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the provisions of chapter 42, and the or-
ganization also satisfied all the other 
requirements under section 501(c) (3), 
(17), or (18), or section 401(a), the orga-
nization will be so notified in writing. 
In such case the organization will be 
exempt (subject to the provisions of 
section 501(c)(3), or sections 501(c) (17), 
(18) or 401(a), and 503, and 504 when ap-
plicable) with respect to the taxable 
years subsequent to the taxable year in 
which the claim described in section 
503(c) is filed. Section 503 contemplates 
that an organization denied exemption 
because of the terms of such section 
will be subject to taxation for at least 
one full taxable year. For the purpose 
of this section, the term taxable year 
means the established annual account-
ing period of the organization; or, if 
the organization has no such estab-
lished annual accounting period, the 
taxable year of the organization means 
the calendar year. 

(c) For taxable years beginning after 
December 31, 1969, the denial of an ex-
emption pursuant to this section, for a 
taxable year prior to January 1, 1970, of 
an organization described in section 
501(c)(3) shall not cause such organiza-
tion to cease to be described in section 
501(c)(3) for purposes of part II of sub-
chapter F, chapter 1 and for purposes of 
the application of chapter 42 taxes. 

(d) In the case of an organization de-
scribed in section 501(c)(3), which has 
lost its exemption pursuant to section 
503, and which has not notified the 
Commissioner that it is applying for 
recognition of its exempt status under 
section 508(a) and this section, no gift 
or contribution made after December 
31, 1969, which would otherwise be de-
ductible under section 170, 642(c), or 
545(b)(2) shall be allowed as a deduc-
tion. For rules relating to the denial of 
deductions with respect to gifts or con-
tributions made before January 1, 1970, 
see, § 1.503(e)–4. 

[T.D. 7428, 41 FR 34622, Aug. 16, 1976, as 
amended by T.D. 7896, 48 FR 23817, May 27, 
1983] 

§ 1.503(d)–1 Cross references. 

For provisions relating to loans de-
scribed in section 503(b)(1) by a trust 
described in section 401(a), see 

§ 1.503(b)–1 and section 503 (e) and (f) 
and the regulations thereunder. 

[T.D. 7428, 41 FR 34623, Aug. 16, 1976] 

§ 1.503(e)–1 Special rules. 
(a) In general. (1) Section 503(e) pro-

vides that for purposes of section 
503(b)(1) (relating to loans made with-
out the receipt of adequate security 
and a reasonable rate of interest) the 
acquisition of a bond, debenture, note, 
or certificate or other evidence of in-
debtedness shall not be treated as a 
loan made without the receipt of ade-
quate security if certain requirements 
are met. Those requirements are de-
scribed in § 1.503(e)–2. 

(2) Section 503(e) does not affect the 
requirement in section 503(b)(1) of a 
reasonable rate of interest. Thus, al-
though the acquistion of a certificate 
of indebtedness which meets all of the 
requirements of section 503(e) and of 
§ 1.503(e)–2 will not be considered as a 
loan made without the receipt of ade-
quate security, the acquisition of such 
an indebtedness does consitute a pro-
hibited transaction if the indebtedness 
does not bear a reasonable rate of in-
terest. 

(3) The provisions of section 503(e) do 
not limit the effect of section 401(a) 
and § 1.401–2, section 501(c)(17)(A)(i), or 
section 501(c)(18)(A), all relating to the 
use of diversion of corpus or incopme of 
the respective employee trusts. Fur-
thermore, the provisions of section 
503(e) do not limit the effect of any of 
the provisions of section 503 other than 
section 503(b)(1). Thus, for example, al-
though a loan made by employees’ 
trust described in section 503(a)(1)(B) 
meets all the requirements of section 
503(e) and therefore is not treated as a 
loan made without the receipt of ade-
quate security, such an employees’ 
trust making such a loan will lose its 
exempt status if the loan is not consid-
ered as made for the exclusive benefit 
of the employees or their beneficiaries. 
Similarly, a loan which meets the re-
quirements of section 503(e) will con-
stitute a prohibited transaction within 
the meaning of section 503(b)(6) if it re-
sults in a substantial diversion of the 
trust’s income or corpus to a person de-
scribed in section 503(b). 

(b) Definitions. For purposes of sec-
tion 503(e): 
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(1) The term obligation means bond, 
debenture, note, or certificate or other 
evidence of indebtedness. 

(2) The term issuer includes any per-
son described in section 503(b) who 
issues an obligation. 

(3)(i) The term person independent of 
the issuer means a person who is not re-
lated to the issuer by blood, by mar-
riage, or by reason of any substantial 
business interests. Persons who will be 
considered not to be independent of the 
issuer include but are not limited to: 

(a) The spouse, ancestor, lineal de-
scendant, or brother or sister (whether 
by whole or half blood) of an individual 
who is the issuer of an obligation; 

(b) A corporation controlled directly 
or indirectly by an individual who is 
the issuer, or directly or indirectly by 
the spouse, ancestor, lineal descendant, 
or brother or sister (whether by whole 
or half blood) of an individual who is 
the issuer; 

(c) A corporation which directly or 
indirectly controls, or is controlled by, 
a corporate issuer; 

(d) A controlling shareholder of a 
corporation which is the issuer, or 
which controls the issuer; 

(e) An officer, director, or other em-
ployee of the issuer, of a corporation 
controlled by the issuer, or of a cor-
poration which controls the issuer; 

(f) A fiduciary of any trust created by 
the issuer, by a corporation which con-
trols the issuer, or by a corporation 
which is controlled by the issuer; or 

(g) A corporation controlled by a per-
son who controls a corporate issuer. 

(ii) For purposes of paragraph (b)(3)(i) 
of this section, the term control means, 
with respect to a corporation, direct or 
indirect ownership of 50 percent or 
more of the total combined voting 
power of all voting stock or 50 percent 
or more of the total value of shares of 
all classes of stock. If the aggregate 
amount of stock in a corporation 
owned by an individual and by the 
spouse, ancestors, lineal descendants, 
brothers and sisters (whether by whole 
of half blood) of the individual is 50 
percent or more of the total combined 
voting power of all voting stock or is 50 
percent or more of the total value of 
all classes of stock, then each of these 
persons shall be considered as the con-
trolling shareholder of the corporation. 

(iii) In determining family relation-
ships for purposes of paragraph (b)(3)(i) 
of this section, a legally adopted child 
of an individual shall be treated as a 
child of such individual by blood. 

(4) The term issue means all the obli-
gations of an issuer which are offered 
for sale on substantially the same 
terms. Obligations shall be considered 
offered for sale on substantially the 
same terms if such obligation would, at 
the same time and under the same cir-
cumstances, be traded on the market 
at the same price. On the other hand, if 
the terms on which obligations are of-
fered for sale differ in such manner as 
would cause such obligations to be 
traded on the market at different 
prices, then such obligations are not 
part of the same issue. The following 
are examples of terms which, if dif-
ferent, would cause obligations to be 
traded on the market at different 
prices: (i) Interest rate; (ii) Maturity 
date; (iii) Collateral; and (iv) Conver-
sion provisions 

The fact that obligations are offered 
for sale on different dates will not pre-
clude such obligations from being part 
of the same issue if they all mature on 
the same date and if the terms on 
which they are offered for sale are oth-
erwise the same, since such obligations 
would, at the same time and under the 
same conditions, be traded on the mar-
ket at the same price. Obligations shall 
not be considered part of the same 
issue merely because they are part of 
the same authorization or because they 
are registered as part of the same issue 
with the Securities and Exchange Com-
mission. 

[T.D. 7428, 41 FR 34623, Aug. 16, 1976] 

§ 1.503(e)–2 Requirements. 
(a) In general. The requirements 

which must be met under section 503(e) 
for an obligation not to be treated as a 
loan made without the receipt of ade-
quate security for purposes of section 
503(b)(1) are described in paragraphs 
(b), (c), and (d) of this section. For pur-
poses of this section, the term employee 
trust shall mean any of the three kinds 
of organizations described in section 
503(a)(1). 

(b) Methods of acquisition—(1) In gen-
eral. The employee trust must acquire 
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