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SUBCHAPTER A—INCOME TAX (CONTINUED)

PART 1—INCOME TAXES

COMPUTATION OF TAXABLE INCOME

Definition of Gross Income, Adjusted Gross
Income, and Taxable Income

Sec.

1.61-1 Gross income.

1.61-2 Compensation for services, including
fees, commissions, and similar items.
1.61-2T Taxation of fringe benefits—1985

through 1988 (temporary).

1.61-3 Gross income derived from business.

1.61-4 Gross income of farmers.

1.61-5 Allocations by cooperative associa-
tions; per-unit retain certificates—tax
treatment as to cooperatives and pa-
trons.

1.61-6 Gains derived from dealings in prop-

erty.
Interest.

1- 8 Rents and royalties.

1-9 Dividends.

1-10 Alimony and separate maintenance
payments; annuities; income from life in-
surance and endowment contracts.

1.61-11 Pensions.

1.61-12 Income from discharge of indebted-

ness.

1.61-13 Distributive share of partnership
gross income; income in respect of a de-
cedent; income from an interest in an es-
tate or trust.

1.61-14 Miscellaneous items of gross income.

1.61-15 Options received as payment of in-
come.

1.61-21 Taxation of fringe benefits.

1.61-22 Taxation of split-dollar life insur-
ance arrangements.

1.62-1 Adjusted gross income.

1.62-1T Adjusted gross income (temporary).

1.62-2 Reimbursements and other expense
allowance arrangements.

1.63-1 Change of treatment with respect to
the zero bracket amount and itemized
deductions.

1.63-2 Cross reference.

1.66-1 Treatment of community income.

1.66-2 Treatment of community income
where spouses live apart.

1.66-3 Denial of the Federal income tax ben-
efits resulting from the operation of
community property law where spouse
not notified.

1.66-4 Request for relief from the Federal
income tax liability resulting from the
operation of community property law.

1.66-5 Effective date.

1.67-1T 2-percent floor on miscellaneous
itemized deductions (temporary).

1.67-2T Treatment of pass-through entities
(temporary).

1.61-
1.6
1.6
1.6

1.67-3 Allocation of expenses by real estate
mortgage investment conduits.

1.67-3T Allocation of expenses by real es-
tate mortgage investment conduits (tem-
porary)

1.67-4T Allocation of expenses by non-
grantor trusts and estates (temporary).
[Reserved]

ITEMS SPECIFICALLY INCLUDED IN GROSS
INCOME

1.71-1 Alimony and separate maintenance
payments; income to wife or former wife.

1.71-1T Alimony and separate maintenance
payments (temporary).

1.71-2 Effective date; taxable years ending
after March 31, 1954, subject to the Inter-
nal Revenue Code of 1939.

1.72-1 Introduction.

1.72-2 Applicability of section.

1.72-3 Excludable amounts not income.

1.72-4 Exclusion ratio.

1.72-5 Expected return.

1.72-6 Investment in the contract.

1.72-7 Adjustment in investment where a
contract contains a refund feature.

1.72-8 Effect of certain employer contribu-
tions with respect to premiums or other
consideration paid or contributed by an
employee.

1.72-9 Tables.

1.72-10 Effect of transfer of contracts on in-
vestment in the contract.

1.72-11 Amounts not received as annuity
payments.

1.72-12 Effect of taking an annuity in lieu of
a lump sum upon the maturity of a con-
tract.

1.72-13 Special rule for employee contribu-
tions recoverable in three years.

1.72-14 Exceptions from application of prin-
ciples of section 72.

1.72-15 Applicability of section 72 to acci-
dent or health plans.

1.72-16 Life insurance contracts purchased
under qualified employee plans.

1.72-17 Special rules applicable to owner-
employees.

1.72-17A Special rules applicable to em-
ployee annuities and distributions under
deferred compensation plans to self-em-
ployed individuals and owner-employees.

1.72-18 Treatment of certain total distribu-
tions with respect to self-employed indi-
viduals.

1.72(e)-1T Treatment of distributions where
substantially all contributions are em-
ployee contributions (temporary).

1.72(p)-1 Loans treated as distributions.

1.73-1 Services of child.

1.74-1 Prizes and awards.

1.75-1 Treatment of bond premiums in case
of dealers in tax-exempt securities.
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1.77-1 Election to consider Commodity
Credit Corporation loans as income.

1.77-2 Effect of election to consider com-
modity credit loans as income.

1.78-1 Dividends received from certain for-
eign corporations by certain domestic
corporations choosing the foreign tax
credit.

1.79-0 Group-term life
tions of certain terms.

1.79-1 Group-term life
rules.

1.79-2 Exceptions to the rule of inclusion.

1.79-3 Determination of amount equal to
cost of group-term life insurance.

1.79-4T Questions and answers relating to
the nondiscrimination requirements for
group-term life insurance (temporary).

1.82-1 Payments for or reimbursements of
expenses of moving from one residence to
another residence attributable to em-
ployment or self-employment.

1.83-1 Property transferred in connection
with the performance of services.

1.83-2 Election to include in gross income in
year of transfer.

Meaning and use of certain terms.

Special rules.

Restrictions that will never lapse.

Deduction by employer.

7 Taxation of nonqualified stock op-
tions.

1.83-7T Taxation of nonqualified stock op-
tions (Temporary).

1.83-8 Applicability of section and transi-
tional rules.

1.84-1 Transfer of appreciated property to
political organizations.

1.85-1 Unemployment compensation.

1.88-1 Nuclear decommissioning costs.

insurance—defini-

insurance—general
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ITEMS SPECIFICALLY EXCLUDED FROM GROSS
INCOME

1.101-1 Exclusion from gross income of pro-
ceeds of life insurance contracts payable
by reason of death.

1.101-2 Employees’ death benefits.

1.101-3 Interest payments.

1.101-4 Payment of life insurance proceeds
at a date later than death.

1.101-5 Alimony, etc., payments.

1.101-6 Effective date.

1.101-7 Mortality table used to determine
exclusion for deferred payments of life
insurance proceeds.

1.102-1 Gifts and inheritances.

1.103-1 Interest upon obligations of a State,
territory, etc.

1.103-2 Dividends from shares and stock of
Federal agencies or instrumentalities.
1.103-3 Interest upon notes secured by mort-
gages executed to Federal agencies or in-

strumentalities.

1.103-4 Interest upon United States obliga-
tions.

1.103-5 Treasury bond exemption in the case
of trusts or partnerships.

26 CFR Ch. | (4-1-04 Edition)

1.103-6 Interest upon United States obliga-
tions in the case of nonresident aliens
and foreign corporations, not engaged in
business in the United States.

1.103-7 Industrial development bonds.

1.103-8 Interest on bonds to finance certain
exempt facilities.

1.103-9 Interest on bonds to finance indus-
trial parks.

1.103-10 Exemption for certain small issues
of industrial development bonds.

1.103-11 Bonds held by substantial users.

1.103-16 Obligations of certain volunteer fire
departments.

1.103(n)-1T Limitation on aggregate amount
of private activity bonds (temporary).

1.103(n)-2T Private activity bond defined
(temporary).

1.103(n)-3T Private
(temporary).

1.103(n)-4T Elective carryforward of unused
private activity bond limit (temporary).

1.103(n)-5T Certification of no consideration
for allocation (temporary).

1.103(n)-6T Determinations of population
(temporary).

1.103(n)-7T Election to allocate State ceil-
ing to certain facilities for local fur-
nishing of electricity (temporary).

1.103A-2 Qualified mortgage bond.

1.104-1 Compensation for injuries or sick-
ness.

1.105-1 Amounts attributable to employer
contributions.

1.105-2 Amounts expended for medical care.

1.105-3 Payments unrelated to absence from
work.

1.105-4 Wage continuation plans.

1.105-5 Accident and health plans.

1.105-6 Special rules for employees retired
before January 27, 1975.
1.105-11 Self-insured medical

ment plan.

1.106-1 Contributions by employer to acci-
dent and health plans.

1.107-1 Rental value of parsonages.

1.108-1 Stock-for-debt exception
apply in de minimis cases.

1.108-2 Acquisition of indebtedness by a per-
son related to the debtor.

1.108-3 Intercompany losses and deductions.

1.108-4 Election to reduce basis of depre-
ciable property under section 108(b)(5) of
the Internal Revenue Code .

1.108-5 Time and manner for making elec-
tion under the Omnibus Budget Rec-
onciliation Act of 1993.

1.108-6 Limitations on the exclusion of in-
come from the discharge of qualified real
property business indebtedness.

1.108-7T Reduction of attributes
porary).

1.108(c)-1T [Reserved]

1.109-1 Exclusion from gross income of les-
sor of real property of value of improve-
ments erected by lessee.

activity bond limit

reimburse-

not to

(tem-
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1.110-1 Qualified lessee construction allow-
ances.

1.111-1 Recovery of certain items previously
deducted or credited.

1.112-1 Combat zone compensation of mem-
bers of the Armed Forces.

1.113-1 Mustering-out payments for mem-
bers of the Armed Forces.

1.117-1 Exclusion of amounts received as a
scholarship or fellowship grant.

1.117-2 Limitations.

1.117-3 Definitions.

1.117-4 1tems not considered as scholarships
or fellowship grants.

1.117-5 Federal grants requiring future serv-
ice as a Federal employee.

1.118-1 Contributions to the capital of a cor-
poration.

1.119-1 Meals and lodging furnished for the
convenience of the employer.

1.120-1 Statutory subsistence allowance re-
ceived by police.

1.120-3 Notice of application for recognition
of status of qualified group legal services
plan.

1.121-1 Exclusion of gain from sale or ex-
change of a principal residence.

1.121-2 Limitations.

1.121-3 Reduced maximum exclusion for tax-
payers failing to meet certain require-
ments.

1.121-3T Reduced maximum exclusion for
taxpayers failing to meet certain re-
quirements (temporary).

1.121-4 Special rules.

1.122-1 Applicable rules relating to certain
reduced uniformed services retirement
pay.

1.123-1 Exclusion of insurance proceeds for
reimbursement of certain living ex-
penses.

1.125-2T Question and answer relating to
the benefits that may be offered under a
cafeteria plan (temporary).

1.125-3 Effect of the Family and Medical
Leave Act (FMLA) on the operation of
cafeteria plans.

1.125-4 Permitted election changes.

1.127-1 Amounts received under a qualified
educational assistance program.

1.127-2 Qualified educational assistance pro-
gram.

1.132-0 Outline of regulations under section
132.

1.132-1 Exclusion from gross income for cer-
tain fringe benefits.

1.132-1T Exclusion from gross income of
certain fringe benefits—1985 through 1988
(temporary).

1.132-2 No-additional-cost services.

1.132-2T No-additional-cost service—1985
through 1988 (temporary).

1.132-3 Qualified employee discounts.

1.132-3T Qualified employee discount—1985
through 1988 (temporary).

1.132-4 Line of business limitation.
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1.132-4T Line of business
through 1988 (temporary).

1.132-5 Working condition fringes.

1.132-5T Working condition fringe—1985
through 1988 (temporary).

1.132-6 De minimis fringes.

1.132-6T De minimis fringe—1985 through
1988 (temporary).

1.132-7 Employer-operated eating facilities.

1.132-7T Treatment of employer-operated
eating facilities—1985 through 1988 (tem-
porary).

1.132-8 Fringe
rules.

1.132-8T Nondiscrimination
through 1988 (temporary).

1.133-1T Questions and answers relating to
interest on certain loans used to acquire
employer securities (temporary).

1.141-0 Table of contents.

limitation—1985

benefit nondiscrimination

rules—1985

TAX EXEMPTION REQUIREMENTS FOR STATE
AND LOCAL BONDS

1.141-1 Definitions and rules of general ap-
plication.

1.141-2 Private activity bond tests.

1.141-3 Definition of private business use.

Private security or payment test.

Private loan financing test.

Allocation and accounting rules.

1.141-7 Special rules for output facilities.

1.141-8 $15 million limitation for output fa-
cilities.

1.141-9 Unrelated or disproportionate use
test.

1.141-10 Coordination with volume cap. [Re-
served]

1.141-11 Acquisition of nongovernmental
output property. [Reserved]

1.141-12 Remedial actions.

1.141-13 Refunding issues. [Reserved]

1.141-14 Anti-abuse rules.

1.141-15 Effective dates.

1.141-16 Effective dates for qualified private
activity bond provisions.

1.142-0 Table of contents.

1.142-1 Exempt facility bonds.

1.142-2 Remedial actions.

1.142-3 Refunding issues. [Reserved]

1.142-4 Use of proceeds to provide a facility.

1.142(a)(5)-1 Exempt facility bonds: Sewage
facilities.

1.142(f)(4)-1 Manner of making election to
terminate tax-exempt bond financing.

1.144-0 Table of contents.

1.144-1 Qualified small issue bonds, quali-
fied student loan bonds, and qualified re-
development bonds.

1.144-2 Remedial actions.

1.144-3 Standard deduction for individuals
choosing income averaging. [Reserved]

1.145-0 Table of contents.

1.145-1 Qualified 501(c)(3) bonds.

1.145-2 Application of private activity bond
regulations.

1.147-0 Table of contents.
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1.147-1 Other requirements applicable to
certain private activity bonds.

1.147-2 Remedial actions.

1.147(b)-1 Bond maturity limitation—treat-
ment of working capital.

1.148-0 Scope and table of contents.

1.148-1 Definitions and elections.

1.148-2 General arbitrage yield restriction
rules.

1.148-3 General arbitrage rebate rules.

1.148-4 Yield on an issue of bonds.

1.148-5 Yield and valuation of investments.

1.148-6 General allocation and accounting
rules.

1.148-7 Spending exceptions to the rebate
requirement.

1.148-8 Small issuer exception to rebate re-
quirement.

1.148-9 Arbitrage rules for refunding issues.

1.148-10 Anti-abuse rules and authority of
Commissioner.

1.148-11 Effective dates.

1.149(b)-1 Federally guaranteed bonds.

1.149(d)-1 Limitations on advance
refundings.
1.149(e)-1 Information reporting require-

ments for tax-exempt bonds.

1.149(g)-1 Hedge bonds.

1.150-1 Definitions.

1.150-2 Proceeds of bonds used for reim-
bursement.

1.150-4 Change in use of facilities financed
with tax-exempt private activity bonds.

1.150-5 Filing notices and elections.

REGULATIONS APPLICABLE TO CERTAIN BONDS
SoLD PRIOR TO JULY 8, 1997

1.148-1A Definitions and elections.

1.148-2A General arbitrage yield restriction
rules.

1.148-3A General arbitrage rebate rules.

1.148-4A Yield on an issue of bonds.

1.148-5A Yield and valuation of invest-
ments.

1.148-6A General allocation and accounting
rules.

1.148-9A Arbitrage rules for refunding
issues.

1.148-10A Anti-abuse rules and authority of
Commissioner.

1.148-11A Effective dates.

1.149(d)-1A Limitations on
refundings.

1.150-1A Definitions.

advance

DEDUCTIONS FOR PERSONAL EXEMPTIONS

1.151-1 Deductions for personal exemptions.

1.151-2 Additional exemptions for depend-
ents.

1.151-3 Definitions.

1.151-4 Amount of deduction for each ex-
emption under section 151.

1.152-1 General definition of a dependent.

1.152-2 Rules relating to general definition
of dependent.

1.152-3 Multiple support agreements.

26 CFR Ch. | (4-1-04 Edition)

1.152-4 Support test in case of child of di-
vorced or separated parents.

1.152.4T Dependency exemption in the case
of a child of divorced parents, etc. (tem-
porary).

1.153-1 Determination of marital status.

1.154 Statutory provisions; cross references.

ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND
CORPORATIONS

1.161-1 Allowance of deductions.

1.162-1 Business expenses.

1.162-2 Traveling expenses.

1.162-3 Cost of materials.

1.162-4 Repairs.

1.162-5 Expenses for education.

1.162-6 Professional expenses.

1.162-7 Compensation for personal services.

1.162-8 Treatment of excessive compensa-
tion.

1.162-9 Bonuses to employees.

1.162-10 Certain employee benefits.

1.162-10T Questions and answers relating to
the deduction of employee benefits under
the Tax Reform Act of 1984; certain lim-
its on amounts deductible (temporary).

1.162-11 Rentals.

1.162-12 Expenses of farmers.

1.162-13 Depositors’ guaranty fund.

1.162-14 Expenditures for advertising or pro-
motion of good will.

1.162-15 Contributions, dues, etc.

1.162-16 Cross reference.

1.162-17 Reporting and substantiation of
certain business expenses of employees.

1.162-18 Illegal bribes and kickbacks.

1.162-19 Capital contributions to Federal
National Mortgage Association.

1.162-20 Expenditures attributable to lob-
bying, political campaigns, attempts to
influence legislation, etc., and certain
advertising.

1.162-21 Fines and penalties.

1.162-22 Treble damage payments under the
antitrust laws.

1.162-25 Deductions with respect to noncash
fringe benefits.

1.162-25T Deductions with respect to
noncash fringe benefits (temporary).

1.162-27 Certain employee remuneration in
excess of $1,000,000.

1.162-28 Allocation of costs to lobbying ac-

tivities.
1.162-29 Influencing legislation.
1.163-1 Interest deduction in general.
1.163-2 Installment purchases where inter-

est charge is not separately stated.

1.163-3 Deduction for discount on bond
issued on or before May 27, 1969.

1.163-4 Deduction for original issue discount
on certain obligations issued after May
27, 1969.

1.163-5 Denial of interest deduction on cer-
tain obligations issued after December
31, 1982, unless issued in registered form.

1.163-5T Denial of interest deduction on cer-
tain obligations issued after December
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31, 1982, unless issued in registered form
(temporary).

1.163-6T Reduction of deduction where sec-
tion 25 credit taken (temporary).

1.163-7 Deduction for OID on certain debt
instruments.

1.163-8T Allocation of interest
among expenditures (temporary).

1.163-9T Personal interest (temporary).

1.163-10T Qualified residence interest (tem-
porary).

1.163-12 Deduction of original issue discount
on instrument held by related foreign
person.

1.163-13 Treatment of bond
mium.

1.163(d)-1 Time and manner for making
election under the Omnibus Budget Rec-
onciliation Act of 1993.

1.164-1 Deduction for taxes.

1.164-2 Deduction denied in case of certain
taxes.

1.164-3 Definitions and special rules.

1.164-4 Taxes for local benefits.

1.164-5 Certain retail sales taxes and gaso-
line taxes.

1.164-6 Apportionment of taxes on real prop-
erty between seller and purchaser.

1.164-7 Taxes of shareholder paid by cor-
poration.

1.164-8 Payments for municipal services in
atomic energy communities.

1.165-1 Losses.

1.165-2 Obsolescence of nondepreciable prop-
erty.

1.165-3 Demolition of buildings.

Decline in value of stock.

Worthless securities.

Farming losses.

Casualty losses.

. Theft losses.

1.165-9 Sale of residential property.

1.165-10 Wagering losses.

1.165-11 Election in respect of losses attrib-
utable to a disaster.

1.165-12 Denial of deduction for losses on
registration-required obligations not in
registered form.

1.165-13T Questions and answers relating to
the treatment of losses on certain strad-
dle transactions entered into before the
effective date of the Economic Recovery
Tax Act of 1981, under section 108 of the
Tax Reform Act of 1984 (temporary).

expense

issuance pre-

1.166-1 Bad debts.

1.166-2 Evidence of worthlessness.

1.166-3 Partial or total worthlessness.

1.166-4 Reserve for bad debts.

1.166-5 Nonbusiness debts.

1.166-6 Sale of mortgaged or pledged prop-
erty.

1.166-7 Worthless bonds issued by an indi-
vidual.

1.166-8 Losses of guarantors, endorsers, and
indemnitors incurred on agreements
made before January 1, 1976.

Pt. 1

1.166-9 Losses of guarantors, endorsers, and
indemnitors incurred, on agreements
made after December 31, 1975, in taxable
years beginning after such date.

1.166-10 Reserve for guaranteed debt obliga-
tions.

1.167(a)-1

1.167(a)-2
1.167(a)-3

Depreciation in general.

Tangible property.

Intangibles.

1.167(a)-4 Leased property.

1.167(a)-5 Apportionment of basis.

1.167(a)-5T Application of section 1060 to
section 167 (temporary).

1.167(a)-6 Depreciation in special cases.

1.167(a)-7 Accounting for depreciable prop-
erty.

1.167(a)-8 Retirements.

1.167(a)-9 Obsolescence.

1.167(a)-10 When depreciation deduction is
allowable.

1.167(a)-11 Depreciation based on class lives
and asset depreciation ranges for prop-
erty placed in service after December 31,
1970.

1.167(a)-12 Depreciation based on class lives
for property first placed in service before
January 1, 1971.

1.167(a)-13T Certain elections for intangible
property (temporary).

1.167(a)-14 Treatment of certain intangible
property excluded from section 197.

1.167(a)-14T Treatment of certain intangible
property excluded from section 197 (tem-
porary).

1.167(b)-0 Methods of computing deprecia-
tion.

1.167(b)-1

1.167(b)-2

1.167(b)-3

Straight line method.

Declining balance method.

Sum of the years-digits method.

1.167(b)-4 Other methods.

1.167(c)-1 Limitations on methods of com-
puting depreciation under section 167(b)
(2), (3), and (4).

1.167(d)-1 Agreement as to useful life and
rates of depreciation.

1.167(e)-1 Change in method.

1.167(e)-1T Change in method (temporary).

1.167(f)-1 Reduction of salvage value taken
into account for certain personal prop-
erty.

1.167(g)-1 Basis for depreciation.

1.167(h)-1 Life tenants and beneficiaries of
trusts and estates.

1.167(i)-1 Depreciation of improvements in
the case of mines, etc.

1.167(1)-1 Limitations on reasonable allow-
ance in case of property of certain public
utilities.

1.167(1)-2 Public utility property; election
as to post-1969 property representing
growth in capacity.

1.167(1)-3 Multiple regulation, asset acquisi-
tions, reorganizations, etc.

1.167(1)-4 Public utility property; election
to use asset depreciation range system.

1.167(m)-1 Class lives.

1.168-5 Special rules.
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1.168(a)-1T Modified accelerated cost recov-
ery system (temporary).

1.168(b)-1T Definitions (temporary).

1.168(d)-0 Table of contents for the applica-
ble convention rules.

1.168(d)-1 Applicable convention—Half-year
and mid-quarter conventions.

1.168(d)-1T Applicable conventions—Half-
year and mid-quarter conventions (tem-
porary).

1.168(f)(8)-1T Safe-harbor lease information
returns concerning qualified mass com-
muting vehicles (temporary).

1.168(h)-1 Like-kind exchanges
tax-exempt use property.

1.168(i)-0 Table of contents for the general
asset account rules.

1.168(i)-0T Table of contents for the general
asset account rules (temporary).

1.168(i)-1 General asset accounts.

1.168(i)-1T General asset accounts
porary).

1.168(i)-2 Lease term.

1.168(i)-5T Table of contents (temporary).

1.168(i)-6T Like-kind exchanges and invol-
untary conversions (temporary).

1.168(j)-1T Questions and answers con-
cerning tax-exempt entity leasing rules
(temporary).

1.168(k)-0T Table of contents (temporary).

1.168(k)-1T Additional first year deprecia-
tion deduction (temporary).

1.168A-1 Amortization of emergency facili-
ties; general rule.

involving

(tem-

1.168A-2 Election of amortization.

1.168A-3 Election to discontinue amortiza-
tion.

1.168A-4 Definitions.

1.168A-5 Adjusted basis of emergency facil-
ity.

1.168A-6 Depreciation of portion of emer-

gency facility not subject to amortiza-
tion.

1.168A-7 Payment by United States
unamortized cost of facility.

1.169-1 Amortization of pollution control fa-
cilities.

1.169-2 Definitions.

1.169-3 Amortizable basis.

1.169-3T Amortizable basis (temporary).

1.169-4 Time and manner of making elec-

of

tions
AUTHORITY: 26 U.S.C. 7805, unless otherwise
noted.
Section 1.61-2T also issued under 26 U.S.C.
61

Section 1.61-21 also issued under 26 U.S.C.
61.

Sections 1.62-1T and 1.62-2 also
under 26 U.S.C. 62;

Section 1.66-4 also issued under 26 U.S.C.
66(c);

Sections 1.67-2T and 1.67-3T also
under 26 U.S.C. 67(c);

Section 1.67-3 also issued under 26 U.S.C.
67(c).

issued

issued
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Sections 1.72-4, 1.72-5, 1.72-6, 1.72-7, 1.72-8,
and 1.72-11 also issued under 26 U.S.C. 72(c).

Section 1.101-7 also issued under 26 U.S.C.
101(d)(2)(B)(ii);

Section 1.103-10 also issued under 26 U.S.C.
103(b)(6);

Section 1.103A-2 also issued under 26 U.S.C.
103A();

Section 1.108-1 also issued
108(e)(8) and 108(e)(10(B);

Section 1.108-2 also issued
108;

Section 1.108-3 also issued
108, 267, and 1502.

Section 1.108-4 also issued
108.

Section 1.108-5 also issued
108.

Section 1.108-7T also issued under 26 U.S.C.
108.

Section 1.108(c)-1 also issued under the au-
thority of 26 U.S.C. 108(d)(9);

Section 1.110-1 also issued under 26 U.S.C.
110(d);

Sections 1.132-0 through
issued under 26 U.S.C. 132;

Sections 1.148-0 through 1.148-11 also issued
under 26 U.S.C. 148 (f), (g), and (i);

Sections 1.148-6 also issued under 26 U.S.C.
148 (f), (9). and (i);

under 26 U.S.C.

under 26 U.S.C.
under 26 U.S.C.
under 26 U.S.C.

under 26 U.S.C.

1.132-8T also

Section 1.149(b)-1 also issued under 26
U.S.C. 149(b)(3)(B) (v);

Section 1.149(d)-1 also issued under 26
U.S.C. 149(d)(7);

Section 1.149(e)-1 also issued under 26
U.S.C. 149(e);

Section 1.149(g)-1 also issued under 26

U.S.C. 149(9)(5);

Sections 1.150-4 also issued under 26 U.S.C.
150 (c)(5);

Section 1.163-8T also issued under 26 U.S.C.
469(K)(4);

Section 1.163-9T also issued under 26 U.S.C.
163(h)(3)(D);

Section 1.163-11T is also
U.S.C. 163(h);

Section 1.165-12 also issued under 26 U.S.C.
16533)(3);

Section 1.166-10 also issued under 26 U.S.C.
166(f);

Section 1.168(d)-1 also
U.S.C. 168(d)(3);

Section 1.168(f)(8)-1T also added under sec.
112(c), Black Lung Benefits Revenue Act of
1981 (Pub. L. 97-119);

issued under 26

issued under 26

Section 1.168(h)-1 also issued under 26
U.S.C. 168.

Section 1.168(i)-1 also issued under 26
U.S.C. 168(i)(4).

Section 1.168(i)-2 also issued under 26
U.S.C. 168.

Section 1.168(J)-1T also added under 26

U.S.C. 168(j)(10).

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960;
25 FR 14021, Dec. 21, 1960, unless otherwise
noted.
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COMPUTATION OF TAXABLE
INCOME

DEFINITION OF GROSS INCOME, ADJUSTED
GROSS INCOME, AND TAXABLE INCOME

§1.61-1 Gross income.

(a) General definition. Gross income
means all income from whatever
source derived, unless excluded by law.
Gross income includes income realized
in any form, whether in money, prop-
erty, or services. Income may be real-
ized, therefore, in the form of services,
meals, accommodations, stock, or
other property, as well as in cash. Sec-
tion 61 lists the more common items of
gross income for purposes of illustra-
tion. For purposes of further illustra-
tion, §1.61-14 mentions several mis-
cellaneous items of gross income not
listed specifically in section 61. Gross
income, however, is not limited to the
items so enumerated.

(b) Cross references. Cross references
to other provisions of the Code are to
be found throughout the regulations
under section 61. The purpose of these
cross references is to direct attention
to the more common items which are
included in or excluded from gross in-
come entirely, or treated in some spe-
cial manner. To the extent that an-
other section of the Code or of the reg-
ulations thereunder, provides specific
treatment for any item of income, such
other provision shall apply notwith-
standing section 61 and the regulations
thereunder. The cross references do not
cover all possible items.

(1) For examples of items specifically
included in gross income, see Part Il
(section 71 and following), Subchapter
B, Chapter 1 of the Code.

(2) For examples of items specifically
excluded from gross income, see part
Il (section 101 and following), Sub-
chapter B, Chapter 1 of the Code.

(3) For general rules as to the taxable
year for which an item is to be in-
cluded in gross income, see section 451
and the regulations thereunder.

§1.61-2 Compensation for services, in-
cluding fees, commissions, and simi-
lar items.

(@) In general. (1) Wages, salaries,
commissions paid salesmen, compensa-
tion for services on the basis of a per-
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centage of profits, commissions on in-
surance premiums, tips, bonuses (in-
cluding Christmas bonuses), termi-
nation or severance pay, rewards, jury
fees, marriage fees and other contribu-
tions received by a clergyman for serv-
ices, pay of persons in the military or
naval forces of the United States, re-
tired pay of employees, pensions, and
retirement allowances are income to
the recipients unless excluded by law.
Several special rules apply to members
of the Armed Forces, National Oceanic
and Atmospheric Administration, and
Public Health Service of the United
States; see paragraph (b) of this sec-
tion.

(2) The Code provides special rules in-
cluding the following items in gross in-
come:

(i) Distributions from employees’
trusts, see sections 72, 402, and 403, and
the regulations thereunder;

(ii) Compensation for child’s services
(in child’s gross income), see section 73
and the regulations thereunder;

(iii) Prizes and awards, see section 74
and the regulations thereunder.

(3) Similarly, the Code provides spe-
cial rules excluding the following items
from gross income in whole or in part:

(i) Gifts, see section 102 and the regu-
lations thereunder;

(if) Compensation for injuries or
sickness, see section 104 and the regu-
lations thereunder;

(iii) Amounts received under accident
and health plans, see section 105 and
the regulations thereunder;

(iv) Scholarship and fellowship
grants, see section 117 and the regula-
tions thereunder;

(v) Miscellaneous items, see section
122.

(b) Members of the Armed Forces, Na-
tional Oceanic and Atmospheric Adminis-
tration, and Public Health Service. (1)
Subsistence and uniform allowances
granted commissioned officers, chief
warrant officers, warrant officers, and
enlisted personnel of the Armed
Forces, National Oceanic and Atmos-
pheric Administration, and Public
Health Service of the United States,
and amounts received by them as com-
mutation of quarters, are excluded
from gross income. Similarly, the
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value of quarters or subsistence fur-
nished to such persons is excluded from
gross income.

(2) For purposes of this section, quar-
ters or subsistence includes the fol-
lowing allowances for expenses in-
curred after December 31, 1993, by
members of the Armed Forces, mem-
bers of the commissioned corps of the
National Oceanic and Atmospheric Ad-
ministration, and members of the com-
missioned corps of the Public Health
Service, to the extent that the allow-
ances are not otherwise excluded from
gross income under another provision
of the Internal Revenue Code: a dis-
location allowance, authorized by 37
U.S.C. 407; a temporary lodging allow-
ance, authorized by 37 U.S.C. 405; a
temporary lodging expense, authorized
by 37 U.S.C. 404a; and a move-in hous-
ing allowance, authorized by 37 U.S.C.
405. No deduction is allowed under this
chapter for any expenses reimbursed by
such excluded allowances. For the ex-
clusion from gross income of—

(i) Disability pensions, see section
104(a)(4) and the regulations there-
under;

(if) Miscellaneous items, see section
122.

(3) The per diem or actual expense al-
lowance, the monetary allowance in
lieu of transportation, and the mileage
allowance received by members of the
Armed Forces, National Oceanic and
Atmospheric Administration, and the
Public Health Service, while in a travel
status or on temporary duty away from
their permanent stations, are included
in their gross income except to the ex-
tent excluded under the accountable
plan provisions of §1.62-2.

(c) Payment to charitable, etc., organi-
zation on behalf of person rendering serv-
ices. The value of services is not includ-
ible in gross income when such services
are rendered directly and gratuitously
to an organization described in section
170(c). Where, however, pursuant to an
agreement or understanding, services
are rendered to a person for the benefit
of an organization described in section
170(c) and an amount for such services
is paid to such organization by the per-
son to whom the services are rendered,
the amount so paid constitutes income
to the person performing the services.
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(d) Compensation paid other than in
cash—(1) In general. Except as other-
wise provided in paragraph (d)(6)(i) of
this section (relating to certain prop-
erty transferred after June 30, 1969), if
services are paid for in property, the
fair market value of the property
taken in payment must be included in
income as compensation. If services are
paid for in exchange for other services,
the fair market value of such other
services taken in payment must be in-
cluded in income as compensation. If
the services are rendered at a stipu-
lated price, such price will be presumed
to be the fair market value of the com-
pensation received in the absence of
evidence to the contrary. For special
rules relating to certain options re-
ceived as compensation, see §§1.61-15,
1.83-7, and section 421 and the regula-
tions thereunder. For special rules re-
lating to premiums paid by an em-
ployer for an annuity contract which is
not subject to section 403(a), see sec-
tion 403(c) and the regulations there-
under and §1.83-8(a). For special rules
relating to contributions made to an
employees’ trust which is not exempt
under section 501, see section 402(b) and
the regulations thereunder and §1.83-
8(a).

(2) Property transferred to employee or
independent contractor. (i) Except as
otherwise provided in section 421 and
the regulations thereunder and §1.61-15
(relating to stock options), and para-
graph (d)(6)(i) of this section, if prop-
erty is transferred by an employer to
an employee or if property is trans-
ferred to an independent contractor, as
compensation for services, for an
amount less than its fair market value,
then regardless of whether the transfer
is in the form of a sale or exchange, the
difference between the amount paid for
the property and the amount of its fair
market value at the time of the trans-
fer is compensation and shall be in-
cluded in the gross income of the em-
ployee or independent contractor. In
computing the gain or loss from the
subsequent sale of such property, its
basis shall be the amount paid for the
property increased by the amount of
such difference included in gross in-
come



Internal Revenue Service, Treasury

(ii)(A) Cost of life insurance on the life
of the employee. Generally, life insur-
ance premiums paid by an employer on
the life of his employee where the pro-
ceeds of such insurance are payable to
the beneficiary of such employee are
part of the gross income of the em-
ployee. However, the amount includible
in the employee’s gross income is de-
termined with regard to the provisions
of section 403 and the regulations
thereunder in the case of an individual
contract issued after December 31, 1962,
or a group contract, which provides in-
cidental life insurance protection and
which satisfies the requirements of sec-
tion 401(g) and §1.401-9, relating to the
nontransferability of annuity con-
tracts. For example, if an employee or
independent contractor is the owner
(as defined in §1.61-22(c)(1)) of a life in-
surance contract and the payments
with regard to such contract are not
split-dollar loans under §1.7872-15(b)(1),
the employee or independent con-
tractor must include in income the
amount of any such payments by the
employer or service recipient with re-
spect to such contract during any year
to the extent that the employee’s or
independent contractor’s rights to the
life insurance contract are substan-
tially vested (within the meaning of
§1.83-3(b)). This result is the same re-
gardless of whether the employee or
independent contractor has at all times
been the owner of the life insurance
contract or the contract previously has
been owned by the employer or service
recipient as part of a split-dollar life
insurance arrangement (as defined in
§1.61-22(b)(1) or (2)) and was transferred
by the employer or service recipient to
the employee or independent con-
tractor under §1.61-22(g). For the spe-
cial rules relating to the includibility
in an employee’s gross income of an
amount equal to the cost of certain
group term life insurance on the em-
ployee’s life which is carried directly
or indirectly by his employer, see sec-
tion 79 and the regulations thereunder.
For special rules relating to the exclu-
sion of contributions by an employer to
accident and health plans for the em-
ployee, see section 106 and the regula-
tions thereunder.

(B) Cost of group-term life insurance on
the life of an individual other than an em-
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ployee. The cost (determined under
paragraph (d)(2) of §1.79-3) of group-
term life insurance on the life of an in-
dividual other than an employee (such
as the spouse or dependent of the em-
ployee) provided in connection with the
performance of services by the em-
ployee is includible in the gross income
of the employee.

(3) Meals and living quarters. The
value of living quarters or meals which
an employee receives in addition to his
salary constitutes gross income unless
they are furnished for the convenience
of the employer and meet the condi-
tions specified in section 119 and the
regulations thereunder. For the treat-
ment of rental value of parsonages or
rental allowance paid to ministers, see
section 107 and the regulations there-
under; for the treatment of statutory
subsistence allowances received by po-
lice, see section 120 and the regulations
thereunder.

(4) Stock and notes transferred to em-
ployee or independent contractor. Except
as otherwise provided by section 421
and the regulations thereunder and
§1.61-15 (relating to stock options), and
paragraph (d)(6)(i) of this section, if a
corporation transfers its own stock to
an employee or independent contractor
as compensation for services, the fair
market value of the stock at the time
of transfer shall be included in the
gross income of the employee or inde-
pendent contractor. Notes or other evi-
dences of indebtedness received in pay-
ment for services constitute income in
the amount of their fair market value
at the time of the transfer. A taxpayer
receiving as compensation a note re-
garded as good for its face value at ma-
turity, but not bearing interest, shall
treat as income as of the time of re-
ceipt its fair discounted value com-
puted at the prevailing rate. As pay-
ments are received on such a note,
there shall be included in income that
portion of each payment which rep-
resents the proportionate part of the
discount originally taken on the entire
note.

(5) Property transferred on or before
June 30, 1969, subject to restrictions. Not-
withstanding paragraph (d) (1), (2), or
(4) of this section, if any property is
transferred after September 24, 1959, by
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an employer to an employee or inde-
pendent contractor as compensation
for services, and such property is sub-
ject to a restriction which has a sig-
nificant effect on its value at the time
of transfer, the rules of §1.421-6(d)(2)
shall apply in determining the time
and the amount of compensation to be
included in the gross income of the em-
ployee or independent contractor. This
(5) is also applicable to transfers sub-
ject to a restriction which has a sig-
nificant effect on its value at the time
of transfer and to which §1.83-8(b) (re-
lating to transitional rules with re-
spect to transfers of restricted prop-
erty) applies. For special rules relating
to options to purchase stock or other
property which are issued as compensa-
tion for services, see §1.61-15 and sec-
tion 421 and the regulations there-
under.

(6) Certain property transferred, pre-
miums paid, and contributions made in
connection with the performance of serv-
ices after June 30, 1969—(i) Exception.
Paragraph (d) (1), (2), (4), and (5) of this
section and §1.61-15 do not apply to the
transfer of property (as defined in
§1.83-3(e)) after June 30, 1969, unless
§1.83-8 (relating to the applicability of
section 83 and transitional rules) ap-
plies. If section 83 applies to a transfer
of property, and the property is not
subject to a restriction that has a sig-
nificant effect on the fair market value
of such property, then the rules con-
tained in paragraph (d) (1), (2), and (4)
of this section and §1.61-15 shall also
apply to such transfer to the extent
such rules are not inconsistent with
section 83.

(ii) Cross references. For rules relating
to premiums paid by an employer for
an annuity contract which is not sub-
ject to section 403(a), see section 403(c)
and the regulations thereunder. For
rules relating to contributions made to
an employees’ trust which is not ex-
empt under section 501(a), see section
402(b) and the regulations thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6696, 28 FR 13450, Dec. 12,
1963; T.D. 6856, 30 FR 13316, Oct. 20, 1965; T.D.
7544, 43 FR 31913, July 24, 1978; T.D. 7623, 44
FR 28800, May 17, 1979; T.D. 8256, 54 FR 28582,
July 6, 1989; T.D. 8607, 60 FR 40076, Aug. 7,
1995; T.D. 9092, 68 FR 54344, Sept. 17, 2003]
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§1.61-2T Taxation of fringe benefits—
1985 through 1988 (temporary).

(a) Fringe benefits—(1) In general. Sec-
tion 61(a)(1l) provides that, except as
otherwise provided in subtitle A, gross
income includes compensation for serv-
ices, including fees, commissions,
fringe benefits, and similar items. Ex-
amples of fringe benefits include: an
employer-provided automobile, a flight
on an employer-provided aircraft, an
employer-provided free or discounted
commercial airline flight, an employer-
provided vacation, and employer-pro-
vided discount on property or services,
and emkployer-provided membership in
a country club or other social club, and
an employer-provided ticket to an en-
tertainment or sporting event.

(2) Fringe benefits excluded from in-
come. To the extent that a particular
fringe benefit is specifically excluded
from gross income pursuant to another
section of subtitle A, that section shall
govern the treatment of the fringe ben-
efit. Thus, if the requirements of the
governing section are satisfied, the
fringe benefits may be excludable from
gross income. Examples of excludable
fringe benefits are qualified tuition re-
ductions provided to an employee (sec-
tion 177(d)); meals and lodging fur-
nished to an employee for the conven-
ience of the employer (section 119); and
benefits provided under a dependent
care assistance program (section 129).
Similarly, the value of the use by an
employee of an employer-provided ve-
hicle or a flight provided to an em-
ployee on an employer-provided air-
craft may be excludable from income
under section 105 (because, for example,
the trnsportation is provided for med-
ical reasons) if and to the extent that
the requirements of that section are
satisfied. Section 61 and the regula-
tions thereunder shall apply, however,
to the extent that they are not incon-
sistent with such other section. For ex-
ample, many fringe benefits specifi-
cally addressed in other sections of
subtitle A are excluded from gross in-
come only to the extent that they do
not exceed specific dollar or percentage
limits, or only if certain other require-
ments are met. If the limits are exceed-
ed or the requirements are not met,
some or all of the fringe benefit may be
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includible in gross income. See para-
graph (b)(3) of this section.

(3) Compensation for services. A fringe
benefit provided in connection with the
performance of services shall be consid-
ered to have been provided as com-
pensation for servcies. Refraining from
the performance of services (such as
pursuant to a covenant not to compete)
is deemed to be the performance of
services for purposes of this section.

(4) Recipient of a fringe benefit—(i)
Definition. A fringe benefit is included
in the income of the “‘recipient’” of the
fringe benefit. The recipient of a fringe
benefit is the person performing the
services in connection with which the
fringe benefit is provided. Thus, a per-
son may be considered to be a recipi-
ent, even though that person did not
actually receive the fringe benefit. For
example, a fringe benefit provided to
any person is connection with the per-
formance of services by another person
is considered to have been provided to
the person who performs the services
and not the person who receives the
fringe benefit. In addition, if a fringe
benefit is provided to a person, but tax-
able to a second person as the recipi-
ent, such benefit is referred to as pro-
vided to the second person and use by
the first person is considered use by
the second person. For example, provi-
sion of an automobile to an employee’s
spouse by the employer is taxable to
the employee as the recipient. The
automobile is referred to as available
to the employee and use by the em-
ployee’s spouse is considered use by the
employee.

(ii) Recipient may be other than an em-
ployee. The recipient of a fringe benefit
need not be an employee of the pro-
vider of the fringe benefit, but may be
a partner, director, or an independent
contractor. For convenience, the term
“employee” includes a reference to any
recipient of a fringe benefit, unless
otherwise specifically provided in this
section.

(5) Provider of a fringe benefit. The
“provider”” of a fringe benefit is that
person for whom the services are per-
formed, regardless of whether that per-
son actually provides the fringe benefit
to the recipient. The provider of a
fringe benefit need not be the employer
of the recipient of the fringe benefit,
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but may be, for example, a client or
customer of an independent contractor.
For convenience, the term “‘employer”’
includes a reference to any provider of
a fringe benefit, unless otherwise spe-
cifically provided in this section.

(6) Effective date. This section is effec-
tive from January 1, 1985, to December
31, 1988, with respect to fringe benefits
furnished before January 1, 1989. No in-
ference may be drawn from the promul-
gation or terms of this section con-
cerning the application of law in effect
prior to January 1, 1985.

(b) Valuation of fringe benefits—(1) In
general. An employee must include in
gross income the amount by which the
fair market value of the fringe benefit
exceeds the sum of (i) the amount, if
any, paid for the benefit, and (ii) the
amount, if any, specifically excluded
from gross income by some other sec-
tion of subtitle A. Therefore, for exam-
ple, if the employee pays fair market
value for what is received, no amount
is includible in the gross income of the
employee.

(2) Fair market value. In general, fair
market value is determined on the
basis of all the facts and cir-
cumstances. Specifically, the fair mar-
ket value of a fringe benefit is that
amount a (hypothetical person would
have to pay a hypothetical third party
to obtain (i.e., purchase or lease) the
particular fringe benefit. Thus, for ex-
ample, the effect of any special rela-
tionship that may exist between the
employer and the employee must be
disregarded. This also means that an
employee’s subjective perception of the
value of a fringe benefit is not relevant
to the determination of a fringe bene-
fit’s fair market value. In addition, the
cost incurred by the employer is not
determinative of the fair market value
of the fringe benefit. For special rules
relating to the valuation of certain
fringe benefits, see paragraph (c) of
this section.

(3) Exclusion from income based on cost.
If a statutory exclusion phrased in
terms of cost applies to the provision
of a fringe benefit, section 61 does not
require the inclusion in the recipient’s
gross income of the difference between
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the fair market value and the exclud-
able cost of that fringe benefit. For ex-
ample, section 129 provides an exclu-
sion from an employee’s gross income
for amounts paid or incurred by an em-
ployer to provide dependent care as-
sistance to employees. Even if the fair
market value of the dependent care as-
sistance exceeds the employer’s cost,
the excess is not subject to inclusion
under section 61 and this section. If the
statutory cost exclusion is a limited
amount, however, then the fair market
value of the fringe benefit attributable
to any excess cost is subject to inclu-
sion.

(4) Fair market value of the availability
of an employer-provided vehicle. If the
vehicle special valuation rules of para-
graph (d), (e), or (f) of this section are
not used by a taxpayer entitled to use
such rules, the value of the availability
of an employer-provided vehicle is de-
termined under the general valuation
principles set forth in this section. In
general, such valuation must be deter-
mined by reference to the cost to a hy-
pothetical person of leasing from a hy-
pothetical third party the same or
comparable vehicle on the same or
comparable terms in the geographic
area in which the vehicle is available
for use. Unless the employee can sub-
stantiate that the same or comparable
vehicle could have been leased on a
cents-per-mile basis, the value of the
availability of the vehicle cannot be
determined by reference to a cents-per-
mile rate applied to the number of
miles the vehicle is driven. An example
of a comparable lease term is the
amount of time that the vehicle is
available to the employee for use, e.g.,
a one-year period.

(5) Fair market value of a flight on an
employer-provided aircraft. If the non-
commercial flight special valuation
rule of paragraph (g) of this section is
not used (or is not properly used) by a
taxpayer entitled to use such rule, the
value of a flight on an employer-pro-
vided aircraft is determined under the
general valuation principles set forth
in this section. An example of how the
general valuation principles would
apply is that if an employee whose
flight is primarily personal controls
the use of an aircraft with respect to
such flight, such flight is valued by ref-
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erence to how much it would cost a hy-
pothetical person to charter the same
or comparable aircraft for the same or
comparable flight. The cost to charter
the aircraft must be allocated among
all employees on board the aircraft
based on all the facts and cir-
cumstances, including which employ-
ees controlled the use of the aircraft.
Notwithstanding the allocation re-
quired by the preceding sentence, no
additional amount shall be included in
the income of any employee whose
flight is properly valued under the spe-
cial valuation rule of paragraph (g) of
this section.

(c) Special valuation rules—(1) In gen-
eral. Paragraphs (d) through (j) of this
section provide special valuation rules
that may be used under certain cir-
cumstances for certain commonly pro-
vided fringe benefits. Paragraph (d)
provides a lease valuation rule relating
to employer-provided automobiles.
Paragraph (e) provides a cents-per-mile
valuation rule relating to employer-
provided vehicles. Paragraph (f) pro-
vides a commuting valuation rule re-
lating to employer-provided vehicles.
Paragraph (g) provides a flight valu-
ation rule relating to flights on em-
ployer-provided aircraft. Paragraph (h)
provides a flight valuation rule relat-
ing to flights on commercial airlines.
Paragraph(i) is reserved. Paragraph (j)
provides a meal valuation rule relating
to employer-operated eating facilities
for employees. For general rules relat-
ing to the valuation of fringe benefits
not eligible for valuation under the
special valuation rules, see paragraph
(d) of this section.

(2) Use of the special valuation rules—
(1) In general. The Special valuation
rules may be used for income, employ-
ment tax, and reporting purposes. Use
of any of the special valuation rules is
optional. An employer need not use the
same vehicle special valuation rule for
all vehicles provided to all employees.
For example, an employer may use the
automobile lease valuation rule for
automobiles provided to some employ-
ees, and the commuting and vehicle
cents-per-mile valuation rules for auto-
mobiles provided to other employees.
Except as otherwise provided, however,
if either the commercial flight valu-
ation rule or the noncommercial flight
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valuation rule is used, such rule must
be used by an employer to value all
flights taken by employees in a cal-
endar year. Effective January 1, 1986, if
an employer uses one of the special
rules to value the benefit provided to
an employee, the employee may not
use another special rule to value that
benefit. The employee may, however,
use general valuation rules based on
facts and circumstances (see paragraph
(b) of this section). Effective January 1,
1986, an employee may only use a spe-
cial valuation rule if the employer uses
the rule. If a special rule is used, it
must be used for all purposes. If an em-
ployer properly uses a special rule and
the employee uses the special rule, the
employee must include in gross income
the amount determined by the em-
ployer under the special rule less any
amount reimbursed by the employee to
the employer. The employer and the
employee may use the special rules to
determine the amount of the reim-
bursement due the employer by the
employee. If an employer properly uses
a special rule and properly determines
the amount of an employee’s working
condition fringe under section 132 and
§1.132-1T (under the general rule or
under a special rule), and the employee
uses the special valuation rule, the em-
ployee must include in gross income
the amount determined by the em-
ployer less any amount reimbursed by
the employee to the employer.

(ii) Transitional rules—(A) Use of vehi-
cle special valuation rules for 1985 and
1986. For purposes of valuing the use or
availability of a vehicle, the consist-
ency rules provided in paragraphs (d)(6)
and (e)(5) of this section (relating to
the automobile lease valuation rule
and the vehicle cents-per-mile valu-
ation rule, respectively) apply for 1987
and thereafter. Therefore, for 1985 and
1986 an employer (and employee, sub-
ject to paragraph (c)(2)(i) of this sec-
tion) may use any applicable special
valuation rule (or no special valuation
rule) to value the use or availability of
a vehicle, subject to paragraph
(€)(2)(ii)(B) of this section.

(B) Consistency Rules for 1985 and 1986.
If an employer uses the automobile
lease valuation rule of paragraph (d) of
this section in 1985 or 1986 with respect
to an automobile, such rule must be
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used for the entire calendar year with
respect to the automobile except for
any period during which the com-
muting valuation rule of paragraph (f)
of this section is properly used. If an
employer uses the vehicle cents-per-
mile valuation rule of pararaph (e) of
this section in 1985 or 1986 with respect
to a vehicle, such rule must be used for
the entire calendar year with respect
to the vehicle except for any period
during which the commuting valuation
rule of paragraph (f) of this section is
properly used. The rules of this para-
graph (c)(2)(ii)(B) also apply to employ-
ees using the special valuation rules of
paragraphs (d) or (e) of this section.

(C) Employee’s use of special valuation
rules for 1985. An employee may use a
special valuation rule (other than the
rule in paragraph (e) of this section re-
lating to the vehicle cents-per-mile
valuation rule) during 1985 even if the
employer does not use the same special
valuation rule during 1985. An employ-
ee’s use of a special valuation rule in
1986 and thereafter must be consistent
with his employer’s use of the rule as
required under paragraph (c)(2)(i) of
this section.

(D) Examples. The following examples

illustrate the rules of paragraph
(c)(2)(ii) of this section:
Example (1). Assume that an employer

properly uses the automobile lease valuation
rule in 1985. The employer may use the vehi-
cle cents-per-mile valuation rule in 1986 if
the requirements of the vehicle cents-per-
mile valuation rule are satisfied.

Example (2). Assume that an employer does
not use a special valuation rule to value the
availability of an automobile in 1985. The
employer may use any of the special valu-
ation rules in 1986 if the requirements of the
rule chosen are satisfied. The same applies
for 1987.

Example (3). Assume that an employer
properly uses the vehicle cents-per-mile
valuation rule in 1985. The employer may
continue to use to the rule or use any of the
other special valuation rules to value the
benefit provided in 1986 if the requirements
of the rule chosen are satisfied. Alter-
natively, the employer may use none of the
special valuation rules in 1986 but use any of
the rules in 1987 if the requirements of the
rule chosen are satisfied.

Example (4). Assume that an employee
properly uses the automobile lease valuation
rule in 1985. In 1986 and thereafter the em-
ployee may use a special valuation rule only
if the employee’s employer uses the same
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special valuation rule. The employee may
use general valuation principles to value the
benefit provided in 1986 and thereafter.

(3) Election to use the special valuation
rules—A particular special valuation
rule is deemed to have been elected by
the employer (and, if applicable, by the
employee), if the employer (and, if ap-
plicable, the employee) determines the
value of the fringe benefit provided by
applying the special valuation rule and
treats such value as the fair market
value of the fringe benefit for income,
employment tax, and reporting pur-
poses. Neither the employer nor the
employee is required to notify the In-
ternal Revenue Service of the election.

(4) Application of section 414 to employ-
ers. For purposes of paragraphs (c)
through (j) of this section, except as
otherwise provided therein, the term
“employer” includes all entities re-
quired to be treated as a single em-
ployer under section 414 (b), (c), or (m).

(5) Valuation formulas contained in the
special valuation rules. The valuation
formulas contained in the special valu-
ation rules are provided only for use in
connection with such rules. Thus, when
a special valuation rule is properly ap-
plied to a fringe benefit, the Commis-
sioner will accept the value calculated
pursuant to the rule as the fair market
value of that fringe benefit. However,
when a special valuation rule is not
properly applied to a fringe benefit
(see, for example, paragraph (g)(11) of
this section), or when a special valu-
ation rule is not used to value a fringe
benefit by a taxpayer entitled to use
the rule, the fair market value of that
fringe benefit may not be determined
by reference to any value calculated
under any special valuation rule. Under
the circumstances described in the pre-
ceding sentence, the fair market value
of the fringe benefit must be deter-
mined pursuant to paragraph (b) of this
section.

(6) Modification of the special valuation
rules. The Commissioner may, if he
deems it necessary, add, delete, or
modify the special valuation rules, in-
cluding the valuation formulas con-
tained herein, on a prospective basis.

(7) Special Accounting Period. If the
employer is using the special account-
ing rule provided in Announcement 85—
113 (1985-31 I.R.B., August 5, 1985) (re-
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lating to the reporting of and with-
holding on the value of noncash fringe
benefits), benefits which are deemed
provided in a subsequent calendar year
pursuant to such rule are considered as
provided in such subsequent calendar
year for purposes of the special valu-
ation rules. Thus, if a particular spe-
cial valuation rule is in effect for a cal-
endar year, it applies to benefits
deemed provided during such calendar
year under the special accounting rule.

(d) Automobile lease valuation rule—(1)
In general—(i) Annual Lease Value.
Under the special valuation rule of this
paragraph (d), if an employer provides
an employee with an automobile that
is available to the employee for an en-
tire calendar year, the value of the
benefit provided in the Annual Lease
Value (determined under paragraph
(d)(2) of this section) of that auto-
mobile. Except as otherwise provided,
for an automobile that is available to
an employee for less than an entire cal-
endar year, the value of the benefit
provided is either a pro-rated Annual
Lease Value or the Daily Lease Value
(as defined in paragraph (d)(4) of this
section), whichever is applicable. Ab-
sent any statutory exclusion relating
to the employer-provided automobile
(see, for example, section 132(a)(3) and
§1.132-5T (b)), the amount of the Annual
Lease Value (or a pro-rated Annual
Lease Value or the Daily Lease Value,
as applicable) is included in the gross
income of the employee.

(ii) Definition of automobile. For pur-
poses of this paragraph (d), the term
‘““automobile’ means any four-wheeled
vehicle manufactured primarily for use
on public streets, roads, and highways.

(2) Calculation of Annual Lease Valu
e—(i) In general. The Annual Lease
Value of a particular automobile is cal-
culated as follows:

(A) Determine the fair market value
of the automobile as of the first date
on which the automobile is made avail-
able to any employee of the employer
for personal use. For an automobile
first made available to any employee
for personal use prior to January 1,
1985, determine the fair market value
as of January 1, 1985. For rules relating
to determination of the fair market
value of an automobile for purposes of
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this paragraph (d), see paragraph (d)(5)
of this section.

(B) Select the dollar range in column
1 of the Annual Lease Value Table, set
forth in paragraph (d)(2)(iii) of this sec-
tion, corresponding to the fair market
value of the automobile. Except as oth-
erwise provided in paragraphs (d)(2) (iv)
and (v) of this section, the Annual
Lease Value for each year of avail-
ability of the automobile is the cor-
responding amount in column 2 of the
Table.

(ii) Use by employee only in 1985. If the
employee, but not the employer, is
using the special rule of this paragraph
(d), the employee may calculate the
Annual Lease Value in the same man-
ner as described in  paragraph
(d)(2)(i)(A) of this section, except that
the fair market value of the auto-
mobile is determined as of the first
date on which the automobile is made
available to the employee for personal
use or, for an automobile made avail-
able to the employee for personal use
prior to January 1, 1985, by deter-
mining the fair market value as of Jan-
uary 1, 1985. If the employer is also
using the special rule of this paragraph
(d), however, then the employee to
whom the automobile is made avail-
able must use the special rule, if at all,
by using the Annual Lease Value cal-
culated by the employer. The rules of
this paragraph (d)(2)(ii) apply only for
1985.

(iii) Annual Lease Value Table.

Annual

Automobile fair market value lease

value

(1) @

$0 to $999 ... $600
$1,000 to $1,999 ... 850
$2,000 to $2,999 ... 1,100
$3,000 to $3,999 ... 1,350
$4,000 to $4,999 ... 1,600
$5,000 to $5,999 ... 1,850
$6,000 to $6,999 .... 2,100
$7,000 to $7,999 ... 2,350
$8,000 to $8,999 ... 2,600
$9,000 to $9,999 ... 2,850
$10,000 to $10,999 3,100
$11,000 to $11,999 ... 3,350
$12,000 to $12,999 ... 3,600
$13,000 to $13,999 3,850
$14,000 to $14,999 4,100
$15,000 to $15,999 4,350
$16,000 to $16,999 ... 4,600
$17,000 to $17,999 ... 4,850
$18,000 to $18,999 ... 5,100
$19,000 to $19,999 ... 5,350
$20,000 to $20,999 5,600
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Annual

Automobile fair market value lease

value

(1) (@)

$21,000 to $21,999 5,580
$22,000 to $22,999 . 6,100
$23,000 to $23,999 . 6,350
$24,000 to $24,999 . 6,600
$25,000 to $25,999 . 6,850
$26,000 to $27,999 . 7,250
$28,000 to $29,999 . 7,750
$30,000 to $31,999 . 8,250
$32,000 to $33,999 . 8,750
$34,000 to $35,999 . 9,250
$36,000 to $37,999 . 9,750
$38,000 to $39,999 . 10,250
$40,000 to $41,999 . 10,750
$42,000 to $43,999 . 11,250
$44,000 to $45,999 . 11,750
$46,000 to $47,999 . 12,250
$48,000 to $49,999 . 12,750
$50,000 to $51,999 . 13,250
$52,000 to $53,999 . 13,750
$54,000 to $55,999 . 14,250
$56,000 to $57,999 . 14,750
$58,000 to $59,999 15,250

For vehicles having a fair market
value in excess of $59,999, the Annual
Lease Value is equal to: (.25 x the fair
market value of the automobile) + $500.

(iv) Recalculation of annual lease
value. The Annual Lease Values deter-
mined under the rules of this para-
graph (d) are based on a four-year lease
term. Therefore, except as otherwise
provided in paragraph (d)(2)(v) of this
section, the Annual Lease Value cal-
culated by applying paragraph (d)(2) (i)
or (ii) of this section shall remain in ef-
fect for the period that begins with the
first date the special valuation rule of
paragraph (d) of this section is applied
by the employer to the automobile and
ends on December 31 of the fourth full
calendar year following that date. The
Annual Lease Value for each subse-
quent four-year period is calculated by
determining the fair market value of
the automobile as of the January 1 fol-
lowing the period described in the pre-
vious sentence and selecting the
amount in column 2 of the Annual
Lease Value Table corresponding to the
appropriate dollar range in column 1 of
the Table. If, however, the employer is
using the special accounting rule pro-
vided in Announcement 85-113 (1985-31
I.R.B., August 5, 1985) (relating to the
reporting of and withholding on the
value of noncash fringe benefits), the
employer may calculate the Annual
Lease Value for each subsequent four-
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year period as of the beginning of the
special accounting period that begins
immediately prior to the January 1 de-
scribed in the previous sentence. For
example, assume that pursuant to An-
nouncement 85-113, an employer uses
the special accounting rule. Assume
further that beginning on November 1,
1985, the special accounting period is
November 1 to October 31 and that the
employer elects to use the special valu-
ation rule of this paragraph (d) as of
January 1, 1985. The employer may re-
calculate the Annual Lease Value as of
November 1, 1988, rather than as of
January 1, 1989.

(v) Transfer of the automobile to an-
other employee. Unless the primary pur-
pose of the transfer is to reduce Fed-
eral taxes, if an employer transfers an
automobile from one employee to an-
other employee, the employer may re-
calculate the Annual Lease Value
based on the fair market value of the
automobile as of January 1 of the year
of transfer. If, however, the employer is
using the special accounting rule pro-
vided in Announcement 85-113 (1985-31
I.R.B., August 5, 1985) (relating to the
reporting of and withholding on the
value of noncash fringe benefits), the
employer may recalculate the Annual
Lease Value based on the fair market
value of the automobile as of the begin-
ning of the special accounting period in
which the transfer occurs. If the em-
ployer does not recalculate the Annual
Lease Value, and the employee to
whom the automobile is transferred
uses the special valuation rule, the em-
ployee may not recalculate the Annual
Lease Value.

(3) Services included in, or excluded
from, the Annual Lease Value Table—(i)
Maintenance and insurance included.
The Annual Lease Values contained in
the Annual Lease Value Table include
the fair market value of maintenance
of, and insurance for, the automobile.
Neither an employer nor an employee
may reduce the Annual Lease Value by
the fair market value of any service in-
cluded in the Annual Lease Value that
is not provided by the employer, such
as reducing the Annual Lease Value by
the fair market value of a maintenance
service contract or insurance. An em-
ployer or employee may take into ac-
count the services actually provided
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with respect to the automobile by val-
uing the availability of the automobile
under the general valuation rules of
paragraph (b) of this section.

(i) Fuel excluded—(A) In general. The
Annual Lease Values do not include
the fair market value of fuel provided
by the employer, regardless of whether
fuel is provided in kind or its cost is re-
imbursed by or charged to the em-
ployer.

(B) Valuation of fuel provided in kind.
The provision of fuel in kind may be
valued at fair market value based on
all the facts and circumstances or, in
the alternative, it may be valued at 5.5
cents per mile for all miles driven by
the employee. However, the provision
of fuel in kind may not be valued at 5.5
cents per mile for miles driven outside
the United States, Canada, and Mexico.
For purposes of this section, the United
States includes the United States and
its territories.

(C) Valuation of fuel where cost reim-
bursed by or charged to employer. The
fair market value of fuel, the cost of
which is reimbursed by or charged to
an employer, is generally the amount
of the actual reimbursement or the
amount charged, provided the purchase
of the fuel is at arm’s length. If an em-
ployer with a fleet of at least 20 auto-
mobiles that meet the requirements of
paragraph (d)(5)(v)(C) of this section re-
imburses employees for the cost of fuel
or allows employees to charge the em-
ployer for the cost of the fuel, however,
the fair market value of fuel provided
to those automobiles may be deter-
mined by reference to the employer’s
fleet-average cents-per-mile fuel cost.
The fleet-average cents-per-mile fuel
cost in equal to the fleet-average per-
gallon fuel cost divided by the fleet-av-
erage miles-per-gallon rate. The aver-
ages described in the preceding sen-
tence must be determined by averaging
the per-gallon fuel costs and miles-per-
gallon rates of a representative sample
of the automobiles in the fleet equal to
the greater of ten percent of the auto-
mobiles in the fleet or 20 automobiles
for a representative period, such as a
two month period.

(iii) All other services excluded. The
fair market value of any service not
specifically identified in paragraph
(d)(3)(i) of this section that is provided
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by the employer with respect to an
automobile (such as the services of a
chauffeur) must be added to the Annual
Lease Value of the automobile in deter-
mining the fair market value of the
benefit provided.

(4) Availability of an automobile for less
than an entire calendar year—(i) Pro-
rated Annual Lease Value used for con-
tinuous availability of 30 or more days.
Except as otherwise provided in para-
graph (d)(4)(iv) of this section, for peri-
ods of continuous availability of 30 or
more days, but less than an entire cal-
endar year, the value of the avail-
ability of the employer-provided auto-
mobile is the pro-rated Annual Lease
Value. The pro-rated Annual Lease
Value is calculated by multiplying the
applicable Annual Lease Value by a
fraction, the numerator of which is the
number of days of availability and the
denominator of which is 365.

(ii) Daily Lease Value used for contin-
uous availability of less than 30 days. Ex-
cept as otherwise provided in para-
graph (d)(4)(iii) of this section, for peri-
ods of continuous availability of one or
more but less than 30 days, the value of
the availability of the employer-pro-
vided automobile is the Daily Lease
Value. The Daily Lease Value is cal-
culated by multiplying the applicable
Annual Lease Value by a fraction, the
numerator of which is four times the
number of days of availability and the
denominator of which is 365.

(iii) Election to treat all periods as peri-
ods of at least 30 days. A pro-rated An-
nual Lease Value may be applied with
respect to a period of continuous avail-
ability of less than 30 days, by treating
the automobile as if it had been avail-
able for 30 days, if to do so would result
in a lower valuation than applying the
Daily Lease Value to the shorter period
of actual availability.

(iv) Periods of unavailability—(A) Gen-
eral rule. In general, a pro-rated Annual
Lease Value (as provided in paragraph
(d)(4)(i) of this section) is used to value
the availability of an employer-pro-
vided automobile when the automobile
is available to an employee for a period
of continuous availability of at least 30
days but less than the entire calendar
year. Neither an employer nor an em-
ployee may use a pro-rated Annual
Lease Value when the reduction of Fed-
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eral taxes is the primary reason the
automobile is unavailable to an em-
ployee during the calendar year.

(B) Unavailability for personal reasons
of the employee. If an automobile is un-
available to an employee because of
personal reasons of the employee, such
as while the employee is on vacation, a
pro-rated Annual Lease Value may not
be used. For example, assume an auto-
mobile is available to an employee dur-
ing the first five months of the year
and during the last five months of the
year. Assume further that the period of
unavailability occurs because the em-
ployee is on vacation. The Annual
Lease Value, if it is applied, must be
applied with respect to the entire 12
month period. The Annual Lease Value
may not be pro-rated to take into ac-
count the two-month period of unavail-
ability.

(5) Fair market value—(i) In general.
For purposes of determining the An-
nual Lease Value of an automobile
under the Annual Lease Value Table,
the fair market value of an automobile
is that amount a hypothetical person
would have to pay a hypothetical third
party to purchase the particular auto-
mobile provided. Thus, for example,
any special relationship that may exist
between the employee and the em-
ployer must be disregarded. Also, the
employee’s subjective perception of the
value of the automobile is not relevant
to the determination of the auto-
mobile’s fair market value. In addition,
except as provided in paragraph (d)(5)
(i) of this section, the cost incurred by
the employer of either purchasing of
leasing the automobile is not deter-
minative of the fair market value of
the automobile.

(if) Safe-harbor valuation rule. For
purposes of calculating the Annual
Lease Value of an automobile under
this paragraph (d), the safe-harbor
value of the automobile may be used as
the fair market value of the auto-
mobile For an automobile owned by
the employer, the safe-harbor value of
the automobile is the employer’s cost
of purchasing the automobile, provided
the purchase is made at arm’s length.
For an automobile leased by the em-
ployer, the safe-harbor value of the
automobile is the value determined
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under paragraph (d)(5)(iii) of this sec-
tion.

(iii) Use of nationally recognized pric-
ing guides. The fair market value of an
automobile that is (A) provided to an
employee prior to January 1, 1985, (B)
being revalued pursuant to paragraphs
(d)(2) (iv) or (v) of this section, or (C) is
a leased automobile being valued pur-
suant to paragraph (d)(5)(ii) of this sec-
tion, may be determined by using the
retail value of such automobile as re-
ported in a nationally recognized publi-
cation that regularly reports new or
used automobile retail values, which-
ever is applicable. The values con-
tained in (and obtained from) the pub-
lication must be reasonable with re-
spect to the automobile being valued.

(iv) Fair market value of special equip-
ment—(A) Certain equipment excluded.
The fair market value of an automobile
does not include the fair market value
of any telephone or any specialized
equipment that is added to or carried
in the automobile if the presence of
such equipment is necessitated by, and
attributable to, the business needs of
the employer.

(B) Use of specialized equipment outside
of employer’s business. The value of spe-
cialized equipment must be included,
however, if the employee to whom the
automobile is available uses the spe-
cialized equipment in a trade of busi-
ness of the employee other than the
employee’s trade or business of being
an employee of the employer.

(C) Equipment susceptible to personal
use. The exclusion rule provided in this
paragraph (d)(5)(iv) does not apply to
specialized equipment susceptible to
personal use.

(v) Fleet-average valuation rule—(A) In
general. An employer with a fleet of 20
or more automobiles may use a fleet-
average value for purposes of calcu-
lating the Annual Lease Values of the
automobiles in the fleet. The fleet-av-
erage value is the average of the fair
market values of each automobile in
the fleet. The fair market value of each
automobile in the fleet shall be deter-
mined, pursuant to the rules of para-
graphs (d)(5) (i) through (iv) of this sec-
tion, as of the later of January 1, 1985,
or the first date on which the auto-
mobile is made available to any em-
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ployee of the employer for personal
use.

(B) Period for use of rule. The fleet-av-
erage valuation rule of this paragraph
(d)(5)(v) may be used by an employer as
of January 1 of any calendar year fol-
lowing the calendar year in which the
employer acquires a fleet of 20 or more
automobiles. The Annual Lease Value
calculated for the automobiles in the
fleet, based on the fleet-average value,
shall remain in effect for the period
that begins with the first January 1 the
fleet-average valuation rule of this
paragraph (d)(5)(v) is applied by the
employer to the automobiles in the
fleet and ends on December 31 of the
subsequent calendar year. The Annual
Lease Value for each subsequent two
year period is calculated by deter-
mining the fleet-average value of the
automobiles in the fleet as of the first
January 1 of such period. An employer
may cease using the fleet-average valu-
ation rule as of any January 1. The
fleet-average valuation rule does not
apply as of January 1 of the year in
which the number of automobiles in
the employer’s fleet declines to fewer
than 20. If, however, the employer is
using the special accounting rule pro-
vided in Announcement 85-113 (l.R.B.
No. 31, August 5, 1985), the employer
may apply the rules of this paragraph
(d)(5)(v)(B) on the basis of the special
accounting period rather than the cal-
endar year. (This is accomplished by
substituting (1) the beginning of the
special accounting period that begins
immediately prior to the January 1 de-
scribed in this paragraph (d)(5)(v)(B)
for January 1 wherever it appears in
this paragraph (d)(5)(v)(B) and (2) the
end of such accounting period for De-
cember 31.) The revaluation rules of
paragraph (d)(2) (iv) and (v) of this sec-
tion do not apply to automobiles val-
ued under this paragraph (d)(5)(v).

(C) Limitations on use of fleet-average
rule. The rule provided in this para-
graph (d)(5)(v) may not be used for any
automobile whose fair market value
(determined pursuant to paragraphs
(d)(5) (i) through (iv) of this section as
of either the first date on which the
automobile is made available to any
employee of the employer for personal
use or, if later, January 1, 1985) exceeds
$16,500. In addition, the rule provided in
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this paragraph (d)(5)(v) may only be
used for automobiles that the employer
reasonably expects will regularly be
used in the employer’s trade or busi-
ness. Infrequent use of the vehicle,
such as for trips to the airport or be-
tween the employer’s multiple business
premises, does not constitute regular
use of the vehicle in the employer’s
trade or business.

(D) Additional automobiles added to the
fleet. If the rule provided in this para-
graph (d)(5)(v) is used by an employer,
it must be used for every automobile
included in or added to the fleet that
meets the requirements of paragraph
(d)(5)(v)(C) of this section. The fleet-av-
erage value in effect at the time an
automobile is added to the fleet is
treated as the fair market value of the
automobile for purposes of determining
the Annual Lease Value of the auto-
mobile until the fleet-average value
changes pursuant to paragraph
(d)(5)(v)(B) of this section.

(E) Use of the fleet-average rule by em-
ployees. An employee can only use the
fleet-average value if it is used by the
employer. If an employer uses the
fleet-average value, and the employee
uses the special valuation rule of para-
graph (d) of this section, the employee
must use the fleet-average value.

(6) Consistency rules—(i) Use of the
automobile lease valuation rule by an em-
ployer. Except as provided in paragraph
(d)(5) (v)(B) of this section, an em-
ployer may adopt the automobile lease
valuation rule of this paragraph (d) for
an automobile only if the rule is adopt-
ed with respect to the later of the pe-
riod that begins on January 1, 1987, or
the first period in which the auto-
mobile is made available to an em-
ployee of the employer for personal use
or, if the commuting valuation rule of
paragraph (f) of this section is used
when the automobile is first made
available to an employee of the em-
ployer for personal use, the first period
in which the commuting valuation rule
is not used.

(i) An employer must use the auto-
mobile lease valuation rule for all subse-
quent periods. Once the automobile
lease valuation rule has been adopted
for an automobile by an employer, the
rule must be used by the employer for
all subsequent periods in which the em-
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ployer makes the automobile available
to any employee, except that the em-
ployer may, for any period during
which use of the automobile qualifies
for the commuting valuation rule of
paragraph (f) of this section, use the
commuting valuation rule with respect
to the automobile.

(iii) Use of the automobile lease valu-
ation rule by an employee. Except as pro-
vided in paragraph (c)(2)(ii)(C) of this
section, an employee may adopt the
automobile lease valuation rule for an
automobile only if the rule is adopted
(A) by the employer and (B) with re-
spect to the first period in which the
automobile for which the employer
(consistent with paragraph (d)(6)(i) of
this section) adopted the rule is made
available to that employee for personal
use, or, if the commuting valuation
rule of paragraph (f) of this section is
used when the automobile is first made
available to that employee for personal
use, the first period in which the com-
muting valuation rule is not used.

(iv) An employee must use the auto-
mobile lease valuation rule for all subse-
quent periods. Once the automobile
lease valuation rule has been adopted
for an automobile by an employee, the
rule must be used by the employee for
all subsequent periods in which the
automobile for which the rule is used is
available to the employee, except that
the employee may, for any period dur-
ing which use of the automobile quali-
fies for use of the commuting valuation
rule of paragraph (f) of this section and
for which the employer uses the rule,
use the commuting valuation rule with
respect to the automobile.

(v) Replacement automobiles. Notwith-
standing anything in this paragraph
(D)(6) to the contrary, if the auto-
mobile lease valuation rule is used by
an employer, or by an employer and an
employee, with respect to a particular
automobile, and a replacement auto-
mobile is provided to the employee for
the primary purpose of reducing Fed-
eral taxes, then the employer, or the
employer and the employee, using the
rule must continue to use the rule with
respect to the replacement automobile.

(e) Vehicle cents-per-mile valuation
rule—(1) In general—(i) General rule.
Under the vehicle cents-per-mile valu-
ation rule of this paragraph (e), if an
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employer provides an employee with
the use of a vehicle that (A) the em-
ployer reasonably expects will be regu-
larly used in the employer’s trade or
business throughout the calendar year
(or such shorter period as the vehicle
may be owned or leased by the em-
ployer) or (B) satisfies the require-
ments of paragraph (e)(1)(ii) of this sec-
tion, the value of the benefit provided
in the calendar year is the standard
mileage rate provided in the applicable
Revenue Ruling or Revenue Procedure
(“‘cents-per-mile rate’’) multiplied by
the total number of miles the vehicle is
driven by the employee for personal
purposes. For 1985, the standard mile-
age rate is 21 cents per mile for the
first 15,000 miles and 11 cents per mile
for all miles over 15,000. See Rev. Proc.
85-49. The standard mileage rate must
be applied to personal miles inde-
pendent of business miles. Thus, for ex-
ample, if an employee drives 20,000 per-
sonal miles and 35,000 business miles in
1985, the value of the personal use of
the vehicle is $3,700
(15,000x$.21+5,000x$.11). For purposes of
this section, the use of a vehicle for
personal purposes is any use of the ve-
hicle other than use in the employee’s
trade or business of being an employee
of the employer. Infrequent use of the
vehicle, such as for trips to the airport
or between the employer’s multiple
business premises, does not constitute
regular use of the vehicle in the em-
ployer’s trade or business.

(ii) Mileage rule. A vehicle satisfies
the requirements of this paragraph
(e)(1)(ii) in a calendar year if (A) it is
actually driven at least 10,000 miles in
the year, and (B) use of the vehicle dur-
ing the year is primarily by employees.
For example, if a vehicle is used by
only one employee during the year and
that employee drives a vehicle at least
10,000 miles in a calendar year, such ve-
hicle satisfies the requirements of this
paragraph (e)(1)(ii) even if all miles
driven by the employee are personal.
The requirements of this paragraph
(e)(1)(ii), however, will not be satisfied
if during the year the vehicle is trans-
ferred among employees in such a way
which enables an employee whose use
was at a rate significantly less that
10,000 miles per year to meet the 10,000
mile threshold. Assume that an em-
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ployee uses a vehicle for the first six
months of the year and drives 2,000
miles, and that vehicle is then used by
other employees who drive the vehicle
8,000 miles in the last six months of the
year. Because the rate at which miles
were driven in the first six months of
the year would result in only 4,000
miles being driven in the year, and be-
cause the first employee did not use
the vehicle during the last six months
of the year, the requirements of this
paragraph (e)(1)(ii) are not satisfied.
The requirement of paragraph
(e)(1)(ii)(B) of this section is deemed
satisfied if employees use the vehicle
on a consistent basis for commuting. If
the employer does not own or lease the
vehicle during a portion of the year,
the 10,000 mile threshold is to be re-
duced proportionately to reflect the pe-
riods when the employer owned or
leased the vehicle. For purposes of this
paragraph (e)(1)(ii), use of the vehicle
by an individual (other than the em-
ployee) whose use would be taxed to
the employee is not considered use by
the employee.

(iii) Limitation on use of the vehicle
cents-per-mile valuation rule. The value
of the use of an automobile (as defined
in paragraph (d)(1)(ii) of this section)
may not be determined under the vehi-
cle cents-per-mile valuation rule of
this paragraph (e) if the fair market
value of the automobile (determined
pursuant to paragraphs (d)(5) (i)
through (iv) of this section as of the
later of January 1, 1985, or the first
date on which the automobile is made
available to any employee of the em-
ployer for personal use) exceeds $12,800.
No inference may be drawn from the
promulgation or terms of this section
concerning the application of law in ef-
fect prior to January 1, 1985.

(2) Definition of vehicle. For purposes
of this paragraph (e), the term ‘‘vehi-
cle’ means any motorized wheeled ve-
hicle manufactured primarily for use
on public streets, roads, and highways.
The term ‘‘vehicle” includes an auto-
mobile as defined in paragraph (d)(1)(ii)
of this section.

(3) Services included in, or excluded
from, the cents-per-mile rate—(i) Mainte-
nance and insurance included. The
cents-per-mile rate includes the fair
market value of maintenance of, and
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insurance for, the vehicle. An employer
may not reduce the cents-per-mile rate
by the fair market value of any service
included in the cents-per-mile rate but
not provided by the employer. An em-
ployer or employee may take into ac-
count the services provided with re-
spect to the automobile by valuing the
availability of the automobile under
the general valuation rules of para-
graph (b) of this section.

(i) Fuel provided by the employer—(A)
Miles driven in the United States, Can-
ada, and Mexico. With respect to miles
driven in the United States, Canada,
and Mexico, the cents-per-mile rate in-
cludes the fair market value of fuel
provided by the employer. If fuel is not
provided by the employer, the cents-
per-mile rate may be reduced by no
more than 5.5 cents or the amount
specified in any applicable Revenue
Ruling or Revenue Procedure. For pur-
poses of this section, the United States
includes the United States and its ter-
ritories.

(B) Miles driven outside the United
States, Canada, and Mexico. With re-
spect to miles driven outside the
United States, Canada, and Mexico, the
fair market value of fuel provided by
the employer is not reflected in the
cents-per-mile rate. Accordingly, the
cents-per-mile rate may be reduced but
by no more than 5.5 cents or the
amount specified in any applicable
Revenue Ruling or Revenue Procedure.
If the employer provides the fuel in
kind, it must be valued based on all the
facts and circumstances. If the em-
ployer reimburses the employee for the
cost of fuel or allows the employee to
charge the employer for the cost of
fuel, the fair market value of the fuel
is generally the amount of the actual
reimbursement or the amount charged,
provided the purchase of fuel is at
arm’s length.

(4) Valuation of personal use only. The
vehicle cents-per-mile valuation rule of
this paragraph (e) may only be used to
value the miles driven for personal pur-
poses. Thus, the employer must include
an amount in an employee’s income
with respect to the use of a vehicle
that is equal to the product of the
number of personal miles driven by the
employee and the appropriate cents-
per-mile rate. The employer may not
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include in income a greater or lesser
amount; for example, the employer
may not include in income 100 percent
(all business and personal miles) of the
value of the use of the vehicle. The
term ‘“‘personal miles”” means all miles
driven by the employee except miles
driven by the employee is the employ-
ee’s trade or business of being an em-
ployee of the employer.

(5) Consistency rules—(i) Use of the ve-
hicle cents-per-mile valuation rule by an
employer. An employer must adopt the
vehicle cents-per-mile valuation rule of
this paragraph (e) for a vehicle by the
later of the period that begins on Janu-
ary 1, 1987, or the first period in which
the vehicle is used by an employee of
the employer for personal use or, if the
commuting valuation rule of paragraph
(f) of this section is used when the ve-
hicle is first used by an employee of
the employer for personal use, the first
period in which the commuting valu-
ation rule is not used.

(ii) An employer must use the vehicle
cents-per-mile valuation rule for all subse-
quent periods. Once the vehicle cents-
per-mile valuation rule has been adopt-
ed for a vehicle by an employer, the
rule must be used by the employer for
all subsequent periods in which the ve-
hicle qualifies for use of the rule, ex-
cept that (A) the employer may, for
any period during which use of the ve-
hicle qualifies for the commuting valu-
ation rule of paragraph (f) of this sec-
tion, use the commuting valuation rule
with respect to the vehicle, and (B) if
the employer elects to use the auto-
mobile lease valuation rule of para-
graph (d) of this section for a period in
which the vehicle does not qualify for
use of the vehicle cents-per-mile valu-
ation rule, then the employer must
comply with the requirements of para-
graph (d)(6) of this section. If the vehi-
cle fails to qualify for use of the vehi-
cle cents-per-mile valuation rule dur-
ing a subsequent period, the employer
may adopt for such subsequent period
and thereafter any other special valu-
ation rule for which the vehicle then
qualifies. For purposes of paragraph
(d)(6) of this section, the first day on
which an automobile with respect to
which the vehicle cents-per-mile rule
had been used fails to qualify for use of
the vehicle cents-per-mile valuation
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rule may be deemed to be the first day
on which the automobile is available to
an employee of the employer for per-
sonal use.

(iii) Use of the vehicle cents-per-mile
valuation rule by an employee. An em-
ployee may adopt the vehicle cents-
per-mile valuation rule for a vehicle
only if the rule is adopted (A) by the
employer and (B) with respect to the
first period in which the vehicle for
which the employer (consistent with
paragraph (e)(5)(i) of this section)
adopted the rule is available to that
employee for personal use or, if the
commuting valuation rule of paragraph
(f) of this section is used by both the
employer and the employee when the
vehicle is first used by an employee for
personal use, the first period in which
the commuting valuation rule is not
used.

(iv) An employee must use the vehicle
cents-per-mile valuation rule for all subse-
quent periods. Once the vehicle cents-
per-mile valuation rule has been adopt-
ed for a vehicle by an employee, the
rule must be used by the employee for
all subsequent periods of personal use
of the vehicle by the employee for
which the rule is used by the employer,
except that the employee may, for any
period during which use of the vehicle
qualifies for use of the commuting
valuation rule of paragraph (f) of this
section and for which such rule is used
by the employer, use the commuting
valuation rule with respect to the vehi-
cle.

(v) Replacement vehicles. Notwith-
standing anything in this paragraph
(e)(5) to the contrary, if the vehicle
cents-per-mile valuation rule is used
by an employer, or by an employer and
an employee, with respect to a par-
ticular vehicle, and a replacement ve-
hicle is provided to the employee for
the primary purpose of reducing Fed-
eral taxes, then the employer, or the
employer and the employee, using the
rule must continue to use the rule with
respect to the replacement vehicle if
the replacement vehicle qualifies for
use of the rule.

(f) Commuting valuation rule—(1) In
general. Under the commuting valu-
ation rule of this paragraph (f), the
value of the commuting use of an em-
ployer-provided vehicle may be deter-
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mined pursuant to paragraph (f)(3) of
this section if the following criteria
are met by the employer and employ-
ees with respect to the vehicle:

(i) The vehicle is owned or leased by
the employer and is provided to one or
more employees for use in connection
with the employer’s trade or business
and is used in the employer’s trade or
business;

(ii) For bona fide noncompensatory
business reasons, the employer requires
the employee to commute to and/or
from work in the vehicle;

(iii) The employer has established a
written policy under which the em-
ployee may not use the vehicle for per-
sonal purposes, other than for com-
muting or de minimis personal use
(such as a stop for a personal errand on
the way between a business delivery
and the employee’s home);

(iv) Except for de minimis personal
use, the employee does not use the ve-
hicle for any personal purpose other
than commuting; and

(v) The employee required to use the

vehicle for commuting is not a control
employee of the employer (as defined
in paragraphs (f) (5) and (6) of this sec-
tion).
If the vehicle is a chauffeur-driven ve-
hicle, the commuting valuation rule of
this paragraph (f) may not be used to
value the commuting use of any pas-
senger who commutes in the vehicle.
The rule may be used, however, to
value the commuting use of the chauf-
feur. Personal use of a vehicle is all use
of the vehicle by the employee that is
not used in the employee’s trade or
business of being an employee of the
employer.

(2) Special rules. Notwithstanding
anything in paragraph (f)(1) of this sec-
tion to the contrary, the following spe-
cial rules apply—

(i) Written policy not required in 1985.
The policy described in paragraph
(F)(Q)(iii) of this section prohibiting
personal use need not be written with
respect to the commuting use which
occurs prior to January 1, 1986;

(i) Commuting use during 1985. For
commuting use that occurs after De-
cember 31, 1984, but before January 1,
1986, the restrictions of paragraph
(F)(1)(v) of this section shall be applied
by substituting ‘““an employee who is
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an officer or a five-percent owner of the
employer” in lieu of ‘“‘a control em-
ployee’. For purposes of determining
who is a five-percent owner, any indi-
vidual who owns (or is considered as
owning) five or more percent of the fair
market value of an entity (the ‘“owned
entity’”) is considered a five-percent
owner of all entities that would be ag-
gregated with the owned entity under
the rules of section 414 (b), (c), or (m).
An employee who is an officer of an
employer shall be treated as an officer
of all entities treated as a single em-
ployer pursuant to section 414 (b), (c),
or (m). The definitions provided in
paragraphs (f)(5)(i) and (f)(6) of this sec-
tion may be used to define an officer;
and

(iii) Control employee exception. If the
vehicle in which the employee is re-
quired to commute is not an auto-
mobile as defined in paragraph (d)(1)(ii)
of this section, the restrictions of para-
graph (f)(1)(v) of this section do not
apply.

(3) Commuting value—(i) $1.50 per one-
way commute. If the requirements of
this paragraph (f) are satisfied, the
value of the commuting use of an em-
ployer-provided vehicle is $1.50 per one-
way commute (e.g., from home to work
or from work to home).

(ii) Value per employee. If there is
more than one employee who com-
mutes in the vehicle, such as in the
case of an employer-sponsored car pool,
the amount includible in the income of
each employee is $1.50 per one-way
commute. Thus, the amount includible
for each round-trip commute is $3.00
per employee.

(4) Definition of vehicle. For purposes
of this paragraph (f), the term ‘‘vehi-
cle’ means any motorized wheeled ve-
hicle manufactured primarily for use
on public streets, roads, and highways.
The term *‘‘vehicle” includes an auto-
mobile as defined in paragraph (d)(2)(ii)
of this section.

(5) Control employee defined—Non-gov-
ernment employer. For purposes of this
paragraph (f), a control employee of a
non-government employer is any em-
ployee—

(i) Who is a Board- or shareholder-ap-
pointed, confirmed, or elected officer of
the employer,
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(ii) Who is a director of the employer,
or

(iii) Who owns a one-percent or great-
er equity, capital, or profits interest in
the employer.

For purposes of determining who is a
one-percent owner under paragraph
(F)(B)(iii) of this section, any individual
who owns (or is considered as owning
under section 318(a) or principles simi-
lar to section 318(a) for entities other
than corporations) one percent or more
of the fair market value of an entity
(the “‘owned entity’’) is considered a
one-percent owner of all entities which
would be aggregated with the owned
entity under the rules of section 414
(b), (c), or (m). An employee who is an
officer of an employer shall be treated
as an officer of all entities treated as a
single employer pursuant to section 414
(b), (c) or (m).

(6) Control employee defined—Govern-
ment employer. For purposes of this
paragraph (f), a control employee of a
government employer if any—

(i) Elected official,

(if) Federal employee who is ap-
pointed by the President and confirmed
by the Senate. In the case of commis-
sioned officers of the United States
Armed Forces, an officer is any indi-
vidual with the rank of brigadier gen-
eral or above or the rank of rear admi-
ral (lower half) or above; or

(iii) State or local executive officer

comparable to the individuals de-
scribed in paragraph (f)(6) (i) and (ii) of
this section.
For purposes of this paragraph (f), the
term ‘‘government’ includes any Fed-
eral, state, or local governmental unit,
and any agency or instrumentality
thereof.

(9) Non-commercial flight valuation
rule—(1) In general. Under the non-com-
mercial flight valuation rule of this
paragraph (g), if an employee is pro-
vided with a flight on an employer-pro-
vided aircraft, the value of the flight is
calculated using the aircraft valuation
formula provided in paragraph (g)(5) of
this section. Except as otherwise pro-
vided, for purposes of this paragraph
(g9), a flight provided to a person whose
flight would be taxable to an employee
as the recipient is referred to as pro-
vided to the employee, and a flight
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taken by such person is considered a
flight taken by the employee.

(2) Eligible flights and eligible aircraft.
The valuation rule of this paragraph
(g) may be used to value flights on all
employer-provided aircraft, including
helicopters. The valuation rule of this
paragraph (g) may be used to value
international as well as domestic
flights. The valuation rule of this para-
graph (g) may not be used to value a
flight on any commercial aircraft on
which air transportation is sold to the
public on a per-seat basis. For a special
valuation rule relating to certain
flights on commercial aircraft, see
paragraph (h) of this section.

(3) Definition of a flight—(i) General
rule. Except as otherwise provided in
paragraph (g)(3)(iii) of this section (re-
lating to intermediate stops), for pur-
poses of this paragraph (g), an individ-
ual’s flight is the distance (in statute
miles) between the place at which the
individual boards the aircraft and the
place at which the individual deplanes.

(ii) Valuation of each flight. Under the
valuation rule of this paragraph (g),
value is determined separately for each
flight. Thus, a round-trip is comprised
of at least two flights. For example, an
employee who takes a personal trip on
an employer-provided aircraft from
New York, New York to Denver, Colo-
rado, Denver to Los Angeles, Cali-
fornia, and Los Angeles to New York
has taken three flights and must apply
the aircraft valuation formula sepa-
rately to each flight. The value of a
flight must be determined on a pas-
senger-by-passenger basis. For exam-
ple, if an individual accompanies an
employee and the flight taken by the
individual would be taxed to the em-
ployee, the employee would be taxed on
the special rule value of the flight by
the employee and by the individual.

(iii) Intermediate stop. If the primary
purpose of a landing is necessitated by
weather conditions, by an emergency,
for purposes of refueling or obtaining
other services relating to the aircraft,
or for purposes of the employer’s busi-
ness unrelated to the employee whose
flight is being valued (“an inter-
mediate stop’’), the distance between
the place at which the trip originates
and the place at which the inter-
mediate stop occurs is not considered a
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flight. For example, assume that an
employee’s trip originates in St. Louis,
Missouri, on route to Seattle, Wash-
ington, but, because of weather condi-
tions, the aircraft lands in Denver, Col-
orado, and the employee stays in Den-
ver overnight. Assume further that the
next day the aircraft flies to Seattle
where the employee deplanes. The em-
ployee’s flight is the distance between
the airport in St. Louis and the airport
in Seattle. Assume that a trip origi-
nates in New York, New York, with
five passengers and makes an inter-
mediate stop in Chicago, lllinois, be-
fore going on to Los Angeles, Cali-
fornia. If one of the five passengers
deplanes in Chicago, the distance of
that passenger’s flight would be the
distance between the airport in New
York and the airport in Chicago. The
intermediate stop is disregarded when
measuring the flights taken by each of
the other passengers. Their flights
would be the distance between the air-
port in New York and the airport in
Los Angeles.

(4) Personal and non-personal flights—
(i) In general. The valuation rule of this
paragraph (g) applies to personal
flights on employer-provided aircraft.
A personal flight is one the value of
which is not excludable under another
section of subtitle A, such as under sec-
tion 132(d) (relating to a working con-
dition fringe). However, solely for pur-
poses of paragraphs (g)(4)(ii) and
(9)(4)(iii) of this section, references to
personal flights do not include flights a
portion of which would not be exclud-
able by reason of section 274.(c).

(ii) Trip primarily for employer’s busi-
ness. If an employee combines, in one
trip, personal and business flights on
an employer-provided aircraft and the
employee’s trip is primarily for the
employer’s business (see §1.162-2(b)(2)),
the employee must include in income
the excess of the value of all the flights
that comprise the trip over the value of
the flights that would have been taken
had there been no personal flights but
only business flights. For example, as-
sume that an employee flies on an em-
ployer-provided aircraft from Chicago,
Ilinois to Miami, Florida, for the em-
ployer’s business and that from Miami
the employee flies on the employer-
provided aircraft to Orlando, Florida,
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for personal purposes and then flies
back to Chicago. Assume further that
the primary purpose of the trip is for
the employer’s business. The amount
includible in income is the excess of
the value of the three flights (Chicago
to Miami, Miami to Orlando, and Or-
lando to Chicago), over the value of the
flights that would have been taken had
there been no personal flights but only
business flights (Chicago to Miami and
Miami to Chicago).

(iii) Primarily personal trip. In an em-
ployee combines, in one trip, personal
and business flights on an employer-
provided aircraft and the aircraft’s trip
is primarily personal (see §1.162-
2(b)(2)), the amount includible in the
employee’s income is the value of the
personal flights that would have been
taken had there been no business
flights but only personal flights. For
example, assume that an employee
flies on an employer-provided aircraft
from San Francisco, California, to Los
Angeles, California, for the employer’s
business and that from Los Angeles the
employee flies on an employer-provided
aircraft to Palm Springs, California,
primarily for personal reasons and then
flies back to San Francisco. Assume
further that the primary purpose of the
trip is personal. The amount includible
in the employee’s income is the value
of personal flights that would have
been taken had there been no business
flights but only personal flights (San
Francisco to Palm Springs and Palm
Springs to San Francisco).

(iv) Application of section 274(c). The
value of employer-provided travel out-
side the United States away from home
may not be excluded from the employ-
ee’s gross income as a working condi-
tion fringe, by either the employer or
the employee, to the extent not deduct-
ible by reason of section 274(c). The
valuation rule of this paragraph (g) ap-
plies to that portion of the value of any
flight not excludable by reason of sec-
tion 274(c). Such value must be in-
cluded in income in addition to the
amounts determined under paragraphs
(@)(@)(i1) and (g)(4)(iii) of this section.

(v) Flight by individuals who are not
personal guests. If an individual who is
not an employee of the employer pro-
viding the aircraft is on a flight, and
the individual is not the personal guest
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of any employee, the flight by the indi-
vidual is not taxable to any employee
of the employer providing the aircraft.
The rule in the preceding sentence ap-
plies where the individual is provided
the flight by the employer for non-
compensatory business reasons of the
employer. For example, assume that G,
and employee of company Y, accom-
panies A, an employee of company X,
on company X’s aircraft for the pur-
pose of inspecting land under consider-
ation for purchase by company X from
company Y. The flight by G is not tax-
able to A.

(5) Aircraft valuation formula. Under
the valuation rule of this paragraph
(9), the value of a flight is determined
by multiplying the base aircraft valu-
ation formula for the period during
which the flight was taken by the ap-
propriate aircraft multiple (as provided
in paragraph (g)(7) of this section) and
then adding the applicable terminal
charge. The base aircraft valuation for-
mula (also known as the Standard In-
dustry Fare Level formula or SIFL) in
effect on June 30, 1985, is as follows:
($.1402 per mile for the first 500 miles,
$.1069 per mile for miles between 501
and 1500, and $.1028 per mile for miles
over 1500). The terminal charge in ef-
fect on June 30, 1985, is $25.62. The SIFL
cents-per-mile rates in the formula and
the terminal charge are calculated by
the Department of Transportation and
are revised semi-annually.

(6) SIFL formula in effect for a par-
ticular flight. For purposes of this para-
graph (g), in determining the value of a
particular flight during the first six
months of a calendar year, the SIFL
formula (and terminal charge) in effect
on December 31 of the preceding year
applies, and in determining the value
of a particular flight during the last six
months of a calendar year, the SIFL
formula (and terminal charge) in effect
on June 30 of that year applies. The fol-
lowing is the SIFL formula in effect on
December 31, 1984: ($.1480 per mile for
the first 500 miles, $.1128 per mile for
miles between 501 and 1500, and $.1085
per mile for miles over 1500). The ter-
minal charge in effect on December 31,
1984, is $27.05.

(7) Aircraft multiples—(i) In general.
The aircraft multiples are based on the
maximum certified takeoff weight of
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the aircraft. For purposes of applying
the aircraft valuation formula de-
scribed in paragraph (g)(5) of this sec-
tion, the aircraft multiples are as fol-
lows:

[In percent]
Aircraft multiple for
a—
Maximum certified takeoff weight of
the aircraft Control Non-con-
employee trol em-
ployee
6,000 Ibs. or less .... 62.5 15.6
6,001 to 10,000 Ibs ... 125.0 234
10,001 to 25,000 Ibs .. 300.0 31.3
25,001 Ibs. Or MOre ......cccoeruevueeeenenne 400.0 31.3

(ii) Flights treated as provided a to con-
trol employee. Except as provided in
paragraph (g)(10) of this section, any
flight provided to an individual whose
flight would be taxable to a control
employee (as defined in paragraph
(9)(8) and (9) of this section) as the re-
cipient shall be valued as if such flight
has been provided to that control em-
ployee. For example, assume that the
chief executive officer of an employer,
his spouse, and his two children fly on
an employer-provided aircraft for per-
sonal purposes. Assume further that
the maximum certified takeoff weight
of the aircraft is 12,000 Ibs. The amount
includible in the employee’s income is
4 x ((300 percent x base aircraft valu-
ation formula) plus the applicable ter-
minal charge).

(8) Control employee defined—Non-
government employer. For purposes of
this paragraph (g), a control employee
of a non-government employer is any
employee—

(i) Who is a Board- or shareholder-
appointed, confirmed, or elected officer
of the employer, limited to the lesser
of (A) one-percent of all employees (in-
creased to the next highest integer, if
not an integer) or (B) ten employees;

(if) Whose compensation equals or ex-
ceeds the compensation of the top one
percent most highly-paid employees of
the employer (increased to the next
highest integer, if not an integer) lim-
ited to a maximum of 25 employees;

(iii) Who owns a ten-percent or great-
er equity, capital or profits interest in
the employer; or

(iv) Who is a director of the em-
ployer.
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For purposes of this paragraph (g), any
employee who is a family member
(within the meaning of section
267(c)(4)) of a control employee is also
a control employee. Pursuant to this
paragraph (g)(8), an employee may be a
control employee under more than one
of the requirements listed in para-
graphs (g)(8) (i) through (iv) of this sec-
tion. For example, an employee may be

both an officer under paragraph
(9)(8)(i) of this section and a highly-
paid employee under paragraph

(9)(8)(ii) of this section. In this case,
for purposes of the officer limitation
rule of paragraph (g)(8)(i) of this sec-
tion and the highly-paid employee lim-
itation rule of paragraph (g)(8)(ii) of
this section, the employee would be
counted as reducing both such limita-
tion rules. In no event shall an em-
ployee whose compensation is less than
$50,000 be a control employee under
paragraph (g)(8)(ii) of this section. For
purposes of determining who is a ten-
percent owner under paragraph
(9)(8)(iii) of this section, any individual
who owns (or is considered as owning
under section 318(a) or principles simi-
lar to section 318(a) for entities other
than corporations) ten percent or more
of the fair market value of an entity
(the “‘owned entity’’) is considered a
ten-percent owner of all entities which
would be aggregated with the owned
entity under the rules of section 414
(b), (c), or (m). For purposes of deter-
mining who is an officer under para-
graph (g)(8)(i) of this section, notwith-
standing anything in this section to
the contrary, if the employer would be
aggregated with other employers under
the rules of section 414 (b), (c), or (m),
the officer definition and the limita-
tions are applied to each separate em-
ployer rather than to the aggregated
employer. If applicable, the officer lim-
itation rule of paragraph (g)(8)(i) of
this section is applied to employees in
descending order of their compensa-
tion. Thus, if an employer has 11 board-
appointed officers, the employee with
the least compensation of those offi-
cers would not be an officer under para-
graph (g)(8)(i) of this section. For pur-
poses of this paragraph (g), the term
‘‘compensation’”” means the amount re-
ported on a Form W-2 as income for
the prior calendar year. Compensation
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includes all amounts received from all
entities treated as a single employer
under section 414 (b), (c), or (m).

(9) Control employee defined—Govern-
ment. For purposes of this paragraph
(g), a control employee of a govern-
ment employer is any—

(i) Elected officials;

(ii) Federal employee who is ap-
pointed by the President and confirmed
by the Senate. In the case of commis-
sioned officers of the United States
Armed Forces, an officer is any indi-
vidual with the rank or brigadier gen-
eral or above or the rank of rear admi-
ral (lower half) or above; or

(iii) State or local executive officer
comparable to the individuals in para-
graph (g)(9)(i) and (ii) of this section.
For purposes of this paragraph (g), the
term ‘‘government’ includes any Fed-
eral, state, or local government unit,
and any agency or instrumentality
thereof.

(10) Seating capacity rule—(i) In gen-
eral. Where 50 percent of more of the
regular passenger seating capacity of
an aircraft (as used by the employer) is
occupied by individuals whose flights
are primarily for the employer’s busi-
ness (and whose flights are excludable
from income under section 132(d)), the
value of a flight on that aircraft by any
employee who is not flying primarily
for the employer’s business (or who is
flying primarily for the employer’s
business but the value of whose flight
is not excludable under section 132(d)
by reason of section 274(c)) is deemed
to be zero. See §1.132-5T which limits
the exclusion under section 132(d) to
situations where the employee receives
the flight in connection with the per-
formance of services for the employer
providing the aircraft. For purposes of
this paragraph (g)(10), the term “‘em-
ployee’ includes only employees and
partners of the employer providing the
aircraft and does not include inde-
pendent contractors and directors of
the employer.

For purposes of this paragraph (g)(10),
the second sentence of paragraph (g)(1)
of this section will not apply. Instead,
a flight taken by an individual who is
either treated as an employee pursuant
to section 132(f)(1) or whose flight is
treated as a flight taken by an em-
ployee pursuant to section 132(f)(2) is
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considered a flight taken by an em-
ployee. If (A) a flight is considered
taken by an individual other than an
employee (as defined in this paragraph
(9)(10)), (B) the value of that individ-
ual’s flight is not excludable under sec-
tion 132(d), and (C) the seating capacity
rule of this paragraph (g)(10) otherwise
applies, then the value of the flight
provided to such an individual is the
value of a flight provided to a non-con-
trol employee (even if the individual
who would be taxed on the value of
such individual’s flight is a control em-
ployee).

(ii) Application of 50-percent test to
multiple flights. The seating capacity
rule of this paragraph (g)(10) must be
met both at the time the individual
whose flight is being valued boards the
aircraft and at the time the individual
deplanes. For example, assume that
employee A boards an employer-pro-
vided aircraft for personal purposes in
New York, New York, and that at that
time 80 percent of the regular pas-
senger seating capacity of the aircraft
is occupied by individuals whose flights
are primarily for the employer’s busi-
ness (and whose flights are excludable
from income under section 132(d)) (‘“the
business passengers’). If the aircraft
flies directly to Hartford, Connecticut
where all of the passengers, including
A, deplane, the requirements of the
seating capacity rule of this paragraph
(9)(10) have been satisfied. If instead,
some of the passengers, including A, re-
main on the aircraft in Hartford and
the aircraft continues on to Boston,
Massachusetts, where they all deplane,
the requirements of the seating capac-
ity rule of this paragraph (g)(10) will
not be satisfied unless at least 50 per-
cent of the seats comprising the air-
craft’s regular passenger seating capac-
ity were occupied by the business pas-
sengers at the time A deplanes in Bos-
ton.

(iii) Regular passenger seating capac-
ity. The regular passenger seating ca-
pacity of an aircraft is the maximum
number of seats that have at any time
been on the aircraft (while owned or
leased by the employer). Except to the
extent excluded pursuant to paragraph
(9)(10)(v) of this section, regular seat-
ing capacity includes all seats which
may be occupied by members of the
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flight crew. It is irrelevant that on a
particular flight, less than the max-
imum number of seats are available for
use, because, for example, some of the
seats are removed. When determining
the maximum number of seats, those
seats that cannot at any time be le-
gally used during takeoff and are not
any time used during takeoff are not
counted.

(iv) Examples. The rules of paragraph
(9)(20)(iii) of this section are illus-
trated by the following examples:

Example (1). Employer A and employer B
order the same aircraft, except that A orders
it with 10 seats and B orders it with eight
seats. A always uses its aircraft as a 10-seat
aircraft; B always uses its aircraft as an
eight-seat aircraft. The regular passenger
seating capacity of A’s aircraft is 10 and of
B’s aircraft is eight.

Example (2). Assume the same facts as in
example (1), except that whenever A’s chief
executive officer and spouse use the aircraft
eight seats are removed. Even if substan-
tially all of the use of the aircraft is by the
chief executive officer and spouse the regular
passenger seating capacity of the aircraft is
10.

Example (3). Assume the same facts as in
example (1), except that whenever more than
eight people want to fly in B’s aircraft, two
extra seats are added. Even if substantially
all of the use of the aircraft occurs with
eight seats, the regular passenger seating ca-
pacity of the aircraft is 10.

(v) Seats occupied by flight crew. When
determining the regular passenger
seating capacity of an aircraft, any
seat occupied by a member of the flight
crew (whether or not such individual is
an employee of the employer providing
the aircraft) shall not be counted, un-
less the purpose of the flight by such
individual is not primarily to serve as
a member of the flight crew. If the seat
occupied by a member of the flight
crew is not counted as a passenger seat
pursuant to the previous sentence,
such member of the flight crew is dis-
regarded in applying the 50 percent test
described in the first sentence of para-
graph (g)(10)(i) of this section. For ex-
ample, assume that, prior to the appli-
cation of this paragraph (g)(10)(v), the
regular passenger seating capacity of
an aircraft is two seats.

Assume further that an employee pi-
lots the aircraft and that the employ-
ee’s flight is not primarily for the em-
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ployer’s business. If the employee’s
spouse occupies the other seat for per-
sonal purposes, the seating capacity
rule is not met and the value of both
flights must be included in the employ-
ee’s income. If, however, the employ-
ee’s flight were primarily for the em-
ployer’s business (unrelated to serving
as a member of the flight crew), then
the seating capacity rule is met and
the value of the flight for the employ-
ee’s spouse is deemed to be zero. If the
employee’s flight were primarily to
serve as a member of the flight crew,
then the seating capacity rule is not
met and the value of a flight by any
passenger for primarily personal rea-
sons is not deemed to be zero.

(11) Erroneous use of the non-commer-
cial flight valuation rule—(i) In general.
If the non-commercial flight valuation
rule of this paragraph (g) is used by an
employer or a control employee, as the
case may be, on a return as originally
filed, on the grounds that either the
control employee is not in fact a con-
trol employee, or that the aircraft is
within a specific weight classification,
and either position is subsequently de-
termined to be erroneous, the valu-
ation rule of this paragraph (g) (includ-
ing paragraph (g)(13) of this section) is
not available to value the flight taken
by that control employee by the person
or persons taking the erroneous posi-
tion. With respect to the weight classi-
fications, the previous sentence does
not apply if the position taken is that
the weight of the aircraft is greater
than it is subsequently determined to
be. If, with respect to a flight by a con-
trol employee, the seating capacity
rule of paragraph (g)(10) of this section
is used by an employer or the control
employee, as the case may be, on a re-
turn as originally filed, and it is subse-
quently determined that the require-
ments of paragraph (g)(10) of this sec-
tion were not met, the valuation rule
of this paragraph (g) (including para-
graph (g)(13) of this section) is not
available to value the flight taken by
that control employee by the person or
persons taking the erroneous position.

(ii) Value of flight excluded as a work-
ing condition fringe. If either an em-
ployer or an employee, on a return as
originally filed, excludes from the em-
ployee’s income or wages the value of a
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flight on the grounds that the flight
was excludable as a working condition
fringe under section 132, and that posi-
tion is subsequently determined to be
erroneous, the valuation rule of this
paragraph (g) (including paragraph
(9)(13) of this section) is not available
to value the flight taken by that em-
ployee by the person or persons taking
the erroneous position.

(12) Consistency rules—(i) Use by the
employer. Except as otherwise provided
in paragraphs (g)(11) and (g)(13)(iv) of
this section, if the non-commercial
flight valuation rule of this paragraph
(g) is used by an employer to value
flights provided in a calendar year, the
rule must be used to value all flights
provided in the calendar year.

(if) Use by the employee. Except as
otherwise provided in paragraphs
(9)(11) and (g)(13)(iv) of this section, if
the non-commercial flight valuation
rule of this paragraph (g) is used by an
employee to value a flight taken in a
calendar year, the rule must be used to
value all flights taken in the calendar
year.

(13) Transitional valuation rule—(i) In
general. If the value of a flight deter-
mined under this paragraph (g)(13) is
lower than the value of the flight oth-
erwise determined under paragraph (g)
of this section, the value of the flight
is the lower amount. The transitional
valuation rule of this paragraph (g)(13)
is available only for flights provided
after December 31, 1984, and before Jan-
uary 1, 1986.

(i) Transitional valuation rule aircraft
multiples. The appropriate aircraft mul-
tiples under the transitional valuation
rule are as follows:

(A) 125 percent of the base aircraft
valuation formula, plus the applicable
terminal charge, for any flight by any
employee who is not a key employee
(as defined in paragraph (g)(13)(iii) of
this section.)

(B) 125 percent of the base aircraft
valuation formula, plus the applicable
terminal charge, for a flight by a key
employee if there is a primary business
purpose of the trip by the aircraft. For
purposes of this paragraph (g)(13)(ii)
(B), entertaining an employee or other
individual is not a business purpose.

(C) 600 percent of the base aircraft
valuation formula, plus the applicable
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terminal charge, for a flight by a key
employee if there is not primary busi-
ness for the trip by the aircraft.

Where there is no business purpose for
the trip by the aircraft, the alternative
valuation rule may not be used to
value a flight by a key employee. For
purposes of this section, compensating
an employee is not a business purpose.

(iii) Key employee defined. A “‘key em-
ployee’ is any employee who is a five-
percent owner or an officer of the em-
ployer, or who, with respect to a par-
ticular trip by the aircraft, controls
the use of the aircraft. For purposes of
determining who is a five-percent
owner, any individual who owns (or is
considered as owning) five or more per-
cent of the fair market value of an en-
tity (the ‘‘owned entity”’) is considered
a five-percent owner of all entities that
would be aggregated with the owned
entity under the rules of section 414(b),
(c), or (m).

(iv) Erroneous use of transitional valu-
ation rule. If the transitional valuation
rule is used by an employer or a key
employee, as the case may be, on a re-
turn as originally filed, on the grounds
that—

(A) The key employee is not in fact a
key employee,

(B) An aircraft trip had a primary
business purpose, or

(C) An aircraft trip had some busi-
ness purpose,
and such position is subsequently de-
termined to be erroneous, neither the
transitional valuation rule nor the
non-commercial flight valuation rule
of this paragraph (g) is available to
value such flight taken by that key
employee by the person or persons tak-
ing the erroneous position.

(h) Commercial flight valuation rule—
(1) In general. Under the commercial
flight valuation rule of this paragraph
(h), the value of a space-available
flight (as defined in paragraph (h)(2) of
this section) on a commercial aircraft
is 25 percent of the actual carrier’s
highest unrestricted coach fare in ef-
fect for the particular flight taken.

(2) Space-available flight. The com-
mercial flight valuation rule of this
paragraph (h) is available to value a
space-available flight. The term
‘‘space-available flight’” means a flight
on a commercial aircraft (i) for which
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the airline (the acutal carrier) incurs
no substantial additional cost (includ-
ing forgone revenue) determined with-
out regard to any amount paid for the
flight and (ii) which is subject to the
same types of restrictions customarily
associated with flying on an employee
“‘standby’’ or ‘‘space-available’ basis.
A flight may be a space-available flight
even if the airline that is the actual
carrier is not the employer of the em-
ployee.

(3) Commercial aircraft. If the actual
carrier does not offer, in the ordinary
course of its business, air transpor-
tation to customers on a per-seat basis,
the commercial flight valuation rule of
this paragraph (h) is not available.
Thus, if, in the ordinary course of its
line of business, the employer only of-
fers air transportation to customers on
a charter basis, the commerical flight
valuation rule of this paragraph (h)
may not be used to value a space-avail-
able flight on the employer’s aircraft.
Similarly, if, in the ordinary course of
its line of business, an employer only
offers air transportation to customers
for the transport of cargo, the commer-
cial flight valuation rule of this para-
graph (h) may not be used to value a
space-available flight on the employ-
er’s aircraft.

(4) Timing of inclusion. The date that
the flight is taken is the relevant date
for purposes of applying section 61(a)(1)
and this section to a space-available
flight on a commercial aircraft. The
date of purchase or issuance of a pass
or ticket is not relevant. Thus, this
section applies to a flight taken on or
after January 1, 1985, regardless of the
date on which the pass or ticket for the
flight was purchased or issued.

(5) Consistency rules—(i) Use by em-
ployer. If the commercial flight valu-
ation rule of this paragraph (h) is used
by an employer to value flights pro-
vided in a calendar year, the rule must
be used to value all flights provided in
the calendar year.

(ii) Use by employee. If the commer-
cial flight valuation rule of this para-
graph (h) is used by an employee to
value a flight taken in a calendar year,
the rule must be used to value all
flights taken by such employee in the
calendar year.

(i) [Reserved]
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(J) Valuation of meals provided at an
employer-operated eating facility for em-
ployees—(1) In general. The valuation
rule of this paragraph (j) may be used
to value a meal provided at an em-
ployer-operated eating facility for em-
ployees (as defined in §1.132-7T). For
rules relating to an exclusion for the
value of meals provided at an em-
ployer-operated eating facility for em-
ployees, see §1.132-7T.

(2) Valuation formula—(i) In general.
The value of all meals provided at an
employer-operated eating facility for
employees during a calendar year is 150
percent of the direct operaitng costs of
the eating facility (“total meal
value’’). For purposes of this paragraph
(J), the definition of direct operating
costs provided in §1.132-7T applies. The
taxable value of meals provided at an
eating facility may be determined in
two ways. The ‘“‘individual meal sub-
sidy’” may be treated as the taxable
value of a meal provided at the eating
facility (see paragraph (j)(2)(ii) of this
section). Alternatively, the employer
may allocate the ‘‘total meal subsidy”’
among employees (see paragraph
#)(2)(iii) of this section).

(i) ““Individual meal subsidy’’ defined.
The ““individual meal subsidy’’ is deter-
mined by multiplying the price
charged for a particular meal by a frac-
tion, the numerator of which is the
total meal value and the denominator
of which is the gross receipts of the
eating facility, and then subtracting
the amount paid for the meal. The tax-
able value of meals provided to a par-
ticular employee during a calendar
year, therefore, is the sum of the indi-
vidual meal subsidies provided to the
employee during the calendar year.

(iii) Allocation of ‘“‘total meal subsidy.”’
Instead of using the individual meal
value method, the employer may allo-
cate the ‘“‘total meal subsidy” (total
meal value less the gross receipts of
the facility) among employees in any
manner reasonable under the cir-
cumstances.

[T.D. 8063, 50 FR 52285, Dec. 23, 1985, as
amended by T.D. 8256, 54 FR 28582, July 6,
1989; T.D. 8457, 57 FR 62195, Dec. 30, 1992]
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§1.61-3 Gross
business.

income derived from

(@) In general. In a manufacturing,
merchandising, or mining business,
‘“‘gross income’ means the total sales,
less the cost of goods sold, plus any in-
come from investments and from inci-
dental or outside operations or sources.
Gross income is determined without
subtraction of depletion allowances
based on a percentage of income to the
extent that it exceeds cost depletion
which may be required to be included
in the amount of inventoriable costs as
provided in §1.471-11 and without sub-
traction of selling expenses, losses or
other items not ordinarily used in com-
puting costs of goods sold or amounts
which are of a type for which a deduc-
tion would be disallowed under section
162 (c), (F), or (g) in the case of a busi-
ness expense. The cost of goods sold
should be determined in accordance
with the method of accounting consist-
ently used by the taxpayer. Thus, for
example, an amount cannot be taken
into account in the computation of
cost of goods sold any earlier than the
taxable year in which economic per-
formance occurs with respect to the
amount (see §1.446-1(c)(1)(ii)).

(b) State contracts. The profit from a
contract with a State or political sub-
division thereof must be included in
gross income. If warrants are issued by
a city, town, or other political subdivi-
sion of a State, and are accepted by the
contractor in payment for public work
done, the fair market value of such
warrants should be returned as income.
If, upon conversion of the warrants
into cash, the contractor does not re-
ceive and cannot recover the full value
of the warrants so returned, he may de-
duct any loss sustained from his gross
income for the year in which the war-
rants are so converted. If, however, he
realizes more than the value of the
warrants so returned, he must include
the excess in his gross income for the
year in which realized.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7207,
37 FR 20767, Oct. 5, 1972; T.D. 7285, 38 FR
26184, Sept. 19, 1973; T.D. 8408, 57 FR 12419,
Apr. 10, 1992]
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§1.61-4 Gross income of farmers.

(a) Farmers using the cash method of
accounting. A farmer using the cash re-
ceipts and disbursements method of ac-
counting shall include in his gross in-
come for the taxable year—

(1) The amount of cash and the value
of merchandise or other property re-
ceived during the taxable year from the
sale of livestock and produce which he
raised,

(2) The profits from the sale of any
livestock or other items which were
purchased,

(3) All amounts received from breed-
ing fees, fees from rent of teams, ma-
chinery, or land, and other incidental
farm income,

(4) All subsidy and conservation pay-
ments received which must be consid-
ered as income, and

(5) Gross income from all
sources.

The profit from the sale of livestock or
other items which were purchased is to
be ascertained by deducting the cost
from the sales price in the year in
which the sale occurs, except that in
the case of the sale of purchased ani-
mals held for draft, breeding, or dairy
purposes, the profits shall be the
amount of any excess of the sales price
over the amount representing the dif-
ference between the cost and the depre-
ciation allowed or allowable (deter-
mined in accordance with the rules ap-
plicable under section 1016(a) and the
regulations thereunder). However, see
section 162 and the regulations there-
under with respect to the computation
of taxable income on other than the
crop method where the cost of seeds or
young plants purchased for further de-
velopment and cultivation prior to sale
is involved. Crop shares (whether or
not considered rent under State law)
shall be included in gross income as of
the year in which the crop shares are
reduced to money or the equivalent of
money. See section 263A for rules re-
garding costs that are required to be
capitalized.

(b) Farmers using an accrual method of
accounting. A farmer using an accrual
method of accounting must use inven-
tories to determine his gross income.
His gross income on an accrual method
is determined by adding the total of
the items described in subparagraphs

other
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(1) through (5) of this paragraph and
subtracting therefrom the total of the
items described in subparagraphs (6)
and (7) of this paragraph. These items
are as follows:

(1) The sales price of all livestock
and other products held for sale and
sold during the year;

(2) The inventory value of livestock
and products on hand and not sold at
the end of the year;

(3) AIll miscellaneous items of in-
come, such as breeding fees, fees from
the rent of teams, machinery, or land,
or other incidental farm income;

(4) Any subsidy or conservation pay-
ments which must be considered as in-
come;

(5) Gross
sources;

(6) The inventory value of the live-
stock and products on hand and not
sold at the beginning of the year; and

(7) The cost of any livestock or prod-
ucts purchased during the year (except
livestock held for draft, dairy, or
breeding purposes, unless included in
inventory).

All livestock raised or purchased for
sale shall be added in the inventory at
their proper valuation determined in
accordance with the method authorized
and adopted for the purpose. Livestock
acquired for draft, breeding, or dairy
purposes and not for sale may be in-
cluded in the inventory (see subpara-
graphs (2), (6), and (7) of this para-
graph) instead of being treated as cap-
ital assets subject to depreciation, pro-
vided such practice is followed consist-
ently from year to year by the tax-
payer. When any livestock included in
an inventory are sold, their cost must
not be taken as an additional deduc-
tion in computing taxable income, be-
cause such deduction is reflected in the
inventory. See the regulations under
section 471. See section 263A for rules
regarding costs that are required to be
capitalized. Crop shares (whether or
not considered rent under State law)
shall be included in gross income as of
the year in which the crop shares are
reduced to money or the equivalent of
money.

(c) Special rules for certain receipts. In
the case of the sale of machinery, farm
equipment, or any other property (ex-
cept stock in trade of the taxpayer, or

income from all other
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property of a kind which would prop-
erly be included in the inventory of the
taxpayer if on hand at the close of the
taxable year, or property held by the
taxpayer primarily for sale to cus-
tomers in the ordinary course of his
trade or business), any excess of the
proceeds of the sale over the adjusted
basis of such property shall be included
in the taxpayer’s gross income for the
taxable year in which such sale is
made. See, however, section 453 and the
regulations thereunder for special rules
relating to certain installment sales. If
farm produce is exchanged for mer-
chandise, groceries, or the like, the
market value of the article received in
exchange is to be included in gross in-
come. Proceeds of insurance, such as
hail or fire insurance on growing crops,
should be included in gross income to
the extent of the amount received in
cash or its equivalent for the crop in-
jured or destroyed. See section 451(d)
for special rule relating to election to
include crop insurance proceeds in in-
come for taxable year following tax-
able year of destruction. For taxable
years beginning after July 12, 1972,
where a farmer is engaged in producing
crops and the process of gathering and
disposing of such crops is not com-
pleted within the taxable year in which
such crops are planted, the income
therefrom may, with the consent of the
Commissioner (see section 446 and the
regulations thereunder), be computed
upon the crop method. For taxable
years beginning on or before July 12,
1972, where a farmer is engaged in pro-
ducing crops which take more than a
year from the time of planting to the
time of gathering and disposing, the in-
come therefrom may, with the consent
of the Commissioner (see section 446
and the regulations thereunder), be
computed upon the crop method. In
any case in which the crop method is
used, the entire cost of producing the
crop must be taken as a deduction for
the year in which the gross income
from the crop is realized, and not ear-
lier.

(d) Definition of “‘farm’. As used in
this section, the term “‘farm’ embraces
the farm in the ordinarily accepted
sense, and includes stock, dairy, poul-
try, fruit, and truck farms; also planta-
tions, ranches, and all land used for
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farming operations. All individuals,
partnerships, or corporations that cul-
tivate, operate, or manage farms for
gain or profit, either as owners or ten-
ants, are designated as farmers. For
more detailed rules with respect to the
determination of whether or not an in-
dividual is engaged in farming, see
§1.175-3. For rules applicable to persons
cultivating or operating a farm for
recreation or pleasure, see sections 162
and 165, and the regulations there-
under.

(e) Cross references. (1) For election to
include Commodity Credit Corporation
loans as income, see section 77 and reg-
ulations thereunder.

(2) For definition of gross income de-
rived from farming for purposes of lim-
iting deductibility of soil and water
conservation expenditures, see section
175 and regulations thereunder.

(3) For definition of gross income
from farming in connection with dec-
larations of estimated income tax, see
section 6073 and regulations there-
under.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7198,
37 FR 13679, July 13, 1972; T.D. 8729, 62 FR
44546, Aug. 22, 1997]

§1.61-5 Allocations by cooperative as-
sociations; per-unit retain certifi-
cates—tax treatment as to coopera-
tives and patrons.

(a) In general. Amounts allocated on
the basis of the business done with or
for a patron by a cooperative associa-
tion, whether or not entitled to tax
treatment under section 522, in cash,
merchandise, capital stock, revolving
fund certificates, retain certificates,
certificates of indebtedness, letters of
advice or in some other manner dis-
closing to the patron the dollar
amount allocated, shall be included in
the computation of the gross income of
such patron for the taxable year in
which received to the extent prescribed
in paragraph (b) of this section, regard-
less of whether the allocation is
deemed, for the purpose of section 522,
to be made at the close of a preceding
taxable year of the cooperative asso-
ciation. The determination of the ex-
tent of taxability of such amounts is in
no way dependent upon the method of
accounting employed by the patron or
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upon the method, cash, accrual, or oth-
erwise, upon which the taxable income
of such patron is computed.

(b) Extent of taxability. (1) Amounts
allocated to a patron on a patronage
basis by a cooperative association with
respect to products marketed for such
patron, or with respect to supplies,
equipment, or services, the cost of
which was deductible by the patron
under section 162 or section 212, shall
be included in the computation of the
gross income of such patron, as ordi-
nary income, to the following extent:

(i) If the allocation is in cash, the
amount of cash received.

(ii) If the allocation is in merchan-
dise, the amount of the fair market
value of such merchandise at the time
of receipt by the patron.

(iii) If the allocation is in the form of
revolving fund certificates, retain cer-
tificates, certificates of indebtedness,
letters of advice, or similar documents,
the amount of the fair market value of
such document at the time of its re-
ceipt by the patron. For purposes of
this subdivision, any document con-
taining an unconditional promise to
pay a fixed sum of money on demand or
at a fixed or determinable time shall be
considered to have a fair market value
at the time of its receipt by the patron,
unless it is clearly established to the
contrary. However, for purposes of this
subdivision, any document which is
payable only in the discretion of the
cooperative association, or which is
otherwise subject to conditions beyond
the control of the patron, shall be con-
sidered not to have any fair market
value at the time of its receipt by the
patron, unless it is clearly established
to the contrary.

(iv) If the allocation is in the form of
capital stock, the amount of the fair
market value, if any, of such capital
stock at the time of its receipt by the
patron.

(2) If any allocation to which sub-
paragraph (1) of this paragraph applies
is received in the form of a document
of the type described in subparagraph
(1) (iii) or (iv) of this paragraph and is
redeemed in full or in part or is other-
wise disposed of, there shall be in-
cluded in the computation of the gross
income of the patron, as ordinary in-
come, in the year of redemption or
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other disposition, the excess of the
amount realized on the redemption or
other disposition over the amount pre-
viously included in the computation of
gross income under such subparagraph.

(3)(i) Amounts which are allocated on
a patronage basis by a cooperative as-
sociation with respect to supplies,
equipment, or services, the cost of
which was not deductible by the patron
under section 162 or section 212, are not
includible in the computation of the
gross income of such patron. However,
in the case of such amounts which are
allocated with respect to capital assets
(as defined in section 1221) or property
used in the trade or business within the
meaning of section 1231, such amounts
shall, to the extent set forth in sub-
paragraph (1) of this paragraph, be
taken into account by such patron in
determining the cost of the property to
which the allocation relates. Notwith-
standing the preceding sentence, to the
extent that such amounts are in excess
of the unrecovered cost of such prop-
erty, and to the extent that such
amounts relate to such property which
the patron no longer owns, they shall
be included in the computation of the
gross income of such patron.

(ii) If any patronage dividend is allo-
cated to the patron in the form of a
document of the type described in sub-
paragraph (1) (iii) or (iv) of this para-
graph, and if such allocation is with re-
spect to capital assets (as defined in
section 1221) or property used in the
trade or business within the meaning
of section 1231, any amount realized on
the redemption or other disposition of
such document which is in excess of
the amount which was taken into ac-
count upon the receipt of the document
by the patron shall be taken into ac-
count by such patron in the year of re-
demption or other disposition as an ad-
justment to basis or as an inclusion in
the computation of gross income, as
the case may be.

(iii) Any adjustment to basis in re-
spect of an amount to which subdivi-
sion (i) or (ii) of this subparagraph ap-
plies shall be made as of the first day
of the taxable year in which such
amount is received.

(iv) The application of the provisions
of this subparagraph may be illustrated
by the following examples:
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Example (1). On July 1, 1959, P, a patron of
a cooperative association, purchases a trac-
tor for use in his farming business from such
association for $2,200. The tractor has an es-
timated useful life of five years and an esti-
mated salvage value of $200. P files his in-
come tax returns on a calendar year basis
and claims depreciation on the tractor for
the year 1959 of $200 pursuant to his use of
the straight-line method at the rate of $400
per year. On July 1, 1960, the cooperative as-
sociation allocates to P with respect to his
purchase of the tractor a dividend of $300 in
cash. P will reduce his depreciation allow-
ance with respect to the tractor for 1960 (and
subsequent taxable years) to $333.33, deter-
mined as follows:

Cost of tractor, July 1, 1959 ........cccceiiiiiiiiiiiiie $2,200
Less:
Depreciation for 1959 (6 mos.) ... $200
Adjustment as of Jan. 1, 1960,
for cash patronage dividend ... 300
Salvage value 200
700
Basis for depreciation for the remain-
ing 42 years of estimated life ......... 1,500
Basis for depreciation divided by the 4'2 years of
remaining life .. 333.33

Example (2). Assume the same facts as in
example (1), except that on July 1, 1960, the
cooperative association allocates a dividend
to P with respect to his purchase of the trac-
tor in the form of a revolving fund certifi-
cate having a face amount of $300. The cer-
tificate is redeemable in cash at the discre-
tion of the directors of the association and is
subject to diminution by any future losses of
the association, and has no fair market value
when received by P. Since the certificate had
no fair market value when received by P, no
amount with respect to such certificate was
taken into account by him in the year 1960.
In 1965, P receives $300 cash from the associa-
tion in full redemption of the certificate.
Prior to 1965, he had recovered through de-
preciation $2,000 of the cost of the tractor,
leaving an unrecovered cost of $200 (the sal-
vage value). For the year 1965, the redemp-
tion proceeds of $300 are applied against the
unrecovered cost of $200, reducing the basis
to zero, and the balance of the redemption
proceeds, $100, is includible in the computa-
tion of P’s gross income.

Example (3). Assume the same facts as in
example (2), except that the certificate is re-
deemed in full on July 1, 1962. The full $300
received on redemption of the certificate will
be applied against the unrecovered cost of
the tractor as of January 1, 1962, computed
as follows:

Cost of tractor, July 1, 1959
Less:

Depreciation for 1959 (6 mos.) ... $200
Depreciation for 1960 ..... 400
Depreciation for 1961 400
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1,000

Unrecovered cost on Jan. 1, 1962
Adjustment as of Jan. 1, 1962, for proceeds of the
redemption of the revolving fund certificate

Unrecovered cost on Jan. 1, 1962, after adjustment
Less: Salvage value

Basis for depreciation on Jan. 1, 1962
If P uses the tractor in his business until
June 30, 1964, he would be entitled to
the following depreciation allowances

with respect to the tractor:

For 1962

For 1963

For 1964 (6 mos.) ...

280
280
140

700

Balance to be depreciated

Example (4). Assume the same facts as in
example (3), except that P sells the tractor
in 1961. The entire $300 received in 1962 in re-
demption of the revolving fund certificate is
includible in the computation of P’s gross in-
come for the year 1962.

(c) Special rule. If, for any taxable
year ending before December 3, 1959, a
taxpayer treated any patronage divi-
dend received in the form of a docu-
ment described in paragraph (b) (1) (iii)
or (iv) of this section in accordance
with the regulations then applicable
(whether such dividend is subject to
paragraph (b) (1) or (3) of this section),
such taxpayer is not required to change
the treatment of such patronage divi-
dends for any such prior taxable year.
On the other hand, the taxpayer may,
if he so desires, amend his income tax
returns to treat the receipt of such pa-
tronage dividend in accordance with
the provisions of this section, but no
provision in this paragraph shall be
construed as extending the period of
limitations within which a claim for
credit or refund may be filed under sec-
tion 6511.

(d) Per-unit retain certificates; tax
treatment of cooperative associations; dis-
tribution and reinvestment alternative.
(1)(i) In the case of a taxable year to
which this paragraph applies to a coop-
erative association, such association
shall, in computing the amount paid or
returned to a patron with respect to
products marketed for such patron,
take into account the stated dollar
amount of any per-unit retain certifi-
cate (as defined in paragraph (g) of this
section)—

(@) Which is issued during the pay-
ment period for such year (as defined in
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subparagraph (3) of this paragraph)
with respect to such products,

(b) With respect to which the patron
is a qualifying patron (as defined in
subparagraph (2) of this paragraph),
and

(c) Which clearly states the fact that
the patron has agreed to treat the stat-
ed dollar amount thereof as rep-
resenting a cash distribution to him
which he has reinvested in the coopera-
tive association.

(ii) No amount shall be taken into ac-
count by a cooperative association by
reason of the issuance of a per-unit re-
tain certificate to a patron who was
not a qualifying patron with respect to
such certificate. However, any amount
paid in redemption of a per-unit retain
certificate which was issued to a pa-
tron who was not a qualifying patron
with respect to such certificate shall be
taken into account by the cooperative
in the year of redemption, as an
amount paid or returned to such pa-
tron with respect to products marketed
for him. This subdivision shall apply
only to per-unit retain certificates
issued with respect to taxable years of
the cooperative association to which
this paragraph applied to the associa-
tion (that is, taxable years with re-
spect to which per-unit retain certifi-
cates were issued to one or more pa-
trons who are qualifying patrons).

(2)(i) A patron shall be considered to
be a ‘“‘qualifying patron” with respect
to a per-unit retain certificate if there
is in effect an agreement between the
cooperative association and such pa-
tron which clearly provides that such
patron agrees to treat the stated dollar
amounts of all per-unit retain certifi-
cates issued to him by the association
as representing cash distributions
which he has constructively received
and which he has, of his own choice, re-
invested in the cooperative associa-
tion. Such an agreement may be in-
cluded in a by-law of the cooperative
which is adopted prior to the time the
products to which the per-unit retain
certificates relate are marketed. How-
ever, except where there is in effect a
“written agreement’ described in sub-
division (ii) of this subparagraph, a pa-
tron shall not be considered to be a
“‘qualifying patron’ with respect to a
per-unit retain certificate if it has been
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established by a determination of the
Tax Court of the United States, or any
other court of competent jurisdiction,
which has become final, that the stated
dollar amount of such certificate, or of
a similar certificate issued under simi-
lar circumstances to such patron or
any other patron by the cooperative as-
sociation, is not required to be in-
cluded (as ordinary income) in the
gross income of such patron, or such
other patron, for the taxable year of
the patron in which received.

(ii) The ““written agreement’’ referred
to in subdivision (i) of this subpara-
graph is an agreement in writing,
signed by the patron, on file with the
cooperative association, and revocable
as provided in this subdivision. Unless
such an agreement specifically pro-
vides to the contrary, it shall be effec-
tive for per-unit retain certificates
issued with respect to the taxable year
of the cooperative association in which
the agreement is received by the asso-
ciation, and unless revoked, for per-
unit retain certificates issued with re-
spect to all subsequent taxable years.
A “written agreement’” must be rev-
ocable by the patron at any time after
the close of the taxable year in which
it is made. To be effective, a revocation
must be in writing, signed by the pa-
tron, and furnished to the cooperative
association. A revocation shall be ef-
fective only for per-unit retain certifi-
cates issued with respect to taxable
years of the cooperative association
following the taxable year in which it
is furnished to the association. Not-
withstanding the preceding sentence, a
revocation shall not be effective for
per-unit retain certificates issued with
respect to products marketed for the
patron under a pooling arrangement in
which such patron participated before
such revocation. The following is an
example of an agreement which would
meet the requirements of this subpara-
graph:

I agree that, for purposes of determining
the amount | have received from this cooper-
ative in payment for my goods, | shall treat
the face amount of any per-unit retain cer-
tificates issued to me on and after
as representing a cash distribution which 1
have constructively received and which |
have reinvested in the cooperative.
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(Signed)

(3) For purposes of this paragraph
and paragraph (e) of this section, the
payment period for any taxable year of
the cooperative is the period beginning
with the first day of such taxable year
and ending with the 15th day of the 9th
month following the close of such year.

(4) This paragraph shall apply to any
taxable year of a cooperative associa-
tion if, with respect to such taxable
year, the association has issued per-
unit retain certificates to one or more
of its patrons who are qualifying pa-
trons with respect to such certificates
within the meaning of subparagraph (2)
of this paragraph.

(e) Tax treatment of cooperative asso-
ciation; taxable years for which para-
graph (d) does not apply. (1) In the case
of a taxable year to which paragraph
(d) of this section does not apply to a
cooperative association, such associa-
tion shall, in computing the amount
paid or returned to a patron with re-
spect to products marketed for such
patron, take into account the fair mar-
ket value (at the time of issue) of any
per-unit retain certificates which are
issued by the association with respect
to such products during the payment
period for such taxable year.

(2) An amount paid in redemption of
a per-unit retain certificate issued with
respect to a taxable year of the cooper-
ative association for which paragraph
(d) of this section did not apply to the
association, shall, to the extent such
amount exceeds the fair market value
of the certificate at the time of its
issue, be taken into account by the as-
sociation in the year of redemption, as
an amount paid or returned to a patron
with respect to products marketed for
such patron.

(3) For purposes of this paragraph
and paragraph (f)(2) of this section, any
per-unit retain certificate containing
an unconditional promise to pay a
fixed sum of money on demand or at a
fixed or determinable time shall be
considered to have a fair market value
at the time of its issue, unless it is
clearly established to the contrary. On
the other hand, any per-unit retain cer-
tificate (other than capital stock)
which is redeemable only in the discre-
tion of the cooperative association, or
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which is otherwise subject to condi-
tions beyond the control of the patron,
shall be considered not to have any fair
market value at the time of its issue,
unless it is clearly established to the
contrary.

(f) Tax treatment of patron. (1) The fol-
lowing rules apply for purposes of com-
puting the amount includible in gross
income with respect to a per-unit re-
tain certificate which was issued to a
patron by a cooperative association
with respect to a taxable year of such
association for which paragraph (d) of
this section applies.

(i) If the patron is a qualifying pa-
tron with respect to such certificate
(within the meaning of paragraph (d)
(2) of this section), he shall, in accord-
ance with his agreement, include (as
ordinary income) the stated dollar
amount of the certificate in gross in-
come for his taxable year in which the
certificate is received by him.

(i) If the patron is not a qualifying
patron with respect to such certificate,
no amount is includible in gross in-
come on the receipt of the certificate;
however, any gain on the redemption,
sale, or other disposition of such cer-
tificate shall, to the extent of the stat-
ed dollar amount thereof, be considered
as gain from the sale or exchange of
property which is not a capital asset.

(2) The amount of the fair market
value of a per-unit retain certificate
which is issued to a patron by a cooper-
ative association with respect to a tax-
able year of the association for which
paragraph (d) of this section does not
apply shall be included, as ordinary in-
come, in the gross income of the patron
for the taxable year in which the cer-
tificate is received. Any gain on the re-
demption, sale, or other disposition of
such a per-unit retain certificate shall,
to the extent its stated dollar amount
exceeds its fair market value at the
time of issue, be treated as gain on the
redemption, sale, or other disposition
of property which is not a capital
asset.

(g) “‘Per-unit retain certificate’ de-
fined. For purposes of paragraphs (d),
(e), and (f), of this section, the term
‘“‘per-unit retain certificate’ means
any capital stock, revolving fund cer-
tificate, retain certificate, certificate
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of indebtedness, letter of advice, or
other written notice—

(1) Which is issued to a patron with
respect to products marketed for such
patron;

(2) Which discloses to the patron the
stated dollar amount allocated to him
on the books of the cooperative asso-
ciation; and

(3) The stated dollar amount of which
is fixed without reference to net earn-
ings.

(h) Effective date. This section shall
not apply to any amount the tax treat-
ment of which is prescribed in section
1385 and §1.1385-1. Paragraphs (d), (e),
and (f) of this section shall apply to
per-unit retain certificates as defined
in paragraph (g) of this section issued
by a cooperative association during
taxable years of the association begin-
ning after April 30, 1966, with respect to
products marketed for patrons during
such years.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6855, 30 FR 13134, Oct. 15,
1965]

§1.61-6 Gains derived from dealings in
property.

(@) In general. Gain realized on the
sale or exchange of property is included
in gross income, unless excluded by
law. For this purpose property includes
tangible items, such as a building, and
intangible items, such as goodwill.
Generally, the gain is the excess of the
amount realized over the unrecovered
cost or other basis for the property
sold or exchanged. The specific rules
for computing the amount of gain or
loss are contained in section 1001 and
the regulations thereunder. When a
part of a larger property is sold, the
cost or other basis of the entire prop-
erty shall be equitably apportioned
among the several parts, and the gain
realized or loss sustained on the part of
the entire property sold is the dif-
ference between the selling price and
the cost or other basis allocated to
such part. The sale of each part is
treated as a separate transaction and
gain or loss shall be computed sepa-
rately on each part. Thus, gain or loss
shall be determined at the time of sale
of each part and not deferred until the
entire property has been disposed of.
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This rule may be illustrated by the fol-
lowing examples:

Example (1). A, a dealer in real estate, ac-
quires a 10-acre tract for $10,000, which he di-
vides into 20 lots. The $10,000 cost must be
equitably apportioned among the lots so that
on the sale of each A can determine his tax-
able gain or deductible loss.

Example (2). B purchases for $25,000 prop-
erty consisting of a used car lot and adjoin-
ing filling station. At the time, the fair mar-
ket value of the filling station is $15,000 and
the fair market value of the used car lot is
$10,000. Five years later B sells the filling
station for $20,000 at a time when $2,000 has
been properly allowed as depreciation there-
on. B’s gain on this sale is $7,000, since $7,000
is the amount by which the selling price of
the filling station exceeds the portion of the
cost equitably allocable to the filling station
at the time of purchase reduced by the depre-
ciation properly allowed.

(b) Nontaxable exchanges. Certain re-
alized gains or losses on the sale or ex-
change of property are not ‘‘recog-
nized”’, that is, are not included in or
deducted from gross income at the
time the transaction occurs. Gain or
loss from such sales or exchanges is
generally recognized at some later
time. Examples of such sales or ex-
changes are the following:

(1) Certain formations, reorganiza-
tions, and liquidations of corporations,
see sections 331, 333, 337, 351, 354, 355,
and 361;

(2) Certain formations and distribu-
tions of partnerships, see sections 721
and 731;

(3) Exchange of certain property held
for productive use or investment for
property of like kind, see section 1031;

(4) A corporation’s exchange of its
stock for property, see section 1032;

(5) Certain involuntary conversions
of property if replaced, see section 1033;

(6) Sale or exchange of residence if
replaced, see section 1034;

(7) Certain exchanges of insurance
policies and annuity contracts, see sec-
tion 1035; and

(8) Certain exchanges of stock for
stock in the same corporation, see sec-
tion 1036.

(c) Character of recognized gain. Under
Subchapter P, Chapter 1 of the Code,
relating to capital gains and losses,
certain gains derived from dealings in
property are treated specially, and
under certain circumstances the max-
imum rate of tax on such gains is 25
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percent, as provided in section 1201.
Generally, the property subject to this
treatment is a ‘‘capital asset”, or
treated as a ‘‘capital asset’. For defini-
tion of such assets, see sections 1221
and 1231, and the regulations there-
under. For some of the rules either
granting or denying this special treat-
ment, see the following sections and
the regulations thereunder:

(1) Transactions between partner and
partnership, section 707,

(2) Sale or exchange of property used
in the trade or business and involun-
tary conversions, section 1231;

(3) Payment of bonds and other evi-
dences of indebtedness, section 1232;

(4) Gains and losses from short sales,
section 1233;

(5) Options to buy or sell, section
1234;

(6) Sale or exchange of patents, sec-
tion 1235;

(7) Securities sold by dealers in secu-
rities, section 1236;

(8) Real property subdivided for sale,
section 1237;

(9) Amortization in excess of depre-
ciation, section 1238;

(10) Gain from sale of certain prop-
erty between spouses or between an in-
dividual and a controlled corporation,
section 1239;

(11) Taxability to employee of termi-
nation payments, section 1240.

§1.61-7 Interest.

(a) In general. As a general rule, in-
terest received by or credited to the
taxpayer constitutes gross income and
is fully taxable. Interest income in-
cludes interest on savings or other
bank deposits; interest on coupon
bonds; interest on an open account, a
promissory note, a mortgage, or a cor-
porate bond or debenture; the interest
portion of a condemnation award; usu-
rious interest (unless by State law it is
automatically converted to a payment
on the principal); interest on legacies;
interest on life insurance proceeds held
under an agreement to pay interest
thereon; and interest on refunds of
Federal taxes. For rules determining
the taxable year in which interest, in-
cluding interest accrued or construc-
tively received, is included in gross in-
come, see section 451 and the regula-
tions thereunder. For the inclusion of
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interest in income for the purpose of
the retirement income credit, see sec-
tion 37 and the regulations thereunder.
For credit of tax withheld at source on
interest on tax-free covenant bonds,
see section 32 and the regulations
thereunder. For rules relating to inter-
est on certain deferred payments, see
section 483 and the regulations there-
under.

(b) Interest on Government obliga-
tions—(1) Wholly tax-exempt interest. In-
terest upon the obligations of a State,
Territory, or a possession of the United
States, or any political subdivision of
any of the foregoing, or of the District
of Columbia, is wholly exempt from
tax. Interest on certain United States
obligations issued before March 1, 1941,
is exempt from tax to the extent pro-
vided in the acts of Congress author-
izing the various issues. See section 103
and the regulations thereunder.

(2) Partially tax-exempt interest. Inter-
est earned on certain United States ob-
ligations is partly tax exempt and part-
ly taxable. For example, the interest
on United States Treasury bonds issued
before March 1, 1941, to the extent that
the principal of such bonds exceeds
$5,000, is exempt from normal tax but is
subject to surtax. See sections 35 and
103, and the regulations thereunder.

(3) Fully taxable interest. In general,
interest on United States obligations
issued on or after March 1, 1941, and ob-
ligations issued by any agency or in-
strumentality of the United States
after that date, is fully taxable; but see
section 103 and the regulations there-
under. A taxpayer using the cash re-
ceipts and disbursements method of ac-
counting who owns United States sav-
ings bonds issued at a discount has an
election as to when he will report the
interest; see section 454 and the regula-
tions thereunder.

(c) Obligations bought at a discount;
bonds bought when interest defaulted or
accrued. When notes, bonds, or other
certificates of indebtedness are issued
by a corporation or the Government at
a discount and are later redeemed by
the debtor at the face amount, the
original discount is interest, except as
otherwise provided by law. See also
paragraph (b) of this section for the
rules relating to Government bonds. If
a taxpayer purchases bonds when inter-
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est has been defaulted or when the in-
terest has accrued but has not been
paid, any interest which is in arrears
but has accrued at the time of purchase
is not income and is not taxable as in-
terest if subsequently paid. Such pay-
ments are returns of capital which re-
duce the remaining cost basis. Interest
which accrues after the date of pur-
chase, however, is taxable interest in-
come for the year in which received or
accrued (depending on the method of
accounting used by the taxpayer).

(d) Bonds sold between interest dates;
amounts received in excess of original
issue discount; interest on life insurance.
When bonds are sold between interest
dates, part of the sales price represents
interest accrued to the date of the sale
and must be reported as interest in-
come. Amounts received in excess of
the original issue discount upon the re-
tirement or sale of a bond or other evi-
dence of indebtedness may under some
circumstances constitute capital gain
instead of ordinary income. See section
1232 and the regulations thereunder. In-
terest payments on amounts payable as
employees’ death benefits (whether or
not section 101(b) applies thereto) and
on the proceeds of life insurance poli-
cies payable by reason of the insured’s
death constitute gross income under
some circumstances. See section 101
and the regulations thereunder for de-
tails. Where accrued interest on
unwithdrawn insurance policy divi-
dends is credited annually and is sub-
ject to withdrawal annually by the tax-
payer, such interest credits constitute
gross income to such taxpayer as of the
year of credit. However, if under the
terms of the insurance policy the inter-
est on unwithdrawn policy dividends is
subject to withdrawal only on the anni-
versary date of the policy (or some
other date specified therein), then such
interest shall constitute gross income
to the taxpayer for the taxable year in
which such anniversary date (or other
specified date) falls.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6723, 29 FR 5342, Apr. 21,
1964; T.D. 6873, 31 FR 941, Jan. 25, 1966]
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§1.61-8 Rents and royalties.

(@) In general. Gross income includes
rentals received or accrued for the oc-
cupancy of real estate or the use of per-
sonal property. For the inclusion of
rents in income for the purpose of the
retirement income credit, see section
37 and the regulations thereunder.
Gross income includes royalties. Roy-
alties may be received from books, sto-
ries, plays, copyrights, trademarks,
formulas, patents, and from the exploi-
tation of natural resources, such as
coal, gas, oil, copper, or timber. Pay-
ments received as a result of the trans-
fer of patent rights may under some
circumstances constitute capital gain
instead of ordinary income. See section
1235 and the regulations thereunder.
For special rules for certain income
from natural resources, see Subchapter
| (section 611 and following), Chapter 1
of the Code, and the regulations there-
under.

(b) Advance rentals; cancellation pay-
ments. Except as provided in section 467
and the regulations thereunder, gross
income includes advance rentals, which
must be included in income for the
year of receipt regardless of the period
covered or the method of accounting
employed by the taxpayer. An amount
received by a lessor from a lessee for
cancelling a lease constitutes gross in-
come for the year in which it is re-
ceived, since it is essentially a sub-
stitute for rental payments. As to
amounts received by a lessee for the
cancellation of a lease, see section 1241
and the regulations thereunder.

(c) Expenditures by lessee. As a general
rule, if a lessee pays any of the ex-
penses of his lessor such payments are
additional rental income of the lessor.
If a lessee places improvements on real
estate which constitute, in whole or in
part, a substitute for rent, such im-
provements constitute rental income
to the lessor. Whether or not improve-
ments made by a lessee result in rental
income to the lessor in a particular
case depends upon the intention of the
parties, which may be indicated either
by the terms of the lease or by the sur-
rounding circumstances. For the exclu-
sion from gross income of income
(other than rent) derived by a lessor of
real property on the termination of a
lease, representing the value of such
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property attributable to buildings
erected or other improvements made
by a lessee, see section 109 and the reg-
ulations thereunder. For the exclusion
from gross income of a lessor corpora-
tion of certain of its income taxes on
rental income paid by a lessee corpora-
tion under a lease entered into before
January 1, 1954, see section 110 and the
regulations thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8820,
64 FR 26851, May 18, 1999]

§1.61-9 Dividends.

(@) In general. Except as otherwise
specifically provided, dividends are in-
cluded in gross income under sections
61 and 301. For the principal rules with
respect to dividends includible in gross
income, see section 316 and the regula-
tions thereunder. As to distributions
made or deemed to be made by regu-
lated investment companies, see sec-
tions 851 through 855, and the regula-
tions thereunder. As to distributions
made by real estate investment trusts,
see sections 856 through 858, and the
regulations thereunder. See section 116
for the exclusion from gross income of
$100 ($50 for dividends received in tax-
able years beginning before January 1,
1964) of dividends received by an indi-
vidual, except those from certain cor-
porations. Furthermore, dividends may
give rise to a credit against tax under
section 34, relating to dividends re-
ceived by individuals (for dividends re-
ceived on or before December 31, 1964),
and under section 37, relating to retire-
ment income.

(b) Dividends in kind; stock dividends;
stock redemptions. Gross income in-
cludes dividends in property other than
cash, as well as cash dividends. For
amounts to be included in gross income
when distributions of property are
made, see section 301 and the regula-
tions thereunder. A distribution of
stock, or rights to acquire stock, in the
corporation making the distribution is
not a dividend except under the cir-
cumstances described in section 305(b).
However, the term ‘“‘dividend’ includes
a distribution of stock, or rights to ac-
quire stock, in a corporation other
than the corporation making the dis-
tribution. For determining when dis-
tributions in complete liquidation
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shall be treated as dividends, see sec-
tion 333 and the regulations there-
under. For rules determining when
amounts received in exchanges under
section 354 or exchanges and distribu-
tions under section 355 shall be treated
as dividends, see section 356 and the
regulations thereunder.

(c) Dividends on stock sold. When
stock is sold, and a dividend is both de-
clared and paid after the sale, such div-
idend is not gross income to the seller.
When stock is sold after the declara-
tion of a dividend and after the date as
of which the seller becomes entitled to
the dividend, the dividend ordinarily is
income to the seller. When stock is
sold between the time of declaration
and the time of payment of the divi-
dend, and the sale takes place at such
time that the purchaser becomes enti-
tled to the dividend, the dividend ordi-
narily is income to him. The fact that
the purchaser may have included the
amount of the dividend in his purchase
price in contemplation of receiving the
dividend does not exempt him from
tax. Nor can the purchaser deduct the
added amount he advanced to the seller
in anticipation of the dividend. That
added amount is merely part of the
purchase price of the stock. In some
cases, however, the purchaser may be
considered to be the recipient of the
dividend even though he has not re-
ceived the legal title to the stock itself
and does not himself receive the divi-
dend. For example, if the seller retains
the legal title to the stock as trustee
solely for the purpose of securing the
payment of the purchase price, with
the understanding that he is to apply
the dividends received from time to
time in reduction of the purchase price,
the dividends are considered to be in-
come to the purchaser.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6777, 29 FR 17807, Dec. 16,
1964]

§1.61-10 Alimony and separate main-
tenance payments; annuities; in-
come from life insurance and en-
dowment contracts.

(a) In general. Alimony and separate
maintenance payments, annuities, and
income from life insurance and endow-
ment contracts in general constitute
gross income, unless excluded by law.
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Annuities paid by religious, charitable,
and educational corporations are gen-
erally taxable to the same extent as
other annuities. An annuity charged
upon devised land is taxable to the
donee-annuitant to the extent that it
becomes payable out of the rents or
other income of the land, whether or
not it is a charge upon the income of
the land.

(b) Cross references. For the detailed
rules relating to—

(1) Alimony and separate mainte-
nance payments, see section 71 and the
regulations thereunder;

(2) Annuities, certain proceeds of en-
dowment and life insurance contracts,
see section 72 and the regulations
thereunder;

(3) Life insurance proceeds paid by
reason of death of insured, employees’
death benefits, see section 101 and the
regulations thereunder;

(4) Annuities paid by employees’
trusts, see section 402 and the regula-
tions thereunder;

(5) Annuities purchased for employee
by employer, see section 403 and the
regulations thereunder.

§1.61-11 Pensions.

(@) In general. Pensions and retire-
ment allowances paid either by the
Government or by private persons con-
stitute gross income unless excluded by
law. Usually, where the taxpayer did
not contribute to the cost of a pension
and was not taxable on his employer’s
contributions, the full amount of the
pension is to be included in his gross
income. But see sections 72, 402, and
403, and the regulations thereunder.
When amounts are received from other
types of pensions, a portion of the pay-
ment may be excluded from gross in-
come. Under some circumstances,
amounts distributed from a pension
plan in excess of the employee’s con-
tributions may constitute long-term
capital gain, rather than ordinary in-
come.

(b) Cross references. For the inclusion
of pensions in income for the purpose
of the retirement income credit, see
section 37 and the regulations there-
under. Detailed rules concerning the
extent to which pensions and retire-
ment allowances are to be included in
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or excluded from gross income are con-
tained in other sections of the Code
and the regulations  thereunder.
Amounts received as pensions or annu-
ities under the Social Security Act (42
U.S.C. ch. 7) or the Railroad Retire-
ment Act (45 U.S.C. ch. 9) are excluded
from gross income. For other partial
and total exclusions from gross in-
come, see the following:

(1) Annuities in general, section 72
and the regulations thereunder;

(2) Employees’ annuities, sections 402
and 403 and the regulations thereunder;

(3) References to other acts of Con-
gress exempting veterans’ pensions and
railroad retirement annuities and pen-
sions, section 122.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6856, 30 FR 13316, Oct. 20,
1965]

§1.61-12 Income from discharge of in-
debtedness.

(@) In general. The discharge of in-
debtedness, in whole or in part, may re-
sult in the realization of income. If, for
example, an individual performs serv-
ices for a creditor, who in consider-
ation thereof cancels the debt, the
debtor realizes income in the amount
of the debt as compensation for his
services. A taxpayer may realize in-
come by the payment or purchase of
his obligations at less than their face
value. In general, if a shareholder in a
corporation which is indebted to him
gratuitously forgives the debt, the
transaction amounts to a contribution
to the capital of the corporation to the
extent of the principal of the debt.

(b) Proceedings under Bankruptcy Act.
(1) Income is not realized by a taxpayer
by virtue of the discharge, under sec-
tion 14 of the Bankruptcy Act (11
U.S.C. 32), of his indebtedness as the re-
sult of an adjudication in bankruptcy,
or by virtue of an agreement among his
creditors not consummated under any
provision of the Bankruptcy Act, if im-
mediately thereafter the taxpayer’s li-
abilities exceed the value of his assets.
Furthermore, unless one of the prin-
cipal purposes of seeking a confirma-
tion under the Bankruptcy Act is the
avoidance of income tax, income is not
realized by a taxpayer in the case of a
cancellation or reduction of his indebt-
edness under—
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(i) A plan of corporate reorganization
confirmed under Chapter X of the
Bankruptcy Act (11 U.S.C., ch. 10);

(if) An ‘“‘arrangement’” or a ‘“‘real
property  arrangement’’ confirmed
under Chapter XI or XII, respectively,
of the Bankruptcy Act (11 U.S.C., ch.
11, 12); or

(iifi) A “‘wage earner’s plan’” con-
firmed under Chapter XIII of the Bank-
ruptcy Act (11 U.S.C., ch. 13).

(2) For adjustment of basis of certain
property in the case of cancellation or
reduction of indebtedness resulting
from a proceeding under the Bank-
ruptcy Act, see the regulations under
section 1016.

(c) Issuance and repurchase of debt in-
struments—(1) Issuance. An issuer does
not realize gain or loss upon the
issuance of a debt instrument. For
rules relating to an issuer’s interest de-
duction for a debt instrument issued

with bond issuance premium, see
§1.163-13.
(2) Repurchase—(i) In general. An

issuer does not realize gain or loss
upon the repurchase of a debt instru-
ment. However, if a debt instrument
provides for payments denominated in,
or determined by reference to, a non-
functional currency, an issuer may re-
alize a currency gain or loss upon the
repurchase of the instrument. See sec-
tion 988 and the regulations there-
under. For purposes of this paragraph
(©)(2), the term repurchase includes the
retirement of a debt instrument, the
conversion of a debt instrument into
stock of the issuer, and the exchange
(including an exchange under section
1001) of a newly issued debt instrument
for an existing debt instrument.

(ii) Repurchase at a discount. An
issuer realizes income from the dis-
charge of indebtedness upon the repur-
chase of a debt instrument for an
amount less than its adjusted issue
price (within the meaning of §1.1275-
1(b)). The amount of discharge of in-
debtedness income is equal to the ex-
cess of the adjusted issue price over the
repurchase price. See section 108 and
the regulations thereunder for addi-
tional rules relating to income from
discharge of indebtedness. For exam-
ple, to determine the repurchase price
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of a debt instrument that is repur-
chased through the issuance of a new
debt instrument, see section 108(e)(10).

(iii) Repurchase at a premium. An
issuer may be entitled to a repurchase
premium deduction upon the repur-
chase of a debt instrument for an
amount greater than its adjusted issue
price (within the meaning of §1.1275-
1(b)). See §1.163-7(c) for the treatment
of repurchase premium.

(iv) Effective date. This paragraph
(c)(2) applies to debt instruments re-
purchased on or after March 2, 1998.

(d) Cross references. For exclusion
from gross income of—

(1) Income from discharge of indebt-
edness in certain cases, see sections 108
and 1017, and regulations thereunder;

(2) Forgiveness of Government pay-
ments to encourage exploration, devel-
opment, and mining for defense pur-
poses, see section 621 and regulations
thereunder.

(e) Cross reference. For rules relating
to the treatment of liabilities on the
sale or other disposition of encumbered
property, see §1.1001-2.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6984, 33 FR 19174, Dec. 24,
1968; T.D. 7741, 45 FR 81745, Dec. 12, 1980; T.D.
8746, 62 FR 68175, Dec. 31, 1997]

§1.61-13 Distributive share of partner-
ship gross income; income in re-
spect of a decedent; income from an
interest in an estate or trust.

(@) In general. A partner’s distribu-
tive share of partnership gross income
(under section 702(c)) constitutes gross
income to him. Income in respect of a
decedent (under section 691) con-
stitutes gross income to the recipient.
Income from an interest in an estate or
trust constitutes gross income under
the detailed rules of Part | (section 641
and following), Subchapter J, Chapter 1
of the Code. In many cases, these sec-
tions also determine who is to include
in his gross income the income from an
estate or trust.

(b) Creation of sinking fund by corpora-
tion. If a corporation, for the sole pur-
pose of securing the payment of its
bonds or other indebtedness, places
property in trust or sets aside certain
amounts in a sinking fund under the
control of a trustee who may be au-
thorized to invest and reinvest such
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sums from time to time, the property
or fund thus set aside by the corpora-
tion and held by the trustee is an asset
of the corporation, and any gain aris-
ing therefrom is income of the corpora-
tion and shall be included as such in its
gross income.

§1.61-14 Miscellaneous items of gross
income.

(@) In general. In addition to the
items enumerated in section 61(a),
there are many other kinds of gross in-
come. For example, punitive damages
such as treble damages under the anti-
trust laws and exemplary damages for
fraud are gross income. Another per-
son’s payment of the taxpayer’s income
taxes constitutes gross income to the
taxpayer unless excluded by law. Ille-
gal gains constitute gross income.
Treasure trove, to the extent of its
value in United States currency, con-
stitutes gross income for the taxable
year in which it is reduced to undis-
puted possession.

(b) Cross references. (1) Prizes and
awards, see section 74 and regulations
thereunder;

(2) Damages for personal injury or
sickness, see section 104 and the regu-
lations thereunder;

(3) Income taxes paid by lessee cor-
poration, see section 110 and regula-
tions thereunder;

(4) Scholarships and fellowship
grants, see section 117 and regulations
thereunder;

(5) Miscellaneous exemptions under
other acts of Congress, see section 122;

(6) Tax-free covenant bonds, see sec-
tion 1451 and regulations thereunder.

(7) Notional principal contracts, see
§1.446-3.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6856, 30 FR 13316, Oct. 20,
1965; T.D. 8491, 58 FR 53127, Oct. 14, 1993]

§1.61-15 Options received as payment
of income.

(@) In general. Except as otherwise
provided in §1.61-2(d)(6)(i) (relating to
certain restricted property transferred
after June 30, 1969), if any person re-
ceives an option in payment of an
amount constituting compensation of
such person (or any other person), such
option is subject to the rules contained
in §1.421-6 for purposes of determining
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when income is realized in connection
with such option and the amount of
such income. In this regard, the rules
of §1.421-6 apply to an option received
in payment of an amount constituting
compensation regardless of the form of
the transaction. Thus, the rules of
§1.421-6 apply to an option transferred
for less than its fair market value in a
transaction taking the form of a sale
or exchange if the difference between
the amount paid for the option and its
fair market value at the time of trans-
fer is the payment of an amount con-
stituting compensation of the trans-
feree or any other person. This section,
for example, makes the rules of §1.421-
6 applicable to options granted in
whole or partial payment for services
of an independent contractor. If an
amount of money or property is paid
for an option to which this paragraph
applies, then the amount paid shall be
part of the basis of such option.

(b) Options to which paragraph (a) does
not apply. (1) Paragraph (a) of this sec-
tion does not apply to:

(i) An option which is subject to the
rules contained in section 421; and

(ii) An option which is not granted as
the payment of an amount constituting
compensation, such as an option which
is acquired solely as an investment (in-
cluding an option which is part of an
investment unit described in paragraph
(b) of §1.1232-3). For rules relating to
the taxation of options described in
this subdivision, see section 1234 and
the regulations thereunder.

(2) If a person acquires an option
which is not subject to the rules con-
tained in section 421, and if such option
has a readily ascertainable fair market
value, such person may establish that
such option was not acquired as pay-
ment of an amount constituting com-
pensation by showing that the amount
of money or its equivalent paid for the
option equaled the readily ascertain-
able fair market value of the option. If
a person acquires an option which is
not subject to the rules contained in
section 421, and if such option does not
have a readily ascertainable fair mar-
ket value, then to establish that such
option was not acquired as payment of
an amount constituting compensation,
such person must show that, from an
examination of all the surrounding cir-

48

26 CFR Ch. | (4-1-04 Edition)

cumstances, there was no reason for
the option to have been granted as the
payment of an amount constituting
compensation. For example, such per-
son must show that he had neither ren-
dered nor was obligated to render sub-
stantial services in consideration for
the granting of the option. In deter-
mining whether an option, such as an
option acquired in connection with an
obligation as part of an investment
unit, has been granted as compensation
for services, the ordinary services per-
formed by an investor in his own self-
interest in connection with his invest-
ing activities will not be treated as the
consideration for the grant of the op-
tion. For example, if a small business
investment company takes an active
part in the management of its debtor
small business company, the rendering
of such management services will not
be treated as the consideration for the
granting of the option, provided such
services are rendered for an inde-
pendent consideration, or are merely
protective of the small business invest-
ment company’s investment in the bor-
rower. See paragraph (c) of §1.421-6 for
the meaning of the term ‘“‘readily as-
certainable fair market value.”

(c) Statement required in connection
with certain options. (1) Any person ac-
quiring any option to purchase securi-
ties (other than an option described in
subparagraph (2) of this paragraph)
shall attach a statement to his income
tax return for the taxable year in
which the option was acquired. For the
definition of the term ‘‘securities’, see
section 165(g)(2).

(2) The statement otherwise required
by subparagraph (1) of this paragraph
shall not be required with respect to
the following options:

(i) Options subject to the rules con-
tained in section 305(a) or section 421;

(i) Options acquired as part of an in-
vestment unit consisting of an option
and a debenture, note, or other similar
obligation—

(a) If such unit is acquired as part of
a public offering and the amount of
money or its equivalent paid for such
unit is not less than the public offering
price, or

(b) If such unit is actively traded on
an established market and the amount
of money or its equivalent paid for
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such unit is not less than the price paid
for such unit in contemporaneous pur-
chases of such unit by persons inde-
pendent of both the seller and the tax-
payer;

(iii) Options acquired as part of a
public offering, if the amount of money
or its equivalent paid for such option is
not less than the public offering price;
and

(iv) Options which are actively trad-
ed on an established market and which
are acquired for money or its equiva-
lent at a price not less than the price
paid for such options in contempora-
neous purchases of such options by per-
sons independent of both the seller and
the taxpayer.

(3) The statement required by sub-
paragraph (1) of this paragraph shall
contain the following information:

(i) Name and address of the taxpayer;

(ii) Description of the securities sub-
ject to the option (including number of
shares of stock);

(iii) Period during which the option
is exercisable;

(iv) Whether the option had a readily
ascertainable fair market value at date
of grant; and

(v) Whether the option is subject to
paragraph (a) of this section.

(4) If the statement required by sub-
paragraph (1) of this paragraph indi-
cates either that the option is not sub-
ject to paragraph (a) of this section, or
that the option is subject to paragraph
(a) of this section but that such option
had a readily ascertainable fair market
value at date of grant, then such state-
ment shall contain the following addi-
tional information:

(i) Option price;

(ii) Value at date of grant of securi-
ties subject to the option;

(iii) Restrictions (if any) on exercise
or transfer of option;

(iv) Restrictions (if any) on transfer
of securities subject to the option;

(v) Value of the option (if readily as-
certainable);

(vi) How value of option was deter-
mined;

(vii) Amount of money (or its equiva-
lent) paid for the option;

(viii) Person from whom the option
was acquired;

(ix) A concise description of the cir-
cumstances surrounding the acquisi-
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tion of the option and any other fac-
tors relied upon by the taxpayer to es-
tablish that the option is not subject
to paragraph (a) of this section, or, if
the option is treated by the taxpayer
as subject to paragraph (a) of this sec-
tion, that the option had a readily as-
certainable fair market value at date
of grant.

(d) Effective date. This section shall
apply to options granted after July 11,
1963, other than options required to be
granted pursuant to the terms of a
written contract entered into on or be-
fore such date.

[T.D. 6696, 28 FR 13450, Dec. 12, 1963, as
amended by T.D. 6706, 29 FR 2911, Mar. 3,
1964; T.D. 6984, 33 FR 19175, Dec. 24, 1968; T.D.
7554, 43 FR 31913, July 24, 1978]

§1.61-21 Taxation of fringe benefits.

(a) Fringe benefits—(1) In general. Sec-
tion 61(a)(l) provides that, except as
otherwise provided in subtitle A of the
Internal Revenue Code of 1986, gross in-
come includes compensation for serv-
ices, including fees, commissions,
fringe benefits, and similar items. For
an outline of the regulations under this
section relating to fringe benefits, see
paragraph (a)(7) of this section. Exam-
ples of fringe benefits include: an em-
ployer-provided automobile, a flight on
an employer-provided aircraft, an em-
ployer-provided free or discounted
commercial airline flight, an employer-
provided vacation, an employer-pro-
vided discount on property or services,
an employer-provided membership in a
country club or other social club, and
an employer-provided ticket to an en-
tertainment or sporting event.

(2) Fringe benefits excluded from in-
come. To the extent that a particular
fringe benefit is specifically excluded
from gross income pursuant to another
section of subtitle A of the Internal
Revenue Code of 1986, that section shall
govern the treatment of that fringe
benefit. Thus, if the requirements of
the governing section are satisfied, the
fringe benefits may be excludable from
gross income. Examples of excludable
fringe benefits include qualified tuition
reductions provided to an employee
(section 117(d)); meals or lodging fur-
nished to an employee for the conven-
ience of the employer (section 119);
benefits provided under a dependent



§1.61-21

care assistance program (section 129);
and no-additional-cost services, quali-
fied employee discounts, working con-
dition fringes, and de minimis fringes
(section 132). Similarly, the value of
the use by an employee of an employer-
provided vehicle or a flight provided to
an employee on an employer-provided
aircraft may be excludable from in-
come under section 105 (because, for ex-
ample, the transportation is provided
for medical reasons) if and to the ex-
tent that the requirements of that sec-
tion are satisfied. Section 134 excludes
from gross income ‘“‘qualified military
benefits.”” An example of a benefit that
is not a qualified military benefit is
the personal use of an employer-pro-
vided vehicle. The fact that another
section of subtitle A of the Internal
Revenue Code addresses the taxation of
a particular fringe benefit will not pre-
clude section 61 and the regulations
thereunder from applying, to the ex-
tent that they are not inconsistent
with such other section. For example,
many fringe benefits specifically ad-
dressed in other sections of subtitle A
of the Internal Revenue Code are ex-
cluded from gross income only to the
extent that they do not exceed specific
dollar or percentage limits, or only if
certain other requirements are met. If
the limits are exceeded or the require-
ments are not met, some or all of the
fringe benefit may be includible in
gross income pursuant to section 61.
See paragraph (b)(3) of this section.

(3) Compensation for services. A fringe
benefit provided in connection with the
performance of services shall be consid-
ered to have been provided as com-
pensation for such services. Refraining
from the performance of services (such
as pursuant to a covenant not to com-
pete) is deemed to be the performance
of services for purposes of this section.

(4) Person to whom fringe benefit is tax-
able—(i) In general. A taxable fringe
benefit is included in the income of the
person performing the services in con-
nection with which the fringe benefit is
furnished. Thus, a fringe benefit may
be taxable to a person even though
that person did not actually receive
the fringe benefit. If a fringe benefit is
furnished to someone other than the
service provider such benefit is consid-
ered in this section as furnished to the
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service provider, and use by the other
person is considered use by the service
provider. For example, the provision of
an automobile by an employer to an
employee’s spouse in connection with
the performance of services by the em-
ployee is taxable to the employee. The
automobile is considered available to
the employee and use by the employ-
ee’s spouse is considered use by the em-
ployee.

(ii) All persons to whom benefits are
taxable referred to as employees. The per-
son to whom a fringe benefit is taxable
need not be an employee of the pro-
vider of the fringe benefit, but may be,
for example, a partner, director, or an
independent contractor. For conven-
ience, the term *“‘employee” includes
any person performing services in con-
nection with which a fringe benefit is
furnished, unless otherwise specifically
provided in this section.

(5) Provider of a fringe benefit referred
to as an employer. The *“‘provider’” of a
fringe benefit is that person for whom
the services are performed, regardless
of whether that person actually pro-
vides the fringe benefit to the recipi-
ent. The provider of a fringe benefit
need not be the employer of the recipi-
ent of the fringe benefit, but may be,
for example, a client or customer of
the employer or of an independent con-
tractor. For convenience, the term
“employer’’ includes any provider of a
fringe benefit in connection with pay-
ment for the performance of services,
unless otherwise specifically provided
in this section.

(6) Effective date. Except as otherwise
provided, this section is effective as of
January 1, 1989 with respect to fringe
benefits provided after December 31,
1988. See §1.61-2T for rules in effect
from January 1, 1985, to December 31,
1988.

(7) Outline of this section. The fol-
lowing is an outline of the regulations
in this section relating to fringe bene-
fits:

§1.61-21 (a) Fringe benefits.

(1) In general.

(2) Fringe benefits excluded from income.

(3) Compensation for services.

(4) Person to whom fringe benefit is tax-

able.

(5) Provider of a fringe benefit referred to

as an employer.

(6) Effective date.
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(7) Outline of this section.

§1.61-21 (b) Valuation of fringe benefits

(1) In general.

(2) Fair market value.

(3) Exclusion from income based on cost.

(4) Fair market value of the availability of
an employer-provided vehicle.

(5) Fair market value of chauffeur services.

(6) Fair market value of a flight on an em-
ployer-provided piloted aircraft.

(7) Fair market value of the use of an em-
ployer-provided aircraft for which the
employer does not furnish a pilot.

§1.61-21 (c) Special valuation rules.

(1) In general.

(2) Use of the special valuation rules.

(3) Additional rules for using special valu-
ation.

(4) Application of section 414 to employers.

(5) Valuation formulae contained in the
special valuation rules.

(6) Modification of the special valuation
rules.

(7) Special accounting rule.

§1.61-21 (d) Automobile lease valuation rule.

(1) In general.

(2) Calculation of Annual Lease Value.

(3) Services included in, or excluded from,
the Annual Lease Value Table.

(4) Availability of an automobile for less
than an entire calendar year.

(5) Fair market value.

(6) Special rules for continuous avail-
ability of certain automobiles.

(7) Consistency rules.

§1.61-21 (e) Vehicle cents-per-mile valuation
rule.

(1) In general.

(2) Definition of vehicle.

(3) Services included in, or excluded from,
the cents-per-mile rate.

(4) Valuation of personal use only.

(5) Consistency rules.

§1.61-21 (f) Commuting valuation rule.

(1) In general.

(2) Special rules.

(3) Commuting value.

(4) Definition of vehicle.

(5) Control employee defined—Non-govern-
ment employer.

(6) Control employee defined—Government
employer.

(7) ““Compensation’’ defined.

§1.61-21 (g) Non-commercial flight valuation
rule.

(1) In general.

(2) Eligible flights and eligible aircraft.

(3) Definition of a flight.

(4) Personal and non-personal flights.

(5) Aircraft valuation formula.

(6) Discretion to provide new formula.

(7) Aircraft multiples.

(8) Control employee defined—Non-govern-
ment employer.

(9) Control employee defined—Government
employer.

(10) ““Compensation’’ defined.
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(11) Treatment of former employees.

(12) Seating capacity rule.

(13) Erroneous use of the non-commercial
flight valuation rule.

(14) Consistency rules.

§1.61-21 (h) Commercial flight valuation rule.

(1) In general.

(2) Space-available flight.

(3) Commercial aircraft.

(4) Timing of inclusion.

(5) Consistency rules.

§1.61-21 (i) [Reserved]

§1.61-21 (j) Valuation of meals provided at an
employer-operated eating facility for em-
ployees.

(1) In general.
(2) Valuation formula.

§1.61-21 (k) Commuting valuation rule for cer-
tain employees.

(1) In general.

(2) Trip-by-trip basis.

(3) Commuting value.

(4) Definition of employer-provided trans-
portation.

(5) Unsafe conditions.

(6) Qualified employee defined.

(7) Examples.

(8) Effective date.