taxpayer
of the disqualification of a nuclear de-
commissioning fund and the date of
disqualification by registered or cer-
tified mail to the last known address of
the electing taxpayer (the ‘‘notice of
disqualification’’).

(2) Exception to disqualification—(i) In
general. A nuclear decommissioning
fund will not be disqualified under
paragraph (c)(1) of this section by rea-
son of an excess contribution or the
withdrawal of such excess contribution
by an electing taxpayer if the amount
of the excess contribution is withdrawn
by the electing taxpayer on or before
the date prescribed by law (including
extensions) for filing the return of the
nuclear decommissioning fund for the
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taxable year to which the excess con-
tribution relates. In the case of an ex-
cess contribution that is the result of a
payment made pursuant to paragraph
(j)(1) of § 1.468A–3, a nuclear decommis-
sioning fund will not be disqualified
under paragraph (c)(1) of this section if
the amount of the excess contribution
is withdrawn by the electing taxpayer
on or before the later of—

(A) The date prescribed by law (in-
cluding extensions) for filing the re-
turn of the nuclear decommissioning
fund for the taxable year to which the
excess contribution relates; or

(B) The date that is 30 days after the
date that the taxpayer receives the rul-
ing amount for such taxable year.

(ii) Excess contribution defined. For
purposes of this section, an excess con-
tribution is the amount by which cash
payments made (or deemed made) to a
nuclear decommissioning fund during
any taxable year exceed the payment
limitation contained in section 468A(b)
and paragraph (b) of § 1.468A–2.

(iii) Taxation of income attributable to
an excess contribution. The income of a
nuclear decommissioning fund attrib-
utable to an excess contribution is re-
quired to be included in the gross in-
come of the nuclear decommissioning
fund under paragraph (b) of § 1.468A–4.

(3) Effect of disqualification. If all or
any portion of a nuclear decommis-
sioning fund is disqualified under para-
graph (c)(1) of this section, the portion
of the nuclear decommissioning fund
that is disqualified is treated as dis-
tributed to the electing taxpayer on
the date of disqualification. Such a dis-
tribution shall be treated for purposes
of section 1001 as a disposition of prop-
erty held by the nuclear decommis-
sioning fund (see paragraph (c)(2) of
§ 1.468A–4). In addition, the electing
taxpayer must include in gross income
for the taxable year that includes the
date of disqualification an amount
equal to the product of—

(i) The fair market value of the as-
sets of the fund determined as of the
date of disqualification, reduced by—

(A) The amount of any excess con-
tribution that was not withdrawn be-
fore the date of disqualification if no
deduction was allowed with respect to
such excess contribution;

(B) The amount of any deemed dis-
tribution that was not actually distrib-
uted before the date of disqualification
(as determined under paragraph
(d)(2)(iii) of § 1.468A–2) if the amount of
the deemed distribution was included
in the gross income of the electing tax-
payer for the taxable year in which the
deemed distribution occurred; and

(C) The amount of any tax that—
(1) Is imposed on the income of the

fund;
(2) Is attributable to income taken

into account before the date of dis-
qualification or as a result of the dis-
qualification; and

(3) Has not been paid as of the date of
disqualification; and

(ii) The fraction of the nuclear de-
commissioning fund that was disquali-
fied under paragraph (c)(1) of this sec-
tion.
Contributions made to a disqualified
fund after the date of disqualification
are not deductible under section
468A(a) and paragraph (a) of § 1.468A–2,
or, if the fund is disqualified only in
part, are deductible only to the extent
provided in the notice of disqualifica-
tion. In addition, if any assets of the
fund that are deemed distributed under
this paragraph (c)(3) are held by the
fund after the date of disqualification
(or if additional assets are acquired
with nondeductible contributions made
to the fund after the date of disquali-
fication), the income earned by such
assets after the date of disqualification
must be included in the gross income of
the electing taxpayer (see section 671)
to the extent that such income is oth-
erwise includible under chapter 1 of the
Internal Revenue Code. An electing
taxpayer can establish a nuclear de-
commissioning fund to replace a fund
that has been disqualified in its en-
tirety only if the Internal Revenue
Service specifically consents to the es-
tablishment of a replacement fund in
connection with the issuance of an ini-
tial schedule of ruling amounts for
such replacement fund.

(d) Termination of nuclear decommis-
sioning fund upon substantial completion
of decommissioning—(1) In general. Upon
substantial completion of the decom-
missioning of a nuclear power plant to
which a nuclear decommissioning fund
relates, such nuclear decommissioning
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fund shall be considered terminated
and treated as having distributed all of
its assets on the date the termination
occurs. Such a distribution shall be
treated for purposes of section 1001 as a
disposition of property held by the nu-
clear decommissioning fund (see para-
graph (c)(2) of § 1.468A–4). In addition,
the electing taxpayer shall include in
gross income for the taxable year in
which the termination occurs an
amount equal to the fair market value
of the assets of the fund determined as
of the date of termination, reduced
by—

(i) The amount of any deemed dis-
tribution that was not actually distrib-
uted before the date of termination if
the amount of the deemed distribution
was included in the gross income of the
electing taxpayer for the taxable year
in which the deemed distribution oc-
curred; and

(ii) The amount of any tax that—
(A) Is imposed on the income of the

fund;
(B) Is attributable to income taken

into account before the date the termi-
nation occurs or as a result of the ter-
mination; and

(C) Has not been paid as of the date
the termination occurs.
Contributions made to a nuclear de-
commissioning fund after the termi-
nation date are not deductible under
section 468A(a) and paragraph (a) of
§ 1.468A–2. In addition, if any assets are
held by the fund after the termination
date, the income earned by such assets
after the termination date must be in-
cluded in the gross income of the elect-
ing taxpayer (see section 671) to the ex-
tent that such income is otherwise in-
cludible under chapter 1 of the Internal
Revenue Code. Finally, an electing tax-
payer using an accrual method of ac-
counting is allowed a deduction for nu-
clear decommissioning costs that are
incurred during any taxable year (see
paragraph (e) of § 1.468A–2) even if such
costs are incurred after substantial
completion of decommissioning (e.g.,
expenses incurred to monitor or safe-
guard the plant site).

(2) Substantial completion of decommis-
sioning defined. (i) Except as otherwise
provided in paragraph (d)(2)(ii) of this
section, the substantial completion of
the decommissioning of a nuclear

power plant occurs on the date that the
maximum acceptable radioactivity lev-
els mandated by the Nuclear Regu-
latory Commission with respect to a
decommissioned nuclear power plant
are satisfied (the ‘‘substantial comple-
tion date’’).

(ii) If a significant portion of the
total estimated decommissioning costs
with respect to a nuclear power plant
are not incurred on or before the sub-
stantial completion date, an electing
taxpayer may request, and the Internal
Revenue Service shall issue, a ruling
that designates the date on which sub-
stantial completion of decommis-
sioning occurs. The date designated in
the ruling shall not be later than the
last day of the third taxable year after
the taxable year that includes the sub-
stantial completion date. The request
for a ruling under this paragraph
(d)(2)(ii) must be filed during the tax-
able year that includes the substantial
completion date and must comply with
the procedural rules in effect at the
time of the request.

[T.D. 8184, 53 FR 6815, Mar. 3, 1988, as amend-
ed by T.D. 8461, 57 FR 62200, Dec. 30, 1992;
T.D. 8580, 59 FR 66474, Dec. 27, 1994; 60 FR
8932, Feb. 16, 1995]

§ 1.468A–6 Disposition of an interest in
a nuclear power plant.

(a) In general. This section describes
the federal income tax consequences of
a transfer of the assets of a nuclear de-
commissioning fund (Fund) within the
meaning of § 1.468A–1(b)(3) in connec-
tion with a sale, exchange, or other dis-
position by a taxpayer (transferor) of
all or a portion of its qualifying inter-
est in a nuclear power plant to another
taxpayer (transferee). This section also
explains how a schedule of ruling
amounts will be determined for the
transferor and transferee.

(b) Requirements. This section applies
if—

(1) Immediately before the disposi-
tion, the transferor maintained a Fund
with respect to the interest disposed of;
and

(2) Immediately after the disposi-
tion—

(i) The transferee maintains a Fund
with respect to the interest acquired;
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(ii) The interest acquired is a quali-
fying interest of the transferee in the
nuclear power plant;

(iii) Either a proportionate amount
(which could include all) of the assets
of the transferor’s Fund is transferred
to a Fund of the transferee, or the
transferor’s entire Fund is transferred
to the transferee, provided in the latter
case (or if the transferee receives all of
the assets in the transferor’s Fund, but
not the transferor’s Fund) that the
transferee acquires the transferor’s en-
tire qualifying interest in the plant;
and

(iv) The transferee continues to sat-
isfy the requirements of § 1.468A–
5(a)(iii), which permits an electing tax-
payer to maintain only one Fund for
each plant.

(c) Tax consequences. A disposition
that satisfies the requirements of para-
graph (b) of this section will have the
following tax consequences at the time
it occurs:

(1) The transferor and its Fund. Nei-
ther the transferor nor the transferor’s
Fund will recognize gain or loss or oth-
erwise take any income or deduction
into account by reason of the transfer
of a proportionate amount of the assets
of the transferor’s Fund to the trans-
feree’s Fund (or by reason of the trans-
fer of the transferor’s entire Fund to
the transferee). For purposes of the
regulations under section 468A, this
transfer (or the transfer of the trans-
feror’s Fund) will not be considered a
distribution of assets by the trans-
feror’s Fund.

(2) The transferee and its Fund. Nei-
ther the transferee nor the transferee’s
Fund will recognize gain or loss or oth-
erwise take any income or deduction
into account by reason of the transfer
of a proportionate amount of the assets
of the transferor’s Fund to the trans-
feree’s Fund (or by reason of the trans-
fer of the transferor’s Fund to the
transferee). For purposes of the regula-
tions under section 468A, this transfer
(or the transfer of the transferor’s
Fund) will not constitute a payment or
a contribution of assets by the trans-
feree to its Fund.

(3) Basis. Transfers of assets of a
Fund to which this section applies do
not affect basis. Thus, the transferee’s
Fund will have a basis in the assets re-

ceived from the transferor’s Fund that
is the same as the basis of those assets
in the transferor’s Fund immediately
before the disposition.

(d) Determination of proportionate
amount. For purposes of this section, a
transferor of a qualifying interest in a
nuclear power plant is considered to
transfer a proportionate amount of the
assets of its Fund to a Fund of a trans-
feree of the interest if, on the date of
the transfer of the interest, the per-
centage of the fair market value of the
Fund’s assets that are transferred
equals the percentage of the trans-
feror’s qualifying interest that is
transferred.

(e) Calculation of schedule of ruling
amounts for dispositions described in this
section—(1) Transferor. If a transferor
disposes of all or a portion of its quali-
fying interest in a nuclear power plant
in accordance with this section, the
transferor’s schedule of ruling amounts
with respect to the interests disposed
of and retained (if any) will be deter-
mined in accordance with paragraphs
(e)(1) (i) and (ii) of this section.

(i) Taxable year of disposition. If a
transferor does not file a request for a
revised schedule of ruling amounts on
or before the deemed payment deadline
for the taxable year of the transferor in
which the disposition of its interest in
the nuclear power plant occurs (that is,
the date that is two and one-half
months after the close of that year),
the transferor’s ruling amount with re-
spect to that plant for that year will
equal the sum of—

(A) The ruling amount contained in
the transferor’s current schedule of
ruling amounts with respect to that
plant for that taxable year multiplied
by the portion of the qualifying inter-
est that is retained (if any); and

(B) The ruling amount contained in
the transferor’s current schedule of
ruling amounts with respect to that
plant for that taxable year multiplied
by the product of—

(1) The portion of the transferor’s
qualifying interest that is disposed of;
and

(2) A fraction, the numerator of
which is the number of days in that
taxable year that precede the date of
disposition, and the denominator of
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which is the number of days in that
taxable year.

(ii) Taxable years after the year of dis-
position. A transferor that retains a
qualifying interest in a nuclear power
plant must file a request for a revised
schedule of ruling amounts with re-
spect to that interest on or before the
deemed payment deadline for the first
taxable year of the transferor begin-
ning after the disposition. See § 1.468A–
3(i)(1)(ii)(B). If the transferor does not
timely file such a request, the trans-
feror’s ruling amount with respect to
that interest for the affected year or
years will be zero, unless the Internal
Revenue Service waives the application
of this paragraph (e)(1)(ii) upon a show-
ing of good cause for the delay.

(2) Transferee. If a transferee acquires
all or a portion of a transferor’s quali-
fying interest in a nuclear power plant
under this section, the transferee’s
schedule of ruling amounts with re-
spect to the interest acquired will be
determined under paragraphs (e)(2) (i)
and (ii) of this section.

(i) Taxable year of disposition. If a
transferee does not file a request for a
schedule of ruling amounts on or before
the deemed payment deadline for the
taxable year of the transferee in which
the disposition occurs (that is, the date
that is two and one-half months after
the close of that year), the transferee’s
ruling amount with respect to the in-
terest acquired in the nuclear power
plant for that year is the amount de-
scribed in the following sentence. This
amount is the amount contained in the
transferor’s current schedule of ruling
amounts for that plant for the taxable
year of the transferor in which the dis-
position occurred, multiplied by the
product of—

(A) The portion of the transferor’s
qualifying interest that is transferred;
and

(B) A fraction, the numerator of
which is the number of days in the tax-
able year of the transferor including
and following the date of disposition,
and the denominator of which is the
number of days in that taxable year.

(ii) Taxable years after the year of dis-
position. A transferee of a qualifying in-
terest in a nuclear power plant must
file a request for a revised schedule of
ruling amounts with respect to that in-

terest on or before the deemed pay-
ment deadline for the first taxable year
of the transferee beginning after the
disposition. See § 1.468A–3(i)(1)(ii)(B). If
the transferee does not timely file such
a request, the transferee’s ruling
amount with respect to that interest
for the affected year or years will be
zero, unless the Internal Revenue Serv-
ice waives the application of this para-
graph (e)(2)(ii) upon a showing of good
cause for the delay.

(3) Example. The following example il-
lustrates the provisions of this para-
graph (e).

Example. (i) X Corporation is a calendar
year taxpayer engaged in the sale of electric
energy generated by a nuclear power plant.
The plant is owned entirely by X. On May 27,
1995, X transfers a 60 percent qualifying in-
terest in the plant to Y Corporation, a cal-
endar year taxpayer. Before the transfer, X
had received a schedule of ruling amounts
containing an annual ruling amount of $10
million for the taxable years 1993 through
2013. For 1995, neither X nor Y files a request
for a revised schedule of ruling amounts.

(ii) Under paragraph (e)(1)(i) of this sec-
tion, X’s ruling amount for 1995 is calculated
as follows: ($10,000,000×40%) +
($10,000,000×60%×146/365)=$6,400,000. Under
paragraph (e)(2)(i) of this section, Y’s ruling
amount for 1995 is calculated as follows:
$10,000,000×60%×219/365=$3,600,000. Under para-
graphs (e)(1)(ii) and (e)(2)(ii) of this section,
X and Y must file requests for revised sched-
ules of ruling amounts by March 15, 1997.

(f) Calculation of the qualifying per-
centage after dispositions described in this
section—(1) In general. If a transferee
acquires an interest in a nuclear power
plant in a transaction that satisfies the
requirements of this section, the trans-
feree’s qualifying percentage (within
the meaning of § 1.468A–3(d)(4)) for the
interest acquired is the transferor’s
qualifying percentage for that interest
immediately before the disposition. If
the Internal Revenue Service has not
approved a qualifying percentage for
the transferor with respect to the in-
terest transferred, the qualifying per-
centage for that interest is determined
under § 1.468A–3(d)(4).

(2) Special rule. The Internal Revenue
Service may, in its discretion, deter-
mine a qualifying percentage for an in-
terest in a nuclear power plant ac-
quired by a transferee on a basis other
than the rule set forth in paragraph
(f)(1) of this section if—
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(i) In connection with its first re-
quest for a schedule of ruling amounts
after the disposition, the transferee re-
quests special treatment, explains the
need for such treatment, and sets forth
an alternative basis for determining
the qualifying percentage; and

(ii) The Internal Revenue Service de-
termines that the special treatment is
consistent with the purposes of section
468A.

(g) Other—(1) Anti-abuse provision.
The Internal Revenue Service may
treat a disposition occurring on or
after December 27, 1994 as satisfying
the requirements of this section if the
Internal Revenue Service determines
that this treatment is necessary or ap-
propriate to carry out the purposes of
section 468A and the regulations there-
under.

(2) Relief provision. Upon request of
the electing taxpayer, the Internal
Revenue Service may treat a disposi-
tion occurring after July 17, 1984, and
before December 27, 1994 as satisfying
the requirements of this section if the
Internal Revenue Service determines
that this treatment is necessary or ap-
propriate to carry out the purposes of
section 468A and the regulations there-
under.

(h) Effective date. Section 1.468A–6 is
effective for a disposition of an interest
in a nuclear power plant on or after De-
cember 27, 1994.

[T.D. 8580, 59 FR 66474, Dec. 27, 1994]

§ 1.468A–7 Manner of and time for
making election.

(a) In general. An eligible taxpayer is
allowed a deduction for the taxable
year in which the taxpayer makes a
cash payment (or is deemed to make a
cash payment) to a nuclear decommis-
sioning fund only if the taxpayer elects
the application of section 468A. A sepa-
rate election is required for each nu-
clear decommissioning fund and for
each taxable year with respect to
which payments are to be deducted
under section 468A. In the case of an af-
filiated group of corporations that join
in the filing of a consolidated return
for a taxable year, the common parent
must make a separate election on be-
half of each member whose payments
to a nuclear decommissioning fund dur-
ing such taxable year are to be de-

ducted under section 468A. The election
under section 468A for any taxable year
is irrevocable and must be made by at-
taching a statement (‘‘Election State-
ment’’) and a copy of the schedule of
ruling amounts provided pursuant to
the rules of § 1.468A–3 to the taxpayer’s
Federal income tax return (or, in the
case of an affiliated group of corpora-
tions that join in the filing of a con-
solidated return, the consolidated re-
turn) for such taxable year. Except as
otherwise provided in paragraph (b)(3)
of § 1.468A–8, the return to which the
Election Statement and a copy of the
schedule of ruling amounts is attached
must be filed on or before the time pre-
scribed by law (including extensions)
for filing the return for the taxable
year with respect to which payments
are to be deducted under section 468A.

(b) Required information. The Election
Statement must include the following
information:

(1) The legend ‘‘Election Under Sec-
tion 468A’’ typed or legibly printed at
the top of the first page.

(2) The electing taxpayer’s name, ad-
dress and taxpayer identification num-
ber (or, in the case of an affiliated
group of corporations that join in the
filing of a consolidated return, the
name, address and taxpayer identifica-
tion number of each electing taxpayer).

(3) The taxable year for which the
election is made.

(4) For each nuclear decommis-
sioning fund for which an election is
made—

(i) The name and location of the nu-
clear power plant to which the fund re-
lates;

(ii) The name and employer identi-
fication number of the nuclear decom-
missioning fund;

(iii) The total amount of actual cash
payments made to the nuclear decom-
missioning fund during the taxable
year that were not treated as deemed
cash payments under paragraph (c)(1)
of § 1.468A–2 for a prior taxable year;

(iv) The total amount of cash pay-
ments deemed made to the nuclear de-
commissioning fund under paragraph
(c)(1) of § 1.468A–2 for the taxable year;
and
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(v) The cost of service amount for the
taxable year (see paragraph (b)(2) of
§ 1.468A–2).

[T.D. 8184, 53 FR 6818, Mar. 3, 1988]

§ 1.468A–8 Effective date and transi-
tional rules.

(a) Effective date—(1) In general. Sec-
tion 468A and §§ 1.468A–1 through
1.468A–5, 1.468A–7 and 1.468A–8 are effec-
tive on July 18, 1984, and apply with re-
spect to taxable years ending on or
after such date.

(2) Cut-off method applicable to electing
taxpayers. Any amount of nuclear de-
commissioning costs taken into ac-
count before July 18, 1984, for a taxable
year beginning before such date, is not
allowable as a deduction after July 17,
1984, under section 468A(c)(2) and para-
graph (e) of § 1.468A–2.

(b) Transitional rules—(1) Time for fil-
ing request for schedule of ruling
amounts. The Internal Revenue Service
shall provide a ruling amount for any
taxable year that ends on or after July
18, 1984, and begins before January 1,
1987, if—

(i) Paragraph (g) of § 1.468A–3 is satis-
fied for the taxable year; and

(ii) The taxpayer files a request for a
schedule of ruling amounts that in-
cludes a proposed ruling amount for
the taxable year on or before June 1,
1988.

(2) Manner of and time for making con-
tributions to a nuclear decommissioning
fund. (i) The amount of any contribu-
tion (including a contribution of prop-
erty allowed under paragraph (b)(2)(ii)
of this section) to a nuclear decommis-
sioning fund that relates to a taxable
year that ends on or after July 18, 1984,
and begins before January 1, 1987, shall
be deemed made during such taxable
year if—

(A) The taxpayer makes such con-
tribution on or before the 30th day
after the date the taxpayer receives a
ruling amount applicable to such tax-
able year; and

(B) The taxpayer irrevocably des-
ignates the amount of such contribu-
tion as relating to such taxable year on
the Election Statement attached to its
Federal income tax return (or amended
return) for such taxable year.

(ii)(A) An electing taxpayer may con-
tribute property to a nuclear decom-
missioning fund if the property—

(1) Is described in paragraph
(a)(3)(i)(C) of § 1.468–5;

(2) Was acquired after July 18, 1984,
and before March 3, 1988; and

(3) Is contributed for any taxable
year ending after July 18, 1984, and be-
ginning before March 3, 1988.

(B) If a taxpayer contributes prop-
erty to a nuclear decommissioning
fund under this paragraph (b)(2)(ii)—

(1) The amount of the contribution
(and the basis of the property to the
nuclear decommissioning fund) shall
equal the fair market value of the
property on the date the property is
contributed to the nuclear decommis-
sioning fund;

(2) The contribution of the property
to the nuclear decommissioning fund
shall be considered a sale or exchange
of the property by the taxpayer for
purposes of section 1001; and

(3) For purposes of section 1001, the
amount realized by the taxpayer shall
be the fair market value of the prop-
erty on the date the property was con-
tributed to the nuclear decommis-
sioning fund.

(iii) A fund established by a taxpayer
for the purpose of paying the decom-
missioning costs of a nuclear power
plant is not treated as a nuclear de-
commissioning fund before the earlier
of—

(A) The date the taxpayer receives an
initial schedule of ruling amounts with
respect to the fund, or

(B) The first day of the first taxable
year of the taxpayer that begins on or
after January 1, 1987,

even if the taxpayer elects the applica-
tion of section 468A for a taxable year
that begins before such date. Any in-
come earned before such date by the
assets of a fund that satisfies the re-
quirements of § 1.468A–5 must be in-
cluded in the gross income of the tax-
payer treated under section 671 as the
owner of such assets.

(iv) If a fund is first treated as a nu-
clear decommissioning fund on the
date described in paragraph (b)(2)(iii) of
this section—

(A) The assets held in the fund on
such date shall be treated for purposes
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of this paragraph (b)(2) as assets con-
tributed to the nuclear decommis-
sioning fund on such date; and

(B) The withdrawal of any such as-
sets on or before the date prescribed by
law (including extensions) for filing the
return of the nuclear decommissioning
fund for the taxable year that includes
such date shall be treated in the same
manner as the withdrawal of an excess
contribution (see paragraph (c)(2) of
§ 1.468A–5).

(3) Manner of and time for making elec-
tion. A taxpayer may elect the applica-
tion of section 468A for a taxable year
that ends on or after July 18, 1984, and
begins before January 1, 1987, by at-
taching the Election Statement and a
copy of the schedule of ruling amounts
to—

(i) A return that is filed on or before
the time prescribed by law (including
extensions) for filing to return for such
taxable year; or

(ii) An amended return for such tax-
able year that is filed on or before the
90th day after the date that the tax-
payer receives a ruling amount for
such table year.

(4) Determination of cost of service limi-
tation. (i) For purposes of section
468A(b)(1) and paragraph (b)(2)(ii) of
§ 1.468A–2, decommissioning costs in-
cluded in cost of service for any tax-
able year beginning before January 1,
1987, shall include decommissioning
costs that can be accurately deter-
mined from information contained in
the regulated books of account or other
written records of the taxpayer.

(ii) For purposes of section 468A(b)(1)
and paragraph (b)(2) of § 1.468A–2, the
cost of service amount applicable to a
nuclear decommissioning fund for the
taxable year that includes July 18, 1984,
is the amount determined under para-
graph (b)(2) of § 1.468A–2 multiplied by a
fraction, the numerator of which is the
amount of nuclear decommissioning
costs that is directly or indirectly
charged to customers in such taxable
year and that is included in the taxable
income of the taxpayer for such tax-
able year and the denominator of
which is the amount of nuclear decom-
missioning costs that is directly or in-
directly charged to customers in such
taxable year and that would have been
included in the gross income of the tax-

payer if such costs were taken into ac-
count by the taxpayer in the same
manner as amounts charged for elec-
tric energy (see § 1.88–1). Under the pre-
ceding sentence, an amount of decom-
missioning costs is included in the tax-
able income of a taxpayer for the tax-
able year that includes July 18, 1984, if
the amount is included in gross income
for such taxable year and no deduction
(other than a deduction allowed under
section 468A(a) and paragraph (a) of
§ 1.468A–2) is claimed with respect to
such amount for such taxable year.

(5) Assumptions and determinations to
be used in determining ruling amounts. (i)
To the extent consistent with the prin-
ciples and provisions of § 1.468A–3, a
ruling amount for any taxable year be-
ginning before January 1, 1987, shall be
based on the reasonable assumptions
and determinations used by the appli-
cable public utility commission(s) in
establishing or approving the amount
of decommissioning costs included in
cost of service for ratemaking purposes
for such taxable year.

(ii) If the applicable public utility
commission(s) did not disclose the
after-tax rate of return used in estab-
lishing or approving the amount of de-
commissioning costs included in cost
of service for any period during a tax-
able year that ends on or after July 18,
1984, and begins before January 1, 1987,
the after-tax rate of return during such
period is equal to 54 percent of the
overpayment rate in effect under sec-
tion 6621 during such period.

(iii) If the applicable public utility
commission(s) did not disclose the
other assumptions and determinations
used in establishing or approving the
amount of decommissioning costs in-
cluded in cost of service for any tax-
able year that ends on or after July 18,
1984, and begins before January 1, 1987,
ruling amount for each such taxable
year shall be determined by taking
into account—

(A) The amount of decommissioning
costs included in cost of service for
such taxable year;

(B) The qualifying percentage (as de-
termined under paragraph (d)(4) of
§ 1.468A–3 and paragraph (b)(7) of this
section); and
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(C) The amount of decommissioning
costs included in cost of service for any
earlier taxable year.

(6) Exception to level funding limita-
tion. Notwithstanding paragraph (b) of
§ 1.468A–3, the Internal Revenue Service
may, in its discretion, provide a sched-
ule of ruling amounts specifying a rul-
ing amount for a taxable year that
ends on or after July 18, 1984, and be-
gins before January 1, 1987, that is
greater than the ruling amount speci-
fied in such scedule for a later taxable
year.

(7) Determination of qualifying percent-
age. (i)(A) The qualifying percentage
shall be determined under this para-
graph (b)(7)(i) if a nuclear power plant
began commercial operations on or be-
fore July 10, 1986, and a taxpayer—

(1) Files a request for a schedule of
ruling amounts for the nuclear decom-
missioning fund maintained with re-
spect to such nuclear power plant on or
before June 1, 1988; and

(2) Elects the application of this
paragraph (b)(7)(i) in its request for a
schedule of ruling amounts.

(B) If the qualifying percentage is de-
termined under this paragraph (b)(7)(i),
the estimated period for which the nu-
clear decommissioning fund is to be in
effect for purposes of paragraph
(d)(4)(ii) of § 1.468A–3 begins on the later
of—

(1) The first day of the taxable year
that includes the date that the nuclear
power plant began commercial oper-
ations; or

(2) The first day of the taxable year
that includes July 18, 1984.

(ii)(A) The qualifying percentage
shall be determined under this para-
graph (b)(7)(ii) if a nuclear power plant
began commercial operations before
July 18, 1984, and a taxpayer—

(1) Files a request for a schedule of
ruling amounts for the nuclear decom-
missioning fund maintained with re-
spect to such nuclear power plant on or
before June 1, 1988; and

(2) Elects the application of this
paragraph (b)(7)(ii) in its request for a
schedule of ruling amounts.

(B) If the qualifying percentage is de-
termined under this paragraph
(b)(7)(ii), the estimated period for
which the nuclear decommissioning
fund is to be in effect for purposes of

paragraph (d)(4)(ii) of § 1.468A–3 and the
estimated useful life of the nuclear
power plant for purposes of paragraph
(d)(4)(iii) of § 1.468A–3 shall end on the
earlier of—

(1) The last day of the taxable year in
which it is estimated that decommis-
sioning will begin; or

(2) The last day of the taxable year
that includes the expiration date of the
Nuclear Regulatory Commission oper-
ating license as in effect on July 18,
1984, without regard to any extensions
or amendments thereto.

(iii) In the case of a nuclear power
plant that began commercial oper-
ations before July 18, 1984, and whose
estimated useful life for ratemaking
purposes was adjusted by a public util-
ity commission before July 18, 1984, a
taxpayer may elect in its request for a
schedule of ruling amounts to compute
the qualifying percentage in accord-
ance with the following rules:

(A) If the taxpayer files a request for
a schedule of ruling amounts for the
nuclear decommissioning fund main-
tained with respect to such nuclear
power plant on or before June 1, 1988,
the qualifying percentage equals the
percentage of original depreciation
costs (determined without regard to
capitalized decommissioning costs)
with respect to the nuclear power plant
that remains to be recovered for rate-
making purposes as of the first day of
the taxable year that includes July 18,
1984.

(B) If a taxpayer does not file a re-
quest for a schedule of ruling amounts
for the nuclear decommissioning fund
maintained with respect to such nu-
clear power plant on or before June 1,
1988, the qualifying percentage equals
the percentage of original depreciation
costs (determined without regard to
capitalized decommissioning costs)
with respect to the nuclear power plant
that remains to be recovered for rate-
making purposes as of the first day of
the first taxable year for which a de-
ductible payment is made to the nu-
clear decommissioning fund that re-
lates to such nuclear power plant.

(C) For purposes of this paragraph
(b)(7)(iii), original depreciation costs
with respect to a nuclear power plant
include only those costs that were
taken into account in determining the
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amount of depreciation with respect to
such plant in the first ratemaking pro-
ceeding in which such depreciation was
treated as a cost of service.

(8) Limitation on payments to a nuclear
decommissioning fund—(i) The limita-
tion on payments to a nuclear decom-
missioning fund (see section 468A(b)
and paragraph (b) of § 1.468A–2) for a
taxable year that ends on or after July
18, 1984, and begin before January 1,
1987, shall be determined under para-
graph (b)(8)(ii) of this section if—

(A) The electing taxpayer receives a
ruling amount applicable to such tax-
able year after the deemed payment
deadline date for such taxable year;
and

(B) The requirements of paragraph
(b)(8)(iii) of this section are satisfied.

(ii) If the limitation on payments to
a nuclear decommissioning fund for a
taxable year is determined under this
paragraph (b)(8)(ii), the maximum
amount of payments made (or deemed
made) to the nuclear decommissioning
fund during such taxable year shall not
exceed the sum of—

(A) The amount determined under
section 468A(b) and paragraph (b) of
§ 1.468A–2 (i.e., the lesser of the cost of
service amount or the ruling amount)
after application of the transitional
rules contained in paragraph (b)(4), (5),
(6) and (7) of this section; and

(B) The amount of after-tax earnings
that would have accumulated to the
date of actual payment to the nuclear
decommissioning fund if the amount
described in paragraph (b)(8)(ii)(A) of
this section had been contributed to
the nuclear decommissioning fund on
the deemed payment deadline date for
such taxable year.
In determining the after-tax earnings
that would have accumulated to the
date of payment, an electing taxpayer
must use the after-tax rate of return of
the nuclear decommissioning fund that
was used in determining the initial
schedule of ruling amounts.

(iii) In order to compute the payment
limitation under paragraph (b)(8)(ii) of
this section for any taxable year, an
electing taxpayer must—

(A) Indicate on the Election State-
ment for the taxable year that the
amount of the deductible payment is
greater than the amount determined

under section 468A(b) and paragraph (b)
of § 1.468A–2 because paragraph (b)(8) of
§ 1.468A–8 applies;

(B) Not have claimed a deduction for
the taxable year under section 468A(a)
or paragraph (a) of § 1.468A–2 on any re-
turn that is filed before the date that a
ruling amount is received for the tax-
able year;

(C) Not have taken a deduction under
section 468A (a) or paragraph (a) of
§ 1.468A–2 into account in determining
the amount properly estimated as tax
for the taxable year under section 6081
(b) (relating to the automatic exten-
sion for filing corporate income tax re-
turns); and

(D) Not take the deduction allowed
with respect to such payment into ac-
count in determining the amount of
any overpayment of tax (within the
meaning of section 6611) or under-
payment of tax (within the meaning of
section 6601) for the period ending on
the date of such payment (see para-
graph (b)(9) of this section).

(iv) The following example illustrates
the application of the principles of
paragraph (b)(8) of this section:

Example. X corporation is a calendar year,
accrual method taxpayer engaged in the sale
of electric energy generated by a nuclear
power plant owned by X. On September 15,
1987, X receives a schedule of ruling amounts
from the Internal Revenue Service that in-
cludes a ruling amount of $1,000,000 for the
1986 taxable year. For purposes of this exam-
ple, assume that the cost of service amount
applicable to the nuclear decommissioning
fund for the 1986 taxable year is also
$1,000,000 and that the after-tax rate of re-
turn of the nuclear decommissioning fund
that was used in determining the schedule of
ruling amounts is 10 percent compounded
semi-annually. On September 15, 1987, X
makes a contribution of $1,050,000 to a nu-
clear decommissioning fund established by
X. Under paragraph (b)(8)(ii) of this section,
this contribution does not exceed the limita-
tion on payments for the 1986 taxable year
and the entire amount of the contribution is
deductible for such year. The additional
$50,000 deductible payment that is allowed
under this paragraph (b)(8) reflects the fore-
gone earnings of the fund for the six-month
period beginning on the deemed payment
deadline date for the 1986 taxable year
(March 15, 1987) and ending on the date of the
contribution (September 15, 1987).

(9) Denial of interest on overpayment. If
a deduction is allowed by reason of
paragraph (b)(2) of this section for the
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amount of any payment made after the
15th day of the third calendar month
after the close of the taxable year to
which such payment relates, such de-
duction shall not be taken into account
in determining the amount of any over-
payment of tax (within the meaning of
section 6611) or underpayment of tax
(within the meaning of section 6601) for
the period ending on the date of such
payment.

(10) Determination of addition to tax for
failure to pay estimated tax. In the case
of any taxable year that ends on or
after July 18, 1984, and begins before
January 1, 1987, the tax shown on the
return for such taxable year for pur-
poses of section 6655(b) shall equal the
tax that would be shown on the return
if a deduction were allowed for the less-
er of—

(i) The amount of the payment made
to the nuclear decommissioning fund
for such taxable year; or

(ii) The amount determined under
section 468A(b) and paragraph (b) of
§ 1.468A–2 (i.e., the lesser of the cost of
service amount or the ruling amount)
after application of the transitional
rules contained in paragraph (b)(4), (5),
(6) and (7) of this section but without
regard to the transitional rule con-
tained in paragraph (b)(8) of this sec-
tion.

(11) Nuclear decommissioning fund
qualification requirements. For tax years
beginning prior to January 1, 1995, the
Service will not assert that an unincor-
porated organization referred to in
§ 1.468A–5(a)(1)(iv), established prior to
January 1, 1993, through which the as-
sets of a nuclear decommissioning fund
are invested, is an association taxable
as a corporation for federal tax pur-
poses.

(12) Use of formula or method. Section
1.468A–2(f)(3)(ii) and § 1.468A–3(a)(4) (to
the extent it permits a formula or
method when the applicable public
utility commission estimates the cost
of decommissioning in future dollars),
(e)(5), (i)(1)(ii)(A) (to the extent it re-
quires the taxpayer to file a request for
a revised schedule because of a sub-
stantial variation in ruling amounts),
and (i)(1)(iii)(C) apply only to requests
for a formula or method submitted on
or after January 20, 1998 and to for-

mulas and methods obtained in re-
sponse to those requests.

[T.D. 8184, 53 FR 6818, Mar. 3, 1988; 53 FR 9276,
Mar. 24, 1988, as amended by T.D. 8461, 57 FR
62200, Dec. 30, 1992; T.D. 8758, 63 FR 2894, Jan.
20, 1998]

§ 1.468B Designated settlement funds.
A designated settlement fund, as de-

fined in section 468B(d)(2), is taxed in
the manner described in § 1.468B–2. The
rules for transferors to a qualified set-
tlement fund described in § 1.468B–3
apply to transferors to a designated
settlement fund. Similarly, the rules
for claimants of a qualified settlement
fund described in § 1.468B–4 apply to
claimants of a designated settlement
fund. A fund, account, or trust that
does not qualify as a designated settle-
ment fund is, however, a qualified set-
tlement fund if it meets the require-
ments of a qualified settlement fund
described in § 1.468B–1.

[T.D. 8459, 57 FR 60988, Dec. 23, 1992]
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This section contains a listing of the
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§ 1.468B–2 Taxation of qualified settlement
funds and related administrative requirements.

(a) In general.
(b) Modified gross income.
(c) Partnership interests held by a quali-

fied settlement fund on February 14, 1992.
(1) In general.
(2) Limitation on changes in partnership

agreements and capital contributions.
(d) Distributions to transferors and claim-

ants.
(e) Basis of property transferred to a quali-

fied settlement fund.
(f) Distribution of property.
(g) Other taxes.
(h) Denial of credits against tax.
(i) [Reserved]
(j) Taxable year and accounting method.
(k) Treatment as corporation for purposes

of subtitle F.
(l) Information reporting withholding re-

quirements.
(1) Payments to a qualified settlement

fund.
(2) Payments and distributions by a quali-

fied settlement fund.
(i) In general.
(ii) Special rules.
(m) Request for prompt assessment.
(n) Examples.

§ 1.468B–3 Rules applicable to the transferor.

(a) Transfer of property.
(1) In general.
(2) Anti-abuse rule.
(b) Qualified appraisal requirement for

transfers of certain property.
(1) In general.
(2) Provision of copies.
(3) Qualified appraisal.
(4) Information included in a qualified ap-

praisal.
(5) Effect of signature of the qualified ap-

praiser.
(c) Economic performance.
(1) In general.
(2) Right to a refund or reversion.
(i) In general.
(ii) Right extinguished.
(3) Obligations of a transferor.
(d) Payment of insurance amounts.
(e) Statement to the qualified settlement

fund and the Internal Revenue Service.
(1) In general.
(2) Required statement.
(i) In general.
(ii) Combined statements.
(f) Distributions to transferors.
(1) In general.
(2) Deemed distributions.
(i) Other liabilities.
(ii) Constructive receipt.
(3) Tax benefit rule.
(g) Example.

§ 1.468B–4 Taxability of distributions to
claimants.

§ 1.468B–5 Effective dates and transition rules.

(a) In general.
(b) Taxation of certain pre-1996 fund in-

come.
(1) Reasonable method.
(i) In general.
(ii) Qualified settlement funds established

after February 14, 1992, but before January 1,
1993.

(iii) Use of cash method of accounting.
(iv) Unreasonable position.
(v) Waiver of penalties.
(2) Election to apply qualified settlement

fund rules.
(i) In general.
(ii) Election statement.
(iii) Due date of returns and amended re-

turns.
(iv) Computation of interest and waiver of

penalties.

[T.D. 8459, 57 FR 60988, Dec. 23, 1992, as
amended by T.D. 8495, 58 FR 58787, Nov. 4,
1993]

§ 1.468B–1 Qualified settlement funds.

(a) In general. A qualified settlement
fund is a fund, account, or trust that
satisfies the requirements of paragraph
(c) of this section.

(b) Coordination with other entity clas-
sifications. If a fund, account, or trust
that is a qualified settlement fund
could be classified as a trust within the
meaning of § 301.7701–4 of this chapter,
it is classified as a qualified settlement
fund for all purposes of the Internal
Revenue Code (Code). If a fund, ac-
count, or trust, organized as a trust
under applicable state law, is a quali-
fied settlement fund, and could be clas-
sified as either an association (within
the meaning of § 301.7701–2 of this chap-
ter) or a partnership (within the mean-
ing of § 301.7701–3 of this chapter), it is
classified as a qualified settlement
fund for all purposes of the Code. If a
fund, account, or trust, established for
contested liabilities pursuant to § 1.461–
2(c)(1) is a qualified settlement fund, it
is classified as a qualified settlement
fund for all purposes of the Code.

(c) Requirements. A fund, account, or
trust satisfies the requirements of this
paragraph (c) if—

(1) It is established pursuant to an
order of, or is approved by, the United
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States, any state (including the Dis-
trict of Columbia), territory, posses-
sion, or political subdivision thereof, or
any agency or instrumentality (includ-
ing a court of law) of any of the fore-
going and is subject to the continuing
jurisdiction of that governmental au-
thority;

(2) It is established to resolve or sat-
isfy one or more contested or
uncontested claims that have resulted
or may result from an event (or related
series of events) that has occurred and
that has given rise to at least one
claim asserting liability—

(i) Under the Comprehensive Envi-
ronmental Response, Compensation
and Liability Act of 1980 (hereinafter
referred to as CERCLA), as amended, 42
U.S.C. 9601 et seq.; or

(ii) Arising out of a tort, breach of
contract, or violation of law; or

(iii) Designated by the Commissioner
in a revenue ruling or revenue proce-
dure; and

(3) The fund, account, or trust is a
trust under applicable state law, or its
assets are otherwise segregated from
other assets of the transferor (and re-
lated persons).

(d) Definitions. For purposes of this
section—

(1) Transferor. A ‘‘transferor’’ is a per-
son that transfers (or on behalf of
whom an insurer or other person trans-
fers) money or property to a qualified
settlement fund to resolve or satisfy
claims described in paragraph (c)(2) of
this section against that person.

(2) Related person. A ‘‘related person’’
is any person who is related to the
transferor within the meaning of sec-
tions 267(b) or 707(b)(1).

(e) Governmental order or approval re-
quirement—(1) In general. A fund, ac-
count, or trust is ‘‘ordered by’’ or ‘‘ap-
proved by’’ a governmental authority
described in paragraph (c)(1) of this
section when the authority issues its
initial or preliminary order to estab-
lish, or grants its initial or preliminary
approval of, the fund, account, or trust,
even if that order or approval may be
subject to review or revision. Except as
otherwise provided in paragraph (j)(2)
of this section, the governmental
authority’s order or approval has no
retroactive effect and does not permit
a fund, account, or trust to be a quali-

fied settlement fund prior to the date
the order is issued or the approval is
granted.

(2) Arbitration panels. An arbitration
award that orders the establishment of,
or approves, a fund, account, or trust is
an order or approval of a governmental
authority described in paragraph (c)(1)
of this section if—

(i) The arbitration award is judicially
enforceable;

(ii) The arbitration award is issued
pursuant to a bona fide arbitration pro-
ceeding in accordance with rules that
are approved by a governmental au-
thority described in paragraph (c)(1) of
this section (such as self-regulatory or-
ganization-administered arbitration
proceedings in the securities industry);
and

(iii) The fund, account, or trust is
subject to the continuing jurisdiction
of the arbitration panel, the court of
law that has jurisdiction to enforce the
arbitration award, or the governmental
authority that approved the rules of
the arbitration proceeding.

(f) Resolve or satisfy requirement—(1)
Liabilities to provide services or property.
Except as otherwise provided in para-
graph (f)(2) of this section, a liability is
not described in paragraph (c)(2) of this
section if it is a liability for the provi-
sion of services or property, unless the
transferor’s obligation to provide serv-
ices or property is extinguished by a
transfer or transfers to the fund, ac-
count, or trust.

(2) CERCLA liabilities. A transferor’s
liability under CERCLA to provide
services or property is described in
paragraph (c)(2) of this section if fol-
lowing its transfer to a fund, account,
or trust the transferor’s only remain-
ing liability to the Environmental Pro-
tection Agency (if any) is a remote, fu-
ture obligation to provide services or
property.

(g) Excluded liabilities. A liability is
not described in paragraph (c)(2) of this
section if it—

(1) Arises under a workers compensa-
tion act or a self-insured health plan;

(2) Is an obligation to refund the pur-
chase price of, or to repair or replace,
products regularly sold in the ordinary
course of the transferor’s trade or busi-
ness;
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(3) Is an obligation of the transferor
to make payments to its general trade
creditors or debtholders that relates to
a title 11 or similar case (as defined in
section 368(a)(3)(A)), or a workout; or

(4) Is designated by the Commis-
sioner in a revenue ruling or a revenue
procedure (see § 601.601(d)(2)(ii)(b) of
this chapter).

(h) Segregation requirement—(1) In gen-
eral. If it is not a trust under applicable
state law, a fund, account, or trust sat-
isfies the requirements of paragraph
(c)(3) of this section if its assets are
physically segregated from other assets
of the transferor (and related persons).
For example, cash held by a transferor
in a separate bank account satisfies
the segregation requirement of para-
graph (c)(3) of this section.

(2) Classification of fund established to
resolve or satisfy allowable and non-al-
lowable claims. If a fund, account, or
trust is established to resolve or sat-
isfy claims described in paragraph
(c)(2) of this section as well as other
types of claims (i.e., non-allowable
claims) arising from the same event or
related series of events, the fund is a
qualified settlement fund. However,
under § 1.468B–3(c), economic perform-
ance does not occur with respect to
transfers to the qualified settlement
fund for non-allowable claims.

(i) [Reserved]
(j) Classification of fund prior to satis-

faction of requirements in paragraph (c)
of this section—(1) In general. If a fund,
account, or trust is established to re-
solve or satisfy claims described in
paragraph (c)(2) of this section, the as-
sets of the fund, account, or trust are
treated as owned by the transferor of
those assets until the fund, account, or
trust also meets the requirements of
paragraphs (c) (1) and (3) of this sec-
tion. On the date the fund, account, or
trust satisfies all the requirements of
paragraph (c) of this section, the trans-
feror is treated as transferring the as-
sets to a qualified settlement fund.

(2) Relation-back rule—(i) In general. If
a fund, account, or trust meets the re-
quirements of paragraphs (c)(2) and
(c)(3) of this section prior to the time it
meets the requirements of paragraph
(c)(1) of this section, the transferor and
administrator (as defined in § 1.468B–
2(k)(3)) may jointly elect (a relation-

back election) to treat the fund, ac-
count, or trust as coming into exist-
ence as a qualified settlement fund on
the later of the date the fund, account,
or trust meets the requirements of
paragraphs (c)(2) and (c)(3) of this sec-
tion or January 1 of the calendar year
in which all the requirements of para-
graph (c) of this section are met. If a
relation-back election is made, the as-
sets held by the fund, account, or trust
on the date the qualified settlement
fund is treated as coming into exist-
ence are treated as transferred to the
qualified settlement fund on that date.

(ii) Relation-back election. A relation-
back election is made by attaching a
copy of the election statement, signed
by each transferor and the adminis-
trator, to (and as part of) the timely
filed income tax return (including ex-
tensions) of the qualified settlement
fund for the taxable year in which the
fund is treated as coming into exist-
ence. A copy of the election statement
must also be attached to (and as part
of) the timely filed income tax return
(including extensions), or an amended
return that is consistent with the re-
quirements of §§ 1.468B–1 through
1.468B–4, of each transferor for the tax-
able year of the transferor that in-
cludes the date on which the qualified
settlement fund is treated as coming
into existence. The election statement
must contain—

(A) A legend, ‘‘§ 1.468B–1 Relation-
Back Election’’, at the top of the first
page;

(B) Each transferor’s name, address,
and taxpayer identification number;

(C) The qualified settlement fund’s
name, address, and employer identi-
fication number;

(D) The date as of which the qualified
settlement fund is treated as coming
into existence; and

(E) A schedule describing each asset
treated as transferred to the qualified
settlement fund on the date the fund is
treated as coming into existence. The
schedule of assets does not have to
identify the amount of cash or the
property treated as transferred by a
particular transferor. If the schedule
does not identify the transferor of each
asset, however, each transferor must
include with the copy of the election
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statement that is attached to its in-
come tax return (or amended return) a
schedule describing each asset the
transferor is treated as transferring to
the qualified settlement fund.

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

Example 1. In a class action brought in a
United States federal district court, the
court holds that the defendant, Corporation
X, violated certain securities laws and must
pay damages in the amount of $150 million.
Pursuant to an order of the court, Corpora-
tion X transfers $50 million in cash and
transfers property with a fair market value
of $75 million to a state law trust. The trust
will liquidate the property and distribute the
cash proceeds to the plaintiffs in the class
action. The trust is a qualified settlement
fund because it was established pursuant to
the order of a federal district court to re-
solve or satisfy claims against Corporation X
for securities law violations that have oc-
curred.

Example 2. (i) Assume the same facts as in
Example 1, except that Corporation X and the
class of plaintiffs reach an out-of-court set-
tlement that requires Corporation X to es-
tablish and fund a state law trust before the
settlement agreement is submitted to the
court for approval.

(ii) The trust is not a qualified settlement
fund because it neither is established pursu-
ant to an order of, nor has it been approved
by, a governmental authority described in
paragraph (c)(1) of this section.

Example 3. On June 1, 1994, Corporation Y
establishes a fund to resolve or satisfy
claims against it arising from the violation
of certain securities laws. On that date, Cor-
poration Y transfers $10 million to a seg-
regated account. On December 1, 1994, a fed-
eral district court approves the fund. Assum-
ing Corporation Y and the administrator of
the qualified settlement fund do not make a
relation-back election, Corporation Y is
treated as the owner of the $10 million, and
is taxable on any income earned on that
money, from June 1 through November 30,
1994. The fund is a qualified settlement fund
beginning on December 1, 1994.

Example 4. (i) On September 1, 1993, Cor-
poration X, which has a taxable year ending
on October 31, enters into a settlement
agreement with a plaintiff class for asserted
tort liabilities. Under the settlement agree-
ment, Corporation X makes two $50 million
payments into a segregated fund, one on Sep-
tember 1, 1993, and one on October 1, 1993, to
resolve or satisfy the tort liabilities. A fed-
eral district court approves the settlement
agreement on November 1, 1993.

(ii) The administrator of the fund and Cor-
poration X elect to treat the fund as a quali-
fied settlement fund prior to governmental

approval under the relation-back rule of
paragraph (j)(2) of this section. The adminis-
trator must attach the relation-back elec-
tion statement to the fund’s income tax re-
turn for calendar year 1993, and Corporation
X must attach the election to its original or
amended income tax return for its taxable
year ending October 31, 1993.

(iii) Pursuant to the relation-back elec-
tion, the fund begins its existence as a quali-
fied settlement fund on September 1, 1993,
and Corporation X is treated as transferring
$50 million to the qualified settlement fund
on September 1, 1993, and $50 million on Oc-
tober 1, 1993.

(iv) With respect to these transfers, Cor-
poration X must provide the statement de-
scribed in § 1.468B–3(e) to the administrator
of the qualified settlement fund by February
15, 1994, and must attach a copy of this state-
ment to its original or amended income tax
return for its taxable year ending October 31,
1993.

Example 5. Assume the same facts as in Ex-
ample 4, except that the court approves the
settlement on May 1, 1994. The administrator
must attach the relation-back election
statement to the fund’s income tax return
for calendar year 1994, and Corporation X
must attach the election statement to its
original or amended income tax return for
its taxable year ending October 31, 1994. Pur-
suant to this election, the fund begins its ex-
istence as a qualified settlement fund on
January 1, 1994. In addition, Corporation X is
treated as transferring to the qualified set-
tlement fund all amounts held in the fund on
January 1, 1994. With respect to the transfer,
Corporation X must provide the statement
described in § 1.468B–3(e) to the administrator
of the qualified settlement fund by February
15, 1995, and must attach a copy of this state-
ment to its income tax return for its taxable
year ending October 31, 1994.

Example 6. Corporation Z establishes a fund
that meets all the requirements of section
468B(d)(2) for a designated settlement fund,
except that Corporation Z does not make the
election under section 468B(d)(2)(F). Al-
though the fund does not qualify as a des-
ignated settlement fund, it is a qualified set-
tlement fund because the fund meets the re-
quirements of paragraph (c) of this section.

Example 7. Corporation X owns and oper-
ates a landfill in State A. State A requires
Corporation X to transfer money to a trust
annually based on the total tonnage of mate-
rial placed in the landfill during the year.
Under the laws of State A, Corporation X
will be required to perform (either itself or
through contractors) specified closure activi-
ties when the landfill is full, and the trust
assets will be used to reimburse Corporation
X for those closure costs. The trust is not a
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qualified settlement fund because it is estab-
lished to secure the liability of Corporation
X to perform the closure activities.

[T.D. 8459, 57 FR 60989, Dec. 23, 1992; 58 FR
7865, Feb. 10, 1993]

§ 1.468B–2 Taxation of qualified settle-
ment funds and related administra-
tive requirements.

(a) In general. A qualified settlement
fund is a United States person and is
subject to tax on its modified gross in-
come for any taxable year at a rate
equal to the maximum rate in effect
for that taxable year under section
1(e).

(b) Modified gross income. The ‘‘modi-
fied gross income’’ of a qualified settle-
ment fund is its gross income, as de-
fined in section 61, computed with the
following modifications—

(1) In general, amounts transferred to
the qualified settlement fund by, or on
behalf of, a transferor to resolve or sat-
isfy a liability for which the fund is es-
tablished are excluded from gross in-
come. However, dividends on stock of a
transferor (or a related person), inter-
est on debt of a transferor (or a related
person), and payments in compensation
for late or delayed transfers, are not
excluded from gross income.

(2) A deduction is allowed for admin-
istrative costs and other incidental ex-
penses incurred in connection with the
operation of the qualified settlement
fund that would be deductible under
chapter 1 of the Internal Revenue Code
in determining the taxable income of a
corporation. Administrative costs and
other incidental expenses include state
and local taxes, legal, accounting, and
actuarial fees relating to the operation
of the qualified settlement fund, and
expenses arising from the notification
of claimants and the processing of
their claims. Administrative costs and
other incidental expenses do not in-
clude legal fees incurred by, or on be-
half of, claimants.

(3) A deduction is allowed for losses
sustained by the qualified settlement
fund in connection with the sale, ex-
change, or worthlessness of property
held by the fund to the extent the
losses would be deductible in deter-
mining the taxable income of a cor-
poration under section 165 (f) or (g),
and sections 1211(a) and 1212(a).

(4) A deduction is allowed for the
amount of a net operating loss of the
qualified settlement fund to the extent
the loss would be deductible in deter-
mining the taxable income of a cor-
poration under section 172(a). For pur-
poses of this paragraph (b)(4), the net
operating loss of a qualified settlement
fund for a taxable year is the amount
by which the deductions allowed under
paragraphs (b)(2) and (b)(3) of this sec-
tion exceed the gross income of the
fund computed with the modification
described in paragraph (b)(1) of this
section.

(c) Partnership interests held by a
qualified settlement fund on February 14,
1992—(1) In general. For taxable years
ending prior to January 1, 2003, a quali-
fied settlement fund that holds a part-
nership interest it acquired prior to
February 15, 1992, is allowed a deduc-
tion for its distributive share of that
partnership’s items of loss, deduction,
or credit described in section 702(a)
that would be deductible in deter-
mining the taxable income (or in the
case of a credit, the income tax liabil-
ity) of a corporation to the extent of
the fund’s distributive share of that
partnership’s items of income and gain
described in section 702(a) for the same
taxable year. For purposes of this para-
graph (c)(1), a distributive share of a
partnership credit is treated as a de-
duction in an amount equal to the
amount of the credit divided by the
rate described in paragraph (a) of this
section.

(2) Limitation on changes in partner-
ship agreements and capital contribu-
tions. For purposes of paragraph (c)(1)
of this section, changes in a qualified
settlement fund’s distributive share of
items of income, gain, loss, deduction,
or credit are disregarded if—

(i) They result from a change in the
terms of the partnership agreement on
or after December 18, 1992, or a capital
contribution to the partnership on or
after December 18, 1992, unless the
partnership agreement as in effect
prior to December 18, 1992, requires the
contribution; and

(ii) A principal purpose of the change
in the terms of the partnership agree-
ment or the capital contribution is to
circumvent the limitation described in
paragraph (c)(1) of this section.
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(d) Distributions to transferors and
claimants. Amounts that are distrib-
uted by a qualified settlement fund to,
or on behalf of, a transferor or a claim-
ant are not deductible by the fund.

(e) Basis of property transferred to a
qualified settlement fund. A qualified
settlement fund’s initial basis in prop-
erty it receives from a transferor (or
from an insurer or other person on be-
half of a transferor) is the fair market
value of that property on the date of
transfer to the fund.

(f) Distribution of property. A qualified
settlement fund must treat a distribu-
tion of property as a sale or exchange
of that property for purposes of section
1001(a). In computing gain or loss, the
amount realized by the qualified settle-
ment fund is the fair market value of
the property on the date of distribu-
tion.

(g) Other taxes. The tax imposed
under paragraph (a) of this section is in
lieu of any other taxation of the in-
come of a qualified settlement fund
under subtitle A of the Internal Rev-
enue Code. Thus, a qualified settlement
fund is not subject to the alternative
minimum tax of section 55, the accu-
mulated earnings tax of section 531, the
personal holding company tax of sec-
tion 541, or the maximum capital gains
rate of section 1(h). A qualified settle-
ment fund is, however, subject to taxes
that are not imposed on the income of
a taxpayer, such as the tax on transfers
of property to foreign entities under
section 1491.

(h) Denial of credits against tax. The
tax imposed on the modified gross in-
come of a qualified settlement fund
under paragraph (a) of this section may
not be reduced or offset by any credits
against tax provided by part IV of sub-
chapter A of chapter 1 of the Internal
Revenue Code.

(i) [Reserved]
(j) Taxable year and accounting meth-

od. The taxable year of a qualified set-
tlement fund is the calendar year. A
qualified settlement fund must use an
accrual method of accounting within
the meaning of section 446(c).

(k) Treatment as corporation for pur-
poses of subtitle F. Except as otherwise
provided in § 1.468B–5(b), for purposes of
subtitle F of the Internal Revenue
Code, a qualified settlement fund is

treated as a corporation and any tax
imposed under paragraph (a) of this
section is treated as a tax imposed by
section 11. Subtitle F rules that apply
to qualified settlement funds include,
but are not limited to—

(1) A qualified settlement fund must
file an income tax return with respect
to the tax imposed under paragraph (a)
of this section for each taxable year
that the fund is in existence, whether
or not the fund has gross income for
that taxable year.

(2) A qualified settlement fund is in
existence for the period that—

(i) Begins on the first date on which
the fund is treated as a qualified settle-
ment fund under § 1.468B–1; and

(ii) Ends on the earlier of the date
the fund—

(A) No longer satisfies the require-
ments of § 1.468B–1; or

(B) No longer has any assets and will
not receive any more transfers. (See
paragraph (m) of this section for proce-
dures for the prompt assessment of
tax.)

(3) The income tax return of the
qualified settlement fund must be filed
on or before March 15 of the year fol-
lowing the close of the taxable year of
the qualified settlement fund unless
the fund is granted an extension of
time for filing under section 6081. The
return must be made by the adminis-
trator of the qualified settlement fund.
The ‘‘administrator’’ (which may in-
clude a trustee if the qualified settle-
ment fund is a trust) of a qualified set-
tlement fund is, in order of priority—

(i) The person designated, or ap-
proved, by the governmental authority
that ordered or approved the fund for
purposes of § 1.468B–1(c)(1);

(ii) The person designated in the es-
crow agreement, settlement agree-
ment, or other similar agreement gov-
erning the fund;

(iii) The escrow agent, custodian, or
other person in possession or control of
the fund’s assets; or

(iv) The transferor or, if there are
multiple transferors, all the trans-
ferors, unless an agreement signed by
all the transferors designates a single
transferor as the administrator.
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(4) The administrator of a qualified
settlement fund must obtain an em-
ployer identification number for the
fund.

(5) A qualified settlement fund must
deposit all payments of tax imposed
under paragraph (a) of this section (in-
cluding any payments of estimated
tax) with an authorized government de-
positary in accordance with § 1.6302–1.

(6) A qualified settlement fund is sub-
ject to the addition to tax imposed by
section 6655 in the case of an under-
payment of estimated tax computed
with respect to the tax imposed under
paragraph (a) of this section. For pur-
poses of section 6655(g)(2), a qualified
settlement fund’s taxable income is its
modified gross income and a transferor
is not considered a predecessor of a
qualified settlement fund.

(l) Information reporting and with-
holding requirements—(1) Payments to a
qualified settlement fund. Payments to a
qualified settlement fund are treated
as payments to a corporation for pur-
poses of the information reporting re-
quirements of part III of subchapter A
of chapter 61 of the Internal Revenue
Code.

(2) Payments and distributions by a
qualified settlement fund—(i) In general.
Payments and distributions by a quali-
fied settlement fund are subject to the
information reporting requirements of
part III of subchapter A of chapter 61 of
the Internal Revenue Code (Code), and
the withholding requirements of sub-
chapter A of chapter 3 of subtitle A and
subtitle C of the Code.

(ii) Special rules. The following rules
apply with respect to payments and
distributions by a qualified settlement
fund—

(A) A qualified settlement fund must
make a return for, or must withhold
tax on, a distribution to a claimant if
one or more transferors would have
been required to make a return or
withhold tax had that transferor made
the distribution directly to the claim-
ant;

(B) For purposes of sections 6041(a)
and 6041A, if a qualified settlement
fund makes a payment or distribution
to a transferor, the fund is deemed to
make the payment or distribution to
the transferor in the course of a trade
or business;

(C) For purposes of sections 6041(a)
and 6041A, if a qualified settlement
fund makes a payment or distribution
on behalf of a transferor or a claimant,
the fund is deemed to make the pay-
ment or distribution to the recipient of
that payment or distribution in the
course of a trade or business;

(D) With respect to a distribution or
payment described in paragraph
(1)(2)(ii)(C) of this section and the in-
formation reporting requirements of
part III of subchapter A of chapter 61 of
the Internal Revenue Code, the quali-
fied settlement fund is also deemed to
have made the distribution or payment
to the transferor or claimant.

(m) Request for prompt assessment. A
qualified settlement fund is eligible to
request the prompt assessment of tax
under section 6501(d). For purposes of
section 6501(d), a qualified settlement
fund is treated as dissolving on the
date the fund no longer has any assets
(other than a reasonable reserve for po-
tential tax liabilities and related pro-
fessional fees) and will not receive any
more transfers.

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

Example 1. On June 30, 1993, a United States
federal district court approves the settle-
ment of a lawsuit under which Corporation X
must transfer $10,833,000 to a qualified settle-
ment fund on August 1, 1993. The $10,833,000
includes $10 million of damages incurred by
plaintiffs on October 1, 1992, and $833,000 of
interest calculated at 10 percent annually
from October 1, 1992, to August 1, 1993. The
$833,000 of interest is not a payment to the
qualified settlement fund in compensation
for a late or delayed transfer to the fund
within the meaning of paragraph (b)(1) of
this section because the payment of
$10,833,000 to the fund is not due until August
1, 1993.

Example 2. Assume the same facts as in Ex-
ample 1 except that the settlement agree-
ment also provides for interest to accrue at
a rate of 12 percent annually on any amount
not transferred to the qualified settlement
fund on August 1, 1993, and the only transfer
Corporation X makes to the fund is
$11,374,650 on January 1, 1994. The additional
payment of $541,650 ($11,374,650 paid on Janu-
ary 1, 1994, less $10,833,000 due on August 1,
1993) is a payment to the qualified settle-
ment fund in compensation for a late or de-
layed transfer to the fund within the mean-
ing of paragraph (b)(1) of this section.

[T.D. 8459, 57 FR 60991, Dec. 23, 1992; 58 FR
7865, Feb. 10, 1993]

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00291 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



296

26 CFR Ch. I (4–1–99 Edition)§ 1.468B–3

§ 1.468B–3 Rules applicable to the
transferor.

(a) Transfer of property—(1) In general.
A transferor must treat a transfer of
property to a qualified settlement fund
as a sale or exchange of that property
for purposes of section 1001(a). In com-
puting the gain or loss, the amount re-
alized by the transferor is the fair mar-
ket value of the property on the date
the transfer is made (or is treated as
made under § 1.468B–1(g)) to the quali-
fied settlement fund. Because the
issuance of a transferor’s debt, obliga-
tion to provide services or property in
the future, or obligation to make a
payment described in § 1.461–4(g), is
generally not a transfer of property by
the transferor, it generally does not re-
sult in gain or loss to the transferor
under this paragraph (a)(1). If a person
other than the transferor transfers
property to a qualified settlement
fund, there may be other tax con-
sequences as determined under general
federal income tax principles.

(2) Anti-abuse rule. The Commissioner
may disallow a loss resulting from the
transfer of property to a qualified set-
tlement fund if the Commissioner de-
termines that a principal purpose for
the transfer was to claim the loss and—

(i) The transferor places significant
restrictions on the fund’s ability to use
or dispose of the property; or

(ii) The property (or substantially
similar property) is distributed to the
transferor (or a related person).

(b) Qualified appraisal requirement for
transfers of certain property—(1) In gen-
eral. A transferor must obtain a quali-
fied appraisal to support a loss or de-
duction it claims with respect to a
transfer to a qualified settlement fund
of the following types of property—

(i) Nonpublicly traded securities (as
defined in § 1.170A–13(c)(7)(ix)) issued by
the transferor (or a related person);
and

(ii) Interests in the transferor (if the
transferor is a partnership) and in a
partnership in which the transferor (or
a related person) is a direct or indirect
partner.

(2) Provision of copies. The transferor
must provide a copy of the qualified ap-
praisal to the administrator of the
qualified settlement fund no later than
February 15 of the year following the

calendar year in which the property is
transferred. The transferor also must
attach a copy of the qualified appraisal
to (and as part of) its timely filed in-
come tax return (including extensions)
for the taxable year of the transferor in
which the transfer is made.

(3) Qualified appraisal. A ‘‘qualified
appraisal’’ is a written appraisal that—

(i) Is made within 60 days before or
after the date the property is trans-
ferred to the qualified settlement fund;

(ii) Is prepared, signed, and dated by
an individual who is a qualified ap-
praiser within the meaning of § 1.170A–
13(c)(5);

(iii) Includes the information re-
quired by paragraph (b)(4) of this sec-
tion; and

(iv) Does not involve an appraisal fee
of the type prohibited by § 1.170A–
13(c)(6).

(4) Information included in a qualified
appraisal. A qualified appraisal must
include the following information—

(i) A description of the appraised
property;

(ii) The date (or expected date) of the
property’s transfer to the qualified set-
tlement fund;

(iii) The appraised fair market value
of the property on the date (or ex-
pected date) of transfer;

(iv) The method of valuing the prop-
erty, such as the comparable sales ap-
proach;

(v) The specific basis for the valu-
ation, such as specific comparable sales
or statistical sampling, including a jus-
tification for using comparable sales or
statistical sampling and an expla-
nation of the procedure employed;

(vi) The terms of any agreement or
understanding entered into (or ex-
pected to be entered into) by or on be-
half of the transferor (or a related per-
son) or the qualified settlement fund
that relates to the use, sale, or other
disposition of the transferred property,
including, for example, the terms of
any agreement or understanding that
temporarily or permanently—

(A) Restricts the qualified settlement
fund’s right to use or dispose of the
property; or

(B) Reserves to, or confers upon, any
person other than the qualified settle-
ment fund any right (including desig-
nating another person as having the
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right) to income from the property, to
possess the property (including the
right to purchase or otherwise acquire
the property), or to exercise any voting
rights with respect to the property;

(vii) The name, address, and taxpayer
identification number of the qualified
appraiser; and if the qualified appraiser
is acting in his or her capacity as a
partner in a partnership, an employee
of any person, or an independent con-
tractor engaged by a person other than
the transferor, the name, address, and
taxpayer identification number of the
partnership or the person who employs
or engages the qualified appraiser;

(viii) The qualifications of the quali-
fied appraiser, including the appraiser’s
background, experience, education, and
membership, if any, in professional ap-
praisal associations; and

(ix) A statement that the appraisal
was prepared for income tax purposes.

(5) Effect of signature of the qualified
appraiser. Any appraiser who falsely or
fraudulently overstates the value of
the transferred property referred to in
a qualified appraisal may be subject to
a civil penalty under section 6701 for
aiding and abetting an understatement
of tax liability and may have apprais-
als disregarded pursuant to 31 U.S.C.
330(c).

(c) Economic performance—(1) In gen-
eral. Except as otherwise provided in
this paragraph (c), for purposes of sec-
tion 461(h), economic performance oc-
curs with respect to a liability de-
scribed in § 1.468B–1(c)(2) (determined
with regard to § 1.468B–1(f) and (g)) to
the extent the transferor makes a
transfer to a qualified settlement fund
to resolve or satisfy the liability.

(2) Right to a refund or reversion—(i) In
general. Economic performance does
not occur to the extent—

(A) The transferor (or a related per-
son) has a right to a refund or rever-
sion of a transfer if that right is exer-
cisable currently and without the
agreement of an unrelated person that
is independent or has an adverse inter-
est (e.g., the court or agency that ap-
proved the fund, or the fund claim-
ants); or

(B) Money or property is transferred
under conditions that allow its refund
or reversion by reason of the occur-
rence of an event that is certain to

occur, such as the passage of time, or if
restrictions on its refund or reversion
are illusory.

(ii) Right extinguished. With respect
to a transfer described in paragraph
(c)(2)(i) of this section, economic per-
formance is deemed to occur on the
date, and to the extent, the trans-
feror’s right to a refund or reversion is
extinguished.

(3) Obligations of a transferor. Eco-
nomic performance does not occur
when a transferor transfers to a quali-
fied settlement fund its debt (or the
debt of a related person). Instead, eco-
nomic performance occurs as the trans-
feror (or related person) makes prin-
cipal payments on the debt. Similarly,
economic performance does not occur
when a transferor transfers to a quali-
fied settlement fund its obligation (or
the obligation of a related person) to
provide services or property in the fu-
ture, or to make a payment described
in § 1.461–4(g). Instead, economic per-
formance with respect to such an obli-
gation occurs as services, property or
payments are provided or made to the
qualified settlement fund or a claim-
ant.

(d) Payment of insurance amounts. No
deduction is allowed to a transferor for
a transfer to a qualified settlement
fund to the extent the transferred
amounts represent amounts received
from the settlement of an insurance
claim and are excludable from gross in-
come. If the settlement of an insurance
claim occurs after a transferor makes a
transfer to a qualified settlement fund
for which a deduction has been taken,
the transferor must include in income
the amounts received from the settle-
ment of the insurance claim to the ex-
tent of the deduction.

(e) Statement to the qualified settlement
fund and the Internal Revenue Service—
(1) In general. A transferor must pro-
vide the statement described in para-
graph (e)(2) of this section to the ad-
ministrator of a qualified settlement
fund no later than February 15 of the
year following each calendar year in
which the transferor (or an insurer or
other person on behalf of the trans-
feror) makes a transfer to the fund.
The transferor must attach a copy of
the statement to (and as part of) its

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00293 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



298

26 CFR Ch. I (4–1–99 Edition)§ 1.468B–4

timely filed income tax return (includ-
ing extensions) for the taxable year of
the transferor in which the transfer is
made.

(2) Required statement—(i) In general.
The statement required by this para-
graph (e) must provide the following
information—

(A) A legend, ‘‘§ 1.468B–3 Statement’’,
at the top of the first page;

(B) The transferor’s name, address,
and taxpayer identification number;

(C) The qualified settlement fund’s
name, address, and employer identi-
fication number;

(D) The date of each transfer;
(E) The amount of cash transferred;

and
(F) A description of property trans-

ferred and its fair market value on the
date of transfer.

(ii) Combined statements. If a qualified
settlement fund has more than one
transferor, any two or more of the
transferors may provide a combined
statement to the administrator that
does not identify the amount of cash or
the property transferred by a par-
ticular transferor. If a combined state-
ment is used, however, each transferor
must include with its copy of the state-
ment that is attached to its income tax
return a schedule describing each asset
that the transferor transferred to the
qualified settlement fund.

(f) Distributions to transferors—(1) In
general. A transferor must include in
gross income any distribution (includ-
ing a deemed distribution described in
paragraph (f)(2) of this section) it re-
ceives from a qualified settlement
fund. If property is distributed, the
amount includible in gross income and
the basis in that property, is the fair
market value of the property on the
date of the distribution.

(2) Deemed distributions—(i) Other li-
abilities. If a qualified settlement fund
makes a distribution on behalf of a
transferor to a person that is not a
claimant, or to a claimant to resolve or
satisfy a liability of the transferor (or
a related person) other than a liability
described in § 1.468B–1(c)(2) for which
the fund was established, the distribu-
tion is deemed made by the fund to the
transferor. The transferor, in turn, is
deemed to have made a payment to the
actual recipient.

(ii) Constructive receipt. To the extent
a transferor acquires a right to a re-
fund or reversion described in para-
graph (c)(2) of this section of all or a
portion of the assets of a qualified set-
tlement fund subsequent to the trans-
fer of those assets to the fund, the fund
is deemed to distribute those assets to
the transferor on the date the right is
acquired.

(3) Tax benefit rule. A distribution de-
scribed in paragraph (f)(1) or (f)(2) of
this section is excluded from the gross
income of a transferor to the extent
provided by section 111(a).

(g) Example. The following example
illustrates the rules of this section:

Example. On March 1, 1993, Individual A
transfers $1 million to a qualified settlement
fund to resolve or satisfy claims against him
resulting from certain violations of securi-
ties laws. Individual A uses the cash receipts
and disbursements method of accounting.
Since Individual A does not use the accrual
method of accounting, the economic per-
formance rules of paragraph (c) of this sec-
tion are not applicable. Therefore, whether,
when, and to what extent Individual A can
deduct the transfer is determined under ap-
plicable provisions of the Internal Revenue
Code, such as sections 162 and 461.

[T.D. 8459, 57 FR 60992, Dec. 23, 1992]

§ 1.468B–4 Taxability of distributions
to claimants.

Whether a distribution to a claimant
is includible in the claimant’s gross in-
come is generally determined by ref-
erence to the claim in respect of which
the distribution is made and as if the
distribution were made directly by the
transferor. For example, to the extent
a distribution is in satisfaction of dam-
ages on account of personal injury or
sickness, the distribution may be ex-
cludable from gross income under sec-
tion 104(a)(2). Similarly, to the extent a
distribution is in satisfaction of a
claim for foregone taxable interest, the
distribution is includible in the claim-
ant’s gross income under section
61(a)(4).

[T.D. 8459, 57 FR 60994, Dec. 23, 1992]

§ 1.468B–5 Effective dates and transi-
tion rules.

(a) In general. Section 468B, including
section 468B(g), is effective as provided
in the Tax Reform Act of 1986 and the
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Technical and Miscellaneous Revenue
Act of 1988. Except as otherwise pro-
vided in this section, §§ 1.468B–1
through 1.468–4 are effective on Janu-
ary 1, 1993. Thus, the regulations apply
to income of a qualified settlement
fund earned after December 31, 1992,
transfers to a fund after December 31,
1992, and distributions from a fund
after December 31, 1992. For purposes of
§ 1.468B–3(c) (relating to economic per-
formance), previously transferred as-
sets held by a qualified settlement fund
on the date these regulations first
apply to the fund (i.e., January 1, 1993,
or the earlier date provided under para-
graph (b)(2) of this section) are treated
as transferred to the fund on that date,
to the extent no taxpayer has pre-
viously claimed a deduction for the
transfer.

(b) Taxation of certain pre-1996 fund
income—(1) Reasonable method—(i) In
general. With respect to a fund, ac-
count, or trust established after Au-
gust 16, 1986, but prior to February 15,
1992, that satisfies (or, if it no longer
exists, would have satisfied) the re-
quirements of § 1.468B–1(c), the Internal
Revenue Service will not challenge a
reasonable, consistently applied meth-
od of taxation for transfers to the fund,
income earned by the fund, and dis-
tributions made by the fund after Au-
gust 16, 1986, but prior to January 1,
1996. A method is generally considered
reasonable if, depending on the facts
and circumstances, all transferors and
the administrator of the fund have con-
sistently treated transfers to the fund,
income earned by the fund, and dis-
tributions made by the fund after Au-
gust 16, 1986, as if the fund were—

(A) A grantor trust and the trans-
ferors are the grantors;

(B) A complex trust and the trans-
ferors are the grantors; or

(C) A designated settlement fund.
(ii) Qualified settlement funds estab-

lished after February 14, 1992, but before
January 1, 1993. With respect to a fund,
account, or trust established after Feb-
ruary 14, 1992, but prior to January 1,
1993, that satisfies the requirements of
§ 1.468B–1(c), the Internal Revenue
Service will not challenge a reason-
able, consistently applied method of
taxation as described in paragraph
(b)(1)(i) of this section for transfers to,

income earned by, and distributions
made by the fund prior to January 1,
1993. However, pursuant to paragraph
(a) of this section, sections 1.468B–1
through 1.468B–4 apply to transfers to,
income earned by, and distributions
made by the qualified settlement fund
after 1992.

(iii) Use of cash method of accounting.
For purposes of paragraphs (b)(i) and
(b)(ii) of this section, for taxable years
beginning prior to January 1, 1996, the
Internal Revenue Service will not chal-
lenge the use of the cash receipts and
disbursement method of accounting by
a fund, account, or trust.

(iv) Unreasonable position. In no event
is it a reasonable position to assert,
pursuant to Rev. Rul. 71–119 (see
§ 601.601(d)(2)(ii)(b) of this chapter),
that there is no current taxation of the
income of a fund established after Au-
gust 16, 1986.

(v) Waiver of penalties. For taxable
years beginning prior to January 1,
1993, if a fund, account or trust is sub-
ject to section 468B(g) and the Internal
Revenue Service does not challenge the
method of taxation for transfers to, in-
come earned by, and distributions
made by, the fund pursuant to para-
graph (b)(1)(i) or (b)(1)(ii) of this sec-
tion, penalties will not be imposed in
connection with the use of such meth-
od. For example, the penalties under
section 6655 for failure to pay esti-
mated tax, section 6651(a)(1) for failure
to file a return, section 6651(a)(2) for
failure to pay tax, section 6656 for fail-
ure to make deposit of taxes, and sec-
tion 6662 for accuracy-related under-
payments will generally not be im-
posed.

(2) Election to apply qualified settle-
ment fund rules—(i) In general. The per-
son that will be the administrator of a
qualified settlement fund may elect to
apply §§ 1.468B–1 through 1.468B–4 to
transfers to, income earned by, and dis-
tributions made by, the fund in taxable
years ending after August 16, 1986. The
election is effective beginning on the
first day of the earliest open taxable
year of the qualified settlement fund.
For purposes of this paragraph (b)(2), a
taxable year is considered open if the
period for assessment and collection of
tax has not expired pursuant to the
rules of section 6501. The election
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statement must provide the informa-
tion described in paragraph (b)(2)(ii) of
this section and must be signed by the
person that will be the administrator.
Such person must also provide each
transferor of the qualified settlement
fund with a copy of the election state-
ment on or before March 15, 1993.

(ii) Election statement. The election
statement must provide the following
information—

(A) A legend, ‘‘§ 1.468B–5(b)(2) Elec-
tion’’, at the top of the first page;

(B) Each transferor’s name, address,
and taxpayer identification number;

(C) The qualified settlement fund’s
name, address, and employer identi-
fication number; and

(D) The date the qualified settlement
fund was established within the mean-
ing of § 1.468B–1(j).

(iii) Due date of returns and amended
returns. The election statement de-
scribed in paragraph (b)(2)(ii) of this
section must be filed with, and as part
of, the qualified settlement fund’s
timely filed tax return for the taxable
year ended December 31, 1992. In addi-
tion, the qualified settlement fund
must file an amended return that is
consistent with the requirements of
§§ 1.468B–1 through 1.468B–4 for any tax-
able year to which the election applies
in which the fund took a position in-
consistent with those requirements.
Any such amended return must be filed
no later than March 15, 1993, and must
include a copy of the election state-
ment described in paragraph (b)(2)(ii)
of this section.

(iv) Computation of interest and waiver
of penalties. For purposes of section 6601
and section 6611, the income tax return
for each taxable year of the qualified
settlement fund to which the election
applies is due on March 15 of the year
following the taxable year of the fund.
For taxable years of a qualified settle-
ment fund ending prior to January 1,
1993, the income earned by the fund is
deemed to have been earned on Decem-
ber 31 of each taxable year for purposes
of section 6655. Thus, the addition to
tax for failure to pay estimated tax
under section 6655 will not be imposed.
The penalty for failure to file a return
under section 6651(a)(1), the penalty for
failure to pay tax under section
6651(a)(2), the penalty for failure to

make deposit of taxes under section
6656, and the accuracy-related penalty
under section 6662 will not be imposed
on a qualified settlement fund if the
fund files its tax returns for taxable
years ending prior to January 1, 1993,
and pays any tax due for those taxable
years, on or before March 15, 1993.

[T.D. 8459, 57 FR 60994, Dec. 23, 1992]

§ 1.469–0 Table of contents.
This section lists the captions that

appear in the regulations under section
469.

§ 1.469–1 General rules.

(a)–(c)(7) [Reserved]
(c)(8) Consolidated groups.
(c)(9)–(d)(1) [Reserved]
(2) Coordination with sections 613A(d) and

1211.
(d)(3)–(e)(1) [Reserved]
(2) Trade or business activity.
(e)(3)(i)–(e)(3)(ii) [Reserved]
(iii) Average period of customer use.
(A) In general.
(B) Average use factor.
(C) Average period of customer use for

class of property.
(D) Period of customer use.
(E) Class of property.
(F) Gross rental income and daily rent.
(e)(3)(iv)–(e)(3)(vi)(C) [Reserved]
(D) Lodging rented for convenience of em-

ployer.
(E) Unadjusted basis.
(e)(3)(vii)–(e)(4)(iii) [Reserved]
(iv) Definition of ‘‘working interest.’’
(e)(4)(v)–(vi) [Reserved]
(5) Rental of dwelling unit.
(e)(6)–(f)(3)(iii) [Reserved]
(4) Carryover of disallowed deductions and

credits.
(i) In general.
(ii) Operations continued through C cor-

porations or similar entities.
(iii) Examples.
(g)(1)–(g)(4)(ii)(B) [Reserved]
(4)(ii)(C) (no paragraph heading)
(5) [Reserved]
(h)(1) In general.
(2) Definitions.
(3) [Reserved]
(4) Status and participation of members.
(i) Determination by reference to status

and participation of group.
(ii) Determination of status and participa-

tion of consolidated group.
(5) [Reserved]
(6) Intercompany transactions.
(i) In general.
(ii) Example.
(iii) Effective dates.
(h)(7)–(k) [Reserved]
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§ 1.469–1T General rules (temporary).

(a) Passive activity loss and credit dis-
allowed.

(1) In general.
(2) Exceptions.
(b) Taxpayers to whom these rules apply.
(c) Cross references.
(1) Definition of passive activity.
(2) Passive activity loss.
(3) Passive activity credit.
(4) Effect of rules for other purposes.
(5) Special rule for oil and gas working in-

terests.
(6) Treatment of disallowed losses and

credits.
(7) Corporations subject to section 469.
(8) [Reserved]
(9) Joint returns.
(10) Material participation.
(11) Effective date and transition rules.
(12) Future regulations.
(d) Effect of section 469 and the regulations

thereunder for other purposes.
(1) Treatment of items of passive activity

income and gain.
(2) Coordination with sections 613A(d) and

1211. [Reserved]
(3) Treatment of passive activity losses.
(e) Definition of ‘‘passive activity.’’
(1) In general.
(2) Trade or business activity. [Reserved]
(3) Rental Activity.
(i) In general.
(ii) Exceptions.
(iii) Average period of customer use. [Re-

served]
(A) In general. [Reserved]
(B) Average use factor. [Reserved]
(C) Average period of customer use for

class of property. [Reserved]
(D) Period of Customer use. [Reserved]
(E) Class of property. [Reserved]
(F) Gross rental income and daily rent.

[Reserved]
(iv) Significant personal services.
(A) In general.
(B) Excluded services.
(v) Extraordinary personal services.
(vi) Rental of property incidental to a non-

rental activity of the taxpayer.
(A) In general.
(B) Property held for investment.
(C) Property used in a trade or business.
(D) Lodging rented for convenience of em-

ployer. [Reserved]
(E) Unadjusted basis. [Reserved]
(vii) Property made available for use in a

nonrental activity conducted by a partner-
ship, S corporation or joint venture in which
the taxpayer owns an interest.

(viii) Examples.
(4) Special rules for oil and gas working in-

terests.
(i) In general.
(ii) Exception for deductions attributable

to a period during which liability is limited.

(A) In general.
(B) Coordination with rules governing the

identification of disallowed passive activity
deductions.

(C) Meaning of certain terms.
(1) Allocable deductions.
(2) Disqualified deductions.
(3) Net loss.
(4) Ratable portion.
(iii) Examples.
(iv) Definition of ‘‘working interest.’’ [Re-

served]
(v) Entities that limit liability.
(A) General rule.
(B) Other limitations disregarded.
(C) Examples.
(vi) Cross reference to special rule for in-

come from certain oil or gas properties.
(5) Rental of dwelling unit. [Reserved]
(6) Activity of trading personal property.
(i) In general.
(ii) Personal property.
(iii) Example.
(f) Treatment of disallowed passive activ-

ity losses and credits.
(1) Scope of this paragraph.
(2) Identification of disallowed passive ac-

tivity deductions.
(i) Allocation of disallowed passive activ-

ity deductions.
(A) General rule.
(B) Loss from an activity.
(C) Significant participation passive ac-

tivities.
(D) Examples.
(ii) Allocation with loss activities.
(A) In general.
(B) Excluded deductions.
(iii) Separately identified deductions.
(3) Identification of disallowed credits from

passive activities.
(i) General rule.
(ii) Coordination rule.
(iii) Separately identified credits.
(4) Carryover of disallowed deductions and

credits. [Reserved]
(i) In general.
(ii) Operations continued through C cor-

porations or similar entities.
(iii) Examples.
(g) Application of these rules to C corpora-

tions.
(1) In general.
(2) Definitions.
(3) Participation of corporations.
(i) Material participation.
(ii) Significant participation.
(iii) Participation of individual.
(4) Modified computation of passive activ-

ity loss in the case of closely held corpora-
tions.

(i) In general.
(ii) Net active income.
(iii) Examples.
(5) Allowance of passive activity credit of

closely held corporations to extent of net ac-
tive income tax liability.
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(i) In general.
(ii) Net active income tax liability.
(h) Special rules for affiliated group filing

consolidated return.
(1)–(2) [Reserved]
(3) Disallowance of consolidated group’s

passive activity loss or credit.
(4) Status and participation of members.

[Reserved]
(i) Determination by reference to status

and participation of group. [Reserved]
(ii) Determination of status and participa-

tion of consolidated group. [Reserved]
(5) Modification of rules for identifying dis-

allowed passive activity deductions and cred-
its.

(i) Identification of disallowed deductions.
(ii) Ratable portion of disallowed passive

activity losses.
(iii) Identification of disallowed credits.
(6) [Reserved]
(7) Disposition of stock of a member of an

affiliated group.
(8) Dispositions of property used in mul-

tiple activities.
(i) [Reserved]
(j) Spouses filing joint returns.
(1) In general.
(2) Exceptions of treatment as one tax-

payer.
(i) Identification of disallowed deductions

and credits.
(ii) Treatment of deductions disallowed

under sections 704(d), 1366(d) and 465.
(iii) Treatment of losses from working in-

terests.
(3) Joint return no longer filed.
(4) Participation of spouses.
(k) Former passive activities and changes

in status of corporations. [Reserved]

§ 1.469–2 Passive activity loss.

(a)–(c)(2)(ii) [Reserved]
(iii) Disposition of substantially appre-

ciated property formerly used in a nonpas-
sive activity.

(A) In general.
(B) Date of disposition.
(C) Substantially appreciated property.
(D) Investment property.
(E) Coordination with § l.469–2T(c)(2)(ii).
(F) Coordination with section 163(d).
(G) Examples.
(iv) Taxable acquisitions.
(v) Property held for sale to customers.
(A) Sale incidental to another activity.
(1) Applicability.
(i) In general.
(ii) Principal purpose.
(2) Dealing activity not taken into ac-

count.
(B) Use in a nondealing activity incidental

to sale.
(C) Examples.
(c)(3)–(c)(5) [Reserved]
(6) Gross income from certain oil or gas

properties.

(i) In general.
(ii) Gross and net passive income from the

property.
(iii) Property.
(iv) Examples 1 and 2.
(c)(6)(iv) Example 3–(c)(7)(iii) [Reserved]
(c)(7)(iv) through (vi) (no paragraph head-

ings)
(d)(1)–(d)(2)(viii) [Reserved]
(d)(2)(ix) through (d)(2)(xii) (no paragraph

headings)
(d)(3)–(d)(5)(ii) [Reserved]
(d)(5)(iii)(A) Applicability of rules in

§ 1.469–2T(c)(2).
(d)(5)(iii)(B)–(d)(6)(v)(D) [Reserved]
(d)(6)(v)(E) (no paragraph heading)
(d)(6)(v)(F)–(d)(7) [Reserved]
(8) Taxable year in which item arises.
(e)(1)–(e)(2)(i) [Reserved]
(ii) Section 707(c).
(iii) Payments in liquidation of a partner’s

interest in partnership property.
(A) In general.
(B) Payments in liquidation of a partner’s

interest in unrealized receivables and good-
will under section 736(a).

(e)(3)(i)–(iii)(A) [Reserved]
(e)(3)(iii)(B) (no paragraph heading)
(e)(3)(iii)(C)–(f)(4) [Reserved]
(5) Net income from certain property

rented incidental to development activity.
(i) In general.
(ii) Commencement of use.
(iii) Services performed for the purpose of

enhancing the value of property.
(iv) Examples.
(6) Property rented to a nonpassive activ-

ity.
(f)(7)–(f)(9)(ii) [Reserved]
(f)(9)(iii) through (f)(9)(iv) (no paragraph

heading).
(10) Coordination with section 163(d).
(f)(11) [Reserved]

§ 1.469–2T Passive activity loss (temporary).

(a) Scope of this section.
(b) Definition of passive activity loss.
(1) In general.
(2) Cross reference.
(c) Passive activity group income.
(1) In general.
(2) Treatment of gain from disposition of

an interest in an activity or an interest in
property used in an activity.

(i) In general.
(A) Treatment of gain.
(B) Dispositions of partnership interest and

S corporation stock.
(C) Interest in property.
(D) Examples.
(ii) Disposition of property used in more

than one activity in 12-month period pre-
ceding disposition.

(iii) Disposition of substantially appre-
ciated property used in nonpassive activity.
[Reserved]

(A) In general. [Reserved]
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(B) Date of disposition. [Reserved]
(C) Substantially appreciated property.

[Reserved]
(D) Investment property. [Reserved]
(E) Coordination with paragraph (c)(2)(ii)

of this section. [Reserved]
(F) Coordination with section 163(d). [Re-

served]
(G) Examples. [Reserved]
(iv) Taxable acquisitions. [Reserved]
(v) Property held for sale to customers.

[Reserved]
(A) Sale incidental to another activity.

[Reserved]
(1) Applicability. [Reserved]
(i) In general. [Reserved]
(ii) Principal purpose. [Reserved]
(2) Dealing activity not taken into ac-

count. [Reserved]
(B) Use in a nondealing activity incidental

to sale. [Reserved]
(C) Examples. [Reserved]
(3) Items of portfolio income specifically

excluded.
(i) In general.
(ii) Gross income derived in the ordinary

course of a trade or business.
(iii) Special rules.
(A) Income from property held for invest-

ment by dealer.
(B) Royalties derived in the ordinary

course of the trade or business of licensing
intangible property.

(1) In general.
(2) Substantial services or costs.
(i) In general.
(ii) Exception.
(iii) Expenditures taken into account.
(3) Passthrough entities.
(4) Cross reference.
(C) Mineral production payments.
(iv) Examples.
(4) Items of personal service income spe-

cifically excluded.
(i) In general.
(ii) Example.
(5) Income from section 481 adjustments.
(i) In general.
(ii) Positive section 481 adjustments.
(iii) Ratable portion.
(6) Gross income from certain oil or gas

properties. [Reserved]
(i) In general. [Reserved]
(ii) Gross and net passive income from the

properties. [Reserved]
(iii) Property. [Reserved]
(iv) Examples.
(7) Other items specifically excluded.
(d) Passive activity deductions.
(1) In general.
(2) Exceptions.
(3) Interest expense.
(4) Clearly and directly allocable expenses.
(5) Treatment of loss from disposition.
(i) In general.

(ii) Disposition of property used in more
than one activity in 12-month period pre-
ceding disposition.

(iii) Other applicable rules.
(A) Applicability or rules in paragraph

(c)(2).
(B) Dispositions of partnership interest and

S corporation stock.
(6) Coordination with other limitations on

deductions that apply before section 469.
(i) In general.
(ii) Proration of deductions disallowed

under basis limitations.
(A) Deductions disallowed under section

704(d).
(B) Deductions disallowed under section

1366(d).
(iii) Proration of deductions disallowed

under at-risk limitations.
(iv) Coordination of basis and at-risk limi-

tations.
(v) Separately identified items of deduc-

tion and loss.
(7) Deductions from section 481 adjust-

ment.
(i) In general.
(ii) Negative section 481 adjustment.
(iii) Ratable portion.
(8) Taxable year in which item arises.
(e) Special rules for partners and S cor-

poration shareholders.
(1) In general.
(2) Payments under sections 707(a), 707(c),

and 736(b).
(i) Section 707(a).
(ii) Section 707(c).
(iii) Payments in liquidation of a partner’s

interest in partnership property.
(A) In general.
(B) Payments in liquidation of a partner’s

interest of a partnership property.
(3) Sale or exchange of interest in pass-

through entity.
(i) Application of this paragraph (e)(3).
(ii) General rule.
(A) Allocation among activities.
(B) Ratable portions.
(1) Disposition on which gain is recognized.
(2) Disposition on which loss is recognized.
(C) Default rule.
(D) Special rules.
(1) Applicable valuation date.
(i) In general.
(ii) Exception.
(2) Basis adjustment.
(3) Tiered passthrough entities.
(E) Meaning of certain terms.
(iii) Treatment of gain allocated to certain

passive activities as not from a passive ac-
tivity.

(iv) Dispositions occurring in taxable years
beginning before February 19, 1988.

(A) In general.
(B) Exceptions.
(v) Treatment of portfolio assets.
(vi) Definitions.
(vii) Examples.
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(f) Recharacterization of passive income in
certain situations.

(1) In general.
(2) Special rule for significant participa-

tion.
(i) In general.
(ii) Significant participation passive activ-

ity.
(iii) Example.
(3) Rental of nondepreciable property.
(4) Net interest income from passive eq-

uity-financed lending activity.
(i) In general.
(ii) Equity-financed lending activity.
(A) In general.
(B) Certain liabilities not taken into ac-

count.
(iii) Equity-financed interest income.
(iv) Net interest income.
(v) Interest-bearing assets.
(vi) Liabilities incurred in the activity.
(vii) Average outstanding balance.
(viii) Example.
(5) Net income from certain property

rented incidental to development activity.
(i) In general. [Reserved]
(ii) Commencement of use. [Reserved]
(iii) Services performed for the purpose of

enhancing the value of property. [Reserved]
(iv) Examples. [Reserved]
(6) Property rented to a nonpassive activ-

ity.
(7) Special rules applicable to the acquisi-

tion of an interest of a passthrough entity
engaged in the trade or business of licensing
intangible property.

(i) In general.
(ii) Royalty income from property.
(iii) Exceptions.
(iv) Capital expenditures.
(v) Example.
(8) Limitation on recharacterized income.
(9) Meaning of certain terms.
(10) Coordination with section 163(d).
(11) Effective date.

§ 1.469–3 Passive activity credit.

(a)–(d) [Reserved]
(e) Coordination with section 38(b).
(f) Coordination with section 50.
(g) [Reserved]

§ 1.469–3T Passive activity credit (temporary).

(a) Computation of passive activity credit.
(b) Credits subject to section 469.
(1) In general.
(2) Treatment of credits attributed to

qualified progress expenditures.
(3) Special rule for partners and S corpora-

tions shareholders.
(4) Exception for pre-1987 credits.
(c) Taxable year to which credit is attrib-

utable.
(d) Regular tax liability allocable to pas-

sive activities.
(1) In general.

(2) Regular tax liability.
(e) Coordination with section 38(b). [Re-

served]
(f) Coordination with section 47. [Reserved]
(g) Examples.

§ 1.469–4 Definition of activity.

(a) Scope and purpose.
(b) Definitions.
(1) Trade or business activities.
(2) Rental activities.
(c) General rules for grouping activities.
(1) Appropriate economic unit.
(2) Facts and circumstances test.
(3) Examples.
(d) Limitation on grouping certain activi-

ties.
(1) Grouping rental activities with other

trade or business activities.
(i) Rule.
(ii) Examples.
(2) Grouping real property rentals and per-

sonal property rentals prohibited.
(3) Certain activities of limited partners

and limited entrepreneurs.
(i) In general.
(ii) Example.
(4) Other activities identified by the Com-

missioner.
(5) Activities conducted through section

469 entities.
(i) In general.
(ii) Cross reference.
(e) Disclosure and consistency require-

ments.
(1) Original groupings.
(2) Regroupings.
(f) Grouping by Commissioner to prevent

tax avoidance.
(1) Rule.
(2) Example.
(g) Treatment of partial dispositions.
(h) Rules for grouping rental real estate

activities for taxpayers qualifying under sec-
tion 469(c)(7).

§ 1.469–5 Material participation.

(a)–(e) [Reserved]
(f) Participation.
(1) In general.
(f)(2)–(h)(2) [Reserved]
(3) Coordination with rules governing the

treatment of passthroughs entities.
(i) [Reserved]
(j) Material participation for preceding

taxable years.
(1) In general.
(2) Material participation test for taxable

years beginning before January 1, 1987
(k) Examples (1)–(4). [Reserved]
(k) Example (5).
(k) Examples (6)–(8). [Reserved]

§ 1.469–5T Material participation (temporary).

(a) In general.
(b) Facts and circumstances.
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(1) In general. [Reserved]
(2) Certain participation insufficient to

constitute material participation under this
paragraph (b).

(i) Participation satisfying standards not
contained in section 469.

(ii) Certain management activities.
(iii) Participation less than 100 hours.
(c) Significant participation activity.
(1) In general.
(2) Significant participation.
(d) Personal service activity.
(e) Treatment of limited partners.
(1) General rule.
(2) Exceptions.
(3) Limited partnership interest.
(i) In general.
(ii) Limited partner holding general part-

ner interest.
(f) Participation. [Reserved]
(1) In general. [Reserved]
(2) Exceptions.
(i) Certain work not customarily done by

owners.
(ii) participation as an investor.
(A) In general.
(B) Work done in individual’s capacity as

an investor.
(3) Participation of spouses.
(4) Methods of proof.
(g) Material participation of trust and es-

tates. [Reserved]
(h) Miscellaneous rules.
(1) Participation of corporations.
(2) Treatment of certain retired farmers

and surviving spouses of retired or disabled
farmers.

(3) Coordination with rules governing the
treatment of passthroughs entities. [Re-
served]

(i) [Reserved]
(j) Material participation for preceding

taxable years. [Reserved]
(1) In general. [Reserved]
(2) Material participation for taxable years

beginning before January 1, 1987. [Reserved]
(k) Examples.

§ 1.469–6 Treatment of losses upon certain
dispositions. [Reserved]

§ 1.469–7 Treatment of self-charged items of
income and expense. [Reserved]

§ 1.469–8 Application of section 469 to trust,
estates, and their beneficiaries. [Reserved]

§ 1.469–9 Rules for certain rental real estate
activities.

(a) Scope and purpose.
(b) Definitions.
(1) Trade or business.
(2) Real property trade or business.
(3) Rental real estate.
(4) Personal services.
(5) Material participation.
(6) Qualifying taxpayer.

(c) Requirements for qualifying taxpayers.
(1) In general.
(2) Closely held C corporations.
(3) Requirement of material participation

in the real property trades or businesses.
(4) Treatment of spouses.
(5) Employees in real property trades or

businesses.
(d) General rule for determining real prop-

erty trades or businesses.
(1) Facts and circumstances.
(2) Consistency requirement.
(e) Treatment of rental real estate activi-

ties of a qualifying taxpayer.
(1) In general.
(2) Treatment as a former passive activity.
(3) Grouping rental real estate activities

with other activities.
(i) In general.
(ii) Special rule for certain management

activities.
(4) Example.
(f) Limited partnership interests in rental

real estate activities.
(1) In general.
(2) De minimis exception.
(g) Election to treat all interests in rental

real estate as a single rental real estate ac-
tivity.

(1) In general.
(2) Certain changes not material.
(3) Filing a statement to make or revoke

the election.
(h) Interests in rental real estate held by

certain passthrough entities.
(1) General rule.
(2) Special rule if a qualifying taxpayer

holds a fifty-percent or greater interest in a
passthrough entity.

(3) Special rule for interests held in tiered
passthrough entities.

(i) [Reserved]
(j) $25,000 offset for rental real estate ac-

tivities of qualifying taxpayers.
(1) In general.
(2) Example.

§ 1.469–10 Application of section 469 to publicly
traded partnerships. [Reserved]

§ 1.469–11 Effective date and transition rules.

(a) Generally applicable effective dates.
(b) Additional effective dates.
(1) Application of 1992 amendments for tax-

able years beginning before October 4, 1994.
(2) Additional transition rule for 1992

amendments.
(3) Fresh starts under consistency rules.
(i) Regrouping when tax liability is first

determined under Project PS–1–89.
(ii) Regrouping when tax liability is first

determined under § 1.469–4.
(iii) Regrouping when taxpayer is first sub-

ject to section 469(c)(7).
(4) Certain investment credit property.
(c) Special rules.
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(1) Applicability of certain income re-
characterization rules.

(i) in general.
(ii) Property rented to a nonpassive activ-

ity.
(2) Qualified low-income housing projects.
(3) Effect of events occurring in years prior

to 1987.
(d) Examples.

[T.D. 8417, 57 FR 20748, May 15, 1992, as
amended by T.D. 8477, 58 FR 11538, Feb. 26,
1993; T.D. 8495, 58 FR 58787, Nov. 4, 1993; T.D.
8565, 59 FR 50487, Oct. 4, 1994; T.D. 8597, 60 FR
36684, July 18, 1995; T.D. 8645, 60 FR 66498,
Dec. 22, 1995]

§ 1.469–1 General rules.
(a)–(c)(7) [Reserved]
(c)(8) Consolidated groups. Rules relat-

ing to the application of section 469 to
consolidated groups are contained in
paragraph (h) of this section.

(c)(9)–(d)(1) [Reserved]
(d)(2) Coordination with sections 613A

(d) and 1211. A passive activity deduc-
tion that is not disallowed for the tax-
able year under section 469 and the reg-
ulations thereunder may nonetheless
be disallowed for the taxable year
under section 613A(d) or 1211. The fol-
lowing example illustrates the applica-
tion of this paragraph (d)(2):

Example. In 1993, an individual derives
$10,000 of ordinary income from passive ac-
tivity X, no gains from the sale or exchange
of capital assets or assets used in a trade or
business, $12,000 of capital loss from passive
activity Y, and no income, gain, deductions,
or losses from any other passive activity.
The capital loss from activity Y is a passive
activity deduction (within the meaning of
§ 1.469–2T(d)). Under section 469 and the regu-
lations thereunder, the taxpayer is allowed
$10,000 of the $12,000 passive activity deduc-
tion and has a $2,000 passive activity loss for
the taxable year. Since the $10,000 passive ac-
tivity deduction allowed under section 469 is
a capital loss, such deduction is allowable for
the taxable year only to the extent provided
under section 1211. Therefore, the taxpayer is
allowed $3,000 of the $10,000 capital loss under
section 1211 and has a $7,000 capital loss car-
ryover (within the meaning of section
1212(b)) to the succeeding taxable year.

(d)(3)–(e)(1) [Reserved]
(e)(2) Trade or business activities. Trade

or business activities are activities that
constitute trade or business activities
within the meaning of § 1.469–4(b)(1).

(e)(3)(i)–(e)(3)(ii) [Reserved]
(e)(3)(iii) Average period of customer

use—(A) In general. For purposes of this

paragraph (e)(3), the average period of
customer use for property held in con-
nection with an activity (the activity’s
average period of customer use) is the
sum of the average use factors for each
class of property held in connection
with the activity.

(B) Average use factor. The average
use factor for a class of property held
in connection with an activity is the
average period of customer use for that
class of property multiplied by the
fraction obtained by dividing—

(1) The activity’s gross rental income
attributable to that class of property;
by

(2) The activity’s gross rental in-
come.

(C) Average period of customer use for
class of property. In determining an ac-
tivity’s average period of customer use
for a taxable year, the average period
of customer use for a class of property
held in connection with an activity is
determined by dividing—

(1) The aggregate number of days in
all periods of customer use for property
in the class (taking into account only
periods that end during the taxable
year or that include the last day of the
taxable year); by

(2) The number of those periods of
customer use.

(D) Period of customer use. Each period
during which a customer has a contin-
uous or recurring right to use an item
of property held in connection with the
activity (without regard to whether
the customer uses the property for the
entire period or whether the right to
use the property is pursuant to a single
agreement or to renewals thereof) is
treated for purposes of this paragraph
(e)(3)(iii) as a separate period of cus-
tomer use. The duration of a period of
customer use that includes the last day
of a taxable year may be determined on
the basis of reasonable estimates.

(E) Class of property. Taxpayers may
organize property into classes for pur-
poses of this paragraph (e)(3)(iii) using
any method under which items of prop-
erty for which the amount of the daily
rent differs significantly are not in-
cluded in the same class.

(F) Gross rental income and daily rent.
In determining an activity’s average
period of customer use for a taxable
year—
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(1) The activity’s gross rental income
is the gross income from the activity
for the taxable year taking into ac-
count only income that is attributable
to amounts paid for the use of prop-
erty;

(2) The activity’s gross rental income
attributable to a class of property is
the gross income from the activity for
the taxable year taking into account
only income that is attributable to
amounts paid for the use of property in
that class; and

(3) The daily rent for items of prop-
erty may be determined on any basis
that reasonably reflects differences
during the taxable year in the amounts
ordinarily paid for one day’s use of
those items of property.

(e)(3)(iv)–(e)(3)(vi)(C) [Reserved]
(e)(3)(vi)(D) Lodging rented for conven-

ience of employer. The provision of lodg-
ing to an employee or to an employee’s
spouse or dependents is treated as inci-
dental to the activity (or activities) of
the taxpayer in which the employee
performs services if the lodging is fur-
nished for the taxpayer’s convenience
(within the meaning of section 119).

(E) Unadjusted basis. For purposes of
this paragraph (e)(3)(vi), the term
unadjusted basis means adjusted basis
determined without regard to any ad-
justment described in section 1016 that
decreases basis.

(e)(3)(vii)–(e)(4)(iii) [Reserved]
(e)(4)(iv) Definition of ‘‘working inter-

est.’’ For purposes of section 469 and
the regulations thereunder, the term
working interest means a working or op-
erating mineral interest in any tract or
parcel of land (within the meaning of
§ 1.612–4(a)).

(e)(4)(v)–(f)(3) [Reserved]
(f)(4) Carryover of disallowed deduc-

tions and credits—
(i) In general. In the case of an activ-

ity of a taxpayer with respect to which
any deductions or credits are dis-
allowed for a taxable year under § 1.469–
1T (f)(2) or (f)(3) (the loss activity)—

(A) The disallowed deductions or
credits is allocated among the tax-
payer’s activities for the succeeding
taxable year in a manner that reason-
ably reflects the extent to which each
activity continues the loss activity;
and

(B) The disallowed deductions or
credits allocated to an activity under
paragraph (f)(4)(i)(A) of this section
shall be treated as deductions or cred-
its from the activity for the succeeding
taxable year.

(ii) Business continued through C cor-
porations or similar entities. If a tax-
payer continues part or all of a loss ac-
tivity through a C corporation or simi-
lar entity (C corporation entity), the
taxpayer’s interest in the C corpora-
tion entity shall be treated for pur-
poses of this paragraph (f)(4) as an in-
terest in a passive activity that con-
tinues that loss activity in whole or
part. An entity is similar to a C cor-
poration for this purpose if the owners
of interests in the entity derive only
portfolio income (within the meaning
of § 1.469–2T(c)(3)(i)) from the interests.

(iii) Examples. The following exam-
ples illustrate the application of this
paragraph (f)(4). In each example, the
taxpayer is an individual whose taxable
year is the calendar year.

Example 1. (i) The taxpayer owns interests
in a convenience store and an apartment
building. In each taxable year, the tax-
payer’s interests in the convenience store
and the apartment building are treated
under § 1.469–4 as interests in two separate
passive activities of the taxpayer. A $5,000
loss from the convenience-store activity and
a $3,000 loss from the apartment-building ac-
tivity are disallowed under § 1.469–1T(f)(2) for
1993. Under § 1.469–1T(f)(2), the $5,000 loss
from the convenience-store activity is allo-
cated among the passive activity deductions
from that activity for 1993, and the $3,000 loss
from the apartment-building activity is
treated similarly.

(ii) In 1994, the convenience store is contin-
ued in a single activity, and the section 469
activities that constituted the apartment
building is similarly continued in a separate
activity. Thus, the disallowed deductions
from the convenience-store activity for 1993
must be allocated under paragraph
(f)(4)(i)(A) of this section to the taxpayer’s
convenience-store activity in 1994. Similarly,
the disallowed deductions from the apart-
ment-building activity for 1993 must be allo-
cated to the taxpayer’s apartment-building
activity in 1994. Under paragraph (f)(4)(i)(B)
of this section, the disallowed deductions al-
located to the convenience-store activity in
1994 are treated as deductions from that ac-
tivity for 1994, and the disallowed deductions
allocated to the apartment-building activity
for 1994 are treated as deductions from the
apartment-building activity for 1994.
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Example 2. (i) In 1993, the taxpayer acquires
a restaurant and a catering business. Assume
that in 1993 and 1994 the restaurant and the
catering business are treated under § 1.469–4
as an interest in a single passive activity of
the taxpayer (the restaurant and catering
activity). A $10,000 loss from the activity is
disallowed under § 1.469–1T(f)(2) for 1994. As-
sume that in 1995, the taxpayer’s interests in
the restaurant and the catering business are
treated under § 1.469–4 as interests in two sep-
arate passive activities of the taxpayer.

(ii) Under § 1.469–1T(f)(2), the $10,000 loss
from the restaurant and catering activity is
allocated among the passive activity deduc-
tions from that activity for 1994. In 1995, the
businesses that constituted the restaurant
and catering activity are continued, but are
treated as two separate activities under
§ 1.469–4. Thus, the disallowed deductions
from the restaurant and catering activity for
1994 must be allocated under paragraph
(f)(4)(i)(A) of this section between the res-
taurant activity and the catering activity in
1995 in a manner that reasonably reflects the
extent to which each of the activities con-
tinues the single restaurant and catering ac-
tivity. Under paragraph (f)(4)(i)(B) of this
section, the disallowed deductions allocated
to the restaurant activity in 1995 are treated
as deductions from the restaurant activity
for 1995, and the disallowed deductions allo-
cated to the catering activity in 1995 are
treated as deductions from the catering ac-
tivity for 1995.

Example 3. (i) In 1993, the taxpayer acquires
a restaurant and a catering business. Assume
that in 1993 and 1994 the restaurant and the
catering business are treated under§ 1.469–4
as an interest in a single passive activity of
the taxpayer (the restaurant and catering
activity). A $10,000 loss from the activity is
disallowed under § 1.469–1T(f)(2) for 1994. As-
sume that in 1995, the taxpayer’s interests in
the restaurant and the catering business are
treated under § 1.469–4 as interestes in two
separate passive activities of the taxpayer.
In addition, a $20,000 loss from the activity
was disallowed under § 1.469–1T(f)(2) for 1993,
and the gross income and deductions (includ-
ing deductions that were disallowed for 1993
under § 1.469–1T(f)(2)) from the restaurant
and catering business for 1993 and 1994 are as
follows:

Restaurant Catering
business

1993:
Gross income ......................... $20,000 $60,000
Deductions ............................. 40,000 60,000

Net income (loss) ........... (20,000) ....................
1994:

Gross income ......................... 40,000 50,000
Deductions ............................. 1 30,000 2 70,000

Restaurant Catering
business

Net income (loss) ........... 10,000 (20,000)

1 Includes $8,000 of deductions that were disallowed for
1993 ($20,000 x $40,000/$100,000).

2 Includes $12,000 of deductions that were disallowed for
1993 ($20,000 x $60,000/$100,000).

(ii) Under paragraph (f)(4)(i)(A) of this sec-
tion, the disallowed deductions from the res-
taurant and catering activity must be allo-
cated among the taxpayer’s activities for the
succeeding year in a manner that reasonably
reflects the extent to which those activities
continue the restaurant and catering activ-
ity. The remainder of this example describes
a number of allocation methods that will or-
dinarily satisfy the requirement of para-
graph (f)(4)(i)(A) of this section. The descrip-
tion of specific allocation methods in this
example does not preclude the use of other
reasonable allocation methods for purposes
of paragraph (f)(4)(i)(A) of this section.

(iii) Ordinarily, an allocation of disallowed
deductions from the restaurant to the res-
taurant activity and disallowed deductions
from the catering business to the catering
activity would satisfy the requirement of
paragraph (f)(4)(i)(A) of this section. Under
§ 1.469–1T (f)(2)(ii), a ratable portion of each
deduction from the restaurant and catering
activity is disallowed for 1994. Thus, $3,000 of
the 1994 deductions from the restaurant are
disallowed ($10,000 x $30,000/$100,000), and
$7,000 of the 1994 deductions from the cater-
ing business are disallowed ($10,000 x $70,000/
$100,000). Thus, the taxpayer can ordinarily
treat $3,000 of the disallowed deductions as
deductions from the restaurant activity for
1995, and $7,000 of the disallowed deductions
as deductions from the catering activity for
1995.

(iv) Ordinarily, an allocation of disallowed
deductions between the restaurant activity
and catering activity in proportion to the
losses from the restaurant and from the ca-
tering business for 1994 would also satisfy
the requirement of paragraph (f)(4)(i)(A) of
this section. If the restaurant and the cater-
ing business had been treated as separate ac-
tivities in 1994, the restaurant activity would
have had net income of $10,000 and the cater-
ing activity would have had a $20,000 loss.
Thus, the taxpayer can ordinarily treat all
$10,000 of disallowed deductions as deduc-
tions from the catering activity for 1995.

(v) Ordinarily, an allocation of disallowed
deductions between the restaurant activity
and catering activity in proportion to the
losses from the restaurant and from the ca-
tering business for 1994 (determined as if the
restaurant and the catering business had
been separate activities for all taxable years)
would also satisfy the requirement of para-
graph (f)(4)(i)(A) of this section. If the res-
taurant and the catering business had been
treated as separate activities for all taxable
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years, the entire $20,000 loss from the res-
taurant in 1993 would have been allocated to
the restaurant activity in 1994, and the gross
income and deductions from the separate ac-
tivities for 1994 would be as follows:

Restaurant Catering
business

Gross income ............................ $40,000 $50,000
Deductions ................................. 42,000 58,000

Net income (loss) ........... (2,000) (8,000)

Thus, the taxpayer can ordinarily treat
$2,000 of the disallowed deductions as deduc-
tions from the restaurant activity for 1995,
and $8,000 of the disallowed deductions as de-
ductions from the catering activity for 1995.

Example 4. (i) The taxpayer is a partner in
a law partnership that acquires a building in
December 1993 for use in the partnership’s
law practice. In taxable year 1993, four floors
that are not needed in the law practice are
leased to tenants; in taxable year 1994, two
floors are leased to tenants; in taxable years
after 1994, only one floor is leased to tenants
and the rental operations are insubstantial.
Assume that under § 1.469–4, the law practice
and the rental property are treated as a
trade or business activity and a separate
rental activity for taxable years 1993 and
1994. Assume further that the law practice
and the rental operations are a single trade
or business activity for taxable years after
1994 under § 1.469–4. The trade or business ac-
tivity is not a passive activity of the tax-
payer. The rental activity, however, is a pas-
sive activity. Under § 1.469–T(f)(2), a $12,000
loss from the rental activity is disallowed for
1993 and a $9,000 loss from the rental activity
is disallowed for 1994.

(ii) Under § 1.469–1T(f)(2), the $12,000 loss
from the rental activity for 1993 is allocated
among the passive activity deductions from
that activity for 1993. In 1994, the business of
the rental activity is continued in two sepa-
rate activities. Only two floors of the build-
ing remain in the rental activity, and the
other two floors (i.e., the floors that were
leased to tenants in 1993, but not in 1994) are
used in the taxpayer’s law-practice activity.
Thus, the disallowed deductions from the
rental activity for 1993 must be allocated
under paragraph (f)(4)(i)(A) of this section
between the rental activity and the law-
practice activity in a manner that reason-
ably reflects the extent to which each of the
activities continues business on the four
floors that were leased to tenants in 1993. In
these circumstances, the requirement of
paragraph (f)(4)(i)(A) of this section would
ordinarily be satisfied by any of the alloca-
tion methods illustrated in Example 3 or by
an allocation of 50 percent of the disallowed
deductions to each activity. Under paragraph
(f)(4)(i)(B) of this section, the disallowed de-
ductions allocated to the rental activity in

1994 are treated as deductions from the rent-
al activity for 1994, and the disallowed deduc-
tions ($6,000) allocated to the law-practice
activity in 1994 are treated as deductions
from the law-practice activity for 1994.

(iii) Under § 1.469–1T(f)(2), the $9,000 loss
from the rental activity for 1994 is allocated
among the passive activity deductions from
that activity for 1994. In 1995, the rental ac-
tivity is continued in the taxpayer’s law-
practice activity. Thus, the disallowed de-
ductions from the rental activity for 1994
must be allocated under paragraph (f)(4)(ii)
of this section to the taxpayer’s law-practice
activity in 1995. Under paragraph (f)(4)(i)(B)
of this section, the disallowed deductions al-
located to the law-practice activity are
treated as deductions from the law-practice
activity for 1995.

(iv) Rules relating to former passive activi-
ties will be contained in paragraph (k) of this
section. Under those rules, any disallowed
deductions from the rental activity that are
treated as deductions from the law-practice
activity will be treated as unused deductions
that are allocable to a former passive activ-
ity.

Example 5. (i) The taxpayer owns stock in a
corporation that is an S corporation for the
taxpayer’s 1993 taxable year and a C
coporation thereafter. The only activity of
the corporation is a rental activity. For 1993,
the taxpayer’s pro rata share of the corpora-
tion’s loss from the rental activity is $5,000,
and the entire loss is disallowed under
§ 1.469–1T(f)(2) of this section.

(ii) Under § 1.469–1T(f)(2), the taxpayer’s
$5,000 loss from the rental activity is allo-
cated among the taxpayer’s deductions from
that activity for 1993. In 1994, the rental ac-
tivity is continued through a C corporation,
and the taxpayer’s interest in the C corpora-
tion is treated under paragraph (f)(4)(ii) of
this section as a passive activity that con-
tinues the rental activity (the C corporation
activity) for purposes of allocating the pre-
viously disallowed loss. Thus, the disallowed
deductions from the rental activity for 1993
must be allocated under paragraph
(f)(4)(i)(A) of this section to the taxpayer’s C
corporation activity in 1994, and are treated
under paragraph (f)(4)(i)(B) of this section as
deductions from the C corporation activity
for 1994.

(iii) Treating the taxpayer’s interest in the
C corporation as an interest in a passive ac-
tivity that continues the business of the
rental activity does not change the char-
acter of the taxpayer’s dividend income from
the C corporation. Thus, the taxpayer’s divi-
dend income is portfolio income (within the
meaning of § 1.469–2T(c)(3)(i)) and is not in-
cluded in passive activity gross income. Ac-
cordingly, the taxpayer’s loss from the C cor-
poration activity for 1994 is $5,000.

Example 6. (i) The taxpayer owns stock in a
corporation that is an S corporation for the
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taxpayer’s 1993 taxable year and a C corpora-
tion thereafter. The only activity of the cor-
poration is a rental activity. For 1993, the
taxpayer’s pro rata share of the corpora-
tion’s loss from the rental activity is $5,000,
and the entire loss is disallowed under
§ 1.469–1T(f)(2). The taxpayer has $2,000 in in-
come from other passive activities for 1994,
and as a result, only 60% of the taxpayer’s
loss from the C corporation activity ($3,000)
is disallowed for 1994 under § 1.469–1T(f)(2).

(ii) Under § 1.469–1T(f)(2), the $3,000 dis-
allowed loss from the C corporation activity
is allocated among the passive activity de-
ductions from that activity for 1994. In ef-
fect, therefore, 60 percent of each disallowed
deduction from the rental activity for 1993 is
again disallowed for 1994.

(iii) Under paragraph (f)(4) of this section,
the taxpayer’s interest in the C corporation
is treated as a loss activity and as an inter-
est in a passive activity that continues the
business of that loss activity for 1995. Thus,
the disallowed deductions from the C cor-
poration activity for 1994 must be allocated
under paragraph (f)(4)(i)(A) of this section to
the taxpayer’s C corporation activity in 1995,
and are treated under paragraph (f)(4)(i)(B)
of this section as deductions from that activ-
ity for 1995.

(g)(1)–(g)(4)(ii)(B) [Reserved]
(g)(4)(ii)(C) Portfolio income (within

the meaning of § 1.469–2T(c)(3)(i)), in-
cluding any gross income that is treat-
ed as portfolio income under any other
provision of the regulations (See, e.g.,
§ 1.469–2(c)(2)(iii)(F) (relating to gain
from the disposition of substantially
appreciated property formerly held for
investment) and § 1.469–2(f)(10) (relating
to certain recharacterized passive ac-
tivity gross income))

(5) [Reserved]
(h)(1) In general. This paragraph (h)

provides rules for applying section 469
in computing a consolidated group’s
consolidated taxable income and con-
solidated tax liability (and the sepa-
rate taxable income and tax liability of
each member).

(2) Definitions. The definitions and
nomenclature in the regulations under
section 1502 apply for purposes of this
paragraph (h). See, e.g., §§ 1.1502–1 (defi-
nitions of group, consolidated group,
member, subsidiary, and consolidated
return year), 1.1502–2 (consolidated tax
liability), 1.1502–11 (consolidated tax-
able income), 1.1502–12 (separate tax-
able income), 1.1502–13 (intercompany
transactions), 1.1502–21T (net operating
losses (temporary)), and 1.1502–22T

(consolidated net capital gain and loss
(temporary)).

(3) [Reserved]
(4) Status and participation of mem-

bers—(i) Determination by reference to
status and participation of group. For
purposes of section 469 and the regula-
tions thereunder—

(A) Each member of a consolidated
group shall be treated as a closely held
corporation or personal service cor-
poration, respectively, for the taxable
year, if and only if the consolidated
group is treated (under the rules of
paragraph (h)(4)(ii) of this section) as a
closely held corporation or personal
service corporation for that year; and

(B) The determination of whether a
trade or business activity (within the
meaning of paragraph (e)(2) of this sec-
tion) conducted by one or more mem-
bers of a consolidated group is a pas-
sive activity of the members is made
by reference to the consolidated
group’s participation in the activity.

(ii) Determination of status and partici-
pation of consolidated group. For pur-
poses of determining under § 1.469–
1T(g)(2) whether a consolidated group
is treated as a closely held corporation
or a personal service corporation, and
determining under § 1.469–1T(g)(3)
whether the consolidated group materi-
ally or significantly participates in any
activity conducted by one or more
members of the group—

(A) The members of the consolidated
group shall be treated as one corpora-
tion;

(B) Only the outstanding stock of the
common parent shall be treated as out-
standing stock of the corporation;

(C) An employee of any member of
the group shall be treated as an em-
ployee of the corporation; and

(D) An activity is treated as the prin-
cipal activity of the corporation if and
only if it is the principal activity
(within the meaning of § 1.441–4T(f)) of
the consolidated group.

(5) [Reserved]
(6) Intercompany transactions—(i) In

general. Section 1.1502–13 applies to de-
termine the treatment under section
469 of intercompany items and cor-
responding items from intercompany
transactions between members of a
consolidated group. For example, the
matching rule of § 1.1502–13(c) treats

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00306 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



311

Internal Revenue Service, Treasury § 1.469–1T

the selling member (S) and the buying
member (B) as divisions of a single cor-
poration for purposes of determining
whether S’s intercompany items and
B’s corresponding items are from a pas-
sive activity. Thus, for purposes of ap-
plying § 1.469–2(c)(2)(iii) and § 1.469–
2T(d)(5)(ii) to property sold by S to B in
an intercompany transaction—

(A) S and B are treated as divisions
of a single corporation for determining
the uses of the property during the 12-
month period preceding its disposition
to a nonmember, and generally have an
aggregate holding period for the prop-
erty; and

(B) § 1.469–2(c)(2)(iv) does not apply.
(ii) Example. The following example

illustrates the application of this para-
graph (h)(6).

Example. (i) P, a closely held corporation,
is the common parent of the P consolidated
group. P owns all of the stock of S and B. X
is a person unrelated to any member of the
P group. S owns and operates equipment
that is not used in a passive activity. On
January 1 of Year 1, S sells the equipment to
B at a gain. B uses the equipment in a pas-
sive activity and does not dispose of the
equipment before it has been fully depre-
ciated.

(ii) Under the matching rule of § 1.1502–
13(c), S’s gain taken into account as a result
of B’s depreciation is treated as gain from a
passive activity even though S used the
equipment in a nonpassive activity.

(iii) The facts are the same as in paragraph
(a) of this Example, except that B sells the
equipment to X on December 1 of Year 3 at
a further gain. Assume that if S and B were
divisions of a single corporation, gain from
the sale to X would be passive income attrib-
utable to a passive activity. To the extent of
B’s depreciation before the sale, the results
are the same as in paragraph (ii) of this Ex-
ample. B’s gain and S’s remaining gain taken
into account as a result of B’s sale are treat-
ed as attributable to a passive activity.

(iv) The facts are the same as in paragraph
(iii) of this Example, except that B recog-
nizes a loss on the sale to X. B’s loss and S’s
gain taken into account as a result of B’s
sale are treated as attributable to a passive
activity.

(iii) Effective dates. This paragraph
(h)(6) applies with respect to trans-
actions occurring in years beginning on
or after July 12, 1995. For transactions
occurring in years beginning before
July 12, 1995, see § 1.469–1T(h)(6) (as con-
tained in the 26 CFR part 1 edition re-
vised as of April 1, 1995).

(h)(7)–(k) [Reserved]

[T.D. 8417, 57 FR 20750, May 15, 1992; 57 FR
28612, June 26, 1992, as amended by T.D. 8417,
59 FR 45623, Sept. 2, 1994; T.D. 8597, 60 FR
36684, July 18, 1995; T.D. 8677, 61 FR 33322,
June 27, 1996]

§ 1.469–1T General rules (temporary).

(a) Passive activity loss and credit dis-
allowed—(1) In general. Except as other-
wise provided in paragraph (a)(2) of this
section—

(i) The passive activity loss for the
taxable year shall not be allowed as a
deduction; and

(ii) The passive activity credit for the
taxable year shall not be allowed.

(2) Exceptions. Paragraph (a)(1) of this
section shall not apply to the passive
activity loss or the passive activity
credit for the taxable year to the ex-
tent provided in—

(i) Section 469(i) and the rules to be
contained in § 1.469–9T (relating to
losses and credits attributable to cer-
tain rental real estate activities); and

(ii) Section 1.469–11T (relating to
losses and credits attributable to cer-
tain pre-enactment interests in activi-
ties).

(b) Taxpayers to whom these rules
apply. The rules of section 469 and the
regulations thereunder generally apply
to—

(1) Individuals;
(2) Trusts (other than trusts (or por-

tions of trusts) described in section
671);

(3) Estates;
(4) Personal service corporations

(within the meaning of paragraph
(g)(2)(i) of this section); and

(5) Closely held corporations (within
the meaning of paragraph (g)(2)(ii) of
this section).

(c) Cross references—(1) Definition of
‘‘passive activity.’’ Rules relating to the
definition of the term ‘‘passive activ-
ity’’ are contained in paragraph (e) of
this section.

(2) Passive activity loss. Rules relating
to the computation of the passive ac-
tivity loss for the taxable year are con-
tained in § 1.469–2T.

(3) Passive activity credit. Rules relat-
ing to the computation of the passive
activity credit for the taxable year are
contained in § 1.469–3T.
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(4) Effect of rules for other purposes.
Rules relating to the effect of section
469 and the regulations thereunder for
other purposes under the Code are con-
tained in paragraph (d) of this section.

(5) Special rule for oil and gas working
interests. Rules relating to the treat-
ment of losses and credits from certain
interests in oil and gas wells are con-
tained in paragraph (e)(4) of this sec-
tion

(6) Treatment of disallowed losses and
credits. Paragraph (f) of this section
contains rules relating to—

(i) The treatment of deductions from
passive activities in taxable years in
which the passive activity loss is dis-
allowed in whole or in part under para-
graph (a)(1)(i) of this section; and

(ii) The treatment of credits from
passive activities in taxable years in
which the passive activity credit is dis-
allowed in whole or in part under para-
graph (a)(1)(ii) of this section.

(7) Corporation subject to section 469.
Rules relating to the application of
section 469 and regulations thereunder
to C corporations are contained in
paragraph (g) of this section.

(8) [Reserved]
(9) Joint returns. Rules relating to the

application of section 469 and the regu-
lations thereunder to spouses filing a
joint return for the taxable year are
contained in paragraph (j) of this sec-
tion.

(10) Material participation. Rules de-
fining the term ‘‘material participa-
tion’’ are contained in § 1.469–5T.

(11) Effective date and transition rules.
Rules relating to the effective date of
section 469 and the regulations there-
under and transition rules applicable
to pre-enactment interests in activities
are contained in § 1.469–11T.

(12) Future regulations. (i) Rules relat-
ing to former passive activities and
changes in corporate status will be
contained in paragraph (k) of this sec-
tion.

(ii) Rules relating to the definition of
‘‘activity’’ will be contained in § 1.469–
4T.

(iii) Rules relating to the treatment
of deductions from activities that are
disposed of in certain transactions will
be contained in § 1.469–6T.

(iv) Rules relating to the treatment
of self-charged items of income and ex-
pense will be contained in § 1.469–7T.

(v) Rules relating to the application
of section 469 and the regulations
thereunder to trusts, estates, and their
beneficiaries will be contained in
§ 1.469–8T.

(vi) Rules relating to the treatment
of income, deductions, and credits from
certain rental real estate activities of
individuals and certain estates will be
contained in § 1.469–9T.

(vii) Rules relating to the application
of section 469 to publicly traded part-
nerships will be contained in § 1.469–
10T.

(d) Effect of section 469 and the regula-
tions thereunder for other purposes—(1)
Treatment of items of passive activity in-
come and gain. Neither the provisions of
section 469 (a)(1) and paragraph (a)(1) of
this section nor the characterization of
items of income or deduction as pas-
sive activity gross income (within the
meaning of § 1.469–2T (c)) or passive ac-
tivity deductions (within the meaning
of § 1.469–2T (d)) affects the treatment
of any item of income or gain under
any provision of the Internal Revenue
Code other than section 469. The fol-
lowing example illustrates the applica-
tion of this paragraph (d)(1):

Example. (i) In 1991, an individual’s only in-
come and loss from passive activities are a
$10,000 capital gain from passive activity ×
and a $12,000 ordinary loss from passive ac-
tivity Y. The taxpayer also has a $10,000 cap-
ital loss that is not derived from a passive
activity.

(ii) Under § 1.469–2T (b), the taxpayer has a
$2,000 passive activity loss for the taxable
year. The only effect of section 469 and the
regulations thereunder is to disallow a de-
duction for the taxpayer’s $2,000 passive ac-
tivity loss for the taxable year. Thus, the
taxpayer’s capital loss for the taxable year is
allowed because the $10,000 capital gain from
passive activity × is taken into account
under section 1211 (b) in computing the tax-
payer’s allowable capital loss for the year.

(2) Coordination with sections 613A(d)
and 1211. [Reserved] See § 1.469–1(d)(2)
for rules relating to this paragraph.

(3) Treatment of passive activity losses.
Except as otherwise provided by regu-
lations, a deduction that is disallowed
for a taxable year under section 469 and
the regulations thereunder is not taken
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into account as a deduction that is al-
lowed for the taxable year in com-
puting the amount subject to any tax
imposed by subtitle A of the Internal
Revenue Code. The following example
illustrates the application of this para-
graph (d)(3):

Example. An individual has a $5,000 passive
activity loss for a taxable year, all of which
is disallowed under paragraph (a)(1) of this
section. All of the disallowed loss is allo-
cated under paragraph (f) of this section to
activities that are trades or businesses
(within the meaning of section 1402(c)). Such
loss is not taken into account for the taxable
year in computing the taxpayer’s taxable in-
come subject to tax under section 1. In addi-
tion, under this paragraph (d)(3), such loss is
not taken into account for the taxable year
in computing the taxpayer’s net earnings
from self-employment subject to tax under
section 1401.

(e) Definition of ‘‘passive activity’’—(1)
In general. Except as otherwise pro-
vided in this paragraph (e), an activity
is a passive activity of the taxpayer for
a taxable year if and only if the activ-
ity—

(i) Is a trade or business activity
(within the meaning of paragraph (e)(2)
of this section) in which the taxpayer
does not materially participate for
such taxable year; or

(ii) Is a rental activity (within the
meaning of paragraph (e)(3) of this sec-
tion), without regard to whether or to
what extent the taxpayer participates
in such activity.

(2) Trade or business activity. [Re-
served] See § 1.469–1(e)(2) for rules relat-
ing to this paragraph.

(3) Rental activity—(i) In general. Ex-
cept as otherwise provided in this para-
graph (e)(3), an activity is a rental ac-
tivity for a taxable year if—

(A) During such taxable year, tan-
gible property held in connection with
the activity is used by customers or
held for use by customers; and

(B) The gross income attributable to
the conduct of the activity during such
taxable year represents (or, in the case
of an activity in which property is held
for use by customers, the expected
gross income from the conduct of the
activity will represent) amounts paid
or to be paid principally for the use of
such tangible property (without regard
to whether the use of the property by
customers is pursuant to a lease or

pursuant to a service contract or other
arrangement that is not denominated a
lease).

(ii) Exceptions. For purposes of this
paragraph (e)(3), an activity involving
the use of tangible property is not a
rental activity for a taxable year if for
such taxable year—

(A) The average period of customer
use for such property is seven days or
less;

(B) The average period of customer
use for such property is 30 days or less,
and significant personal services (with-
in the meaning of paragraph (e)(3)(iv)
of this section) are provided by or on
behalf of the owner of the property in
connection with making the property
available for use by customers;

(C) Extraordinary personal services
(within the meaning of paragraph
(e)(3)(v) of this section) are provided by
or on behalf of the owner of the prop-
erty in connection with making such
property available for use by customers
(without regard to the average period
of customer use);

(D) The rental of such property is
treated as incidental to a nonrental ac-
tivity of the taxpayer under paragraph
(e)(3)(vi) of this section;

(E) The taxpayer customarily makes
the property available during defined
business hours for nonexclusive use by
various customers; or

(F) The provision of the property for
use in an activity conducted by a part-
nership, S corporation, or joint venture
in which the taxpayer owns an interest
is not a rental activity under para-
graph (e)(3)(vii) of this section.

(iii) Average period of customer use.
[Reserved] See § 1.469–1(e)(3)(iii) for
rules relating to this paragraph.

(iv) Significant personal services—(A)
In general. For purposes of paragraph
(e)(3)(ii)(B) of this section, personal
services include only services per-
formed by individuals, and do not in-
clude excluded services (within the
meaning of paragraph (e)(3)(iv)(B) of
this section). In determining whether
personal services provided in connec-
tion with making property available
for use by customers are significant,
all of the relevant facts and cir-
cumstances shall be taken into ac-
count. Relevant facts and cir-
cumstances include the frequency with
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which such services are provided, the
type and amount of labor required to
perform such services, and the value of
such services relative to the amount
charged for the use of the property.

(B) Excluded services. For purposes of
paragraph (e)(3)(iv)(A) of this section,
the term ‘‘excluded services’’ means,
with respect to any property made
available for use by customers—

(1) Services necessary to permit the
lawful use of the property;

(2) Services performed in connection
with the construction of improvements
to the property, or in connection with
the performance of repairs that extend
the property’s useful life for a period
substantially longer than the average
period for which such property is used
by customers; and

(3) Services, provided in connection
with the use of any improved real prop-
erty, that are similar to those com-
monly provided in connection with
long-term rentals of high-grade com-
mercial or residential real property
(e.g., cleaning and maintenance of
common areas, routine repairs, trash
collection, elevator service, and secu-
rity at entrances or perimeters).

(v) Extraordinary personal services. For
purposes of paragraph (e)(3)(ii)(C) of
this section, extraordinary personal
services are provided in connection
with making property available for use
by customers only if the services pro-
vided in connection with the use of the
property are performed by individuals,
and the use by customers of the prop-
erty is incidental to their receipt of
such services. For example, the use by
patients of a hospital’s boarding facili-
ties generally is incidental to their re-
ceipt of the personal services provided
by the hospital’s medical and nursing
staff. Similarly, the use by students of
a boarding school’s dormitories gen-
erally is incidental to their receipt of
the personal services provided by the
school’s teaching staff.

(vi) Rental of property incidental to a
nonrental activity of the taxpayer—(A) In
general. For purposes of paragraph
(e)(3)(ii)(D) of this section, the rental
of property shall be treated as inci-
dental to a nonrental activity of the
taxpayer only to the extent provided in
this paragraph (e)(3)(vi).

(B) Property held for investment. The
rental of property during a taxable
year shall be treated as incidental to
an activity of holding such property for
investment if and only if—

(1) The principal purpose for holding
the property during such taxable year
is to realize gain from the appreciation
of the property (without regard to
whether it is expected that such gain
will be realized from the sale or ex-
change of the property in its current
state of development); and

(2) The gross rental income from the
property for such taxable year is less
than two percent of the lesser of—

(i) The unadjusted basis of such prop-
erty; and

(ii) The fair market value of such
property.

(C) Property used in a trade or business.
The rental of property during a taxable
year shall be treated as incidental to a
trade or business activity (within the
meaning of paragraph (e)(2) of this sec-
tion) if and only if—

(1) The taxpayer owns an interest in
such trade or business activity during
the taxable year;

(2) The property was predominantly
used in such trade or business activity
during the taxable year or during at
least two of the five taxable years that
immediately precede the taxable year;
and

(3) The gross rental income from such
property for the taxable year is less
than two percent of the lesser of—

(i) The unadjusted basis of such prop-
erty; and

(ii) The fair market value of such
property.

(D) Lodging for convenience of em-
ployer. [Reserved] See § 1.469–
1(e)(3)(vi)(D) for rules relating to this
paragraph.

(E) Unadjusted basis. [Reserved] See
§ 1.469–1(e)(3)(vi)(E) for rules relating to
this paragraph.

(vii) Property made available for use in
a nonrental activity conducted by a part-
nership, S corporation, or joint venture in
which the taxpayer owns an interest. If
the taxpayer owns an interest in a
partnership, S corporation, or joint
venture conducting an activity other
than a rental activity, and the tax-
payer provides property for use in the
activity in the taxpayer’s capacity as
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an owner of an interest in such part-
nership, S corporation, or joint ven-
ture, the provision of such property is
not a rental activity. Thus, if a partner
contributes the use of property to a
partnership, none of the partner’s dis-
tributive share of partnership income
is income from a rental activity unless
the partnership is engaged in a rental
activity. In addition, a partner’s gross
income attributable to a payment de-
scribed in section 707(c) is not income
from a rental activity under any cir-
cumstances (see § 1.469–2T (e)(2)). The
determination of whether property
used in an activity is provided by the
taxpayer in the taxpayer’s capacity as
an owner of an interest in a partner-
ship, S corporation, or joint venture
shall be made on the basis of all of the
facts and circumstances.

(viii) Examples. The following exam-
ples illustrate the application of this
paragraph (e)(3):

Example (1). The taxpayer is engaged in an
activity of leasing photocopying equipment.
The average period of customer use for the
equipment exceeds 30 days. Pursuant to the
lease agreements, skilled technicians em-
ployed by the taxpayer maintain the equip-
ment and service malfunctioning equipment
for no additional charge. Service calls occur
frequently (three times per week on average)
and require substantial labor. The value of
the maintenance and repair services (meas-
ured by the cost to the taxpayer of employ-
ees performing these services) exceeds 50 per-
cent of the amount charged for the use of the
equipment. Under these facts, services per-
formed by individuals are provided in con-
nection with the use of the photocopying
equipment, but the customers’ use of the
photocopying equipment is not incidental to
their receipt of the services. Therefore, ex-
traordinary personal services (within the
meaning of paragraph (e)(3)(v) of this sec-
tion) are not provided in connection with
making the photocopying equipment avail-
able for use by customers, and the activity is
a rental activity.

Example (2). The facts are the same as in
example (1), except that the average period
of customer use for the photocopying equip-
ment exceeds seven days but does not exceed
30 days. Under these facts, significant per-
sonal services (within the meaning of para-
graph (e)(3)(iv) of this section) are provided
in connection with making the photocopying
equipment available for use by customers
and, under paragraph (e)(3)(ii)(B) of this sec-
tion, the activity is not a rental activity.

Example (3). The taxpayer is engaged in an
activity of transporting goods for customers.

In conducting the activity, the taxpayer pro-
vides tractor-trailers to transport goods for
customers pursuant to arrangements under
which the tractor-trailers are selected by the
taxpayer, may be replaced at the sole option
of the taxpayer, and are operated and main-
tained by drivers and mechanics employed
by the taxpayer. The average period of cus-
tomer use for the tractor-trailers exceeds 30
days. Under these facts, the use of tractor-
trailers by the taxpayer’s customers is inci-
dental to their receipt of personal services
provided by the taxpayer. Accordingly, the
services performed in the activity are ex-
traordinary personal services (within the
meaning of paragraph (e)(3)(v) of this sec-
tion) and, under paragraph (e)(3)(ii)(C) of this
section, the activity is not a rental activity.

Example (4). The taxpayer is engaged in an
activity of owning and operating a residen-
tial apartment hotel. For the taxable year,
the average period of customer use for apart-
ments exceeds seven days but does not ex-
ceed 30 days. In addition to cleaning public
entrances, exists, stairways, and lobbies, and
collecting and removing trash, the taxpayer
provides a daily maid and linen service at no
additional charge. All of the services other
than maid and linen service are excluded
services (within the meaning of paragraph
(e)(3)(iv)(B) of this section), because such
services are similar to those commonly pro-
vided in connection with long-term rentals
of high-grade residential real property. The
value of the maid and linen services (meas-
ured by the cost to the taxpayer of employ-
ees performing such services) is less than 10
percent of the amount charged to tenants for
occupancy of apartments. Under these facts,
neither significant personal services (within
the meaning of paragraph (e)(3)(iv) of this
section) nor extraordinary personal services
(within the meaning of paragraph (e)(3)(v) of
this section) are provided in connection with
making apartments available for use by cus-
tomers. Accordingly, the activity is a rental
activity.

Example (5). The taxpayer owns 1,000 acres
of unimproved land with a fair market value
of $350,000 and an unadjusted basis of $210,000.
The taxpayer holds the land for the principal
purpose of realizing gain from appreciation.
In order to defray the cost of carrying the
land, the taxpayer leases the land to a ranch-
er, who uses the land to graze cattle and
pays rent of $4,000 per year. Thus, the gross
rental income from the land is less than two
percent of the lesser of the fair market value
and the unadjusted basis of the land (.02 ×
$210,000=$4,200). Accordingly, under para-
graph (e)(3)(ii)(D) of this section, the rental
of the land is not a rental activity because
the rental is treated under paragraph
(e)(3)(vi)(B) of this section as incidental to
an activity of holding the property for in-
vestment.
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Example (6). (i) A calendar year taxpayer
owns an interest in a farming activity which
is a trade or business activity (within the
meaning of paragraph (e)(2) of this section)
and owns farmland which was used in the
farming activity in 1985 and 1986. The fair
market value of the farmland is $350,000 and
its unadjusted basis is $210,000. In 1987, 1988,
and 1989, the taxpayer continues to own an
interest in the farming activity but does not
use the land in the activity. In 1987, the tax-
payer leases the land for $4,000 to a rancher,
who uses the land to graze cattle. In 1988, the
taxpayer leases the land for $10,000 to a film
production company, which uses the land to
film scenes for a movie. In 1989, the taxpayer
again leases the land for $4,000 to the ranch-
er.

(ii) For 1987 and 1989, the taxpayer owns an
interest in a trade or business activity, and
the farmland which the taxpayer leases to
the rancher was used in such activity for two
out of the five immediately preceding tax-
able years. In addition, the gross rental in-
come from the land ($4,000) is less than two
percent of the lesser of the fair market value
and the unadjusted basis of the land
(.02x$210,000=$4,200). Accordingly, the tax-
payer’s rental of the land is treated under
paragraph (e)(3)(vi)(C) of this section as inci-
dental to the taxpayer’s farming activity,
and is not a rental activity.

(iii) Because the taxpayer’s gross rental in-
come from the land for 1988 ($10,000) is not
less than two percent of the lesser of the fair
market value and the unadjusted basis of the
land, the requirement of paragraph
(e)(3)(vi)(C)(3) of this section is not met.
Therefore, the taxpayer’s rental of the land
in 1988 is not treated as incidental to the
taxpayer’s farming activity and is a rental
activity.

Example (7). (i) In 1988, the taxpayer ac-
quires vacant land for the purpose of con-
structing a shopping mall. Before com-
mencing construction, the taxpayer leases
the land under a one-year lease to an auto-
mobile dealer, who uses the land to park cars
held in its inventory. The taxpayer com-
mences construction of the shopping mall in
1989.

(ii) The taxpayer acquired the land for the
principal purpose of constructing the shop-
ping mall, not for the principal purpose of re-
alizing gain from the appreciation of the
property. Therefore, the rental of the prop-
erty in 1988 is not treated under paragraph
(e)(3)(vi)(B) of this section as incidental to
an activity of holding the property for in-
vestment.

(iii) The land has not been used in any tax-
able year in any trade or business of the tax-
payer. Therefore, the rental of the property
in 1988 is not treated under paragraph
(e)(3)(vi)(C) of this section as incidental to a
trade or business activity.

(iv) Since the rental of the land in 1988 is
not treated under paragraph (e)(3)(vi) of this
section as incidental to a nonrental activity
of the taxpayer, the rental of the land in 1988
is a rental activity. See § 1.469–2T(f)(3) for a
special rule relating to the treatment of
gross income from the rental of nondepre-
ciable property.

Example (8). The taxpayer makes farmland
available to a tenant farmer pursuant to an
arrangement designated a ‘‘crop-share
lease.’’ Under the arrangement, the tenant is
required to use the tenant’s best efforts to
farm the land and produce marketable crops.
The taxpayer is obligated to pay 50 percent
of the costs incurred in the activity (without
regard to whether any crops are successfully
produced or marketed), and is entitled to 50
percent of the crops produced (or 50 percent
of the proceeds from marketing the crops).
For purposes of paragraph (e)(3)(vii) of this
section, the taxpayer is treated as providing
the farmland for use in a farming activity
conducted by a joint venture in the tax-
payer’s capacity as an owner of an interest
in the joint venture. Accordingly, under
paragraph (e)(3)(ii)(F) of this section, the
taxpayer is not engaged in a rental activity,
without regard to whether the taxpayer per-
forms any services in the farming activity.

Example (9). The taxpayer owns a taxicab
which the taxpayer operates during the day
and leases to another driver for use at night
under a one-year lease. Under the terms of
the lease, the other driver is charged a fixed
rental for use of the taxicab. Assume that,
under the rules to be contained in § 1.469–4T,
the taxpayer is engaged in two separate ac-
tivities, an activity of operating the taxicab
and an activity of making the taxicab avail-
able for use by the other driver. Under these
facts, the period for which the other driver
uses the taxicab exceeds 30 days, and the tax-
payer does not provide extraordinary per-
sonal services in connection with making the
taxicab available to the other driver. Ac-
cordingly, the lease of the taxicab is a rental
activity.

Example (10). The taxpayer operates a golf
course. Some customers of the golf course
pay green fees upon each use of the golf
course, while other customers purchase
weekly, monthly, or annual passes. The golf
course is open to all customers from sunrise
to sunset every day of the year except cer-
tain holidays and days on which the tax-
payer determines that the course is too wet
for play. The taxpayer thus makes the golf
course available during prescribed hours for
nonexclusive use by various customers. Ac-
cordingly, under paragraph (e)(3)(ii)(E) of
this section, the taxpayer is not engaged in
a rental activity, without regard to the aver-
age period of customer use for the golf
course.
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(4) Special rule for oil and gas working
interests—(i) In general. Except as oth-
erwise provided in paragraph (e)(4)(ii)
of this section, an interest in an oil or
gas well drilled or operated pursuant to
a working interest (within the meaning
of paragraph (e)(4)(iv) of this section)
of a taxpayer is not an interest in a
passive activity for the taxpayer’s tax-
able year (without regard to whether
the taxpayer materially participates in
such activity) if at any time during
such taxable year the taxpayer holds
such working interest either—

(A) Directly; or
(B) Through an entity that does not

limit the liability of the taxpayer with
respect to the drilling or operation of
such well pursuant to such working in-
terest.

(ii) Exception for deductions attrib-
utable to a period during which liability is
limited—(A) In general. If paragraph
(e)(4)(i) of this section applies for a tax-
able year to the taxpayer’s interest in
an oil or gas well that would, but for
the application of paragraph (e)(4)(i) of
this section, by an interest in a passive
activity for the taxable year, and the
taxpayer has a net loss (within the
meaning of paragraph (e)(4)(ii)(C)(3) of
this section) from the well for the tax-
able year—

(1) The taxpayer’s disqualified deduc-
tions (within the meaning of paragraph
(e)(4)(ii)(C)(2) of this section) from such
oil or gas well for such year shall be
treated as passive activity deductions
for such year (within the meaning of
§ 1.469–2T(d)); and

(2) A ratable portion (within the
meaning of paragraph (e)(4)(ii)(C)(4) of
this section) of the taxpayer’s gross in-
come from such oil or gas well for such
year shall be treated as passive activ-
ity gross income for such year (within
the meaning of § 1.469–2T(c)).

(B) Coordination with rules governing
the identification of disallowed passive
activity deductions. If gross income and
deductions from an activity for a tax-
able year are treated as passive activ-
ity gross income and passive activity
deductions under paragraph (e)(4)(ii)(A)
of this section, such activity shall be
treated as a passive activity for such
year for purposes of applying para-
graph (f) (2) and (4) of this section.

(C) Meaning of certain terms. For pur-
poses of this paragraph (e)(4)(ii), the
following terms shall have the mean-
ings set forth below:

(1) Allocable deductions. The deduc-
tions allocable to a taxable year are
any deductions that arise in such year
(within the meaning of § 1.469–2T (d)(8))
and any deductions that are treated as
deductions for such year under para-
graph (f)(4) of this section.

(2) Disqualified deductions. The tax-
payer’s ‘‘disqualified deductions’’ from
an oil or gas well for a taxable year are
the taxpayer’s deductions—

(i) That are attributable to such well
and allocable to the taxable year; and

(ii) With respect to which economic
performance (within the meaning of
section 461(h), without regard to sec-
tion 461 (h)(3) or (i)(2)) occurs at a time
during which the taxpayer’s only inter-
est in the working interest is held
through an entity that limits the tax-
payer’s liability with respect to the
drilling or operation of such well.

(3) Net loss. The ‘‘net loss’’ of a tax-
payer from an oil or gas well for a tax-
able year equals the amount by which
the taxpayer’s deductions that are at-
tributable to such oil or gas well and
allocable to such year exceeds the
gross income of the taxpayer from such
well for such year.

(4) Ratable portion. The ‘‘ratable por-
tion’’ of the taxpayer’s gross income
from an oil or gas well for a taxable
year equals the total amount of such
gross income multiplied by the frac-
tion obtained by dividing—

(i) The disqualified deductions from
such oil or gas well for the taxable
year; by

(ii) The total amount of the deduc-
tions that are attributable to such oil
or gas well and allocable to the taxable
year.

(iii) Examples. The following exam-
ples illustrate the application of para-
graphs (e)(4) (i) and (ii) of this section:

Example (1). (i) A, a calendar year indi-
vidual, acquires on January 1, 1987, a general
partnership interest in P, a calendar year
partnership that holds a working interest in
an oil or gas property. Pursuant to the part-
nership agreement, A is entitled to convert
the general partnership interest into a lim-
ited partnership interest at any time. On De-
cember 1, 1987, pursuant to a contract with
D, an independent drilling contractor, P
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commences drilling a single well pursuant to
the working interest. Under the drilling con-
tract, P pays D for the drilling only as the
work is performed. All drilling costs are de-
ducted by P in the year in which they are
paid. At the end of 1987, A converts the gen-
eral partnership interest into a limited part-
nership interest, effective immediately. The
drilling of the well is completed on February
28, 1988. A’s interest in the well would but for
this paragraph (e)(4) be an interest in a pas-
sive activity.

(ii) Throughout 1987, A holds the working
interest through an entity that does not
limit A’s liability with respect to the drill-
ing of the well pursuant to the working in-
terest. In 1988, however, A holds the working
interest through an entity that limits A’s li-
ability with respect to the drilling and oper-
ation of the well throughout such year. Ac-
cordingly, under paragraph (e)(4)(i) of this
section, A’s interest in P’s well is not an in-
terest in a passive activity for 1987 but is an
interest in a passive activity for 1988. More-
over, since economic performance occurs in
1987 with respect to all items of deduction
for drilling costs that are allocable to 1987, A
has no disqualified deductions for 1987.

Example (2). The facts are the same as in
example (1), except that all costs of drilling
under the contract with D (including costs of
drilling performed after 1987) are paid before
the end of 1987 and A has a net loss for 1987.
In addition, A has $15,000 of total deductions
that are attributable to the well and allo-
cable to 1987, but economic performance (as
that term is used in paragraph
(e)(4)(ii)(C)(2)(ii) of this section) does not
occur with respect to $5,000 of those deduc-
tions until 1988. Under paragraph (e)(4)(ii) of
this section, the $5,000 of deductions with re-
spect to which economic performance occurs
in 1988 are disqualified deductions and are
treated as passive activity deductions for
1987. In addition, one-third ($5,000/$15,000) of
A’s gross income from the well for 1987 is
treated as passive activity gross income.

(iv) Definition of ‘‘working interest.’’
[Reserved] See § 1.469–1(e)(4)(iv) for
rules relating to this paragraph.

(v) Entities that limit liability—(A) Gen-
eral rule. For purposes of paragraph
(e)(4)(i)(B) of this section, an entity
limits the liability of the taxpayer
with respect to the drilling or oper-
ation of a well pursuant to a working
interest held through such entity if the
taxpayer’s interest in the entity is in
the form of—

(1) A limited partnership interest in a
partnership in which the taxpayer is
not a general partner;

(2) Stock in a corporation; or

(3) An interest in any entity (other
than a limited partnership or corpora-
tion) that, under applicable State law,
limits the potential liability of a hold-
er of such an interest for all obliga-
tions of the entity to a determinable
fixed amount (for example, the sum of
the taxpayer’s capital contributions).

(B) Other limitations disregarded. For
purposes of this paragraph (e)(4), pro-
tection against loss through any of the
following is not taken into account in
determining whether a taxpayer holds
a working interest through an entity
that limits the taxpayer’s liability:

(1) An indemnification agreement;
(2) A stop loss arrangement;
(3) Insurance;
(4) Any similar arrangement; or
(5) Any combination of the foregoing.
(C) Examples. The following examples

illustrate the application of this para-
graph (e)(4)(v):

Example (1). A owns a 20 percent interest as
a general partner in the capital and profits
of P, a partnership which owns oil or gas
working interests. The other partners of P
agree to indemnify A against liability in ex-
cess of A’s capital contribution for any of P’s
costs and expenses with respect to P’s work-
ing interests. As a general partner, however,
A is jointly and severally liable for all of P’s
liabilities and, under paragraph (e)(4)(v)(B)(1)
of this section, the indemnification agree-
ment is not taken into account in deter-
mining whether A holds the working inter-
ests through an entity that limits A’s liabil-
ity. Accordingly, the partnership does not
limit A’s liability with respect to the drill-
ing or operation of wells pursuant to the
working interests.

Example (2). B owns a 10 percent interest in
X, an entity (other than a limited partner-
ship or corporation) created under applicable
State law to hold working interests in oil or
gas properties. Under applicable State law, B
is liable without limitation for 10 percent of
X’s costs and expenses with respect to X’s
working interests but is not liable for the re-
maining 90 percent of such costs and ex-
penses. Since B’s liability for the obligations
of X is not limited to a determinable fixed
amount (within the meaning of paragraph
(e)(4)(v)(A)(3) of this section), the entity does
not limit B’s liability with respect to the
drilling or operation of wells pursuant to the
working interests.

Example (3). C is both a general partner and
a limited partner in a partnership that owns
a working interest in oil or gas property. Be-
cause C owns an interest as a general partner
in each well drilled pursuant to the working
interest, C’s entire interest in each well
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drilled pursuant to the working interest is
treated under paragraph (e)(4)(i) of this sec-
tion as an interest in an activity that is not
a passive activity (without regard to wheth-
er C materially participates in such activ-
ity).

(vi) Cross reference to special rule for
income from certain oil or gas properties.
A special rule relating to the treat-
ment of income from certain interests
in oil or gas properties is contained in
§ 1.469–2T(c)(6).

(5) Rental of dwelling unit. [Reserved]
See § 1.469–2(d)(2)(xii) for rules relating
to this paragraph.

(6) Activity of trading personal prop-
erty—(i) In general. An activity of trad-
ing personal property for the account
of owners of interests in the activity is
not a passive activity (without regard
to whether such activity is a trade or
business activity (within the meaning
of paragraph (e)(2) of this section)).

(ii) Personal property. For purposes of
this paragraph (e)(6), the term ‘‘per-
sonal property’’ means personal prop-
erty (within the meaning of section
1092(d), without regard to paragraph (3)
thereof).

(iii) Example. The following example
illustrates the application of this para-
graph (e)(6):

Example. A partnership is a trader of
stocks, bonds, and other securities (within
the meaning of section 1236(c)). The capital
employed by the partnership in the trading
activity consists of amounts contributed by
the partners in exchange for their partner-
ship interests, and funds borrowed by the
partnership. The partnership derives gross
income from the activity in the form of in-
terest, dividends, and capital gains. Under
these facts, the partnership is treated as con-
ducting an activity of trading personal prop-
erty for the account of its partners. Accord-
ingly, under this paragraph (e)(6), the activ-
ity is not a passive activity.

(f) Treatment of disallowed passive ac-
tivity losses and credits—(1) Scope of this
paragraph. The rules in this paragraph
(f)—

(i) Identify the passive activity de-
ductions that are disallowed for any
taxable year in which all or a portion
of the taxpayer’s passive activity loss
is disallowed under paragraph (a)(1)(i)
of this section;

(ii) Identify the credits from passive
activities that are disallowed for any
taxable year in which all or a portion

of the taxpayer’s passive activity cred-
it is disallowed under paragraph
(a)(1)(i) of this section; and

(iii) Provide for the carryover of dis-
allowed deductions and credits.

(2) Identification of disallowed passive
activity deductions—(i) Allocation of dis-
allowed passive activity loss among ac-
tivities—(A) General rule. If all or any
portion of the taxpayer’s passive activ-
ity loss is disallowed for the taxable
year under paragraph (a)(1)(i) of this
section, a ratable portion of the loss (if
any) from each passive activity of the
taxpayer is disallowed. For purposes of
the preceding sentence, the ratable
portion of a loss from an activity is
computed by multiplying the passive
activity loss that is disallowed for the
taxable year by the fraction obtained
by dividing—

(1) The loss from the activity for the
taxable year; by

(2) The sum of the losses for the tax-
able year from all activities having
losses for such year.

(B) Loss from an activity. For purposes
of this paragraph (f)(2)(i), the term
‘‘loss from an activity’’ means—

(1) The amount by which the passive
activity deductions from the activity
for the taxable year (within the mean-
ing of § 1.469–2T(d)) exceed the passive
activity gross income from the activity
for the taxable year (within the mean-
ing of § 1.469–2T(c)); reduced by

(2) Any part of such amount that is
allowed under section 469(i) and the
rules to be contained in § 1.469–9T (re-
lating to the $25,000 allowance for cer-
tain rental real estate activities).

(C) Significant participation passive ac-
tivities. If the taxpayer’s passive activ-
ity gross income from significant par-
ticipation passive activities (within
the meaning of § 1.469–2T(f)(2)(ii)) for
the taxable year (determined without
regard to § 1.469–2T(f)(2) through (4)) ex-
ceeds the taxpayer’s passive activity
deductions from such activities for the
taxable year, such activities shall be
treated, solely for purposes of applying
this paragraph (f)(2)(i) for the taxable
year, as a single activity that does not
have a loss for such taxable year.

(D) Examples. The following examples
illustrate the application of this para-
graph (f)(2)(i):
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Example (1). An individual holds interests
in three passive activities, A, B, and C. The

gross income and deductions from these ac-
tivities for the taxable year are as follows:

A B C Total

Gross income ............................................................................................ $7,000 $4,000 $12,000 $23,000
Deductions ................................................................................................. (16,000) (20,000) (8,000) (44,000)

Net income (loss) ............................................................................... ($9,000) ($16,000) $4,000 ($21,000)

The taxpayer’s $21,000 passive activity loss
for the taxable year is disallowed under para-
graph (a)(1)(i) of this section. Therefore, a
ratable portion of the losses from activities
A and B is disallowed. The disallowed por-
tion of each loss is determined as follows:

A: $21,000 × $9,000/$25,000 ................... $7,560

B: $21,000 × $16,000/$25,000 .................. $13,440

Total .......................................... $21,000

Example (2). An individual holds interests
in four passive activities, A, B, C, and D. The
results of operations of these activities for
the taxable year are as follows:

A B C D Total

Gross income ................................................................ 15,000 5,000 10,000 10,000 40,000
Deductions .................................................................... (5,000) (10,000) (20,000) (8,000) (43,000)

Net income (loss) ................................................... 10,000 (5,000) (10,000) 2,000 (3,000)

Activities A and B are significant partici-
pation passive activities (within the mean-
ing of § 1.469–2T(f)(2)(ii)). The gross income
from these activities for the taxable year
($20,000) exceeds the passive activity deduc-
tions from those activities for the taxable
year ($15,000) by $5,000 and, under § 1.469–
2T(f)(2), $5,000 of gross income from those ac-
tivities is treated as not from a passive ac-
tivity. Therefore, solely for purposes of ap-
plying this paragraph (f)(2)(i) for the taxable
year, activities A and B are treated as a sin-
gle activity that does not have a loss for the
taxable year. Under § 1.469–2T(b), the tax-
payer’s passive activity loss for the taxable
year is $8,000 ($43,000 of passive activity de-
ductions minus $35,000 of passive activity
gross income). The results of treating activi-
ties A and B as a single activity that does
not have a loss for the taxable year is that
none of the $8,000 passive activity loss is al-
located under this paragraph (f)(2)(i) to ac-
tivity B for the taxable year, even though
the taxpayer incurred a loss in that activity
for the taxable year.

(ii) Allocation within loss activities—
(A) In general. If all or any portion of a
taxpayer’s loss from an activity is dis-
allowed under paragraph (f)(2)(i) of this
section for the taxable year, a ratable
portion of each passive activity deduc-
tion (other than an excluded deduction
(within the meaning of paragraph
(f)(2)(ii)(B) of this section)) of the tax-
payer from such activity is disallowed.
For purposes of the preceding sentence,
the ratable portion of a passive activ-

ity deduction of a taxpayer is the
amount of the disallowed portion of the
taxpayer’s loss from the activity (with-
in the meaning of paragraph (f)(2)(i)(B)
of this section) for the taxable year
multiplied by the fraction obtained by
dividing—

(1) The amount of such deduction; by
(2) The sum of all passive activity de-

ductions (other than excluded deduc-
tions (within the meaning of paragraph
(f)(2)(ii)(B) of this section)) of the tax-
payer from such activity from the tax-
able year.

(B) Excluded deductions. The term
‘‘excluded deduction’’ means any pas-
sive activity deduction of a taxpayer
that is taken into account in com-
puting the taxpayer’s net income from
an item of property for a taxable year
in which an amount of the taxpayer’s
gross income from such item of prop-
erty is treated as not from a passive
activity under § 1.469–2T(c)(6) or § 1.469–
2T(f) (5), (6), or (7).

(iii) Separately identified deductions. In
identifying the deductions from an ac-
tivity that are disallowed under this
paragraph (f)(2), the taxpayer need not
account separately for a deduction un-
less such deduction may, if separately
taken into account, result in an in-
come tax liability for any taxable year
different from that which would result
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were such deduction not taken into ac-
count separately. For related rules ap-
plicable to partnerships and S corpora-
tions, see § 1.702–1(a)(8)(ii) and section
1366(a)(1)(A), respectively. Deductions
that must be accounted for separately
include (but are not limited to) deduc-
tions that—

(A) Arise in a rental real estate ac-
tivity (within the meaning of section
469(i) and the rules to be contained in
§ 1.469–9T) in taxable years in which the
taxpayer actively participates (within
the meaning of section 469(i) and the
rules to be contained in § 1.469–9T) in
such activity;

(B) Arise in a rental real estate activ-
ity (within the meaning of section
469(i) and the rules to be contained in
§ 1.469–9T) in taxable years in which the
taxpayer does not actively participate
(within the meaning of section 469(i)
and the rules to be contained in § 1.469–
9T) in such activity; or

(C) Are taken into account under sec-
tion 1211 (relating to the limitation on
capital losses) or section 1231 (relating
to property used in a trade or business
and involuntary conversions).

(3) Identification of disallowed credits
from passive activities—(i) General rule. If
all or any portion of the taxpayer’s
passive activity credit is disallowed for
the taxable year under paragraph
(a)(1)(ii) of this section, a ratable por-
tion of each credit from each passive
activity of the taxpayer is disallowed.
For purposes of the preceding sentence,
the ratable portion of a credit of a tax-
payer is computed by multiplying the
portion of the taxpayer’s passive activ-
ity credit that is disallowed for the
taxable year by the fraction obtained
by dividing—

(A) The amount of the credit; by
(B) The sum of all of the taxpayer’s

credits from passive activities for the
taxable year.

(ii) Coordination rule. For purposes of
paragraph (f)(3)(i) of this section, the
credits from a passive activity do not
include any credit or portion of a cred-
it that—

(A) Is allowed for the taxable year
under section 469(i) and the rules to be
contained in § 1.469–9T (relating to the
$25,000 allowance for certain rental real
estate activities); or

(B) Increases the basis of property
during the taxable year under section
469(j)(9) and the rules to be contained
in § 1.469–6T (relating to the election to
increase the basis of certain property
by disallowed credits).

(iii) Separately identified credits. In
identifying the credits from an activity
that are disallowed under this para-
graph (f)(3), the taxpayer need not ac-
count separately for any credit unless
such credit may, if separately taken
into account, result in an income tax
liability for any taxable year different
from that which would result were
such credit not taken into account sep-
arately. For related rules applicable to
partnerships and S corporations, see
§ 1.702–1(a)(8)(ii) and section
1366(a)(1)(A), respectively. Credits that
must be accounted for separately in-
clude (but are not limited to)—

(A) Credits (other than the low-in-
come housing and rehabilitation in-
vestment credits) from a rental real es-
tate activity (within the meaning of
section 469(i) and the rules to be con-
tained in § 1.469–9T) that arise in a tax-
able year in which the taxpayer ac-
tively participates (within the meaning
of section 469(i) and the rules to be con-
tained in § 1.469–9T) in such activity;

(B) Credits (other than the low-in-
come housing and rehabilitation in-
vestment credits) from a rental real es-
tate activity (within the meaning of
section 469(i) and the rules to be con-
tained in § 1.469–9T) that arise in a tax-
able year in which the taxpayer does
not actively participate (within the
meaning of section 469(i) and the rules
to be contained in § 1.469–9T) in such
activity;

(C) Low-income housing and rehabili-
tation investment credits from a rental
real estate activity (within the mean-
ing of section 469(i) and the rules to be
contained in § 1.469–9T); and

(D) Any credit that is subject to the
limitations of sections 26(a), 28(d)(2),
29(b)(5), or 38(c) in a manner that dif-
fers from the manner in which any
other credit is subject to such limita-
tions.

(4) Carryover of disallowed deductions
and credits. [Reserved] See § 1.469–1(f)(4)
for rules relating to this paragraph.
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(g) Application of these rules to C cor-
porations—(1) In general. Except as oth-
erwise provided in the rules to be con-
tained in paragraph (k) of this section,
section 469 and the regulations there-
under do not apply to any corporation
that is not a personal service corpora-
tion or a closely held corporation for
the taxable year. See paragraphs (g) (4)
and (5) of this section for special rules
for computing the passive activity loss
and passive activity credit, respec-
tively, of a closely held corporation.

(2) Definitions. For purposes of sec-
tion 469 and the regulations there-
under—

(i) The term personal service corpora-
tion means a C corporation that is a
personal service corporation for the
taxable year (within the meaning of
§ 1.441–4T(d)); and

(ii) The term closely held corporation
means a C corporation that meets the
stock ownership requirements of sec-
tion 542(a)(2) (taking into account the
modifications in section 465(a)(3)) for
the taxable year and is not a personal
service corporation for such year.

(3) Participation of corporations—(i)
Material participation. For purposes of
section 469 and the regulations there-
under, a corporation described in para-
graph (g)(2) of this section shall be
treated as materially participating in
an activity for a taxable year if and
only if—

(A) One or more individuals, each of
whom is treated under paragraph
(g)(3)(iii) of this section as materially
participating in such activity for the
taxable year, directly or indirectly
hold (in the aggregate) more than 50
percent (by value) of the outstanding
stock of such corporation; or

(B) In the case of a closely held cor-
poration (within the meaning of para-
graph (g)(2)(ii) of this section), the re-
quirements of section 465(c)(7)(C) (with-
out regard to clause (iv) thereof and
taking into account section
465(c)(7)(D)) are met with respect to
such activity.

(ii) Significant participation. For pur-
poses of § 1.469–2T(f)(2), an activity of a
corporation described in paragraph
(g)(2) of this section shall be treated as
a significant participation passive ac-
tivity for a taxable year if and only if—

(A) The corporation is not treated as
materially participating in such activ-
ity for the taxable year; and

(B) One or more individuals, each of
whom is treated under paragraph
(g)(3)(iii) of this section as signifi-
cantly participating in such activity,
directly or indirectly hold (in the ag-
gregate) more than 50 percent (by
value) of the outstanding stock of such
corporation.

(iii) Participation of individual.
Whether an individual is treated for
purposes of this paragraph (g)(3) as ma-
terially participating or significantly
participating in an activity of a cor-
poration shall be determined under the
rules of § 1.469–5T, except that in apply-
ing such rules—

(A) All activities of the corporation
shall be treated as activities in which
the individual holds an interest in de-
termining whether the individual par-
ticipates (within the meaning of § 1.469–
5T(f)) in an activity of the corporation;
and

(B) The individual’s participation in
all activities other than activities of
the corporation shall be disregarded in
determining whether the individual’s
participation in an activity of the cor-
poration is treated as material partici-
pation under § 1.469–5T(a)(4) (relating to
material participation in significant
participation activities).

(4) Modified computation of passive ac-
tivity loss in the case of closely held cor-
porations.—(i) In general. A closely
held corporation’s passive activity loss
for the taxable year is the amount, if
any, by which the corporation’s passive
activity deductions for the taxable
year (within the meaning of § 1.469–
2T(d)) exceed the sum of—

(A) The corporation’s passive activ-
ity gross income for the taxable year
(within the meaning of § 1.469–2T(c));
and

(B) The corporation’s net active in-
come for the taxable year.

(ii) Net active income. For purposes of
this paragraph (g)(4), a corporation’s
net active income for the taxable year
is such corporation’s taxable income
for the taxable year, determined with-
out regard to the following items for
the year:

(A) Passive activity gross income;
(B) Passive activity deductions;
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(C) [Reserved] See § 1.469–1(g)(4)(ii)(C)
for rules relating to this paragraph.

(D) Gross income that is treated
under § 1.469–2T(c)(6) (relating to gross
income from certain oil or gas prop-
erties) as not from a passive activity;

(E) Gross income and deductions
from any trade or business activity
(within the meaning of paragraph (e)(2)
of this section) that is described in
paragraph (e)(6) of this section (relat-
ing to certain activities of trading per-
sonal property) but only if the corpora-
tion did not materially participate in
such activity for the taxable year;

(F) Deductions described in § 1.469–
2T(d)(2)(i), (ii), and (iv) (relating to cer-
tain deductions attributable to port-
folio income); and

(G) Interest expense allocated under
§ 1.163–8T to a portfolio expenditure
(within the meaning of § 1.163–8T(b)(6)).

(iii) Examples. The following exam-
ples illustrate the application of this
paragraph (g)(4):

Example (1). (i) For 1987, X, a closely held
corporation, is engaged in two activities, a
trade or business activity in which X materi-
ally participates for 1987 and a rental activ-
ity. X also holds portfolio investments. For
1987, X has the following gross income and
deductions:

Gross income:
Rents ..................................... $60,000
Gross income from business .. 100,000
Portfolio income ................... 35,000

Total ............................... $195,000

Deductions:
Rental deductions ................. ($100,000)
Business deductions (80,000).
Interest expense allocable to

portfolio expenditures
under § 1.163–8T ................... (10,000)

Deductions (other than inter-
est expense) clearly and di-
rectly allocable to portfolio
income ................................ (5,000)

Total ............................... ($195,000)

(ii) The corporation’s net active income for
1987 is $20,000, computed as follows:

Gross income ........................................................................ $195,000
Amounts not taken into account in computing net active

income:
Rents (see paragraph (g)(4)(ii)(A) of this section) .......... $60,000
Portfolio income (see paragraph (g)(4)(ii)(C) of this sec-

tion) ............................................................................ $35,000

$95,000 ($95,000)

Gross income taken into account in computing net active
income ............................................................................... $100,000 $100,000

Deductions ........................................................................... ($195,000)
Amounts not taken into account in computing net active

income:
Rental deductions (see paragraph (g)(4)(ii)(B) of this

section) ....................................................................... ($100,000)
Interest expense allocated to portfolio expenditures

(see paragraph (g)(4)(ii)(G) of this section) ................. ($10,000)
Other deductions clearly and directly allocable to portfolio

income (see paragraph (g)(4)(ii)(F) of this section) ........... ($5,000)

($115,000) $115,000

Deductions taken into account in computing net active in-
come .................................................................................. ($80,000) ($80,000)

Net active income ................................................................ $20,000

(iii) Under paragraph(g)(4)(i) of this sec-
tion, X’s passive activity loss for 1987 is
$20,000, the amount by which the passive ac-
tivity deductions for the taxable year
($100,000) exceed the sum of (a) the passive

activity gross income for the taxable year
($60,000) and (b) the net active income for the
taxable year ($20,000). Under paragraph (f)(4)
of this section, the $20,000 of deductions from
X’s rental activity that are disallowed for
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1987 are treated as deductions from the rent-
al activity for 1988. If computed without re-
gard to the net active income for the taxable
year, X’s passive activity loss would be
$40,000 ($100,000 of rental deductions minus
$60,000 of rental income). Thus, the effect of
the rule in paragraph (g)(4)(i) of this section
is to reduce the corporation’s passive activ-
ity loss for the taxable year by the amount
of the corporation’s net active income for
such year.

(iv) Under these facts, X’s taxable income
for 1987 is $20,000, computed as follows:
Gross income ............. $195,000
Deductions:

Total deductions .... ($195,000)
Passive activity

loss ...................... $20,000

Allowable deduc-
tions .................... ($175,000) ($175,000)

Taxable income ......... $20,000

Example (2). (i) The facts are the same as in
example (1), except that, in 1988, X has a loss
from the trade or business activity, and a
net operating loss (‘‘NOL’’) of $15,000 that is
carried back under section 172(b) to 1987.
Since NOL carrybacks are taken into ac-
count in computing net active income, X’s
net active income for 1987 must be recom-
puted as follows:
Net active income before NOL

carryback ................................. $20,000
NOL carryback ............................ ($15,000)

Net active income ....................... $5,000

(ii) Under these facts, X’s disallowed pas-
sive activity loss for 1987 is $35,000, the
amount by which the passive activity deduc-
tions for the taxable year ($100,000) exceed
the sum of (a) the passive activity gross in-
come for the taxable year ($60,000) and (b)
the net active income for the taxable year
($5,000).

(iii) Under paragraph (f)(4) of this section,
the $35,000 of deductions from X’s rental ac-
tivity that are disallowed for 1987 are treated
as deductions from the rental activity for
1988. X’s taxable income for 1987 is $20,000,
computed as follows:
Gross income ............. $195,000
Deductions:

Total deductions .... ($210,000)
Passive activity

loss ...................... $35,000
Allowable deduc-

tions .................... ($175,000) ($175,000)

Taxable income ......... $20,000

Thus, taking the NOL carryback into ac-
count in computing net active income for

1987 does not affect X’s taxable income for
1987, but increases the deductions treated
under paragraph (f)(4) as deductions from X’s
rental activity for 1988 and decreases X’s
NOL carryover to years other than 1987.

(5) Allowance of passive activity credit
of closely held corporations to extent of
net active income tax liability—(i) In gen-
eral. Solely for purposes of determining
the amount disallowed under para-
graph (a)(1)(ii) of this section, a closely
held corporation’s passive activity
credit for the taxable year shall be re-
duced by such corporation’s net active
income tax liability for such year.

(ii) Net active income tax liability. For
purposes of paragraph (g)(5)(i) of this
section, a corporation’s net active in-
come tax liability for a taxable year is
the amount (if any) by which—

(A) The corporation’s regular tax li-
ability (within the meaning of section
26(b)) for the taxable year, determined
by reducing the corporation’s taxable
income for such year by an amount
equal to the excess (if any) of the cor-
poration’s passive activity gross in-
come for such year over the corpora-
tion’s passive activity deductions for
such year; exceeds

(B) The sum of—
(1) The corporation’s regular tax li-

ability for the taxable year, deter-
mined by reducing the corporation’s
taxable income for such year by an
amount equal to the excess (if any) of
the sum of the corporation’s net active
income (within the meaning of para-
graph (g)(4)(ii) of this section) and pas-
sive activity gross income for such
year over the corporation’s passive ac-
tivity deductions for such year; and

(2) The corporation’s credits (other
than credits from passive activities)
that are allowable for the taxable year
(without regard to the limitations con-
tained in sections 26(a), 28(d)(2),
29(b)(5), 38(c), and 469).

(h) Special rules for affiliated group fil-
ing consolidated return.

(1)–(2) [Reserved]
(3) Disallowance of consolidated group’s

passive activity loss or credit. A consoli-
dated group’s passive activity loss or
passive activity credit for the taxable
year shall be disallowed to the extent
provided in paragraph (a) of this sec-
tion. For purposes of the preceding sen-
tence, a consolidated group’s passive
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activity loss and passive activity credit
shall be determined by taking into ac-
count the following items of each
member of such group:

(i) Passive activity gross income;
(ii) Passive activity deductions;
(iii) Net active income (in the case of

a consolidated group treated as a close-
ly held corporation under paragraph
(h)(4)(ii) of this section); and

(iv) Credits from passive activities.
(4) [Reserved] See § 1.469–1(h)(4) for

rules relating to this paragraph.
(5) Modification of rules for identifying

disallowed passive activity deductions and
credits—(i) Identification of disallowed
deductions. In applying paragraphs (f)
(2) and (4) of this section to a consoli-
dated group for purposes of identifying
the passive activity deductions of such
consolidated group and of each member
of such consolidated group that are dis-
allowed for the taxable year and treat-
ed as deductions from activities for the
succeeding taxable year, the following
rules shall apply:

(A) A ratable portion (within the
meaning of paragraph (h)(5)(ii) of this
section) of the passive activity loss of
the consolidated group that is dis-
allowed for the taxable year shall be
allocated to each member of the group;

(B) Pararaph (f)(2) of this section
shall then be applied to each member
of the group as if—

(1) Such member were a separate tax-
payer; and

(2) The amount allocated to such
member under paragraph (h)(5)(i)(A) of
this section were the amount of such
member’s passive activity loss that is
disallowed for the taxable year; and

(C) Paragraph (f)(4) of this section
shall be applied to each member of the
group as if it were a separate taxpayer.

(ii) Ratable portion of disallowed pas-
sive activity loss. For purposes of para-
graph (h)(5)(i)(A) of this section, a
member’s ratable portion of the dis-
allowed passive activity loss of the
consolidated group is the amount of
such disallowed loss multiplied by the
fraction obtained by dividing—

(A) The amount of the passive activ-
ity loss of such member of the consoli-
dated group that would be disallowed
for the taxable year if the items of
gross income and deduction of such

member were the only items of the
group for such year; by

(B) The sum of the amounts described
in paragraph (h)(5)(ii)(A) of this section
for all members of the group.

(iii) Identification of disallowed credits.
In applying paragraph (f)(3) of this sec-
tion to a consolidated group for pur-
poses of identifying the credits from
passive activities of members of such
consolidated group that are disallowed
for the taxable year, the consolidated
group shall be treated as one taxpayer.
Thus, a ratable portion of each of the
group’s credits from passive activities
is disallowed.

(6) [Reserved]
(7) Disposition of stock of a member of

an affiliated group. Any gain recognized
by a member on the disposition of
stock of a subsidiary (including income
resulting from the recognition of an ex-
cess loss account under § 1.1502–19) shall
be treated as portfolio income (within
the meaning of § 1.469–2T (c)(3)(i)).

(8) Dispositions of property used in mul-
tiple activities. The determination of
whether § 1.469–2T(c)(2)(ii) or (iii) or
(d)(5)(ii) applies to a disposition (in-
cluding a deemed disposition described
in paragraph (h)(6)(iii)(C)(1) of this sec-
tion) of property by a member of a con-
solidated group shall be made by treat-
ing such member as having held the
property for the entire period that the
group has owned such property and as
having used the property in all of the
activities in which the group has used
such property

(i) [Reserved]
(j) Spouses filing joint return—(1) In

general. Except as otherwise provided
in the regulations under section 469,
spouses filing a joint return for a tax-
able year shall be treated for such year
as one taxpayer for purposes of section
469 and the regulations thereunder
Thus, for example, spouses filing a
joint return are treated as one tax-
payer for purposes of—

(i) Section 1.469–2T (relating gen-
erally to the computation of such tax-
payer’s passive activity loss); and

(ii) Paragraph (f) of this section (re-
lating to the allocation of such tax-
payer’s disallowed passive activity loss
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and passive activity credit among ac-
tivities and the identification of dis-
allowed passive activity deductions and
credits from passive activities).

(2) Exceptions to treatment as one tax-
payer—(i) Identification of disallowed de-
ductions and credits. For purposes of
paragraphs (f)(2)(iii) and (3)(iii) of this
section, spouses filing a joint return
for the taxable year must account sep-
arately for the deductions and credits
attributable to the interests of each
spouse in any activity.

(ii) Treatment of deductions disallowed
under sections 704(d), 1366(d), and 465.
Notwithstanding any other provision of
this section or § 1.469–2T, this para-
graph (j) shall not affect the applica-
tion of section 704(d), section 1366(d), or
section 465 to taxpayers filing a joint
return for the taxable year.

(iii) Treatment of losses from working
interests. Paragraph (e)(4) of this sec-
tion (relating to losses and credits
from certain interests in oil and gas
wells) shall be applied by treating a
husband and wife (whether or not filing
a joint return) as separate taxpayers.

(3) Joint return no longer filed. If an in-
dividual—

(A) Does not file a joint return for
the taxable years; and

(B) Filed a joint return for the imme-
diately preceding taxable year;

then the passive activity deductions
and credits allocable to such individ-
ual’s activities for the taxable year
under paragraph (f)(4) of this section
shall be determined by taking into ac-
count the items of deduction and credit
attributable to such individual’s inter-
ests in passive activities for the imme-
diately preceding taxable year. See
paragraph (j)(2)(i) of this section.

(4) Participation of spouses. Rules
treating an individual’s participation
in an activity as participation of such
individual’s spouse in such activity
(without regard to whether the spouses
file a joint return) are contained in
§ 1.469–5T(f)(3).

(k) Former passive activities and
changes in status of corporations. [Re-
served]

[T.D. 8175, 53 FR 5700, Feb. 25, 1988, as amend-
ed by T.D. 8253, 54 FR 20535, May 12, 1989;
T.D. 8319, 55 FR 49038, Nov. 26, 1990; T.D. 8417,
57 FR 20753, May 15, 1992; 58 FR 29536, May 21,
1993; 58 FR 45059, Aug. 26, 1993; 59 FR 17478,
Apr. 13, 1994; T.D. 8560, 59 FR 41674, Aug. 15,
1994; T.D. 8597, 60 FR 36685, July 18, 1995]

§ 1.469–2 Passive activity loss.

(a)–(c)(2)(ii) [Reserved]
(c)(2)(iii) Disposition of substantially

appreciated property formerly used in
nonpassive activity—(A) In general. If an
interest in property used in an activity
is substantially appreciated at the
time of its disposition, any gain from
the disposition shall be treated as not
from a passive activity unless the in-
terest in property was used in a passive
activity for either—

(1) 20 percent of the period during
which the taxpayer held the interest in
property; or

(2) The entire 24-month period ending
on the date of the disposition.

(B) Date of disposition. For purposes of
this paragraph (c)(2)(iii), a disposition
of an interest in property is deemed to
occur on the date that the interest in
property becomes subject to an oral or
written agreement that either requires
the owner or gives the owner an option
to transfer the interest in property for
consideration that is fixed or otherwise
determinable on that date.

(C) Substantially appreciated property.
For purposes of this paragraph
(c)(2)(iii), an interest in property is
substantially appreciated if the fair
market value of the interest in prop-
erty exceeds 120 percent of the adjusted
basis of the interest.

(D) Investment property. For purposes
of this paragraph (c)(2)(iii), an interest
in property is treated as an interest in
property used in an activity other than
a passive activity and as an interest in
property held for investment for any
period during which the interest is held
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through a C corporation or similar en-
tity. An entity is similar to a C cor-
poration for this purpose if the owners
of interests in the entity derive only
portfolio income (within the meaning
of § 1.469–2T) from the interests.

(E) Coordination with § 1.469–
2T(c)(2)(ii). If § 1.469–2T(c)(2)(ii) applies
to the disposition of an interest in
property, this paragraph (c)(2)(iii) ap-
plies only to that portion of the gain
from the disposition of the interest in
property that is characterized as gain
from a passive activity after the appli-
cation of § 1.469–2T(c)(2)(ii).

(F) Coordination with section 163(d).
Gain that is treated as not from a pas-
sive activity under this paragraph
(c)(2)(iii) is treated as income described
in section 469(e)(1)(A) and § 1.469–
2T(c)(3)(i) if and only if the gain is
from the disposition of an interest in
property that was held for investment
for more than 50 percent of the period
during which the taxpayer held that in-
terest in property in activities other
than passive activities.

(G) Examples. The following examples
illustrate the application of this para-
graph (c)(2)(iii):

Example 1. A acquires a building on Janu-
ary 1, 1993, and uses the building in a trade
or business activity in which A materially
participates until March 31, 2004. On April 1,
2004, A leases the building to B. On December
31, 2005, A sells the building. At the time of
the sale, A’s interest in the building is sub-
stantially appreciated (within the meaning
of paragraph (c)(2)(iii)(C) of this section). As-
suming A’s lease of the building to B con-
stitutes a rental activity (within the mean-
ing of § 1.469–1T(e)(3)), the building is used in
a passive activity for 21 months (April 1,
2004, through December 31, 2005). Thus, the
building was not used in a passive activity
for the entire 24-month period ending on the
date of the sale. In addition, the 21-month
period during which the building was used in
a passive activity is less than 20 percent of
A’s holding period for the building (13 years).
Therefore, the gain from the sale is treated
under this paragraph (c)(2)(iii) as not from a
passive activity.

Example 2. (i) A, an individual, is a stock-
holder of corporation X. X is a C corporation
until December 31, 1993, and is an S corpora-
tion thereafter. X acquires a building on
January 1, 1993, and sells the building on
March 1, 1994. At the time of the sale, A’s in-
terest in the building held through X is sub-
stantially appreciated (within the meaning
of paragraph (c)(2)(iii)(C) of this section).

The building is leased to various tenants at
all times during the period in which it is
held by X. Assume that the lease of the
building would constitute a rental activity
(within the meaning of § 1.469–1T(e)(3)) with
respect to a person that holds the building
directly or through an S corporation.

(ii) Paragraph (c)(2)(iii)(D) of this section
provides that an interest in property is
treated for purposes of this paragraph
(c)(2)(iii) as used in an activity other than a
passive activity and as held for investment
for any period during which the interest is
held through a C corporation. Thus, for pur-
poses of determining the character of A’s
gain from the sale of the building, A’s inter-
est in the building is treated as an interest
in property held for investment for the pe-
riod from January 1, 1993, to December 31,
1993, and as an interest in property used in a
passive activity for the period from January
1, 1994, to February 28, 1994.

(iii) A’s interest in the building was not
used in a passive activity for the entire 24-
month period ending on the date of the sale.
In addition, the 2-month period during which
A’s interest in the building was used in a
passive activity is less than 20 percent of the
period during which A held an interest in the
building (14 months). Therefore, the gain
from the sale is treated under this paragraph
(c)(2)(iii) as not from a passive activity.

(iv) Under paragraph (c)(2)(iii)(F) of this
section, gain that is treated as nonpassive
under this paragraph (c)(2)(iii) is treated as
portfolio income (within the meaning of
§ 1.469–2T(c)(3)(i)) if the gain is from the dis-
position of an interest in property that was
held for investment for more than 50 percent
of the period during which the taxpayer held
the interest in activities other than passive
activities. In this case, A’s interest in the
building was treated as held for investment
for the entire period during which it was
used in activities other than passive activi-
ties (i.e., the 12-month period from January
1, 1993, to December 31, 1993). Accordingly,
A’s gain from the sale is treated under this
paragraph (c)(2)(iii) as portfolio income.

(iv) Taxable acquisitions. If a taxpayer
acquires an interest in property in a
transaction other than a nonrecogni-
tion transaction (within the meaning
of section 7701(a)(45)), the ownership
and use of the interest in property be-
fore the transaction is not taken into
account for purposes of applying this
paragraph (c)(2) to any subsequent dis-
position of the interest in property by
the taxpayer.

(v) Property held for sale to customers—
(A) Sale incidental to another activity—
(1) Applicability—(i) In general. This
paragraph (c)(2)(v)(A) applies to the
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disposition of a taxpayer’s interest in
property if and only if—

(A) At the time of the disposition,
the taxpayer holds the interest in prop-
erty in an activity that, for purposes of
section 1221(1), involves holding the
property or similar property primarily
for sale to customers in the ordinary
course of a trade or business (a dealing
activity);

(B) One or more other activities of
the taxpayer do not involve holding
similar property for sale to customers
in the ordinary course of a trade or
business (nondealing activities) and
the interest in property was used in the
nondealing activity or activities for
more than 80 percent of the period dur-
ing which the taxpayer held the inter-
est in property; and

(C) The interest in property was not
acquired and held by the taxpayer for
the principal purpose of selling the in-
terest to customers in the ordinary
course of a trade or business.

(ii) Principal purpose. For purposes of
this paragraph (c)(2)(v)(A), a taxpayer
is rebuttably presumed to have ac-
quired and held an interest in property
for the principal purpose of selling the
interest to customers in the ordinary
course of a trade or business if—

(A) The period during which the in-
terest in property was used in non-
dealing activities of the taxpayer does
not exceed the lesser of 24 months or 20
percent of the recovery period (within
the meaning of section 168) applicable
to the property; or

(B) The interest in property was si-
multaneously offered for sale to cus-
tomers and used in a nondealing activ-
ity of the taxpayer for more than 25
percent of the period during which the
interest in property was used in non-
dealing activities of the taxpayer.

For purposes of the preceding sen-
tence, an interest in property is not
considered to be offered for sale to cus-
tomers solely because a lessee of the
property has been granted an option to
purchase the property.

(2) Dealing activity not taken into ac-
count. If paragraph (c)(2)(v)(A) applies
to the disposition of a taxpayer’s inter-
est in property, holding the interest in
the dealing activity is treated, for pur-
poses of § 1.469–2T(c)(2), as the use of
the interest in the last nondealing ac-

tivity of the taxpayer in which the in-
terest in property was used prior to its
disposition.

(B) Use in a nondealing activity inci-
dental to sale. If paragraph (c)(2)(v)(A)
of this section does not apply to the
disposition of a taxpayer’s interest in
property that is held in a dealing activ-
ity of the taxpayer at the time of dis-
position, the use of the interest in
property in a nondealing activity of
the taxpayer for any period during
which the interest in property is also
offered for sale to customers is treated,
for purposes of § 1.469–2T(c)(2), as the
use of the interest in property in the
dealing activity of the taxpayer.

(C) Examples. The following examples
illustrate the application of this para-
graph (c)(2)(v):

Example 1. (i) The taxpayer acquires a resi-
dential apartment building on January 1,
1993, and uses the building in a rental activ-
ity. In January 1996, the taxpayer converts
the apartments into condominium units.
After the conversion, the taxpayer holds the
condominium units for sale to customers in
the ordinary course of a trade or business of
dealing in condominium units. (Assume that
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the
taxpayer materially participates in the ac-
tivity.) In addition, the taxpayer continues
to use the units in the rental activity until
they are sold. The units are first held for
sale on January 1, 1996, and the last unit is
sold on December 31, 1996.

(ii) This paragraph (c)(2)(v) provides that
holding an interest in property in a dealing
activity (the marketing of the property) is
treated for purposes of § 1.469–2T(c)(2) as the
use of the interest in a nondealing activity if
the marketing of the property is incidental
to the nondealing use. Under paragraph
(c)(2)(v)(A)(2) of this section, the interests in
property are treated as used in the last non-
dealing activity in which they were used
prior to their disposition. In addition, para-
graph (c)(2)(v)(A)(1) of this section provides
rules for determining whether the marketing
of the property is incidental to the use of an
interest in property in a nondealing activity.
Under these rules, the marketing of the
property is treated as incidental to the use
in a nondealing activity if the interest in
property was used in nondealing activities
for more than 80 percent of the taxpayer’s
holding period in the property (the holding
period requirement) and the taxpayer did not
acquire and hold the interest in property for
the principal purpose of selling it to cus-
tomers in the ordinary course of a trade or
business (a dealing purpose).
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(iii) In this case, the apartments were used
in a rental activity for the entire period dur-
ing which they were held by the taxpayer.
Thus, the apartments were used in a non-
dealing activity for more than 80 percent of
the taxpayer’s holding period in the prop-
erty, and the marketing of the property sat-
isfies the holding period requirement.

(iv) Paragraph (c)(2)(v)(A)(1)(ii) of this sec-
tion provides that a taxpayer is rebuttably
presumed to have a dealing purpose unless
the interest in property was used in non-
dealing activities for more than 24 months or
20 percent of the property’s recovery period
(whichever is less). The same presumption
applies if the interest in property was offered
for sale to customers during more than 25
percent of the period in which the interest
was held in nondealing activities. In this
case, the taxpayer used each apartment in a
nondealing activity (the rental activity) for
a period of 36 to 48 months (i.e., from Janu-
ary 1, 1993, to the date of sale in the period
from January through December 1996). Thus,
the apartments were used in nondealing ac-
tivities for more than 24 months, and the
first of the rebuttable presumptions de-
scribed above does not apply. In addition, the
apartments were offered for sale to cus-
tomers for up to 12 months (depending on the
month in which the apartment was sold) dur-
ing the period in which the apartments were
used in a nondealing activity. The percent-
age obtained by dividing the period during
which an apartment was held for sale to cus-
tomers by the period during which the apart-
ment was used in nondealing activities
ranges from zero in the case of apartments
sold on January 1, 1996, to 25 percent (i.e., 12
months/48 months) in the case of apartments
sold on December 31, 1996. Thus, no apart-
ment was offered for sale to customers dur-
ing more than 25 percent of the period in
which it was used in nondealing activities,
and the second rebuttable presumption does
not apply.

(v) Because neither of the rebuttable pre-
sumptions in paragraph (c)(2)(v)(A)(1)((ii) of
this section applies in this case, the taxpayer
will not be treated as having a dealing pur-
pose unless other facts and circumstances es-
tablish that the taxpayer acquired and held
the apartments for the principal purpose of
selling the apartments to customers in the
ordinary course of a trade or business. As-
sume that none of the facts and cir-
cumstances suggest that the taxpayer had
such a purpose. If that is the case, the tax-
payer does not have a dealing purpose.

(vi) The marketing of the property satis-
fies the holding period requirement, and the
taxpayer does not have a dealing purpose.
Thus, holding the apartments in the tax-
payer’s dealing activity is treated for pur-
poses of this paragraph (c)(2) as the use of
the apartments in a nondealing activity. In
this case, the rental activity is the only non-

dealing activity in which the apartments
were used prior to their disposition. Thus,
the apartments are treated under paragraph
(c)(2)(v)(A)(2) of this section as interests in
property that were used only in the rental
activity for the entire period during which
the taxpayer held the interests. Accordingly,
the rules in § 1.469–2T(c)(2)(ii) and paragraph
(c)(2)(iii) of this section do not apply, and all
gain from the sale of the apartments is
treated as passive activity gross income.

Example 2. (i) The taxpayer acquires a resi-
dential apartment building on January 1,
1993, and uses the building in a rental activ-
ity. The taxpayer converts the apartments
into condominium units on July 1, 1993.
After the conversion, the taxpayer holds the
condominium units for sale to customers in
the ordinary course of a trade or business of
dealing in condominium units. (Assume that
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the
taxpayer materially participates in the ac-
tivities.) In addition, the taxpayer continues
to use the units in the rental activity until
they are sold. The first unit is sold on Janu-
ary 1, 1994, and the last unit is sold on De-
cember 31, 1996.

(ii) In this case, all of the apartments were
simultaneously offered for sale to customers
and used in a nondealing activity of the tax-
payer for more than 25 percent of the period
during which the apartments were used in
nondealing activities. Thus, the taxpayer is
rebuttably presumed to have acquired the
apartments (including apartments that are
used in the rental activity for at least 24
months) for the principal purpose of selling
them to customers in the ordinary course of
a trade or business. Assume that the facts
and circumstances do not rebut this pre-
sumption. If that is the case, the taxpayer
has a dealing purpose, and paragraph
(c)(2)(v)(A) of this section does not apply to
the disposition of the apartments.

(iii) Paragraph (c)(2)(v)(B) of this section
provides that if paragraph (c)(2)(v)(A) of this
section does not apply to the disposition of a
taxpayer’s interest in property that is held
in a dealing activity of the taxpayer at the
time of the disposition, the use of the inter-
est in property in any nondealing activity of
the taxpayer for any period during which the
interest is also offered for sale to customers
is treated as incidental to the use of the in-
terest in the dealing activity. Accordingly,
for purposes of applying the rules of § 1.469–
2T(c)(2) to the disposition of the apartments,
the rental of the apartments after July 1,
1993, is treated as the use of the apartments
in the taxpayer’s dealing activity.

Example 3. (i) The taxpayer acquires a resi-
dential apartment building on January 1,
1993, and uses the building in a rental activ-
ity. In January 1996, the taxpayer converts
the apartments into condominium units.
After the conversion, the taxpayer holds the

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00325 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



330

26 CFR Ch. I (4–1–99 Edition)§ 1.469–2

condominium units for sale to customers in
the ordinary course of a trade or business of
dealing in condominium units. (Assume that
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the
taxpayer materially participates in the ac-
tivities.) In addition, the taxpayer continues
to use the units in the rental activity until
they are sold. The units are first held for
sale on January 1, 1996, and the last unit is
sold in 1997.

(ii) The treatment of apartments sold in
1996 is the same as in Example 1. The apart-
ments sold in 1997, however, were simulta-
neously offered for sale to customers and
used in a nondealing activity for more than
25 percent of the period during which the
apartments were used in nondealing activi-
ties. (For example, an apartment that is sold
on January 31, 1997, has been offered for sale
for 13 months or 26.1 percent of the 49-month
period during which it was used in non-
dealing activities.) Thus, the taxpayer is
rebuttably presumed to have acquired the
apartments sold in 1997 for the principal pur-
pose of selling them to customers in the or-
dinary course of a trade of business. Assume
that the facts and circumstances do not
rebut this presumption. In that case, the
marketing of the apartments sold in 1997
does not satisfy the principal purpose re-
quirement, and paragraph (c)(2)(v)(A) of this
section does not apply to the disposition of
those apartments. Accordingly, for purposes
of applying the rules of § 1.469–2T(c)(2) to the
disposition of the apartments sold in 1997,
the rental of the apartments after January 1,
1996, is treated, under paragraph (c)(2)(v)(B)
of this section, as the use of the apartments
in the taxpayer’s dealing activity.

(c)(3)–(c)(5) [Reserved]
(c)(6) Gross income from certain oil or

gas properties—(i) In general. Notwith-
standing any other provision of the
regulations under section 469, passive
activity gross income for any taxable
year does not include an amount of the
taxpayer’s gross passive income for the
year from a property described in this
paragraph (c)(6)(i) equal to the tax-
payer’s net passive income from the
property for the year. Property is de-
scribed in this paragraph (c)(6)(i) if the
property is—

(A) An oil or gas property that in-
cludes an oil or gas well if, for any
prior taxable year beginning after De-
cember 31, 1986, any of the taxpayer’s
loss from the well was treated, solely
by reason of § 1.469–1T(e)(4) (relating to
a special rule for losses from oil and
gas working interests), and not by rea-
son of the taxpayer’s material partici-

pation in the activity, as a loss that is
not from a passive activity; or

(B) Any property the basis of which
is determined in whole or in part by
reference to the basis of property de-
scribed in paragraph (c)(6)(i)(A) of this
section.

(ii) Gross and net passive income from
the property. For purposes of this para-
graph (c)(6)—

(A) The taxpayer’s gross passive in-
come for any taxable year from any
property described in paragraph
(c)(6)(i) of this section is any passive
activity gross income for the year (de-
termined without regard to this para-
graph (c)(6) and § 1.469–2T(f)) from the
property;

(B) The taxpayer’s net passive in-
come for any taxable year from any
property described in paragraph
(c)(6)(i) of this section is the excess, if
any, of—

(1) The taxpayer’s gross passive in-
come for the taxable year from the
property; over

(2) Any passive activity deductions
for the taxable year (including any de-
duction treated as a deduction for the
year under § 1.469–1T(f)(4)) that are rea-
sonably allocable to the income; and

(C) if any oil or gas well or other
item of property (the item) is included
in two or more properties described in
paragraph (c)(6)(i) of this section (the
properties), the taxpayer must allocate
the passive activity gross income (de-
termined without regard to this para-
graph (c)(6) and § 1.469–2T(f) from the
item and the passive activity deduc-
tions reasonably allocable to the item
among the properties.

(iii) Property. For purposes of para-
graph (c)(6)(i)(A) of this section, the
term ‘‘property’’ does not have the
meaning given the term by section
614(a) or the regulations thereunder,
and an oil or gas property that includes
an oil or gas well is—

(A) The well; and
(B) Any other item of property (in-

cluding any oil or gas well) the value of
which is directly enhanced by any
drilling, logging, seismic testing, or
other activities the costs of which were
taken into account in determining the
amount of the taxpayer’s income or
loss from the well.
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(iv) Examples. The following examples
illustrate the application of this para-
graph (c)(6):

Example 1. A is a general partner in part-
nership P and a limited partner in partner-
ship R. P and R own oil and gas working in-
terests in two separate tracts of land ac-
quired from two separate landowners. In
1993, P drills a well on its tract, and A’s dis-
tributive share of P’s losses from drilling the
well are treated under § 1.469–1T(e)(4) as not
from a passive activity. In the course of se-
lecting the drilling site and drilling the well,
P develops information indicating that the
reservior in which the well was drilled
underlies R’s tract as well as P’s. Under
these facts, P’s and R’s tracts are treated as
one property for purposes of this paragraph
(c)(6), even if A’s interests in the mineral de-
posits in the tracts are treated as separate
properties under section 614(a). Accordingly,
in 1994 and subsequent years, A’s distributive
share of both P’s and R’s income and ex-
penses from their respective tracts is taken
into account in computing A’s net passive
income from the property for purposes of
this paragraph (c)(6).

Example 2. B is a general partner in part-
nership S. S owns an oil and gas working in-
terest in a single tract of land. In 1993, S
drills a well, and B’s distributive share of S’s
losses from drilling the well is treated under
§ 1.469–1T(e)(4) as not from a passive activity.
In the course of drilling the well, S discovers
two oil-bearing formations, one underlying
the other. On December 1, 1993, S completes
the well in the underlying formation. On
January 1, 1994, B converts B’s entire general
partnership interest in S into a limited part-
nership interest. In 1994, S completes in, and
commences production from, the shallow for-
mation. Under these facts, the two mineral
deposits in S’s tract are treated as one prop-
erty for purposes of this paragraph (c)(6),
even if they are treated as separate prop-
erties under section 614(a). Accordingly, B’s
distributive share of S’s income and expenses
from both the underlying formation and
from recompletion in and production from
the shallow formation is taken into account
in computing B’s net passive income from
the property for purposes of this paragraph
(c)(6).

(c)(6)(iv) Example 3—(c)(7)(iii) [Re-
served]

(c)(7)(iv) Gross income of an indi-
vidual from a covenant by such indi-
vidual not to compete;

(v) Gross income that is treated as
not from a passive activity under any
provision of the regulations under sec-
tion 469, including but not limited to
§ 1.469–1T(h)(6) (relating to income from
intercompany transactions of members

of an affiliated group of corporations
filing a consolidated return) and § 1.469–
2T(f) and paragraph (f) of this section
(relating to recharacterized passive in-
come);

(vi) Gross income attributable to the
reimbursement of a loss from fire,
storm, shipwreck, or other casualty, or
from theft (as such terms are used in
section 165(c)(3)) if—

(A) The reimbursement is included in
gross income under § 1.165–1(d)(2)(iii)
(relating to reimbursements of losses
that the taxpayer deducted in a prior
taxable year); and

(B) The deduction for the loss was
not a passive activity deduction; and

(c)(7)(vii) Gross income or gain allo-
cable to business or rental use of a
dwelling unit for any taxable year in
which section 280A(c)(5) applies to such
business or rental use.

(d)(1)–(d)(2)(viii) [Reserved]
(ix) An item of loss or deduction that

is carried to the taxable year under
section 172(a), section 613A(d), section
1212(a)(1) (in the case of corporations),
or section 1212(b) (in the case of tax-
payers other than corporations);

(x) An item of loss or deduction that
would have been allowed for a taxable
year beginning before January 1, 1987,
but for section 704(d), 1366, or 465;

(xi) A deduction for a loss from fire,
storm, shipwreck, or other casualty, or
from theft (as such terms are used in
section 165(c)(3)) if losses that are simi-
lar in cause and severity do not recur
regularly in the conduct of the activ-
ity; and

(xii) A deduction or loss allocable to
business or rental use of a dwelling
unit for any taxable year in which sec-
tion 280A(c)(5) applies to such business
or rental use.

(d)(3)–(d)(5)(ii) [Reserved]
(d)(5)(iii) Other applicable rules—(A)

Applicability of rules in § 1.469–2T(c)(2).
For purposes of this paragraph (d)(5), a
taxpayer’s interests in property used in
an activity and the amounts allocated
to the interests shall be determined
under § 1.469–2T(c)(2)(i)(C). In addition,
the rules contained in paragraph
(c)(2)(iv) and (v) of this section apply in
determining for purposes of this para-
graph (d)(5) the activity (or activities)
in which an interest in property is used

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00327 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



332

26 CFR Ch. I (4–1–99 Edition)§ 1.469–2

at the time of its disposition and dur-
ing the 12-month period ending on the
date of its disposition.

(d)(5)(iii)(B)–(d)(6)(v)(D) [Reserved]
(d)(6)(v)(E) Are taken into account

under section 613A(d) (relating to limi-
tations on certain depletion deduc-
tions), section 1211 (relating to the lim-
itation on capital losses), or section
1231 (relating to property used in a
trade or business and involuntary con-
versions); or

(d)(6)(v)(F)–(d)(7) [Reserved]
(d)(8) Taxable year in which item arises.

For purposes of § 1.469–2T(d), an item of
deduction arises in the taxable year in
which the item would be allowable as a
deduction under the taxpayer’s method
of accounting if taxable income for all
taxable years were determined without
regard to sections 469, 613A(d) and 1211.

(e)(1)–(e)(2)(i) [Reserved]
(e)(2)(ii) Section 707(c). Except as pro-

vided in paragraph (e)(2)(iii)(B) of this
section, any payment to a partner for
services or the use of capital that is de-
scribed in section 707(c), including any
payment described in section 736(a)(2)
(relating to guaranteed payments made
in liquidation of the interest of a retir-
ing or deceased partner), is character-
ized as a payment for services or as the
payment of interest, respectively, and
not as a distributive share of partner-
ship income.

(iii) Payments in liquidation of a part-
ner’s interest in partnership property—(A)
In general. If any gain or loss is taken
into account by a retiring partner (or
any other person that owns (directly or
indirectly) an interest in the partner if
the partner is a passthrough entity) or
a deceased partner’s successor in inter-
est as a result of a payment to which
section 736(b) (relating to payments
made in exchange for a retired or de-
ceased partner’s interest in partnership
property) applies, the gain or loss is
treated as passive activity gross in-
come or a passive activity deduction
only to the extent that the gain or loss
would have been passive activity gross
income or a passive activity deduction
of the retiring or deceased partner (or
the other person) if it had been recog-
nized at the time the liquidation of the
partner’s interest commenced.

(B) Payments in liquidation of a part-
ner’s interest in unrealized receivables

and goodwill under section 736(a). (1) If a
payment is made in liquidation of a re-
tiring or deceased partner’s interest,
the payment is described in section
736(a), and any income—

(i) Is taken into account by the retir-
ing partner (or any other person that
owns (directly or indirectly) an inter-
est in the partner if the partner is a
passthrough entity) or the deceased
partner’s successor in interest as a re-
sult of the payment; and

(ii) Is attributable to the portion (if
any) of the payment that is allocable
to the unrealized receivables (within
the meaning of section 751(c)) and
goodwill of the partnership;

the percentage of the income that is
treated as passive activity gross in-
come shall not exceed the percentage
of passive activity gross income that
would be included in the gross income
that the retiring or deceased partner
(or the other person) would have recog-
nized if the unrealized receivables and
goodwill had been sold at the time that
the liquidation of the partner’s interest
commenced.

(2) For purposes of this paragarph
(e)(2)(iii)(B), the portion (if any) of a
payment under section 736(a) that is al-
locable to unrealized receivables and
goodwill of a partnership shall be de-
termined in accordance with the prin-
ciples employed under § 1.736–1(b) for
determining the portion of a payment
made under section 736 that is treated
as a distribution under section 736(b).

(e)(3)(i)–(iii)(A) [Reserved]
(B) An amount of gain that would

have been treated as gain that is not
from a passive activity under para-
graph (c)(2)(iii) of this section (relating
to substantially appreciated property
formerly used in a nonpassive activ-
ity), paragraph (c)(6) of this section (re-
lating to certain oil or gas properties),
§ 1.469–2T(f)(5) (relating to certain prop-
erty rented incidental to development),
paragraph (f)(6) of this section (relat-
ing to property rented to a nonpassive
activity), or § 1.469–2T(f)(7) (relating to
certain interests in a passthrough enti-
ty engaged in the trade or business of
licensing intangible property) would
have been allocated to the holder (or
such other person) with respect to the
interest if all of the property used in
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the passive activity had been sold im-
mediately prior to the disposition for
its fair market value on the applicable
valuation date (within the meaning of
§ 1.469–2T(e)(3)(ii)(D)(1)); and

(e)(3)(iii)(C)–(f)(4) [Reserved]
(f)(5) Net income from certain property

rented incidental to development activ-
ity—(i) In general. An amount of the
taxpayer’s gross rental activity income
for the taxable year from an item of
property equal to the net rental activ-
ity income for the year from the item
of property shall be treated as not from
a passive activity if—

(A) Any gain from the sale, exchange,
or other disposition of the item of
property is included in the taxpayer’s
income for the taxable year;

(B) The taxpayer’s use of the item of
property in an activity involving the
rental of the property commenced less
than 12 months before the date of the
disposition (within the meaning of
paragraph (c)(2)(iii)(B) of this section)
of such property; and

(C) The taxpayer materially partici-
pated (within the meaning of § 1.469–5T)
or significantly participated (within
the meaning of § 1.469–5T(c)(2)) for any
taxable year in an activity that in-
volved for such year the performance of
services for the purpose of enhancing
the value of such item of property (or
any other item of property if the basis
of the item of property that is sold, ex-
changed, or otherwise disposed of is de-
termined in whole or in part by ref-
erence to the basis of such other item
of property).

(ii) Commencement of use—(A) In gen-
eral. For purposes of paragraph
(f)(5)(i)(B) of this section, a taxpayer’s
use of an item of property in an activ-
ity involving the rental of the property
commences on the first date on
which—

(1) The taxpayer owns an interest in
the property;

(2) Substantially all of the property
is rented (or is held out for rent and is
in a state of readiness for rental); and

(3) No significant value-enhancing
services (within the meaning of para-
graph (f)(5)(ii)(B) of this section) re-
main to be performed.

(B) Value-enhancing services. For pur-
poses of this paragraph (f)(5)(ii), the
term value-enhancing services means

the services described in paragraphs
(f)(5) (i)(C) and (iii) of this section, ex-
cept that the term does not include
lease-up. Thus, in cases in which this
paragraph (f)(5) applies solely because
substantial lease-up remains to be per-
formed (see paragraph (f)(5)(iii)(C) of
this section), the twelve month period
described in paragraph (f)(5)(i)(B) of
this section will begin when the tax-
payer acquires an interest in the prop-
erty if substantially all of the property
is held out for rent and is in a state of
readiness for rental on that date.

(iii) Services performed for the purpose
of enhancing the value of property. For
purposes of paragraph (f)(5)(i)(C) of this
section, services that are treated as
performed for the purpose of enhancing
the value of an item of property in-
clude but are not limited to—

(A) Construction;
(B) Renovation; and
(C) Lease-up (unless more than 50

percent of the property is leased on the
date that the taxpayer acquires an in-
terest in the property).

(iv) Examples. The following examples
illustrate the application of this para-
graph (f)(5):

Example 1. (i) A, a calendar year individual,
is a partner in P, a calendar year partner-
ship, which develops real estate. In 1993, P
acquires an interest in undeveloped land and
arranges for the financing and construction
of an office building on the land. Construc-
tion is completed in February 1995, and sub-
stantially all of the building is either rented
or held out for rent and in a state of readi-
ness for rental beginning on March 1, 1995.
Twenty percent of the building is leased as of
March 1, 1995.

(ii) P rents the building (or holds it out for
rent) for the remainder of 1995 and all of 1996,
and sells the building on February 1, 1997,
pursuant to a contract entered into on Janu-
ary 15, 1996. P did not hold the building (or
any other buildings) for sale to customers in
the ordinary course of P’s trade or business
(see paragraph (c)(2)(v) of this section). A’s
distributive share of P’s taxable losses from
the rental of the building is $50,000 for 1995
and $30,000 for 1996. All of A’s losses from the
rental of the building are disallowed under
1.469–1(a)(1)(i) (relating to the disallowance
of the passive activity loss for the taxable
year). A’s distributive share of P’s gain from
the sale of the building is $150,000. A has no
other gross income or deductions from the
activity of renting the building.

(iii) The real estate development activity
that A holds through P in 1993, 1994, and 1995
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involves the performance of services (e.g.,
construction) for the purpose of enhancing
the value of the building. Accordingly, an
amount equal to A’s net rental activity in-
come from the building may be treated as
gross income that is not from a passive ac-
tivity if A’s use of the building in an activity
involving the rental of the building com-
menced less that 12 months before the date
of the disposition of the building. In this
case, the date of the disposition of the build-
ing is January 15, 1996, the date of the bind-
ing contract for its sale.

(iv)(A) A taxpayer’s use of an item of prop-
erty in an activity involving the rental of
the property commences on the first date on
which—

(1) The taxpayer owns an interest in the
item of property;

(2) Substantially all of the property is
rented (or is held out for rent and is in a
state of readiness for rental); and

(3) No significant value-enhancing services
(within the meaning of paragraph (f)(5)(ii)(B)
of this section) remain to be performed.

(B) In this case, A’s use of the building in
an activity involving the rental of the build-
ing commenced on March 1, 1995, less than 12
months before January 15, 1996, the date of
disposition. Accordingly, if A materially (or
significantly) participated in the real estate
development activity in 1993, 1994, or 1995
(without regard to whether A materially par-
ticipated in the activity in more than one of
those years), an amount of A’s gross rental
activity income from the building for 1997
equal to A’s net rental activity income from
the building for 1997 is treated under this
paragraph (f)(5) as gross income that is not
from a passive activity. Under paragraph
(f)(9)(iv) of this section, A’s net rental activ-
ity income from the building for 1997 is
$70,000 ($150,000 distributive share of gain
from the disposition of the building minus
$80,000 of reasonably allocable passive activ-
ity deductions).

Example 2. (i) X, a calendar year taxpayer
subject to section 469, acquires a building on
February 1, 1994, when the building is 25 per-
cent leased. During 1994, X rents the building
(or holds it out for rent) and materially par-
ticipates in an activity that involves the
lease-up of the building. X’s activities do not
otherwise involve the performance of con-
struction or other services for the purpose of
enhancing the value of the building, and X
does not hold the building (or any other
building) for sale to customers in the ordi-
nary course of X’s trade or business. X sells
the building on December 1, 1994.

(ii)(A) Under paragraph (f)(5)(iii)(C) of this
section, lease-up is considered a service per-
formed for the purpose of enhancing the
value of property unless more than 50 per-
cent of the property is leased on the date the
taxpayer acquires an interest in the prop-
erty. Under paragraph (f)(5)(ii)(B) of this sec-

tion, however, lease-up is not considered a
value-enhancing service for purposes of de-
termining when the taxpayer commences
using an item of property in an activity in-
volving the rental of the property. Accord-
ingly, X’s acquisition of the building con-
stitutes a commencement of X’s use of the
building in a rental activity, because Feb-
ruary 1, 1994, is the first date on which—

(1) The taxpayer owns an interest in the
item of property;

(2) Substantially all of the property is held
out for rent; and

(3) No significant value-enhancing services
(within the meaning of paragraph (f)(5)(ii)(B)
of this section) remain to be performed.

(B) In this case, X disposes of the property
within 12 months of the date X commenced
using the building in a rental activity. Ac-
cordingly, an amount of X’s gross rental ac-
tivity income for 1994 equal to X’s net rental
activity income from the building for 1994 is
treated under this paragraph (f)(5) as gain
that is not from a passive activity.

Example 3. The facts are the same as in Ex-
ample 2, except that at the time X acquires
the building it is 60 percent leased. Under
paragraph (f)(5)(iii)(C) of this section, lease-
up is not considered a service performed for
the purpose of enhancing the value of prop-
erty if more than 50 percent of the property
is leased on the date the taxpayer acquires
an interest in the property. Therefore, addi-
tional lease-up performed by X is not taken
into account under this paragraph (f)(5).
Since X’s activities do not otherwise involve
the performance of services for the purpose
of enhancing the value of the building, none
of X’s gross rental activity income from the
building will be treated as income that is not
from a passive activity under this paragraph
(f)(5).

(f)(6) Property rented to a nonpassive
activity. An amount of the taxpayer’s
gross rental activity income for the
taxable year from an item of property
equal to the net rental activity income
for the year from that item of property
is treated as not from a passive activ-
ity if the property—

(i) Is rented for use in a trade or busi-
ness activity (within the meaning of
paragraph (e)(2) of this section) in
which the taxpayer materially partici-
pates (within the meaning of § 1.469–5T)
for the taxable year; and

(ii) Is not described in § 1.469–2T(f)(5).
(f)(7)–(f)(9)(ii) [Reserved]
(f)(9)(iii) The gross rental activity in-

come for a taxable year from an item
of property is any passive activity
gross income (determined without re-
gard to § 1.469–2T(f)(2) through (f)(6))
that—
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(A) Is income for the year from the
rental or disposition of such item of
property; and

(B) In the case of income from the
disposition of such item of property, is
income from an activity that involved
the rental of such item of property dur-
ing the 12-month period ending on the
date of the disposition (see § 1.469–
2T(c)(2)(ii)); and

(iv) The net rental activity income
from an item of property for the tax-
able year is the excess, if any, of—

(A) The gross rental activity income
from the item of property for the tax-
able year; over

(B) Any passive activity deductions
for the taxable year (including any de-
duction treated as a deduction for the
year under § 1.469–1(f)(4)) that are rea-
sonably allocable to the income.

(10) Coordination with section 163(d).
Gross income that is treated as not
from a passive activity under § 1.469–
2T(f)(3), (4), or (7) is treated as income
described in section 469(e)(1)(A) and
§ 1.469–2T(c)(3)(i) except in determining
whether—

(i) Any property is treated for pur-
poses of section 469(e)(1)(A)(ii)(I) and
§ 1.469–2T(c)(3)(i)(C) as property that
produces income of a type described in
§ 1.469–2T(c)(3)(i)(A);

(ii) Any property is treated for pur-
poses of section 469(e)(1)(A)(ii)(II) and
§ 1.469–2T(c)(3)(i)(D) as property held for
investment;

(iii) An expense (other than interest
expense) is treated for purposes of sec-
tion 469(e)(1)(A)(i)(II) and § 1.469–
2T(d)(4) as clearly and directly allo-
cable to portfolio income (within the
meaning of § 1.469–2T(c)(3)(i); and

(iv) Interest expense is allocated
under § 1.163–8T to an investment ex-
penditure (within the meaning of
§ 1.163–8T(b)(3)) or to a passive activity
expenditure (within the meaning of
§ 1.163–8T(b)(4)).

(11) [Reserved]

[T.D. 8417, 57 FR 20754, May 15, 1992, as
amended by T.D. 8477, 58 FR 11538, Feb. 26,
1993; 58 FR 13706, Mar. 15, 1993; 58 FR 29536,
May 21, 1993; T.D. 8495, 58 FR 58787, Nov. 4,
1993; T.D. 8417, 59 FR 45623, Sept. 2, 1994]

§ 1.469–2T Passive activity loss (tem-
porary).

(a) Scope of this section. This section
contains rules for determining the
amount of the taxpayer’s passive activ-
ity loss for the taxable year for pur-
poses of section 469 and the regulations
thereunder. The rules contained in this
section—

(1) Provide general guidance for iden-
tifying items of income and deduction
that are taken into account in deter-
mining the amount of the passive ac-
tivity loss for the taxable year;

(2) Specify particular items of in-
come and deduction that are not taken
into account in determining the
amount of the passive activity loss for
the taxable year; and

(3) Specify the manner in which pro-
visions of the Internal Revenue Code
and the regulations, other than section
469 and the regulations thereunder, are
applied for purposes of determining the
extent to which items of deduction are
taken into account for a taxable year
in computing the amount of the pas-
sive activity loss for such year.

(b) Definition of passive activity loss—
(1) In general. In the case of a taxpayer
other than a closely held corporation
(within the meaning of § 1.469–
1T(g)(2)(ii)), the passive activity loss
for the taxable year is the amount, if
any, by which the passive activity de-
ductions for the taxable year exceed
the passive activity gross income for
the taxable year.

(2) Cross references. See paragraph (c)
of this section for the definition of
‘‘passive activity gross income,’’ para-
graph (d) of this section for the defini-
tion of ‘‘passive activity deduction,’’
and § 1.469–1T(g)(4) for the computation
of the passive activity loss of a closely
held corporation.

(c) Passive activity gross income—(1) In
general. Except as otherwise provided
in the regulations under section 469,
passive activity gross income for a tax-
able year includes an item of gross in-
come if and only if such income is from
a passive activity.

(2) Treatment of gain from disposition of
an interest in an activity or an interest in
property used in an activity—(i) In gen-
eral—(A) Treatment of gain. Except as
otherwise provided in the regulations
under section 469, any gain recognized
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upon the sale, exchange or other dis-
position (a ‘‘disposition’’) of an interest
in property used in an activity at the
time of the disposition or of an interest
in an activity held through a partner-
ship or S corporation is treated in the
following manner:

(1) The gain is treated as gross in-
come from such activity for the tax-
able year or years in which it is recog-
nized;

(2) If the activity is a passive activity
of the taxpayer for the taxable year of
the disposition, the gain is treated as
passive activity gross income for the
taxable year or years in which it is rec-
ognized; and

(3) If the activity is not a passive ac-
tivity of the taxpayer for the taxable
year of the disposition, the gain is
treated as not from a passive activity.

(B) Dispositions of partnership interests
and S corporation stock. A partnership
interest or S corporation stock is not
property used in an activity for pur-
poses of this paragraph (c)(2). See para-
graph (e)(3) of this section for rules
treating the gain recognized upon the
disposition of a partnership interest or
S corporation stock as gain from the
disposition of interests in the activities
in which the partnership or S corpora-
tion has an interest.

(C) Interest in property. For purposes
of applying this paragraph (c)(2) to a
disposition of property—

(1) Any material portion of the prop-
erty that was used, at any time before
the disposition, in any activity at a
time when the remainder of the prop-
erty was not used in such activity shall
be treated as a separate interest in
property; and

(2) The amount realized from the dis-
position and the adjusted basis of the
property must be allocated among the
separate interests in a reasonable man-
ner.

(D) Examples. The following examples
illustrate the application of this para-
graph (c)(2)(i):

Example (1). A owns an interest in a trade
or business activity in which A has never
materially partcipated. In 1987, A sells equip-
ment that was used exclusively in the activ-
ity and realizes a gain on the sale. Under
paragraph (c)(2)(i)(A)(2) of this section, the
gain is passive activity gross income.

Example (2). B owns an interest in a trade
or business activity in which B materially

participates for 1987. In 1987, B sells a build-
ing used in the activity in an installment
sale and realizes a gain on the sale. B does
not materially participate in the activity for
1988 or any subsequent year. Under para-
graph (c)(2)(i)(A)(3) of this section, none of
B’s gain from the sale (including gain taken
into account after 1987) is passive activity
gross income.

Example (3). C enters into a contract to ac-
quire property used by the seller in a rental
activity. Before acquiring the property pur-
suant to the contract, C sells all rights under
the contract and realizes a gain on the sale.
Since C’s rights under the contract are not
property used in a rental activity, the gain is
not income from a rental activity. The result
would be the same if C owned an option to
acquire the property and sold the option.

Example (4). D sells a ten-floor office build-
ing. D owned the building for three years
preceding the sale and at all times during
that period used seven floors of the building
in a trade or business activity and three
floors in a rental activity. The fair market
value per square foot is substantially the
same throughout the building, and D did not
maintain a separate adjusted basis for any
part of the building. Under paragraph
(c)(2)(i)(C)(1) of this section, the seven floors
used in the trade or business activity and the
three floors used in the rental activity are
treated as separate interests in property.
Under paragraph (c)(2)(i)(C)(2) of this sec-
tion, the amount realized and the adjusted
basis of the building must be allocated be-
tween the separate interests in a reasonable
manner. Under these facts, an allocation
based on the square footage of the parts of
the building used in each activity would be
reasonable.

Example (5). The facts are the same as in
example (4), except that two of the seven
floors used in the trade or business activity
were used in the rental activity until five
months before the sale. Under paragraph
(c)(2)(i)(C)(1) of this section, the five floors
used exclusively in the trade or business ac-
tivity and the two floors used first in the
rental activity and then in the trade or busi-
ness activity are treated as separate inter-
ests in property. See paragraph (c)(2)(ii) of
this section for rules for allocating amount
realized and adjusted basis upon a disposi-
tion of an interest in property used in more
than one activity during the 12-month period
ending on the date of the disposition.

(ii) Disposition of property used in more
than one activity in 12-month period pre-
ceding disposition. In the case of a dis-
position of an interest in property that
is used in more than one activity dur-
ing the 12-month period ending on the
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date of the disposition, the amount re-
alized from the disposition and the ad-
justed basis of such interest must be
allocated among such activities on a
basis that reasonably reflects the use
of such interest in property during
such 12-month period. For purposes of
this paragraph (c)(2)(ii), an allocation
of the amount realized and adjusted
basis solely to the activity in which an
iterest in property is predominantly
used during the 12-month period ending
on the date of the disposition reason-
ably reflects the use of such interest in
property if the fair market value of
such interest does not exceed the lesser
of—

(A) $10,000; and
(B) 10 percent of the sum of the fair

market value of such interest and the
fair market value of all other property
used in such activity immediately be-
fore the disposition.
The following examples illustrate the
application of this paragraph (c)(2)(ii):

Example (1). The facts are the same as in
example (5) of paragraph (c)(2)(i)(D) of this
section. Under paragraph (c)(2)(i)(C)(2) of
this section, D allocates the amount realized
and adjusted basis of the building 30 percent
to the three floors used exclusively in the
rental activity, 50 percent to the five floors
used exclusively in the trade or business ac-
tivity, and 20 percent to the two floors used
first in the rental activity and then in the
trade or business activity. Under this para-
graph (c)(2)(ii), the amount realized and ad-
justed basis allocated to the two floors that
were used in both activities during the 12-
month period ending on the date of the dis-
position must also be allocated between such
activities. Under these facts, an allocation of
7/12 of such amounts to the rental activity
and 5/12 of such amounts to the trade or busi-
ness activity would reasonably reflect the
use of the two floors during the 12-month pe-
riod ending on the date of the disposition.

Example (2). B is a limited partner in a
partnership that sells a tractor-trailer. Dur-
ing the 12-month period ending on the date
of the sale, the tractor-trailer was used in
several activities, and the partnership allo-
cates the amount realized from the disposi-
tion and the adjusted basis of the tractor-
trailer among the activities based on the
number of days during the 12-month period
that the partnership used the tractor-trailer
in each activity. Under these facts, the part-
nership’s allocation reasonably reflects the
use of the tractor-trailer during the 12-
month period ending on the date of the sale.

Example (3). C sells a personal computer for
$8,000. During the 12-month period ending on

the date of the sale, 70 percent of C’s use of
the computer was in a passive activity. Im-
mediately before the sale, the fair market
value of all property used in the passive ac-
tivity (including the personal computer) was
$200,000. Under these facts, the computer was
predominatly used in the passive activity
during the 12-month period ending on the
date of the sale, and the value of the com-
puter, as measured by its sale price ($8,000),
does not exceed the lesser of (a) $10,000, and
(b) 10 percent of the value of all property
used in the activity immediately before the
sale ($20,000). C allocates the amount realized
and the adjusted basis solely to the passive
activity. Under this paragraph (c)(2)(ii), C’s
allocation reasonably reflects the use of the
computer during the 12-month period ending
on the date of the sale.

(iii) Disposition of substantially appre-
ciated property formerly used in nonpas-
sive activity. [Reserved] See § 1.469–
4(c)(2)(iii) for rules relating to this
paragraph.

(iv) Taxable acquisitions. [Reserved]
See § 1.469–2(c)(iv) for rules relating to
this paragraph.

(v) Property held for sale to customers.
[Reserved] See § 1.469–2(c)(v) for rules
relating to this paragraph.

(3) Items of portfolio income specifically
excluded—(i) In general. Passive activ-
ity gross income does not include port-
folio income. For purposes of the pre-
ceding sentence, portfolio income in-
cludes all gross income, other than in-
come derived in the ordinary course of
a trade or business (within the mean-
ing of paragraph (c)(3)(ii) of this sec-
tion), that is attributable to—

(A) Interest (including amounts
treated as interest under paragraph
(e)(2)(ii) of this section, relating to cer-
tain payments to partners for the use
of capital); annuities; royalties (includ-
ing fees and other payments for the use
of intangible property); dividends on C
corporation stock; and income (includ-
ing dividends) from a real estate in-
vestment trust (within the meaning of
section 856), regulated investment com-
pany (within the meaning of section
851), real estate mortgage investment
conduit (within the meaning of section
860D), common trust fund (within the
meaning of section 584), controlled for-
eign corporation (within the meaning
of section 957), qualified electing fund
(within the meaning of section 1295(a)),
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or cooperative (within the meaning of
section 1381(a));

(B) Dividends on S corporation stock
(within the meaning of section
1368(c)(2);

(C) The disposition of property that
produces income of a type described in
paragraph (c)(3)(i)(A) of this section;
and

(D) The disposition of property held
for investment (within the meaning of
section 163 (d)).

(ii) Gross income derived in the ordi-
nary course of a trade or business. Solely
for purposes of paragraph (c)(3)(i) of
this section, gross income derived in
the ordinary course of a trade or busi-
ness includes only—

(A) Interest income on loans and in-
vestments made in the ordinary course
of a trade or business of lending
money;

(B) Interest on accounts receivable
arising from the performance of serv-
ices or the sale of property in the ordi-
nary course of a trade or business of
performing such services or selling
such property, but only if credit is cus-
tomarily offered to customers of the
business;

(C) Income from investments made in
the ordinary course of a trade or busi-
ness of furnishing insurance or annuity
contracts or reinsuring risks under-
written by insurance companies;

(D) Income or gain derived in the or-
dinary course of an activity of trading
or dealing in any property if such ac-
tivity constitutes a trade or business
(but see paragraph (c)(3)(iii)(A) of this
section);

(E) Royalties derived by the taxpayer
in the ordinary course of a trade or
business of licensing intangible prop-
erty (within the meaning of paragraph
(c)(3)(iii)(B) of this section);

(F) Amount included in the gross in-
come of a patron of a cooperative
(within the meaning of section 1381(a),
without regard to paragraph (2)(A) or
(C) thereof) by reason of any payment
or allocation to the patron based on pa-
tronage occurring with respect to a
trade or business of the patron; and

(G) Other income identified by the
Commissioner as income derived by the
taxpayer in the ordinary course of a
trade or business.

(iii) Special rules—(A) Income from
property held for investment by dealer.
For purposes of paragraph (c)(3)(i) of
this section, a dealer’s income or gain
from an item of property is not dervied
by the dealer in the ordinary course of
a trade or business of dealing in such
property if the dealer held the property
for investment at any time before such
income or gain is recognized.

(B) Royalties derived in the ordinary
course of the trade or business of licensing
intangible property—(1) In general. Roy-
alties received by any person with re-
spect to a license or other transfer of
any rights in intangible property shall
be considered to be derived in the ordi-
nary course of the trade or business of
licensing such property only if such
person—

(i) Created such property; or
(ii) Performed substantial services or

incurred substantial costs with respect
to the development or marketing of
such property.

(2) Substantial services or costs—(i) In
general. Except as provided in para-
graph (c)(3)(iii)(B)(2)(ii) of this section,
the determination of whether a person
has performed substantial services or
incurred substantial costs with respect
to the development or marketing of an
item of intangible property shall be
made on the basis of all the facts and
circumstances.

(ii) Exception. A person has performed
substantial services or incurred sub-
stantial costs for a taxable year with
respect to the development or mar-
keting of an item of intangible prop-
erty if—

(a) The expenditures reasonably in-
curred by such person in such taxable
year with respect to the development
or marketing of the property exceed 50
percent of the gross royalties from li-
censing such property that are includ-
ible in such person’s gross income for
the taxable year; or

(b) The expenditures reasonably in-
curred by such person in such taxable
year and all prior taxable years with
respect to the development or mar-
keting of the property exceed 25 per-
cent of the aggregate capital expendi-
tures (without any adjustment of am-
ortization) made by such person with
respect to the property in all such tax-
able years.
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(iii) Expenditures taken into account.
For purposes of paragraph
(c)(3)(iii)(B)(2)(ii) of this section, ex-
penditures in a taxable year include
amounts chargeable to capital account
for such year without regard to the
year or years (if any) in which any de-
duction for such expenditure is al-
lowed.

(3) Passthrough entities. For purposes
of this paragraph (c)(3)(iii)(B), in the
case of any intangible property held by
a partnership, S corporation, estate, or
trust, the determination of whether
royalties from such property are de-
rived in the ordinary course of a trade
or business shall be made by applying
the rules of this paragraph (c)(3)(iii)(B)
to such entity and not to any holder of
an interest in such entity.

(4) Cross reference. For special rules
applicable to certain gross income
from a trade or business of licensing in-
tangible property, see paragraph (f)(7)
of this section.

(C) Mineral production payments. For
purposes of section 469 and the regula-
tions thereunder—

(1) If a mineral production payment
is treated as a loan under section 636,
the portion of any payment in dis-
charge of the production payment that
is the equivalent of interest shall be
treated as interest; and

(2) If a mineral production payment
is not treated as a loan under section
636, payments in discharge of the pro-
duction payment shall be treated as
royalties.

(iv) Examples. The following examples
illustrate the application of this para-
graph (c)(3):

Example (1). A, an individual engaged in the
trade or business of farming, disposes of
farmland in an installment sale. A is not en-
gaged in a trade or business of selling farm-
land. Therefore, A’s interest income from the
installment note is not gross income derived
in the ordinary course of a trade or business.

Example (2). P, a partnership, operates a
rental apartment building for low-income
tenants in City Y. Under Y’s laws relating to
the operation of low-income housing, P is re-
quired to maintain a reserve fund to pay for
the maintenance and repair of the building.
P invests the reserve fund in short-term in-
terest-bearing deposits. Because P’s interest
income from the investment of the reserve
fund is not interest income described in
paragraph (c)(3)(ii) of this section, such in-
come is not treated as derived in the ordi-

nary course of a trade or business. Accord-
ingly, P’s interest income from the deposits
is portfolio income (within the meaning of
paragraph (c)(3)(i) of this section).

Example (3). (i) B is a partner in a partner-
ship that is engaged in an activity involving
the conduct of a trade or business of dealing
in securities. On February 1, the partnership
acquires certain securities for investment
(within the meaning of section 163(d)). On
February 2, before recognizing any income
with respect to the securities, the partner-
ship determines that it would be advisable to
hold the securities primarily for sale to cus-
tomers and subsequently sells them to cus-
tomers in the ordinary course of its business.

(ii) Under paragraph (c)(3)(iii)(A) of this
section, income or gain from any security
(including any security acquired pursuant to
an investment of working capital) held by a
dealer for investment at any time before
such income or gain is recognized is not
treated for purposes of paragraph (c)(3)(i) of
this section as derived by the dealer in the
ordinary course of its trade or business of
dealing in securities. Accordingly, B’s dis-
tributive share of the partnership’s interest,
dividends, or gains from the securities ac-
quired by the partnership for investment on
February 1 is portfolio income of B, notwith-
standing that such securities were held by
the partnership, subsequent to February 1,
primarily for sale to customers in the ordi-
nary course of the partnership’s trade or
business of dealing in securities.

Example (4). C is a partner in a partnership
that is engaged in an activity of trading or
dealing in royalty interests in mineral prop-
erties. The partnership derives royalty in-
come from royalty interests held in the ac-
tivity. If the activity is a trade or business
activity, C’s distributive share of the part-
nership’s royalty income from such royalty
interests is treated under paragraph
(c)(3)(ii)(D) of this section as derived in the
ordinary course of the partnership’s trade or
business.

Example (5). (i) D, a calendar year indi-
vidual, is a partner in a calendar year part-
nership that is engaged in an activity of de-
veloping and marketing a design for a sys-
tem that reduces air pollution in office
buildings. D has a 10 percent distributive
share of all items of partnership income,
gain, loss, deduction, and credit. In 1987, the
partnership acquired the rights to the design
for $100,000. In 1987, 1988, and 1989, the part-
nership incurs expenditures with respect to
the development and marketing of the de-
sign, and derives gross royalties from licens-
ing the design, in the amounts set forth in
the table below. The expenditures incurred
in 1987 and 1988 are currently deductible ex-
penses. The expenditures incurred in 1989 are
capitalized and may be deducted only in sub-
sequent taxable years.
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Year Gross
royalties

Expendi-
tures

Cumulative
capital ex-
penditures

1987 ......................... $20,000 $8,000 $100,000
1988 ......................... 20,000 12,000 100,000
1989 ......................... 60,000 15,000 115,000
1990 ......................... 120,000 0 115,000

(ii) Under paragraph (c)(3)(iii)(B)(3) of this
section, the determination of whether royal-
ties from intangible property are derived in
the ordinary course of a trade or business of
a partnership is made by applying the rules
of paragraph (c)(3)(iii)(B) of this section to
the partnership rather than the partners.
The expenditures reasonably incurred by the
partnership in 1987 with respect to the devel-
opment or marketing of the design ($8,000) do
not exceed 50 percent of the partnership’s
gross royalties for such year from licensing
the design ($20,000). In addition, the sum of
such expenditures incurred in 1987 and all
prior taxable years ($8,000) does not exceed 25
percent of the aggregate capital expendi-
tures made by the partnership in all such
taxable years with respect to the design
($100,000). Accordingly, for 1987, the partner-
ship is not treated under paragraph
(c)(3)(iii)(B)(2)(ii) of this section as per-
forming substantial services or incurring
substantial costs with respect to the devel-
opment or marketing of the design. There-
fore, unless all of the facts and cir-
cumstances indicate that the partnership
performed substantial services or incurred
substantial costs with respect to the devel-
opment or marketing of the design, D’s dis-
tributive share of the partnership’s royalty
income for 1987 is portfolio income.

(iii) As of the end of 1988, the sum of the
expenditures reasonably incurred by the
partnership during such taxable year and all
prior taxable years with respect to the devel-
opment or marketing of the design ($20,000)
does not exceed 25 percent of the aggregate
capital expenditures made by the partner-
ship in all such years with respect to the de-
sign ($100,000). However, the amount of such
expenditures incurred by the partnership in
1988 ($12,000) exceeds 50 percent of the part-
nership’s gross royalties for such year from
licensing the design ($20,000). Accordingly,
for 1988, under paragraph (c)(3)(iii)(B)(2)(ii)(a)
of this section, the partnership is treated as
performing substantial services or incurring
substantial costs with respect to the devel-
opment or marketing of the design, and D’s
distributive share of the partnership’s roy-
alty income for 1988 is considered for pur-
poses of paragraph (c)(3)(i) of this section to
be derived in the ordinary course of a trade
or business and therefore is not portfolio in-
come.

(iv) The expenditures reasonably incurred
by the partnership in 1989 with respect to the
development or marketing of the design
($15,000) do not exceed 50 percent of the part-

nership’s gross royalties for such year from
licensing the design ($60,000). However, the
sum of such expenditures incurred by the
partnership in 1989 and all prior taxable
years ($35,000) exceeds 25 percent of the part-
nership’s aggregate capital expenditures
made in all such years with respect to the
design ($115,000). Accordingly, for 1989, under
paragraph (c)(3)(iii)(B)(2)(ii)(b) of this sec-
tion, the partnership is treated as per-
forming substantial services or incurring
substantial costs with respect to the devel-
opment or marketing of the design, and D’s
distributive share of the partnership’s roy-
alty income in 1989 is considered for purposes
of paragraph (c)(3)(i) of this section to be de-
rived in the ordinary course of a trade or
business and therefore is not portfolio in-
come.

(v) The result for 1990 is the same as for
1989, notwithstanding that the partnership
incurs no expenditures in 1990 with respect
to the development or marketing of the de-
sign.

Example (6). The facts are the same as in
example (5), except that, for 1987, D’s dis-
tributive share of the partnership’s develop-
ment and marketing costs is 15 percent,
while D’s distributive share of the partner-
ship’s gross royalties is 10 percent. Although
D’s distributive share of the expenditures
reasonably incurred by the partnership dur-
ing 1987 with respect to the development and
marketing of the design ($1,200) is more than
50 percent of D’s distributive share of the
partnership’s gross royalties from licensing
the design ($2,000), D is not treated as per-
forming substantial services or incurring
substantial costs with respect to the devel-
opment or marketing of the design for 1987
under paragraph (c)(3)(iii)(B)(2)(ii)(a) of this
section. This is because, under paragraph
(c)(3)(iii)(B)(3) of this section, the determina-
tion of whether the royalties are derived in
the ordinary course of a trade or business is
made by applying paragraph (c)(3)(iii)(B) of
this section to the partnership, and not to D.

(4) Items of personal service income spe-
cifically excluded—(i) In general. Passive
activity gross income does not include
compensation paid to or on behalf of an
individual for personal services per-
formed or to be performed by such indi-
vidual at any time. For purposes of
this paragraph (c)(4), compensation for
personal services includes only—

(A) Earned income (within the mean-
ing of section 911(d)(2)(A)), including
gross income from a payment described
in paragraph (e)(2) of this section that
represents compensation for the per-
formance of services by a partner;

(B) Amounts includible in gross in-
come under section 83;
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(C) Amounts includible in gross in-
come under sections 402 and 403;

(D) Amounts (other than amounts de-
scribed in paragraph (c)(4)(i)(C) of this
section) paid pursuant to retirement,
pension, and other arrangements for
deferred compensation for services;

(E) Social security benefits (within
the meaning of section 86(d)) includible
in gross income under section 86; and

(F) Other income identified by the
Commissioner as income derived by the
taxpayer from personal services;
provided, however, that no portion of a
partner’s distributive share of partner-
ship income (within the meaning of
section 704(b)) or a shareholder’s pro
rata share of income from an S cor-
poration (within the meaning of sec-
tion 1377(a)) shall be treated as com-
pensation for personal services.

(ii) Example. The following example
illustrates the application of this para-
graph (c)(4):

Example. C owns 50 percent of the stock of
X, an S corporation. X owns rental real es-
tate, which it manages. X pays C a salary for
services performed by C on behalf of X in
connection with the management of X’s
rental properties. Under this paragraph
(c)(4), although C’s pro rata share of X’s
gross rental income is passive activity gross
income (even if the salary paid to C is less
than the fair market value of C’s services),
the salary paid to C does not constitute pas-
sive activity gross income.

(5) Income from section 481 adjust-
ment—(i) In general. If a change in ac-
counting method results in a positive
section 481 adjustment with respect to
an activity, a ratable portion (within
the meaning of paragraph (c)(5)(iii) of
this section) of the amount taken into
account for a taxable year as a net
positive section 481 adjustment by rea-
son of such change shall be treated as
gross income from the activity for such
taxable year, and such gross income
shall be treated as passive activity
gross income if and only if such activ-
ity is a passive activity for the year of
the change (within the meaning of sec-
tion 481(a)).

(ii) Positive section 481 adjustments.
For purposes of applying this para-
graph (c)(5)—

(A) The term ‘‘net positive section
481 adjustment’’ means the increase (if
any) in taxable income taken into ac-

count under section 481(a) to prevent
amounts from being duplicated or
omitted by reason of a change in ac-
counting method; and

(B) The term ‘‘positive section 481 ad-
justment with respect to an activity’’
means the increase (if any) in taxable
income that would be taken into ac-
count under section 481(a) to prevent
only the duplication or omission of
amounts from such activity by reason
of the change in accounting method.

(iii) Ratable portion. The ratable por-
tion of the amount taken into account
as a net positive section 481 adjustment
for a taxable year by reason of a
change in accounting method is deter-
mined with respect to an activity by
multiplying such amount by the frac-
tion obtained by dividing—

(A) The positive section 481 adjust-
ment with respect to the activity; by

(B) The sum of the positive section
481 adjustments with respect to all of
the activities of the taxpayer.

(6) Gross income from certain oil or gas
properties—(i) In general. [Reserved] See
§ 1.469–2(c)(6)(i) for rules relating to this
paragraph.

(ii) Gross and net passive income from
the property. [Reserved] See § 1.469–
2(c)(6)(ii) for rules relating to this
paragraph.

(iii) Property. [Reserved] See 1.469–
2(c)(6)(iii) for rules relating to this
paragraph.

(iv) Examples. The following examples
illustrate the application of this (c)(6):

Example 1. [Reserved] See § 1.469–2(c)(6)(iv)
Example 1.

Example 2. [Reserved] See § 1.469–2(c)(6)(iv)
Example 2.

Example (3). C is a general partner in part-
nership T and a limited partner in partner-
ship U. T and U both own oil and gas work-
ing interests in tracts of land in County X.
In 1987, T drills a well, and C’s distributive
share of T’s losses from drilling the well is
treated under § 1.469–1T(e)(4) as not from a
passive activity. In the course of selecting
the drilling site and drilling the well, T de-
velops information indicating a significant
probability that substantial oil and gas re-
serves underlie most portions of County X.
As a result, the value of all oil and gas prop-
erties in County X is enhanced. The informa-
tion developed by T does not, however, indi-
cate that the reservoir in which T’s well is
drilled underlies U’s tract. Under these facts,
T’s and U’s tracts are not treated as one
property for purposes of this paragraph

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00337 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



342

26 CFR Ch. I (4–1–99 Edition)§ 1.469–2T

(c)(6), because the value of U’s tract is not
directly enhanced by T’s activities.

(7) Other items specifically excluded.
Notwithstanding any other provision of
the regulations under section 469, pas-
sive activity gross income does not in-
clude the following:

(i) Gross income of an individual
from intangible property, such as a
patent, copyright, or literary, musical,
or artistic composition, if the tax-
payer’s personal efforts significantly
contributed to the creation of such
property;

(ii) Gross income from a qualified
low-income housing project (within the
meaning of section 502 of the Tax Re-
form Act of 1986) for any taxable year
in the relief period (within the mean-
ing of section 502(b) of such Act;

(iii) Gross income attributable to a
refund of any state, local, or foreign in-
come, war profits, or excess profits tax;

(iv) [Reserved] See § 1.469–2(c)(7)(iv)
for rules relating to this paragraph
(c)(7)(iv).

(v) [Reserved] See § 1.469–2(c)(7)(v) for
rules relating to this paragraph
(c)(7)(v).

(vi) [Reserved] See § 1.469–2(c)(7)(vi)
for rules relating to this paragraph
(c)(7)(vi).

(d) Passive activity deductions—(1) In
general. Except as otherwise provided
in section 469 and the regulations
thereunder, a deduction is a passive ac-
tivity deduction for a taxable year if
and only if such deduction—

(i) Arises (within the meaning of
paragraph (d)(8) of this section) in con-
nection with the conduct of a activity
that is a passive activity for the tax-
able year; or

(ii) Is treated as a deduction from an
activity under § 1.469–1T(f)(4) for the
taxable year.
The following example illustrates the
application of this paragraph (d)(1):

Example. (i) In 1987, A, a calendar year indi-
vidual, acquires a partnership interest in R,
a calendar year partnership. R’s only activ-
ity is a trade or business activity in which A
materially participates for 1987. R incurs a
loss in 1987. A’s distributive share of R’s 1987
loss is $1,000. However, A’s basis in the part-
nership interest at the end of 1987 (without
regard to A’s distributive share of partner-
ship loss) is $600; accordingly, section 704(d)
disallows any deduction in 1987 for $400 of A’s
distributive share of R’s loss. The remainder

of A’s distributive share of R’s loss would be
allowed as a deduction for 1987 if taxable in-
come for all taxable years were determined
without regard to sections 469, 613A(d), and
1211. See paragraph (d)(8) of this section.

(ii) A does not materially participate in
R’s activity for 1988. In 1988, R again incurs
a loss, and A’s distributive share of the loss
is again $1,000. At the end of 1988, A’s basis in
the partnership interest (without regard to
A’s distributive share of partnership loss) is
$2,000; accordingly, in 1988 section 704(d) does
not limit A’s deduction for either A’s $1,000
distributive share of R’s 1988 loss or the $400
loss carried over from 1987 under the second
sentence of section 704(d). These losses would
be allowed as a deduction for 1988 if taxable
income for all taxable years were determined
without regard to sections 469, 613A(d) and
1211. See paragraph (d)(8) of this section.

(iii) Under these facts, only $400 of A’s dis-
tributive share of R’s deductions from the
activity are disallowed under section 704(d)
in 1987. A’s remaining deductions from the
activity are treated as deductions that arise
in connection with the activity for 1987
under paragraph (d)(8) of this section. Be-
cause A materially participates in the activ-
ity for 1987, the activity is not a passive ac-
tivity (within the meaning of § 1.469–1T(e)(1))
of A for such year. Accordingly, the deduc-
tions that are not disallowed in 1987 are not
passive activity deductions.

(iv) A does not materially participate in
R’s activity for 1988. Accordingly, the activ-
ity is a passive activity of A for such year.
No portion of A’s distributive share of R’s
deductions from the activity is disallowed
under section 704(d) in 1988. Accordingly, A’s
distributive share of R’s deductions for 1988
and the $400 of deductions carried over from
1987 are both treated under paragraph (d)(8)
of this section as deductions that arise in
1988. Since the activity is a passive activity
for 1988, such deductions are passive activity
deductions.

(2) Exceptions. Passive activity deduc-
tions do not include—

(i) A deduction for an item of expense
(other than interest) that is clearly
and directly allocable (within the
meaning of paragraph (d)(4) of this sec-
tion) to portfolio income (within the
meaning of paragraph (c)(3)(i) of this
section);

(ii) A deduction allowed under sec-
tion 243, 244, or 245 with respect to any
dividend that is not included in passive
activity gross income;

(iii) Interest expense (other than in-
terest expense described in paragraph
(d)(3) of this section);

(iv) A deduction for a loss from the
disposition of property of a type that
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produces portfolio income (within the
meaning of paragraph (c)(3)(i) of this
section);

(v) A deduction that, under section
469(g) and § 1.469–6T (relating to the al-
lowance of passive activity losses upon
certain dispositions of interests in pas-
sive activities), is treated as a deduc-
tion that is not a passive activity de-
duction;

(vi) A deduction for any state, local,
or foreign income, war profits, or ex-
cess profits tax;

(vii) A miscellaneous itemized deduc-
tion (within the meaning of section
67(b)) that is subject to disallowance in
whole or in part under section 67(a)
(without regard to whether any
amount of such deduction is disallowed
under section 67);

(viii) A deduction allowed under sec-
tion 170 for a charitable contribution;

(ix) [Reserved] See § 1.469–2(d)(2)(ix)
for rules relating to this paragraph.

(x) [Reserved] See § 1.469–2(d)(2)(x) for
rules relating to this paragraph
(d)(2)(x).

(xi) [Reserved] See § 1.469–2(d)(2)(xi)
for rules relating to this paragraph
(d)(2)(xi).

(xii) [Reserved] See § 1.469–2(d)(2)(xii)
for rules relating to this paragraph
(d)(2)(xii).

(3) Interest expense. Except as other-
wise provided in the regulations under
section 469, interest expense is taken
into account as a passive activity de-
duction if and only if such interest ex-
pense—

(i) Is allocated under § 1.163–8T to a
passive activity expenditure (within
the meaning of § 1.163–8T(b)(4)); and

(ii) Is not—
(A) Qualified residence interest

(within the meaning of § 1.163–10T); or
(B) Capitalized pursuant to a capital-

ization provision (within the meaning
of § 1.163–8T(m)(7)(i)).

(4) Clearly and directly allocable ex-
penses. For purposes of section 469 and
the regulations thereunder, an expense
(other than interest expense) is clearly
and directly allocable to portfolio in-
come (within the meaning of paragraph
(c)(3)(i) of this section) if and only if
such expense is incurred as a result of,
or incident to, an activity in which
such gross income is derived or in con-
nection with property from which such

gross income is derived. For example,
general and administrative expenses
and compensation paid to officers at-
tributable to the performance of serv-
ices that do not directly benefit or are
not incurred by reason of a particular
activity or particular property are not
clearly and directly allocable to port-
folio income (within the meaning of
paragraph (c)(3)(i) of this section).

(5) Treatment of loss from disposition—
(i) In general. Except as otherwise pro-
vided in the regulations under section
469—

(A) Any loss recognized in any year
upon the sale, exchange, or other dis-
position (a ‘‘disposition’’) of an interest
in property used in an activity at the
time of the disposition or of an interest
in an activity held through a partner-
ship or S corporation and any deduc-
tion allowed on account of the aban-
donment or worthlessness of such an
interest is treated as a deduction from
such activity; and

(B) Any such deduction is a passive
activity deduction if and only if the ac-
tivity is a passive activity of the tax-
payer for the taxable year of the dis-
position (or other event giving rise to
the deduction).

(ii) Disposition of property used in more
than one activity in 12-month period pre-
ceding disposition. In the case of a dis-
position of an interest in property that
is used in more than one activity dur-
ing the 12-month period ending on the
date of the disposition, the amount re-
alized from the disposition and the ad-
justed basis of such interest must be
allocated among such activities in the
manner described in paragraph (c)(2)(ii)
of this section.

(iii) Other applicable rules—
(A) Applicability of rules in paragraph

(c)(2). [Reserved] See § 1.469–
2(d)(5)(iii)(A) for rules relating to this
paragraph.

(B) Dispositions of partnership interests
and S corporation stock. A partnership
interest or S corporation stock is not
property used in an activity for pur-
poses of this paragraph (d)(5). See para-
graph (e)(3) of this section for rules
treating the loss recognized upon the
disposition of a partnership interest or
S corporation stock as loss from the
disposition of interests in the activities
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in which the partnership or S corpora-
tion has an interest.

(6) Coordination with other limitations
on deductions that apply before section
469—(i) In general. An item of deduction
from a passive activity that is dis-
allowed for a taxable year under sec-
tion 704(d), 1366(d), or 465 is not a pas-
sive activity deduction for the taxable
year. Paragraphs (d)(6) (ii) and (iii) of
this section provide rules for deter-
mining the extent to which items of de-
duction from a passive activity are dis-
allowed for a taxable year under sec-
tions 704(d), 1366(d), and 465.

(ii) Proration of deductions disallowed
under basis limitations—(A) Deductions
disallowed under section 704(d). If any
amount of a partner’s distributive
share of a partnership’s loss for the
taxable year is disallowed under sec-
tion 704(d), a ratable portion of the
partner’s distributive share of each
item of deduction or loss of the part-
nership is disallowed for the taxable
year. For purposes of the preceding
sentence, the ratable portion of an
item of deduction or loss is the amount
of such item multiplied by the fraction
obtained by dividing—

(1) The amount of the partner’s dis-
tributive share of partnership loss that
is disallowed for the taxable year; by

(2) The sum of the partner’s distribu-
tive shares of all items of deduction
and loss of the partnership for the tax-
able year.

(B) Deductions disallowed under section
1366(d). If any amount of an S corpora-
tion shareholder’s pro rata share of an
S corporation’s loss for the taxable
year is disallowed under section 1366(d),
a ratable portion of the taxpayer’s pro
rata share of each item of deduction or
loss of the S corporation is disallowed
for the taxable year. For purposes of
the preceding sentence, the ratable
portion of an item of deduction or loss
is the amount of such item multiplied
by the fraction obtained by dividing—

(1) The amount of the shareholder’s
pro rata share of S corporation loss
that is disallowed for the taxable year;
by

(2) The sum of the shareholder’s pro
rata shares of all items of deduction
and loss of the corporation for the tax-
able year.

(iii) Proration of deductions disallowed
under at-risk limitation. If any amount
of the taxpayer’s loss from an activity
(within the meaning of section 465(c))
is disallowed under section 465 for the
taxable year, a ratable portion of each
item of deduction or loss from the ac-
tivity is disallowed for the taxable
year. For purposes of the preceding
sentence, the ratable portion of an
item of deduction or loss is the amount
of such item multiplied by the fraction
obtained by dividing—

(1) The amount of the loss from the
activity that is disallowed for the tax-
able year; by

(2) The sum of all deductions from
the activity for the taxable year.

(iv) Coordination of basis and at-risk
limitations. The portion of any item of
deduction or loss that is disallowed for
the taxable year under section 704(d) or
1366(d) is not taken into account for
the taxable year in determining the
loss from an activity (within the mean-
ing of section 465(c)) for purposes of ap-
plying section 465.

(v) Separately identified items of deduc-
tion and loss. In identifying the items of
deduction and loss from an activity
that are not disallowed under sections
704(d), 1366(d), and 465 (and that there-
fore may be treated as passive activity
deductions), the taxpayer need not ac-
count separately for any item of deduc-
tion or loss unless such item may, if
separately taken into account, result
in an income tax liability different
from that which would result were
such item of deduction or loss taken
into account separately. For related
rules applicable to partnerships and S
corporations, see § 1.702–1(a)(8)(ii) and
section 1366(a)(1)(A), respectively.
Items of deduction or loss that must be
accounted for separately include (but
are not limited to) items of deduction
or loss that—

(A) Are attributable to separate ac-
tivities (within the meaning of the
rules to be contained in § 1.469–4T);

(B) Arise in a rental real estate activ-
ity (within the meaning of section
469(i) and the rules to be contained in
§ 1.469–9T) in taxable years in which the
taxpayer activity participates (within
the meaning of section 469(i) and the
rules to be contained in § 1.469–9T) in
such activity;
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(C) Arise in a rental real estate activ-
ity (within the meaning of section
469(i) and the rules to be contained in
§ 1.469–9T) in taxable years in which the
taxpayer does not actively participate
(within the meaning of section 469(i)
and the rules to be contained in § 1.469–
9T) in such activity;

(D) Arose in a taxable year beginning
before 1987 and were not allowed for
such taxable year under section 704(d),
1366(d), or 465(a)(2);

(E) [Reserved] See § 1.469–2(d)(6)(v)(E)
for rules relating to this paragraph.

(F) Are attributable to pre-enact-
ment interests in activities (within the
meaning of § 1.469–11T(c)).

(7) Deductions from section 481 adjust-
ment—(i) In general. If a change in ac-
counting method results in a negative
section 481 adjustment with respect to
an activity, a ratable portion (within
the meaning of paragraph (d)(7)(iii) of
this section) of the amount taken into
account for a taxable year as a net neg-
ative section 481 adjustment by reason
of such change shall be treated as a de-
duction from the activity for such tax-
able year, and such deduction shall be
treated as a passive activity deduction
if and only if such activity is a passive
activity for the year of the change
(within the meaning of section 481(a)).
See the rules to be contained in § 1.469–
1T(k) for the treatment of passive ac-
tivity deductions from an activity in
taxable years in which the activity is a
former passive activity.

(ii) Negative section 481 adjustments.
For purposes of applying this para-
graph (d)(7)—

(A) The term ‘‘net negative section
481 adjustment’’ means the decrease (if
any) in taxable income taken into ac-
count under section 481(a) to prevent
amounts from being duplicated or
omitted by reason of a change in ac-
counting method; and

(B) The term ‘‘negative section 481
adjustment with respect to an activ-
ity’’ means the decrease (if any) in tax-
able income that would be taken into
account under section 481(a) to prevent
only the duplication or omission of
amounts from such activity by reason
of the change in accounting method.

(iii) Ratable portion. The ratable por-
tion of the amount taken into account
as a net negative section 481 adjust-

ments for a taxable year by reason of a
change in accounting method is deter-
mined with respect to an activity by
multiplying such amount by the frac-
tion obtained by dividing—

(A) The negative section 481 adjust-
ment with respect to the activity; by

(B) The sum of the negative section
481 adjustments with respect to all of
the activities of the taxpayer.

(8) Taxable year in which item arises.
[Reserved] See § 1.469–2(d)(8) for rules
relating to this paragraph.

(e) Special rules for partners and S cor-
poration shareholders—(1) In general.
For purposes of section 469 and the reg-
ulations thereunder, the character (as
an item of passive activity gross in-
come or passive activity deduction) of
each item of gross income and deduc-
tion allocated to a taxpayer from a
partnership or S corporation (a ‘‘pass-
through entity’’) shall be determined,
in any case in which participation is
relevant, by reference to the participa-
tion of the taxpayer in the activity (or
activities) that generated such item.
Such participation is determined for
the taxable year of the passthrough en-
tity (and not the taxable year of the
taxpayer). The following example illus-
trates the application of this paragraph
(e)(1):

Example. A, a calendar year individual, is a
partner in a partnership that has a taxable
year ending January 31. During its taxable
year ending on January 31, 1988, the partner-
ship engages in a single trade or business ac-
tivity. For the period from February 1, 1987,
through January 31, 1988, A does not materi-
ally participate in this activity. In A’s cal-
endar year 1988 return, A’s distributive share
of the partnership’s gross income and deduc-
tions from the activity must be treated as
passive activity gross income and passive ac-
tivity deductions, without regard to A’s par-
ticipation in the activity from February 1,
1988, through December 31, 1988. See also
§ 1.469–11T(a)(4) (relating to the effective date
of, and transition rules under, section 469
and the regulations thereunder).

(2) Payments under sections 707(a),
707(c), and 736(b). Items of gross income
and deduction attributable to a trans-
action described in section 707(a),
707(c), or 736(b) shall be characterized
for purposes of section 469 and the reg-
ulations thereunder in accordance with
the following rules:
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(i) Section 707(a). Any item of gross
income or deduction attributable to a
transaction that is treated under sec-
tion 707(a) as a transaction between a
partnership and a partner acting in a
capacity other than as a member of
such partnership shall be characterized
for purposes of section 469 and the reg-
ulations thereunder in a manner that
is consistent with the treatment of
such transaction under section 707(a).

(ii) Section 707(c). [Reserved] See
§ 1.469–2(e)(ii) for rules relating to this
paragraph.

(iii) Payments in liquidation of a part-
ner’s interest in partnership property.
[Reserved] See § 1.469–2(e)(iii) for rules
relating to this paragraph.

(3) Sale or exchange of interest in pass-
through entity—(i) Application of this
paragraph (e)(3). In the case of the sale,
exchange, or other disposition (a ‘‘dis-
position’’) of an interest in a pass-
through entity, the amount of the sell-
er’s gain or loss from each activity in
which such entity has an interest is de-
termined, for purposes of section 469
and the regulations thereunder, under
this paragraph (e)(3). In the case of any
such disposition, except as otherwise
provided in paragraph (e)(3)(iii) or (iv)
of this section, paragraph (e)(3)(ii) of
this section shall apply. See para-
graphs (c)(2) and (d)(5) of this section
for rules for determining the character
of gain or loss, respectively, recognized
upon a disposition of an interest in an
activity held through a passthrough
entity.

(ii) General rule—(A) Allocation among
activities. Except as otherwise provided
in this paragraph (e)(3)(ii) or in para-
graph (e)(3) (iii) or (iv) of this section,
if a holder of an interest in a pass-
through entity disposes of such inter-
est, a ratable portion (within the
meaning of paragraph (e)(3)(ii)(B) of
this section) of any gain or loss from
such disposition shall be treated as
gain or loss from the disposition of an
interest in each trade or business, rent-
al, or investment activity in which
such passthrough entity owns an inter-
est on the applicable valuation date.

(B) Ratable portion—(1) Dispositions on
which gain is recognized. The ratable
portion of any gain from the disposi-
tion of an interest in a passthrough en-
tity that is allocable to an activity de-

scribed in paragraph (e)(3)(ii)(A) of this
section is determined by multiplying
the amount of such gain by the frac-
tion obtained by dividing—

(i) The amount of net gain (within
the meaning of paragraph
(e)(3)(ii)(E)(3) of this section) that
would have been allocated to the hold-
er of such interest with respect thereto
if the passthrough entity had sold its
entire interest in such activity for its
fair market value on the applicable
valuation date; by

(ii) The sum of the amounts of net
gain that would have been allocated to
the holder of such interest with respect
thereto if the passthrough entity had
sold its entire interest in each appre-
ciated activity (within the meaning of
paragraph (e)(3)(ii)(E)(1) of this sec-
tion) described in paragraph
(e)(3)(ii)(A) of this section for the fair
market value of each such activity on
the applicable valuation date.

(2) Dispositions on which loss is recog-
nized. The ratable portion of any loss
from the disposition of an interest in a
passthrough entity that is allocable to
an activity described in paragraph
(e)(3)(ii)(A) of this section is deter-
mined by multiplying the amount of
such loss by the fraction obtained by
dividing—

(i) The amount of net loss (within the
meaning of paragraph (e)(3)(ii)(E)(4) of
this section) that would have been allo-
cated to the holder of such interest
with respect thereto if the passthrough
entity had sold its entire interest in
such activity for its fair market value
on the applicable valuation date; by

(ii) The sum of the amounts of net
loss that would have been allocated to
the holder of such interest with respect
thereto if the passthrough entity had
sold its entire interest in each depre-
ciated activity (within the meaning of
paragraph (e)(3)(ii)(E)(2) of this sec-
tion) described in paragraph
(e)(3)(ii)(A) of this section for the fair
market value of each such activity on
the applicable valuation date.

(C) Default rule. If the gain or loss
recognized upon the disposition of an
interest in a passthrough entity cannot
be allocated under paragraph
(e)(3)(ii)(A) of this section, such gain or
loss shall be allocated among the ac-
tivities described in paragraph
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(e)(3)(ii)(A) of this section in propor-
tion to the respective fair market val-
ues of the passthrough entity’s inter-
ests in such activities at the applicable
valuation date, and the gain or loss al-
located to each activity of the pass-
through entity shall be treated as gain
or loss from the disposition of an inter-
est in such activity.

(D) Special rules. For purposes of this
paragraph (e)(3)(ii), the following rules
shall apply:

(1) Applicable valuation date—(i) In
general. Except as otherwise provided
in paragraph (e)(3)(ii)(D)(1)(ii) of this
section, the applicable valuation date
with respect to any disposition of an
interest in a passthrough entity is
whichever one of the following dates is
selected by the passthrough entity:

(a) The beginning of the taxable year
of the passthrough entity in which
such disposition occurs; or

(b) The date on which such disposi-
tion occurs.

(ii) Exception. If, after the beginning
of a passthrough entity’s taxable year
in which a holder’s disposition of an in-
terest in such passthrough entity oc-
curs and before the time of such dis-
position—

(a) The passthrough entity disposes
of more than 10 percent of its interest
(by value as of the beginning of such
taxable year) in any activity;

(b) More than 10 percent of the prop-
erty (by value as of the beginning of
such taxable year) used in any activity
of the passthrough entity is disposed
of; or

(c) The holder of such interest con-
tributes to the passthrough entity sub-
stantially appreciated property or sub-
stantially depreciated property with a
total fair market value or adjusted
basis, respectively, which exceeds 10
percent of the total fair market value
of the holder’s interest in the pass-
through entity as of the beginning of
such taxable year;
then the applicable valuation date
shall be the date immediately pre-
ceding the date on which such disposi-
tion occurs.

(2) Basis adjustments. Any adjustment
to the basis of partnership property
under section 743(b) made with respect
to the holder of an interest in a part-
nership shall be taken into account in

computing the net gain or net loss that
would have been allocated to the hold-
er with respect to such interest if the
partnership had sold its entire interest
in an activity.

(3) Tiered passthrough entities. In the
case of a disposition of an interest in a
passthrough entity (the ‘‘subsidiary
passthrough entity’’) by a holder that
is also a passthrough entity, any gain
or loss from such disposition that is
taken into account by any person that
owns (directly or indirectly) an inter-
est in such holder shall be allocated
among the activities of the subsidiary
passthrough entity by applying the
rules of this paragraph (e)(3)(ii) to the
person taking such gain or loss into ac-
count as if such person has been the
holder of an interest in such subsidiary
passthrough entity and had recognized
such gain or loss as a result of a dis-
position of such interest.

(E) Meaning of certain terms. For pur-
poses of this paragraph (e)(3)(ii)—

(1) An activity is an appreciated ac-
tivity with respect to a holder that has
disposed of an interest in a pass-
through entity if a net gain would have
been allocated to the holder with re-
spect to such interest if the pass-
through entity has sold its entire in-
terest in such activity for its fair mar-
ket value on the applicable valuation
date;

(2) An activity is a depreciated activ-
ity with respect to a holder that has
disposed of an interest in a pass-
through entity if a net loss would have
been allocated to the holder with re-
spect to such interest if the pass-
through entity had sold its entire in-
terest in such activity for its fair mar-
ket value on the applicable valuation
date;

(3) The term ‘‘net gain’’ means, with
respect to the sale of a passthrough en-
tity’s entire interest in an activity, the
amount by which the gains from the
sale of all of the property used by (or
representing the interest of) the pass-
through entity in such activity exceed
the losses (if any) from such sale;

(4) The term ‘‘net loss’’ means, with
respect to the sale of a passthrough en-
tity’s entire interest in an activity, the
amount by which the losses from the
sale of all of the property used by (or
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representing the interest of) the pass-
through entity in such activity exceed
the gains (if any) from such sale.

(iii) Treatment of gain allocated to cer-
tain passive activities as not from a pas-
sive activity. If, in the case of a disposi-
tion of an interest in a passthrough en-
tity—

(A) An amount of gain recognized on
account of such disposition by the
holder of such interest (or any other
person that owns (directly or indi-
rectly) an interest in such holder if
such holder is a passthrough entity) is
allocated to a passive activity of such
holder (or such other person) under
paragraph (e)(3)(ii) of this section;

(B) [Reserved] See § 1.469–
2(e)(3)(iii)(B) for rules relating to this
paragraph.

(C) The amount of the gain of the
holder (or such other person) described
in paragraph (e)(3)(iii)(B) of this sec-
tion exceeds 10 percent of the amount
of the gain of the holder (or such other
person) described in paragraph
(e)(3)(iii)(A) of this section;
then the gain of the holder (or such
other person) that is described in para-
graph (e)(3)(iii)(A) of this section shall
be treated as gain that is not from a
passive activity to the extent that such
gain does not exceed the amount of the
gain of the holder (or such other per-
son) described in paragraph
(e)(3)(iii)(B) of this section. For pur-
poses of applying the preceding sen-
tence to the disposition of an interest
in a partnership, the amount of gain
that would have been allocated to the
holder (or such other person) if all of
the property used in an activity had
been sold shall be determined by tak-
ing into account any adjustment to the
basis of partnership property made
with respect to such holder (or such
other person) under section 743(b).

(iv) Dispositions occurring in taxable
years beginning before February 19,
1988—(A) In general. Except as other-
wise provided in this paragraph
(e)(3)(iv), if the holder of an interest in
a passthrough entity sells, exchanges,
or otherwise disposes of all or part of
such interest during a taxable year of
such entity beginning prior to Feb-
ruary 19, 1988, any gain or loss recog-
nized from such disposition shall be al-
located among the activities of the

passthrough entity under any reason-
able method selected by the pass-
through entity, and the gain or loss al-
located to each activity of the pass-
through entity shall be treated as gain
or loss from the disposition of an inter-
est in such activity. For purposes of
the preceding sentence, a reasonable
method shall include the method pre-
scribed by paragraph (e)(3)(ii) of this
section. In addition, a method that al-
locates gain or loss among the pass-
through entity’s activities on the basis
of the fair market value, cost, or ad-
justed basis of the property used in
such activities shall generally be con-
sidered a reasonable method for pur-
poses of this paragraph (e)(3)(iv).

(B) Exceptions. This paragraph
(e)(3)(iv) shall not apply to any disposi-
tion of an interest in a passthrough en-
tity occurring after February 19, 1988,
if after such date, but before the hold-
er’s disposition of such interest, the
holder (or any other person that owns
(directly or indirectly) an interest in
such holder if such holder is a pass-
through entity) contributes to the
passthrough entity substantially ap-
preciated portfolio assets or any other
substantially appreciated property
that was used in any trade or business
activity (within the meaning of § 1.469–
1T(e)) of the holder (or such other per-
son) during—

(1) The taxable year of such person in
which such contribution occurs; or

(2) The immediately preceding tax-
able year of such person;
but only if such person materially par-
ticipated (within the meaning of § 1.469–
5T) in the activity for such year.

(v) Treatment of portfolio assets. For
purposes of the paragraph (e)(3), all
portfolio assets owned by a pass-
through entity shall be treated as held
in a single investment activity.

(vi) Definitions. For purposes of this
paragraph (e)(3)—

(A) The term ‘‘portfolio asset’’ means
any property of a type that produces
portfolio income (within the meaning
of paragraph (c)(3)(i) of this section);

(B) The term ‘‘substantially appre-
ciated property’’ means property with
a fair market value that exceeds 120
percent of its adjusted basis; and

(C) The term ‘‘substantially depre-
ciated property’’ means property with
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an adjusted basis that exceeds 120 per-
cent of its fair market value.

(vii) Examples. The following exam-
ples illustrate the application of this
paragraph (e)(3):

Example (1). (i) A owns a one-half interest
in P, a calendar year partnership. In 1993, A
sells 50 percent of such interest for $50,000.
A’s adjusted basis for the interest sold is
$30,000. Thus, A recognizes $20,000 of gain
from the sale. P is engaged in three trade or
business activities, X, Y, and Z, and owns
marketable securities that are portfolio as-
sets. For 1993, A materially participates in
activity Z, but does not participate in activi-
ties X and Y. Paragraph (c)(2)(iii) of this sec-
tion would not have applied to any of the
gain that A would have been allocated if, im-
mediately before A’s sale, P had disposed of
all of the property used in its trade or busi-
ness activities. During the portion of 1993
preceding A’s sale, P did not sell any of the
property used in its activities, and A did not
contribute any property to P.

(ii) Under paragraph (e)(3)(ii) of this sec-
tion, a ratable portion of A’s $20,000 gain is
allocated to each appreciated activity in
which P owned an interest on the applicable
valuation date (within the meaning of para-
graph (e)(3)(ii)(D)(1) of this section). For this
purpose, paragraph (e)(3)(v) of this section
treats the marketable securities owned by P
as a single investment activity.

(iii) P selects the beginning of 1993 as the
applicable valuation date pursuant to para-
graph (e)(3)(ii)(D)(1)(i) of this section. P is
not required to use the date of A’s sale as the
applicable valuation date under paragraph
(e)(3)(ii)(D)(1)(ii) of this section because dur-
ing the portion of 1993 preceding A’s sale, P
did not sell any of its property and A did not
contribute any property to P. At the begin-
ning of 1993, the fair market value and ad-
justed basis of the property used in P’s ac-
tivities are as follows:

Adjusted
basis

Fair mar-
ket value

X ........................................................ $68,000 $48,000
Y ........................................................ 30,000 62,000
Z ........................................................ 20,000 80,000
Marketable securities ........................ 2,000 10,000

Total ........................................ 120,000 200,000

(iv) Under paragraph (e)(3)(ii)(B) of this
section, the portion of A’s $20,000 gain that is
allocated to an appreciated activity of P
(i.e., activities Y and Z and the marketable
securities) is the amount of such gain multi-
plied by the fraction obtained by dividing (a)
the net gain that would have been allocated
to A with respect to the interest sold by A if
P had sold its entire interest in such activity
at the beginning of 1993 by (b) the sum of the
amounts of net gain that would have been al-

located to A with respect to the interest sold
by A if P had sold its entire interest in each
appreciated activity at the beginning of 1993.

(v) If P had sold its entire interest in ac-
tivities Y and Z and the marketable securi-
ties at the beginning of 1993, A would have
been allocated the following amounts of net
gain with respect to the interest in P that A
sold in 1993:

Activity Net gain

Y ............................................................................ $8,000
Z ............................................................................. 15,000
Marketable securities ............................................. 2,000

Total ............................................................ 25,000

(vi) Accordingly, under paragraph (e)(3)(ii)
of this section, $6,400 of A’s $20,000 gain
($20,000 × $8,000/$25,000) is allocated to activ-
ity Y, $12,000 of A’s $20,000 gain ($20,000 ×
$15,000/$25,000) is allocated to activity Z, and
$1,600 of A’s $20,000 gain ($20,000 × $2,000/
$25,000) is allocated to the marketable secu-
rities. The gain allocated to activity Y is
passive activity gross income. None of that
gain is treated as gain that is not from a pas-
sive activity under paragraph (e)(3)(iii) of
this section because paragraph (c)(2)(iii) of
this section would not have applied to any of
the gain that A would have been allocated if
P had sold all of the property used in activ-
ity Y immediately prior to A’s sale.

Example (2). (i) B and C, calendar year indi-
viduals, are equal partners in calendar year
partnership R, which they formed on Janu-
ary 1, 2005, with contributions of property
and money. The only item of property (other
than money) contributed by B was a building
that B had used for 12 years preceding the
contribution in an activity that was not a
passive activity during such period. At the
time of its contribution, the building had an
adjusted basis of $40,000 and a fair market
value of $66,000. R is engaged in a single ac-
tivity: the sale of equipment to customers in
the ordinary course of the business of deal-
ing in such property. R uses the building
contributed by B in the dealership activity.
B did not materially participate in the deal-
ership activity during 2005. On July 1, 2005, D
purchases one-half of B’s interest in R for
$37,500 in cash. At the time of the sale, the
balance sheet of R, which uses the accrual
method of accounting, is as follows:

Adjusted
basis per

books

Fair mar-
ket value

ASSETS

Cash .................................................. $30,000 $30,000
Accounts receivable:

Dealership ...................................... 20,000 18,000
Inventory:

Dealership ...................................... 52,000 66,000
Building .............................................. 40,000 66,000
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Adjusted
basis per

books

Fair mar-
ket value

Total ........................................ 142,000 180,000

LIABILITIES AND CAPITAL

Liabilities ............................................ $30,000 $30,000
Capital:

B ..................................................... 47,000 75,000
C .................................................... 65,000 75,000

Total ........................................ 142,000 180,000

Thus, B’s gain from the sale is $14,000 ($45,000
amount realized from the sale (consisting of
$37,500 of cash and $7,500 of liabilities as-
sumed by the purchaser) minus B’s $31,000
adjusted basis for the interest sold (one-half
of B’s total adjusted basis of $62,000)).

(ii) Under paragraph (e)(3)(ii) of this sec-
tion, all $14,000 of B’s gain from the sale is
allocated to R’s dealership activity, which is
a passive activity of B for 2005. If, however,
R had sold its interest in the building imme-
diately prior to B’s sale for its fair market
value on the applicable valuation date (the
valuation date selected by R is irrelevant
since the building had a fair market value of
$66,000 at the beginning of 2005 and at the
time of the sale), B would have been allo-
cated $13,000 of gain under section 704(c) with
respect to the interest in R that B sold to D.
This gain would have been treated as gain
that is not from a passive activity under
paragraph (c)(2)(iii) of this section and would
have exceeded 10 percent of the total amount
of B’s gain that is allocated to the dealership
activity under paragraph (e)(3)(ii) of this sec-
tion. Accordingly, under paragraph (e)(3)(iii)
of this section, B’s gain from the sale
($14,000) is treated as gain that is not from a
passive activity to the extent that such gain
does not exceed the amount of gain subject
to paragraph (c)(2)(iii) of this section that B
would have been allocated with respect to
the interest sold to D if R had sold all of the
property used in the dealership activity im-
mediately prior to B’s sale ($13,000). Thus,
$13,000 of B’s gain from the sale is treated as
gain that is not from a passive activity.

(f) Recharacterization of passive income
in certain situations—(1) In general. This
paragraph (f) sets forth rules that re-
quire income from certain passive ac-
tivities to be treated as income that is
not from a passive activity (regardless
of whether such income is treated as
passive activity gross income under
section 469 or any other provision of
the regulations thereunder). For defini-
tions of certain terms used in this
paragraph (f), see paragraph (f)(9) of
this section.

(2) Special rule for significant partici-
pation—(i) In general. An amount of the
taxpayer’s gross income from each sig-
nificant participation passive activity
for the taxable year equal to a ratable
portion of the taxpayer’s net passive
income from such activity for the tax-
able year shall be treated as not from
a passive activity if the taxpayer’s pas-
sive activity gross income from all sig-
nificant participation passive activi-
ties for the taxable year (determined
without regard to paragraphs (f) (2)
through (4) of this section) exceeds the
taxpayer’s passive activity deductions
from all such activities for such year.
For purposes of this paragraph (f)(2),
the ratable portion of the net passive
income from an activity is determined
by multiplying the amount of such in-
come by the fraction obtained by divid-
ing—

(A) The amount of the excess de-
scribed in the preceding sentence; by

(B) The amount of the excess de-
scribed in the preceding sentence tak-
ing into account only significant par-
ticipation passive activities from
which the taxpayer has net passive in-
come for the taxable year.

(ii) Significant participation passive ac-
tivity. For purposes of this paragraph
(f)(2), the term ‘‘significant participa-
tion passive activity’’ means any trade
or business activity (within the mean-
ing of § 1.469–1T(e)(2)) in which the tax-
payer significantly participates (within
the meaning of § 1.469–5T(c)(2)) for the
taxable year but in which the taxpayer
does not materially participate (within
the meaning of § 1.469–5T) for such year.

(iii) Example. The following example
illustrates the application of this para-
graph (f)(2):

Example. (i) A owns interests in three trade
or business activities, X, Y, and Z. A does
not materially participate in any of these ac-
tivities for the taxable year, but participates
in activity X for 110 hours, in activity Y for
160 hours, and in activity Z for 125 hours. A
owns no interest in any other trade or busi-
ness activity in which A does not materially
participate for the taxable year but in which
A participates for more than 100 hours dur-
ing the taxable year. A’s net passive income
(or loss) for the taxable year from activities
X, Y, and Z is as follows:

X Y Z

Passive activity gross income ..... $600 $700 $900

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00346 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



351

Internal Revenue Service, Treasury § 1.469–2T

X Y Z

Passive activity deductions ......... (200) (1,000) (300)

Net passive income ..................... 400 (300) 600

(ii) Under paragraph (f)(2)(ii) of this sec-
tion, activities X, Y, and Z are A’s only sig-
nificant participation passive activities for
the taxable year. A’s passive activity gross
income from significant participation pas-
sive activities ($2,200) exceeds A’s passive ac-
tivity deductions from significant participa-
tion passive activities ($1,500) by $700 for
such year. Therefore, under paragraph
(f)(2)(i) of this section, a ratable portion of
A’s gross income from activities X and Z (A’s
significant participation passive activities
with net passive income for the taxable year)
is treated as gross income that is not from a
passive activity. The ratable portion is de-
termined by dividing (a) the amount by
which A’s passive activity gross income from
significant participation passive activities
exceeds A’s passive activity deductions from
significant participation passive activities
for the taxable year ($700) by (b) such excess
taking into account only A’s significant par-
ticipation passive activities having net pas-
sive income for the taxable year ($1,000). Ac-
cordingly, $280 of gross income from activity
X ($400 x 700/1000) and $420 of gross income
from activity Z ($600 x 700/1000) is treated as
gross income that is not from a passive ac-
tivity.

(3) Rental of nondepreciable property. If
less than 30 percent of the unadjusted
basis of the property used or held for
use by customers in a rental activity
(within the meaning of § 1.469–1T(e)(3))
during the taxable year is subject to
the allowance for depreciation under
section 167, an amount of the tax-
payer’s gross income from the activity
equal to the taxpayer’s net passive in-
come from the activity shall be treated
as not from a passive activity. For pur-
poses of this paragraph (f)(3), the term
‘‘unadjusted basis’’ means adjusted
basis determined without regard to any
adjustment described in section 1016
that decreases basis. The following ex-
ample illustrates the application of
this paragraph (f)(3):

Example. C is a limited partner in a part-
nership. The partnership acquires vacant
land for $300,000, constructs improvements
on the land at a cost of $100,000, and leases
the land and improvements to a tenant. The
partnership then sells the land and improve-
ments for $600,000, thereby realizing a gain
on the disposition. The unadjusted basis of
the improvements ($100,000) equals 25 percent
of the unadjusted basis of all property

($400,000) used in the rental activity. There-
fore, under this paragraph (f)(3), an amount
of C’s gross income from the activity equal
to the net passive income from the activity
(which is computed by taking into account
the gain from the disposition, including gain
allocable to the improvements) is treated as
not from a passive activity.

(4) Net interest income from passive eq-
uity-financed lending activity—(i) In gen-
eral. An amount of the taxpayer’s gross
income for the taxable year from any
equity-financed lending activity equal
to the lesser of—

(A) The taxpayer’s equity-financed
interest income from the activity for
such year; and

(B) The taxpayer’s net passive in-
come from the activity for such year
shall be treated as not from a passive
activity.

(ii) Equity-financed lending activity—
(A) In general. For purposes of this
paragraph (f)(4), an activity is an eq-
uity-financed lending activity for a
taxable year if—

(1) The activity involves a trade or
business of lending money; and

(2) The average outstanding balance
of the liabilities incurred in the activ-
ity for the taxable year does not exceed
80 percent of the average outstanding
balance of the interest-bearing assets
held in the activity for such year.

(B) Certain liabilities not taken into ac-
count. For purposes of paragraph
(f)(4)(ii)(A)(2) of this section, liabilities
incurred principally for the purpose of
increasing the percentage described in
paragraph (f)(4)(ii)(A)(2) of this section
shall not be taken into account in com-
puting such percentage.

(iii) Equity-financed interest income.
For purposes of this paragraph (f)(4),
the taxpayer’s equity-financed interest
income from an activity for a taxable
year is the amount of the taxpayer’s
net interest income from the activity
for such year multiplied by the frac-
tion obtained by dividing—

(A) The excess of the average out-
standing balance for such year of the
interest-bearing assets held in the ac-
tivity over the average outstanding
balance for such year of the liabilities
incurred in the activity; by

(B) The average outstanding balance
for such year of the interest-bearing
assets held in the activity.
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(iv) Net interest income. For purposes
of this paragraph (f)(4), the net interest
income from an activity for a taxable
year is—

(A) The gross interest income from
the activity for such year; reduced by

(B) Expenses from the activity (other
than interest on liabilities described in
paragraph (f)(4)(vi) of this section) for
such year that are reasonably allocable
to such gross interest income.

(v) Interest-bearing assets. For pur-
poses of this paragraph (f)(4), the inter-
est-bearing assets held in an activity
include all assets that produce interest
income, including loans to customers.

(vi) Liabilities incurred in the activity.
For purposes of this paragraph (f)(4), li-
abilities incurred in an activity include
all fixed and determinable liabilities
incurred in the activity that bear in-
terest or are issued with original issue
discount other than debts secured by
tangible property used in the activity.
In the case of an activity conducted by
an entity in which the taxpayer owns a
interest, liabilities incurred in an ac-
tivity include only liabilities with re-
spect to which the entity is the bor-
rower.

(vii) Average outstanding balance. For
purposes of this paragraph (f)(4), the
average outstanding balance of liabil-
ities incurred in an activity or of the
interest-bearing assets held in an ac-
tivity may be computed on a daily,
monthly, or quarterly basis at the op-
tion of the taxpayer.

(viii) Example. The following example
illustrates the application of this para-
graph (f)(4):

Example: (i) A, a calendar year individual,
acquires on January 1, 1988, a limited part-
nership interest in P, a calendar year part-
nership. Under the partnership agreement, A
has a one percent share of each item of in-
come, gain, loss, deduction, and credit of P.
A acquires the partnership interest for
$90,000, using $50,000 of unborrowed funds and
$40,000 of proceeds of a loan bearing interest
at an annual rate of 10 percent. A pays $4,000
of interest on the loan in 1988.

(ii) P’s sole activity is a trade or business
of lending money. A does not materially par-
ticipate in the activity for 1988. During 1988,
the average outstanding balance of P’s inter-
est-bearing assets (including loans to cus-
tomers, temporary deposits with other lend-
ing institutions, and government and cor-
porate securities) is $20 million. P incurs nu-
merous interest-bearing liabilities in connec-

tion with its lending activity, including li-
abilities for deposits taken from customers,
unsecured short-term and long-term loans
from other lending institutions, and a mort-
gage loan secured by the building, owned by
P, in which P conducts its business. For 1988,
the average outstanding balance of all of
these liabilities (other than the mortgage
loan) is $11 million. None of these liabilities
was incurred by P principally for the purpose
of increasing the percentage described in
paragraph (f)(4)(ii)(A)(2) of this section.

(iii) The interest income derived by P for
1988 from its interest-bearing assets is $2.2
million. The interest expense paid by P for
1988 with respect to the liabilities incurred
in connection with its lending activity
(other than the mortgage loan) is $990,000.
P’s other expenses for 1988 that are reason-
ably allocable to P’s gross interest income
(including expenses for advertising, loan
processing and servicing, and insurance, and
depreciation on P’s building) total $250,000.
P’s interest expense for 1988 on the mortgage
loan secured by the building used in P’s lend-
ing activity is $50,000. All of the interest ex-
pense paid or incurred by P for 1988 is allo-
cated under § 1.63–8T to expeditures in con-
nection with P’s lending activity.

(iv) Under paragraph (f)(4)(ii) of this sec-
tion, P’s activity is an equity-financed lend-
ing activity for 1988, since, for 1988, the ac-
tivity involves a trade or business of lending
money and the average outstanding balance
of the liabilities incurred in the activity ($11
million) does not exceed 80 percent of the av-
erage outstanding balance of the interest-
bearing assets held in the activity ($20 mil-
lion). Accordingly, under paragraph (f)(4)(i)
of this section, an amount of A’s gross in-
come from the activity equal to the lesser of
(a) A’s equity-financed interest income from
the activity for 1988, or (b) A’s net passive in-
come from the activity for 1988, is treated as
income that is not from a passive activity.

(v) Under paragraph (f)(4)(iii) of this sec-
tion, A’s equity-financed interest income
from the activity for 1988 is determined by
multiplying A’s net interest income from the
activity for 1988 by the fraction obtained by
dividing $9 million (the excess of the average
interest-bearing assets for 1988 over the aver-
age interest-bearing liabilities for 1988) by
$20 million (the average interest-bearing as-
sets for 1988). Under paragraph (f)(4)(iv) of
this section, A’s net interest income from
the activity for 1988 is $19,000 (A’s distribu-
tive share of $2.2 million of gross interest in-
come less A’s distributive share of $300,000 of
expenses described in paragraph (f)(4)(iv)(B)
of this section, including interest expense on
the mortgage loan). A’s distributive share of
P’s other interest expense ($990,000) is not
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taken into account in computing A’s net in-
terest income for 1988. Accordingly, A’s eq-
uity-financed interest income from the ac-
tivity for 1988 is $8,550 ($19,000 x $9 million/$20
million).

(vi) Under paragraph (f)(9)(i) of this sec-
tion, A’s net passive income from the activ-
ity for 1988 is determined by taking into ac-
count A’s distributive share of P’s gross in-
come and deductions from the activity for
1988, as well as any interest expense incurred
by A individually that is taken into account
under § 1.163–8T in determining A’s income or
loss from the activity for 1988. Assuming
that for 1988 all $4,000 of interest expense on
the loan that A used to finance the acquisi-
tion of A’s interest in P is allocated under
§ 1.163–8T to expenditures of A in connection
with the lending activity for 1988, A’s net
passive income from the activity for 1988 is
$5,100, computed as set forth in the following
table:

Gross income:
Interest income ........................ $22,000

Deductions:
Distributive share of P’s ex-

penses from the activity ....... (12,900)
Interest expense on A’s acquisi-

tion debt ................................ (4,000)

Net passive income ................... 5,100

(vii) A’s net passive income from the activ-
ity for 1988 ($5,100) is less than A’s equity-fi-
nanced income from the activity for 1988
($8,550). Accordingly, under this paragraph
(f)(4), $5,100 of A’s gross income from the ac-
tivity for 1988 is treated as not from a pas-
sive activity.

(5) Net income from certain property
rented incidental to development activ-
ity—

(i) In general. [Reserved] See § 1.469–
2(f)(5)(i) for rules relating to this para-
graph.

(ii) Commencement. [Reserved] See
§ 1.469–2(f)(5)(ii) for rules relating to
this paragraph (f)(5)(ii).

(iii) Services performed for the purpose
of enhancing the value of property. [Re-
served] See § 1.469–2(f)(5)(iii) for rules
relating to this paragraph (f)(5)(iii).

(iv) Examples. [Reserved] See § 1.469–
2(f)(5)(iv) for examples relating to this
paragraph (f)(5)(iv).

(6) Property rented to a nonpassive ac-
tivity. [Reserved] See § 1.469–2(f)(6) for
rules relating to this paragraph.

(7) Special rules applicable to the acqui-
sition of an interest in a passthrough enti-
ty engaged in the trade or business of li-
censing intangible property—(i) In gen-
eral. If a taxpayer acquires an interest

in an entity described in paragraph
(c)(3)(iii)(B)(3) of this section (the ‘‘de-
velopment entity’’) after the develop-
ment entity has created an item of in-
tangible property or performed sub-
stantial services or incurred substan-
tial costs with respect to the develop-
ment or marketing of an item of intan-
gible property, an amount of the tax-
payer’s gross royalty income for the
taxable year from such item of prop-
erty equal to the taxpayer’s net roy-
alty income for the year from such
item of property shall be treated as not
from a passive activity.

(ii) Royalty income from property. For
purposes of this paragraph (f)(7)—

(A) A taxpayer’s gross royalty in-
come for a taxable year from an item
of property is the taxpayer’s share of
passive activity gross income for such
year (determined without regard to
paragraphs (f)(2) through (7) of this sec-
tion) from the licensing or transfer of
any right in such property; and

(B) A taxpayer’s net royalty income
for a taxable year from an item of
property is the excess, if any, of—

(1) The taxpayer’s gross royalty in-
come for the taxable year from such
item of property; over

(2) Any passive activity deductions
for such taxable year (including any
deduction treated as a deduction for
such year under § 1.469–1T (f)(4)) that
are reasonably allocable to such item
of property.

(iii) Exceptions. Paragraph (f)(7)(i) of
this section shall not apply to a tax-
payer’s gross royalty income for a tax-
able year from the licensing of an item
of intangible property if—

(A) The expenditures reasonably in-
curred by the development entity for
the taxable year of the entity ending
with or within the taxpayer’s taxable
year with respect to the development
or marketing of such property satisfy
paragraph (c)(3)(iii)(B)(2)(ii) (a) of this
section; or

(B) The taxpayer’s share of the ex-
penditures reasonably incurred by the
development entity with respect to the
development or marketing of such
property for all taxable years of the en-
tity beginning with the taxable year of
the entity in which the taxpayer ac-
quired the interest in the entity and
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ending with the taxable year of the en-
tity ending with or within the tax-
payer’s current taxable year exceeds 25
percent of the fair market value of the
taxpayer’s interest in such property at
the time the taxpayer acquired the in-
terest in the entity.

(iv) Capital expenditures. For purposes
of paragraph (f)(7)(iii)(B) of this sec-
tion, a capital expenditure shall be
taken into account for the taxable year
of the entity in which such expenditure
is chargeable to capital account, and
the taxpayer’s share of such expendi-
ture shall be determined as though
such expenditure were allowed as a de-
duction for such year.

(v) Example. The following example
illustrates the application of this para-
graph (f)(7):

Example. (i) The facts are the same as in
example (5) in paragraph (c)(3)(iv) of this sec-
tion, except that, in 1988, D’s 10 percent part-
nership interest is sold to F for $13,000, all of
which is attributable to the design licensed
by the partnership.

(ii) For 1988, the expenditures reasonably
incurred by the partnership with respect to
the development or marketing of the design
satisfy paragraph (c)(3)(iii)(B)(2)(ii)(a) of this
section. Accordingly, under paragraph
(f)(7)(iii)(A) of this section, paragraph (f)(7)(i)
of this section does not apply to F’s distribu-
tive share of the partnership’s gross income
from licensing the design.

(iii) For 1989, the expenditures reasonably
incurred by the partnership with respect to
the development or marketing of the design
do not satisfy paragraph (c)(3)(iii)(B)(2)(ii)(a)
of this section. Moreover, F’s distributive
share of such expenditures reasonably in-
curred by the partnership for 1988 and 1989
($27,000 x .10 = $2,700) does not exceed 25 per-
cent of the fair market value of F’s interest
in the design at the time F acquired the
partnership interest ($13,000). Accordingly,
neither of the exceptions provided in para-
graph (f)(7)(iii) of this section applies for 1989
and, under paragraph (f)(7)(i) of this section,
an amount of F’s gross royalty income from
the design equal to F’s net royalty income
from the design is treated as not from a pas-
sive activity.

(8) Limitation on recharacterized in-
come. The amount of gross income from
an activity that is treated as not from
a passive activity for the taxable year
under subparagraphs (f) (2) through (4)
of this paragraph (f) shall not exceed
the greatest amount of gross income
treated as not from a passive activity
under any one of such subparagraphs.

(9) Meaning of certain terms. For pur-
poses of this paragraph (f), the terms
set forth below shall have the following
meanings:

(i) The net passive income from an
activity for a taxable year is the
amount by which the taxpayer’s pas-
sive activity gross income from the ac-
tivity for the taxable year (determined
without regard to paragraphs (f) (2)
through (4) of this section) exceeds the
taxpayer’s passive activity deductions
from the activity for such year;

(ii) The net passive loss from an ac-
tivity for a taxable year is the amount
by which the taxpayer’s passive activ-
ity deductions from the activity for the
taxable year exceeds the taxpayer’s
passive activity gross income from the
activity for such year (determined
without regard to paragraphs (f) (2)
through (4) of this section).

(iii) [Reserved] See § 1.469–2(f)(9)(iii)
for rules relating to this paragraph.

(iv) [Reserved] See § 1.469–2(f)(9)(iv)
for rules relating to this paragraph.

(10) Coordination with section 163(d).
[Reserved] See paragraph 1.469–2(f)(10)
for rules relating to this paragraph.

(11) Effective date. For the effective
date of the rules in this paragraph (f),
see § 1.469–11T (relating to effective
date and transition rules).

[T.D. 8175, 53 FR 5711, Feb. 25, 1988; 53 FR
15494, Apr. 29, 1988; as amended by T.D. 8253,
54 FR 20538, May 12, 1989; T.D. 8290, 55 FR
6981, Feb. 28, 1990; T.D. 8318, 55 FR 48108, Nov.
19, 1990; 55 FR 51688, Dec. 17, 1990; T.D. 8417,
57 FR 20758, May 15, 1992; T.D. 8477, 58 FR
11538, Feb. 26, 1993; T.D. 8495, 58 FR 58788,
Nov. 4, 1993]

§ 1.469–3 Passive activity credit.

(a)–(d) [Reserved]
(e) Coordination with section 38(b). Any

credit described in section 38(b) (1)
through (5) is taken into account in
computing the current year business
credit for the first taxable year in
which the credit is subject to section
469 and is not disallowed by section 469
and the regulations thereunder.

(f) Coordination with section 50. In the
case of any cessation described in sec-
tion 50(a) (1) or (2), the credits allo-
cable to the taxpayer’s activities under
§ 1.469–1(f)(4) shall be adjusted by rea-
son of the cessation.
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(g) [Reserved]

[T.D. 8417, 57 FR 20758, May 15, 1992]

§ 1.469–3T Passive activity credit (tem-
porary).

(a) Computation of passive activity
credit. The taxpayer’s passive activity
credit for the taxable year is the
amount (if any) by which—

(1) The sum of all of the taxpayer’s
credits that are subject to section 469
for such year; exceeds

(2) The taxpayer’s regular tax liabil-
ity allocable to all passive activities
for such year.

(b) Credits subject to section 469—(1) In
general. Except as otherwise provided
in this paragraph (b), a credit is subject
to section 469 for a taxable year if and
only if—

(i) Such credit—
(A) Is attributable to such taxable

year and arises in connection with the
conduct of an activity that is a passive
activity for such taxable year; and

(B) Is described in—
(1) Section 38(b) (1) through (5) (relat-

ing to general business credits);
(2) Section 27(b) (relating to corpora-

tions described in section 936);
(3) Section 28 (relating to clinical

testing of certain drugs); or
(4) Section 29 (relating to fuel from

nonconventional sources); or
(ii) Such credit is allocable to an ac-

tivity for such taxable year under
§ 1.469–1T(f)(4).

(2) Treatment of credits attributable to
qualified progress expenditures. Any
credit attributable to an increase in
qualified investment under section
46(d)(1)(A) (relating to qualified
progress expenditures) with respect to
progress expenditure property (as de-
fined in section 46(d)(2)) is subject to
section 469 for a taxable year if—

(i) Such credit is attributable to such
taxable year;

(ii) Such credit is described in para-
graph (b)(1)(i)(B) of this section; and

(iii) It is reasonable to believe that
such progress expenditure property will
be used in a passive activity of the tax-
payer when it is placed in service.

(3) Special rule for partners and S cor-
poration shareholders. The character of
a credit of a taxpayer arising in con-
nection with an activity conducted by
a partnership or S corporation (as a

credit subject to section 469) shall be
determined, in any case in which par-
ticipation is relevant, by reference to
the participation of the taxpayer in
such activity. Such participation is de-
termined for the taxable year of the
partnership or S corporation (and not
the taxable year of the taxpayer). See
§ 1.469–2T(e)(1).

(4) Exception for pre-1987 credits. A
credit is not subject to section 469 if it
is attributable to a taxable year of the
taxpayer beginning prior to January 1,
1987.

(c) Taxable year to which credit is at-
tributable. A credit is attributable to
the taxable year in which such credit
would be (or would have been) allowed
if the credits regard to the limitations
contained in sections 26(a), 28(d)(2),
29(b)(5), 38(c), and 469.

(d) Regular tax liability allocable to
passive activities—(1) In general. For
purposes of paragraph (a)(2) of this sec-
tion, the taxpayer’s regular tax liabil-
ity allocable to all passive activities
for the taxable year is the excess (if
any) of—

(i) The taxpayer’s regular tax liabil-
ity for such taxable year; over

(ii) The amount of such regular tax
liability determined by reducing the
taxpayer’s taxable income for such
year by the excess (if any) of the tax-
payer’s passive activity gross income
for such year over the taxpayer’s pas-
sive activity deductions for such year.

(2) Regular tax liability. For purposes
of this section, the term ‘‘regularly tax
liability’’ has the meaning given such
term in section 26(b).

(e) Coordination with section 38(b).
[Reserved] See § 1.469–3(e) for rules re-
lating to this paragraph.

(f) Coordination with section 50. [Re-
served] See § 1.469–3(f) for rules relating
to this paragraph.

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

Example (1). (i) A, a calendar year indi-
vidual, is a general partner in calendar year
partnership P. P purchases a building in 1987
and, in 1987, 1988, and 1989, incurs rehabilita-
tion costs with respect to the building. The
building is placed in service in the rental ac-
tivity in 1989. P’s rehabilitation costs are
qualified rehabilitation expenditures (within
the meaning of section 48(g)(2)) and are
taken into account in determining the
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amount of the investment credit for rehabili-
tation expenditures. P’s qualified rehabilita-
tion expenditures are not qualified progress
expenditures (within the meaning of section
46(d)).

(ii) Because, under section 46(c)(1), the
credit is allowable for the taxable year in
which the rehabilitated property is placed in
service, the credit allowable for P’s qualified
rehabilitation expenditures arises in connec-
tion with the activity in which the property
is placed in service. In addition, the credit is
attributable to 1989, the year in which the
property is placed in service, because it
would be allowed for such year if A’s credits
allowed for all taxable years were deter-
mined without regard to the limitations con-
tained in sections 26(a), 28(d)(2), 29(b)(5),
38(c), and 469. Accordingly, under paragraph
(b)(1) of this section, A’s distributive share of
the credit is subject to section 469 for 1989
because the credit arises in connection with
a rental activity for such year.

Example (2). The facts are the same as in
example (1), except that the rehabilitation
costs are incurred in anticipation of placing
the building in service in a rental activity,
the qualified rehabilitation expenditures in
1987 and 1988 are qualified progress expendi-
tures (‘‘QPEs’’) (within the meaning of sec-
tion 46(d)(3)), the improvements resulting
from the expenditures are progress expendi-
ture property (within the meaning of para-
graph (d)(2) of this section), and it is reason-
able to expect that such property will be
transition property (within the meaning of
section 49(e)) when the property is placed in
service. Therefore, under section 46(d)(1)(A),
the qualified investment for 1987 and 1988 is
increased by an amount equal to the aggre-
gate of the applicable percentage of the
qualified rehabilitation expenditures in-
curred in such years. The credits that are
based on these expenditures are attributable
(under paragraph (c) of this section) to 1987
and 1988, respectively. It is reasonable to be-
lieve in 1987 and 1988 that the progress ex-
penditure property will be used in a rental
activity when it is placed in service. Accord-
ingly, under paragraph (b)(2) of this section,
A’s distributive share of the credit for 1987
and 1988 is subject to section 469. Under para-
graph (b)(1) of this section (as in example
(1)), A’s distributive share of the credit for
1989 is also subject to section 469.

Example (3). (i) B, a single individual, ac-
quires an interest in a partnership that, in
1988, rehabilitates a building and places it in
service in a trade or business activity in
which B does not materially participate. For
1988, B has the following items of gross in-
come, deduction, and credit:

Gross income:
Income other than pas-

sive activity gross in-
come .......................... $110,000

Passive activity gross
income ....................... 20,000 $130,000

Deductions:
Deductions other than

passive activity de-
ductions .................... 23,950

Passive activity deduc-
tions .......................... 18,000 (41,950)

Taxable income ............ ............ 88,050

Credits:
Rehabilitation credit

from the passive ac-
tivity ......................... ............ 8,000

(ii) For 1988, the amount by which B’s pas-
sive activity gross income exceeds B’s pas-
sive activity deductions (B’s net passive in-
come) is $2,000. Under paragraph (d) of this
section, B’s regular tax liability allocable to
passive activities for 1988 is determined as
follows:

(A) Taxable income ..... $88,050
(B) Regular tax liabil-

ity ............................ .......... $24,578.50
(C) Taxable income

minus net passive in-
come ........................ 86,050

(D) Regular tax liabil-
ity for taxable in-
come of $86,050.00 ..... .......... 23,918.50

(E) Regular tax liabil-
ity allocable to pas-
sive activities ((B)
minus (D)) ................ .......... $660.00

(iii) Under paragraph (a) of this section,
B’s passive activity credit for 1988 is the
amount by which B’s credits that are subject
to section 469 for 1988 ($8,000) exceed B’s reg-
ular tax liability allocable to passive activi-
ties for 1988 ($660.00). Accordingly, B’s pas-
sive activity credit for 1988 is $7,340.

Example (4). (i) The facts are the same as in
example (3) except that, in 1988, B also has
additional deductions of $100,000 from a trade
or business activity in which B materially
participates for 1988. Thus, B has a taxable
loss for 1988 of $11,950, determined as follows:

Gross income:
Income other than pas-

sive activity gross
income ..................... $110,000

Passive activity gross
income ..................... 20,000 $130,000

Deductions:
Deductions other than

passive activity de-
ductions ................... 123,950

Passive activity deduc-
tions ........................ 18,000 (141,950)

Taxable income .......... ............ (11,950)
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(ii) Under section 26(b) and paragraph (d)(2)
of this section, the regular tax liability for a
taxable year cannot exceed the tax imposed
by chapter 1 of subtitle A of the Internal
Revenue Code for the taxable year. There-
fore, under paragraph (d)(1) of this section,
B’s regular tax liability allocable to passive
activities for 1988 is zero. Although B’s net
operating loss for the taxable year is reduced
by B’s net passive income, and B’s regular
tax liability for other taxable years may in-
crease as a result of the reduction, such an
increase does not change B’s regular tax li-
ability allocable to passive activities for
1988. Accordingly, B’s passive activity credit
for 1988 is $8,000.

[T.D. 8175, 53 FR 5724, Feb. 25, 1988; 53 FR
15494, Apr. 29, 1988; T.D. 8253, 54 FR 20542,
May 12, 1989; T.D. 8417, 57 FR 20758, May 15,
1992]

§ 1.469–4 Definition of activity.
(a) Scope and purpose. This section

sets forth the rules for grouping a tax-
payer’s trade or business activities and
rental activities for purposes of apply-
ing the passive activity loss and credit
limitation rules of section 469. A tax-
payer’s activities include those con-
ducted through C corporations that are
subject to section 469, S corporations,
and partnerships.

(b) Definitions. The following defini-
tions apply for purposes of this sec-
tion—

(1) Trade or business activities. Trade or
business activities are activities, other
than rental activities or activities that
are treated under § 1.469–1T(e)(3)(vi)(B)
as incidental to an activity of holding
property for investment, that—

(i) Involve the conduct of a trade or
business (within the meaning of section
162);

(ii) Are conducted in anticipation of
the commencement of a trade or busi-
ness; or

(iii) Involve research or experimental
expenditures that are deductible under
section 174 (or would be deductible if
the taxpayer adopted the method de-
scribed in section 174(a)).

(2) Rental activities. Rental activities
are activities that constitute rental ac-
tivities within the meaning of § 1.469–
1T(e)(3).

(c) General rules for grouping activi-
ties—(1) Appropriate economic unit. One
or more trade or business activities or
rental activities may be treated as a
single activity if the activities con-

stitute an appropriate economic unit
for the measurement of gain or loss for
purposes of section 469.

(2) Facts and circumstances test. Ex-
cept as otherwise provided in this sec-
tion, whether activities constitute an
appropriate economic unit and, there-
fore, may be treated as a single activ-
ity depends upon all the relevant facts
and circumstances. A taxpayer may
use any reasonable method of applying
the relevant facts and circumstances in
grouping activities. The factors listed
below, not all of which are necessary
for a taxpayer to treat more than one
activity as a single activity, are given
the greatest weight in determining
whether activities constitute an appro-
priate economic unit for the measure-
ment of gain or loss for purposes of sec-
tion 469—

(i) Similarities and differences in
types of trades or businesses;

(ii) The extent of common control;
(iii) The extent of common owner-

ship;
(iv) Geographical location; and
(v) Interdependencies between or

among the activities (for example, the
extent to which the activities purchase
or sell goods between or among them-
selves, involve products or services
that are normally provided together,
have the same customers, have the
same employees, or are accounted for
with a single set of books and records).

(3) Examples. The following examples
illustrate the application of this para-
graph (c).

Example 1. Taxpayer C has a significant
ownership interest in a bakery and a movie
theater at a shopping mall in Baltimore and
in a bakery and a movie theater in Philadel-
phia. In this case, after taking into account
all the relevant facts and circumstances,
there may be more than one reasonable
method for grouping C’s activities. For in-
stance, depending on the relevant facts and
circumstances, the following groupings may
or may not be permissible: a single activity;
a movie theater activity and a bakery activ-
ity; a Baltimore activity and a Philadelphia
activity; or four separate activities. More-
over, once C groups these activities into ap-
propriate economic units, paragraph (e) of
this section requires C to continue using
that grouping in subsequent taxable years
unless a material change in the facts and cir-
cumstances makes it clearly inappropriate.

Example 2. Taxpayer B, an individual, is a
partner in a business that sells non-food
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items to grocery stores (partnership L). B
also is a partner in a partnership that owns
and operates a trucking business (partner-
ship Q). The two partnerships are under com-
mon control. The predominant portion of Q’s
business is transporting goods for L, and Q is
the only trucking business in which B is in-
volved. Under this section, B appropriately
treats L’s wholesale activity and Q’s truck-
ing activity as a single activity.

(d) Limitation on grouping certain ac-
tivities. The grouping of activities
under this section is subject to the fol-
lowing limitations:

(1) Grouping rental activities with other
trade or business activities—(i) Rule. A
rental activity may not be grouped
with a trade or business activity unless
the activities being grouped together
constitute an appropriate economic
unit under paragraph (c) of this section
and—

(A) The rental activity is insubstan-
tial in relation to the trade or business
activity;

(B) The trade or business activity is
insubstantial in relation to the rental
activity; or

(C) Each owner of the trade or busi-
ness activity has the same propor-
tionate ownership interest in the rent-
al activity, in which case the portion of
the rental activity that involves the
rental of items of property for use in
the trade or business activity may be
grouped with the trade or business ac-
tivity.

(ii) Examples. The following examples
illustrate the application of paragraph
(d)(1)(i) of this section:

Example 1. (i) H and W are married and file
a joint return. H is the sole shareholder of an
S corporation that conducts a grocery store
trade or business activity. W is the sole
shareholder of an S corporation that owns
and rents out a building. Part of the building
is rented to H’s grocery store trade or busi-
ness activity (the grocery store rental). The
grocery store rental and the grocery store
trade or business are not insubstantial in re-
lation to each other.

(ii) Because they file a joint return, H and
W are treated as one taxpayer for purposes of
section 469. See § 1.469–1T(j). Therefore, the
sole owner of the trade or business activity
(taxpayer H–W) is also the sole owner of the
rental activity. Consequently, each owner of
the trade or business activity has the same
proportionate ownership interest in the rent-
al activity. Accordingly, the grocery store
rental and the grocery store trade or busi-
ness activity may be grouped together

(under paragraph (d)(1)(i) of this section)
into a single trade or business activity, if the
grouping is appropriate under paragraph (c)
of this section.

Example 2. Attorney D is a sole practitioner
in town X. D also wholly owns residential
real estate in town X that D rents to third
parties. D’s law practice is a trade or busi-
ness activity within the meaning of para-
graph (b)(1) of this section. The residential
real estate is a rental activity within the
meaning of § 1.469–1T(e)(3) and is insubstan-
tial in relation to D’s law practice. Under
the facts and circumstances, the law practice
and the residential real estate do not con-
stitute an appropriate economic unit under
paragraph (c) of this section. Therefore, D
may not treat the law practice and the resi-
dential real estate as a single activity.

(2) Grouping real property rentals and
personal property rentals prohibited. An
activity involving the rental of real
property and an activity involving the
rental of personal property (other than
personal property provided in connec-
tion with the real property or real
property provided in connection with
the personal property) may not be
treated as a single activity.

(3) Certain activities of limited partners
and limited entrepreneurs—(i) In general.
Except as provided in this paragraph, a
taxpayer that owns an interest, as a
limited partner or a limited entre-
preneur (as defined in section 464(e)(2)),
in an activity described in section
465(c)(1), may not group that activity
with any other activity. A taxpayer
that owns an interest as a limited part-
ner or a limited entrepreneur in an ac-
tivity described in the preceding sen-
tence may group that activity with an-
other activity in the same type of busi-
ness if the grouping is appropriate
under the provisions of paragraph (c) of
this section.

(ii) Example. The following example
illustrates the application of this para-
graph (d)(3):

Example. (i) Taxpayer A, an individual,
owns and operates a farm. A is also a mem-
ber of M, a limited liability company that
conducts a cattle-feeding business. A does
not actively participate in the management
of M (within the meaning of section
464(e)(2)(B)). In addition, A is a limited part-
ner in N, a limited partnership engaged in oil
and gas production.

(ii) Because A does not actively participate
in the management of M, A is a limited en-
trepreneur in M’s activity. M’s cattle-feeding
business is described in section 465(c)(1)(B)
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(relating to farming) and may not be grouped
with any other activity that does not involve
farming. Moreover, A’s farm may not be
grouped with the cattle-feeding activity un-
less the grouping constitutes an appropriate
economic unit for the measurement of gain
or loss for purposes of section 469.

(iii) Because A is a limited partner in N
and N’s activity is described in section
465(c)(1)(D) (relating to exploring for, or ex-
ploiting, oil and gas resources), A may not
group N’s oil and gas activity with any other
activity that does not involve exploring for,
or exploiting, oil and gas resources. Thus,
N’s activity may not be grouped with A’s
farm or with M’s cattle-feeding business.

(4) Other activities identified by the
Commissioner. A taxpayer that owns an
interest in an activity identified in
guidance issued by the Commissioner
as an activity covered by this para-
graph (d)(4) may not group that activ-
ity with any other activity, except as
provided in the guidance issued by the
Commissioner.

(5) Activities conducted through section
469 entities—(i) In general. A C corpora-
tion subject to section 469, an S cor-
poration, or a partnership (a section
469 entity) must group its activities
under the rules of this section. Once
the section 469 entity groups its activi-
ties, a shareholder or partner may
group those activities with each other,
with activities conducted directly by
the shareholder or partner, and with
activities conducted through other sec-
tion 469 entities, in accordance with
the rules of this section. A shareholder
or partner may not treat activities
grouped together by a section 469 enti-
ty as separate activities.

(ii) Cross reference. An activity that a
taxpayer conducts through a C cor-
poration subject to section 469 may be
grouped with another activity of the
taxpayer, but only for purposes of de-
termining whether the taxpayer mate-
rially or significantly participates in
the other activity. See § 1.469–
2T(c)(3)(i)(A) and (c)(4)(i) for the rules
regarding dividends on C corporation
stock and compensation paid for per-
sonal services.

(e) Disclosure and consistency require-
ments—(1) Original groupings. Except as
provided in paragraph (e)(2) of this sec-
tion and § 1.469–11, once a taxpayer has
grouped activities under this section,
the taxpayer may not regroup those ac-
tivities in subsequent taxable years.

Taxpayers must comply with disclo-
sure requirements that the Commis-
sioner may prescribe with respect to
both their original groupings and the
addition and disposition of specific ac-
tivities within those chosen groupings
in subsequent taxable years.

(2) Regroupings. If it is determined
that a taxpayer’s original grouping was
clearly inappropriate or a material
change in the facts and circumstances
has occurred that makes the original
grouping clearly inappropriate, the
taxpayer must regroup the activities
and must comply with disclosure re-
quirements that the Commissioner
may prescribe.

(f) Grouping by Commissioner to prevent
tax avoidance—(1) Rule. The Commis-
sioner may regroup a taxpayer’s activi-
ties if any of the activities resulting
from the taxpayer’s grouping is not an
appropriate economic unit and a prin-
cipal purpose of the taxpayer’s group-
ing (or failure to regroup under para-
graph (e) of this section) is to cir-
cumvent the underlying purposes of
section 469.

(2) Example. The following example il-
lustrates the application of this para-
graph (f):

Example. (i) Taxpayers D, E, F, G, and H are
doctors who operate separate medical prac-
tices. D invested in a tax shelter several
years ago that generates passive losses and
the other doctors intend to invest in real es-
tate that will generate passive losses. The
taxpayers form a partnership to engage in
the trade or business of acquiring and oper-
ating X-ray equipment. In exchange for
equipment contributed to the partnership,
the taxpayers receive limited partnership in-
terests. The partnership is managed by a
general partner selected by the taxpayers;
the taxpayers do not materially participate
in its operations. Substantially all of the
partnership’s services are provided to the
taxpayers or their patients, roughly in pro-
portion to the doctors’ interests in the part-
nership. Fees for the partnership’s services
are set at a level equal to the amounts that
would be charged if the partnership were
dealing with the taxpayers at arm’s length
and are expected to assure the partnership a
profit. The taxpayers treat the partnership’s
services as a separate activity from their
medical practices and offset the income gen-
erated by the partnership against their pas-
sive losses.

(ii) For each of the taxpayers, the tax-
payer’s own medical practice and the serv-
ices provided by the partnership constitute

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00355 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



360

26 CFR Ch. I (4–1–99 Edition)§ 1.469–4T

an appropriate economic unit, but the serv-
ices provided by the partnership do not sepa-
rately constitute an appropriate economic
unit. Moreover, a principal purpose of treat-
ing the medical practices and the partner-
ship’s services as separate activities is to cir-
cumvent the underlying purposes of section
469. Accordingly, the Commissioner may re-
quire the taxpayers to treat their medical
practices and their interests in the partner-
ship as a single activity, regardless of wheth-
er the separate medical practices are con-
ducted through C corporations subject to
section 469, S corporations, partnerships, or
sole proprietorships. The Commissioner may
assert penalties under section 6662 against
the taxpayers in appropriate circumstances.

(g) Treatment of partial dispositions. A
taxpayer may, for the taxable year in
which there is a disposition of substan-
tially all of an activity, treat the part
disposed of as a separate activity, but
only if the taxpayer can establish with
reasonable certainty—

(1) The amount of deductions and
credits allocable to that part of the ac-
tivity for the taxable year under
§ 1.469–1(f)(4) (relating to carryover of
disallowed deductions and credits); and

(2) The amount of gross income and
of any other deductions and credits al-
locable to that part of the activity for
the taxable year.

(h) Rules for grouping rental real estate
activities for taxpayers qualifying under
section 469(c)(7). See § 1.469–9 for rules
for certain rental real estate activities.

[T.D. 8565, 59 FR 50487, Oct. 4, 1994, as amend-
ed by T.D. 8645, 60 FR 66499, Dec. 22, 1995]

§ 1.469–4T Definition of activity (tem-
porary).

(a) Overview—(1) Purpose and effect of
overview. This paragraph (a) contains a
general description of the rules con-
tained in this section and is intended
solely as an aid to readers. The provi-
sions of this paragraph (a) are not a
substitute for the more detailed rules
contained in the remainder of this sec-
tion and cannot be relied upon in cases
in which those rules qualify the gen-
eral description contained in this para-
graph (a).

(2) Scope and structure of § 1.469–4T.
This section provides rules under which
a taxpayer’s business and rental oper-
ations are treated as one or more ac-
tivities for purposes of section 469 and
the regulations thereunder. (See para-

graph (b)(2)(ii) of this section for the
definition of business and rental oper-
ations.) In general, these rules are di-
vided into three groups:

(i) Rules that identify the business
and rental operations that constitute
an undertaking (the undertaking
rules).

(ii) Rules that identify the under-
taking or undertakings that constitute
an activity (the activity rules).

(iii) Rules that apply only under cer-
tain special circumstances (the special
rules).

(3) Undertaking rules—(i) In general.
The undertaking is generally the
smallest unit that can constitute an
activity. (See paragraph (b)(1) of this
section for the general rule and para-
graph (k)(2)(iii) of this section for a
special rule that permits taxpayers to
treat a single rental real estate under-
taking as multiple activities.) An un-
dertaking may include diverse business
and rental operations.

(ii) Basic undertaking rule. The basic
undertaking rule identifies the busi-
ness and rental operations that con-
stitute an undertaking by reference to
their location and ownership. Under
this rule, business and rental oper-
ations that are conducted at the same
location and are owned by the same
person are generally treated as part of
the same undertaking. Conversely,
business and rental operations gen-
erally constitute separate under-
takings to the extent that they are
conducted at different locations or are
not owned by the same person. (See
paragraph (c)(2)(i) of this section.)

(iii) Circumstances in which location is
disregarded. In some circumstances, the
undertaking in which business and
rental operations are included does not
depend on the location at which the op-
erations are conducted. Operations
that are not conducted at any fixed
place of business or that are conducted
at the customer’s place of business are
treated as part of the undertaking with
which the operations are most closely
associated (see paragraph (c)(2)(iii)(C)
of this section). In addition, operations
that are conducted at a location but do
not relate to the production of prop-
erty at that location or to the trans-
action of business with customers at
that location are treated, in effect, as
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part of the undertaking or under-
takings that the operations support
(see paragraph (c)(2)(ii) of this section).

(iv) Rental undertakings. The basic
undertaking rule is also modified if the
undertaking determined under that
rule includes both rental and nonrental
operations. In such cases, the rental
operations and the nonrental oper-
ations generally must be treated as
separate undertakings (see paragraph
(d)(1) of this section). This rule does
not apply if more than 80 percent of the
income of the undertaking determined
under the basic rule is attributable to
one class of operations (i.e., rental or
nonrental) or if the rental operations
would not be treated as part of a rental
activity because of the exceptions con-
tained in § 1.469–1T(e)(3)(ii) (see para-
graph (d)(2) of this section). In applying
the rental undertaking rules, short-
term rentals of real property (e.g.,
hotel-room rentals) are generally
treated as nonrental operations (see
paragraph (d)(3)(ii) of this section).

(v) Oil and gas wells. Another excep-
tion to the basic undertaking rule
treats oil and gas wells that are subject
to the working-interest exception in
§ 1.469–1T(e)(4) as separate undertakings
(see paragraph (e) of this section).

(4) Activity rules—(i) In general. The
basic activity rule treats each under-
taking in which a taxpayer owns an in-
terest as a separate activity of the tax-
payer (see paragraph (b)(1) of this sec-
tion). In the case of trade or business
undertakings, professional service un-
dertakings, and rental real estate un-
dertakings, additional rules may either
require or permit the aggregation of
two or more undertakings into a single
activity.

(ii) Aggregation of trade or business un-
dertakings—(A) Trade or business under-
takings. Trade or business undertakings
include all nonrental undertakings
other than oil and gas undertakings de-
scribed in paragraph (a)(3)(v) of this
section and professional service under-
takings described in paragraph
(a)(4)(iii) of this section (see paragraph
(f)(1)(ii) of this section).

(B) Similar, commonly-controlled under-
takings treated as a single activity. An
aggregation rule treats trade or busi-
ness undertakings that are both simi-
lar and controlled by the same inter-

ests as part of the same activity. This
rule is, however, generally inapplicable
to small interests held by passive in-
vestors in such undertakings, except to
the extent such interests are held
through the same passthrough entity.
(See paragraph (f)(2) of this section.)
Undertakings are similar for purposes
of this rule if more than half (by value)
of their operations are in the same line
of business (as defined in a revenue pro-
cedure issued pursuant to paragraph
(f)(4)(iv) of this section) or if the under-
takings are vertically integrated (see
paragraph (f)(4)(iii) of this section). All
the facts and circumstances are taken
into account in determining whether
undertakings are controlled by the
same interests for purposes of the ag-
gregation rule (see paragraph (j)(1) of
this section). If, however, each member
of a group of five or fewer persons owns
a substantial interest in each of the
undertakings, the undertakings may be
rebuttably presumed to be controlled
by the same interests (see paragraph (j)
(2) and (3) of this section).

(C) Integrated businesses treated as a
single activity. Trade or business under-
takings (including undertakings that
have been aggregated because of their
similarity and common control) are
subject to a second aggregation rule.
Under this rule undertakings that con-
stitute an integrated business and are
controlled by the same interests must
be treated as part of the same activity.
(See paragraph (g) of this section.)

(iii) Aggregation of professional service
undertakings. Professional service un-
dertakings are nonrental undertakings
that predominantly involve the provi-
sion of services in the fields of health,
law, engineering, architecture, ac-
counting, actuarial science, performing
arts, or consulting (see paragraph
(h)(1)(ii) of this section). In general,
professional service undertakings that
are either similar, related, or con-
trolled by the same interests must be
treated as part of the same activity
(see paragraph (h)(2) of this section).
The rules for determining whether
trade or business undertakings are con-
trolled by the same interests also apply
with respect to professional service un-
dertakings. Professional service under-
takings are similar, however, if more
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than 20 percent (by value) of their oper-
ations are in the same field, and two
professional service undertakings are
related if one of the undertakings de-
rives more than 20 percent of its gross
income from persons who are cus-
tomers of the other undertaking (see
paragraph (h)(3) of this section).

(iv) Rules for rental real estate—(A)
Taxpayers permitted to determine rental
real estate activities. The rules for aggre-
gating rental real estate undertakings
are generally elective. They permit
taxpayers to treat any combination of
rental real estate undertakings as a
single activity. Taxpayers may also di-
vide their rental real estate under-
takings and then treat portions of the
undertakings as separate activities or
recombine the portions into activities
that include parts of different under-
takings. (See paragraph (k)(2) (i) and
(iii) of this section.)

(B) Limitations on fragmentation and
aggregation of rental real estate. Tax-
payers may not fragment their rental
real estate in a manner that is incon-
sistent with their treatment of such
property in prior taxable years or with
the treatment of such property by the
passthrough entity through which it is
held (see paragraph (k) (2)(ii) and (3) of
this section). There are no comparable
limitations on the aggregation of rent-
al real estate into a single activity. If
however, the income or gain from a
rental real estate undertaking is sub-
ject to recharacterization under § 1.469–
2T(f)(3) (relating to the rental of non-
depreciable property), a coordination
rule provides that the undertaking
must be treated as a separate activity
(see paragraph (k)(6) of this section.)

(v) Election to treat nonrental under-
takings as separate activities. Another
elective rule permits taxpayers to treat
a nonrental undertaking as a separate
activity even if the undertaking would
be treated as part of a larger activity
under the aggregation rules applicable
to the undertaking (see paragraph
(o)(2) of this section). This elective rule
is limited by consistency requirements
similar to those that apply to rental
real estate operations (see paragraph
(o) (3) and (4) of this section). More-
over, in cases in which a taxpayer
elects to treat a nonrental undertaking
as a separate activity, the taxpayer’s

level of participation (i.e., material,
significant, or otherwise) in the sepa-
rate activity is the same as the tax-
payer’s level of participation in the
larger activity in which the under-
taking would be included but for the
election (see paragraph (o)(6) of this
section).

(5) Special rules—(i) Consolidated
groups and publicly traded partnerships.
Special rules apply to the business and
rental operations of consolidated
groups of corporations and publicly
traded partnerships. Under these rules,
a consolidated group is treated as one
taxpayer in determining its activities
and those of its members (see para-
graph (m) of this section), and business
and rental operations owned through a
publicly traded partnership cannot be
aggregated with operations that are
not owned through the partnership (see
paragraph (n) of this section).

(ii) Transitional rule. A special rule
applies for taxable years ending before
August 10, 1989. In those years, tax-
payers may organize business and rent-
al operations into activities under any
reasonable method (see paragraph
(p)(1) of this section). A taxpayer will
also be permitted to use any reasonable
method to allocate disallowed deduc-
tions and credits among activities for
the first taxable year in which the tax-
payer’s activities are determined under
the general rules of § 1.469–4T (see para-
graph (p)(3) of this section).

(b) General rule and definitions of gen-
eral application—(1) General rule. Except
as otherwise provided in this section,
each undertaking in which a taxpayer
owns an interest shall be treated as a
separate activity of the taxpayer. See
paragraphs (f), (g), and (h) of this sec-
tion for rules requiring certain non-
rental undertakings to be treated as
part of the same activity and para-
graph (k) of this section for rules iden-
tifying the rental real estate under-
takings (or portions thereof) that are
included in an activity.

(2) Definitions of general application.
The following definitions set forth the
meaning of certain terms for purposes
of this section:

(i) Passthrough entity. The term
‘‘passthrough entity’’ means a partner-
ship, S corporation, estate, or trust.
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(ii) Business and rental operations—(A)
In general. Except as provided in para-
graph (b)(2)(ii)(B) of this section, the
term ‘‘business and rental operations’’
means all endeavors that are engaged
in for profit or the production of in-
come and satisfy one or more of the
following conditions for the taxable
year:

(1) Such endeavors involve the con-
duct of a trade or business (within the
meaning of section 162) or are con-
ducted in anticipation of such endeav-
ors becoming a trade or business;

(2) Such endeavors involve making
tangible property available for use by
customers; or

(3) Research or experimental expendi-
tures paid or incurred with respect to
such endeavors are deductible under
section 174 (or would be deductible if
the taxpayer adopted the method de-
scribed in section 174(a)).

(B) Operations conducted through non-
passthrough entities. For purposes of ap-
plying section 469 and the regulations
thereunder, a taxpayer’s activities do
not include operations that a taxpayer
conducts through one or more entities
(other than passthrough entities). The
following example illustrates the oper-
ation of this paragraph (b)(2)(ii)(B):

Example. (i) A, an individual, owns stock of
X, a closely held corporation (within the
meaning of § 1.469–1T(g)(2)(ii) that is directly
engaged in the conduct of a real estate devel-
opment business. A participates in X’s real
estate development business, but does not
own any interest in the business other than
through ownership of the stock of X.

(ii) X is subject to section 469 (see § 1.469–
1T(b)(5)) and does not hold the real estate de-
velopment business through another entity.
Accordingly, for purposes of section 469 and
the regulations thereunder, the operations of
X’s real estate development business are
treated as part of X’s activities.

(iii) A is also subject to section 469 (see
§ 1.469–1T(b)(1)), but A’s only interest in the
real estate development business is held
through X. X is a C corporation and there-
fore is not a passthrough entity. Thus, for
purposes of section 469 and the regulations
thereunder, A’s activities do not include the
operations of X’s real estate development
business. Accordingly, A’s participation in
X’s busines is not participation in an activ-
ity of A, and is not taken into account in de-
termining whether A materially participates
(within the meaning of § 1.469–5T) or signifi-
cantly participates (within the meaning of
§ 1.469–1T(c)(2)) in any activity. (See, how-

ever, § 1.469–1T(g)(3) for rules under which a
shareholder’s participation is taken into ac-
count for purposes of determining whether a
corporation materially or significantly par-
ticipates in an activity.

(c) Undertaking—(1) In general. Except
as otherwise provided in paragraphs
(d), (e), and (k)(2)(iii) of this section,
business and rental operations that
constitute a separate source of income
production shall be treated as a single
undertaking that is separate from
other undertakings.

(2) Operations treated as a separate
source of income production—(i) In gen-
eral. Except as otherwise provided in
this paragraph (c)(2), business and rent-
al operations shall be treated for pur-
poses of this paragraph (c) as a sepa-
rate source of income production if and
only if—

(A) Such operations are conducted at
the same location (within the meaning
of paragraph (c)(2)(iii) of this section)
and are owned by the same person
(within the meaning of paragraph
(c)(2)(v) of this section); and

(B) Income-producing operations
(within the meaning of paragraph
(c)(2)(iv) of this section) owned by such
person are conducted at such location.

(ii) Treatment of support operations—
(A) In general. For purposes of section
469 and the regulations thereunder—

(1) The support operations conducted
at a location shall not be treated as
part of an undertaking under para-
graph (c)(2)(i) of this section; and

(2) The income and expenses that are
attributable to such operations and are
reasonably allocable to an undertaking
conducted at a different location shall
be taken into account in determining
the income or loss from the activity or
activities that include such under-
taking.

(B) Support operations. For purposes
of this paragraph (c)(2), the business
and rental operations conducted at a
location are treated as support oper-
ations to the extent that—

(1) Such operations and an under-
taking that is conducted at a different
location are owned by the same person
(within the meaning of paragraph
(c)(2)(v) of this section);

(2) Such operations involve the provi-
sion of property or services to such un-
dertaking; and
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(3) Such operations are not income-
producing operations (within the mean-
ing of paragraph (c)(2)(iv) of this sec-
tion).

(iii) Location. For purposes of this
paragraph (c)(2)—

(A) The term ‘‘location’’ means, with
respect to any business and rental op-
erations, a fixed place of business at
which such operations are regularly
conducted;

(B) Business and rental operations
are conducted at the same location if
they are conducted in the same phys-
ical structure or within close prox-
imity of one another;

(C) Business and rental operations
that are not conducted at a fixed place
of business or that are conducted on
the customer’s premises shall be treat-
ed as operations that are conducted at
the location (other than the customer’s
premises) with which they are most
closely associated;

(D) All the facts and circumstances
(including, in particular, the factors
listed in paragraph (c)(3) of this sec-
tion) are taken into account in deter-
mining the location with which busi-
ness and rental operations are most
closely associated; and

(E) Oil and gas operations that are
conducted for the development of a
common reservoir are conducted with-
in close proximity of one another.

(iv) Income-producing operations. For
purposes of this paragraph (c)(2), the
term ‘‘income-producing operations’’
means business and rental operations
that are conducted at a location and
relate to (or are conducted in reason-
able anticipation of)—

(A) The production of property at
such location;

(B) The sale of property to customers
at such location;

(C) The performance of services for
customers at such location;

(D) Transactions in which customers
take physical possession at such loca-
tion of property that is made available
for their use; or

(E) Any other transactions that in-
volve the presence of customers at such
location.

(v) Ownership by the same person. For
purposes of this paragraph (c)(2), busi-
ness and rental operations are owned
by the same person if and only if one

person (within the meaning of section
7701(a)(1)) is the direct owner of such
operations.

(3) Facts and circumstances determina-
tions. In determining whether a loca-
tion is the location with which busi-
ness and rental operations are most
closely associated for purposes of para-
graph (c)(2)(iii)(D) of this section, the
following relationships between oper-
ations that are conducted at such loca-
tion and other operations are generally
the most significant:

(i) The extent to which other persons
conduct similar operations at one loca-
tion;

(ii) Whether such operations are
treated as a unit in the primary ac-
counting records reflecting the results
of such operations;

(iii) The extent to which other per-
sons treat similar operations as a unit
in the primary accounting records re-
flecting the results of such similar op-
erations;

(iv) The extent to which such oper-
ations involve products or services that
are commonly provided together;

(v) The extent to which such oper-
ations serve the same customers;

(vi) The extent to which the same
personnel, facilities, or equipment are
used to conduct such operations;

(vii) The extent to which such oper-
ations are conducted in coordination
with or reliance upon each other;

(viii) The extent to which the con-
duct of any such operations is inci-
dental to the conduct of the remainder
of such operations;

(ix) The extent to which such oper-
ations depend on each other for their
economic success; and

(x) Whether such operations are con-
ducted under the same trade name.

(4) Examples. The following examples
illustrate the application of this para-
graph (c). In each example that does
not state otherwise, the taxpayer is an
individual and the facts, analysis, and
conclusion relate to a single taxable
year.

Example (1). The taxpayer is the sole owner
of a department store and a restaurant and
conducts both businesses in the same build-
ing. Thus, the department store and res-
taurant operations are conducted at the
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are
owned by the same person (i.e., the taxpayer
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is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., property is sold to customers and
services are performed for customers on the
premises of the department store). Accord-
ingly, the department store and restaurant
operations are treated as a separate source
of income production (see paragraph (c)(2) of
this section) and as a single undertaking
that is separate from other undertakings
(see paragraph (c)(1) of this section).

Example (2). (i) The facts are the same as in
example (1), except that the taxpayer is also
the sole owner of an automotive center that
services automobiles and sells tires, bat-
teries, motor oil, and accessories. The tax-
payer operates the automotive center in a
separate structure in the shopping mall in
which the department store is located. Al-
though the automotive center operations
and the department store and restaurant op-
erations are not conducted in the same phys-
ical structure, they are conducted within
close proximity (within the meaning of para-
graph (c)(2)(iii)(B) of this section) of one an-
other. Thus, the department store, res-
taurant, and automotive center operations
are conducted at the same location (within
the meaning of paragraph (c)(2)(iii) of this
section).

(ii) As in example (1), the operations con-
ducted at the same location are owned by
the same person, and the taxpayer conducts
income-producing operations (within the
meaning of paragraph (c)(2)(iv) of this sec-
tion) at the location. Accordingly, the de-
partment store, restaurant, and automotive
center operations are treated as a separate
source of income production (see paragraph
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section).

Example (3). (i) The facts are the same as in
example (2), except that the automotive cen-
ter is located several blocks from the shop-
ping mall. As in example (1), the department
store and restaurant operations are treating
as a single undertaking that is separate from
other undertakings. Because, however, the
automotive center operations are not con-
ducted within close proximity (within the
meaning of paragraph (c)(2)(iii)(B) of this
section) of the department store and res-
taurant operations, all of the taxpayer’s op-
erations are not conducted at the same loca-
tion (within the meaning of paragraph
(c)(2)(iii) of this section).

(ii) All of the automotive center operations
are conducted at the same location (within
the meaning of paragraph (c)(2)(iii) of this
section) and are owned by the same person
(i.e., the taxpayer is the direct owner of the
operations). In addition, the taxpayer con-
ducts income producing operations (within
the meaning of paragraph (c)(2)(iv) of this

section) at the location (i.e., property is sold
to customers and services are performed for
customers on the premises of the automotive
center). Accordingly, the automotive center
operations are also treated as a separate
source of income production (see paragraph
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section).
See, however, paragraph (g) of this section
for rules under which certain trade or busi-
ness activities are treated as a single activ-
ity.

Example (4). The taxpayer is the sole owner
of a building and rents residential, office,
and retail space in the building to various
tenants. The taxpayer manages these rental
operations from an office located in the
building. The rental operations are con-
ducted at the same location (within the
meaning of paragraph (c)(2)(iii) of this sec-
tion) and are owned by the same person (i.e.,
the taxpayer is the direct owner of the oper-
ations). In addition, the taxpayer conducts
income-producing operations (within the
meaning of paragraph (c)(2)(iv) of this sec-
tion) at the location (i.e., customers take
physical possession in the building of prop-
erty made available for their use). Accord-
ingly, the rental operations are treated as a
separate source of income production (see
paragraph (c)(2) of this section) and as a sin-
gle undertaking that is separate from other
undertakings (see paragraph (c)(1) of this
section). See paragraph (d) of this section for
rules for determining whether this under-
taking is a rental undertaking and para-
graph (k) of this section for rules for identi-
fying rental real estate activities.

Example (5). (i) The facts are the same as in
example (4), except that the taxpayer also
uses the rental office in the building (‘‘Build-
ing #1’’) to manage rental operations in an-
other building (‘‘Building #2’’) that the tax-
payer owns. The rental operations conducted
in Building #2 are treated as a separate
source of income production under paragraph
(c)(2) of this section and as a single under-
taking that is separate from other under-
takings (the ‘‘Building #2 undertaking’’)
under paragraph (c)(1) of this section.

(ii) The operations conducted at the rental
office in Building #1 and the Building #2 un-
dertaking are owned by the same person (i.e.,
the taxpayer is the direct owner of the oper-
ations). In addition, the operations con-
ducted at the rental office with respect to
the Building #2 undertaking relate to trans-
actions in which customers take physical
possession at another location of property
that is made available for their use (i.e., the
operations are not income-producing oper-
ations (within the meaning of paragraph
(c)(2)(iv) of this section)). Thus, to the extent
the operations conducted at the rental office
involve the management of the Building #2
undertaking, they are support operations
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(within the meaning of paragraph (c)(2)(ii)(B)
of this section) with respect to the Building
#2 undertaking.

(iii) Paragraph (c)(2)(ii)(A)(1) of this sec-
tion provides that support operations are not
treated as part of an undertaking under
paragraph (c)(2)(i) of this section. Therefore,
the support operations conducted at the
rental office are not treated as part of the
undertaking that consists of the rental oper-
ations conducted in Building #1 (the ‘‘Build-
ing #1 undertaking’’). Paragraph
(c)(2)(ii)(A)(2) of this section provides that
the income and expenses that are attrib-
utable to support operations and are reason-
ably allocable to an undertaking conducted
at a different location shall be taken into ac-
count in determining the income or loss
from the activity that includes such under-
taking. Accordingly, the income and ex-
penses of the rental office that are reason-
ably allocable to the Building #2 under-
taking are taken into account in deter-
mining the income or loss from the activity
or activities that include the Building #2 un-
dertaking. See paragraph (k) of this section
for rules for identifying rental real estate ac-
tivities.

(iv) Rental office operations that involve
the management of rental operations con-
ducted in Building #1 are not support oper-
ations (within the meaning of paragraph
(c)(2)(ii)(B) of this section) because they re-
late to an undertaking that is conducted at
the same location (the ‘‘Building #1 under-
taking’’). Thus, the rules for support oper-
ations in paragraph (c)(2)(ii)(A) of this sec-
tion do not apply to such operations, and
they are treated as part of the Building #1
undertaking.

Example (6). (i) The taxpayer conducts busi-
ness and rental operations at eleven different
locations (within the meaning of paragraph
(c)(2)(iii) of this section). At ten of the loca-
tions the taxpayer owns grocery stores, and
at the eleventh location the taxpayer owns a
warehouse that receives goods and supplies
them to the taxpayer’s stores. The oper-
ations of each store are conducted at the
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are
owned by the same person (i.e., the taxpayer
is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at each
location (i.e., property is sold to customers
on the store premises, and customers take
physical possession on the store premises of
property made available for their use). Ac-
cordingly, the operations of each of the ten
grocery stores are treated as a separate
source of income production (see paragraph
(c)(2) of this section), and each store is treat-
ed as a single undertaking (a ‘‘grocery store
undertaking’’) that is separate from other
undertakings (see paragraph (c)(1) of this

section). The operations conducted at the
warehouse, however, do not include any in-
come-producing operations (within the
meaning of paragraph (c)(2)(iv) of this sec-
tion). Accordingly, the warehouse operations
do not satisfy the requirements of paragraph
(c)(2)(i) of this section and are not treated as
a separate undertaking under paragraph
(c)(1) of this section.

(ii) The warehouse operations and the gro-
cery store undertakings are owned by the
same person (i.e., the taxpayer is the direct
owner of the operations), the operations con-
ducted at the warehouse involve the provi-
sion of property to the grocery store under-
takings, and the warehouse operations are
not income-producing operations (within the
meaning of paragraph (c)(2)(iv) of this sec-
tion). Thus, the warehouse operations are
support operations (within the meaning of
paragraph (c)(2)(ii)(B) of this section) with
respect to the grocery store undertakings.
Paragraph (c)(2)(ii)(A)(2) of this section pro-
vides that the income and expenses that are
attributable to support operations and are
reasonably allocable to an undertaking con-
ducted at a different location shall be taken
into account in determining the income or
loss from the activity or activities that in-
clude such undertaking. Accordingly, the in-
come and expenses of the warehouse oper-
ations that are reasonably allocable to a gro-
cery store undertaking are taken into ac-
count in determining the income or loss
from the activity or activities that include
such undertaking. See paragraph (f) of this
section for rules under which certain similar,
commonly-controlled undertakings are
treated as a single activity.

Example (7). (i) The facts are the same as in
example (6), except that the warehouse oper-
ations also include the sale of goods to gro-
cery stores that the taxpayer does not own
(‘‘other grocery stores’’). Because of these
sales, the taxpayer conducts income-pro-
ducing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at the
warehouse. The warehouse operations are
conducted at the same location (within the
meaning of paragraph (c)(2)(iii) of this sec-
tion) and are owned by the same person (i.e.,
the taxpayer is the direct owner of the oper-
ations). Accordingly, prior to the application
of the rules for support operations in para-
graph (c)(2)(ii) of this section, the warehouse
operations are treated as a separate source
of income production (see paragraph (c)(2) of
this section) and as a single undertaking (the
‘‘separate warehouse undertaking’’) that is
separate from other undertakings (see para-
graph (c)(1) of this section).

(ii) As in example (6), the warehouse oper-
ations that involve supplying goods to the
taxpayer’s grocery store undertakings are
support operations with respect to those un-
dertakings. Therefore, those operations are
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not treated as part of the separate ware-
house undertaking (see paragraph
(c)(2)(ii)(A)(1) of this section), and the in-
come and expenses of such operations are
taken into account, as in example (6), in de-
termining the income or loss from the activ-
ity or activities that include the taxpayer’s
grocery store undertakings.

Example (8). (i) A partnership is formed to
acquire real property and construct a build-
ing on the property. The partnership hires
brokers to locate a suitable parcel of land,
lawyers to negotiate zoning variances, ease-
ments, and building permits, and architects
and engineers to design the improvements.
After the architects and engineers have de-
signed the improvements and other prelimi-
naries have been completed, the partnership
hires a general contractor who hires sub-
contractors and oversees construction. Dur-
ing the construction process and after con-
struction has been completed, the partner-
ship leases out space in the building. The
partnership then operates the building as a
rental property. The operations of acquiring
the real property, negotiating contracts,
overseeing the designing and construction of
the improvements, leasing up the building,
and operating the building are conducted at
an office (the ‘‘management office’’) that is
not at the same location (within the mean-
ing of paragraph (c)(2)(iii) of this section) as
the building.

(ii) The operations conducted at the build-
ing site (e.g., excavating the land, pouring
the concrete for the foundation, erecting the
frame of the building, completing the exte-
rior of the building, and building out the in-
terior of the building) are conducted at the
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are
owned by the same person (i.e., the partner-
ship is the direct owner of the operations). In
addition, the partnership conducts income-
producing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., during the construction period
property (the building) is produced at the
building site, and during the rental period
customers take physical possession in the
building of property made available for their
use). Accordingly, the operations conducted
at the building site are treated as a separate
source of income production (see paragraph
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section).

(iii) The operations conducted at the man-
agement office and the undertaking con-
ducted at the building site are owned by the
same person (i.e., the partnership is the di-
rect owner of the operations). In addition,
the operations conducted at the management
office relate to transactions in which cus-
tomers take physical possession at another
location of property that is made available
for their use (i.e., the operations are not in-

come-producing operations (within the
meaning of paragraph (c)(2)(iv) of this sec-
tion)). Thus, to the extent the operations
conducted at the management office involve
the provision of services to the undertaking
conducted at the building site, they are sup-
port operations (within the meaning of para-
graph (c)(2)(ii)(B) of this section) with re-
spect to such undertaking.

(iv) Paragraph (c)(2)(ii)(A)(2) of this section
provides that the income and expenses of
support operations that are reasonably allo-
cable to an undertaking conducted at a dif-
ferent location shall be taken into account
in determining the income or loss from the
activity that includes such undertaking. Ac-
cordingly, the income and expenses of the
management office that are reasonably allo-
cable to the undertaking conducted at the
building site are taken into account in deter-
mining the income or loss from the activity
or activities that include such undertaking.

(v) Until the building is first held out for
rent and is in a state of readiness for rental,
the undertaking conducted at the building
site is a trade or business undertaking (with-
in the meaning of paragraph (f)(1)(ii) of this
section). See paragraph (d) of this section for
rules for determining whether the under-
taking is a rental undertaking for periods
after the building is first held out for rent
and is in a state of readiness for rental and
paragraph (k) of this section for rules for
identifying rental real estate activities.

Example (9). The taxpayer owns 15 oil wells
pursuant to a single working interest (within
the meaning of § 1.469–1T (e)(4)(iv). All of the
wells are drilled and operated for the devel-
opment of a common reservoir. Thus, all of
the wells are at the same location (see para-
graph (c)(2)(iii)(E) of this section). All of the
wells are owned by the same person (i.e., the
taxpayer is the direct owner of the oper-
ations), and the taxpayer conducts income-
producing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., oil wells are drilled in reasonable
anticipation of producing oil at the loca-
tion). Accordingly, the operations of the
wells are treated as a separate source of in-
come production (see paragraph (c)(2) of this
section) and as a single undertaking that is
separate from other undertakings (see para-
graph (c)(1) of this section). See paragraph
(e) of this section for rules under which cer-
tain oil and gas operations are treated as
multiple undertakings even if they would be
part of the same undertaking under the rules
of this paragraph (c).

Example (10). (i) Partnership X owns an
automobile dealership and partnership Y
owns an automobile repair shop. The dealer-
ship and repair shop operations are con-
ducted in the same physical structure. Indi-
viduals A, B, and C are the only partners in
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partnerships X and Y, and each of the part-
ners owns a one-third interest in both part-
nerships.

(ii) The dealership operations and the re-
pair-shop operations are conducted at the
same location (within the meaning of para-
graph (c)(2)(iii) of this section), but are
owned by different persons (i.e., X is the di-
rect owner of the dealership operations, and
Y is the direct owner of the repair-shop oper-
ations). Moreover, indirect ownership of the
operations is not taken into account under
paragraph (c)(2)(v) of this section. Thus, it is
irrelevant that the two partnerships are
owned by the same persons in identical pro-
portions. Accordingly, the dealership and re-
pair-shop operations are not treated as part
of the same source of income production (see
paragraph (c)(2) of this section) or as a single
undertaking that is separate from other un-
dertakings (see paragraph (c)(1) of this sec-
tion). See, however, paragraph (g) of this sec-
tion for rules under which certain trade or
business activities are treated as a single ac-
tivity.

Example (11). (i) The taxpayer owns and op-
erates a delivery service. The business con-
sists of a central office, retail establish-
ments, and messengers who transport pack-
ages from one place to another. Customers
may bring their packages to a retail estab-
lishment for delivery elsewhere or, by call-
ing the central office, may have packages
picked up at their homes or offices. The cen-
tral office dispatches messengers and coordi-
nates all pickups and deliveries. Customers
may pay for deliveries when they drop off or
pick up packages at a retail establishment,
or the central office will bill the customer
for services rendered. In addition, many
packages are routed through the central of-
fice.

(ii) The operations conducted at the cen-
tral office are conducted at the same loca-
tion (within the meaning of paragraph
(c)(2)(iii) of this section) and are owned by
the same person (i.e., the taxpayer is the di-
rect owner of the operations). The operations
actually conducted at the central office,
however, do not include any income-
producting operations (within the meaning
of paragraph (c)(2)(iv) of this section).

(iii) Under paragraph (c)(2)(iii) (C) and (D)
of this section, business and rental oper-
ations that are not conducted at a fixed
place of business or that are conducted on
the customer’s premises are treated as oper-
ations that are conducted at the location
(other than the customer’s premises) with
which they are most closely associated, and
all the facts and circumstances are taken
into account in determining the location
with which business and rental operations
are most closely associated. The facts and
circumstances in this case (including the
facts that the central office dispatches mes-
sengers, coordinates all pickups and deliv-

eries, and is the transshipment point for
many packages) establish that the oper-
ations of delivering packages from one loca-
tion to another are most closely associated
with the central office. Thus, the delivery
operations are treated as operations that are
conducted at the central office, and the de-
liveries are treated as income-producing op-
erations (i.e., the performance of services for
customers) that the taxpayer conducts at
the central office. Accordingly, the oper-
ations conducted at the central office are
treated as a separate source of income pro-
duction (see paragraph (c)(2) of this section)
and as a single undertaking that is separate
from other undertakings (see paragraph
(c)(1) of this section).

(iv) The operations conducted at each re-
tail establishment are conducted at the same
location (within the meaning of paragraph
(c)(2)(iii) of this section) and are owned by
the same person (i.e., the taxpayer is the di-
rect owner of the operations). At each retail
establishment, the taxpayer’s operations in-
clude transactions that involve the presence
of customers at the establishment. Thus, the
taxpayer conducts income-producing oper-
ations (within the meaning of paragraph
(c)(2)(iv)(E) of this section) at the retail es-
tablishments. Accordingly, the operations of
each retail establishment are treated as a
separate source of income production (see
paragraph (c)(2) of this section) and as a sin-
gle undertaking that is separate from other
undertakings (see paragraph (c)(1) of this
section). See, however, paragraph (f) of this
section for rules under which certain similar,
commonly-controlled undertakings are
treated as a single activity.

Example (12). (i) The taxpayer is the sole
owner of a saw mill and a lumber yard. The
taxpayer’s business operations consist of
converting timber into lumber and other
wood products and selling the resulting prod-
ucts. The timber is processed at the saw
mill, and the resulting products are trans-
ported to the lumber yard where they are
sold. The saw mill and the lumber yard are
at different locations (within the meaning of
paragraph (c)(2)(iii) of this section). The
transportation operations are managed at
the saw mill.

(ii) The operations conducted at the saw
mill are conducted at the same location
(within the meaning of paragraph (c)(2)(iii)
of this section) and are owned by the same
person (i.e., the taxpayer is the direct owner
of the operations). In addition, the taxpayer
conducts income-producing operations (with-
in the meaning of paragraph (c)(2)(iv) of this
section) at the location (i.e., lumber is pro-
duced at the mill). Similarly, the selling op-
erations at the lumber yard are conducted at
the same location (within the meaning of
paragraph (c)(2)(iii) of this section) and are
owned by the same person (i.e., the taxpayer
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is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., lumber is sold to customers at
the lumber yard). Thus, the milling oper-
ations and the selling operations are treated
as separate sources of income production
(see paragraph (c)(2) of this section) and as
separate undertakings (see paragraph (c)(1)
of this section).

(iii) The operations conducted at the mill
involve the provision of property to the lum-
ber-yard undertaking. Nonetheless, the mill-
ing operations are income-producing oper-
ations because they relate to the production
of property at the mill, and an undertaking’s
income-producing operations are not treated
as support operations (see paragraph
(c)(2)(ii)(B)(3) of this section). Accordingly,
the milling operations are not support oper-
ations with respect to the lumber-yard un-
dertaking. See, however, paragraph (f) of this
section for rules under which certain
vertically-integrated undertakings are treat-
ed as part of the same activity.

(iv) The operations of transporting finished
products from the saw mill to the lumber
yard are not conducted at a fixed location.
Under paragraphs (c)(2)(iii) (C) and (D) of
this section, business and rental operations
that are not conducted at a fixed place of
business or that are conducted on the cus-
tomer’s premises are treated as operations
that are conducted at the location (other
than the customer’s premises) with which
they are most closely associated, and all the
facts and circumstances are taken into ac-
count in determining the location with
which business and rental operations are
most closely associated. The facts and cir-
cumstances in this case (including the fact
that the transportation operations are man-
aged at the saw mill) establish that the
transportation operations are most closely
associated with the saw mill. Thus, the
transportation operations are treated as op-
erations that are conducted at the mill and
as part of the undertaking that consists of
the milling operations.

(d) Rental undertaking—(1) In general.
This paragraph (d) applies to oper-
ations that are treated, under para-
graph (c) of this section and before the
application of paragraph (d)(1)(i) of this
section, as a single undertaking that is
separate from other undertakings (a
‘‘paragraph (c) undertaking’’). For pur-
poses of this section—

(i) A paragraph (c) undertaking’s
rental operations and its operations
other than rental operations shall be
treated, except as otherwise provided

in paragraph (d)(2) of this section, as
two separate undertakings;

(ii) The income and expenses that are
reasonably allocable to an undertaking
(determined after the application of
paragraph (d)(1)(i) of this section) shall
be taken into account in determining
the income or loss from the activity or
activities that include such under-
taking; and

(iii) An undertaking (determined
after the application of paragraph
(d)(1)(i) of this section) shall be treated
as a rental undertaking if and only if
such undertaking, considered as a sepa-
rate activity, would constitute a rental
activity (within the meaning of § 1.469–
1T(e)(3)).

(2) Exceptions. Paragraph (d)(1)(i) of
this section shall not apply to a para-
graph (c) undertaking for any taxable
year in which—

(i) The rental operations of the para-
graph (c) undertaking, considered as a
separate activity, would not constitute
a rental activity (within the meaning
of § 1.469–1T(e)(3));

(ii) Less than 20 percent of the gross
income of the paragraph (c) under-
taking is attributable to rental oper-
ations; or

(iii) Less than 20 percent of the gross
income of the paragraph (c) under-
taking is attributable to operations
other than rental operations.

(3) Rental operations. For purposes of
this paragraph (d), a paragraph (c) un-
dertaking’s rental operations are deter-
mined under the following rules:

(i) General rule. Except as otherwise
provided in paragraph (d)(3) (ii) or (iii)
of this section, a paragraph (c) under-
taking’s rental operations are all of the
undertaking’s business and rental oper-
ations that involve making tangible
property available for use by customers
and the provision of property and serv-
ices in connection therewith.

(ii) Real property provided for short-
term use. A paragraph (c) undertaking’s
operations that involve making short-
term real property available for use by
customers and the provision of prop-
erty and services in connection there-
with shall not be treated as rental op-
erations if such operations, considered
as a separate activity, would not con-
stitute a rental activity. An item of
property is treated as short-term real
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property for this purpose if and only if
such item is real property that the
paragraph (c) undertaking makes
available for use by customers and the
average period of customer use (within
the meaning of § 1.469–1T(e)(3)(iii)) for
all of the paragraph (c) undertaking’s
real property of the same type as such
item is 30 days or less.

(iii) Property made available to licens-
ees. A paragraph (c) undertaking’s op-
erations that involve making tangible
property available during defined busi-
ness hours for nonexclusive use by var-
ious customers shall not be treated as
rental operations. (See § 1.469–
1T(e)(3)(ii)(E).)

(4) Examples. The following examples
illustrate the application of this para-
graph (d). In each example that does
not state otherwise, the taxpayer is an
individual and the facts, analysis, and
conclusions relate to a single taxable
year.

Example (1) . (i) The taxpayer owns a build-
ing in which the taxpayer rents office space
to tenants and operates a parking garage
that is used by tenants and other persons.
(Assume that, under paragraph (c)(1) of this
section, the operations conducted in the
building are treated as a single paragraph (c)
undertaking.) The taxpayer’s tenants typi-
cally occupy an office for at least one year,
and the services provided to tenants are
those customarily provided in office build-
ings. Some persons (including tenants) rent
spaces in the parking garage on a monthly or
annual basis. In general, however, spaces are
rented on an hourly or daily basis, and the
average period for which all customers (in-
cluding tenants) use the parking garage is
less than 24 hours. The paragraph (c) under-
taking derives 75 percent of its gross income
from office-space rentals and 25 percent of
its gross income from the parking garage.
The operations conducted in the building are
not incidental to any other activity of the
taxpayer (within the meaning of § 1.469–
1T(e)(3)(vi)).

(ii) The parking spaces are real property
and the average period of customer use
(within the meaning of § 1.469–1T(e)(3)(iii))
for the parking spaces is 30 days or less.
Thus, the parking spaces are short-term real
properties (within the meaning of paragraph
(d)(3)(ii) of this section). (For this purpose,
individual parking spaces that are rented on
a monthly or annual basis are, nevertheless,
short-term real properties because all the
parking spaces are property of the same
type, and the average rental period taking
all parking spaces into account is 30 days or
less.) In addition, the parking-garage oper-

ations involve making short-term real prop-
erties available for use by customers and the
provision of property and services in connec-
tion therewith.

(iii) Paragraph (d)(3) (i) and (ii) of this sec-
tion provides, in effect, that a paragraph (c)
undertaking’s operations that involve mak-
ing short-term real properties available for
use by customers and the provision of prop-
erty and services in connection therewith
are treated as rental operations if and only if
the operations, considered as a separate ac-
tivity, would constitute a rental activity
(within the meaning of § 1.469–1T(e)(3)). In
this case, the parking-garage operations, if
considered as a separate activity, would not
constitute a rental activity because the av-
erage period of customer use for the parking
spaces is seven days or less (see § 1.469–
1T(e)(3)(ii)(A)). Accordingly, the parking-ga-
rage operations are not treated as rental op-
erations.

(iv) The paragraph (c) undertaking’s re-
maining operations involve the provision of
tangible property (the office spaces) for use
by customers and the provision of property
and services in connection therewith. The
average period of customer use for the office
spaces exceeds 30 days. Thus, the office
spaces are not short-term real properties,
and the undertaking’s operations involving
the rental of office spaces are rental oper-
ations.

(v) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, at least 20 percent of
the paragraph (c) undertaking’s gross income
is attributable to rental operations (the of-
fice-space operations) and at least 20 percent
is attributable to operations other than rent-
al operations (the parking-garage oper-
ations). Thus, the exceptions in paragraph
(d)(2) (ii) and (iii) of this section do not
apply. In addition, the average period of cus-
tomer use for the office spaces exceeds 30
days, extraordinary personal services (within
the meaning of § 1.469–1T(e)(3)(v)) are not pro-
vided, and the rental of the office spaces is
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T(e)(3)(vi) (relating to
incidental rentals that are not treated as a
rental activity). Thus, the rental operations,
if considered as a separate activity, would
constitute a rental activity, and the excep-
tion in paragraph (d)(2)(i) of this section does
not apply. Accordingly, the rental operations
and the parking-garage operations are treat-
ed as two separate undertakings (the ‘‘office-
space undertaking’’ and the ‘‘parking-garage
undertaking’’).

(vi) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking if
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and only if the undertaking, considered as a
separate activity, would constitute a rental
activity. In this case, the office-space under-
taking, if considered as a separate activity,
would constitute a rental activity (see (v)
above), and the parking-garage undertaking,
if considered as a separate activity, would
not constitute a rental activity (see (iii)
above). Accordingly, the office-space under-
taking is treated as a rental undertaking,
and the parking-garage undertaking is not.

Example (2). (i) The taxpayer owns a build-
ing in which the taxpayer rents apartments
to tenants and operates a restaurant. (As-
sume that, under paragraph (c)(1) of this sec-
tion, the operations conducted in the build-
ing are treated as a single paragraph (c) un-
dertaking.) The taxpayer’s tenants typically
occupy an apartment for at least one year,
and the services provided to tenants are
those customarily provided in residential
apartment buildings. The paragraph (c) un-
dertaking derives 85 percent of its gross in-
come from apartment rentals and 15 percent
of its gross income from the restaurant. The
operations conducted in the building are not
incidental to any other activity of the tax-
payer (within the meaning of § 1.469–
1T(e)(3)(vi)).

(ii) The operations with respect to apart-
ments (the ‘‘apartment operations’’) involve
the provision of tangible property (the apart-
ments) for use by customers and the provi-
sion of property and services in connection
therewith. In addition, the apartments are
not short-term real properties (within the
meaning of paragraph (d)(3)(ii) of this sec-
tion) because the average period of customer
use (within the meaning of § 1.469–
1T(e)(3)(iii)) for the apartments exceeds 30
days. Accordingly, the apartment operations
are rental operations (within the meaning of
paragraph (d)(3) of this section). The res-
taurant operations do not involve the provi-
sion of tangible property for use by cus-
tomers or the provision of property or serv-
ices in connection therewith. Thus, the res-
taurant operations are not rental operations.

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception
in paragraph (d)(2)(iii) of this section applies
because less than 20 percent of the paragraph
(c) undertaking’s gross income is attrib-
utable to operations other than rental oper-
ations (the restaurant operations). Accord-
ingly, the rental operations and the res-
taurant operations are not treated as two
separate undertakings under paragraph
(d)(1)(i) of this section.

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking if

and only if the undertaking, considered as a
separate activity, would constitute a rental
activity. In this case, the undertaking (de-
termined after the application of paragraph
(d)(1)(i) of this section) includes both the
apartment operations and the restaurant op-
erations, and the gross income of this under-
taking represents amounts paid principally
for the use of tangible property (the apart-
ments). Moreover, the average period of cus-
tomer use for the apartments exceeds 30
days, extraordinary personal services (within
the meaning of § 1.469–1T(e)(3)(v)) are not pro-
vided, and the rental of the apartments is
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T(e)(3)(vi) (relating to
incidental rentals that are not treated as a
rental activity). Thus, the undertaking, if
considered as a separate activity, would con-
stitute a rental activity. Accordingly, the
undertaking is treated as a rental under-
taking.

Example (3). (i) The taxpayer owns a build-
ing in which the taxpayer rents hotel rooms,
meeting rooms, and parking spaces to cus-
tomers, rents space to various retailers, and
operates a restaurant and health club. (As-
sume that, under paragraph (c)(1) of this sec-
tion, the operations conducted in the build-
ing are treated as a single paragraph (c) un-
dertaking.) Although some customers occupy
hotel rooms for extended periods (including
some customers who reside in the hotel),
customers use hotel rooms for an average pe-
riod of two days and meeting rooms for an
average period of one day. The services pro-
vided to persons using the hotel rooms and
meeting rooms are those customarily pro-
vided in hotels (including wake-up calls,
valet services, and delivery of food and bev-
erages to rooms). Some customers rent
spaces in the parking garage on a monthly or
annual basis. In general, however, parking
spaces are rented on an hourly or daily basis,
and the average period for which customers
use the parking garage is less than 24 hours.
Retail tenants typically occupy their space
for at least one year, and the services pro-
vided to retail tenants are those customarily
provided in commercial buildings. The para-
graph (c) undertaking derives 45 percent of
its gross income from renting hotel rooms,
meeting rooms, and parking spaces, 35 per-
cent of its gross income from renting retail
space, and 20 percent of its gross income
from the restaurant and health club. The op-
erations conducted in the building are not
incidental to any other activity of the tax-
payer (within the meaning of § 1.469–
1T(e)(3)(vi)).

(ii) The parking spaces, hotel rooms, and
meeting rooms are real property of three dif-
ferent types, but the average period of cus-
tomer use (within the meaning of § 1.469–1T
(e)(3)(iii)) for property of each type is 30 days
or less. Thus, the parking spaces, hotel
rooms, and meeting rooms are short-term
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real properties. (For this purpose, individual
parking spaces or hotel rooms that are
rented for extended periods are, nevertheless,
short-term real properties if the average
rental period for all parking spaces is 30 days
or less and the average rental period for all
hotel rooms is 30 days or less.) In addition,
the parking garage operations, the oper-
ations with respect to hotel rooms (the
‘‘hotel-room operations’’), and the oper-
ations with respect to meeting rooms (the
‘‘meeting-room operations’’) involve making
short-term real properties available for use
by customers and the provision of property
and services in connection therewith.

(iii) Paragraph (d)(3) (i) and (ii) of this sec-
tion provides, in effect, that a paragraph (c)
undertaking’s operations that involve mak-
ing short-term real properties available for
use by customers and the provision of prop-
erty and services in connection therewith
are treated as rental operations if and only if
the operations, considered as a separate ac-
tivity, would constitute a rental activity
(within the meaning of § 1.469–1T (e)(3)). In
this case the parking-garage, hotel-room and
meeting-room operations, if considered as
separate activities, would not constitute
rental activities because the average period
of customer use for parking spaces, hotel
rooms, and meeting rooms does not exceed
seven days (see § 1.469–1T (e)(3)(ii)(A)). Ac-
cordingly, the parking-garage, hotel-room,
and meeting-room operations are not treated
as rental operations.

(iv) The operations with respect to retail
space in the building (the ‘‘retail-space oper-
ations’’) involve the provision of tangible
property (the retail spaces) for use by cus-
tomers and the provision of property and
services in connection therewith. In addi-
tion, the retail spaces are not short-term
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the
average period of customer use (within the
meaning of § 1.469–1T (e)(3)(iii)) for the retail
spaces exceeds 30 days. Accordingly, the re-
tail-space operations are rental operations.

(v) The health-club operations involve
making tangible property available for use
by customers, but the property is custom-
arily made available during defined business
hours for nonexclusive use by various cus-
tomers. Accordingly, the health-club oper-
ations are not rental operations (see para-
graph (d)(3)(iii) of this seciton). The res-
taurant operations do not involve the provi-
sion of tangible property for use by cus-
tomers or the provision of property or serv-
ices in connection therewith. Accordingly,
the restaurant operations also are not rental
operations.

(vi) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-

takings. In this case, at least 20 percent of
the paragraph (c) undertaking’s gross income
is attributable to rental operations (35 per-
cent of the paragraph (c) undertaking’s gross
income is from the retail-space operations)
and at least 20 percent is attributable to op-
erations other than rental operations (45 per-
cent from the hotel-room, meeting-room and
parking-garage operations and 20 percent
from the restaurant and health-club oper-
ations). Thus, the exceptions in paragraph
(d)(2) (ii) and (iii) of this section do not
apply. In addition, the average period of cus-
tomer use for the retail space exceeds 30
days, extraordinary personal services (within
the meaning of § 1.469–1T (e)(3)(v)) are not
provided, and the rental of the retail space is
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T (e)(3)(vi) (relating to
incidental rentals that are not treated as a
rental activity). Thus, the retail-space oper-
ations, if considered as a separate activity,
would constitute a rental activity, and the
exception in paragraph (d)(2)(i) of this sec-
tion does not apply. Accordingly, the retail-
space operations are treated as an under-
taking (the ‘‘retail-space undertaking’’) and
all the other operations conducted in the
building (i.e., renting hotel and meeting
rooms and parking spaces and operating the
restaurant and health club) are treated as a
separate undertaking (the ‘‘hotel under-
taking’’).

(vii) Paragraph (d)(1)(iii) of this section
provides that an undertaking (determined
after the application of paragraph (d)(1)(i) of
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute
a rental activity. In this case, the retail-
space undertaking, if considered as a sepa-
rate activity, would constitute a rental ac-
tivity (see (iv) above). Accordingly, the re-
tail-space undertaking is treated as a rental
undertaking. The hotel undertaking, if con-
sidered as a separate activity, would not con-
stitute a rental activity because all tangible
property provided for the use of customers in
the hotel undertaking is either property for
which the average period of customer use is
seven days or less (see § 1.469–1T (e)(3)(ii)(A))
or property customarily made available dur-
ing defined business hours for nonexclusive
use by various customers (see § 1.469–1T
(e)(3)(ii)(E)). Accordingly, the hotel under-
taking is not treated as a rental under-
taking.

Example (4). (i) A law partnership owns a
ten-story building. The partnership uses
eight floors of the building in its law prac-
tice and leases two floors to one or more ten-
ants. (Assume that, under paragraph (c)(1) of
this section, the operations conducted in the
building are treated as a single paragraph (c)
undertaking.) Tenants typically occupy
space on the two rented floors for at least
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one year, and the services provided to ten-
ants are those customarily provided in office
buildings. The paragraph (c) undertaking de-
rives 90 percent of its gross income from ren-
dering legal services and 10 percent of its
gross income from renting space. The oper-
ations conducted in the building are not inci-
dental to any other activity of the taxpayer
(within the meaning of § 1.469–1T (e)(3)(vi)).

(ii) The operations with respect to the of-
fice space leased to tenants (the ‘‘office-
space operations’’) involve the provision of
tangible property (the office space) for use
by customers and the provision of property
and services in connection therewith. In ad-
dition, the office spaces are not short-term
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the
average period of customer use (within the
meaning of § 1.469–1T(e)(3)(iii)) for the office
space exceeds 30 days. Accordingly, the of-
fice-space operations are rental operations
(within the meaning of paragraph (d)(3) of
this section).

(iii) The operations that involve the per-
formance of legal services (the ‘‘law-practice
operations’’) do not involve the provision of
tangible property for use by customers or
the provision of property or services in con-
nection therewith. Accordingly, the law-
practice operations are not rental oper-
ations.

(iv) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception
in paragraph (d)(2)(ii) of this section applies
because less than 20 percent of the paragraph
(c) undertaking’s gross income is attrib-
utable to rental operations (the office-space
operations). Accordingly, the law-practice
operations and the office-space operations
are not treated as two separate undertakings
under paragraph (d)(1)(i) of this section.

(v) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the undertaking (deter-
mined after the application of paragraph
(d)(1)(i) of this section) includes both the
law-practice operations and the office-space
operations, and the gross income of this un-
dertaking does not represent amounts paid
principally for the use of tangible property.
Thus, the undertaking, if considered as a
separate activity, would not constitute a
rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking.

Example (5). (i) The facts are the same as in
example (4), except that the building is
owned by a separate partnership (the ‘‘real

estate partnership’’), which leases eight
floors of the building to the law partnership
for use in its law practice and two floors to
one or more other tenants. The law partner-
ship and real estate partnership are owned
by the same individuals in identical propor-
tions.

(ii) The operations conducted in the build-
ing are owned by two different persons (i.e.,
the law partnership and the real estate part-
nership). (See paragraph (c)(2)(v) of this sec-
tion.) Thus, the operations conducted in the
building are not treated as a single under-
taking under paragraph (c)(1) of this section.
Instead, each partnership’s share of such op-
erations is treated as a separate paragraph
(c) undertaking (the ‘‘law-practice under-
taking’’ and the ‘‘office-space undertaking’’).

(iii) Paragraph (d)(1)(iii) of this section
provides that an undertaking (determined
after the application of paragraph (d)(1)(i) of
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute
a rental activity. In this case, the office-
space undertaking, if considered as a sepa-
rate activity, would constitute a rental ac-
tivity because all of the undertaking’s gross
income (including rents paid by the law part-
nership) represents amounts paid principally
for the use of tangible property (the office
space), the average period of customer use
for the office space exceeds 30 days, extraor-
dinary personal services (within the meaning
of § 1.469–1T(e)(3)(v)) are not provided, and
the rental of the office space is not treated
as incidental to a nonrental activity under
§ 1.469–1T(e)(3)(vi) (relating to incidental
rentals that are not treated as a rental ac-
tivity). Accordingly, the office-space under-
taking is treated as a rental undertaking.
See, however, § 1.469–2T(f)(6) (relating to cer-
tain rentals of property to a trade or busi-
ness activity in which the taxpayer materi-
ally participates).

(iv) The law-practice undertaking, if con-
sidered as a separate activity, would not con-
stitute a rental activity because none of the
undertaking’s gross income represents
amounts paid principally for the use of tan-
gible property. Accordingly, the law-practice
undertaking is not treated as a rental under-
taking.

Example (6). (i) The taxpayer owns a build-
ing in which the taxpayer operates a nursing
home and a medical clinic. (Assume that,
under paragraph (c)(1) of this section, the op-
erations conducted in the building are treat-
ed as a single paragraph (c) undertaking.)
The nursing-home operations consist of rent-
ing apartments in the nursing home to elder-
ly and handicapped persons and providing
medical care, meals, and social activities.
(Assume that these services are extraor-
dinary personal services (within the meaning
of § 1.469–1T(e)(3)(v)). The medical clinic pro-
vides medical care to nursing-home residents
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and other individuals. Nursing-home resi-
dents typically occupy an apartment for at
least one year. The paragraph (c) under-
taking derives 55 percent of its gross income
from nursing-home operations (including the
provision of medical services to nursing-
home residents) and 45 percent of its gross
income from medical-clinic operations. The
operations conducted in the building are not
incidental to any other activity of the tax-
payer (within the meaning of § 1.469–
1T(e)(3)(vi)).

(ii) The paragraph (c) undertaking’s nurs-
ing-home operations involve the provision of
tangible property (the apartments) for use
by customers and the provision of property
and services in connection therewith. In ad-
dition, the apartments are not short-term
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the
average period of customer use (within the
meaning of § 1.469–1T(e)(3)(iii)) for the apart-
ments exceeds 30 days. Accordingly, the
nursing-home operations are rental oper-
ations (within the meaning of paragraph
(d)(3) of this section). The medical-clinic op-
erations do not involve the provision of tan-
gible property for use by customers or the
provision of property or services in connec-
tion therewith. Thus, the medical-clinic op-
erations are not rental operations.

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the nursing-
home operations, if considered as a separate
activity, would not constitute a rental activ-
ity because extraordinary personal services
are provided in connection with making
nursing-home apartments available for use
by customers (see § 1.469–T(e)(3)(ii)(C)). Thus,
the exception in paragraph (d)(2)(i) of this
section applies, and the nursing-home oper-
ations and the medical-clinic operations are
not treated as two separate undertakings
under paragraph (d)(1)(i) of this section.

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the nursing-home oper-
ations, if considered as a separate activity,
would not constitute a rental activity (see
(iii) above). Thus, an undertaking that in-
cludes no rental operations other than the
nursing-home operations would not, if con-
sidered as a separate activity, constitute a
rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking.

Example (7). (i) The taxpayer rents and sells
videocassettes. (Assumes that, under para-
graph (c)(1) of this section, the videocassette

operations are treated as a single paragraph
(c) undertaking.) Renters of videocassettes
typically keep the videocassettes for one or
two days, and do not receive any other prop-
erty or services in connection with video-
cassette rentals. The paragraph (c) under-
taking derives 70 percent of its gross income
from renting videocassettes and 30 percent of
its gross income from selling videocassettes.
The videocassette operations are not inci-
dental to any other activity of the taxpayer
(within the meaning of § 1.469–1T(e)(3)(vi)).

(ii) The rental of videocassettes involves
the provision of tangible property (the video-
cassettes) for use by customers. In addition,
the special rules for short-term real prop-
erties contained in paragraph (d)(3)(ii) of this
section do not apply in this case because the
videocassettes are not real property. Thus,
the operations that involve videocassette
rentals are rental operations (within the
meaning of paragraph (d)(3) of this section).
The sale of videocassettes does not involve
the provision of tangible property for use by
customers or the provision of property or
services in connection therewith. Thus, the
operations that involve videocassette sales
are not rental operations.

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the rental op-
erations, if considered as a separate activity,
would not constitute a rental activity be-
cause the average period of customer use for
rented videocassettes does not exceed seven
days (see § 1.469–1T(e)(3)(ii)(A)). Accordingly,
the exception in paragraph (d)(2)(i) of this
section applies, and the videocassette-rental
operations and videocassette-sales oper-
ations are not treated as two separate under-
takings under paragraph (d)(1)(i) of this sec-
tion.

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the videocassette-rental
operations, if considered as a separate activ-
ity, would not constitute a rental activity
(see (iii) above). Thus, an undertaking that
includes no rental operations other than the
videocassette-rental operations would not, if
considered as a separate activity, constitute
a rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking.

Example (8). (i) The taxpayer owns a build-
ing in which the taxpayer sells, leases, and
services automobiles. (Assume that, under
paragraph (c)(1) of this section, the oper-
ations conducted in the building are treated
as a single paragraph (c) undertaking.) The
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minimum lease term for any leased auto-
mobile is 31 days, and the services provided
to lessees (including periodic oil changes, lu-
brication, and routine services and repairs)
are those customarily provided in long-term
automobile leases. The paragraph (c) under-
taking derives 75 percent of its gross income
from selling automobiles, 15 percent of its
gross income from servicing automobiles
other than leased automobiles, and 10 per-
cent of its gross income from leasing auto-
mobiles. The taxpayer’s automobile oper-
ations are not incidental to any other activ-
ity of the taxpayer (within the meaning of
§ 1.469–1T(e)(3)(vi)).

(ii) The paragraph (c) undertaking’s auto-
mobile-leasing operations involve the provi-
sion of tangible property (the automobiles)
for use by customers and the provision of
services in connection therewith. In addi-
tion, the special rules for short-term real
properties contained in paragraph (d)(3)(ii) of
this section do not apply in this case because
the automobiles are not real property. Ac-
cordingly, the automobile-leasing operations
are rental operations (within the meaning of
paragraph (d)(3) of this section). The para-
graph (c) undertaking’s automobile-sales op-
erations and servicing operations for auto-
mobiles other than leased automobiles (the
‘‘selling-and-servicing operations’’) do not
involve the provision of tangible property for
use by customers or the provision of prop-
erty or services in connection therewith.
Thus, the selling-and-servicing operations
are not rental operations.

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception
in paragraph (d)(2)(ii) of this section applies
because less than 20 percent of the paragraph
(c) undertaking’s gross income is attrib-
utable to rental operations (the ‘‘auto-
mobile-leasing operations’’). Accordingly,
the rental operations and the selling-and-
servicing operations are not treated as two
separate undertakings under paragraph
(d)(1)(i) of this section.

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after
the application of paragraph (d)(1)(i) of this
section) is treated as a rental undertaking
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the undertaking (deter-
mined after the application of paragraph
(d)(1)(i) of this section) includes both the
selling-and-servicing operations and the
automobile-leasing operations, and the gross
income of the undertaking does not rep-
resent amounts paid principally for the use
of tangible property. Thus, the undertaking,
if considered as a separate activity, would

not constitute a rental activity. Accord-
ingly, the undertaking is not treated as a
rental undertaking.

Example (9). (i) The facts are the same as in
example (8), except that the paragraph (c)
undertaking derives 60 percent of its gross
income from selling automobiles, 15 percent
of its gross income from servicing auto-
mobiles other than leased automobiles, and
25 percent of its gross income from leasing
automobiles.

(ii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, more than 20 percent of
the paragraph (c) undertaking’s gross income
is attributable to rental operations (the
automobile-leasing operations), and more
than 20 percent is attributable to operations
other than rental operations (the selling-
and-servicing operations). Thus, the excep-
tions in paragraph (d)(2) (ii) and (iii) of this
section do not apply. In addition, the aver-
age period of customer use for leased auto-
mobiles exceeds 30 days, extraordinary per-
sonal services (within the meaning of § 1.469–
1T(e)(3)(v)) are not provided, and the leasing
of the automobiles is not treated as inci-
dental to a nonrental activity under § 1.469–
1T(e)(3)(vi) (relating to incidental rentals
that are not treated as a rental activity).
Thus, the leasing operations, if considered as
a separate activity, would constitute a rent-
al activity, and the exception in paragraph
(d)(2)(i) of this section does not apply. Ac-
cordingly, the rental operations and the sell-
ing-and-servicing operations are treated as
two separate undertakings (the ‘‘automobile-
leasing undertaking’’ and the ‘‘automobile
selling-and-servicing undertaking’’).

(iii) Paragraph (d)(1)(iii) of this section
provides that an undertaking (determined
after the application of paragraph (d)(1)(i) of
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute
a rental activity. In this case, the auto-
mobile-leasing undertaking would, if consid-
ered as a separate activity, constitute a
rental activity, and the automobile selling-
and-servicing undertaking would not, if con-
sidered as a separate activity, constitute a
rental activity (see example (8) and (ii)
above). Accordingly, the automobile-leasing
undertaking is treated as a rental under-
taking, and the automobile selling-and-serv-
icing undertaking is not.

(e) Special rules for certain oil and gas
operations—(1) Wells treated as nonpas-
sive under § 1.469–1T(e)(4)(i). An oil or
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gas well shall be treated as an under-
taking that is separate from other un-
dertakings in determining the activi-
ties of a taxpayer for a taxable year if
the following conditions are satisfied:

(i) The well is drilled or operated pur-
suant to a working interest (within the
meaning of § 1.469–1T(e)(4)(iv)) and at
any time during such taxable year the
taxpayer holds such working interest
either—

(A) Directly; or
(B) Through an entity that does not

limit the liability of the taxpayer with
respect to the drilling or operation of
such well pursuant to such working in-
terest; and

(ii) The taxpayer would not be treat-
ed as materially participating (within
the meaning of § 1.469–5T) for the tax-
able year in the activity in which such
well would be included if the taxpayer’s
activities were determined without re-
gard to this paragraph (e).

(2) Business and rental operations that
constitute an undertaking. In any case in
which an oil or gas well is treated
under this paragraph (e) as an under-
taking that is separate from other un-
dertakings, the business and rental op-
erations that constitute such under-
taking are the business and rental op-
erations that are attributable to such
well.

(3) Examples. The following examples
illustrate the application of this para-
graph (e). In each example, the tax-
payer is an individual whose taxable
year is the calendar year.

Example (1). During 1989, A directly owns
an undivided interest in a working interest
(within the meaning of § 1.469–1T(e)(4)(iv)) in
two oil wells. A does not participate in the
activity in which the wells would be included
if A’s activities were determined without re-
gard to this paragraph (e). Under paragraph
(e)(1) of this section, each well is treated as
a separate undertaking in determining A’s
activities for 1989 because A holds the work-
ing interest directly and would not be treat-
ed as materially participating for 1989 in the
activity in which the wells would be included
if A’s activities were determined without re-
gard to this paragraph (e). The aggregation
rules in paragraph (f) of this section do not
apply to these undertakings (see paragraph
(f)(1)(ii)(B) of this section). Thus, each of the
undertakings is treated as a separate activ-
ity under paragraph (b)(1) of this section.
The result is the same even if A has net in-
come from one or both wells for 1989 and

even if the wells would otherwise be treated
as part of the same undertaking under para-
graph (c) of this section. The result would
also be the same if A held the working inter-
est through an entity, such as a general part-
nership, that does not limit A’s liability
with respect to the drilling or operation of
the wells pursuant to the working interest.

Example (2). (i) During 1989, B is a general
partner in a partnership that owns a working
interest (within the meaning of § 1.469–
1T(e)(4)(iv)) in an oil well. B does not own
any interest in the well other than through
the partnership. At the end of 1989, however,
B’s partnership interest is converted into a
limited partnership interest, and during 1990
B holds the working interest only as a lim-
ited partner. B does not participate in the
activity in which the well would be included
if B’s activities were determined without re-
gard to this paragraph (e).

(ii) Under paragraph (e)(1) of this section,
the well is treated as a separate undertaking
in determining B’s activities for 1989 because
B holds the working interest during 1989
through an entity that does not limit B’s li-
ability with respect to the drilling or oper-
ation of the well pursuant to the working in-
terest, and B would not be treated as materi-
ally participating for 1989 in the activity in
which the well would be included if B’s ac-
tivities were determined without regard to
this paragraph (e). Throughout 1990, how-
ever, B’s liability with respect to the drilling
and operation of the well is limited by the
entity through which B holds the working
interest (i.e., the limited partnership). Ac-
cordingly, paragraph (e)(1) of this section
does not apply to the well in 1990, and the
well may be included under paragraph (c) of
this section in an undertaking that includes
other operations.

Example (3). The facts are the same as in
example (2), except that B’s partnership in-
terest is converted into a limited partnership
interest at the end of November 1989. An oil
or gas well may be treated as a separate un-
dertaking under paragraph (e)(1) of this sec-
tion if at any time during the taxable year
the taxpayer holds a working interest in the
well directly or through an entity that does
not limit the taxpayer’s liability with re-
spect to the drilling or operation of the well
pursuant to the working interest (see § 1.469–
1T(e)(4)(i)). Thus, although B’s liability with
respect to the drilling and operation of the
well is limited during December 1989, the re-
sult in both 1989 and 1990 is the same as in
example (2). In 1989, however, disqualified de-
ductions and a ratable portion of the gross
income from the well may be treated under
§ 1.469–1T(e)(4)(ii) as passive activity deduc-
tions and passive activity gross income, re-
spectively.
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(f) Certain trade or business under-
takings treated as part of the same activ-
ity—(1) Applicability—(i) In general.
This paragraph (f) applies to a tax-
payer’s interests in trade or business
undertakings (within the meaning of
paragraph (f)(1)(ii) of this section).

(ii) Trade or business undertaking. For
purposes of this paragraph (f), the term
‘‘trade or business undertaking’’ means
any undertaking in which a taxpayer
has an interest, other than—

(A) A rental undertaking (within the
meaning of paragraph (d) of this sec-
tion);

(B) An oil or gas well treated as an
undertaking that is separate from
other undertakings under paragraph (e)
of this section; or

(C) A professional service under-
taking (within the meaning of para-
graph (h) of this section).

(2) Treatment as part of the same activ-
ity. A taxpayer’s interests in two or
more trade or business undertakings
that are similar (within the meaning of
paragraph (f)(4) of this section) and
controlled by the same interests (with-
in the meaning of paragraph (j) of this
section) shall be treated as part of the
same activity of the taxpayer for any
taxable year in which the taxpayer—

(i) Owns interests in each such under-
taking through the same passthrough
entity;

(ii) Owns a direct or substantial indi-
rect interest (within the meaning of
paragraph (f)(3) of this section) in each
such undertaking; or

(iii) Materially or significantly par-
ticipates (within the meaning of § 1.469–
5T) in the activity that would result if
such undertakings were treated as part
of the same activity.

(3) Substantial indirect interest—(i) In
general. For purposes of this paragraph
(f), a taxpayer owns a substantial indi-
rect interest in an undertaking for a
taxable year if at any time during such
taxable year the taxpayer’s ownership
percentage (determined in accordance
with paragraph (j)(3) of this section) in
a passthrough entity that directly
owns such undertaking exceeds ten per-
cent.

(ii) Coordination rule. A taxpayer
shall be treated for purposes of this
paragraph (f) as owning a substantial
indirect interest in each of two or more

undertakings for any taxable year in
which—

(A) Such undertakings are treated as
part of the same activity of the tax-
payer under paragraph (f)(2)(i) of this
section; and

(B) The taxpayer owns a substantial
indirect interest (within the meaning
of paragraph (f)(3)(i) of this section) in
any such undertaking.

(4) Similar undertakings—(i) In general.
Except as provided in paragraph
(f)(4)(iii) of this section, two under-
takings are similar for purposes of this
paragraph (f) if and only if—

(A) There are predominant oper-
ations in each such undertaking; and

(B) The predominant operations of
both undertakings are in the same line
of business.

(ii) Predominant operations. For pur-
poses of paragraph (f)(4)(i)(A) of this
section, there are predominant oper-
ations in an undertaking if more than
50 percent of the undertaking’s gross
income is attributable to operations in
a single line of business.

(iii) Vertically-integrated undertakings.
If an undertaking (the ‘‘supplier under-
taking’’) provides property or services
to other undertakings (the ‘‘recipient
undertakings’’), the following rules
apply for purposes of this paragraph (f):

(A) Supplier undertaking similar to re-
cipient undertaking. If the supplier un-
dertaking predominantly involves the
provision of property and services to a
recipient undertaking that is con-
trolled by the same interests (within
the meaning of paragraph (j) of this
section), the supplier undertaking shall
be treated as similar to the recipient
undertaking. For purposes of applying
the preceding sentence—

(1) If a supplier undertaking and two
or more recipient undertakings that
are similar (within the meaning of
paragraph (f)(4)(i) of this section) are
controlled by the same interests, such
recipient undertakings shall be treated
as a single undertaking; and

(2) A supplier undertaking predomi-
nantly involves the provision of prop-
erty and services to a recipient under-
taking for any taxable year in which
such recipient undertaking obtains
more than 50 percent (by value) of all
property and services provided by the
supplier undertaking.
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(B) Recipient undertaking similar to
supplier undertaking. If the supplier un-
dertaking is the predominant provider
of property and services to a recipient
undertaking that is controlled by the
same interests (within the meaning of
paragraph (j) of this section), the re-
cipient undertaking shall be treated,
except as otherwise provided in para-
graph (f)(4)(iii)(C) of this section, as
similar to the supplier undertaking.
For purposes of the preceding sentence,
a supplier undertaking is the predomi-
nant provider of property and services
to a recipient undertaking for any tax-
able year in which the supplier under-
taking provides more than 50 percent
(by value) of all property and services
obtained by the recipient undertaking.

(C) Coordination rules. (1) Paragraph
(f)(4)(iii)(B) of this section does not
apply if, under paragraph (f)(4)(iii)(A)
of this section—

(i) The supplier undertaking is treat-
ed as an undertaking that is similar to
any recipient undertaking;

(ii) The recipient undertaking is
treated as a supplier undertaking that
is similar to another recipient under-
taking; or

(iii) Another supplier undertaking is
treated as an undertaking that is simi-
lar to the recipient undertaking.

(2) If paragraph (f)(4)(iii)(A) of this
section applies to a supplier under-
taking, the supplier undertaking shall
be treated as similar to undertakings
that are similar to the recipient under-
taking and shall not otherwise be
treated as similar to undertakings to
which the supplier undertaking would
be similar without regard to paragraph
(f)(4)(iii) of this section.

(3) If paragraph (f)(4)(iii)(B) of this
section applies to a recipient under-
taking, the recipient undertaking shall
be treated as similar to undertakings
that are similar to the supplier under-
taking and shall not otherwise be
treated as similar to undertakings to
which the recipient undertaking would
be similar without regard to paragraph
(f)(4)(iii) of this section.

(iv) Lines of business. The Commis-
sioner shall establish, by revenue pro-
cedure, lines of business for purposes of
this paragraph (f)(4). Business and rent-
al operations that are not included in
the lines of business established by the

Commissioner shall nonetheless be in-
cluded in a line of business for purposes
of this paragraph (f)(4). Such oper-
ations shall be included in a single line
of business or in multiple lines of busi-
ness on a basis that reasonably re-
flects—

(A) Similarities and differences in
the property or services provided pur-
suant to such operations and in the
markets to which such property or
services are offered; and

(B) The treatment within the lines of
business established by the Commis-
sioner of operations that are com-
parable in their similarities and dif-
ferences.

(5) Examples. The following examples
illustrate the application of this para-
graph (f). In each example that does
not state otherwise, the taxpayer is an
individual and the facts, analysis, and
conclusions relate to a single taxable
year.

Example (1). (i) The taxpayer is a partner in
partnerships A, B, C, and D and owns a five-
percent interest in each partnership. Each
partnership owns a single undertaking (un-
dertakings A, B, C, and D), and the under-
takings are trade or business undertakings
(within the meaning of paragraph (f)(1)(ii) of
this section) that are controlled by the same
interests (within the meaning of paragraph
(j) of this section). In addition, undertakings
A, B, and D are similar (within the meaning
of paragraph (f)(4) of this section). The tax-
payer is not related to any of the other part-
ners, and does not participate in any of the
undertakings.

(ii) In general, each undertaking in which
a taxpayer owns an interest is treated as a
single activity that is separate from other
activities of the taxpayer (see paragraph
(b)(1) of this section). This paragraph (f) pro-
vides aggregation rules for trade or business
undertakings that are similar and controlled
by the same interests. These aggregation
rules do not apply, however, unless the tax-
payer owns interests in the undertakings
through the same passthrough entity, owns
direct or substantial indirect interests in the
undertakings, or materially or significantly
participates in the undertakings. In this
case, the taxpayer does not satisfy any of
these conditions, and the aggregation rules
in this paragraph (f) do not apply. Accord-
ingly, except as otherwise provided in para-
graph (g) of this section (relating to an ag-
gregation rule for integrated businesses), un-
dertakings A, B, C, and D are treated as sep-
arate activities of the taxpayer under para-
graph (b)(1) of this section.
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Example (2). (i) The facts are the same as in
example (1), except that the taxpayer owns a
25-percent interest in partnership A, a 15-per-
cent interest in partnership B, and a 40-per-
cent interest in partnership C.

(ii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a
direct or substantial indirect interest in
each such undertaking. In this case, the tax-
payer owns more than ten percent of part-
nerships A, B, and C, and these partnerships
directly own undertakings A, B, and C. Thus,
the taxpayer owns a substantial indirect in-
terest in undertakings A, B, and C (see para-
graph (f)(3)(i) of this section). Of these under-
takings, only undertakings A and B are both
similar and controlled by the same interests.
Accordingly, the taxpayer’s interests in un-
dertakings A and B are treated as part of the
same activity. As in example (1), the aggre-
gation rules in this paragraph (f) do not
apply to undertakings C and D, and except as
otherwise provided in paragraph (g) of this
section, undertakings C and D are treated as
separate activities.

Example (3). (i) The facts are the same as in
example (1), except that the taxpayer par-
ticipates (within the meaning of § 1.469–5T(f))
for 60 hours in undertaking A and for 60
hours in undertaking B.

(ii) Paragraph (f)(2)(iii) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer materi-
ally or significantly participates (within the
meaning of § 1.469–5T) in the activity that
would result from the treatment of similar,
commonly-controlled undertakings as part
of the same activity. In this case, the activ-
ity that would result from treating the simi-
lar, commonly-controlled undertakings as
part of the same activity consists of under-
takings A, B, and D, and the taxpayer par-
ticipates for 120 hours in the activity that
results from this treatment. Accordingly,
undertakings A, B, and D are treated as part
of the same activity because the taxpayer
significantly participates (within the mean-
ing of § 1.469–5T(c)(2)) in the activity that re-
sults from this treatment. The result is the
same whether the taxpayer participates in
one, two, or all three of the similar, com-
monly-controlled undertakings, so long as
the taxpayer’s aggregate participation in un-
dertakings A, B, and D exceeds 100 hours. As
in example (1), the aggregation rules in this
paragraph (f) do not apply to undertaking C,
and except as otherwise provided in para-
graph (g) of this section, undertaking C is
treated as a separate activity.

Example (4). (i) The taxpayer owns a 5-per-
cent interest in partnership A. Partnership A
owns interests in partnerships B and C, each

of which owns a single undertaking (under-
takings B and C). In addition, the taxpayer is
a partner in partnerships C and D and di-
rectly owns a 15-percent interest in each
partnership. Partnership D also owns a sin-
gle undertaking (undertaking D). Under-
takings B, C, and D are trade or business un-
dertakings (within the meaning of paragraph
(f)(1)(ii) of this section) that are similar
(within the meaning of paragraph (f)(4) of
this section) and controlled by the same in-
terests (within the meaning of paragraph (j)
of this section). The taxpayer does not par-
ticipate in undertaking B, C, or D.

(ii) Paragraph (f)(2)(i) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns
interests in the undertakings through the
same passthrough entity. In this case, the
taxpayer owns interests in undertakings B
and C through partnership A. Thus, the tax-
payer’s interests in undertakings B and C are
treated as part of the same activity.

(iii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a
direct or substantial indirect interest in
each such undertaking. In this case, the tax-
payer owns more than ten percent of part-
nerships C and D, and these partnerships di-
rectly own undertakings C and D. Thus, the
taxpayer owns a substantial indirect interest
in undertakings C and D (see paragraph
(f)(3)(i) of this section).

(iv) The coordination rule in paragraph
(f)(3)(ii) of this section applies to under-
takings B and C because they are treated as
part of the same activity under paragraph
(f)(2)(i) of this section, and the taxpayer
owns a substantial indirect interest in un-
dertaking C. Under the coordination rule,
the taxpayer is treated as owning a substan-
tial indirect interest in undertaking B as
well as undertaking C. Accordingly, the tax-
payer’s interests in undertakings B, C, and D
are treated as part of the same activity.

Example (5). (i) Undertakings A, B, C, and D
are trade or business undertakings (within
the meaning of paragraph (f)(1)(ii) of this
section), each of which involves the oper-
ation of a department store, restaurants, and
movie theaters. The following table shows,
for each undertaking, the percentages of
gross income attributable to the various op-
erations of the undertaking.

Depart-
ment
store

Res-
tau-
rants

Movie
Theaters

Undertaking A ........................ 70% 20% 10%
Undertaking B ........................ 60% 20% 20%
Undertaking C ....................... 35% 35% 30%
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Depart-
ment
store

Res-
tau-
rants

Movie
Theaters

Undertaking D ....................... 35% 10% 55%

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for
purposes of this paragraph (f) if and only if
there are predominant operations in each un-
dertaking and the predominant operations of
the two undertakings are in the same line of
business. (Assume that the applicable rev-
enue procedure provides that ‘‘general mer-
chandise stores,’’ ‘‘eating and drinking
places,’’ and ‘‘motion picture services’’ are
three separate lines of business.)

(iii) Undertaking A and undertaking B
each derives more than 50 percent of its
gross income from department-store oper-
ations, which are in the general-merchan-
dise-store line of business. Thus, there are
predominant operations in undertaking A
and undertaking B, and the predominant op-
erations of the two undertakings are in the
same line of business. Accordingly, under-
takings A and B are similar.

(iv) Undertaking C does not derive more
than 50 percent of its gross income from op-
erations in any single line of business. Thus,
there are no predominant operations in un-
dertaking C, and undertaking C is not simi-
lar to any of the other undertakings.

(v) Undertaking D derives more than 50
percent of its gross income from movie-the-
ater operations, which are in the motion-pic-
ture-services line of business. Thus, there are
predominant operations in undertaking D.
The predominant operations of undertaking
D, however, are not in the same line of busi-
ness as those of undertakings A and B. Ac-
cordingly, undertaking D is not similar to
undertakings A and B.

Example (6). (i) Undertakings A and B are
trade or business undertakings (within the
meaning of paragraph (f)(1)(ii) of this sec-
tion) that derive all of their gross income
from the sale of automobiles. Undertakings
C and D derive all of their gross income from
the rental of automobiles. Undertaking C is
not a rental undertaking (within the mean-
ing of paragraph (d)(1)(iii) of this section) be-
cause the average period of customer use
(within the meaning of § 1.469–1T(e)(3)(iii))
for its automobiles does not exceed seven
days (see § 1.469–1T(e)(3)(ii)(A)). Undertaking
D, on the other hand, leases automobiles for
periods of one year or more and is a rental
undertaking.

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for
purposes of this paragraph (f) if and only if
there are predominant operations in each un-
dertaking and the predominant operations of
the two undertakings are in the same line of
business. (Assume that the applicable rev-
enue procedure provides that (a) ‘‘auto-

motive dealers and service stations’’ (auto-
motive retail) and (b) ‘‘auto repair, services
(including rentals), and parking’’ (auto-
motive services) are two separate lines of
business.)

(iii) Undertakings A and B both derive
more than 50 percent of their gross income
from operations in the automotive-retail
line of business (the automobile-sales oper-
ations). Similarly, undertakings C and D
both derive more than 50 percent of their
gross income from operations in the auto-
motive-services line of business (the auto-
mobile-rental operations). Thus, there are
predominant operations in each undertaking,
the predominant operations of undertakings
A and B are in the same line of business, and
the predominant operations of undertakings
C and D are in the same line of business. Ac-
cordingly, undertakings A and B are similar,
undertakings C and D are similar, and under-
takings A and B are not similar to under-
takings C and D.

(iv) Paragraph (f)(1) of this section pro-
vides that this paragraph (f) applies only to
trade or business undertakings and that a
rental undertaking is not a trade or business
undertaking. Accordingly, this paragraph (f)
does not apply to undertaking D, and under-
takings C and D, although similar, are not
treated, under this paragraph (f), as part of
the same activity.

Example (7). (i) Undertakings A, B, and C
are trade or business undertakings (within
the meaning of paragraph (f)(1)(ii) of this
section) that involve real estate operations.
Undertaking A derives all of its gross income
from the development of real property, un-
dertaking B derives all of its gross income
from the management of real property and
the performance of services as a leasing
agent with respect to real property, and un-
dertaking C derives all of its gross income
from buying, selling, or arranging purchases
and sales of real property. Undertaking D de-
rives all of its gross income from the rental
of residential apartments and is a rental un-
dertaking (within the meaning of paragraph
(d)(1)(iii) of this section).

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for
purposes of this paragraph (f) if there are
predominant operations in each undertaking
and the predominant operations of the two
undertakings are in the same line of busi-
ness. (Assume that the applicable revenue
procedure provides that real estate develop-
ment and services (including the develop-
ment and management of real property, deal-
ing in real property, and the performance of
services as a leasing agent with respect to
real property) is a single line of business (the
‘‘real-estate’’ line of business).)

(iii) Undertakings A, B, and C all derive
more than 50 percent of their gross income
from operations in the real-estate line of
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business. Thus, there are predominant oper-
ations in undertakings A, B, and C, and the
predominant operations of the three under-
takings are in the same line of business. Ac-
cordingly, undertakings A, B, and C are simi-
lar.

(iv) Undertaking D also derives more than
50 percent of its gross income from oper-
ations in the real-estate line of business.
Thus, there are predominant operations in
undertaking D, and the predominant oper-
ations of undertaking D are in the same line
of business as those of undertakings A, B,
and C. Paragraph (f)(1) of this section pro-
vides, however, that this paragraph (f) ap-
plies only to trade or business undertakings
and that a rental undertaking is not a trade
or business undertaking. Accordingly, this
paragraph (f) does not apply to undertaking
D, and undertaking D, although similar to
undertakings A, B, and C, is not treated,
under this paragraph (f), as part an activity
that includes undertaking A, B, or C.

Example (8). (i) Undertakings A and B are
trade or business undertakings (within the
meaning of paragraph (f)(1)(ii) of this sec-
tion), both of which involve the provision of
moving services. Undertaking A derives its
gross income principally from local moves,
and undertaking B derives its gross income
principally from long-distance moves.

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for
purposes of this paragraph (f) if there are
predominant operations in each undertaking
and the predominant operations of the two
undertakings are in the same line of busi-
ness. Under paragraph (f)(4)(iv) of this sec-
tion, operations that are not in the lines of
business established by the applicable rev-
enue procedure are nonetheless included in a
line of business. In addition, such operations
are included in a single line of business or in
multiple lines of business on a basis that rea-
sonably reflects (a) similarities and dif-
ferences in the property or services provided
pursuant to such operations and in the mar-
kets to which such property or services are
offered, and (b) the treatment within the
lines of business established by the Commis-
sioner of operations that are comparable in
their similarities and differences. (Assume
that the provision of moving services is not
in any line of business established by the
Commissioner and that within the lines of
business established by the Commissioner
services that differ only in the distance over
which they are performed (e.g., local and
long-distance telephone services) are gen-
erally treated as part of the same line of
business.)

(iii) Undertakings A and B provide the
same types of services to similar customers,
and the only significant difference in the
services provided is the distance over which
they are performed. Thus, treating local and
long-distance moving services as a single

line of business (the ‘‘moving-services’’ line
of business) reasonably reflects the treat-
ment within the lines of business established
by the Commissioner of operations that are
comparable in their similarities and dif-
ferences.

(iv) Each undertaking derives more than 50
percent of its gross income from operations
in the moving-services line of business. Thus,
there are predominant operations in each un-
dertaking, and the predominant operations
of the two undertakings are in the same line
of business. Accordingly, undertakings A and
B are similar.

Example (9). (i) Undertakings A, B, C, D,
and E are trade or business undertakings
(within the meaning of paragraph (f)(1)(ii) of
this section) and are controlled by the same
interests (within the meaning of paragraph
(j) of this section). Undertakings A, B, and C
derive all of their gross income from retail
sales of dairy products, and undertakings D
and E derive all of their gross income from
the processing of dairy products. Under-
takings D and E sell less than ten percent of
their dairy products to undertakings A, B,
and C, and sell the remainder to unrelated
undertakings. Undertakings A, B, and C pur-
chase less than ten percent of their inven-
tory from undertakings D and E and pur-
chase the remainder from unrelated under-
takings.

(ii) Paragraph (f)(4)(i) of this section pro-
vides that, except as provided in paragraph
(f)(4)(iii) of this section, undertakings are
similar for purposes of this paragraph (f) if
and only if there are predominant operations
in each undertaking and the predominant op-
erations of the undertakings are in the same
line of business. (Assume that the applicable
revenue procedure provides that (a) ‘‘food
stores’’ and (b) ‘‘manufacturing—food and
kindred products’’ are two separate lines of
business.)

(iii) Undertakings A, B, and C all derive
more than 50 percent of their gross income
from operations in the food-store line of
business (the dairy-sales operations). Thus,
there are predominant operations in under-
takings A, B, and C, and the predominant op-
erations of the three undertakings are in the
same line of business. Accordingly, under-
takings A, B, and C are similar.

(iv) Undertakings D and E both derive
more than 50 percent of their gross income
from operations in the food-manufacturing
line of business (the dairy-processing oper-
ations). Thus, there are predominant oper-
ations in undertakings D and E, and the pre-
dominant operations of the two under-
takings are in the same line of business. Ac-
cordingly, undertakings D and E are similar.
The predominant operations of undertakings
D and E are not in the same line of business
as those of undertakings A, B, and C. Accord-
ingly, undertakings D and E are not similar
to undertakings A, B, and C.
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(v) Paragraph (f)(4)(iii) of this section pro-
vides rules under which certain undertakings
whose operations are not in the same line of
business nevertheless are similar to one an-
other if one of the undertakings (the ‘‘sup-
plier undertaking’’) provides property or
services to the other undertaking (the ‘‘re-
cipient undertaking’’), and the undertakings
are controlled by the same interests. These
rules apply, however, only if the supplier un-
dertaking predominantly involves the provi-
sion of property and services to the recipient
undertaking (see paragraph (f)(4)(iii)(A) of
this section), or the supplier undertaking is
the predominant provider of property and
services to the recipient undertaking (see
paragraph (f)(4)(iii)(B) of this section). In
this case, undertakings D and E are supplier
undertakings, and undertakings A, B, and C
are recipient undertakings. Undertakings D
and E, however, sell less than ten percent of
their dairy products to undertakings A, B,
and C and thus do not predominantly involve
the provision of property and services to re-
cipient undertakings. Similarly, under-
takings D and E are not the predominant
providers of property and services to under-
takings A, B, and C. Thus, the rules for
vertically-integrated undertakings in para-
graph (f)(4)(iii) of this section do not apply in
this case.

Example (10). (i) The facts are the same as
in example (9), except that undertaking D
sells 75 percent of its dairy products to un-
dertakings A, B, and C.

(ii) Paragraph (f)(4)(iii)(A) of this section
applies if a supplier undertaking predomi-
nantly involves the provision of property to
a recipient undertaking that is controlled by
the same interests. Paragraph (f)(4)(iii)(A)(2)
of this section provides that a supplier un-
dertaking predominantly involves the provi-
sion of property to a recipient undertaking if
the supplier undertaking provides more than
50 percent of its property to such recipient
undertaking. In addition, paragraph
(f)(4)(iii)(A)(1) of this section provides that if
a supplier undertaking and two or more
similar recipient undertakings are con-
trolled by the same interests, the recipient
undertakings are treated as a single under-
taking for purposes of applying paragraph
(f)(4)(iii)(A) of this section. Undertakings D
and E both provide dairy products to under-
takings A, B, and C. Thus, for purposes of
paragraph (f)(4)(iii) of this section, under-
takings D and E are supplier undertakings
and undertakings A, B, and C are recipient
undertakings. Undertaking D predominantly
involves the provision of property to under-
takings A, B, and C. Moreover, undertakings
A, B, and C are treated as a single under-
taking under paragraph (f)(4)(iii)(A)(1) of this
section because undertakings A, B, and C are
similar to one another under paragraph
(f)(4)(i) of this section, and undertakings A,
B, C, and D are controlled by the same inter-

ests. Accordingly, paragraph (f)(4)(iii)(A) of
this section applies to undertakings A, B, C,
and D.

(iii) If paragraph (f)(4)(iii)(A) of this sec-
tion applies to supplier and recipient under-
takings, the supplier undertaking is treated
under paragraph (f)(4)(iii) (A) and (C)(2) of
this section as an undertaking that is simi-
lar to the recipient undertakings and to un-
dertakings to which the recipient under-
takings are similar. Accordingly, under-
taking D is similar, for purposes of this para-
graph (f), to undertakings A, B, and C.

(iv) Undertaking E does not predominantly
involve the provision of property to under-
takings A, B, and C, or to any other related
undertakings. Thus, paragraph (f)(4)(iii)(A)
of this section does not apply to undertaking
E, and undertaking E is not similar to under-
takings A, B, and C. Moreover, undertakings
D and E are not similar because, under para-
graph (f)(4)(iii)(C)(2) of this section, under-
taking D is not similar to any undertaking
that is not similar to undertakings A, B, and
C.

Example (11). (i) The facts are the same as
in example (10), except that 75 percent of un-
dertaking D’s dairy products are sold to un-
dertakings A and B, and none are sold to un-
dertaking C.

(ii) In this case, undertaking D is a sup-
plier undertaking only with respect to un-
dertakings A and B. Accordingly, paragraph
(f)(4)(iii)(A) applies only to undertakings A,
B, and D. As in example (10), undertaking D
is similar to undertakings A and B, and is
not similar to undertaking E. In addition, if
paragraph (f)(4)(iii)(A) of this section applies
to supplier and recipient undertakings, the
supplier undertaking is treated under para-
graph (f)(4)(iii)(C)(2) of this section as an un-
dertaking that is similar to the recipient un-
dertakings and undertakings to which the
recipient undertakings are similar. Accord-
ingly, even though undertaking D does not
provide any property or services to under-
taking C, undertaking D is similar to under-
taking C because undertaking C is similar to
undertakings A and B.

Example (12). (i) The facts are the same as
in example (9), except that undertakings A
and B purchase 80 percent of their inventory
from undertaking D.

(ii) Paragraph (f)(4)(iii)(B) of this section
applies, except as provided in paragraph
(f)(4)(iii)(C) of this section, if a supplier un-
dertaking is the predominant provider of
property to a recipient undertaking that is
controlled by the same interests. Under-
takings D and E both provide dairy products
to undertakings A, B, and C. Thus, for pur-
poses of paragraph (f)(4)(iii) of this section,
undertakings D and E are supplier under-
takings, and undertakings A, B, and C are re-
cipient undertakings. In addition, under-
taking D is the predominant provider of
property and services to undertakings A and
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B, and undertakings A, B and D are con-
trolled by the same interests. Thus, except
as provided in paragraph (f)(4)(iii)(C) of this
section, paragraph (f)(4)(iii)(B) of this sec-
tion applies to undertakings A, B, and D.

(iii) The coordination rules in paragraph
(f)(4)(iii)(C)(1) of this section provide that
paragraph (f)(4)(iii)(B) of this section does
not apply in certain cases to which para-
graph (f)(4)(iii)(A) of this section applies.
These coordination rules would apply if un-
dertaking D or E (or any other undertaking
that is controlled by the interests that con-
trol undertakings A, B, and C) predomi-
nantly involved the provision of property
and services to undertakings A, B, and C.
The coordination rules in paragraph
(f)(4)(iii)(C)(1) of this section would also
apply if undertaking A, B, or D predomi-
nantly involved the provision of property or
services to a recipient undertaking that is
controlled by the same interests. Assume
that these coordination rules do not apply in
this case.

(iv) If paragraph (f)(4)(iii)(B) of this section
applies to supplier and recipient under-
takings, the recipient undertakings are
treated under paragraph (f)(4)(iii) (B) and
(C)(3) of this section as undertakings that
are similar to the supplier undertaking and
to undertakings to which the supplier under-
taking is similar. Accordingly, undertakings
A and B are similar, for purposes of this
paragraph (f), to undertaking D and, because
undertakings D and E are similar, to under-
taking E.

(v) The principal providers of property and
services to undertaking C are unrelated un-
dertakings. Thus, paragraph (f)(4)(iii)(B) of
this section does not apply to undertaking C,
and undertaking C is not similar to under-
takings D and E. Moreover, undertaking C is
not similar to undertakings A and B because,
under paragraph (f)(4)(iii)(C)(3) of this sec-
tion, undertakings A and B are not similar
to any undertaking that is not similar to un-
dertaking D.

Example (13). (i) Undertakings A through Z
are trade or business undertakings (within
the meaning of paragraph (f)(1)(ii) of this
section) and are controlled by the same in-
terests (within the meaning of paragraph (j)
of this section). Undertaking A derives all of
its gross income from the manufacture and
sale of men’s and women’s clothing, under-
taking B derives all of its gross income from
sales of men’s and women’s clothing to retail
stores, and undertakings C through Z derive
all of their gross income from retail sales of
men’s and women’s clothing. Undertaking A
sells clothing exclusively to undertaking B.
Undertaking B sells 75 percent of its clothing
to undertakings C through Z, and sells the
remainder to unrelated retail stores. Under-
taking B purchases 80 percent of its inven-
tory from undertaking A, and undertakings

C through Z purchase 60 to 90 percent of
their inventory from undertaking B.

(ii) Paragraph (f)(4)(iii)(A) of this section
applies if a supplier undertaking predomi-
nantly involves the provision of property to
a recipient undertaking that is controlled by
the same interests. In addition, paragraph
(f)(4)(iii)(A)(1) of this section provides that if
a supplier undertaking and two or more
similar recipient undertakings are con-
trolled by the same interests, the recipient
undertaking are treated as a single under-
taking for this purpose. Undertaking B pro-
vides men’s and women’s clothing to under-
taking C through Z. Thus, for purposes of
paragraph (f)(4)(iii) of this section, under-
taking B is a supplier undertaking and un-
dertakings C through Z are recipient under-
takings. In addition, undertaking B predomi-
nantly involves the provision of property to
undertakings C through Z, and undertakings
C through Z are treated as a single under-
taking for purposes of paragraph (f)(4)(iii)(A)
of this section. Accordingly, paragraph
(f)(4)(iii)(A) of this section applies to under-
takings B and C through Z.

(iii) If paragraph (f)(4)(iii)(A) of this sec-
tion applies to supplier and recipient under-
takings, the supplier undertaking is treated
under paragraph (f)(4)(iii)(A) of this section
as an undertaking that is similar to the re-
cipient undertakings. Accordingly, under-
taking B is similar, for purposes of this para-
graph (f), to undertakings C through Z.

(iv) Undertaking A provides men’s and
women’s clothing to undertaking B. Thus,
for purposes of paragraph (f)(4)(iii) of this
section, undertaking A is a supplier under-
taking and undertaking B is a recipient un-
dertaking. In addition, undertaking A pre-
dominantly involves the provision of prop-
erty to undertaking B, and undertakings A
and B are controlled by the same interests.
Accordingly, paragraph (f)(4)(iii)(A) of this
section applies to undertakings A and B, and
undertaking A is similar to undertaking B.

(v) If paragraph (f)(4)(iii)(A) of this section
applies to supplier and recipient under-
takings, the supplier undertaking is treated
under paragraph (f)(4)(iii)(C)(2) of this sec-
tion as an undertaking that is similar to un-
dertakings to which the recipient under-
takings are similar. Accordingly, under-
taking A is also similar, for purposes of this
paragraph (f), to undertakings C through Z.

(vi) The coordination rule in paragraph
(f)(4)(iii)(C)(1)(i) of this section provides that
paragraph (f)(4)(iii)(B) of this section does
not apply if, as described above, the supplier
undertaking predominantly involves the pro-
vision of property to recipient undertakings
and is treated under paragraph (f)(4)(iii)(A)
of this section as an undertaking that is
similar to such recipient undertakings. Ac-
cordingly, paragraph (f)(4)(iii)(B) of this sec-
tion does not apply to undertakings B
through Z, even though undertaking B is the
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predominant provider of property and serv-
ices to undertakings C through Z, and under-
takings B through Z are controlled by the
same interests. For the same reason, para-
graph (f)(4)(iii)(B) of this section does not
apply to undertaking A and B. (Paragraph
(f)(4)(iii)(B) of this section is also inappli-
cable to undertakings A and B because the
coordination rule in paragraph
(f)(4)(iii)(C)(1)(ii) of this section applies if the
recipient undertaking (undertaking B) is
itself a supplier undertaking that is treated
under paragraph (f)(4)(iii)(A) of this section
as an undertaking that is similar to its re-
cipient undertakings (undertakings C
through Z).)

(g) Integrated businesses—(1) Applica-
bility—(i) In general. This paragraph (g)
applies to a taxpayer’s interests in
trade or business activities (within the
meaning of paragraph (g)(1)(ii) of this
section).

(ii) Trade or business activity. For pur-
poses of this paragraph (g), the term
‘‘trade or business activity’’ means any
activity (determined without regard to
this paragraph (g)) that consists of in-
terests in one or more trade or business
undertakings (within the meaning of
paragraph (f)(1)(ii) of this section).

(2) Treatment as a single activity. A
taxpayer’s interests in two or more
trade or business activities shall be
treated as a single activity if and only
if—

(i) The operations of such trade or
business activities constitute a single
integrated business, activities con-
stitute a single integrated business;
and

(ii) Such activities are controlled by
the same interests (within the meaning
of paragraph (j) of this section).

(3) Facts and circumstances test. In de-
termining whether the operations of
two or more trade or business activi-
ties constitute a single integrated busi-
ness for purposes of this paragraph (g),
all the facts and circumstances are
taken into account, and the following
factors are generally the most signifi-
cant:

(i) Whether such operations are con-
ducted at the same location;

(ii) The extent to which other per-
sons conduct similar operations at one
location;

(iii) Whether such operations are
treated as a unit in the primary ac-
counting records reflecting the results
of such operations;

(iv) The extent to which other per-
sons treat similar operations as a unit
in the primary accounting records re-
flecting the results of such similar op-
erations;

(v) Whether such operations are
owned by the same person (within the
meaning of paragraph (c)(2)(v) of this
section);

(vi) The extent to which such oper-
ations involve products or services that
are commonly provided together;

(vii) The extent to which such oper-
ations serve the same customers;

(viii) The extent to which the same
personnel, facilities, or equipment are
used to conduct such operations;

(ix) The extent to which such oper-
ations are conducted in coordination
with or reliance upon each other;

(x) The extent to which the conduct
of any such operations is incidental to
the conduct of the remainder of such
operations;

(xi) The extent to which such oper-
ations depend on each other for their
economic success; and

(xii) Whether such operations are
conducted under the same trade name.

(4) Examples. The following examples
illustrate the application of this para-
graph (g). The facts, analysis, and con-
clusion in each example relate to a sin-
gle taxable year, and the trade or busi-
ness activities described in each exam-
ple are controlled by the same inter-
ests (within the meaning of paragraph
(j) of this section).

Example (1). (i) The taxpayer owns a num-
ber of department stores and auto-supply
stores. Some of the taxpayer’s department
stores include auto-supply departments. In
other cases, the taxpayer operates a depart-
ment store and an auto-supply store at the
same location (within the meaning of para-
graph (c)(2)(iii) of this section), or at dif-
ferent locations from which the same group
of customers can be served. In cases in which
a department store and an auto-supply store
are operated at the same location, the de-
partment-store operations are the predomi-
nant operations (within the meaning of para-
graph (f)(4)(ii) of this section), and the un-
dertaking that includes the stores is treated
as a department-store undertaking for pur-
poses of paragraph (f) of this section. Under
paragraph (f) of this section, the department-
store undertakings are all treated as part of
the same activity of the taxpayer (the ‘‘de-
partment-store activity’’). Similarly, the
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auto-supply undertakings (i.e., the auto-sup-
ply stores that are not operated at a depart-
ment-store location) are all treated as part
of the same activity (the ‘‘auto-supply activ-
ity’’). (Assume that department-store under-
takings and auto-supply undertakings are
not similar and are not treated as part of the
same activity under paragraph (f) of this sec-
tion.)

(ii) The department stores and auto-supply
stores use a common trade name and coordi-
nate their marketing activities (e.g., the
stores advertise in the same catalog and the
same newspaper supplements, honor the
same credit cards (including credit cards
issued by the department stores), and jointly
conduct sales and other promotional activi-
ties). Although sales personnel generally
work only in a particular store or in a par-
ticular department within a store, other em-
ployees (e.g., cashiers, janitorial and mainte-
nance workers, and clerical staff) may work
in or perform services for various stores, in-
cluding both department and auto-supply
stores. In addition, the management of store
operations is organized on a geographical
basis, and managers above the level of the
individual store generally supervise oper-
ations in both types of store. A central office
provides payroll, financial, and other support
services to all stores and establishes pricing
and other business policies. Most inventory
for both types of stores is acquired through
a central purchasing department and inven-
tory for all stores in an area is stored in a
common warehouse.

(iii) Based on the foregoing facts and cir-
cumstances, the operations of the depart-
ment-store activity and the auto-supply ac-
tivity constitute an integrated business.
Paragraph (g)(3) of this section provides that
the factors relevant to this determination
include the conduct of department-store and
auto-supply operations at the same location,
the location of department and auto-supply
stores at sites where the same group of cus-
tomers can be served, the treatment of all
such operations as a unit in the taxpayer’s
financial statements, the taxpayer’s owner-
ship and the common management of all
such operations, the use of the same per-
sonnel, facilities, and equipment to conduct
and support the operations, the use of a com-
mon trade name, and the coordination (as
evidenced by the coordinated marketing ac-
tivities) of department-store and auto-supply
operations.

(iv) Paragraph (g)(2) of this section pro-
vides that a taxpayer’s interests in two or
more trade or business activities (within the
meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the
taxpayer if the operations of such activities
constitute an integrated business and the ac-
tivities are controlled by the same interests.
The department-store activity and the auto-
supply activity consist of trade or business

undertakings and, thus, are trade or business
activities. In addition, the activities are con-
trolled by the same interests (the taxpayer),
and the operations of the activities con-
stitute an integrated business. Accordingly,
the department-store activity and the auto-
supply activity are treated as a single activ-
ity of the taxpayer.

Example (2). (i) The taxpayer owns a num-
ber of stores that sell stereo equipment and
a repair shop that services stereo equipment.
Under paragraph (f) of this section, the
stores are all treated as part of the same ac-
tivity of the taxpayer (the ‘‘store activity’’).
The repair shop does not sell stereo equip-
ment, does not predominantly involve the
provision of services to the taxpayer’s stores,
and is treated as a separate activity (the ‘‘re-
pair-shop activity’’). (Assume that stereo-
sales undertakings and stereo-repair under-
takings are not similar and are not treated
as part of the same activity under paragraph
(f) of this section.)

(ii) The stores sell stereo equipment pro-
duced by manufacturers for which the stores
are an authorized distributor. The repair
shop’s operations principally involve the
servicing of stereo equipment produced by
the same manufacturers. These operations
include repairs on equipment under warranty
for which reimbursement is received from
the manufacturer and reconditioning of
equipment taken as trade-ins by the tax-
payer’s stores. The majority of the oper-
ations, however, involve repairs that are per-
formed for customers and are not covered by
a warranty. The taxpayer’s distribution
agreements with manufacturers generally
require the taxpayer to repair and service
equipment produced by the manufacturer
both during and after the warranty period. In
some cases, the distribution agreements re-
quire that the taxpayer’s repair facility meet
the manufacturer’s standards and provide for
periodic inspections to ensure that these
standards are met.

(iii) The stores and the repair shop use a
common trade name. Sales personnel gen-
erally work only in a particular store and
stereo technicians work only in the repair
shop. The stores and the repair shop are,
however, managed from a central office,
which supervises both store and repair-shop
operations, provides payroll, financial, and
other support services to the stores and the
repair shop, and establishes pricing and
other business policies. In addition, inven-
tory for the stores and supplies for the repair
shop are acquired through a central pur-
chasing department and are stored in a sin-
gle warehouse.

(iv) Based on the foregoing facts and cir-
cumstances, the operations of the store ac-
tivity and the repair-shop activity con-
stitute an integrated business. Paragraph
(g)(3) of this section provides that the factors
relevant to this determination include the
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treatment of all such operations as a unit in
the taxpayer’s financial statements, the tax-
payer’s ownership and the common manage-
ment of all such operations, the use of the
same personnel and facilities to support the
operations, the use of a common trade name,
the extent to which the same customers pa-
tronize both the stores and the repair shop,
the similarity of the products (i.e., stereo
equipment) involved in both store and re-
pair-shop operations, and the extent to
which the provision of repair services con-
tributes to the taxpayer’s ability to obtain
the stereo equipment sold in store oper-
ations.

(v) Paragraph (g)(2) of this section provides
that a taxpayer’s interests in two or more
trade or business activities (within the
meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the
taxpayer if the operations of such activities
constitute an integrated business and the ac-
tivities are controlled by the same interests.
The store activity and repair-shop activity
consist of trade or business undertakings and
thus are trade or business activities. In addi-
tion, the activities are controlled by the
same interests (the taxpayer), and the oper-
ations of the activities constitute an inte-
grated business. Accordingly, the store ac-
tivity and the repair-shop activity are treat-
ed as a single activity of the taxpayer.

Example (3). (i) The taxpayer owns interests
in three partnerships. One partnership owns
a television station, the second owns a pro-
fessional sports franchise, and the third owns
a motion-picture production company. The
operations of the partnerships are treated as
three separate undertakings. Although other
persons own interests in the partnerships, all
three undertakings are controlled (within
the meaning of paragraph (j) of this section)
by the taxpayer. The operations of the part-
nerships are treated as three separate activi-
ties (the ‘‘television activity,’’ the ‘‘sports
activity,’’ and the ‘‘motion-picture activ-
ity’’). (Assume that the undertakings are not
similar and are not treated as part of the
same activity under paragraph (f) of this sec-
tion.)

(ii) Each partnership prepares financial
statements that reflect only the results of
that partnership’s operations, and each of
the activities is conducted under its own
trade name. The taxpayer participates exten-
sively in the management of each partner-
ship and makes the major business decisions
for all three partnerships. Each partnership,
however, employs separate management and
other personnel who conduct its operations
on a day-to-day basis. The taxpayer gen-
erally arranges the partnerships’ financing
and often obtains loans for two, or all three,
partnerships from the same source. Although
the assets of one partnership are not used as
security for loans to another partnership,
the taxpayer’s interest in a partnership may

secure loans to the other partnerships. The
television station broadcasts the sports fran-
chise’s games, and the motion-picture pro-
duction company occasionally prepares pro-
gramming for the television station. In addi-
tion, support staff of one partnership may,
during periods of peak activity or in the case
of emergency, be made available to another
partnership on a temporary basis. There are
no other significant transactions between
the partnerships. Moreover, all transactions
between the partnerships involve essentially
the same terms as would be provided in
transactions between unrelated persons.

(iii) Based on the foregoing facts and cir-
cumstances, the television activity, the
sports activity, and the motion-picture ac-
tivity constitute three separate businesses.
Paragraph (g)(3) of this section provides that
the factors relevant to this determination
include the treatment of the activities as
separate units in the partnerships’ financial
statements, the use of a different trade name
for each activity, the separate day-to-day
management of the activities, and the lim-
ited extent to which the activities con-
tribute to or depend on each other (as evi-
denced by the small number of significant
transactions between the partnerships and
the arm’s length nature of those trans-
actions). The taxpayer’s participation in
management and financing are taken into
account in this determination, as are the
transactions between the partnerships, but
these factors do not of themselves support a
determination that the activities constitute
an integrated business.

(iv) Paragraph (g)(2) of this section pro-
vides that a taxpayer’s interests in two or
more trade or business activities (within the
meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the
taxpayer only if the operations of such ac-
tivities constitute an integrated business
and the activities are controlled by the same
interests. In this case, the taxpayer’s activi-
ties do not constitute an integrated business,
and the aggregation rule in paragraph (g)(2)
of this section does not apply. Accordingly,
the television activity, the sports activity,
and the motion-picture activity are treated
as three separate activities of the taxpayer.

(h) Certain professional service under-
takings treated as a single activity—(1)
Applicability—(i) In general. This para-
graph (h) applies to a taxpayer’s inter-
ests in professional service under-
takings (within the meaning of para-
graph (h)(1)(ii) of this section).

(ii) Professional service undertaking.
For purposes of this paragraph (h), an
undertaking is treated as a profes-
sional service undertaking for any tax-
able year in which the undertaking de-
rives more than 50 percent of its gross
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income from the provision of services
that are treated, for purposes of sec-
tion 448 (d)(2)(A) and the regulations
thereunder, as services performed in
the fields of health, law, engineering,
architecture, accounting, actuarial
science, performing arts, or consulting.

(2) Treatment as a single activity—(i)
Undertakings controlled by the same in-
terest. A taxpayer’s interests in two or
more professional service undertakings
that are controlled by the same inter-
ests (within the meaning of paragraph
(j) of this section) shall be treated as
part of the same activity of the tax-
payer.

(ii) Undertakings involving significant
similar or significant related services. A
taxpayer’s interests in two or more
professional service undertakings that
involve the provision of significant
similar services or significant related
services shall be treated as part of the
same activity of the taxpayer.

(iii) Coordination rule. (A) Except as
provided in paragraph (h)(2)(iii)(B) of
this section, a taxpayer’s interests in
two or more undertakings (the ‘‘origi-
nal undertakings’’) that are treated as
part of the same activity of the tax-
payer under the provisions of para-
graph (h)(2) (i) or (ii) of this section
shall be treated as interests in a single
professional service undertaking (the
‘‘aggregated undertaking’’) for pur-
poses of reapplying such provisions.

(B) If any original undertaking in-
cluded in an aggregated undertaking
and any other undertaking that is not
included in such aggregated under-
taking involve the provision of signifi-
cant similar or related services, the ag-
gregated undertaking and such other
undertaking shall be treated as under-
takings that involve the provision of
significant similar or related services
for purposes of reapplying the provi-
sions of paragraph (h)(2)(ii) of this sec-
tion.

(3) Significant similar or significant re-
lated services. For purposes of this para-
graph (h)—

(i) Services (other than consulting
services) in any field described in para-
graph (h)(1)(ii) of this section are simi-
lar to all other services in the same
field;

(ii) All the facts and circumstances
are taken into account in determining

whether consulting services are simi-
lar;

(iii) Two professional service under-
takings involve the provision of signifi-
cant similar services if and only if—

(A) Each such undertaking provides
significant professional services; and

(B) Significant professional services
provided by one such undertaking are
similar to significant professional serv-
ices provided by the other such under-
taking;

(iv) Services are significant profes-
sional services if and only if such serv-
ices are in a field described in para-
graph (h)(1)(ii) of this section and more
than 20 percent of the undertaking’s
gross income is attributable to services
in such field (or, in the case of con-
sulting services, to similar services in
such field); and

(v) Two professional service under-
takings involve the provision of signifi-
cant related services if and only if
more than 20 percent of the gross in-
come of one such undertaking is de-
rived from customers that are also cus-
tomers of the other such undertaking.

(4) Examples. The following examples
illustrate the application of this para-
graph (h). In each example that does
not state otherwise, the taxpayer is an
individual, and the facts, analysis, and
conclusions relate to a single taxable
year.

Example (1). (i) The taxpayer is a partner in
a law partnership that has offices in various
cities. Some of the partnership’s offices pro-
vide a full range of legal services. Other of-
fices, however, specialize in a particular area
or areas of the law (e.g., litigation, tax law,
corporate law, etc.). In either case, substan-
tially all of the office’s gross income is de-
rived from the provision of legal services.
Under paragraph (c)(1) of this section, each
of the law partnership’s offices is treated as
a single undertaking that is separate from
other undertakings (a ‘‘law-office under-
taking’’).

(ii) Each law-office undertaking derives
more than 50 percent of its gross income
from the provision of services in the field
law. Thus, each such undertaking is treated
as a professional service undertaking (within
the meaning of paragraph (h)(1)(ii) of this
section).

(iii) Each law-office undertaking derives
more than 20 percent of its gross income
from services in the field of law. Thus, each
such undertaking involves significant profes-
sional services (within the meaning of para-
graph (h)(3)(iv) of this section) in the field of
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law. In addition, all services in the field of
law are treated as similar services under
paragraph (h)(3)(i) of this section. Thus, the
law-office undertakings involve the provi-
sion of significant similar services (within
the meaning of paragraph (h)(3)(iii) of this
section).

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interest in profes-
sional service undertakings that involve the
provision of significant similar services are
treated as part of the same activity of the
taxpayer. Accordingly, the taxpayer’s inter-
ests in the law-office undertakings are treat-
ed as part of the same activity of the tax-
payer under paragraph (h)(2)(ii) of this sec-
tion even if the undertakings are not con-
trolled by the same interests (within the
meaning of paragraph (j) of this section).

Example (2). (i) The taxpayer is a partner in
medical partnerships A and B. Both partner-
ships derive all of their gross income from
the provision of medical services, but part-
nership A specializes in internal medicine
and partnership B operates a radiology lab-
oratory. Under paragraph (c)(1) of this sec-
tion, the medical-service business of each
partnership is treated as a single under-
taking that is separate from other under-
takings (a ‘‘medical-service undertaking’’).
Partnerships A and B are not controlled by
the same interests (within the meaning of
paragraph (j) of this section).

(ii) Each partnership’s medical-service un-
dertaking derives more than 50 percent of its
gross income from the provision of services
in the field of health. Thus, each partner-
ship’s medical-service undertaking is treated
as a professional service undertaking (within
the meaning of paragraph (h)(1)(ii) of this
section).

(iii) Each partnership’s medical-service un-
dertaking derives more than 20 percent of its
gross income from services in the field of
health. Thus, each such undertaking in-
volves significant professional services
(within the meaning of paragraph (h)(3)(iv)
of this section) in the field of health. In addi-
tion, all services in the field of health are
treated as similar services under paragraph
(h)(3)(i) of this section. Thus, the medical-
services undertakings of partnerships A and
B involve the provision of significant similar
services (within the meaning of paragraph
(h)(3)(iii) of this section).

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the
provision of significant similar services are
treated as part of the same activity of the
taxpayer. Accordingly, the taxpayer’s inter-
ests in the medical-service undertakings of
partnerships A and B are treated as part of
the same activity of the taxpayer under
paragraph (h)(2)(ii) of this section even
though the undertakings are not controlled
by the same interests.

Example (3). (i) The facts are the same as in
example (2), except that the taxpayer with-
draws from partnership A in 1989 and be-
comes a partner in partnership B in 1990. In
addition, the taxpayer was a full-time partic-
ipant in the operations of partnership A from
1970 through 1989, but does not participate in
the operations of partnership B.

(ii) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the
provision of significant similar services are
treated as part of the same activity of the
taxpayer. This rule is not limited to cases in
which the taxpayer holds such interests si-
multaneously. Thus, as in example (2), the
taxpayer’s interests in the medical-service
undertakings of partnerships A and B are
treated as part of the same activity of the
taxpayer.

(iii) The activity that includes the tax-
payer’s interests in the medical-service un-
dertakings of partnerships A and B is a per-
sonal service activity (within the meaning of
§ 1.469–5T(d)) because it involves the perform-
ance of personal services in the field of
health. In addition, the taxpayer materially
participated in the activity for three or more
taxable years preceding 1990 (see § 1.469–
5T(j)(1)). Thus, even if the taxpayer does not
work in the activity after 1989, the taxpayer
is treated, under § 1.469–5T(a)(6), as materi-
ally participating in the activity for 1990 and
subsequent taxable years.

Example (4). (i) The taxpayer is a partner in
an accounting partnership that has offices in
various cities (partnership A) and in a man-
agement-consulting partnership that has a
single office (partnership B). Each of part-
nership A’s offices derives substantially all
of its gross income from services in the field
of accounting, and partnership B derives sub-
stantially all of its gross income from serv-
ices in the field of consulting. Under para-
graph (c)(1) of this section, partnership B’s
consulting business is treated as a single un-
dertaking that is separate from other under-
takings (the ‘‘consulting undertaking’’) and
each of partnership A’s offices is similarly
treated (the ‘‘accounting undertakings’’).
The accounting undertakings are controlled
by the same interests, but partnerships A
and B are not controlled by the same inter-
ests (within the meaning of paragraph (j) of
this section). Partnership B’s consulting
business derives 50 percent of its gross in-
come from customers of partnership A’s ac-
counting undertakings, but does not derive
more than 20 percent of its gross income
from the customers of any single accounting
undertaking.

(ii) Each accounting undertaking derives
more than 50 percent of its gross income
from the provision of services in the field of
accounting, and the consulting undertaking
derives more than 50 percent of its gross in-
come from the provision of services in the
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field of consulting. Thus, each accounting
undertaking is treated as a professional serv-
ice undertaking (within the meaning of para-
graph (h)(1)(ii) of this section), and the con-
sulting undertaking is also treated as a pro-
fessional service undertaking.

(iii) Each accounting undertaking derives
more than 20 percent of its gross income
from services in the field of accounting.
Thus, each such undertaking involves sig-
nificant professional services (within the
meaning of paragraph (h)(3)(iv) of this sec-
tion) in the field of accounting. In addition,
all services in the field of accounting are
treated as similar services under paragraph
(h)(3)(i) of this section. Thus, the accounting
undertakings involve the provision of signifi-
cant similar services (within the meaning of
paragraph (h)(3)(iii) of this section).

(iv) Paragraph (h)(2) (i) and (ii) of this sec-
tion provides that a taxpayer’s interests in
professional service undertakings that are
controlled by the same interests or that in-
volve the provision of significant similar
services are treated as part of the same ac-
tivity of the taxpayer. The accounting un-
dertakings are controlled by the same inter-
ests (see (i) above) and involve the provision
of significant similar services (see (iii)
above). Accordingly, the taxpayer’s interests
in the accounting undertakings are treated
as part of the same activity under paragraph
(h)(2) (i) and (ii) of this section.

(v) The consulting undertaking derives
more than 20 percent of its gross income
from services in the field of consulting. If,
based on all the facts and circumstances,
these services are determined to be similar
consulting services under paragraph (h)(3)(ii)
of this section, the consulting undertaking
involves significant professional services
(within the meaning of paragraph (h)(3)(iv)
of this section). In this case, however, the
consulting undertaking and the accounting
undertakings do not involve the provision of
significant similar services (within the
meaning of paragraph (h)(3)(iii) of this sec-
tion) because consulting services and ac-
counting services are not treated as similar
services under paragraph (h)(3)(i) of this sec-
tion.

(vi) The consulting undertaking does not
derive more than 20 percent of its gross in-
come from the customers of any single ac-
counting undertaking of partnership A. If,
however, partnership A’s accounting under-
takings are aggregated, the consulting un-
dertaking derives more than 20 percent of its
gross income from customers of the aggre-
gated undertakings. Paragraph (h)(3)(v) of
this section provides that two professional
service undertakings involve the provision of
significant related services if more than 20
percent of the gross income of one under-
taking is derived from customers of the
other undertaking. For purposes of applying
this rule, partnership A’s accounting under-

takings are treated as a single undertaking
under paragraph (h)(2)(iii) of this section be-
cause the accounting undertakings are treat-
ed as part of the same activity under para-
graph (h)(2)(i) and (ii) of this section. Thus,
the consulting undertaking and the account-
ing undertakings involve the provision of
significant related services.

(vii) Paragraph (h)(2)(ii) of this section
provides that a taxpayer’s interests in pro-
fessional service undertakings that involve
the provision of significant related services
are treated as part of the same activity of
the taxpayer. Accordingly, the taxpayer’s in-
terests in the consulting undertaking and
the accounting undertakings are treated as
part of the same activity of the taxpayer
under paragraph (h)(2)(ii) of this section.

Example (5). (i) The facts are the same as in
example (4), except that partnership B’s con-
sulting business derives only 15 percent of its
gross income from customers of partnership
A’s accounting undertakings.

(ii) As in example (4), the taxpayer’s inter-
ests in the accounting undertakings are
treated as part of the same activity under
paragraph (h)(2)(i) and (ii) of this section and
are treated under paragraph (h)(2)(iii) of this
section as a single undertaking for purposes
of reapplying those provisions. In this case,
however, the consulting undertaking does
not derive more than 20 percent of its gross
income from the customers of partnership
A’s accounting undertakings. Thus, the con-
sulting undertaking and the accounting un-
dertakings do not involve the provision of
significant related services. Accordingly, the
accounting undertakings and the consulting
undertaking are not treated as part of the
same activity under paragraph (h)(2)(i) or (ii)
of this section because they are not con-
trolled by the same interests and do not in-
volve the provision of significant similar or
related services.

Example (6). (i) The taxpayer is a partner in
partnerships A, B, and C. Partnership A de-
rives substantially all of its gross income
from the provision of engineering services,
partnership B derives substantially all of its
gross income from the provision of architec-
tural services, and partnership C derives 40
percent of its gross income from the provi-
sion of engineering services and the remain-
der from the provision of architectural serv-
ices. Under paragraph (c)(1) of this section,
each partnership’s service business is treated
as a single undertaking that is separate from
other undertakings. Partnerships A, B, and C
are not controlled by the same interests
(within the meaning of paragraph (j) of this
section).

(ii) Each partnership’s undertaking derives
more than 50 percent of its gross income
from the provision of services in the fields of
architecture and engineering. Thus, each
such undertaking is treated as a professional
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service undertaking (within the meaning of
paragraph (h)(1)(ii) of this section).

(iii) Partnership A’s undertaking (‘‘under-
taking A’’) derives more than 20 percent of
its gross income from services in the field of
engineering, partnership B’s undertaking
(‘‘undertaking B’’) derives more than 20 per-
cent of its gross income from services in the
field of architecture, and partnership C’s un-
dertaking (‘‘undertaking C’’) derives more
than 20 percent of its gross income from
services in the field of engineering and more
than 20 percent of its gross income from
services in the field of architecture. Thus,
undertaking A involves significant services
in the field of engineering, undertaking B in-
volves significant services in the field of ar-
chitecture, and undertaking C involves sig-
nificant services in both fields. Under para-
graph (h)(3)(i) of this section, all services
within each field are treated as similar serv-
ices, but engineering services and architec-
tural services are not treated as similar serv-
ices. Thus, undertakings A and C, and under-
takings B and C, involve the provision of sig-
nificant similar services (within the meaning
of paragraph (h)(3)(iii) of this section).

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the
provision of significant similar services are
treated as part of the same activity of the
taxpayer. Accordingly, the taxpayer’s inter-
ests in undertakings A and C are treated as
part of the same activity of the taxpayer.

(v) Under paragraph (h)(2)(iii)(A) of this
section, undertakings A and C are also treat-
ed as a single undertaking for purposes of de-
termining whether undertaking B involves
the provision of significant similar services.
Paragraph (h)(2)(iii)(B) of this section in ef-
fect provides that treating undertakings A
and C as a single undertaking does not affect
the conclusion that the architectural serv-
ices provided by undertakings B and C are
significant similar services. Thus, under-
taking B and the single undertaking in
which undertakings A and C are included
under paragraph (h)(3)(iii) of this section in-
volve the provision of significant similar
services, and the taxpayer’s interests in un-
dertakings A, B, and C are treated as part of
the same activity of the taxpayer under
paragraph (h)(2)(ii) of this section.

(i) [Reserved]
(j) Control by the same interests and

ownership percentage—(1) In general. Ex-
cept as otherwise provided in para-
graph (j)(2) of this section, all the facts
and circumstances are taken into ac-
count in determining, for purposes of
this section, whether undertakings are
controlled by the same interests. For
this purpose, control includes any kind
of control, direct or indirect, whether

legally enforceable, and however exer-
cisable or exercised. It is the reality of
control that is determinative, and not
its form or mode of exercise.

(2) Presumption—(i) In general. Under-
takings are rebuttably presumed to be
controlled by the same interests if such
undertakings are part of the same com-
mon-ownership group.

(ii) Common-ownership group. Except
as provided in paragraph (j)(2)(iii) of
this section, two or more undertakings
of a taxpayer are part of the same com-
mon-ownership group for purposes of
this paragraph (j)(2) if and only if the
sum of the common-ownership percent-
ages of any five or fewer persons (with-
in the meaning of section 7701(a)(1), but
not including passthrough entities)
with respect to such undertakings ex-
ceeds 50 percent. For this purpose, the
common-ownership percentage of a
person with respect to such under-
takings is the person’s smallest owner-
ship percentage (determined in accord-
ance with paragraph (j)(3) of this sec-
tion) in any such undertaking.

(iii) Special aggregation rule. If, with-
out regard to this paragraph (j)(2)(iii),
an undertaking of a taxpayer is part of
two or more common-ownership
groups, any undertakings of the tax-
payer that are part of any such com-
mon-ownership group shall be treated
for purposes of this paragraph (j)(2) as
part of a single common-ownership
group in determining the activities of
such taxpayer.

(3) Ownership percentage—(i) In gen-
eral. For purposes of this section, a per-
son’s ownership percentage in an un-
dertaking or in a passthrough entity
shall include any interest in such un-
dertaking or passthrough entity that
the person holds directly and the per-
son’s share of any interest in such un-
dertaking or passthrough entity that is
held through one or more passthrough
entities.

(ii) Passthrough entities. The following
rules apply for purposes of applying
paragraph (j)(3)(i) of this section:

(A) A partner’s interest in a partner-
ship and share of any interest in a
passthrough entity or undertaking held
through a partnership shall be deter-
mined on the basis of the greater of
such partner’s percentage interest in
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the capital (by value) of such partner-
ship or such partner’s largest distribu-
tive share of any item of income or
gain (disregarding guaranteed pay-
ments under section 707(c)) of such
partnership.

(B) A shareholder’s interest in an S
corporation and share of any interest
in a passthrough entity or undertaking
held through an S corporation shall be
determined on the basis of such share-
holder’s stock ownership.

(C) A beneficiary’s interest in a trust
or estate and share of any interest in a
passthrough entity or undertaking held
through a trust or estate shall not be
taken into account.

(iii) Attribution rules—(A) In general.
Except as otherwise provided in para-
graph (j)(3)(iii)(B) of this section, a per-
son’s ownership percentage in a pass-
through entity or in an undertaking
shall be determined by treating such
person as the owner of any interest
that a person related to such person
owns (determined without regard to
this paragraph (j)(3)(iii)) in such pass-
through entity or in such undertaking.

(B) Determination of common-owner-
ship percentage. The common-ownership
percentage of five or fewer persons
with respect to two or more under-
takings shall be determined, in any
case in which, after the application of
paragraph (j)(3)(iii)(A) of this section,
two or more such persons own the same
interest in any such undertaking (the
‘‘related-party owners’’) by treating as
the only owner of such interest (or por-
tion thereof) the related-party owner
whose ownership of such interest (or a
portion thereof) would result in the
highest common-ownership percentage.

(C) Related person. A person is related
to another person for purposes of this
paragraph (j)(3)(iii) if the relationship
of such persons is described in section
267(b) or 707(b)(1).

(4) Special rule for trade or business ac-
tivities. In determining whether two or
more trade or business activities are
controlled by the same interests for
purposes of paragraph (g) of this sec-
tion, each such activity shall be treat-
ed as a separate undertaking in apply-
ing this paragraph (j).

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

Example (1). (i) Partnership X is the sole
owner of an undertaking (undertaking X),
and partnership Y is the sole owner of an-
other undertaking (undertaking Y). Individ-
uals A, B, C, D, and E are the only partners
in partnerships X and Y, and the partnership
agreements of both X and Y provide that no
action may be taken or decision made on be-
half of the partnership without the unani-
mous consent of the partners. Moreover,
each partner actually participates in, and
agrees to, all major decisions that affect the
operations of either partnership. The owner-
ship percentages (within the meaning of
paragraph (j)(3) of this section) of A, B, C, D,
and E in each partnership (and in the under-
taking owned by the partnership) are as fol-
lows:

Partner

PARTNERSHIP/UNDER-
TAKING

X (percent) Y (percent)

A ................................................ 15 5
B ................................................ 10 60
C ................................................ 10 20
D ................................................ 77 12
E ................................................ 8 20

............................................... 120 117

The sum of the ownership percentages ex-
ceeds 100 percent for both X and Y because,
under paragraph (j)(3)(ii)(A) of this section,
each partner’s ownership percentage is deter-
mined on the basis of the greater of the part-
ner’s percentage interest in the capital of
the partnership or the partner’s largest dis-
tributive share of any item of income or gain
of the partnership.

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common-ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking.
Thus, the common-ownership percentages of
A, B, C, D, and E with respect to under-
takings X and Y are as follows:

Partner Common-ownership
percentage

A .......................................................... 5
B .......................................................... 10
C .......................................................... 10
D .......................................................... 12
E .......................................................... 8

45

(iii) Paragraph (j)(2)(i) of this section pro-
vides that undertakings are rebuttably pre-
sumed to be controlled by the same interests
if the undertakings are part of the same
common-ownership group. In general, under-
takings are part of a common-ownership
group only if the sum of the common-owner-
ship percentages of any five or fewer persons
with respect to such undertakings exceeds 50
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percent. In this case, the sum of the part-
ners’ common-ownership percentages with
respect to undertakings X and Y is only 45
percent. Thus, undertakings X and Y are not
part of the same common-ownership group.

(iv) If the presumption in paragraph
(j)(2)(i) of this section does not apply, all the
facts and circumstances are taken into ac-
count in determining whether undertakings
are controlled by the same interests (see
paragraph (j)(1) of this section). In this case,
all actions and decisions in both under-
takings require the unanimous consent of
the same persons and each of those persons
actually participates in, and agrees to, all
major decisions. Accordingly, undertakings
X and Y are controlled by the same interests
(i.e., A, B, C, D, and E).

Example (2). (i) Partnerships W, X, Y, and Z
are each the sole owner of an undertaking
(undertakings W, X, Y, and Z). Individuals A,
B, and C are partners in each of the four
partnerships, and the remaining interests in
each partnership are owned by a number of
unrelated individuals, none of whom owns
more than a one-percent interest in any of
the partnerships. The ownership percentages
(within the meaning of paragraph (j)(3) of
this section) of A, B, and C in each partner-
ship (and in the undertaking owned by the
partnership) are as follows:

Partnership/Undertaking
Partner

A B C

W ............................................... 23% 21% 40%
X ................................................ 19% 30% 22%
Y ................................................ 25% 25% 20%
Z ................................................ 8% 4% 2%

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common-ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking.
Thus, the common-ownership percentages of
A, B, and C in undertakings W, X, Y, and Z
are as follows:

Partner Common-ownership
percentage

A .......................................................... 8
B .......................................................... 4
C .......................................................... 2

14

(iii) The sum of the common-ownership
percentages of A, B, and C with respect to
undertakings W, X, Y, and Z is 14 percent,
and no other person owns more than a one-
percent interest in any of the undertakings.
Thus, the sum of the common-ownership per-
centages of any five or fewer persons with re-
spect to all four undertakings cannot exceed
50 percent. Accordingly, undertakings W, X,
Y, and Z are not part of the same common-

ownership group (see paragraph (j)(2)(ii) of
this section) and are not rebuttably pre-
sumed to be controlled by the same interests
(see paragraph (j)(2)(i) of this section).

(iv) The common-ownership percentages of
A, B, and C in undertakings W, X, and Y are
as follows:

Partner Common ownership
percentage

A .......................................................... 19
B .......................................................... 21
C .......................................................... 20

60

(v) The sum of the common-ownership per-
centages of A, B, and C, taking into account
only undertakings W, X, and Y, is 60 percent.
Because the sum of the common-ownership
percentages exceeds 50 percent, undertakings
W, X, and Y are part of the same common-
ownership group (see paragraph (j)(2)(ii) of
this section and are rebuttably presumed to
be controlled by the same interests (see
paragraph (j)(2)(i) of this section).

Example (3). (i) Corporation X, an S cor-
poration, is the sole owner of an undertaking
(undertaking X), and corporation Y, another
S corporation, is the sole owner of another
undertaking (undertaking Y). Individuals A,
B, and C are shareholders in corporations X
and Y. Both A and B are related (within the
meaning of paragraph (j)(3)(iii)(C) of this sec-
tion) to C, but not to each other. A, B, and
C are not related to any other person that
owns an interest in either corporation X or
corporation Y. The ownership percentages
(determined without regard to the attribu-
tion rules of paragraph (j)(3)(iii) of this sec-
tion) of A, B, and C in each corporation (and
in the undertaking owned by the corpora-
tion) are as follows:

CORPORATION/UNDERTAKING

Shareholder X (percent) Y (percent)

A ................................................ 20 ....................
B ................................................ .................... 20
C ................................................ 5 5

(ii) In general, a person’s ownership per-
centage is determined by treating the person
as the owner of interests that are actually
owned by related persons (see paragraph
(j)(3)(iii)(A) of this section). If A, B, and C
are treated as owning interests that are ac-
tually owned by related persons, their own-
ership percentages are as follows:

CORPORATION/UNDERTAKING

Shareholder X (percent) Y (percent)

A ................................................ 25 5
B ................................................ 5 25
C ................................................ 25 25
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(iii) Paragraph (j)(3)(iii)(B) of this section
provides that, in determining the sum of the
common-ownership percentages of any five
or fewer persons with respect to any under-
takings, each interest in such undertakings
is counted only once. If two or more persons
are treated as owners of the same interest
under paragraph (j)(3)(iii)(A) of this section,
the person whose ownership would result in
the highest sum is treated as the only owner
of the interest. In this case, C’s common-
ownership percentage with respect to under-
takings X and Y, determined by treating C
as the owner of the interests actually owned
by A and B, is 25 percent. If, however, A and
B are treated as the owners of the interests
actually owned by C, each has a common-
ownership percentage of only five percent.
Thus, in determining the sum of common-
ownership percentages with respect to under-
takings X and Y, C is treated as the owner of
the interests actually owned by A and B be-
cause this treatment results in the highest
sum of common-ownership percentages with
respect to such undertakings.

Example (4). (i) The ownership percentages
of individuals A, B, and C in undertakings X,
Y, and Z are as follows:

UNDERTAKING

Individual X Y Z

A ........................ 30% 30% 30%
B ........................ 30% 30% 30%
C ........................ .................... 30% 30%

No other person owns an interest in more
than one of the undertakings.

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking.
Thus, A’s common-ownership percentage
with respect to undertakings X, Y, and Z is
30 percent, and the common-ownership per-
centages of B and C (and all other persons
owning interests in such undertakings) with
respect to such undertakings is zero. Accord-
ingly, the sum of the common ownership per-
centages with respect to undertakings X, Y,
and Z is only 30 percent, and undertakings X,
Y, and Z are not treated as part of the same
common-ownership group under paragraph
(j)(2)(ii) of this section.

(iii) B’s common-ownership percentage
with respect to undertakings X and Y is 30
percent, and the sum of A’s and B’s common-
ownership percentages with respect to such
undertakings is 60 percent. Thus, under-
takings X and Y are treated as part of the
same common-ownership group under para-
graph (j)(2)(ii) of this section. Similarly, C’s
common-ownership percentage with respect
to undertakings Y and Z is 30 percent, and
the sum of A’s and C’s common-ownership

percentages with respect to such under-
takings is 60 percent. Thus, undertakings Y
and Z are also treated as part of the same
common-ownership group under paragraph
(j)(2)(ii) of this section.

(iv) Paragraph (j)(2)(iii) of this section re-
quires the aggregation of common-ownership
groups that include the same undertaking.
In this case, undertaking Y is treated as part
of the common-ownership group XY and as
part of the common-ownership group YZ. Ac-
cordingly, undertakings X, Y, and Z are
treated as part of a single common-owner-
ship group and are rebuttably presumed to
be controlled by the same interests (see
paragraph (j)(2)(i) of this section) even
though B does not own an interest in under-
taking Z and C does not own an interest in
undertaking X. The fact that B and C are not
common owners with respect to under-
takings X and Z is taken into account, how-
ever, in determining whether this presump-
tion is rebutted.

(k) Identification of rental real estate
activities—(1) Applicability—(i) In gen-
eral. Except as otherwise provided in
paragraph (k)(6) of this section, this
paragraph (k) applies to a taxpayer’s
interests in rental real estate under-
takings (within the meaning of para-
graph (k)(1)(ii) of this section).

(ii) Rental real estate undertaking. For
purposes of this paragraph (k), a rental
real estate undertaking is a rental un-
dertaking (within the meaning of para-
graph (d) of this section) in which at
least 85 percent of the unadjusted basis
(within the meaning of § 1.469–2T(f)(3))
of the property made available for use
by customers is real property. For this
purpose the term ‘‘real property’’
means any tangible property other
than tangible personal property (with-
in the meaning of § 1.48–1(c)).

(2) Identification of activities—(i) Mul-
tiple undertakings treated as a single ac-
tivity or multiple activities by taxpayer.
Except as otherwise provided in this
paragraph (k), a taxpayer may treat
two or more rental real estate under-
takings (determined after the applica-
tion of paragraph (k)(2) (ii) and (iii) of
this section) as a single activity or
may treat such undertakings as sepa-
rate activities.

(ii) Multiple undertakings treated as a
single activity by passthrough entity. A
taxpayer must treat two or more rent-
al real estate undertakings as a single
rental real estate undertaking for a
taxable year if any passthrough entity
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through which the taxpayer holds such
undertakings treats such undertakings
as a single activity on the applicable
return of the passthrough entity for
the taxable year of the taxpayer.

(iii) Single undertaking treated as mul-
tiple undertakings. Notwithstanding
that a taxpayer’s interest in leased
property would, but for the application
of this paragraph (k)(2)(iii), be treated
as used in a single rental real estate
undertaking, the taxpayer may, except
as otherwise provided in paragraph
(k)(3) of this section, treat a portion of
the leased property (including a ratable
portion of any common areas or facili-
ties) as a rental real estate under-
taking that is separate from the under-
taking or undertakings in which the
remaining portion of the property is
treated as used. This paragraph
(k)(2)(iii) shall apply for a taxable year
if and only if—

(A) Such portion of the leased prop-
erty can be separately conveyed under
applicable State and local law (taking
into account the limitations, if any,
imposed by any special rules or proce-
dures, such as condominium conversion
laws, restricting the separate convey-
ance of parts of the same structure);
and

(B) The taxpayer holds such leased
property directly or through one or
more passthrough entities, each of
which treats such portion of the leased
property as a separate activity on the
applicable return of the passthrough
entity for the taxable year of the tax-
payer.

(3) Treatment in succeeding taxable
years. All rental real estate under-
takings or portions of such under-
takings that are treated, under this
paragraph (k), as part of the same ac-
tivity for a taxable year ending after
August 9, 1989 must be treated as part
of the same activity in each succeeding
taxable year.

(4) Applicable return of passthrough en-
tity. For purposes of this paragraph (k),
the applicable return of a passthrough
entity for a taxable year of a taxpayer
is the return reporting the passthrough
entity’s income, gain, loss, deductions,
and credits taken into account by the
taxpayer for such taxable year.

(5) Evidence of treatment required. For
purposes of this paragraph (k), a person

(including a passthrough entity) does
not treat a rental real estate under-
taking as multiple undertakings for a
taxable year or, except as otherwise
provided in paragraph (k) (2)(ii) or (3)
of this section, treat multiple rental
real estate undertakings as a single un-
dertaking for a taxable year unless
such treatment is reflected on a sched-
ule attached to the person’s return for
the taxable year.

(6) Coordination rule for rental of non-
depreciable property. This paragraph (k)
shall not apply to a rental real estate
undertaking if less than 30 percent of
the unadjusted basis (within the mean-
ing of § 1.469–2T(f)(3)) of property used
or held for use by customers in such
undertaking during the taxable year is
subject to the allowance for deprecia-
tion under section 167.

(7) Coordination rule for rental of
dwelling unit. For any taxable year in
which section 280A(c)(5) applies to a
taxpayer’s use of a dwelling unit—

(i) Paragraph (k) (2) and (3) of this
section shall not apply to the tax-
payer’s interest in such dwelling unit;
and

(ii) The taxpayer’s interest in such
dwelling unit shall be treated as a sep-
arate activity of the taxpayer.

(8) Examples. The following examples
illustrate the application of this para-
graph (k). In each example, the tax-
payer is an individual whose taxable
year is the calendar year.

Example (1). (i) In 1989, the taxpayer di-
rectly owns five condominium units (units A,
B, C, D, and E) in three different buildings.
Units A, B, and C are in one of the buildings
and constitute a single rental real estate un-
dertaking (within the meaning of paragraph
(k)(1)(ii) of this section). Units D and E are
in the other two buildings, and each of these
units constitutes a separate rental real es-
tate undertaking. Each of the units can be
separately conveyed under applicable State
and local law.

(ii) Paragraph (k)(2)(iii) of this section per-
mits a taxpayer to treat a portion of the
property included in a rental real estate un-
dertaking as a separate rental real estate un-
dertaking if the property can be separately
conveyed under applicable State and local
law and the taxpayer owns the property di-
rectly. Thus, the taxpayer can treat units A,
B, and C as three separate undertakings. Al-
ternatively, the taxpayer could treat two of
those units (e.g., units A and C) as an under-
taking and the remaining unit as a separate
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undertaking, or could treat units A, B, and C
as a single undertaking.

(iii) Paragraph (k)(2)(i) of this section per-
mits a taxpayer to treat two or more rental
real estate undertakings as a single activity,
or to treat such undertakings as separate ac-
tivities. Thus, the taxpayer, by combining
undertakings, can treat all five units as a
single activity. Alternatively, the taxpayer
could treat each undertaking as a separate
activity, or could combine some, but not all,
undertakings. Thus, for example, the tax-
payer could treat units A, B, C, and D as an
activity and unit E as a separate activity.

(iv) For purposes of paragraph (k)(2)(i) of
this section, a taxpayer’s rental real estate
undertakings are determined after the appli-
cation of paragraph (k)(2)(iii) of this section.
Thus, the taxpayer, by treating units as sep-
arate undertakings under paragraph
(k)(2)(iii) of this section and combining them
with other units under paragraph (k)(2)(i) of
this section, can treat any combination of
units as a single activity. For example, the
taxpayer could treat units A and B as a sepa-
rate rental real estate undertaking, and then
treat units A, B, and D as a single activity.
In that case, the taxpayer could treat units
C and E either as a single activity or as two
separate activities.

Example (2). (i) The facts are the same as in
example (1). In addition, the taxpayer treats
all five units as a single activity for 1989 and
sells unit E in 1990. (See paragraph (k)(5) of
this section for a rule providing that the
units are treated as a single activity only if
such treatment is reflected on a schedule at-
tached to the taxpayer’s return.)

(ii) Under paragraph (k)(3) of this section,
rental real estate undertakings that are
treated as part of the same activity for a
taxable year must be treated as part of the
same activity in each succeeding year. In
this case, all five units were treated as part
of the same activity for 1989 and must there-
fore be treated as part of the same activity
for 1990. Accordingly, the taxpayer’s sale of
unit E in 1990 cannot be treated as a disposi-
tion of the taxpayer’s entire interest in an
activity for purposes of section 469(g) and the
rules to be contained in § 1.469–6T (relating to
the treatment of losses upon certain disposi-
tions of passive and former passive activi-
ties).

Example (3). (i) The facts are the same as in
example (1), except that the taxpayer is a
partner in a partnership that is the direct
owner of the five condominium units. In its
return for its taxable year ending on Novem-
ber 30, 1989, the partnership treats the five
units as a single activity. (See paragraph
(k)(5) of this section for a rule providing that
the units are treated as a single activity
only if such treatment is reflected on a
schedule attached to the partnership’s re-
turn.) The partnership sells unit E on No-
vember 1, 1990.

(ii) Paragraph (k)(2)(ii) of this section pro-
vides that a taxpayer who holds rental real
estate undertakings through a passthrough
entity must treat those undertakings as a
single rental real estate undertaking if they
are treated as a single activity on the appli-
cable return of the passthrough entity.
Under paragraph (k)(4) of this section, the
applicable return of the partnership for the
taxpayer’s 1989 taxable year is the partner-
ship’s return for its taxable year ending on
November 30, 1989. Accordingly, the taxpayer
must treat the five condominium units as a
single rental real estate undertaking (and
thus as part of the same activity) for 1989 be-
cause they are treated as a single activity on
the partnership’s return for its taxable year
ending in 1989.

(iii) Under paragraph (k)(3) of this section,
the taxpayer must continue treating the
condominium units as part of the same ac-
tivity for taxable years after 1989. Accord-
ingly, as in example (2), the five condo-
minium units are treated as part of the same
activity for 1990, and the sale of unit E in
1990 cannot be treated as a disposition of the
taxpayer’s interest in an activity for pur-
poses of section 469(g) and the rules to be
contained in § 1.469–6T.

Example (4). (i) The taxpayer owns a shop-
ping center and a vacant lot that are sepa-
rate rental real estate undertakings (within
the meaning of paragraph (k)(1)(ii) of this
section). The taxpayer rents space in the
shopping center to various tenants and rents
the vacant lot to a parking lot operator.
Most of the unadjusted basis of the property
used in the shopping-center undertaking
(taking into account the land on which the
shopping center is built) is subject to the al-
lowance for depreciation, but no depreciable
property is used in the parking-lot under-
taking.

(ii) This paragraph (k) provides rules for
identifying rental real estate activities (in-
cluding the rule in paragraph (k)(2)(i) of this
section that permits a taxpayer to treat two
or more rental real estate undertakings as a
single activity). Paragraph (k)(6) of this sec-
tion provides, however, that these rules do
not apply to a rental real estate undertaking
if less than 30 percent of the unadjusted basis
of the property used in the undertaking is
subject to the allowance for depreciation.
Thus, the taxpayer may not combine the
parking-lot undertaking, which includes no
depreciable property, with the shopping-cen-
ter undertaking or any other rental real es-
tate undertaking under paragraph (k)(2)(i) of
this section. Accordingly, the parking lot
undertaking is treated as a separate activity
under paragraph (b)(1) of this section.

Example (5). (i) The facts are the same as in
example (4), except that the shopping center
and the vacant lot are at the same location
(within the meaning of paragraph (c)(2)(iii)
of this section) and are part of the same
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rental real estate undertaking (within the
meaning of paragraph (k)(1)(ii) of this sec-
tion). Taking into account the property used
in the shopping center operations (including
the land on which the shopping center is
built) and the vacant lot, 50 percent of the
unadjusted basis of the property used in the
undertaking is subject to the allowance for
depreciation.

(ii) In this case, the vacant lot is used in a
rental real estate undertaking in which de-
preciable property is also used. Moreover,
the exception in paragraph (k)(6) of this sec-
tion does not apply to the undertaking con-
sisting of the shopping center and the park-
ing lot because at least 30 percent of
unadjusted basis of the property used in the
undertaking is subject to the allowance for
depreciation. Accordingly, the taxpayer may
combine the undertaking with other rental
real estate undertakings and treat the com-
bined undertakings as a single activity under
paragraph (k)(2)(i) of this section.

(l) [Reserved.]
(m) Consolidated groups—(1) In gen-

eral. The activities of a consolidated
group (within the meaning of § 1.469–
1T(h)(2)(ii)) and of each member of such
group shall be determined under this
section as if the consolidated group
were one taxpayer.

(2) Examples. The following examples
illustrate the application of this para-
graph (m). In each example, the facts,
analysis, and conclusions relate to a
single taxable year.

Example (1) . (i) Corporations M, N, and O
are the members of a consolidated group
(within the meaning of § 1.469–1T(h)(2)(ii)).
Under § 1.469–1T(h)(4)(i)(A) and (ii), the con-
solidated group and its members are treated
as closely held corporations (within the
meaning of § 1.469–1T(g)(2)(ii)). Each member
of the consolidated group owns a two-percent
interest in partnership X and a two-percent
interest in partnership Y, and owns interests
in a number of trade or business under-
takings (within the meaning of paragraph
(f)(1)(ii) of this section) through the partner-
ships. Each of these undertakings is directly
owned by partnership X or Y, and all the un-
dertakings of partnerships X and Y are con-
trolled by the same interests (within the
meaning of paragraph (j) of this section) and
are similar (within the meaning of paragraph
(f)(4) of this section). The employees of the
consolidated group and the shareholders of
its common parent do not participate in the
undertakings that the member corporations
own through the partnerships.

(ii) Paragraph (f)(2)(i) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-

tivity of the taxpayer if the taxpayer owns
interests in the undertakings through the
same passthrough entity. In this case, the
member corporations own interests in simi-
lar, commonly-controlled undertakings
through both partnerships, and such inter-
ests are treated under this paragraph (m) as
interests owned by one taxpayer (the con-
solidated group). Accordingly, the member
corporations’ interests in the undertakings
owned through partnership X are treated as
part of the same activity of the consolidated
group, and their interests in the under-
takings owned through partnership Y are
treated similarly.

Example (2) . (i) The facts are the same as
in example (1), except that each member of
the consolidated group owns a five-percent
interest in partnership X and a five-percent
interest in partnership Y.

(ii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings
that are similar and controlled by the same
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a
direct or substantial indirect interest in
each such undertaking. In this case, the
member corporations own, in the aggregate,
a 15-percent interest in partnership X and a
15-percent interest in partnership Y, and
such interests are treated under this para-
graph (m) as interests owned by one tax-
payer (the consolidated group). Thus, the
consolidated group owns a substantial indi-
rect interest in the similar, commonly-con-
trolled undertakings owned by partnerships
X and Y (see paragraph (f)(3)(i) of this sec-
tion). Accordingly, the member corpora-
tions’ interests in the undertakings owned
through partnerships X and Y are treated as
part of the same activity of the consolidated
group.

(n) Publicly traded partnerships. The
rules of this section shall apply to a
taxpayer’s interest in business and
rental operations held through a pub-
licly traded partnership (within the
meaning of section 469(k)(2)) as if the
taxpayer had no interest in any other
business and rental operations. The fol-
lowing example illustrates the applica-
tion of this paragraph (n):

Example. (i) The taxpayer, an individual,
owns a 20-percent interest in partnership X
and a 15-percent interest in partnership Y.
Partnership X directly owns a hotel (‘‘hotel
1’’) and a commercial office building (‘‘build-
ing 1’’). Partnership Y directly owns two ho-
tels (‘‘hotels 2 and 3’’) and two commercial
office buildings (‘‘buildings 2 and 3’’). Each of
the three hotels is a separate trade or busi-
ness undertaking (within the meaning of
paragraph (f)(1)(ii) of this section), and each
of the three office buildings is a separate
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rental real estate undertaking (within the
meaning of paragraph (k)(1)(ii) of this sec-
tion). The three hotel undertakings are simi-
lar (within the meaning of paragraph (f)(4) of
this section) and are controlled by the same
interests (within the meaning of paragraph
(j) of this section). Partnership X is not a
publicly traded partnership (within the
meaning of section 469(k)(2)). Partnership Y,
however, is a publicly traded partnership and
is not treated as a corporation under section
7704.

(ii) This paragraph (n) provides that the
rules of this section apply to a taxpayer’s in-
terest in business and rental operations held
through a publicly traded partnership as if
the taxpayer had no interest in any other
business and rental operations. Thus, under-
takings owned through partnership Y may be
treated as part of the same activity under
the rules of this section, but an undertaking
owned through partnership Y and an under-
taking that is not owned through partner-
ship Y may not be treated as part of the
same activity.

(iii) Paragraph (f)(2)(i) of this section pro-
vides that a taxpayer’s interests in two or
more trade or business undertakings that are
similar and controlled by the same interests
are treated as part of the same activity if
the taxpayer owns interests in each under-
taking through the same passthrough entity.
Partnership Y’s hotel undertakings (i.e., ho-
tels 2 and 3) are similar and are controlled by
the same interests. In addition, the taxpayer
owns interests in both undertakings through
the same partnership. Accordingly, the tax-
payer’s interests in partnership Y’s hotel un-
dertakings are treated as part of the same
activity.

(iv) The hotel undertaking owned through
partnership X (i.e., hotel 1) and the hotel un-
dertakings owned through partnership Y are
similar and controlled by the same interests,
and the taxpayer owns a substantial indirect
interest in each of the undertakings (see
paragraph (f)(3)(i) of this section). Thus, the
three undertakings would ordinarily be
treated as part of the same activity under
paragraph (f)(2)(ii) of this section. Under this
paragraph (n), however, undertakings that
are owned through a publicly traded partner-
ship cannot be treated as part of the same
activity as any undertaking not owned
through that partnership. Accordingly, the
hotel undertaking that the taxpayer owns
through partnership X and the hotel under-
takings that the taxpayer owns through
partnership Y are treated as two separate ac-
tivities.

(v) Paragraph (k)(2)(i) of this section pro-
vides that, with certain exceptions, a tax-
payer may treat two or more rental real es-
tate undertakings as a single activity or as
separate activities. Thus, the taxpayer’s in-
terests in the rental real estate undertakings
owned through partnership Y (i.e., buildings

2 and 3) may be treated as a single activity
or as separate activities. Under this para-
graph (n), however, undertakings that are
owned through a publicly traded partnership
cannot be treated as part of the same activ-
ity as any undertaking not owned through
that partnership. Accordingly, the tax-
payer’s interest in the rental real estate un-
dertaking owned through partnership X
(building 1) cannot be treated as part of an
activity that includes any rental real estate
undertaking owned through partnership Y.

(o) Elective treatment of undertakings
as separate activities—(1) Applicability.
This paragraph applies to a taxpayer’s
interest in any undertaking (other
than a rental real estate undertaking
(within the meaning of paragraph
(k)(1)(ii) of this section)) that would
otherwise be treated under this section
as part of an activity that includes the
taxpayer’s interest in any other under-
taking.

(2) Undertakings treated as separate ac-
tivities. Except as otherwise provided in
this paragraph (o), a person (including
a passthrough entity) shall treat an un-
dertaking to which this paragraph (o)
applies as an activity separate from
the remainder of the activity in which
such undertaking would otherwise be
included for a taxable year if and only
if, for such taxable year or any pre-
ceding taxable year, such person made
an election with respect to such under-
taking under this paragraph (o).

(3) Multiple undertakings treated as a
single activity by passthrough entity. A
person (including a passthrough entity)
must treat interests in two or more un-
dertakings as part of the same activity
for a taxable year if any passthrough
entity through which the person holds
such undertakings treats such under-
takings as part of the same activity on
the applicable return of the pass-
through entity for the taxable year of
such person.

(4) Multiple undertakings treated as a
single activity for a preceding taxable
year. If a person (including a pass-
through entity) treats undertakings as
part of the same activity on such per-
son’s return for a taxable year ending
after August 9, 1989, such person may
not treat such undertakings as part of
different activities under this para-
graph (o) for any subsequent taxable
year.
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(5) Applicable return of passthrough en-
tity. For purposes of this paragraph (o),
the applicable return of a passthrough
entity for a taxable year of a taxpayer
is the return reporting the passthrough
entity’s income, gain, loss, deductions,
and credits taken into account by the
taxpayer for such taxable year.

(6) Participation. The following rules
apply to multiple activities (the ‘‘sepa-
rate activities’’) that would be treated
as a single activity (the ‘‘original ac-
tivity’’) if the taxpayer’s activities
were determined without regard to this
paragraph (o):

(i) The taxpayer shall be treated as
materially participating (within the
meaning of § 1.469–5T) for the taxable
year in the separate activities if and
only if the taxpayer would, but for the
application of this paragraph (o), be
treated as materially participating for
the taxable year in the original activ-
ity.

(ii) The taxpayer shall be treated as
significantly participating (within the
meaning of § 1.469–5T(c)(2)) for the tax-
able year in the separate activities if
and only if the taxpayer would, but for
the application of this paragraph (o),
be treated as significantly partici-
pating for the taxable year in the origi-
nal activity.

(7) Election—(i) In general. A person
makes an election with respect to an
undertaking under this paragraph (o)
by attaching the written statement de-
scribed in paragraph (o)(7)(ii) of this
section to such person’s return for the
taxable year for which the election is
made (see paragraph (o)(2) of this sec-
tion).

(ii) Written statement. The written
statement required by paragraph
(o)(7)(i) of this section must—

(A) State the name, address, and tax-
payer identification number of the per-
son making the election;

(B) Contain a declaration that an
election is being made under § 1.469–
4T(o);

(C) Identify the undertaking with re-
spect to which such election is being
made; and

(D) Identify the remainder of the ac-
tivity in which such undertaking would
otherwise be included.

(8) Examples. The following examples
illustrate the application of this para-
graph (o):

Example (1). (i) During 1989, the taxpayer,
an individual whose taxable year is the cal-
endar year, acquires and is the direct owner
of ten grocery stores. The operations of each
grocery store are treated under paragraph
(c)(1) of this section as a single undertaking
that is separate from other undertakings (a
‘‘grocery-store undertaking’’), and the tax-
payer’s interests in the grocery-store under-
takings would be treated as part of the same
activity of the taxpayer under paragraph
(f)(2) of this section.

(ii) Paragraph (o)(2) of this section pro-
vides that, with certain exceptions, under-
takings that would be treated as part of the
same activity under other rules in this sec-
tion may, at the election of the taxpayer, be
treated as separate activities. Thus, the tax-
payer may elect to treat each grocery-store
undertaking as a separate activity for 1989.
Alternatively, the taxpayer may combine
grocery-store undertakings in any manner
and treat each combination of undertakings
(and each uncombined undertaking) as a sep-
arate activity for 1989. In either case, the
election must be made by attaching the writ-
ten statement described in paragraph
(o)(7)(ii) of this section to the taxpayer’s 1989
return.

Example (2). (i) The facts are the same as in
example (1). In addition, the taxpayer, in
1989, elects to treat each grocery-store un-
dertaking as a separate activity and partici-
pates for 15 hours in each of the grocery-
store undertakings.

(ii) The taxpayer’s interest in each gro-
cery-store undertaking is treated, under
paragraph (o)(2) of this section, as a separate
activity of the taxpayer for 1989 (a ‘‘grocery-
store activity’’). In 1989, however, the tax-
payer participates for more than 100 hours in
the activity in which the undertakings
would be included (but for the election to
treat the grocery-store undertakings as sepa-
rate activities) and would be treated under
§ 1.469–5T(c)(2) as significantly participating
in such activity. Accordingly, the taxpayer
is treated under paragraph (o)(6)(ii) of this
section as significantly participating in each
of the grocery-store activities for 1989.

Example (3). (i) The facts are the same as in
example (1). In addition, the taxpayer, in
1989, elects to treat each grocery-store un-
dertaking as a separate activity. The tax-
payer does not participate in any of the gro-
cery-store undertakings in 1989 or 1990, and
sells one of the grocery stores in 1990.

(ii) As in example (2), the taxpayer’s inter-
ests in each grocery-store undertaking is
treated, under paragraph (o)(2) of this sec-
tion, as a separate activity of the taxpayer
for 1989. Because the taxpayer elected to
treat the undertakings as separate activities
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for a preceding taxable year (1989), each gro-
cery-store undertaking is also treated, under
paragraph (o)(2) of this section, as a separate
activity of the taxpayer for 1990. In addition,
each of the taxpayer’s grocery-store activi-
ties is a passive activity for 1989 and 1990 be-
cause the taxpayer does not participate in
any of the grocery store undertakings for
1989 and 1990. Accordingly, the taxpayer’s
sale of the grocery store will generally be
treated as a disposition of the taxpayer’s en-
tire interest in a passive activity for pur-
poses of section 469(g) and the rules to be
contained in § 1.469–6T (relating to the treat-
ment of losses upon certain dispositions of
passive and former passive activities).

Example (4). (i) The facts are the same as in
example (3), except that the taxpayer elects
to treat the grocery-store undertakings as
two separate activities. One of the activities
includes three grocery-store undertakings,
and the store sold in 1990 is part of this ac-
tivity. The other activity includes the seven
remaining grocery-store undertakings.

(ii) Paragraph (o)(4) of this section pro-
vides that a person who treats undertakings
as part of the same activity for a taxable
year ending after August 9, 1989, may not
elect to treat those undertakings as separate
activities for a subsequent taxable year. The
grocery store sold in 1990 was treated for 1989
as part of an activity that includes two other
grocery stores. Thus, those three stores must
be treated as part of the same activity for
1990. Accordingly, the taxpayer’s sale of the
grocery store cannot be treated as a disposi-
tion of the taxpayer’s entire interest in a
passive activity for purposes of section 469(g)
and the rules to be contained in § 1.469–6T.

Example (5). (i) The facts are the same as in
example (1), except that the taxpayer is a
partner in a partnership that acquires and is
the direct owner of the ten grocery stores.
The taxable year of the partnership ends on
November 30, and the partnership acquires
the grocery stores in its taxable year ending
on November 30, 1989. In its return for that
taxable year, the partnership treats the gro-
cery-store undertakings as a single activity.

(ii) Paragraph (o)(3) of this section pro-
vides that a person who holds undertakings
through a passthrough entity may not elect
to treat those undertakings as separate ac-
tivities if they are treated as part of the
same activity on the applicable return of the
passthrough entity. Under paragraph (o)(5) of
this section, the applicable return of the
partnership for the taxpayer’s 1989 taxable
year is the partnership’s return for its tax-
able year ending on November 30, 1989. Ac-
cordingly, the taxpayer must treat the gro-
cery-store undertakings as a single activity
for 1989 because those undertakings are
treated as a single activity on the partner-
ship’s return for its taxable year ending in
1989.

(iii) Under paragraph (o)(4) of this section,
the taxpayer must continue treating the gro-
cery-store undertakings as part of the same
activity for taxable years after 1989. This
rule applies even if the partnership subse-
quently distributes its interest in the gro-
cery stores to the taxpayer, and the taxpayer
becomes the direct owner of the grocery-
store undertakings.

(p) Special rule for taxable years end-
ing before August 10, 1989—(1) In gen-
eral. For purposes of applying section
469 and the regulations thereunder for
a taxable year ending before August 10,
1989, a taxpayer’s business and rental
operations may be organized into ac-
tivities under the rules or paragraphs
(b) through (n) of this section or under
any other reasonable method. For ex-
ample, for such taxable years a tax-
payer may treat each of the taxpayer’s
undertakings as a separate activity, or
a taxpayer may treat undertakings
that involve the provision of similar
goods or services as a single activity.

(2) Unreasonable methods. A method of
organizing business and rental oper-
ations into activities is not reasonable
if such method—

(i) Treats rental operations (within
the meaning of paragraph (d)(3) of this
section) that are not ancillary to a
trade or business activity (within the
meaning of § 1.469–1T(e)(2)) as part of a
trade or business activity;

(ii) Treats operations that are not
rental operations and are not ancillary
to a rental activity (within the mean-
ing of § 1.469–1T(e)(3)) as part of a rental
activity;

(iii) Includes in a passive activity of
a taxpayer any oil or gas well that
would be treated, under paragraph
(e)(1) of this section, as a separate un-
dertaking in determining the tax-
payer’s activities;

(iv) Includes in a passive activity of a
taxpayer any interest in a dwelling
unit that would be treated, under para-
graph (K)(7) of this section, as a sepa-
rate activity of the taxpayer; or

(v) Is inconsistent with the tax-
payer’s method of organizing business
and rental operations into activities
for the taxpayer’s first taxable year be-
ginning after December 31, 1986.

(3) Allocation of dissallowed deductions
in succeeding taxable year. If any of the
taxpayer’s passive activity deductions
or the taxpayer’s credits from passive
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activities are disallowed under § 1.469–
1T for the last taxable year of the tax-
payer ending before August 10, 1989,
such disallowed deductions or credits
shall be allocated among the tax-
payer’s activities for the first taxable
year of the taxpayer ending after Au-
gust 9, 1989, using any reasonable meth-
od. See § 1.469–1T(f)(4).

[T.D. 8253, 54 FR 20542, May 12, 1989]

§ 1.469–5 Material participation.
(a)–(e) [Reserved]
(f) Participation—(1) In general. Ex-

cept as otherwise provided in this para-
graph (f), any work done by an indi-
vidual (without regard to the capacity
in which the individual does the work)
in connection with an activity in which
the individual owns an interest at the
time the work is done shall be treated
for purposes of this section as partici-
pation of the individual in the activity.

(f)(2)–(h)(2) [Reserved]
(h)(3) Coordination with rules gov-

erning the treatment of passthrough enti-
ties. If a taxpayer takes into account
for a taxable year of the taxpayer any
item of gross income or deduction from
a partnership or S corporation that is
characterized as an item of gross in-
come or deduction from an activity in
which the taxpayer materially partici-
pated under § 1.469–2T(e)(1), the tax-
payer is treated as materially partici-
pating in the activity for the taxable
year for purposes of applying § 1.469–
5T(a)(5) and (6) to any succeeding tax-
able year of the taxpayer.

(i) [Reserved]
(j) Material participation for preceding

taxable years—(1) In general. For pur-
poses of § 1.469–5T(a)(5) and (6), a tax-
payer has materially participated in an
activity for a preceding taxable year if
the activity includes significant sec-
tion 469 activities that are substan-
tially the same as significant section
469 activities that were included in an
activity in which the taxpayer materi-
ally participated (determined without
regard to § 1.469–5T(a)(5)) for the pre-
ceding taxable year.

(2) Material participation for taxable
years beginning before January 1, 1987. In
any case in which it is necessary to de-
termine whether an individual materi-
ally participated in any activity for a
taxable year beginning before January

1, 1987 (other than a taxable year of a
partnership, S corporation, estate, or
trust ending after December 31, 1986),
the determination shall be made with-
out regard to paragraphs (a)(2) through
(7) of this section.

(k) Examples. Example (1)—Example
(4) [Reserved]

Example (5). In 1993, D, an individual, ac-
quires stock in an S corporation engaged in
a trade or business activity (within the
meaning of § 1.469–1(e)(2)). For every taxable
year from 1993 through 1997, D is treated as
materially participating (without regard to
§ 1.469–5T(a)(5)) in the activity. D retires
from the activity at the beginning of 1998,
and would not be treated as materially par-
ticipating in the activity for 1998 and subse-
quent taxable years if material participation
of those years were determined without re-
gard to § 1.469–5T(a)(5). Under § 1.469–5T(a)(5)
of this section, however, D is treated as ma-
terially participating in the activity for tax-
able years 1998 through 2003 because D mate-
rially participated in the activity (deter-
mined without regard to § 1.469–5T(a)(5) for
five taxable years during the ten taxable
years that immediately precede each of
those years. D is not treated under § 1.469–
5T(a)(5) as materially participating in the
activity for taxable years beginning after
2003 because for those years D has not mate-
rially participated in the activity (deter-
mined without regard to § 1.469–5T(a)(5) for
five of the last ten immediately preceding
taxable years.

[T.D. 8417, 57 FR 20758, May 15, 1992]

§ 1.469–5T Material participation (tem-
porary).

(a) In general. Except as provided in
paragraphs (e) and (h)(2) of this sec-
tion, an individual shall be treated, for
purposes of section 469 and the regula-
tions thereunder, as materially partici-
pating in an activity for the taxable
year if and only if—

(1) The individual participates in the
activity for more than 500 hours during
such year;

(2) The individual’s participation in
the activity for the taxable year con-
stitutes substantially all of the partici-
pation in such activity of all individ-
uals (including individuals who are not
owners of interests in the activity) for
such year;

(3) The individual participates in the
activity for more than 100 hours during
the taxable year, and such individual’s
participation in the activity for the
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taxable year is not less than the par-
ticipation in the activity of any other
individual (including individuals who
are not owners of interests in the ac-
tivity) for such year;

(4) The activity is a significant par-
ticipation activity (within the meaning
of paragraph (c) of this section) for the
taxable year, and the individual’s ag-
gregate participation in all significant
participation activities during such
year exceeds 500 hours;

(5) The individual materially partici-
pated in the activity (determined with-
out regard to this paragraph (a)(5)) for
any five taxable years (whether or not
consecutive) during the ten taxable
years that immediately precede the
taxable year;

(6) The activity is a personal service
activity (within the meaning of para-
graph (d) of this section), and the indi-
vidual materially participated in the
activity for any three taxable years
(whether or not consecutive) preceding
the taxable year; or

(7) Based on all of the facts and cir-
cumstances (taking into account the
rules in paragraph (b) of this section),
the individual participates in the ac-
tivity on a regular, continuous, and
substantial basis during such year.

(b) Facts and circumstances—(1) In
general. [Reserved]

(2) Certain participation insufficient to
constitute material participation under
this paragraph (b) —(i) Participation sat-
isfying standards not contained in section
469. Except as provided in section
469(h)(3) and paragraph (h)(2) of this
section (relating to certain retired in-
dividuals and surviving spouses in the
case of farming activities), the fact
that an individual satisfies the require-
ments of any participation standard
(whether or not referred to as ‘‘mate-
rial participation’’) under any provi-
sion (including sections 1402 and 2032A
and the regulations thereunder) other
than section 469 and the regulations
thereunder shall not be taken into ac-
count in determining whether such in-
dividual materially participates in any
activity for any taxable year for pur-
poses of section 469 and the regulations
thereunder.

(ii) Certain management activities. An
individual’s services performed in the
management of an activity shall not be

taken into account in determining
whether such individual is treated as
materially participating in such activ-
ity for the taxable year under para-
graph (a)(7) of this section unless, for
such taxable year—

(A) No person (other than such indi-
vidual) who performs services in con-
nection with the management of the
activity receives compensation de-
scribed in section 911(d)(2)(A) in consid-
eration for such services; and

(B) No individual performs services
in connection with the management of
the activity that exceed (by hours) the
amount of such services performed by
such individual.

(iii) Participation less than 100 hours.
If an individual participates in an ac-
tivity for 100 hours or less during the
taxable year, such individual shall not
be treated as materially participating
in such activity for the taxable year
under paragraph (a)(7) of this section.

(c) Significant participation activity
—(1) In general. For purposes of para-
graph (a)(4) of this section, an activity
is a significant participation activity
of an individual if and only if such ac-
tivity—

(i) Is a trade or business activity
(within the meaning of § 1.469–1T(e)(2))
in which the individual significantly
participates for the taxable year; and

(ii) Would be an activity in which the
individual does not materially partici-
pate for the taxable year if material
participation for such year were deter-
mined without regard to paragraph
(a)(4) of this section.

(2) Significant participation. An indi-
vidual is treated as significantly par-
ticipating in an activity for a taxable
year if and only if the individual par-
ticipates in the activity for more than
100 hours during such year.

(d) Personal service activity. An activ-
ity constitutes a personal service ac-
tivity for purposes of paragraph (a)(6)
of this section if such activity involves
the performance of personal services
in—

(1) The fields of health, law, engineer-
ing, architecture, accounting, actuarial
science, performing arts, or consulting;
or

(2) Any other trade or business in
which capital is not a material income-
producing factor.
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(e) Treatment of limited partners—(1)
General rule. Except as otherwise pro-
vided in this paragraph (e), an indi-
vidual shall not be treated as materi-
ally participating in any activity of a
limited partnership for purposes of ap-
plying section 469 and the regulations
thereunder to—

(i) The individual’s share of any in-
come, gain, loss, deduction, or credit
from such activity that is attributable
to a limited partnership interest in the
partnership; and

(ii) Any gain or loss from such activ-
ity recognized upon a sale or exchange
of such an interest.

(2) Exceptions. Paragraph (e)(1) of this
section shall not apply to an individ-
ual’s share of income, gain, loss, deduc-
tion, and credit for a taxable year from
any activity in which the individual
would be treated as materially partici-
pating for the taxable year under para-
graph (a)(1), (5), or (6) of this section if
the individual were not a limited part-
ner for such taxable year.

(3) Limited partnership interest—(i) In
general. Except as provided in para-
graph (e)(3)(ii) of this section, for pur-
poses of section 469(h)(2) and this para-
graph (e), a partnership interest shall
be treated as a limited partnership in-
terest if—

(A) Such interest is designated a lim-
ited partnership interest in the limited
partnership agreement or the certifi-
cate of limited partnership, without re-
gard to whether the liability of the
holder of such interest for obligations
of the partnership is limited under the
applicable State law; or

(B) The liability of the holder of such
interest for obligations of the partner-
ship is limited, under the law of the
State in which the partnership is orga-
nized, to a determinable fixed amount
(for example, the sum of the holder’s
capital contributions to the partner-
ship and contractural obligations to
make additional capital contributions
to the partnership).

(ii) Limited partner holding general
partner interest. A partnership interest
of an individual shall not be treated as
a limited partnership interest for the
individual’s taxable year if the indi-
vidual is a general partner in the part-
nership at all times during the partner-
ship’s taxable year ending with or

within the individual’s taxable year (or
the portion of the partnership’s taxable
year during which the individual (di-
rectly or indirectly) owns such limited
partnership interest).

(f) Participation—(1) [Reserved] See
§ 1.469–5(f)(1) for rules relating to this
paragraph.

(2) Exceptions—(i) Certain work not
customarily done by owners. Work done
in connection with an activity shall
not be treated as participation in the
activity for purposes of this section if—

(A) Such work is not of a type that is
customarily done by an owner of such
an activity; and

(B) One of the principal purposes for
the performance of such work is to
avoid the disallowance, under section
469 and the regulations thereunder, of
any loss or credit from such activity.

(ii) Participation as an investor—(A) In
general. Work done by an individual in
the individual’s capacity as an investor
in an activity shall not be treated as
participation in the activity for pur-
poses of this section unless the indi-
vidual is directly involved in the day-
to-day management or operations of
the activity.

(B) Work done in individual’s capacity
as an investor. For purposes of this
paragraph (f)(2)(ii), work done by an in-
dividual in the individual’s capacity as
an investor in an activity includes—

(1) Studying and reviewing financial
statements or reports on operations of
the activity;

(2) Preparing or compiling sum-
maries or analyses of the finances or
operations of the activity for the indi-
vidual’s own use; and

(3) Monitoring the finances or oper-
ations of the activity in a non-manage-
rial capacity.

(3) Participation of spouse. In the case
of any person who is a married indi-
vidual (within the meaning of section
7703) for the taxable year, any partici-
pation by such person’s spouse in the
activity during the taxable year (with-
out regard to whether the spouse owns
an interest in the activity and without
regard to whether the spouses file a
joint return for the taxable year) shall
be treated, for purposes of applying
section 469 and the regulations there-
under to such person, as participation
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by such person in the activity during
the taxable year.

(4) Methods of proof. The extent of an
individual’s participation in an activ-
ity may be established by any reason-
able means. Contemporaneous daily
time reports, logs, or similar docu-
ments are not required if the extent of
such participation may be established
by other reasonable means. Reasonable
means for purposes of this paragraph
may include but are not limited to the
identification of services performed
over a period of time and the approxi-
mate number of hours spent per-
forming such services during such pe-
riod, based on appointment books, cal-
endars, or narrative summaries.

(g) Material participation of trusts and
estates. [Reserved]

(h) Miscellaneous rules—(1) Participa-
tion of corporations. For rules relating
to the participation in an activity of a
personal service corporation (within
the meaning of § 1.468–1T(g)(2)(i)) or a
closely held corporation (within the
meaning of § 1.469–1T(g)(2)(ii)), see
§ 1.469–1T(g)(3).

(2) Treatment of certain retired farmers
and surviving spouses of retired or dis-
abled farmers. An individual shall be
treated as materially participating for
a taxable year in any trade or business
activity of farming if paragraph (4) or
(5) of section 2032A(b) would cause the
requirements of section
2032A(b)(1)(C)(ii) to be met with respect
to real property used in such activity
had the individual died during such
taxable year.

(3) Coordination with rules governing
the treatment of passthrough entities.
[Reserved] See § 1.469–5(h)(3) for rules
relating to this paragraph.

(i) [Reserved]
(j) Material participation for preceding

taxable years. [Reserved] See § 1.469–5(j)
for rules relating to this paragraph.

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

Example 1. A, a calendar year individual,
owns all of the stock of X, a C corporation.
X is the general partner, and A is the limited
partner, in P, a calendar year partnership. P
has a single activity, a restaurant, which is
a trade or business activity (within the
meaning of § 1.469–1T(e)(2)). During the tax-
able year, A works for an average of 30 hours
per week in connection with P’s restaurant

activity. Under paragraphs (a)(1) and (e)(2) of
this section, A is treated as materially par-
ticipating in the activity for the taxable
year because A participates in the res-
taurant activity during such year for more
than 500 hours. In addition, under § 1.469–
1T(g)(3)(i), A’s participation will cause X to
be treated as materially participating in the
restaurant activity.

Example 2. The facts are the same as in ex-
ample (1), except that the partnership agree-
ment provides that P’s restaurant activity is
to be managed by X, and A’s work in the ac-
tivity is performed pursuant to an employ-
ment contract between A and X. Under para-
graph (f)(1) of this section, work done by A in
connection with the activity in any capacity
is treated as participation in the activity by
A. Accordingly, the conclusion is the same
as in example (1). The conclusion would be
the same if A owned no stock in X at any
time, although in that case A’s participation
would not be taken into account in deter-
mining whether X materially participates in
the restaurant activity.

Example 3. B, an individual, is employed
fulltime as a carpenter. B also owns an inter-
est in a partnership which is engaged in a
van conversion activity, which is a trade or
business activity (within the meaning of
§ 1.469–1T(e)(2)). B and C, the other partner,
are the only participants in the activity for
the taxable year. The activity is conducted
entirely on Saturdays. Each Saturday
throughout the taxable year, B and C work
for eight hours in the activity. Although B
does not participate in the activity for more
than 500 hours during the taxable year, under
paragraph (a)(3) of this section, B is treated
for such year as materially participating in
the activity because B participates in the ac-
tivity for more than 100 hours during the
taxable year, and B’s participation in the ac-
tivity for such year is not less than the par-
ticipation of any other person in the activity
for such year.

Example 4. C, an individual, is employed
full-time as an accountant. C also owns in-
terests in a restaurant and a shoe store. The
restaurant and shoe store are trade or busi-
ness activities (within the meaning of § 1.469–
1T(e)(2)) that are treated as separate activi-
ties under the rules to be contained in § 1.469–
4T. Each activity has several full-time em-
ployees. During the taxable year, C works in
the restaurant activity for 400 hours and in
the shoe store activity for 150 hours. Under
paragraph (c) of this section, both the res-
taurant and shoe store activities are signifi-
cant participation activities of C for the tax-
able year. Accordingly, since C’s aggregate
participation in the restaurant and shoe
store activities during the taxable year ex-
ceeds 500 hours, C is treated under paragraph
(a)(4) of this section as materially partici-
pating in both activities.
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Example 5. [Reserved] See § 1.469–5(k) Exam-
ple 5 for this example.

Example 6. The facts are the same as in ex-
ample (5), except that D does not acquire any
stock in the S corporation until 1994. Under
paragraph (f)(1) of this section, D is not
treated as participating in the activity for
any taxable year prior to 1994 because D does
not own as interest in the activity for any
such taxable year. Accordingly, D materially
participates in the activity for only one tax-
able year prior to 1995, and D is not treated
under paragraph (a)(5) of this section as ma-
terially participating in the activity for 1995
or subsequent taxable years.

Example 7. (i) E, a married individual filing
a separate return for the taxable year, is em-
ployed full-time as an attorney. E also owns
an interest in a professional football team
that is a trade or business activity (within
the meaning of § 1.469–1T(e)(2)). E does no
work in connection with this activity. E an-
ticipates that, for the taxable year, E’s de-
ductions from the activity will exceed E’s
gross income from the activity and that, if E
does not materially participate in the activ-
ity for the taxable year, part or all of F’s
passive activity loss for the taxable year will
be disallowed under § 1.469–1T(a)(1)(i). Ac-
cordingly, E pays E’s spouse to work as an
office receptionist in connection with the ac-
tivity for an average of 15 hours per week
during the taxable year.

(ii) Under paragraph (f)(3) of this section
any participation in the activity by E’s
spouse is treated as participation in the ac-
tivity by E. However, under paragraph
(f)(2)(i) of this section, the work done by E’s
spouse is not treated as participation in the
activity because work as an office recep-
tionist is not work of a type customarily
done by an owner of a football team, and one
of E’s principal purposes for paying E’s
spouse to do this work is to avoid the dis-
allowance under § 1.469–1T(a)(1)(i) of E’s pas-
sive activity loss. Accordingly, E is not
treated as participating in the activity for
the taxable year.

Example 8. (i) F, an individual, owns an in-
terest in a partnership that feeds and sells
cattle. The general partner of the partner-
ship periodically mails F a letter setting
forth certain proposed actions and decisions
with respect to the cattle-feeding operation.
Such actions and decisions include, for ex-
ample, what kind of feed to purchase, how
much to purchase, and when to purchase it,
how often to feed cattle, and when to sell
cattle. The letters explain the proposed ac-
tions and decisions, emphasize that taking
or not taking a particular action or decision
is solely within the discretion of F and other
partners, and ask F to indicate a decision
with respect to each proposed action by an-
swering certain questions. The general part-
ner receives a fee that constitutes earned in-
come (within the meaning of section 911

(d)(2)(A)) for managing the cattle-feeding op-
eration. F is not treated as materially par-
ticipating in the cattle-feeding operation
under paragraph (a) (1) through (6) of this
section.

(ii) F’s only participation in the cattle-
feeding operation is to make certain mana-
gerial decisions. Under paragraph (b)(2)(ii) of
this section, such management services are
not taken into account in determining
whether the taxpayer is treated as materi-
ally participating in the activity for a tax-
able year under paragraph (a)(7) of this sec-
tion, if any other person performs services in
connection with the management of the ac-
tivity and receives compensation described
in section 911(d)(2)(A) for such services.
Therefore, F is not treated as materially par-
ticipating for the taxable year in the cattle-
feeding operation.

[T.D. 8175, 53 FR 5725, Feb. 25, 1988; 53 FR
15494, Apr. 29, 1988, as amended by T.D. 8253,
54 FR 20565, May 12, 1989; T.D. 8417, 57 FR
20759, May 15, 1992; 61 FR 14247, Apr. 1, 1996]

§ 1.469–6 Treatment of losses upon cer-
tain dispositions. [Reserved]

§ 1.469–7 Treatment of self-charged
items of income and expense. [Re-
served]

§ 1.469–8 Application of section 469 to
trust, estates, and their bene-
ficiaries. [Reserved]

§ 1.469–9 Rules for certain rental real
estate activities.

(a) Scope and purpose. This section
provides guidance to taxpayers engaged
in certain real property trades or busi-
nesses on applying section 469(c)(7) to
their rental real estate activities.

(b) Definitions. The following defini-
tions apply for purposes of this section:

(1) Trade or business. A trade or busi-
ness is any trade or business deter-
mined by treating the types of activi-
ties in § 1.469–4(b)(1) as if they involved
the conduct of a trade or business, and
any interest in rental real estate, in-
cluding any interest in rental real es-
tate that gives rise to deductions under
section 212.

(2) Real property trade or business. Real
property trade or business is defined in
section 469(c)(7)(C).

(3) Rental real estate. Rental real estate
is any real property used by customers
or held for use by customers in a rental
activity within the meaning of § 1.469–
1T(e)(3). However, any rental real es-
tate that the taxpayer grouped with a
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trade or business activity under § 1.469–
4(d)(1)(i)(A) or (C) is not an interest in
rental real estate for purposes of this
section.

(4) Personal services. Personal services
means any work performed by an indi-
vidual in connection with a trade or
business. However, personal services do
not include any work performed by an
individual in the individual’s capacity
as an investor as described in § 1.469–
5T(f)(2)(ii).

(5) Material participation. Material par-
ticipation has the same meaning as
under § 1.469–5T. Paragraph (f) of this
section contains rules applicable to
limited partnership interests in rental
real estate that a qualifying taxpayer
elects to aggregate with other interests
in rental real estate of that taxpayer.

(6) Qualifying taxpayer. A qualifying
taxpayer is a taxpayer that owns at
least one interest in rental real estate
and meets the requirements of para-
graph (c) of this section.

(c) Requirements for qualifying tax-
payers—(1) In general. A qualifying tax-
payer must meet the requirements of
section 469(c)(7)(B).

(2) Closely held C corporations. A close-
ly held C corporation meets the re-
quirements of paragraph (c)(1) of this
section by satisfying the requirements
of section 469(c)(7)(D)(i). For purposes
of section 469(c)(7)(D)(i), gross receipts
do not include items of portfolio in-
come within the meaning of § 1.469–
2T(c)(3).

(3) Requirement of material participa-
tion in the real property trades or busi-
nesses. A taxpayer must materially par-
ticipate in a real property trade or
business in order for the personal serv-
ices provided by the taxpayer in that
real property trade or business to
count towards meeting the require-
ments of paragraph (c)(1) of this sec-
tion.

(4) Treatment of spouses. Spouses fil-
ing a joint return are qualifying tax-
payers only if one spouse separately
satisfies both requirements of section
469(c)(7)(B). In determining the real
property trades or businesses in which
a married taxpayer materially partici-
pates (but not for any other purpose
under this paragraph (c)), work per-
formed by the taxpayer’s spouse in a
trade or business is treated as work

performed by the taxpayer under
§ 1.469–5T(f)(3), regardless of whether
the spouses file a joint return for the
year.

(5) Employees in real property trades or
businesses. For purposes of paragraph
(c)(1) of this section, personal services
performed during a taxable year as an
employee generally will be treated as
performed in a trade or business but
will not be treated as performed in a
real property trade or business, unless
the taxpayer is a five-percent owner
(within the meaning of section
416(i)(1)(B)) in the employer. If an em-
ployee is not a five-percent owner in
the employer at all times during the
taxable year, only the personal services
performed by the employee during the
period the employee is a five-percent
owner in the employer will be treated
as performed in a real property trade
or business.

(d) General rule for determining real
property trades or businesses—(1) Facts
and circumstances. The determination
of a taxpayer’s real property trades or
businesses for purposes of paragraph (c)
of this section is based on all of the rel-
evant facts and circumstances. A tax-
payer may use any reasonable method
of applying the facts and cir-
cumstances in determining the real
property trades or businesses in which
the taxpayer provides personal serv-
ices. Depending on the facts and cir-
cumstances, a real property trade or
business consists either of one or more
than one trade or business specifically
described in section 469(c)(7)(C). A tax-
payer’s grouping of activities under
§ 1.469–4 does not control the deter-
mination of the taxpayer’s real prop-
erty trades or businesses under this
paragraph (d).

(2) Consistency requirement. Once a
taxpayer determines the real property
trades or businesses in which personal
services are provided for purposes of
paragraph (c) of this section, the tax-
payer may not redetermine those real
property trades or businesses in subse-
quent taxable years unless the original
determination was clearly inappro-
priate or there has been a material
change in the facts and circumstances
that makes the original determination
clearly inappropriate.
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(e) Treatment of rental real estate ac-
tivities of a qualifying taxpayer—(1) In
general. Section 469(c)(2) does not apply
to any rental real estate activity of a
taxpayer for a taxable year in which
the taxpayer is a qualifying taxpayer
under paragraph (c) of this section. In-
stead, a rental real estate activity of a
qualifying taxpayer is a passive activ-
ity under section 469 for the taxable
year unless the taxpayer materially
participates in the activity. Each in-
terest in rental real estate of a quali-
fying taxpayer will be treated as a sep-
arate rental real estate activity, unless
the taxpayer makes an election under
paragraph (g) of this section to treat
all interests in rental real estate as a
single rental real estate activity. Each
separate rental real estate activity, or
the single combined rental real estate
activity if the taxpayer makes an elec-
tion under paragraph (g), will be an ac-
tivity of the taxpayer for all purposes
of section 469, including the former
passive activity rules under section
469(f) and the disposition rules under
section 469(g). However, section 469 will
continue to be applied separately with
respect to each publicly traded part-
nership, as required under section
469(k), notwithstanding the rules of
this section.

(2) Treatment as a former passive activ-
ity. For any taxable year in which a
qualifying taxpayer materially partici-
pates in a rental real estate activity,
that rental real estate activity will be
treated as a former passive activity
under section 469(f) if disallowed deduc-
tions or credits are allocated to the ac-
tivity under § 1.469–1(f)(4).

(3) Grouping rental real estate activities
with other activities—(i) In general. For
purposes of this section, a qualifying
taxpayer may not group a rental real
estate activity with any other activity
of the taxpayer. For example, if a
qualifying taxpayer develops real prop-
erty, constructs buildings, and owns an
interest in rental real estate, the tax-
payer’s interest in rental real estate
may not be grouped with the tax-
payer’s development activity or con-
struction activity. Thus, only the par-
ticipation of the taxpayer with respect
to the rental real estate may be used to
determine if the taxpayer materially

participates in the rental real estate
activity under § 1.469–5T.

(ii) Special rule for certain management
activities. A qualifying taxpayer may
participate in a rental real estate ac-
tivity through participation, within
the meaning of §§ 1.469–5(f) and 5T(f), in
an activity involving the management
of rental real estate (even if this man-
agement activity is conducted through
a separate entity). In determining
whether the taxpayer materially par-
ticipates in the rental real estate ac-
tivity, however, work the taxpayer per-
forms in the management activity is
taken into account only to the extent
it is performed in managing the tax-
payer’s own rental real estate inter-
ests.

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

Example. (i) Taxpayer B owns interests in
three rental buildings, U, V and W. In 1995, B
has $30,000 of disallowed passive losses allo-
cable to Building U and $10,000 of disallowed
passive losses allocable to Building V under
§ 1.469–1(f)(4). In 1996, B has $5,000 of net in-
come from Building U, $5,000 of net losses
from Building V, and $10,000 of net income
from Building W. Also in 1996, B is a quali-
fying taxpayer within the meaning of para-
graph (c) of this section. Each building is
treated as a separate activity of B under
paragraph (e)(1) of this section, unless B
makes the election under paragraph (g) to
treat the three buildings as a single rental
real estate activity. If the buildings are
treated as separate activities, material par-
ticipation is determined separately with re-
spect to each building. If B makes the elec-
tion under paragraph (g) to treat the build-
ings as a single activity, all participation re-
lating to the buildings is aggregated in de-
termining whether B materially participates
in the combined activity.

(ii) Effective beginning in 1996, B makes
the election under paragraph (g) to treat the
three buildings as a single rental real estate
activity. B works full-time managing the
three buildings and thus materially partici-
pates in the combined activity in 1996 (even
if B conducts this management function
through a separate entity, including a close-
ly held C corporation). Accordingly, the
combined activity is not a passive activity of
B in 1996. Moreover, as a result of the elec-
tion under paragraph (g), disallowed passive
losses of $40,000 ($30,000+$10,000) are allocated
to the combined activity. B’s net income
from the activity for 1996 is $10,000
($5,000¥$5,000+$10,000). This net income is
nonpassive income for purposes of section

VerDate 23<MAR>99 09:05 Apr 23, 1999 Jkt 183085 PO 00000 Frm 00402 Fmt 8010 Sfmt 8010 Y:\SGML\183085T.XXX pfrm08 PsN: 183085T



407

Internal Revenue Service, Treasury § 1.469–9

469. However, under section 469(f), the net in-
come from a former passive activity may be
offset with the disallowed passive losses from
the same activity. Because Buildings U, V
and W are treated as one activity for all pur-
poses of section 469 due to the election under
paragraph (g), and this activity is a former
passive activity under section 469(f), B may
offset the $10,000 of net income from the
buildings with an equal amount of disallowed
passive losses allocable to the buildings, re-
gardless of which buildings produced the in-
come or losses. As a result, B has $30,000
($40,000¥$10,000) of disallowed passive losses
remaining from the buildings after 1996.

(f) Limited partnership interests in rent-
al real estate activities—(1) In general. If
a taxpayer elects under paragraph (g)
of this section to treat all interests in
rental real estate as a single rental
real estate activity, and at least one
interest in rental real estate is held by
the taxpayer as a limited partnership
interest (within the meaning of § 1.469–
5T(e)(3)), the combined rental real es-
tate activity will be treated as a lim-
ited partnership interest of the tax-
payer for purposes of determining ma-
terial participation. Accordingly, the
taxpayer will not be treated under this
section as materially participating in
the combined rental real estate activ-
ity unless the taxpayer materially par-
ticipates in the activity under the tests
listed in § 1.469–5T(e)(2) (dealing with
the tests for determining the material
participation of a limited partner).

(2) De minimis exception. If a quali-
fying taxpayer elects under paragraph
(g) of this section to treat all interests
in rental real estate as a single rental
real estate activity, and the taxpayer’s
share of gross rental income from all of
the taxpayer’s limited partnership in-
terests in rental real estate is less than
ten percent of the taxpayer’s share of
gross rental income from all of the tax-
payer’s interests in rental real estate
for the taxable year, paragraph (f)(1) of
this section does not apply. Thus the
taxpayer may determine material par-
ticipation under any of the tests listed
in § 1.469–5T(a) that apply to rental real
estate activities.

(g) Election to treat all interests in rent-
al real estate as a single rental real estate
activity—(1) In general. A qualifying
taxpayer may make an election to
treat all of the taxpayer’s interests in
rental real estate as a single rental

real estate activity. This election is
binding for the taxable year in which it
is made and for all future years in
which the taxpayer is a qualifying tax-
payer under paragraph (c) of this sec-
tion, even if there are intervening
years in which the taxpayer is not a
qualifying taxpayer. The election may
be made in any year in which the tax-
payer is a qualifying taxpayer, and the
failure to make the election in one
year does not preclude the taxpayer
from making the election in a subse-
quent year. In years in which the tax-
payer is not a qualifying taxpayer, the
election will not have effect and the
taxpayer’s activities will be those de-
termined under § 1.469–4. If there is a
material change in the taxpayer’s facts
and circumstances, the taxpayer may
revoke the election using the proce-
dure described in paragraph (g)(3) of
this section.

(2) Certain changes not material. The
fact that an election is less advan-
tageous to the taxpayer in a particular
taxable year is not, of itself, a material
change in the taxpayer’s facts and cir-
cumstances. Similarly, a break in the
taxpayer’s status as a qualifying tax-
payer is not, of itself, a material
change in the taxpayer’s facts and cir-
cumstances.

(3) Filing a statement to make or revoke
the election. A qualifying taxpayer
makes the election to treat all inter-
ests in rental real estate as a single
rental real estate activity by filing a
statement with the taxpayer’s original
income tax return for the taxable year.
This statement must contain a declara-
tion that the taxpayer is a qualifying
taxpayer for the taxable year and is
making the election pursuant to sec-
tion 469(c)(7)(A). The taxpayer may
make this election for any taxable year
in which section 469(c)(7) is applicable.
A taxpayer may revoke the election
only in the taxable year in which a ma-
terial change in the taxpayer’s facts
and circumstances occurs or in a subse-
quent year in which the facts and cir-
cumstances remain materially changed
from those in the taxable year for
which the election was made. To re-
voke the election, the taxpayer must
file a statement with the taxpayer’s
original income tax return for the year
of revocation. This statement must
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contain a declaration that the tax-
payer is revoking the election under
section 469(c)(7)(A) and an explanation
of the nature of the material change.

(h) Interests in rental real estate held
by certain passthrough entities—(1) Gen-
eral rule. Except as provided in para-
graph (h)(2) of this section, a qualifying
taxpayer’s interest in rental real estate
held by a partnership or an S corpora-
tion (passthrough entity) is treated as
a single interest in rental real estate if
the passthrough entity grouped its
rental real estate as one rental activity
under § 1.469–4(d)(5). If the passthrough
entity grouped its rental real estate
into separate rental activities under
§ 1.469–4(d)(5), each rental real estate
activity of the passthrough entity will
be treated as a separate interest in
rental real estate of the qualifying tax-
payer. However, the qualifying tax-
payer may elect under paragraph (g) of
this section to treat all interests in
rental real estate, including the rental
real estate interests held through pass-
through entities, as a single rental real
estate activity.

(2) Special rule if a qualifying taxpayer
holds a fifty-percent or greater interest in
a passthrough entity. If a qualifying tax-
payer owns, directly or indirectly, a
fifty-percent or greater interest in the
capital, profits, or losses of a pass-
through entity for a taxable year, each
interest in rental real estate held by
the passthrough entity will be treated
as a separate interest in rental real es-
tate of the qualifying taxpayer, regard-
less of the passthrough entity’s group-
ing of activities under § 1.469–4(d)(5).
However, the qualifying taxpayer may
elect under paragraph (g) of this sec-
tion to treat all interests in rental real
estate, including the rental real estate
interests held through passthrough en-
tities, as a single rental real estate ac-
tivity.

(3) Special rule for interests held in
tiered passthrough entities. If a pass-
through entity owns a fifty-percent or
greater interest in the capital, profits,
or losses of another passthrough entity
for a taxable year, each interest in
rental real estate held by the lower-
tier entity will be treated as a separate
interest in rental real estate of the
upper-tier entity, regardless of the

lower-tier entity’s grouping of activi-
ties under § 1.469–4(d)(5).

(i) [Reserved]
(j) $25,000 offset for rental real estate

activities of qualifying taxpayers—(1) In
general. A qualifying taxpayer’s passive
losses and credits from rental real es-
tate activities (including prior-year
disallowed passive activity losses and
credits from rental real estate activi-
ties in which the taxpayer materially
participates) are allowed to the extent
permitted under section 469(i). The
amount of losses or credits allowable
under section 469(i) is determined after
the rules of this section are applied.
However, losses allowable by reason of
this section are not taken into account
in determining adjusted gross income
for purposes of section 469(i)(3).

(2) Example. The following example il-
lustrates the application of this para-
graph (j).

Example (i) Taxpayer A owns building X
and building Y, both interests in rental real
estate. In 1995, A is a qualifying taxpayer
within the meaning of paragraph (c) of this
section. A does not elect to treat X and Y as
one activity under section 469(c)(7)(A) and
paragraph (g) of this section. As a result, X
and Y are treated as separate activities pur-
suant to section 469(c)(7)(A)(ii). A materially
participates in X which has $100,000 of pas-
sive losses disallowed from prior years and
produces $20,000 of losses in 1995. A does not
materially participate in Y which produces
$40,000 of income in 1995. A also has $50,000 of
income from other nonpassive sources in
1995. A otherwise meets the requirements of
section 469(i).

(ii) Because X is not a passive activity in
1995, the $20,000 of losses produced by X in
1995 are nonpassive losses that may be used
by A to offset part of the $50,000 of nonpas-
sive income. Accordingly, A is left with
$30,000 ($50,000–$20,000) of nonpassive income.
In addition, A may use the prior year dis-
allowed passive losses of X to offset any in-
come from X and passive income from other
sources. Therefore, A may offset the $40,000
of passive income from Y with $40,000 of pas-
sive losses from X.

(iii) Because A has $60,000 ($100,000–$40,000)
of passive losses remaining from X and meets
all of the requirements of section 469(i), A
may offset up to $25,000 of nonpassive income
with passive losses from X pursuant to sec-
tion 469(i). As a result, A has $5,000 ($30,000–
$25,000) of nonpassive income remaining and
disallowed passive losses from X of $35,000
($60,000–$25,000) in 1995.

[T.D. 8645, 60 FR 66499, Dec. 22, 1995]
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§ 1.469–10 Application of section 469 to
publicly traded partnerships.

(a) [Reserved].
(b) Publicly traded partnership—(1) In

general. For purposes of section 469(k),
a partnership is a publicly traded part-
nership only if the partnership is a
publicly traded partnership as defined
in § 1.7704–1.

(2) Effective date. This section applies
for taxable years of a partnership be-
ginning on or after December 17, 1998.

[T.D. 8799, 63 FR 69553, Dec. 17, 1998]

§ 1.469–11 Effective date and transition
rules.

(a) Generally applicable effective dates.
Except as otherwise provided in this
section—

(1) The rules contained in §§ 1.469–1,
1.469–1T, 1.469–2, 1.469–2T, 1.469–3, 1.469–
3T, 1.469–4, 1.469–5, and 1.469–5T apply
for taxable years ending after May 10,
1992.

(2) The rules contained in 26 CFR
1.469–1T, 1.469–2T, 1.469–3T, 1.469–4T,
1.469–5T, 1.469–11T (b) and (c) (as con-
tained in the CFR edition revised as of
April 1, 1992) apply for taxable years
beginning after December 31, 1986, and
ending on or before May 10, 1992;

(3) The rules contained in § 1.469–9
apply for taxable years beginning on or
after January 1, 1995, and to elections
made under § 1.469–9(g) with returns
filed on or after January 1, 1995; and

(4) This section applies for taxable
years beginning after December 31,
1986.

(b) Additional effective dates.—(1) Ap-
plication of 1992 amendments for taxable
years beginning before October 4, 1994.
Except as provided in paragraph (b)(2)
of this section, for taxable years that
end after May 10, 1992, and begin before
October 4, 1994, a taxpayer may deter-
mine tax liability in accordance with
Project PS–1–89 published at 1992–1 C.B.
1219 (see § 601.601(d)(2)(ii)(b) of this
chapter).

(2) Additional transition rule for 1992
amendments. If a taxpayer’s first tax-
able year ending after May 10, 1992, be-
gins on or before that date, the tax-
payer may treat the taxable year, for
purposes of paragraph (a) of this sec-
tion, as a taxable year ending on or be-
fore May 10, 1992.

(3) Fresh starts under consistency
rules—(i) Regrouping when tax liability is
first determined under Project PS–1–89.
For the first taxable year in which a
taxpayer determines its tax liability
under Project PS–1–89, the taxpayer
may regroup its activities without re-
gard to the manner in which the activi-
ties were grouped in the preceding tax-
able year and must regroup its activi-
ties if the grouping in the preceding
taxable year is inconsistent with the
rules of Project PS–1–89.

(ii) Regrouping when tax liability is
first determined under § 1.469–4. For the
first taxable year in which a taxpayer
determines its tax liability under
§ 1.469–4, rather than under the rules of
Project PS–1–89, the taxpayer may re-
group its activities without regard to
the manner in which the activities
were grouped in the preceding taxable
year and must regroup its activities if
the grouping in the preceding taxable
year is inconsistent with the rules of
§ 1.469–4.

(iii) Regrouping when taxpayer is first
subject to section 469(c)(7). For the first
taxable year beginning after December
31, 1993, a taxpayer may regroup its ac-
tivities to the extent necessary or ap-
propriate to avail itself of the provi-
sions of section 469(c)(7) and without
regard to the manner in which the ac-
tivities were grouped in the preceding
taxable year.

(4) Certain investment credit property.
(i) The rules contained in § 1.469–3(f)
apply with respect to property placed
in service after December 31, 1990
(other than property described in sec-
tion 11813 (c)(2) of the Omnibus Rec-
onciliation Act of 1990 (P.L. 101–508)).

(ii) The rules contained in 26 CFR
1.469–3T(f) (as contained in the CFR
edition revised as of April 1, 1992) apply
with respect to property placed in serv-
ice on or before December 31, 1990, and
property described in section 11813(c)(2)
of the Omnibus Reconcilation Act of
1990.

(c) Special rules—(1) Application of cer-
tain income recharacterization rules—(i)
In general. No amount of gross income
shall be treated under § 1.469–2T(f)(3)
through (7) as income that is not from
a passive activity for any taxable year
of the taxpayer beginning before Janu-
ary 1, 1988.
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(ii) Property rented to a nonpassive ac-
tivity. In applying § 1.469–2(f)(6) or
§ 1.469–2T(f)(6) to a taxpayer’s rental of
an item of property, the taxpayer’s net
rental activity income (within the
meaning of § 1.469–2(f)(9)(iv) or § 1.469–
2T(f)(9)(iv)) from the property for any
taxable year beginning after December
31, 1987, does not include the portion of
the income (if any) that is attributable
to the rental of that item of property
pursuant to a written binding contract
entered into before February 19, 1988.

(2) Qualified low-income housing
projects. For a transitional rule con-
cerning the application of section 469
to losses from qualified low-income
housing projects, see section 502 of the
Tax Reform Act of 1986.

(3) Effect of events occurring in years
prior to 1987. The treatment for a tax-
able year beginning after December 31,
1986, of any item of income, gain, loss,
deduction, or credit as an item of pas-
sive activity gross income, passive ac-
tivity deduction, or credit from a pas-
sive activity, is determined as if sec-
tion 469 and the regulations thereunder
had been in effect for taxable years be-
ginning before January 1, 1987, but
without regard to any passive activity
loss or passive activity credit that
would have been disallowed for any
taxable year beginning before January
1, 1987, if section 469 and the regula-
tions thereunder had been in effect for
that year. For example, in determining
whether a taxpayer materially partici-
pates in an activity under § 1.469–
5T(a)(5) (relating to taxpayers who
have materially participated in an ac-
tivity for five of the ten immediately
preceding taxable years) for any tax-
able year beginning after December 31,
1986, the taxpayer’s participation in
the activity for all prior taxable years
(including taxable years beginning be-
fore 1987) is taken into account. See
§ 1.469–5(j) (relating to the determina-
tion of material participation for tax-
able years beginning before January 1,
1987).

(d) Examples. The following examples
illustrate the application of paragraph
(c) of this section:

Example 1. A, a calendar year individual, is
a partner in a partnership with a taxable
year ending on January 31. During its tax-
able year ending January 31, 1987, the part-

nership was engaged in a single activity in-
volving the conduct of a trade or business. In
applying section 469 and the regulations
thereunder to A for calendar year 1987, A’s
distributive share of partnership items for
the partnership’s taxable year ending Janu-
ary 31, 1987, is taken into account. Therefore,
under § 1.469–2T(e)(1) and paragraph (c)(3) of
this section, A’s participation in the activity
throughout the partnership’s taxable year
beginning February 1, 1986, and ending Janu-
ary 31, 1987, is taken into account for pur-
poses of determining the character under
section 469 of the items of gross income, de-
duction, and credit allocated to A for the
partnership’s taxable year ending January
31, 1987.

Example 2. B, a calendar year individual, is
a beneficiary of a trust described in section
651 that has a taxable year ending January
31. The trust conducts a rental activity
(within the meaning of § 1.469–1T(e)(3)). Be-
cause the trust’s taxable year ending Janu-
ary 31, 1987, began before January 1, 1987, sec-
tion 469 and the regulations thereunder do
not applying to the trust for that year. Sec-
tion 469 and the regulations thereunder do
apply, however, to B for B’s calender year
1987. Therefore, income of the trust from the
rental activity for the trust’s taxable year
ending January 31, 1987, that is included in
B’s gross income for 1987 is taken into ac-
count in apply section 469 to B for 1987.

[T.D. 8417, 57 FR 20759, May 15, 1992, as
amended by T.D. 8417, 59 FR 45623, Sept. 2,
1994; T.D. 8565, 59 FR 50489, Oct. 4, 1994; T.D.
8645, 60 FR 66501, Dec. 22, 1995]

INVENTORIES

§ 1.471–1 Need for inventories.
In order to reflect taxable income

correctly, inventories at the beginning
and end of each taxable year are nec-
essary in every case in which the pro-
duction, purchase, or sale of merchan-
dise is an income-producing factor. The
inventory should include all finished or
partly finished goods and, in the case
of raw materials and supplies, only
those which have been acquired for sale
or which will physically become a part
of merchandise intended for sale, in
which class fall containers, such as
kegs, bottles, and cases, whether re-
turnable or not, if title thereto will
pass to the purchaser of the product to
be sold therein. Merchandise should be
included in the inventory only if title
thereto is vested in the taxpayer. Ac-
cordingly, the seller should include in
his inventory goods under contract for
sale but not yet segregated and applied
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