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(2) To acquire a business enterprise
through purchasing stock or assets;

(3) To provide for the retirement of
bona fide indebtedness created in con-
nection with the trade or business,
such as the establishment of a sinking
fund for the purpose of retiring bonds
issued by the corporation in accord-
ance with contract obligations in-
curred on issue;

(4) To provide necessary working cap-
ital for the business, such as, for the
procurement of inventories;

(5) To provide for investments or
loans to suppliers or customers if nec-
essary in order to maintain the busi-
ness of the corporation; or

(6) To provide for the payment of rea-
sonably anticipated product liability
losses, as defined in section 172(j),
§ 1.172–13(b)(1), and § 1.537–1(f).

(c) Unreasonable accumulations of
earnings and profits. Although the fol-
lowing purposes are not exclusive, ac-
cumulations of earnings and profits to
meet any one of such objectives may
indicate that the earnings and profits
of a corporation are being accumulated
beyond the reasonable needs of the
business:

(1) Loans to shareholders, or the ex-
penditure of funds of the corporation
for the personal benefit of the share-
holders;

(2) Loans having no reasonable rela-
tion to the conduct of the business
made to relatives or friends of share-
holders, or to other persons;

(3) Loans to another corporation, the
business of which is not that of the
taxpayer corporation, if the capital
stock of such other corporation is
owned, directly or indirectly, by the
shareholder or shareholders of the tax-
payer corporation and such shareholder
or shareholders are in control of both
corporations;

(4) Investments in properties, or se-
curities which are unrelated to the ac-
tivities of the business of the taxpayer
corporation; or

(5) Retention of earnings and profits
to provide against unrealistic hazards.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 8096, 51 FR 30484, Aug. 27,
1986]

§ 1.537–3 Business of the corporation.
(a) The business of a corporation is

not merely that which it has pre-
viously carried on but includes, in gen-
eral, any line of business which it may
undertake.

(b) If one corporation owns the stock
of another corporation and, in effect,
operates the other corporation, the
business of the latter corporation may
be considered in substance, although
not in legal form, the business of the
first corporation. However, investment
by a corporation of its earnings and
profits in stock and securities of an-
other corporation is not, of itself, to be
regarded as employment of the earn-
ings and profits in its business. Earn-
ings and profits of the first corporation
put into the second corporation
through the purchase of stock or secu-
rities or otherwise, may, if a subsidiary
relationship is established, constitute
employment of the earnings and profits
in its own business. Thus, the business
of one corporation may be regarded as
including the business of another cor-
poration if such other corporation is a
mere instrumentality of the first cor-
poration; that may be established by
showing that the first corporation
owns at least 80 percent of the voting
stock of the second corporation. If the
taxpayer’s ownership of stock is less
than 80 percent in the other corpora-
tion, the determination of whether the
funds are employed in a business oper-
ated by the taxpayer will depend upon
the particular circumstances of the
case. Moreover, the business of one cor-
poration does not include the business
of another corporation if such other
corporation is a personal holding com-
pany, an investment company, or a
corporation not engaged in the active
conduct of a trade or business.

PERSONAL HOLDING COMPANIES

§ 1.541–1 Imposition of tax.
(a) Section 541 imposes a graduated

tax upon corporations classified as per-
sonal holding companies under section
542. This tax, if applicable, is in addi-
tion to the tax imposed upon corpora-
tions generally under section 11. Unless
specifically excepted under section
542(c) the tax applies to domestic and
foreign corporations and, to the extent
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provided by section 542(b), to an affili-
ated group of corporations filing a con-
solidated return. Corporations classi-
fied as personal holding companies are
exempt brom the accumulated earnings
tax imposed under section 531 but are
not exempt from other income taxes
imposed upon corporations, generally,
under any other provisions of the Code.
Unlike the accumulated earnings tax
imposed under section 531, the personal
holding company tax imposed by sec-
tion 541 applies to all personal holding
companies as defined in section 542,
whether or not they were formed or
availed of to avoid income tax upon
shareholders. See section 6501(f) and
§ 301.6501(f)–1 of this chapter (Regula-
tions on Procedure and Administra-
tion) with respect to the period of limi-
tation on assessment of personal hold-
ing company tax upon failure to file a
schedule of personal holding company
income.

(b) A foreign corporation, whether
resident or nonresident, which is clas-
sified as a personal holding company is
subject to the tax imposed under sec-
tion 541 with respect to its income
from sources within the United States,
even though such income is not fixed
or determinable annual or periodical
income specified in section 881. A for-
eign corporation is not classified as a
personal holding company subject to
tax under section 541 if it is a foreign
personal holding company as defined in
section 552 or if it meets the require-
ments of the exception provided in sec-
tion 542(c)(10).

§ 1.542–1 General rule.
A personal holding company is any

corporation (other than one specifi-
cally excepted under section 542(c))
which, for the taxable year, meets:

(a) The gross income requirement
specified in section 542(a)(1) and § 1.542–
2, and

(b) The stock ownership requirement
specified in section 542(a)(2) and § 1.542–
3.
Both requirements must be satisfied
with respect to each taxable year.

§ 1.542–2 Gross income requirement.
To meet the gross income require-

ment it is necessary that at least 80
percent of the total gross income of the

corporation for the taxable year be per-
sonal holding company income as de-
fined in section 543 and §§ 1.543–1 and
1.543–2. For the definition of gross in-
come see section 61 and §§ 1.61–1 through
1.61–14. Under such provisions gross in-
come is not necessarily synonymous
with gross receipts. Further, in the
case of transactions in stocks and secu-
rities and in commodities transactions,
gross income for personal holding com-
pany tax purposes shall include only
the excess of gains over losses from
such transactions. See section 543(b),
paragraph (b) (5) and (6) of § 1.543–1 and
§ 1.543–2. For determining the character
of the amount includible in gross in-
come under section 951(a), see para-
graph (a) of § 1.951–1.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6795, 30 FR 934, Jan. 29, 1965]

§ 1.542–3 Stock ownership require-
ment.

(a) General rule. To meet the stock
ownership requirement, it is necessary
that at some time during the last half
of the taxable year more than 50 per-
cent in value of the outstanding stock
of the corporation be owned, directly
or indirectly, by or for not more than 5
individuals. Any organization or trust
to which subparagraph (1) of this para-
graph applies shall be considered as one
individual for purposes of this stock
ownership requirement subject, how-
ever, to the exception in subparagraph
(2) of this paragraph which is applica-
ble only to taxable years beginning
after December 31, 1954. Thus, if an or-
ganization or trust which is considered
as an individual owns 51 percent in
value of the outstanding stock of the
corporation at any time during the last
half of the taxable year, the stock own-
ership requirement will be met by own-
ership of the required percentage by
one individual. See section 544 and
§§ 1.544–1 through 1.544–7 for the deter-
mination of stock ownership.

(1) An organization or trust considered
as an individual. Any of the following
organizations or trusts shall be consid-
ered as an individual:

(i) An organization to which section
503 applies, namely, any organization
described in section 501(c)(3) (relating
to charitable, etc., organizations) or
section 401(a) (relating to employees’
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pension trust, etc.) other than an orga-
nization excepted from the application
of section 503 by paragraphs (1) to (5) of
section 503(b). Therefore, a religious or-
ganization (other than a trust) ex-
cepted under section 503(b)(1) is not
considered an individual for purposes of
the stock ownership requirement of
section 542(a)(2).

(ii) A portion of a trust permanently
set aside or to be used exclusively for
the purposes described in section 642(c),
relating to amounts set aside for chari-
table purposes, or described in a cor-
responding provision of the prior in-
come tax law (such as section 162(a),
Internal Revenue Code of 1939).

(2) Exception. For taxable years be-
ginning after December 31, 1954, an or-
ganization or trust to which subpara-
graph (1) of this paragraph applies shall
not be considered an individual if all of
the following conditions are met:

(i) It was organized or created before
July 1, 1950.

(ii) At all times on or after July 1,
1950, and before the close of the taxable
year, it owned all of the common stock
and at least 80 percent of the total
number of shares of all other classes of
stock of the corporation.

(iii) For the taxable year it is not de-
nied exemption under section 504(a) or
the unlimited charitable deduction
under section 681(c). In determining
whether, for the purpose of section
542(a)(2), exemption is not denied under
section 504(a) or the unlimited chari-
table deduction is not denied under sec-
tion 681(c) all the income of the cor-
poration which is available for dis-
tribution as dividends to its share-
holders shall be deemed to have been
distributed at the close of the taxable
year whether or not any portion of
such income was in fact distributed. If
the amounts described in section 504(a)
or section 681(c), increased by the in-
come of the corporation deemed dis-
tributed pursuant to the preceding sen-
tence, would be sufficient to deny ex-
emption or the unlimited charitable
deduction, the organization or trust
will be considered to be an individual
for the purpose of section 542(a)(2). For
the purpose of this subdivision the re-
strictions in sections 504(a)(1) and
681(c)(1) against unreasonable accumu-
lations will not apply to income attrib-

utable to property of a decedent dying
before January 1, 1951, which was
transferrred during his lifetime to a
trust or property that was transferred
under his will to such trust, and

(iv) This subparagraph is illustrated
by the following example:

Example. The X Charitable Foundation (an
organization described in section 501(c)(3) to
which section 503 is applicable) has owned all
of the stock of the Y Corporation since Y’s
organization in 1949. Both X and Y are cal-
endar-year corporations. At the end of the
year 1955, X has accumulated $100,000 out of
income and has actually paid out only $75,000
of this amount, leaving a balance of $25,000
on December 31, 1955. X was not denied an ex-
emption under section 504(a) for the year
1955. Y, during the calendar year 1955, has
$400,000 taxable income of which $200,000 is
available for distribution as dividends at the
end of the year. X will be considered to have
accumulated out of income during the cal-
endar year 1955 the amount of $225,000 for the
purpose of determining whether it would
have been denied an exemption under section
504(a)(1). If X would have been denied an ex-
emption under section 504(a)(1) by reason of
having been deemed to have accumulated
$225,000, the stock ownership requirement of
section 542(a)(2) and this section will have
been satisfied. If Y Corporation also satisfies
the gross income requirement of section
542(a)(1) and § 1.542–2 it will be a personal
holding company.

(b) Changes in stock outstanding. It is
necessary to consider any change in
the stock outstanding during the last
half of the taxable year, whether in the
number of shares or classes of stock, or
in the ownership thereof. Stock sub-
scribed and paid for will be considered
as stock outstanding, whether or not
such stock is evidenced by issued cer-
tificates. Treasury stock shall not be
considered as stock outstanding.

(c) Value of stock outstanding. The
value of the stock outstanding shall be
determined in the light of all the cir-
cumstances. The value may be deter-
mined upon the basis of the company’s
net worth, earning and dividend paying
capacity, appreciation of assets, to-
gether with such other factors as have
a bearing upon the value of the stock.
If the value of the stock is greatly at
variance with that reflected by the cor-
porate books, the evidence of such
value should be filed with the return.
In any case where there are two or
more classes of stock outstanding, the
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total value of all the stock should be
allocated among the different classes
according to the relative value of each
class.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7713, June 17,
1964]

§ 1.542–4 Corporations filing consoli-
dated returns.

(a) General rule. A consolidated re-
turn under section 1501 shall determine
the application of the personal holding
company tax to the group and to any
member thereof on the basis of the con-
solidated gross income and consoli-
dated personal holding company in-
come of the group, as determined under
the regulations prescribed pursuant to
section 1502 (relating to consolidated
returns); however, this rule shall not
apply to either (1) an ineligible affili-
ated group as defined in section
542(b)(2) and paragraph (b) of this sec-
tion, or (2) an affiliated group of cor-
porations a member of which is ex-
cluded from the definition of a personal
holding company under section 542(c)
and paragraph (c) of this section. Thus,
in the latter two instances the gross
income requirement provided in sec-
tion 542(a)(1) and § 1.542–2 shall apply to
each individual member of the affili-
ated group of corporations.

(b) Ineligible affiliated group. (1) Ex-
cept for certain affiliated railroad cor-
porations, as provided in subparagraph
(2) of this paragraph, an affiliated
group of corporations is an ineligible
affiliated group and therefore may not
use its consolidated gross income and
consolidated personal holding company
income to determine the liability of
the group or any member thereof for
personal holding company tax (as pro-
vided in paragraph (a) of this section),
if (i) any member of such group, includ-
ing the common parent, derived gross
income from sources outside the affili-
ated group for the taxable year in an
amount equal to 10 percent or more of
its gross income from all sources for
that year and (ii) 80 percent or more of
the gross income from sources outside
the affiliated group consists of personal
holding company income as defined in
section 543 and §§ 1.543–1 and 1.543–2.
For purposes of subdivision (i) of this
subparagraph gross income shall not

include certain dividend income
receivedby a common parent from a
corporation not a member of the affili-
ated group which qualifies under sec-
tion 542(b)(4) and paragraph (d) of this
section. See particularly the examples
contained in paragraph (d)(2) of this
section. Intercorporate dividends re-
ceived by members of the affiliated
group (including the common parent)
are to be included in the gross income
from all sources for purposes of the
test in subdivision (i) of this subpara-
graph. For purposes of subdivision (ii)
of this subparagraph, section 543 and
paragraph (a) of § 1.543–1 shall be ap-
plied as if the amount of gross income
derived from sources outside the affili-
ated group by a corporation which is a
member of such group is the gross in-
come of such corporation.

(2) An affiliated group of railroad cor-
porations shall not be considered to be
an ineligible affiliated group, notwith-
standing any other provisions of sec-
tion 542(b)(2) and this paragraph, if the
common parent of such group would be
eligible to file a consolidated return
under section 141 of the Internal Rev-
enue Code of 1939 prior to its amend-
ment by the Revenue Act of 1942 (56
Stat. 798).

(3) See section 562(d) and § 1.562–3 for
dividends paid deduction in the case of
a distribution by a member of an ineli-
gible affiliated group.

(4) The determination of whether an
affiliated group of corporations is an
ineligible group under section 542(b)(2)
and this paragraph, may be illustrated
by the following examples:

Example 1. Corporations X, Y, and Z con-
stitute an affiliated group of corporations
which files a consolidated return for the cal-
endar year 1954; Corporations Y and Z are
wholly-owned subsidiaries of Corporation X
and derive no gross income from sources out-
side the affiliated group; Corporation X, the
common parent, has gross income in the
amount of $250,000 for the taxable year 1954.
$200,000 of such gross income consists of divi-
dends received from Corporations Y and Z.
The remaining $50,000 was derived from
sources outside the affiliated group, $40,000
of which represents personal holding com-
pany income as defined in section 543. The
$50,000 included in the gross income of Cor-
poration X and derived from sources outside
the affiliated group is more than 10 percent
of X’s gross income ($50,000/$250,000) and the
$40,000 which represents personal holding
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company income is 80 percent of $50,000 (the
amount considered to be the gross income of
Corporation X). Accordingly, Corporations
X, Y, and Z would be an ineligible affiliated
group and the gross income requirement
under section 542(a)(1) and § 1.542–2 would be
applied to each corporation individually.

Example 2. If, in the above example, only
$30,000 of the $50,000 derived from sources
outside the affiliated group by Corporation X
represented personal holding company in-
come, this group of affiliated corporations
would not be an ineligible affiliated group.
Although the $50,000 representing the gross
income of Corporation X from sources out-
side the affiliated group is more than 10 per-
cent of its total gross income, the amount of
$30,000 representing personal holding com-
pany income is not 80 percent or more of the
amount considered to be gross income for
the purpose of this test. Under section
542(b)(2) and subparagraph (1) of this para-
graph both the gross income and the per-
sonal holding company income requirements
must be satisfied in determining that an af-
filiated group constitutes an ineligible
group. Since both of these requirements have
not been satisfied in this example this group
of affiliated corporations would not be an in-
eligible group.

(c) Excluded corporations. The general
rule for determining liability of an af-
filiated group under paragraph (a) of
this section shall not apply if any
member thereof is a corporation which
is excluded, under section 542(c), from
the definition of a personal holding
company.

(d) Certain dividend income received by
a common parent. (1) Dividends received
by the common parent of an affiliated
group from a corporation which is not
a member of the affiliated group shall
not be included in gross income or per-
sonal holding company income, for the
purpose of the test under section
542(b)(2):

(i) If such common parent owned, di-
rectly or indirectly, more than 50 per-
cent of the outstanding voting stock of
the dividend paying corporation at the
time such common parent became enti-
tled to the dividend, and

(ii) If the dividend paying corpora-
tion is not a personal holding company
for the taxable year in which the divi-
dends are paid.
Thus, if the tests in subdivisions (i) and
(ii) of this subparagraph are met, the
dividend income received by the com-
mon parent from such other corpora-
tion will not be considered gross in-

come for purposes of the test in section
542(b)(2)(A) (paragraph (b) of this sec-
tion), that is, either to determine gross
income from sources outside the affili-
ated group or to determine gross in-
come from all sources.

(2) The application of subparagraph
(1) of this paragraph may be illustrated
by the following examples:

Example 1. Corporation X is the common
parent of Corporation Y and Corporation Z
and together they constitute an affiliated
group which files a consolidated return
under section 1501. Corporation Y and Cor-
poration Z derived no income from sources
outside the affiliated group. Corporation X,
the common parent, had gross income of
$100,000 for the calendar year 1954 of which
amount $20,000 represented a dividend re-
ceived from Corporation W, and $4,000 rep-
resented interest from Corporation T. The
remaining gross income of X, $76,000, was re-
ceived from Corporations Y and Z. Corpora-
tion X, for its entire taxable year, owned 60
percent of the voting stock of Corporation W
which was not a personal holding company
for the calendar year 1954. For the purpose of
the gross income and personal holding com-
pany income test under section 542(b)(2) and
paragraph (b) of this section, the $20,000 divi-
dend received from Corporation W would not
be included in the gross income or personal
holding company income of Corporation X.
The affiliated group would not be an ineli-
gible group under section 542(b)(2) because 10
percent or more of its gross income was not
from sources outside the affiliated group as
required by section 542(b)(2)(A). Inasmuch as
the $20,000 dividend from Corporation W is
not included in the gross income of Corpora-
tion X for purposes of section 542(b)(2) Cor-
poration X only has $4,000 gross income from
sources outside the affiliated group which is
only 5 percent of its gross income from all
sources, $80,000.

Example 2. If, in example 1, Corporation X
owned 50 percent or less of the voting stock
of Corporation W at the time X became enti-
tled to the dividend, or if Corporation W had
been a personal holding company for the tax-
able year in which the dividends were paid,
the $20,000 dividends received by Corporation
X would be included in gross income and per-
sonal holding company income of Corpora-
tion X for the purpose of the test under sec-
tion 542(b)(2) and paragraph (b) of this sec-
tion. Thus, the affiliated group would be an
ineligible affiliated group under section
542(b)(2) because 24 percent of its gross in-
come was from sources outside the affiliated
group ($24,000/$100,000) and 100 percent of this
$24,000 was personal holding company in-
come.
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§ 1.543–1 Personal holding company in-
come.

(a) General rule. The term personal
holding company income means the por-
tion of the gross income which consists
of the classes of gross income described
in paragraph (b) of this section. See
section 543(b) and § 1.543–2 for special
limitations on gross income and per-
sonal holding company income in cases
of gains from stocks’, securities’, and
commodities’ transactions.

(b) Definitions—(1) Dividends. The
term dividends includes dividends as de-
fined in section 316 and amounts re-
quired to be included in gross income
under section 551 and §§ 1.551–1—1.551–2
(relating to foreign personal holding
company income taxed to United
States shareholders).

(2) Interest. The term interest means
any amounts, includible in gross in-
come, received for the use of money
loaned. However, (i) interest which
constitutes rent shall not be classified
as interest but shall be classified as
rents (see subparagraph (10) of this
paragraph) and (ii) interest on amounts
set aside in a reserve fund under sec-
tion 511 or 607 of the Merchant Marine
Act, 1936 (46 U.S.C. 1161 or 1177), shall
not be included in personal holding
company income.

(3) Royalties (other than mineral, oil, or
gas royalties or certain copyright royal-
ties). The term royalties (other than
mineral, oil, or gas royalties or certain
copyright royalties) includes amounts
received for the privilege of using pat-
ents, copyrights, secret processes and
formulas, good will, trade marks, trade
brands, franchises, and other like prop-
erty. It does not, however, include
rents. For rules relating to rents see
section 543(a)(7) and subparagraph (10)
of this paragraph. For rules relating to
mineral, oil, or gas royalties, see sec-
tion 543(a)(8) and subparagraph (11) of
this paragraph. For rules relating to
certain copyright royalties for taxable
years beginning after December 31,
1959, see section 543(a)(9) and subpara-
graph (12) of this paragraph.

(4) Annuities. The term annuities in-
cludes annuities only to the extent in-
cludible in the computation of gross in-
come. See section 72 and §§ 1.72–1— 1.72–
14 for rules relating to the inclusion of
annuities in gross income.

(5) Gains from the sale or exchange of
stock or securities. (i) Except in the case
of regular dealers in stock or securities
as provided in subdivision (ii) of this
subparagraph, gross income and per-
sonal holding company income include
the amount by which the gains exceed
the losses from the sale or exchange of
stock or securities. See section
543(b)(1) and § 1.543–2 for provisions re-
lating to this limitation. For this pur-
pose, there shall be taken into account
all those gains includible in gross in-
come (including gains from liquidating
dividends and other distributions from
capital) and all those losses deductible
from gross income which are consid-
ered under chapter 1 of the Code to be
gains or losses from the sale or ex-
change of stock or securities. The term
stock or securities as used in section
543(a)(2) and this subparagraph includes
shares or certificates of stock, stock
rights or warrants, or interest in any
corporation (including any joint stock
company, insurance company, associa-
tion, or other organization classified as
a corporation by the Code), certificates
of interest or participation in any prof-
it-sharing agreement, or in any oil,
gas, or other mineral property, or
lease, collateral trust certificates, vot-
ing trust certificates, bonds, deben-
tures, certificates of indebtedness,
notes, car trust certificates, bills of ex-
change, obligations issued by or on be-
half of a State, Territory, or political
subdivision thereof.

(ii) In the case of regular dealers in
stock or securities there shall not be in-
cluded gains or losses derived from the
sale or exchange of stock or securities
made in the normal course of business.
The term regular dealer in stock or secu-
rities means a corporation with an es-
tablished place of business regularly
engaged in the purchase of stock or se-
curities and their resale to customers.
However, such corporations shall not
be considered as regular dealers with
respect to stock or securities which are
held for investment. See section 1236
and § 1.1236–1.

(6) Gains from futures transactions in
commodities. Gross income and personal
holding company income include the
amount by which the gains exceed the
losses from futures transactions in any
commodity on or subject to the rules of
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a board of trade or commodity ex-
change. See § 1.543–2 for provisions re-
lating to this limitation. In general,
for the purpose of determining such ex-
cess, there are included all gains and
losses on futures contracts which are
speculative. However, for the purpose
of determining such excess, there shall
not be included gains or losses from
cash transactions, or gains or losses by
a producer, processor, merchant, or
handler of the commodity, which arise
out of bona fide hedging transactions
reasonably necessary to the conduct of
its business in the manner in which
such business is customarily and usu-
ally conducted by others. See section
1233 and § 1.1233–1.

(7) Estates and trusts. Under section
543(a)(4) personal holding company in-
come includes amounts includible in
computing the taxable income of the
corporation under part I, subchapter J,
chapter 1 of the Code (relating to es-
tates, trusts, and beneficiaries); and
any gain derived by the corporation
from the sale or other disposition of
any interest in an estate or trust.

(8) Personal service contracts. (i) Under
section 543(a)(5) amounts received
under a contract under which the cor-
poration is to furnish personal services,
as well as amounts received from the
sale or other disposition of such con-
tract, shall be included as personal
holding company income if:

(a) Some person other than the cor-
poration has the right to designate (by
name or by description) the individual
who is to perform the services, or if the
individual who is to perform the serv-
ices is designated (by name or by de-
scription) in the contract; and

(b) At any time during the taxable
year 25 percent or more in value of the
outstanding stock of the corporation is
owned, directly or indirectly, by or for
the individual who has performed, is to
perform, or may be designated (by
name or by description) as the one to
perform, such services. For this pur-
pose, the amount of stock outstanding
and its value shall be determined in ac-
cordance with the rules set forth in the
last two sentences of paragraph (b) and
in paragraph (c) of § 1.542–3. It should be
noted that the stock ownership re-
quirement of section 543(a)(5) and this
subparagraph relates to the stock own-

ership at any time during the taxable
year. For rules relating to the deter-
mination of stock ownership, see sec-
tion 544 and §§ 1.544–1 through 1.544–7.

(ii) If the contract, in addition to re-
quiring the performance of services by
a 25-percent stockholder who is des-
ignated or who could be designated (as
specified in section 543(a)(5) and sub-
division (i) of this subparagraph), re-
quires the performance of services by
other persons which are important and
essential, then only that portion of the
amount received under such contract
which is attributable to the personal
services of the 25-percent stockholder
shall constitute personal holding com-
pany income. Incidental personal serv-
ices of other persons employed by the
corporation to facilitate the perform-
ance of the services by the 25-percent
stockholder, however, shall not con-
stitute important or essential services.
Under section 482 gross income, deduc-
tions, credits, or allowances between or
among organizations, trades, or busi-
nesses may be allocated if it is deter-
mined that allocation is necessary in
order to prevent evasion of taxes or
clearly to reflect the income of any
such organizations, trades, or busi-
nesses.

(iii) The application of section
543(a)(5) and this subparagraph may be
illustrated by the following examples:

Example 1. A, whose profession is that of an
actor, owns all of the outstanding capital
stock of the M Corporation. The M Corpora-
tion entered into a contract with A under
which A was to perform personal services for
the person or persons whom the M Corpora-
tion might designate, in consideration of
which A was to receive $10,000 a year from
the M Corporation. The M Corporation en-
tered into a contract with the O Corporation
in which A was designated to perform per-
sonal services for the O Corporation in con-
sideration of which the O Corporation was to
pay the M Corporation $500,000 a year. The
$500,000 received by the M Corporation from
the O Corporation constitutes personal hold-
ing company income.

Example 2. Assume the same facts as in ex-
ample 1, except that, in addition to A’s con-
tract with the M Corporation, B, whose pro-
fession is that of a dancer and C, whose pro-
fession is that of a singer, were also under
contract to the M Corporation to perform
personal services for the person or persons
whom the M Corporation might designate, in
consideration of which they were each to re-
ceive $25,000 a year from the M Corporation.
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Neither B nor C were stockholders of the M
Corporation. The contract entered into by
the MCorporation with the O Corporation, in
addition to designating that A was to per-
form personal services for the O Corporation,
designated that B and C were also to perform
personal services for the O Corporation. Al-
though the O Corporation particularly de-
sired the services of A for an entertainment
program it planned, it also desired the serv-
ices of B and C, who were prominent in their
fields, to provide a good supporting cast for
the program. The services of B and C re-
quired under the contract are determined to
be important and essential; therefore, only
that portion of the $500,000 received by the M
Corporation which is attributable to the per-
sonal services of A constitutes personal hold-
ing company income. The same result would
obtain although the dancer and the singer
required by the contract were not designated
by name but the contract gave the M Cor-
poration discretion to select and provide the
services of a singer and a dancer for the pro-
gram and such services were provided.

Example 3. The N Corporation is engaged in
engineering. Its entire outstanding capital
stock is owned by four individuals. The N
Corporation entered into a contract with the
R Corporation to perform engineering serv-
ices in consideration of which the R Corpora-
tion was to pay the N Corporation $50,000.
The individual who was to perform the serv-
ices was not designated (by name or by de-
scription) in the contract and no one but the
N Corporation had the right to designate (by
name or by description) such individual. The
$50,000 received by the N Corporation from
the R Corporation does not constitute per-
sonal holding company income.

(9) Compensation for use of property.
Under section 543(a)(6) amounts re-
ceived as compensation for the use of,
or right to use, property of the cor-
poration shall be included as personal
holding company income if, at any
time during the taxable year, 25 per-
cent or more in value of the out-
standing stock of the corporation is
owned, directly or indirectly, by or for
an individual entitled to the use of the
property. Thus, if a shareholder who
meets the stock ownership requirement
of section 543(a)(6) and this subpara-
graph uses, or has the right to use, a
yacht, residence, or other property
owned by the corporation, the com-
pensation to the corporation for such
use, or right to use, the property con-
stitutes personal holding company in-
come. This is true even though the
shareholder may acquire the use of, or
the right to use, the property by means

of a sublease or under any other ar-
rangement involving parties other than
the corporation and the shareholder.
However, if the personal holding com-
pany income of the corporation (after
excluding any such income described in
section 543(a)(6) and this subparagraph,
relating to compensation for use of
property, and after excluding any such
income described in section 543(a)(7)
and subparagraph (10) of this para-
graph, relating to rents) is not more
than 10 percent of its grossincome,
compensation for the use of property
shall not constitute personalholding
company income. For purposes of the
preceding sentence, in determining
whether personal holding company in-
come is more than 10 percent of gross
income, copyright royalties constitute
personal holding company income, re-
gardless of whether such copyright roy-
alties are excluded from personal hold-
ing company income under section
543(a)(9) and subparagraph (12)(ii) of
this paragraph. For purposes of apply-
ing section 543(a)(6) and this subpara-
graph, the amount of stock out-
standing and its value shall be deter-
mined in accordance with the rules set
forth in the last two sentences of para-
graph (b) and in paragraph (c) of § 1.542–
3. It should be noted that the stock
ownership requirement of section
543(a)(6) and this subparagraph relates
to the stock outstanding at any time
during the entire taxable year. For
rules relating to the determination of
stock ownership, see section 544 and
§§ 1.544–1 through 1.544–7.

(10) Rents (including interest consti-
tuting rents). Rents which are to be in-
cluded as personal holding company in-
come consist of compensation (however
designated) for the use, or right to use,
property of the corporation. The term
rents does not include amounts includ-
ible in personal holding company in-
come under section 543(a)(6) and sub-
paragraph (9) of this paragraph. The
amounts considered as rents include
charter fees, etc., for the use of, or the
right to use, property, as well as inter-
est on debts owed to the corporation
(to the extent such debts represent the
price for which real property held pri-
marily for sale to customers in the or-
dinary course of the corporation’s
trade or business was sold or exchanged
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by the corporation). However, if the
amount of the rents includible under
section 543(a)(7) and this subparagraph
constitutes 50 percent or more of the
gross income of the corporation, such
rents shall not be considered to be per-
sonal holding company income.

(11) Mineral, oil, or gas royalties. (i)
The income from mineral, oil, or gas
royalties is to be included as personal
holding company income, unless (a) the
aggregate amount of such royalties
constitutes 50 percent or more of the
gross income of the corporation for the
taxable year and (b) the aggregate
amount of deductions allowable under
section 162 (other than compensation
for personal services rendered by the
shareholders of the corporation) equals
15 percent or more of the gross income
of the corporation for the taxable year.

(ii) The term mineral, oil, or gas royal-
ties means all royalties, including over-
riding royalties and, to the extent not
treated as loans under section 636, min-
eral production payments, received
from any interest in mineral, oil, or
gas properties. The term mineral in-
cludes those minerals which are in-
cluded within the meaning of the term
minerals in the regulations under sec-
tion 611.

(iii) The first sentence of subdivision
(ii) of this subparagraph shall apply to
overriding royalties received from the
sublessee by the operating company
which originally leased and developed
the natural resource property in re-
spect of which such overriding royal-
ties are paid, and to mineral, oil, or gas
production payments, only with re-
spect to amounts received after Sep-
tember 30, 1958.

(12) Copyright royalties—(i) In general.
The income from copyright royalties
constitutes, generally, personal hold-
ing company income. However, for tax-
able years beginning after December 31,
1959, those copyright royalties which
come within the definition of copyright
royalties in section 543(a)(9) and sub-
division (iv) of this subparagraph shall
be excluded from personal holding com-
pany income only if the conditions set
forth in subdivision (ii) of this subpara-
graph are satisfied.

(ii) Exclusion from personal holding
company income. For taxable years be-
ginning after December 31, 1959, copy-

right royalties (as defined in section
543(a)(9) and subdivision (iv) of this
subparagraph) shall be excluded from
personal holding company income only
if the conditions set forth in (a), (b),
and (c) of this subdivision are met.

(a) Such copyright royalties for the
taxable year must constitute 50 per-
cent or more of the corporation’s gross
income. For this purpose, copyright
royalties shall be computed by exclud-
ing royalties received for the use of, or
the right to use, copyrights or inter-
ests in copyrights in works created, in
whole or in part, by any person who, at
any time during the corporation’s tax-
able year, is a shareholder.

(b) Personal holding company income
for the taxable year must be 10 percent
or less of the corporation’s gross in-
come. For this purpose, personal hold-
ing company income shall be computed
by excluding (1) copyright royalties
(except that there shall be included
royalties received for the use of, or the
right to use, copyrights or interests in
copyrights in works created, in whole
or in part, by any shareholder owning,
at any time during the corporation’s
taxable year, more than 10 percent in
value of the outstanding stock of the
corporation), and (2) dividends from
any corporation in which the taxpayer
owns, on the date the taxpayer be-
comes entitled to the dividends, at
least 50 percent of all classes of stock
entitled to vote and at least 50 percent
of the total value of all classes of
stock, provided the corporation which
pays the dividends meets the require-
ments of subparagraphs (A), (B), and
(C) of section 543(a)(9).

(c) The aggregate amount of the de-
ductions allowable under section 162
must constitute 50 percent or more of
the corporation’s gross income for the
taxable year. For this purpose, the de-
ductions allowable under section 162
shall be computed by excluding deduc-
tions for compensation for personal
services rendered by, and deductions
for copyright and other royalties to,
shareholders of the corporation.

(iii) Determination of stock value and
stock ownership. For purposes of section
543(a)(9) and this subparagraph, the fol-
lowing rules shall apply:

(a) The amount and value of the out-
standing stock of a corporation shall
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be determined in accordance with the
rules set forth in the last two sen-
tences of paragraph (b) and in para-
graph (c) of § 1.542–3.

(b) The ownership of stock shall be
determined in accordance with the
rules set forth in section 544 and
§§ 1.544–1 through 1.544–7.

(c) Any person who is considered to
own stock within the meaning of sec-
tion 544 and §§ 1.544–1 through 1.544–7
shall be a shareholder.

(iv) Copyright royalties defined. For
purposes of section 543(a)(9) and this
subparagraph, the term copyright royal-
ties means compensation, however des-
ignated, for the use of, or the right to
use, copyrights in works protected by
copyright issued under title 17 of the
United States Code (other than by rea-
son of section 2 or 6 thereof), and to
which copyright protection is also ex-
tended by the laws of any foreign coun-
try as a result of any international
treaty, convention, or agreement to
which the United States is a signatory.
Thus, copyright royalties includes not
only royalties from sources within the
United States under protection of
United States laws relating to statu-
tory copyrights but also royalties from
sources within a foreign country with
respect to United States
statutorycopyrights protected in such
foreign country by any international
treaty, convention, or agreement to
which the United States is a signatory.
The term copyright royalties includes
compensation for the use of, or right to
use, an interest in any such copy-
righted works as well as payments
from any person for performing rights
in any such copyrighted works.

(v) Compensation which is rent. Sec-
tion 543(a)(9) and subdivisions (i)
through (iv) of this subparagraph shall
not apply to compensation which is
rent within the meaning of the second
sentence of section 543(a)(7).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7713, June 17,
1964; T.D. 7261, 38 FR 5467, Mar. 1, 1973]

§ 1.543–2 Limitation on gross income
and personal holding company in-
come in transactions involving
stocks, securities, and commodities.

(a) Under section 543(b)(1) the gains
which are to be included in gross in-

come, and in personal holding company
income with respect to transactions de-
scribed in section 543(a)(2) and para-
graph (b)(5) of § 1.543–1, shall be the net
gains from the sale or exchange of
stock or securities. If there is an excess
of losses over gains from such trans-
actions, such excess (or net loss) shall
not be used to reduce gross income or
personal holding company income for
purposes of the personal holding com-
pany tax. Similarly, under section
543(b)(2) the gains which are to be in-
cluded in gross income, and in personal
holding company income with respect
to transactions described in section
543(a)(3) and paragraph (b)(6) of § 1.543–
1, shall be the net gains from com-
modity transactions which reflect per-
sonal holding company income. Any
excess of losses over gains from such
transactions (resulting in a net loss)
shall not be used to reduce gross in-
come or personal holding company in-
come. The capital loss carryover under
section 1212 shall not be taken into ac-
count.

(b) The application of section 543(b)
may be illustrated by the following ex-
amples:

Example 1. The P Corporation, not a reg-
ular dealer in stocks and securities, received
rentals of $250,000 for its property from a 25-
percent shareholder, and also had gains of
$50,000 during the taxable year from the sale
of stocks and securities. It also had losses on
the sale of stocks and securities in the
amount of $30,000. Accordingly, P Corpora-
tion had gross income during the taxable
year of $270,000 ($250,000 plus $20,000 net gain
from the sales of stocks and securities). It
had personal holding company income of
$20,000. (The rentals of $250,000 would not be
personal holding company income under sec-
tion 543(a)(6) since the personal holding com-
pany income of the corporation, $20,000 (after
excluding any such income described in sec-
tion 543(a)(6)), is not more than 10 percent of
its gross income.)

Example 2. The R Corporation, not a reg-
ular dealer in stocks or securities, realized
total gains during the taxable year of
$900,000 from commodity futures trans-
actions and $200,000 from the sales of stocks
and securities. It also sustained total losses
of $1,000,000 on such commodity futures
transactions, resulting in a net gain for the
taxable year or $100,000. None of the com-
modity futures transactions are hedging or
other types of futures transactions excluded
from the application of section 543(a)(3). No
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part of the loss on commodity futures trans-
actions is to be taken into account in deter-
mining personal holding company income
and gross income for personal holding com-
pany tax purposes for the taxable year. The
full amount of the $200,000 in gains from the
sales of stocks and securities is to be in-
cluded in personal holding company income
and in gross income for personal holding
company tax purposes for the taxable year.

§ 1.544–1 Constructive ownership.
(a) Rules relating to the constructive

ownership of stock are provided by sec-
tion 544 for the purpose of determining
whether the stock ownership require-
ments of the following sections are sat-
isfied:

(1) Section 542(a)(2), relating to own-
ership of stock by five or fewer individ-
uals.

(2) Section 543(a)(5), relating to per-
sonal holding company income derived
from personal service contracts.

(3) Section 543(a)(6), relating to per-
sonal holding company income derived
from property used by shareholders.

(4) Section 543(a)(9), relating to per-
sonal holding company income derived
from copyright royalties.

(b) Section 544 provides four general
rules with respect to constructive own-
ership. These rules are:

(1) Constructive ownership by reason
of indirect ownership. See section
544(a)(1) and § 1.544–2.

(2) Constructive ownership by reason
of family and partnership ownership.
See section 544(a) (2), (4), (5), and (6),
and §§ 1.544–3, 1.544–6, and 1.544–7.

(3) Constructive ownership by reason
of ownership of options. See section
544(a) (3), (4), (5), and (6), and §§ 1.544–4,
1.544–6, and 1.544–7.

(4) Constructive ownership by reason
of ownership of convertible securities.
See section 544(b) and § 1.544–5.
Each of the rules referred to in sub-
paragraphs (2), (3), and (4) of this para-
graph is applicable only if it has the ef-
fect of satisfying the stock ownership
requirement of the section to which ap-
plicable; that is, when applied to sec-
tion 542(a)(2), its effect is to make the
corporation a personal holding com-
pany, or when applied to section

543(a)(5), section 543(a)(6), or section
543(a)(9), its effect is to make the
amounts described in such provisions
includible as personal holding company
income.

(c) All forms and classes of stock,
however denominated, which represent
the interests of shareholders, members,
or beneficiaries in the corporation
shall be taken into consideration in ap-
plying the constructive ownership
rules of section 544.

(d) For rules applicable in treating
constructive ownership, determined by
one application of section 544, as actual
ownership for purposes of a second ap-
plication of section 544, see section
544(a)(5) and § 1.544–6.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6739, 29 FR 7715, June 17,
1964]

§ 1.544–2 Constructive ownership by
reason of indirect ownership.

The following example illustrates the
application of section 544(a)(1), relating
to constructive ownership by reason of
indirect ownership:

Example. A and B, two individuals, are the
exclusive and equal beneficiaries of a trust
or estate which owns the entire capital stock
of the M Corporation. The M Corporation in
turn owns the entire capital stock of the N
Corporation. Under such circumstances the
entire capital stock of both the M Corpora-
tion and the N Corporation shall be consid-
ered as being owned equally by A and B as
the individuals owning the beneficial inter-
est therein.

§ 1.544–3 Constructive ownership by
reason of family and partnership
ownership.

(a) The following example illustrates
the application of section 544(a)(2), re-
lating to constructive ownership by
reason of family and partnership own-
ership.

Example. The M Corporation at some time
during the last half of the taxable year, had
1,800 shares of outstanding stock, 450 of
which were held by various individuals hav-
ing no relationship to one another and none
of whom were partners, and the remaining
1,350 were held by 51 shareholders as follows:

Relationships Shares Shares Shares Shares Shares

An individual .............................................. (A)100 (B)20 (C)20 (D)20 (E)20
His father ................................................... (AF)10 (BF)10 (CF)10 (DF)10 (EF)10
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Relationships Shares Shares Shares Shares Shares

His wife ...................................................... (AW)10 (BW)40 (CW)40 (DW)40 (EW)40
His brother ................................................. (AB)10 (BB)10 (CB)10 (DB)10 (EB)10
His son ...................................................... (AS)10 (BS)40 (CS)40 (DS)40 (ES)40
His daughter by former marriage (son’s.

half-sister) ....................................... (ASHS)10 (BSHS)40 (CSHS)40 (DSHS)40 (ESHS)40
His brother’s wife ...................................... (ABW)10 (BBW)10 (CBW)10 (DBW)160 (EBW)10
His wife’s father ......................................... (AWF)10 (BWF)10 (CWF)110 (DWF)10 (EWF)10
His wife’s brother ...................................... (AWB)10 (BWB)10 (CWB)10 (DWB)10 (EWB)10
His wife’s brother’s wife ............................ (AWBW)10 (BWBW)10 (CWBW)10 (DWBW)10 (EWBW)110
Individual’s partner .................................... (AP)10 ........................ ........................ ........................ ........................

By applying the statutory rule provided in
section 544(a)(2) five individuals own more
than 50 percent of the outstanding stock as
follows:
A (including AF, AW, AB, AS, ASHS, AP) .................. 160
B (including BF, BW, BB, BS, BSHS) ......................... 160
CW (including C, CS, CWF, CWB) ............................. 220
DB (including D, DF, DBW) ......................................... 200
EWB (including EW, EWF, EWBW) ............................ 170

Total, or more than 50 percent ..................... 910

Individual A represents the obvious case
where the head of the family owns the bulk
of the family stock and naturally is the head
of the group. A’s partner owns 10 shares of
the stock. Individual B represents the case
where he is still head of the group because of
the ownership of stock by his immediate
family. Individuals C and D represent cases
where the individuals fall in groups headed
in C’s case by his wife and in D’s case by his
brother because of the preponderance of
holdings on the part of relatives by mar-
riage. Individual E represents the case where
the preponderant holdings of others elimi-
nate that individual from the group.

(b) For the restriction on the applica-
bility of the family and partnership
ownership rules of this section, see
paragraph (b) of § 1.544–1. For rules re-
lating to constructive ownership as ac-
tual ownership, see § 1.544–6.

§ 1.544–4 Options.
The shares of stock which may be ac-

quired by reason of an option shall be
considered to be constructively owned
by the individual having the option to
acquire such stock. For example: If C,
an individual, on March 1, 1955, pur-
chases an option, or otherwise comes
into possession of an option, to acquire
100 shares of the capital stock of M
Corporation, such 100 shares of stock
shall be considered to be constructively
owned by C as if C had actually ac-
quired the stock on that date. If C has
an option on an option (or one of a se-
ries of options) to acquire such stock,
he shall also be considered to have con-

structive ownership of the stock which
may be acquired by reason of the op-
tion (or the series of options). Under
such circumstances, C shall be consid-
ered to have acquired constructive
ownership of the stock on the date he
acquired his option. For the restriction
on the applicability of the rule of this
section, see paragraph (b) of § 1.544–1.

§ 1.544–5 Convertible securities.

Under section 544(b) outstanding se-
curities of a corporation such as bonds,
debentures, or other corporate obliga-
tions, convertible into stock of the cor-
poration (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration. The consideration of convert-
ible securities as outstanding stock is
subject to the exception that, if some
of the outstanding securities are con-
vertible only after a later date than in
the case of others, the class having the
earlier conversion date may be consid-
ered as outstanding stock although the
others are not so considered, but no
convertible securities shall be consid-
ered as outstanding stock unless all
outstanding securities having a prior
conversion date are also so considered.
For example, if outstanding securities
are convertible in 1954, 1955 and 1956,
those convertible in 1954 can be prop-
erly considered as outstanding stock
without so considering those convert-
ible in 1955 or 1956, and those convert-
ible in 1954 and 1955 can be properly
considered as outstanding stock with-
out so considering those convertible in
1956. However, the securities convert-
ible in 1955 could not be properly con-
sidered as outstanding stock without
so considering those convertible in 1954
and the securities convertible in 1956
could not be properly considered as
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outstanding stock without so consid-
ering those convertible in 1954 and 1955.
For the restriction on the applicability
of the rule of this section, see para-
graph (b) of § 1.544–1.

§ 1.544–6 Constructive ownership as
actual ownership.

(a) General rules. (1) Stock construc-
tively owned by a person by reason of
the application of the rule provided in
section 544(a)(1), relating to stock not
owned by an individual, shall be con-
sidered as actually owned by such per-
son for the purpose of again applying
such rule or of applying the family and
partnership rule provided in section
544(a)(2), in order to make another per-
son the constructive owner of such
stock, and

(2) Stock constructively owned by a
person by reason of the application of
the option rule provided in section
544(a)(3) shall be considered as actually
owned by such person for the purpose
of applying either the rule provided in
section 544(a)(1), relating to stock not
owned by an individual, or the family
and partnership rule provided in sec-
tion 544(a)(2) in order to make another
person the constructive owner of such
stock, but

(3) Stock constructively owned by an
individual by reason of the application
of the family and partnership rule pro-
vided in section 544(a)(2) shall not be
considered as actually owned by such
individual for the purpose of again ap-
plying such rule in order to make an-
other individual the constructive
owner of such stock.

(b) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

Example 1. A’s wife, AW, owns all the stock
of the M Corporation, which in turn owns all
the stock of the O Corporation. The O Cor-
poration in turn owns all the stock of the P
Corporation. Under the rule provided in sec-
tion 544(a)(1), relating to stock not owned by
an individual, the stock in the P Corporation
owned by the O Corporation is considered to
be owned constructively by the M Corpora-
tion, the sole shareholder of the O Corpora-
tion. Such constructive ownership of the
stock of the M Corporation is considered as
actual ownership for the purpose of again ap-
plying such rule in order to make AW, the
sole shareholder of the M Corporation, the
constructive owner of the stock of the P Cor-
poration. Similarly, the constructive owner-

ship of the stock by AW is considered as ac-
tual ownership for the purpose of applying
the family and partnership rule provided in
section 544(a)(2) in order to make A the con-
structive owner of the stock of the P Cor-
poration, if such application is necessary for
any of the purposes set forth in paragraph (b)
of § 1.544–1. But the stock thus constructively
owned by A may not be considered as actual
ownership for the purpose of again applying
the family and partnership rule in order to
make another member of A’s family, for ex-
ample, A’s father, the constructive owner of
the stock of the P Corporation.

Example 2. B, an individual, owns all the
stock of the R Corporation which has an op-
tion to acquire all the stock of the S Cor-
poration, owned by C, an individual, who is
not related to B. Under the option rule pro-
vided in section 544(a)(3) the R Corporation
may be considered as owning constructively
the stock of the S Corporation owned by C.
Such constructive ownership of the stock by
the R Corporation is considered as actual
ownership for the purpose of applying the
rule provided in section 544(a)(1), relating to
stock not owned by an individual, in order to
make B, the sole shareholder of the R Cor-
poration, the constructive owner of the
stock of the S Corporation. The stock thus
constructively owned by B by reason of the
application of the rule provided in section
544(a)(1) likewise is considered as actual
ownership for the purpose, if necessary, of
applying the family and partnership rule
provided in section 544(a)(2), in order to
make another member of B’s family, for ex-
ample, B’s wife, BW, the constructive owner
of the stock of the S Corporation. However,
the family and partnership rule could not
again be applied so as to make still another
individual the constructive owner of the
stock of the S Corporation, that is, the stock
constructively owned by BW could not be
considered as actually owned by her in order
to make BW’s father the constructive owner
of such stock by a second application of the
family and partnership rule.

§ 1.544–7 Option rule in lieu of family
and partnership rule.

(a) If, in determining the ownership
of stock, such stock may be considered
as constructively owned by an indi-
vidual by an application of either the
family and partnership rule (section
544(a)(2)) or the option rule (section
544(a)(3)), such stock shall be consid-
ered as owned constructively by the in-
dividual by reason of the application of
the option rule.

(b) The application of this section
may be illustrated by the following ex-
ample:
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Example. Two brothers, A and B, each own
10 percent of the stock of the M Corporation,
and A’s wife, AW, also owns 10 percent of the
stock of such corporation. AW’s husband, A,
has an option to acquire the stock owned by
her at any time. It becomes necessary, for
one of the purposes stated in section
544(a)(4), to determine the stock ownership of
B in the M Corporation. If the family and
partnership rule were the only rule that ap-
plied in the case, B would be considered,
under that rule, as owning 20 percent of the
stock of the M Corporation, namely, his own
stock plus the stock owned by his brother. In
that event, B could not be considered as own-
ing the stock held by AW since (1) AW is not
a member of B’s family and (2) the construc-
tive ownership of such stock by A through
the application of the family and partnership
rule in his case is not considered as actual
ownership so as to make B the constructive
owner by a second application of the same
rule with respect to the ownership of the
stock. However, there is more than the fam-
ily and partnership rule involved in this ex-
ample. As the holder of an option upon the
stock, A may be considered the constructive
owner of his wife’s stock by the application
of the option rule and without reference to
the family relationship between A and AW. If
A is considered as owning the stock of his
wife by application of the option rule, then
such constructive ownership by A is regarded
as actual ownership for the purpose of apply-
ing the family and partnership rule so as to
make another member of A’s family, for ex-
ample, B, the constructive owner of the
stock. Hence, since A may be considered as
owning his wife’s stock by applying either
the family-partnership rule or the option
rule, the provisions of section 544(a)(6) apply
and accordingly A must be considered the
constructive owner of his wife’s stock under
the option rule rather than the family-part-
nership rule. B thus becomes the construc-
tive owner of 30 percent of the stock of the
M corporation, namely, his own 10 percent,
A’s 10 percent, and AW’s 10 percent construc-
tively owned by A as the holder of an option
on the stock.

§ 1.545–1 Definition.

(a) Undistributed personal holding
company income is the amount which
is subject to the personal holding com-
pany tax imposed under section 541.
Undistributed personal holding com-
pany income is the taxable income of
the corporation adjusted in the manner
described in section 545(b) and § 1.545–2,
and section 545(c) and § 1.545–3, less the
deduction for dividends paid. See part
IV (section 561 and following), sub-
chapter G, chapter 1 of the Code, and

the regulations thereunder, relating to
the dividends paid deduction.

(b) For purposes of the imposition of
the personal holding company tax on a
foreign corporation, resident or non-
resident, which files or causes to be
filed a return, the undistributed per-
sonal holding company income shall be
computed on the basis of the taxable
income from sources within the United
States, and such income shall be ad-
justed in accordance with the prin-
ciples of section 545(b) and § 1.545–2, and
section 545(c) and § 1.545–3. For purposes
of the imposition of such tax on a for-
eign corporation, resident or non-
resident, which files no return, the un-
distributed personal holding company
income shall be computed on the basis
of the gross income from sources with-
in the United States without allowance
of any deductions. For purposes of this
paragraph, a nonresident foreign cor-
poration will be considered to have
filed a return for any taxable year end-
ing before September 9, 1958, if the re-
turn for any such taxable year is filed
on or before February 5, 1960.

[T.D. 6949, 33 FR 5525, Apr. 9, 1968]

§ 1.545–2 Adjustments to taxable in-
come.

(a) Taxes—(1) General rule. (i) In com-
puting undistributed personal holding
company income for any taxable year,
there shall be allowed as a deduction
the amount by which Federal income
and excess profits taxes accrued during
the taxable year exceed the credit pro-
vided by section 33 (relating to taxes of
foreign countries and possessions of the
United States), and the income, war
profits, and excess profits taxes of for-
eign countries and possessions of the
United States accrued during the tax-
able year (to the extent provided by
subparagraph (3) of this paragraph), ex-
cept that no deduction shall be allowed
for (a) the accumulated earnings tax
imposed by section 531 (or a cor-
responding section of a prior law), (b)
the personal holding company tax im-
posed by section 541 (or a cor-
responding section of a prior law), and
(c) the excess profits tax imposed by
subchapter E, chapter 2 of the Internal
Revenue Code of 1939, for taxable years
beginning after December 31, 1940. The
deduction is for taxes for the taxable
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year, determined under the accrual
method of accounting, regardless of
whether the corporation uses an ac-
crual method of accounting, the cash
receipts and disbursement method, or
any other allowable method of ac-
counting. In computing the amount of
taxes accrued, an unpaid tax which is
being contested is not considered ac-
crued until the contest is resolved.

(ii) However, the taxpayer shall de-
duct taxes paid, rather than taxes ac-
crued, if it used that method with re-
spect to Federal taxes for each taxable
year for which it was subject to the tax
imposed by section 500 of the Internal
Revenue Code of 1939, unless an elec-
tion is made under subparagraph (2) of
this paragraph to deduct taxes accrued.

(2) Election by taxpayer which deducted
taxes paid. (i) If the corporation was
subject to the personal holding com-
pany tax imposed by section 500 of the
Internal Revenue Code of 1939 and, for
the purpose of that tax, deducted Fed-
eral taxes paid rather than such taxes
accrued for each taxable year for which
it was subject to such taxes, the cor-
poration may elect for any taxable
year ending after June 30, 1954, to de-
duct taxes accrued, including taxes of
foreign countries and possessions of the
United States, rather than taxes paid,
for the purposes of the tax imposed by
section 541 of the Internal Revenue
Code of 1954. The election shall be made
by deducting such taxes accrued on
Schedule PH, Form 1120, to be filed
with the return. The schedule shall, in
addition, contain a statement that the
corporation has made such election and
shall set forth the year to which such
election was first applicable. The de-
duction of taxes accrued in the year of
election precludes the deduction of
taxes paid during such year. The elec-
tion, if made, shall be irrevocable and
the deduction for taxes accrued shall
be allowed for the year of election and
for all subsequent taxable years.

(ii) Pursuant to section 7851(a)(1)(C),
the election provided for in subdivision
(i) of this subparagraph may be made
with respect to a taxable year ending
after June 30, 1954, even though such
taxable year is subject to the Internal
Revenue Code of 1939.

(3) Taxes of foreign countries and
United States possessions. In deter-

mining undistributed personal holding
company income for any taxable year,
if the taxpayer chooses the benefits of
section 901 for such taxable year, a de-
duction shall be allowed for:

(i) The income, war profits, and ex-
cess profits taxes imposed by foreign
countries or possessions of the United
States and accrued (or paid, if required
under subparagraph (1)(ii) of this para-
graph) during such taxable year, and

(ii) In the case of a domestic corpora-
tion, the foreign income taxes deemed
to be paid for such taxable year under
section 902(a) in accordance with
§§ 1.902–1 and 1.902–2 or section 960(a)(1)
in accordance with § 1.960–7.
In no event shall the amount under
subdivision (ii) of this subparagraph ex-
ceed the amount includible in gross in-
come with respect to such taxes under
section 78 and § 1.78–1. The credit for
such taxes provided by section 901 shall
not be allowed against the personal
holding company tax imposed by sec-
tion 541. See section 901(a).

(b) Charitable contributions—(1) Tax-
able years beginning before January 1,
1970. (i) Section 545(b)(2) provides that,
in computing the deduction for chari-
table contributions for purposes of de-
termining undistributed personal hold-
ing company income of a corporation
for taxable years beginning before Jan-
uary 1, 1970, the limitations in section
170(b)(1) (A) and (B), relating to chari-
table contributions by individuals,
shall apply and section 170(b) (2) and
(5), relating to charitable contributions
by corporations and carryover of cer-
tain excess charitable contributions
made by individuals, respectively, shall
not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A) and (B) are 10 and 20
percent, respectively, of the individ-
ual’s adjusted gross income, the limita-
tions are applied for purposes of sec-
tion 545(b)(2) by using 10 and 20 per-
cent, respectively, of the corporation’s
taxable income as adjusted for pur-
poses of section 170(b)(2), that is, the
same amount of taxable income to
which the 5-percent limitation applied.
Thus, the term adjusted gross income
when used in section 170(b)(1) means
the corporation’s taxable income com-
puted with the adjustments, other than
the 5-percent limitation, provided in
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the first sentence of section 170(b)(2).
However, a further adjustment for this
purpose is that the taxable income
shall also be computed without the de-
duction of the amount disallowed
under section 545(b)(8), relating to ex-
penses and depreciation applicable to
property of the taxpayer. The carry-
over of charitable contributions made
in a prior year, otherwise allowable as
a deduction in computing taxable in-
come to the extent provided in section
170(b)(2) and, with respect to contribu-
tions paid in taxable years beginning
after December 31, 1963, in section
170(b)(5), shall not be allowed as a de-
duction in computing undistributed
personal holding company income for
any taxable year.

(iii) See § 1.170–2 with respect to the
charitable contributions to which the
10-percent limitation is applicable and
the charitable contributions to which
the 20-percent limitation is applicable.

(2) Taxable years beginning after De-
cember 31, 1969. (i) Section 545(b)(2) pro-
vides that, in computing the deduction
allowable for charitable contributions
for purposes of determining undistrib-
uted personal holding company income
of a corporation for taxable years be-
ginning after December 31, 1969, the
limitations in section 170(b)(1) (A), (B),
and (D)(i) (relating to charitable con-
tributions by individuals) shall apply,
and section 170(b)(1)(D)(ii) (relating to
excess charitable contributions by in-
dividuals of certain capital gain prop-
erty, section 170(b)(2) (relating to the 5-
percent limitation on charitable con-
tributions by corporations), and sec-
tion 170(d) (relating to carryovers of
excess contributions of individuals and
corporations) shall not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A), (B), and (D)(i) are 50,
20, and 30 percent, respectively, of an
individual’s contribution base, these
limitations are applied for purposes of
section 545(b)(2) by using 50, 20, and 30
percent, respectively, of the corpora-
tion’s taxable income as adjusted for
purposes of section 170(b)(2), that is,
the same amount of taxable income to
which the 5-percent limitation applies.
Thus, the term contribution base when
used in section 170(b)(1) means the cor-
poration’s taxable income computed
with the adjustments, other than the 5-

percent limitation, provided in section
170(b)(2). However, a further adjust-
ment for this purpose is that the tax-
able income shall also be computed
without the deduction of the amount
disallowed under section 545(b)(8), re-
lating to expenses and depreciation ap-
plicable to property of the taxpayer.
The carryover of charitable contribu-
tions made in a prior year, otherwise
allowable as a deduction in computing
taxable income to the extent provided
in section 170(b)(1)(D)(ii) and (d), shall
not be allowed as a deduction in com-
puting undistributed personal holding
company income for any taxable year.

(iii) See § 1.170A–8 for the rules with
respect to the charitable contributions
to which the 50-, 20-, and 30-percent
limitations apply.

(c) Special deductions disallowed. Part
VIII, subchapter B, chapter 1 of the
Code, allows corporations, in com-
puting taxable income, special deduc-
tions for such matters as partially tax-
exempt interest, certain dividends re-
ceived, dividends paid on certain pre-
ferred stock of public utilities, organi-
zational expenses, etc. See section 241.
Such special deductions, except the de-
duction provided by section 248 (relat-
ing to organizational expenses) shall be
disallowed in computing undistributed
personal holding company income.

(d) Net operating loss. The net oper-
ating loss deduction provided in sec-
tion 172 is not allowed for purposes of
the computation of undistributed per-
sonal holding company income. For
purposes of such a computation, how-
ever, there is allowed as a deduction
the amount of the net operating loss
(as defined in section 172(c)) for the
preceding taxable year, except that, in
computing undistributed personal hold-
ing company income for a taxable year
beginning after December 31, 1957, the
amount of such net operating loss shall
be computed without the deductions
provided in part VIII (section 241 and
following, except section 248), sub-
chapter B, chapter 1 of the Code.

(e) Long-term capital gains. (1) There
is allowed as a deduction the excess of
the net long-term capital gain for the
taxable year over the net short-term
capital loss for such year, minus the
taxes attributable to such excess, as
provided in section 545(b)(5).
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(2) Section 631(c) (relating to gain or
loss in the case of disposal of coal or
domestic iron ore) shall have no appli-
cation.

(f) Bank affiliates. There is allowed
the deduction provided by section 601
in the case of bank affiliates (as de-
fined in section 2 of the Banking Act of
1933; 12 U.S.C. 221a (c)).

(g) Payment of indebtedness incurred
prior to January 1, 1934—(1) General rule.
In computing undistributed personal
holding company income, section
545(b)(7) provides that there shall be al-
lowed as a deduction amounts used or
irrevocably set aside to pay or to retire
indebtedness of any kind incurred be-
fore January 1, 1934, if such amounts
are reasonable with reference to the
size and terms of such indebtedness.
See § 1.545–3 for the deduction in com-
puting undistributed personal holding
company income of amounts used or ir-
revocably set aside to pay or retire
qualified indebtedness (as defined in
paragraph (d) of § 1.545–3).

(2) Indebtedness. The term indebted-
ness means an obligation absolute and
not contingent, to pay on demand or
within a given time, in cash or other
medium, a fixed amount. The term in-
debtedness does not include the obliga-
tion of a corporation on its capital
stock. The indebtedness must have
been incurred (or, if incurred by as-
sumption, assumed) by the taxpayer
before January 1, 1934. An indebtedness
evidenced by bonds, notes, or other ob-
ligations issued by a corporation is or-
dinarily incurred as of the date such
obligations are issued and the amount
of such indebtedness is the amount rep-
resented by the face value of the obli-
gations. In the case of refunding, re-
newal, or other change in the form of
an indebtedness, the giving of a new
promise to pay by the taxpayer will
not have the effect of changing the
date the indebtedness was incurred.

(3) Amounts used or irrevocably set
aside. The deduction is allowable, in
any taxable year, only for amounts
used or irrevocably set aside in that
year. The use or irrevocable setting
aside must be to effect the extinguish-
ment or discharge of indebtedness. In
the case of refunding, renewal, or other
change in the form of an indebtedness,
the mere giving of a new promise to

pay by the taxpayer will not result in
an allowable deduction. If amounts are
set aside in one year, no deduction is
allowable for such amounts for a later
year in which actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. Double deductions shall not be
allowed.

(4) Reasonableness of the amounts with
reference to the size and terms of the in-
debtedness. (i) The reasonableness of
the amounts used or irrevocably set
aside must be determined by reference
to the size and terms of the particular
indebtedness. Hence, all the facts and
circumstances with respect to the na-
ture, scope, conditions, amount, matu-
rity, and other terms of the particular
indebtedness must be shown in each
case.

(ii) Ordinarily an amount used to pay
or retire an indebtedness, in whole or
in part, at or prior to the maturity and
in accordance with the terms thereof
will be considered reasonable, and may
be allowable as a deduction for the
year in which so used. However, if an
amount has been set aside in a prior
year for payment or retirement of the
same indebtedness, the amount so set
aside shall not be allowed as a deduc-
tion in the year of the payment.

(iii) All amounts irrevocably set
aside for the payment or retirement of
an indebtedness in accordance with and
pursuant to the terms of the obliga-
tion, for example, the annual contribu-
tion to trustees required by the provi-
sions of a mandatory sinking fund
agreement, will be considered as com-
plying with the requirement of reason-
ableness. To be considered reasonable,
it is not necessary that the plan of re-
tirement provide for a retroactive set-
ting aside of amounts for years prior to
that in which the plan is adopted. How-
ever, if a voluntary plan was adopted
before 1934, no adjustment is allowable
in respect of the amounts set aside in
the years prior to 1934.

(5) Burden of proof. The burden of
proof will rest upon the taxpayer to
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sustain the deduction claimed. There-
fore, the taxpayer must furnish the in-
formation required by the return, and
such other information as the district
director may require in substantiation
of the deduction claimed.

(6) Allowance to a successor corpora-
tion. For allowance of deduction for
pre-1934 indebtedness to a successor
corporation, see section 381(c)(15).

(h) Expenses and depreciation applica-
ble to property of the taxpayer. (1) In
computing undistributed personal hold-
ing company income in the case of a
personal holding company which owns
or operates property, section 545(b)(8)
provides a specific limitation with re-
spect to the allowance of deductions
for trade or business expenses and de-
preciation allocable to the operation or
maintenance of such property. Under
this limitation, these deductions shall
not be allowed in an amount in excess
of the aggregate amount of the rent or
other compensation received for the
use of, or the right to use, the prop-
erty, unless it is established to the sat-
isfaction of the Commissioner:

(i) That the rent or other compensa-
tion received was the highest obtain-
able, or if none was received, that none
was obtainable;

(ii) That the property was held in the
course of a business carried on bona
fide for profit; and

(iii) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or
that the property was necessary to the
conduct of the business.

(2) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If, in computing undistributed
personal holding company income, a
personal holding company claims de-
ductions for expenses and depreciation
allocable to the operation and mainte-
nance of property owned or operated by
the company, in an aggregate amount
in excess of the rent or other com-
pensation received for the use of, or the
right to use, the property, it shall at-
tach to its income tax return a state-
ment setting forth its claim for allow-
ance of the additional deductions, to-
gether with a complete statement of
the facts and circumstances pertinent
to its claim and the arguments on

which it relies. Such statement shall
set forth:

(i) A description of the property;
(ii) The cost or other basis to the cor-

poration and the nature and value of
the consideration paid for the property;

(iii) The name and address of the per-
son from whom the property was ac-
quired and the date the property was
acquired;

(iv) The name and address of the per-
son to whom the property is leased or
rented, or the person permitted to use
the property, and the number of shares
of stock, if any, held by such person
and the members of his family;

(v) The nature and gross amount of
the rent or other compensation re-
ceived for the use of, or the right to
use, the property during the taxable
year and for each of the five preceding
years and the amount of the expenses
incurred with respect to, and the depre-
ciation sustained on, the property for
such years;

(vi) Evidence that the rent or other
compensation was the highest obtain-
able or, if none was received, a state-
ment of the reasons therefore;

(vii) A copy of the contract, lease or
rental agreement;

(viii) The purpose for which the prop-
erty was used;

(ix) The business, carried on by the
corporation, with respect to which the
property was held and the gross in-
come, expenses, and taxable income de-
rived from the conduct of such business
for the taxable year and for each of the
five preceding years;

(x) A statement of any reasons which
existed for expectation that the oper-
ation of the property would be profit-
able, or a statement of the necessity
for the use of the property in the busi-
ness of the corporation, and the rea-
sons why the property was acquired;
and

(xi) Any other information pertinent
to the taxpayer’s claim.

(i) Amount of a lien in favor of the
United States. (1) If notices of lien are
filed in the manner provided in section
6323(f), the amount of the liability to
the United States outstanding at the
close of the taxable year, and secured
by such liens which are in effect at
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that time, shall be allowed as a deduc-
tion in computing undistributed per-
sonal holding company income. How-
ever, the amount of such deduction
which may be allowed for any taxable
year shall not exceed the taxable in-
come (as adjusted for purposes of deter-
mining the undistributed personal
holding company income, but without
regard to the deduction under section
545(b)(9)) for such year. The fact that
the amount of, or any part of, the out-
standing obligation to the United
States was deducted for one taxable
year does not prevent its deduction for
a subsequent taxable year to the extent
the obligation is still outstanding at
the close of the subsequent taxable
year and is secured by a lien, notice of
which has been filed.

(2) Subparagraph (1) of this para-
graph may be illustrated by the fol-
lowing example:

Example. If the taxpayer (on the calendar
year basis) is subject to a lien (notice of
which has been properly filed) in the amount
of $500,000 at the close of the calendar year
1954 and has taxable income of $400,000 for
such taxable year, the deduction allowable
by reason of the lien for the calendar year
1954 is $400,000. If, at the close of the taxable
year ended December 31, 1955, the taxpayer is
still subject to the same lien of $500,000 and
it has taxable income of $450,000, a deduction
is allowed by reason of such lien in the
amount of $450,000.

(3) When the obligation secured by
the lien in favor of the United States
has been satisfied or released, the sum
of the amounts which have been al-
lowed as deductions under section
545(b)(9) in respect of such obligation
shall be restored to taxable income for
the year in which such lien is satisfied
or released. If only a part of the obliga-
tion secured by the lien has been satis-
fied, the sum of the amounts which
have been allowed as deductions under
section 545(b)(9) in respect of such part
shall be included in taxable income for

the year of the satisfaction for the pur-
pose of determining undistributed per-
sonal holding company income. It
should be noted, however, that only the
sum of the amounts which have been
allowed as deductions under section
545(b)(9) and subparagraph (1) of this
paragraph shall be included in taxable
income. Thus, any amounts which were
allowed as deductions under section
504(e) of the Internal Revenue Code of
1939 shall not be included as taxable in-
come for any taxable year under sec-
tion 545(b)(9) and subparagraph (1) of
this paragraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. Assume the same facts as in the
example in subparagraph (2) of this para-
graph, and assume further that the corpora-
tion has $100,000 taxable income both for 1956
(before including the $400,000 described
below) and for 1957. In 1956, the corporation
pays $200,000 of the obligation, thereby re-
ducing its liability from $500,000 to $300,000.
In such case, $400,000 is included in taxable
income in computing its undistributed per-
sonal holding company income for 1956, that
is, the sum of the $200,000 deduction for 1954
and the $200,000 deduction for 1955 in respect
of the liability which is paid in 1956. In 1957,
property of the corporation is discharged
from the lien by reason of the fact that the
value of the remaining property of the cor-
poration exceeds double the outstanding li-
ability. (See section 6325(b)(1).) Since this
was not a release or satisfaction of the lien,
no amount is added to taxable income for
1957 with respect to the property discharged
from the lien. In 1958, the remaining prop-
erty is released from the lien by reason of a
bond being accepted under section 6325(a)(2).
There is added to taxable income in com-
puting undistributed personal holding com-
pany income for 1958, $850,000, that is, the
sum of the deductions allowed for 1954, 1955,
1956, and 1957 in respect of the $300,000 liabil-
ity, the lien for which was released in 1958.
This amount of $850,000, is computed as fol-
lows:

Year
Out-

standing li-
ability

Taxable in-
come

Deduction
as limited
by taxable

income

Amount at-
tributable

to part
payment of
$200,000
in 1956

Amount at-
tributable
to release
of lien in

1958

1954 ........................................................................................ $500,000 $400,000 $400,000 $200,000 $200,000
1955 ........................................................................................ 500,000 450,000 450,000 200,000 250,000
1956 ........................................................................................ 300,000 500,000 300,000 .................. 300,000
1957 ........................................................................................ 300,000 100,000 100,000 .................. 100,000
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Year
Out-

standing li-
ability

Taxable in-
come

Deduction
as limited
by taxable

income

Amount at-
tributable

to part
payment of
$200,000
in 1956

Amount at-
tributable
to release
of lien in

1958

Total .......................................................................... .................. .................. .................. .................. 850,000

(5)(i) If an amount has been included
in undistributed personal holding com-
pany income of the personal holding
company by reason of section 545(b)(9),
any shareholder of the company may
elect to compute his income tax with
respect to such of his dividends as are
attributable to such amount as though
such dividends were received ratably
over the period the lien was in effect.

(ii) For purposes of section 545(b)(9),
the dividends paid during the taxable
year of the personal holding company
(computed as of the close of such year)
shall be deemed attributable first to
undistributed personal holding com-
pany income by reason of section
545(b)(9) (computed as of the close of
the taxable year of the personal hold-
ing company). If the period over which
the lien was in effect consists of sev-
eral taxable years of the personal hold-
ing company, the dividend deemed re-
ceived for any taxable year shall be
deemed received on the last day of such
taxable year of the personal holding
company.

(iii) Such election shall be made in a
statement showing the amount of the
deduction under section 545(b)(9) for
each taxable year of the period in
which the lien was in effect, the
amount of such deduction, if any,
which was added to undistributed per-
sonal holding company income in a
later year or years as a result of par-
tial satisfaction or release of such lien,
and the details thereof, the taxable
year or years to which such dividends
are allocable, and a computation of
tax, on the basis of the election, for all
taxable years affected by such ratable
allocation of the dividends. Further,
the statement shall show the district
director’s office in which the returns,
for the years to which the dividends
are allocable, were filed, the kind of re-
turns which were filed (separate re-
turns or joint returns), and the name
and address under which the returns
were filed. The statement shall be at-

tached to the shareholder’s return for
the taxable year for which the dividend
would be reported but for such elec-
tion.

(iv) The operation of this subpara-
graph may be illustrated as follows: If,
in the example under subparagraph (4)
of this paragraph, shareholder A owns
75 percent in value of the outstanding
stock of the personal holding company,
and receives a dividend of $540,000 from
such company during 1958 (the total
dividend distribution being $720,000) he
may elect to compute his income tax
with respect to the $540,000 in dividends
for 1958 as if he had received $127,058.82
of such dividends for 1954 ($200,000/
850,000 of $540,000), $158,823.53 of such
dividends for 1955 ($250,000/850,000 of
$540,000), $190,588.23 of such dividends
for 1956 ($300,000/850,000 of $540,000), and
$63,529.41 of such dividends for 1957
($100,000/850,000 of $540,000). Accord-
ingly, the tax computed for 1958 with
respect to such dividends shall be the
aggregate of the taxes attributable to
such amounts had they been distrib-
uted in the respective years.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6805, 30 FR 3209, Mar. 9,
1965; T.D. 6841, 30 FR 9305, July 27, 1965; T.D.
6949, 33 FR 5526, Apr. 9, 1968; T.D. 7207, 37 FR
20796, Oct. 5, 1972; T.D. 7429, 41 FR 35492, Aug.
23, 1976; T.D. 7649, 44 FR 60086, Oct. 18, 1979]

§ 1.545–3 Special adjustment to taxable
income.

(a) In general. In computing undis-
tributed personal holding company in-
come for any taxable year beginning
after December 31, 1963, section 545(c)
(1) provides that, except as otherwise
provided in section 545(c), there shall
be allowed as a deduction amounts
used or amounts irrevocably set aside
(to the extent reasonable with ref-
erence to the size and terms of the in-
debtedness) during such year to pay or
retire qualified indebtedness (as de-
fined in section 545(c)(3) and paragraph
(d) of this section). The reasonableness
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of amounts irrevocably set aside shall
be determined under the rules of para-
graph (g)(4) of § 1.545–2.

(b) Amounts used or irrevocably set
aside—(1) In general. The deduction is
allowable, in any taxable year, only for
amounts used or irrevocably set aside
in that year to extinguish or discharge
qualified indebtedness. If amounts are
set aside in 1 year, no deduction is al-
lowable for a later year in which such
amounts are actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. The same item shall not be de-
ducted more than once.

(2) Refunding, etc., of qualified indebt-
edness. (i) A refunding, renewal or mere
change in the form of a qualified in-
debtedness which does not involve a
substantial change in the economic
terms of the indebtedness will not re-
sult in an allowable deduction whether
or not funds are obtained from such re-
funding, renewal, or change in form,
and whether or not such funds are ap-
plied on the prior obligation, and will
not constitute a reduction in the
amount of such qualified indebtedness.
For purposes of this section, if, in con-
nection with a refunding, renewal, or
other change in the form of an indebt-
edness, the rate of interest or principal
amount of such debt, or the date when
payment is due with respect to such
debt or significantly changed, or if,
after the refunding, renewal, or other
change in the form of such debt, the
creditor to whom such debt is owed is
neither the creditor to whom such debt
was owed before such refunding, re-
newal, or other change, nor a person
standing in a relationship to such cred-
itor described in section 267(b), then a
substantial change in the economic
terms of such indebtedness will nor-
mally have occurred.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On December 31, 1963, M owes
$10,000 to X represented by a 6-percent, 90-
day note payable on January 31, 1964. On
January 31, 1964, M renews the debt, giving X

a new 6-percent, 90-day note (payable on Apr.
30, 1964) and paying the accrued interest on
the old note. Since the date when payment is
due has been significantly changed, a sub-
stantial change in the economic terms of the
indebtedness has occurred.

Example (). On December 31, 1963, S owes
$5,000 to T represented by a 6-percent note
payable on January 1, 1965. On December 23,
1964, S liquidates the note, giving T a new
note for $5,000 due on January 2, 1965, and
bearing interest at 6 percent. Since the
transaction does not involve a substantial
change in the economic terms of the indebt-
edness, the transaction will not result in an
allowable deduction, and the amount of the
qualified indebtedness will not be reduced.

Example 3. (i) On December 31, 1963, Q owes
$45,000 to R represented by a demand note.
On July 1, 1964, Q renews $30,000 of the in-
debtedness by issuing a new demand note to
R and liquidates $15,000 of the debt. Since the
principal amount of the debt has been sig-
nificantly changed, there has been a substan-
tial change in the economic terms of the in-
debtedness.

(ii) If Q had issued renewal notes for $44,000
and had paid only $1,000 of the total indebt-
edness, then a significant change in the prin-
cipal amount of the debt would not have oc-
curred and Q would have been entitled to
only a $1,000 deduction (the amount actually
paid during the taxable year). In addition,
the amount of qualified indebtedness would
have been reduced to $44,000.

(c) Corporations to which applicable.
Section 545(c)(2) describes the corpora-
tions to which section 545(c) applies. In
order to qualify under section 545(c)(2),
the corporation must be one:

(1) Which for at least one of its two
most recent taxable years ending be-
fore February 26, 1964, was not a per-
sonal holding company under section
542, but which would have been a per-
sonal holding company under section
542 for such taxable year if the law ap-
plicable for the first taxable year be-
ginning after December 31, 1963, had
been applicable to such taxable year; or

(2) Which is an acquiring corporation
treated as a corporation described in
subparagraph (1) of this paragraph by
reason of section 381(c)(15) (relating to
the carryover of certain indebtedness
in corporate acquisitions), but only to
the extent of the qualified indebtedness
to which it has succeeded under section
381(c)(15) and the indebtedness referred
to in paragraph (d)(1)(ii) of this section
incurred to replace qualified indebted-
ness to which it has succeeded under
section 381(c)(15).
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The law applicable for the first taxable
year beginning after December 31, 1963,
for purposes of this paragraph means
part II (section 541 and following), sub-
chapter G, chapter 1 of the Code as ap-
plicable to such year but does not in-
clude amendments to other parts of the
Code first applicable with respect to
such year. For an example of a corpora-
tion described in subparagraph (1) of
this paragraph see paragraph (f)(1) of
§ 1.333–5.

(d) Qualified indebtedness—(1) General
definition. Except as provided in sub-
paragraphs (2), (3), and (4) of this para-
graph the term qualified indebtedness
means:

(i) The outstanding indebtedness (as
defined in subparagraph (6) of this
paragraph) incurred after December 31,
1933, and before January 1, 1964, by the
taxpayer (or to which the taxpayer suc-
ceeded in a transaction to which sec-
tion 381(c)(15) applies), and

(ii) The outstanding indebtedness (as
defined in subparagraph (6) of this
paragraph) incurred after December 31,
1963, by the taxpayer (or to which the
taxpayer succeeded in a transaction to
which section 381(c)(15) applies) for the
purpose of making a payment or set-
aside referred to in paragraph (a) of
this section in the same taxable year of
the debtor in which such indebtedness
was incurred. An indebtedness shall be
deemed not to have been incurred for
the purpose of making a payment or
set-aside referred to in paragraph (a) of
this section when such indebtedness is
a consequence of a refunding, renewal
or mere change in the form of a quali-
fied indebtedness which does not in-
volve a substantial change in the eco-
nomic terms of the qualified indebted-
ness. (See paragraph (b)(2) of this sec-
tion for the meaning of substantial
change in the economic terms of the in-
debtedness.) In the case of such a pay-
ment or set-aside which is made on or
after the first day of the first taxable
year beginning after December 31, 1963,
such indebtedness incurred after De-
cember 31, 1963, is treated as qualified
indebtedness only to the extent that
the deduction from taxable income
otherwise allowed by section 545(c)(1)
with respect to such payment or set-
aside is treated as non-deductible by

reason of the election referred to in
paragraph (e) of this section.

(2) Exception for indebtedness owed to
certain shareholders. For purposes of
subparagraph (1) of this paragraph,
qualified indebtedness does not include
any amounts which were, at any time
after December 31, 1963, and before the
payment or set-aside to which this sec-
tion applies, owed directly or indi-
rectly to a person who at such time
owned more than 10 percent in value of
the taxpayer’s outstanding stock. The
rules of section 318(a) and the regula-
tions thereunder apply for the purpose
of determining ownership under this
subparagraph. Amounts which cease to
be qualified indebtedness by reason of
this subparagraph may not subse-
quently become qualified indebtedness
as a result of any change in the facts
(for example, a subsequent sale of
stock by the person to whom the
amounts are directly or indirectly
owed).

(3) Reduction for amounts irrevocably
set aside. For purposes of subparagraph
(1) of this paragraph, qualified indebt-
edness with respect to a particular con-
tract is reduced when and to the extent
that amounts are irrevocably set aside
to pay or retire such indebtedness. An
amount is not considered to be irrev-
ocably set aside if any person could use
such amount for any purpose other
than the retirement of the qualified in-
debtedness with respect to which it was
set aside. No deduction is allowed
under section 545(c)(1) and this section
for payments out of amounts pre-
viously set aside. Thus, for example, if
a corporation, which is a June 30 fiscal
year taxpayer, incurs indebtedness of
$1 million on February 1, 1962, and, in
accordance with its contract of indebt-
edness, irrevocably sets aside $50,000 in
a sinking fund on February 1, of each
of the years 1963, 1964, and 1965, then its
qualified indebtedness on January 1,
1964, is $950,000 ($1 million less one set-
aside of $50,000 in 1963). The corpora-
tion is not allowed a deduction under
section 545(c)(1) for the set-aside of
$50,000 made during its taxable year
ending on June 30, 1964, since section
545(c) is applicable only to taxable
years beginning after December 31,
1963, but the qualified indebtedness is
nevertheless reduced by such amount.
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The corporation is allowed a deduction
of $50,000 for its taxable year ending
June 30, 1965, as a result of the set-
aside made during such taxable year,
and qualified indebtedness on July 1,
1965, is $850,000. No deduction is allowed
to the corporation for a payment in
any subsequent taxable year from the
amounts so set aside.

(4) Reduction on disposition of certain
property. (i) Section 545(c)(6) provides
that the total amount of the taxpayer’s
qualified indebtedness (as determined
under subdivision (ii) of this subpara-
graph) shall be reduced if property of a
character subject to the allowance for
exhaustion, wear and tear, obsoles-
cence, amortization, or depletion is
disposed of after December 31, 1963. The
reduction is made pro rata (in accord-
ance with subdivision (iii) of this sub-
paragraph) for the taxable year of such
disposition and is equal in total
amount to the excess, if any, of:

(a) The adjusted basis of the property
disposed of (determined under section
1011 and the regulations thereunder)
immediately before such disposition;
over

(b) The amount of qualified indebted-
ness which ceased to be qualified in-
debtedness with respect to the tax-
payer by reason of the assumption of
indebtedness by the transferee of the
property disposed of (whether or not
such indebtedness was incurred by the
taxpayer in connection with the prop-
erty disposed of).

For purposes of (b) of this subdivision,
the transferee will be treated as having
assumed qualified indebtedness if such
transferee acquires real estate of which
the taxpayer is the legal or equitable
owner immediately before the transfer
and which is subject to indebtedness
that, with respect to the taxpayer, is
qualified indebtedness immediately be-
fore the transfer, provided the taxpayer
shows to the satisfaction of the Com-
missioner that under all the facts and
circumstances it no longer bears the
burden of discharging such indebted-
ness.

(ii) The indebtedness reduced under
the rule of this subparagraph is the
qualified indebtedness which is out-
standing with respect to the taxpayer
immediately after the disposition re-

ferred to in subdivision (i) of this sub-
paragraph.

(iii) The reduction with respect to
any particular contract of indebtedness
under the rules of this subparagraph
shall be determined by multiplying the
total reduction (determined under sub-
division (i) of this subparagraph) by the
ratio which the amount of the qualified
indebtedness owed with respect to such
contract by the taxpayer on the date
referred to in subdivision (ii) of this
subparagraph bears to the aggregate
qualified indebtedness owed by the tax-
payer with respect to all contracts on
such date.

(5) Total debt consisting of both quali-
fied and nonqualified indebtedness. In
any case where, with respect to a par-
ticular contract of indebtedness, a part
of the total indebtedness owed with re-
spect to such contract is qualified in-
debtedness and the other part is in-
debtedness which is not qualified in-
debtedness, then, any amount paid or
irrevocably set aside with respect to
such contract shall be allocated be-
tween both such parts pro rata unless
the taxpayer clearly indicates in its re-
turn the part of the payment or set-
aside which shall be allocated to the
qualified indebtedness.

(6) Outstanding indebtedness. For pur-
poses of determining qualified indebt-
edness, the term indebtedness has the
same meaning that it has under section
545(b)(7) and paragraph (g)(2) of § 1.545–
2. Indebtedness ceases to be out-
standing when the taxpayer no longer
has an obligation absolute and not con-
tingent with respect to the payment of
such debt. An indebtedness evidenced
by bonds, notes, or other obligations
issued by a corporation is ordinarily
incurred as of the date such obligations
are issued, and the amount of such in-
debtedness is the amount represented
by the face value of the obligations.
However, a refunding, renewal, or mere
change in the form of an indebtedness
which does not involve a substantial
change in the economic terms of the
indebtedness will not have the effect of
changing the date the indebtedness was
incurred. (See paragraph(b)(2) of this
section for the meaning of substantial
change in the economic terms of the in-
debtedness.) For purposes of this sec-
tion, the outstanding indebtedness of a
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taxpayer includes a mortgage or other
security interest on real estate of
which such taxpayer is the legal or eq-
uitable owner (even though the tax-
payer is not directly liable on the un-
derlying evidence of indebtedness se-
cured by such mortgage or security in-
terest) provided such taxpayer shows
to the satisfaction of the Commissioner
that under all of the facts and cir-
cumstances it bears the burden of dis-
charging such indebtedness. Thus, for
example, if X acquires from Y property
which is subject to a mortgage (X not
assuming the indebtedness underlying
such mortgage) and if X actually bears
the burden of discharging the indebted-
ness, then, after the date of acquisi-
tion, such underlying indebtedness is
outstanding indebtedness with respect
to X, and, since Y’s obligation to pay is
in fact contingent upon X failing to
discharge the indebtedness, such in-
debtedness is not outstanding indebted-
ness with respect to Y.

(7) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example 1. M Corporation, a calendar year
taxpayer has $600,000 of indebtedness out-
standing on December 31, 1963 (which was in-
curred after 1933), represented by three de-
mand notes. Individuals A and B (who are
not shareholders) each hold one of M Cor-
poration’s notes in the amount of $150,000
and N Corporation (which is not a share-
holder) holds M Corporation’s note in the
amount of $300,000. The note held by N Cor-
poration is secured by a mortgage on certain
depreciable real estate owned by M Corpora-
tion which has an adjusted basis to it on
July 1, 1964, of $500,000. On July 1, 1964, M
Corporation sells the depreciable real estate
to O Corporation in consideration for $200,000
in cash and the assumption by O Corporation
of the indebtedness on the note held by N
Corporation. M Corporation borrows $200,000
on September 30, 1964, of which amount
$150,000 is simultaneously applied to liq-
uidate the note held by B. M Corporation’s
qualified indebtedness is reduced on July 1,
1964, by $300,000, the qualified indebtedness
which ceased to be outstanding by reason of
the transfer. In addition, the reduction (com-
puted under section 545(c)(6) and subpara-
graph (4) of this paragraph) of M Corpora-
tion’s qualified indebtedness by reason of the
disposition of depreciable property on July 1,
1964, is as follows:
Outstanding qualified indebtedness after reduc-

tion of qualified indebtedness which ceased to
be outstanding by reason of the transfer but
before the sec. 545(c)(6) reduction ................. $300,000

Reduced by:
The excess of the adjusted basis of depre-

ciable real estate disposed of on July 1,
1964 ($500,000), over the amount of
qualified indebtedness assumed by O
Corporation ($300,000) ............................. 200,000

Qualified indebtedness after reductions from
transfer and assumption of indebtedness ........ 100,000

The pro-rata share of the reduction with re-
spect to each debt is computed as follows:
Note held by A:

Qualified indebtedness owed by taxpayer
on the note held by A before the disposi-
tion of depreciable property ...................... $150,000

Less the pro-rata share of the total reduc-
tion computed under subparagraph (4) of
this paragraph allocable to such note
$200,000× ($150,000÷$300,000) .............. 100,000

Qualified indebtedness owed on the note held
by A after the transfer ...................................... 50,000

Note held by B:
Qualified indebtedness owed by taxpayer

on the note held by B before the transfer
of depreciable property ............................. $150,000

Less the pro-rata share of the total reduc-
tion computed under subparagraph (4) of
this paragraph allocable to such note
$200,000× ($150,000÷$300,000) .............. 100,000

Qualified indebtedness owed on the note
held by B after the transfer ....................... 50,000

Of the $150,000 paid by M Corporation on Sep-
tember 30, 1964, to retire the note held by B
only $50,000 qualified as a use of an amount
to pay or retire qualified indebtedness and,
thus, only $50,000 is allowable as a deduction
for purposes of computing undistributed per-
sonal holding company income for 1964.

Example 2. The facts are the same as in ex-
ample 1 except that M Corporation elects in
accordance with paragraph (e) of this section
not to deduct $25,000 of the $50,000 amount
otherwise deductible. Then $25,000 of the
$200,000 of new indebtedness incurred by M
Corporation is qualified indebtedness. If the
payment on the note held by B had not been
made until January 1, 1965, then the new in-
debtedness would not be qualified indebted-
ness since the payment was not made in the
taxable year in which the new indebtedness
was incurred. If M Corporation pays $40,000
on April 1 and July 1, 1965, on the indebted-
ness incurred September 30, 1964, then (un-
less M indicates otherwise in its return for
1965 in accordance with subparagraph (5) of
this paragraph) the payments made on such
dates must be allocated between qualified
and nonqualified indebtedness in the fol-
lowing manner:

Qualfied Non-
qualified

April 1 payment:
$40,000×$25,000 (quali-

fied)÷$200,000 (total indebted-
ness) ........................................... $5,000
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Qualfied Non-
qualified

$40,000×$175,000 (non-
qualified)÷$200,000 (total indebt-
edness) ....................................... .............. $35,000

July 1 payment:
$40,000×$20,000 (quali-

fied)÷$160,000 (total indebted-
ness) ........................................... 5,000

$40,000×$140,000 (non-
qualified)÷$160,000 (total indebt-
edness) ....................................... .............. 35,000

Total ................................. 10,000 70,000

Thus, a total of $10,000 of the two payments
would be considered used to pay or retire
qualified indebtedness. The results in exam-
ples 1 and 2 would be the same if O Corpora-
tion purchased the real estate subject to the
indebtedness (not assuming the indebted-
ness) on the note held by N Corporation, pro-
vided M Corporation does not bear the bur-
den of discharging such indebtedness after
July 1, 1964.

Example 3. C owns all of the 1000 shares of
outstanding capital stock of P Corporation.
On December 31, 1963, P Corporation, a cal-
endar year taxpayer, owes $200,000 of out-
standing indebtedness to D and$500,000 of
outstanding indebtedness to E. These debts
were incurred after 1933. On January 15, 1964,
P Corporation pays $100,000 in partial liq-
uidation of the $500,000 indebtedness. On
March 15, 1964, P Corporation pays $50,000
into a sinking fund with respect to the
$200,000 indebtedness owed to D. On April 15,
1964, D purchases one-half of the shares
owned by C, constituting 50 percent in value
of P Corporation’s outstanding stock. P Cor-
poration, on June 15, 1964, pays $50,000 into a
sinking fund with respect to the indebted-
ness owed to D. For purposes of the March 15,
1964, set-aside, the indebtedness owed to D
($200,000) is qualified indebtedness. However,
the indebtedness owed to D is not qualified
indebtedness for purposes of the June set-
aside with respect to such indebtedness since
D is a person who after December 31, 1963,
and before the June set-aside, owned more
than 10 percent in value of P Corporation’s
outstanding stock. Moreover, any subse-
quent set-asides made with respect to the in-
debtedness owed to D will not be made with
respect to qualified indebtedness even if the
shares owned by D are subsequently sold. As-
suming no payments or set-asides are made
by P Corporation after June 15, 1964, the P
Corporation is entitled to a deduction of
$150,000 under section 545(c)(1) for the cal-
endar year 1964 for amounts paid and for
amounts irrevocably set aside to pay or re-
tire qualified indebtedness, and the total
qualified indebtedness at the end of 1964 is
$400,000. No additional deduction is allowed
in subsequent taxable years for amounts paid
out of the amounts set aside in 1964.

(e) Election not to deduct—(1) In gen-
eral. Section 545(c)(4) provides that a
taxpayer may elect to treat as non-
deductible amounts otherwise deduct-
ible under section 545(c)(1) for the tax-
able year. The election shall be in the
form of a statement of election filed on
or before the 15th day of the third
month following the close of the tax-
able year with respect to which the
election applies. The election shall be
irrevocable after such date.

(2) Statement of election. The state-
ment of election referred to in subpara-
graph (1) of this paragraph shall be at-
tached to the taxpayer’s Schedule PH
(Form 1120) for the year with respect to
which such election applies, if such
schedule is filed on or before the date
referred to in subparagraph (1) of this
paragraph. If the taxpayer’s Schedule
PH (Form 1120) is not filed on or before
such date, then the statement of elec-
tion shall clearly set forth the tax-
payer’s name, address, and employer
identification number, shall be signed
by an officer of the taxpayer who is au-
thorized to sign a return of the tax-
payer with respect to income, and shall
be filed with the district director for
the internal revenue district in which
the taxpayer’s income tax return (for
the year with respect to which the
election is applicable) would be filed.
The following information shall be in-
cluded in the statement of election:

(i) A statement that the taxpayer
wishes to elect in accordance with sec-
tion 545(c)(4);

(ii) The amounts paid or set aside
which are to be treated as nondeduct-
ible under section 545(c)(4) and this sec-
tion;

(iii) All information necessary to
identify the qualified indebtedness
with respect to which such amounts
were paid or set aside;

(iv) The date on which such pay-
ments or set-asides were made; and

(v) All information necessary to iden-
tify the indebtedness (referred to in
section 545(c)(3)(A)(ii) and paragraph
(d)(1)(ii) of this section) incurred for
the purpose of making the payments or
set-asides which the taxpayer elects to
treat as nondeductible, including:

(a) The date on which such indebted-
ness was incurred;

(b) The amount of such indebtedness;
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(c) The person or persons to whom
such indebtedness is owed; and

(d) A statement that such person or
persons do not own more than 10 per-
cent in value of the taxpayer’s out-
standing stock.

(f) Limitation on deduction—(1) In gen-
eral. Section 545(c)(5) provides certain
limitations on the deduction otherwise
allowed by section 545(c)(1). Such de-
duction is reduced by the sum of the
following amounts:

(i) The amount, if any, by which:
(a) The deductions allowed for the

taxable year and all preceding taxable
years beginning after December 31,
1963, for exhaustion, wear and tear, ob-
solescence, amortization, or depletion
(other than such deductions which are
disallowed in computing undistributed
personal holding company income
under the rule of paragraph (h) of
§ 1.545–2), exceed

(b) Any reduction, by reason of sec-
tion 545(c)(5)(A) and this subdivision
(i), of the deductions otherwise allowed
by section 545(c)(1) for such preceding
years; and

(ii) The amount, if any, by which:
(a) The deductions allowed under sec-

tion 545(b)(5) (relating to long-term
capital gain deduction) in computing
undistributed personal holding com-
pany income for the taxable year and
all preceding taxable years beginning
after December 31, 1963, exceed

(b) Any reduction, by reason of sec-
tion 545(c)(5)(B) and this subdivision
(ii), of the deductions otherwise al-
lowed by section 545(c)(1) for such pre-
ceding years.

(2) Allocation of reduction. If the total
reduction required by subparagraph (1)
of this paragraph is greater than the
amount of the payment or set-aside
made in respect of qualified indebted-
ness in a taxable year, then the portion

of the reduction which is attributable
to either section 545(c)(5)(A) or section
545(c)(5)(B), as the case may be, is that
portion which bears the same ratio to
the total reduction as the total reduc-
tion available under either section
545(c)(5)(A) or section 545(c)(5)(B), re-
spectively, bears to the total reduction
available under both such sections.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (i) Q Corporation, a calendar year
taxpayer, has qualified indebtedness of
$400,000 on January 1, 1964, with respect to
which payments of $50,000 are made on April
15, 1964, and 1965, and $300,000 on April 15,
1966. In the years 1964 and 1966, Q Corpora-
tion is allowed a deduction under section
545(b)(5) of $50,000 for the excess of its net
long-term capital gain over its net short-
term capital loss, minus the taxes attrib-
utable to such excess. Q Corporation is al-
lowed a depreciation deduction of $50,000 for
each of its taxable years 1964 through 1966. Q
Corporation is a personal holding company
with taxable income of $200,000 in each of the
years 1964 and 1966.

(ii) For 1964, in computing undistributed
personal holding company income, Q Cor-
poration’s taxable income is reduced by
$50,000 by reason of the deduction under sec-
tion 545(b)(5). No part of the depreciation de-
duction is disallowed under the rule of para-
graph (h) of § 1.545–2. Q Corporation’s deduc-
tion for payment of qualified indebtedness
otherwise allowable under section 545(c)(1)
and this section is reduced to zero by reason
of the depreciation deduction and the capital
gains deduction. The reduction by reason of
section 545(c)(5)(A) and subparagraph (1)(i) of
this paragraph (depreciation) is $25,000
[($50,000 ÷ $100,000) × $50,000], and the reduc-
tion by reason of section 545(c)(5)(B) and sub-
paragraph (1) (ii) of this paragraph (capital
gain) is $25,000 [($50,000 ÷ $100,000) × $50,000].

(iii) For 1966, Q Corporation is allowed a
deduction for payment of qualified indebted-
ness of $100,000 computed as follows:

Amount paid in 1966 to retire qualified indebtedness ......................................................... .................. .................. $300,000
Less the sum of:

(a) Depreciation deductions allowed for 1964 through 1966 (3×$50,000) .................. $150,000
Reduction of deductions in preceding taxable years (1964) ......................... 25,000 $125,000

(b) Deduction allowed under section 545(b)(5) (relating to long-term capital gains)
for 1964 through 1966 .............................................................................................. 100,000

Reduction of deductions in preceding taxable years (1964) ......................... 25,000 75,000 200,000

Deduction after reduction ............................................................................... .................. .................. 100,000

(iv) If, in the year 1966, Q Corporation’s de-
preciation deduction had been limited for

purposes of computing undistributed per-
sonal holding company income to $25,000 by
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reason of section 545(b)(8), then Q Corpora-
tion’s deduction for payment of qualified in-

debtedness would be $125,000, computed as
follows:

Amounts paid in 1966 to retire qualified indebtedness ....................................................... .................. .................. $300,000
Less the sum of:

(a) Depreciation deductions allowed for 1964 through 1966 ....................................... $125,000
Reduction of deductions in preceding taxable year (1964) ........................... 25,000

$100,000
(b) Deduction allowed under section 545(b)(5) (relating to long-term capital gains)

for 1964 through 1966 .............................................................................................. 100,000
Reduction of deductions in preceding taxable years (1964) ......................... 25,000 75,000 175,000

Deduction after reduction ............................................................................... .................. .................. 125,000

(g) Burden of proof. The burden of
proof rests upon the taxpayer to sus-
tain the deduction claimed under this
section. In addition to any information
required by this section, the taxpayer
must furnish the information required
by the return, and such other informa-
tion as the district director may re-
quire in substantiation of the deduc-
tion claimed.

(h) Application of section 381(c)(15).
Under section 381(c)(15), if an acquiring
corporation assumes liability for quali-
fied indebtedness in a transaction to
which section 381(a) applies, then the
acquiring corporation is considered to
be the distributor or transferor cor-
poration for purposes of section 545(c).
Paragraph (c)(2) of this section reflects
the application of section 381(c)(15) by
including an acquiring corporation
within the definition of corporation to
which this section applies. Thus, the
acquiring corporation is not required
to meet the requirements of paragraph
(c)(1) or paragraph (d)(1) of this section
with respect to such acquired qualified
indebtedness to which section 381(c)(15)
is applicable. All the other provisions
of this section apply in full to the ac-
quiring corporation with respect to
such acquired indebtedness.

[T.D. 6949, 33 FR 5526, Apr. 9, 1968; 33 FR 6091,
Apr. 20, 1968]

§ 1.547–1 General rule.
Section 547 provides a method under

which, by virtue of dividend distribu-
tions, a corporation may be relieved
from the payment of a deficiency in the
personal holding company tax imposed
by section 541 (or by a corresponding
provision of a prior income tax law), or
may be entitled to a credit or refund of
a part or all of any such deficiency
which has been paid. The method pro-

vided by section 547 is to allow an addi-
tional deduction for a dividend dis-
tribution (which meets the require-
ments of this section) in computing un-
distributed personal holding company
income for the taxable year for which a
deficiency in personal holding company
tax is determined. The additional de-
duction for deficiency dividends will
not, however, be allowed for the pur-
pose of determining interest, addi-
tional amounts, or assessable pen-
alties, computed with respect to the
personal holding company tax prior to
the allowance of the additional deduc-
tion for deficiency dividends. Such
amounts remain payable as if section
547 had not been enacted.

§ 1.547–2 Requirements for deficiency
dividends.

(a) In general. There are certain re-
quirements which must be fulfilled be-
fore a deduction is allowed for a defi-
ciency dividend under section 547 and
this section. These are:

(1) The taxpayer’s liability for per-
sonal holding company tax shall be de-
termined only in the manner provided
in section 547(c) and paragraph (b)(1) of
this section.

(2) The deficiency dividend shall be
paid by the corporation on, or within 90
days after, the date of such determina-
tion and prior to the filing of a claim
under section 547(e) and paragraph
(b)(2) of this section for deduction for
deficiency dividends. This claim must
be filed within 120 days after such de-
termination.

(3) The deficiency dividend must be
of such a nature as would have per-
mitted its inclusion in the computa-
tion of a deduction for dividends paid
under section 561 for the taxable year
with respect to which the liability for
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personal holding company tax exists, if
it had been distributed during such
year. See section 562 and §§ 1.562–1
through 1.562–3. In this connection, it
should be noted that under section
316(b)(2), the term dividend means (in
addition to the usual meaning under
section 316(a)) any distribution of prop-
erty (whether or not a dividend as de-
fined in section 316(a)) made by a cor-
poration to its shareholders, to the ex-
tent of its undistributed personal hold-
ing company income (determined under
section 545 and §§ 1.545–1 and 1.545–2
without regard to section 316(b)(2)) for
the taxable year in respect of which
the distribution is made.

(b) Special rules—(1) Nature and details
of determination. (i) A determination of
a taxpayer’s liability for personal hold-
ing company tax shall, for the purposes
of section 547, be established in the
manner specified in section 547(c) and
this subparagraph.

(ii) The date of determination by a
decision of the Tax Court of the United
States is the date upon which such de-
cision becomes final, as prescribed in
section 7481.

(iii) The slate upon which a judgment
of a court becomes final, which is the
date of the determination in such
cases, must be determined upon the
basis of the facts in the particular case.
Ordinarily, a judgment of a United
States district court becomes final
upon the expiration of the time allowed
for taking an appeal, if no such appeal
is duly taken within such time; and a
judgment of the United States Court of
Claims becomes final upon the expira-
tion of the time allowed for filing a pe-
tition for certiorari if no such petition
is duly filed within such time.

(iv) The date of determination by a
closing agreement, made under section
7121, is the date such agreement is ap-
proved by the Commissioner.

(v) A determination under section
547(c)(3) may be made by an agreement
signed by the district director or such
other official to whom authority to
sign the agreement is delegated, and by
or on behalf of the taxpayer. The agree-
ment shall set forth the total amount
of the liability for personal holding
company tax for the taxable year or
years. An agreement under this sub-
division which is signed by the district

director (or such other official to whom
authority to sign the agreement is del-
egated) on or after July 15, 1963, shall
be sent to the taxpayer at his last
known address by either registered or
certified mail. For further guidance re-
garding the definition of last known
address, see § 301.6212–2 of this chapter.
If registered mail is used for such pur-
pose, the date of registration shall be
treated as the date of determination; if
certified mail is used for such purpose,
the date of the postmark on the send-
er’s receipt for such mail shall be
treated as the date of determination.
However, if a dividend is paid by the
corporation before such registration or
postmark date but on or after the date
such agreement is signed by the dis-
trict director or such other official to
whom authority to sign the agreement
is delegated, the date of determination
shall be such date of signing. The date
of determination with respect to an
agreement which is signed by the dis-
trict director (or such other official to
whom authority to sign the agreement
is delegated) before July 15, 1963, shall
be the date of the postmark on the
cover envelope in which such agree-
ment is sent by ordinary mail, except
that if a dividend is paid by the cor-
poration before such postmark date but
on or after the date such agreement is
signed by the district director or such
other official to whom authority to
sign the agreement is delegated, the
date of determination shall be such
date of signing.

(2) Claim for deduction—(i) Contents of
claim. A claim for deduction for a defi-
ciency dividend shall be made with the
requisite declaration, on Form 976 and
shall contain the following informa-
tion:

(a) The name and address of the cor-
poration;

(b) The place and date of incorpora-
tion;

(c) The amount of the deficiency de-
termined with respect to the tax im-
posed by section 541 (or a cor-
responding provision of a prior income
tax law) and the taxable year or years
involved; the amount of the unpaid de-
ficiency or, if the deficiency has been
paid in whole or in part, the date of
payment and the amount thereof; a
statement as to how the deficiency was
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established, if unpaid; or if paid in
whole or in part, how it was estab-
lished that any portion of the amount
paid was a deficiency at the time when
paid and, in either case whether it was
by an agreement under section
547(c)(3), by a closing agreement under
section 7121, or by a decision of the Tax
Court or court judgment and the date
thereof; if established by a final judg-
ment in a suit against the United
States for refund, the date of payment
of the deficiency, the date the claim
for refund was filed, and the date the
suit was brought; if established by a
Tax Court decision or court judgment,
a copy thereof shall be attached, to-
gether with an explanation of how the
decision became final; if established by
an agreement under section 547(c)(3), a
copy of such agreement shall be at-
tached;

(d) The amount and date of payment
of the dividend with respect to which
the claim for the deduction for defi-
ciency dividends is filed;

(e) A statement setting forth the var-
ious classes of stock outstanding, the
name and address of each shareholder,
the class and number of shares held by
each on the date of payment of the div-
idend with respect to which the claim
is filed, and the amount of such divi-
dend paid to each shareholder;

(f) The amount claimed as a deduc-
tion for deficiency dividends; and

(g) Such other information as may be
required by the claim form.

(ii) Filing of claim and corporate resolu-
tion. The claim together with a cer-
tified copy of the resolution of the
board of directors or other authority,
authorizing the payment of the divi-
dend with respect to which the claim is
filed, shall be filed with the district di-
rector for the internal revenue district
in which the return is filed.

(iii) Carryover of deficiency dividends
paid by acquiring corporation. In the
case of the acquisition of assets of a
corporation by another corporation in
a distribution or transfer described in
section 381(a), the distributor or trans-
feror corporation shall be entitled to a
deduction for any deficiency dividends
(as defined in section 547(d)) paid by
the acquiring corporation with respect

to such distributor or transferor cor-
poration. See section 381(c)(17).

(68A Stat. 192, 917; 26 U.S.C. 547(c), 7805)

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6657, 28 FR 5720, June 12,
1963; T.D. 7604, 44 FR 18661, Mar. 29, 1979; T.D.
8939, 66 FR 2819, Jan. 12, 2001]

§ 1.547–3 Claim for credit or refund.
(a) If a deficiency in personal holding

company tax is asserted for any tax-
able year, and the corporation has paid
any portion of such asserted deficiency,
it is entitled to a credit or refund of
such payment to the extent that such
payment constitutes an overpayment
as the result of a deduction for a defi-
ciency dividend as provided in section
547 and §§ 1.547–1 through 1.547–7. It
should be noted that a determination
under section 547(c) and paragraph
(b)(1) of § 1.547–2, of taxpayer’s liability
for personal holding company tax may
take place subsequent to the time the
deficiency was paid. To secure credit or
refund of such overpayment, the tax-
payer must file a claim on Form 843 in
addition to the claim for the deduction
for deficiency dividends required under
section 547(e) and paragraph (b)(2) of
§ 1.547–2.

(b) No interest shall be allowed on
such credit or refund.

(c) Such credit or refund will be al-
lowed as if, on the date of the deter-
mination under section 547(c) and para-
graph (b)(1) of § 1.547–2, two years re-
mained before the expiration of the pe-
riod of limitation on the filing of claim
for refund for the taxable year to which
the overpayment relates.

§ 1.547–4 Effect on dividends paid de-
duction.

The deficiency dividends deduction
shall be allowed as of the date the
claim is filed. No duplication of deduc-
tions with respect to any deficiency
dividends is permitted. If a corporation
claims and receives the benefit of the
provisions of section 547 (or the cor-
responding section 506 of the Internal
Revenue Code of 1939, or section 407 of
the Revenue Act of 1938 (52 Stat. 447)),
based upon a distribution of deficiency
dividends, that distribution does not
become a part of the dividends paid de-
duction under section 561. Likewise, it
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will not be made the basis of a divi-
dends paid deduction under section 561
by reason of the application of section
563(b), relating to dividends paid after
the close of the taxable year and on or
before the 15th day of the third month
following the close of such taxable
year.

§ 1.547–5 Deduction denied in case of
fraud or wilful failure to file timely
return.

No deduction for deficiency dividends
shall be allowed under section 547(a) if
the determination contains a finding
that any part of the deficiency is due
to fraud with intent to evade tax, or to
wilful failure to file an income tax re-
turn within the time prescribed by law
or prescribed by the Secretary or his
delegate in pursuance of law. See
§ 1.547–7 for effective date.

§ 1.547–6 Suspension of statute of limi-
tations and stay of collection.

(a) Statute of limitations. If the cor-
poration files a claim for a deduction
for deficiency dividends under section
547(e) and paragraph (b)(2) of § 1.547–2,
the running of the statute of limita-
tions upon assessment, distraint, and
collection in court in respect of the de-
ficiency, and all interest, additional
amounts, or assessable penalties, shall
be suspended for a period of two years
after the date of the determination
under section 547(c) and paragraph
(b)(1) of § 1.547–2.

(b) Stay of collection. If a deficiency in
personal holding company tax is estab-
lished by a determination under sec-
tion 547(c) and paragraph (b)(1) of
§ 1.547–2, collection by distraint or
court proceeding (except in case of
jeopardy), of the deficiency and all in-
terest, additional amounts, and assess-
able penalties, shall be stayed for a pe-
riod of 120 days after the date of such
determination, and, to the extent any
part of such deficiency remains after
deduction for deficiency dividends, for
an additional period until the date the
claim is disallowed. After such claim is
allowed or rejected, either in whole or
in part, the amount of the deficiency
which was not eliminated by the appli-
cation of section 547, together with in-
terest, additional amounts and assess-

able penalties, will be assessed and col-
lected in the usual manner.

§ 1.547–7 Effective date.
The deduction for deficiency divi-

dends, in computing personal holding
company tax for any taxable year, is
allowable only with respect to deter-
minations under section 547(c) made
after November 14, 1954 (the date fall-
ing 90 days after the date of enactment
of the Internal Revenue Code of 1954). If
the taxable year with respect to which
the deficiency is asserted began before
January 1, 1954, the deficiency divi-
dends deduction shall include only the
amounts which would have been in-
cludible in the computation of the
basic surtax credit for such taxable
year under the Internal Revenue Code
of 1939. Section 547(g), relating to the
denial of a deficiency dividends deduc-
tion if the determination contains a
finding that any part of the deficiency
is due to fraud, etc., shall apply only if
the taxable year with respect to which
the deficiency is asserted begins after
December 31, 1953.

FOREIGN PERSONAL HOLDING COMPANIES

§ 1.551–1 General rule.
Part III (section 551 and following),

subchapter G, chapter 1 of the Code,
does not impose a tax on foreign per-
sonal holding companies. The undis-
tributed foreign personal holding com-
pany income of such companies, how-
ever, must be included in the manner
and to the extent set forth in section
551, in the gross income of their United
States shareholders, that is, the share-
holders who are individual citizens or
residents of the United States, domes-
tic corporations, domestic partner-
ships, and estates or trusts other than
estates or trusts the gross income of
which under subtitle A of the Code in-
cludes only income from sources within
the United States.

§ 1.551–2 Amount included in gross in-
come.

(a) The undistributed foreign per-
sonal holding company income is in-
cluded only in the gross income of the
United States shareholders who were
shareholders in the company on the
last day of its taxable year on which a
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