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interest in PRS transferred to T. Accord-
ingly, A will recognize $1,000 oridnary in-
come and $2,500 ($3,500–$1,000) of capital gain 
on account of the transfer to T of one-half of 
A’s interest in PRS. Fifty percent ($1,250) of 
that gain is long-term capital gain and 50 
percent ($1,250) is short-term capital gain. 

Example 6. Sale of units of interests in a part-
nership. A publicly traded partnership (PRS) 
has ownership interests that are segregated 
into identifiable units of interest. A owns 10 
limited partnership units in PRS for which A 
paid $10,000 on January 1, 1999. On August 1, 
2000, A purchases five additional units for 
$10,000. At the time of purchase, the fair 
market value of each unit has increased to 
$2,000. A’s holding period for one-third 
($10,000/$30,000) of the interest in PRS begins 
on the day after the purchase of the five ad-
ditional units. Less than one year later, A 
sells five units of ownership in PRS for 
$11,000. At the time, A’s basis in the 15 units 
of PRS is $20,000, and A’s capital gain on the 
sale of 5 units is $4,333 (amount realized of 
$11,000¥one-third of the adjusted basis or 
$6,667). For purposes of determining the hold-
ing period, A can designate the specific units 
of PRS sold. If A properly identifies the five 
units sold as five of the ten units for which 
A has a long-term holding period and elects 
to use the identification method for all sub-
sequent sales or exchanges of interests in the 
partnership by using the actual holding pe-
riod in reporting the transaction on A’s Fed-
eral income tax return, the capital gain real-
ized will be long-term capital gain. 

Example 7. Disproportionate distribution. In 
1997, A and B each contribute cash of $50,000 
to form and become equal partners in a part-
nership (PRS). More than one year later, A 
receives a distribution worth $22,000 from 
PRS, which reduces A’s interest in PRS to 36 
percent. After the distribution, B owns 64 
percent of PRS. The holding periods of A and 
B in their interests in PRS are not affected 
by the distribution. 

Example 8. Gain or loss as a result of a dis-
tribution. (i) On January 1, 1996, A contrib-
utes property with a basis of $10 and a fair 
market value of $10,000 in exchange for an in-
terest in a partnership (ABC). On September 
30, 2000, when A’s interest in ABC is worth 
$12,000 (and the basis of A’s partnership in-
terest is still $10), A contributes $12,000 cash 
in exchange for an additional interest in 
ABC. A is allocated a loss equal to $10,000 by 
ABC for the taxable year ending December 
31, 2000, thereby reducing the basis of A’s 
partnership interest to $2,010. On February 1, 
2001, ABC makes a cash distribution to A of 
$10,000. ABC holds no inventory or unrealized 
receivables. (assume that A is allocated no 
gain or loss for the taxable year ending De-
cember 31, 2001, so that the basis of A’s part-
nership interest does not increase or de-
crease as a result of such allocations.) 

(ii) The netting rule contained in para-
graph (b)(2) of this section provides that, in 
determining the holding period of A’s inter-
est in ABC, the cash contribution made on 
September 30, 2000, must be reduced by the 
distribution made on February 1, 2001. Ac-
cordingly, for purposes of determining the 
holding period of A’s interest in ABC, A is 
treated as having made a cash contribution 
of $2,000 ($12,000–$10,000) to ABC on Sep-
tember 30, 2000. A’s holding period in one-sev-
enth of A’s interest in ABC ($2,000 cash con-
tributed over the $14,000 value of the entire 
interest (determined as if only $2,000 were 
contributed rather than $12,000)) begins on 
the day after the cash contribution. A recog-
nizes $7,990 of capital gain as a result of the 
distribution. See section 731(a)(1). One-sev-
enth of the capital gain recognized as a re-
sult of the distribution is short-term capital 
gain, and six-sevenths of the capital gain is 
long-term capital gain. After the distribu-
tion, A’s basis in the interest in PRS is $0, 
and the holding period for the interest in 
PRS continues to be divided in the same pro-
portions as before the distribution. 

(g) Effective date. This section applies 
to transfers of partnership interests 
and distributions of property from a 
partnership that occur on or after Sep-
tember 21, 2000. 

[T.D. 8902, 65 FR 57099, Sept. 21, 2000] 

SPECIAL RULES FOR DETERMINING 
CAPITAL GAINS AND LOSSES 

§ 1.1231–1 Gains and losses from the 
sale or exchange of certain prop-
erty used in the trade or business. 

(a) In general. Section 1231 provides 
that, subject to the provisions of para-
graph (e) of this section, a taxpayer’s 
gains and losses from the disposition 
(including involuntary conversion) of 
assets described in that section as prop-
erty used in the trade or business and 
from the involuntary conversion of 
capital assets held for more than 6 
months shall be treated as long-term 
capital gains and losses if the total 
gains exceed the total losses. If the 
total gains do not exceed the total 
losses, all such gains and losses are 
treated as ordinary gains and losses. 
Therefore, if the taxpayer has no gains 
subject to section 1231, a recognized 
loss from the condemnation (or from a 
sale or exchange under threat of con-
demnation) of even a capital asset held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
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1977) is an ordinary loss. Capital assets 
subject to section 1231 treatment in-
clude only capital assets involuntarily 
converted. The noncapital assets sub-
ject to section 1231 treatment are (1) 
depreciable business property and busi-
ness real property held for more than 1 
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable 
years beginning in 1977) other than 
stock in trade and certain copyrights 
and artistic property and, in the case 
of sales and other dispositions occur-
ring after July 25, 1969, other than a 
letter, memorandum, or property simi-
lar to a letter or memorandum; (2) tim-
ber, coal, and iron ore which do not 
otherwise meet the requirements of 
section 1231 but with respect to which 
section 631 applies; and (3) certain live-
stock and unharvested crops. See para-
graph (c) of this section. 

(b) Treatment of gains and losses. For 
the purpose of applying section 1231, a 
taxpayer must aggregate his recog-
nized gains and losses from: 

(1) The sale, exchange, or involuntary 
conversion of property used in the 
trade or business (as defined in section 
1231(b)), and 

(2) The involuntary conversion (but 
not sale or exchange) of capital assets 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977). 
If the gains to which section 1231 ap-
plies exceed the losses to which the 
section applies, the gains and losses are 
treated as long-term capital gains and 
losses and are subject to the provisions 
of parts I and II (section 1201 and fol-
lowing), subchapter P, chapter 1 of the 
Code, relating to capital gains and 
losses. If the gains to which section 
1231 applies do not exceed the losses to 
which the section applies, the gains 
and losses are treated as ordinary gains 
and losses. Therefore, in the latter 
case, a loss from the involuntary con-
version of a capital asset held for more 
than 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977) is treated 
as an ordinary loss and is not subject 
to the limitation on capital losses in 
section 1211. The phrase involuntary 
conversion is defined in paragraph (e) of 
this section. 

(c) Transactions to which section ap-
plies. Section 1231 applies to recognized 
gains and losses from the following: 

(1) The sale, exchange, or involuntary 
conversion of property held for more 
than 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977) and used 
in the taxpayer’s trade or business, 
which is either real property or is of a 
character subject to the allowance for 
depreciation under section 167 (even 
though fully depreciated), and which is 
not: 

(i) Property of a kind which would 
properly be includible 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 busi-
ness; 

(ii) A copyright, a literary, musical, 
or artistic composition, or similar 
property, or (in the case of sales and 
other dispositions occurring after July 
25, 1969) a letter, memorandum, or 
property similar to a letter or memo-
randum, held by a taxpayer described 
in section 1221(3); or 

(iii) Livestock held for draft, breed-
ing, dairy, or sporting purposes, except 
to the extent included under paragraph 
(4) of this paragraph, or poultry. 

(2) The involuntary conversion of 
capital assets held for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months for taxable years 
beginning in 1977). 

(3) The cutting or disposal of timber, 
or the disposal of coal or iron ore, to 
the extent considered arising from a 
sale or exchange by reason of the provi-
sions of section 631 and the regulations 
thereunder. 

(4) The sale, exchange, or involuntary 
conversion of livestock if the require-
ments of § 1.1231–2 are met. 

(5) The sale, exchange, or involuntary 
conversion of unharvested crops on 
land which is (i) used in the taxpayer’s 
trade or business and held for more 
than 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977), and (ii) 
sold or exchanged at the same time and 
to the same person. See paragraph (f) 
of this section. 
For purposes of section 1231, the phrase 
property used in the trade or business 
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means property described in this para-
graph (other than property described in 
subparagraph (2) of this paragraph). 
Notwithstanding any of the provisions 
of this paragraph, section 1231(a) does 
not apply to gains and losses under the 
circumstances described in paragraph 
(e) (2) or (3) of this section. 

(d) Extent to which gains and losses are 
taken into account. All gains and losses 
to which section 1231 applies must be 
taken into account in determining 
whether and to what extent the gains 
exceed the losses. For the purpose of 
this computation, the provisions of sec-
tion 1211 limiting the deduction of cap-
ital losses do not apply, and no losses 
are excluded by that section. With that 
exception, gains are included in the 
computations under section 1231 only 
to the extent that they are taken into 
account in computing gross income, 
and losses are included only to the ex-
tent that they are taken into account 
in computing taxable income. The fol-
lowing are examples of gains and losses 
not included in the computations under 
section 1231: 

(1) Losses of a personal nature which 
are not deductible by reason of section 
165 (c) or (d), such as losses from the 
sale of property held for personal use; 

(2) Losses which are not deductible 
under section 267 (relating to losses 
with respect to transactions between 
related taxpayers) or section 1091 (re-
lating to losses from wash sales); 

(3) Gain on the sale of property (to 
which section 1231 applies) reported for 
any taxable year on the installment 
method under section 453, except to the 
extent the gain is to be reported under 
section 453 for the taxable year; and 

(4) Gains and losses which are not 
recognized under section 1002, such as 
those to which sections 1031 through 
1036, relating to common nontaxable 
exchanges, apply. 

(e) Involuntary conversion—(1) General 
rule. For purposes of section 1231, the 
terms compulsory or involuntary conver-
sion and involuntary conversion of prop-
erty mean the conversion of proeprty 
into money or other property as a re-
sult of complete or partial destruction, 
theft or seizure, or an exercise of the 
power of requisition or condemnation, 
or the threat or imminence thereof. 
Losses upon the complete or partial de-

struction, theft, seizure, requisition, or 
condemnation of property are treated 
as losses upon an involuntary conver-
sion whether or not there is a conver-
sion of the property into other prop-
erty or money and whether or not the 
property is uninsured, partially in-
sured, or totally insured. For example, 
if a capital asset held for more than 1 
year (6 months for taxable years begin-
ning before 1977; 9 months for taxable 
years beginning in 1977), with an ad-
justed basis of $400, but not held for the 
production of income, is stolen, and the 
loss which is sustained in the taxable 
year 1956 is not compensated for by in-
surance or otherwise, section 1231 ap-
plies to the $400 loss. For certain excep-
tions to this subparagraph, see sub-
paragraphs (2) and (3) of this para-
graph. 

(2) Certain uninsured losses. Notwith-
standing the provisions of subpara-
graph (1) of this paragraph, losses sus-
tained during a taxable year beginning 
after December 31, 1957, and before Jan-
uary 1, 1970, with respect to both prop-
erty used in the trade or business and 
any capital asset held for more than 6 
months and held for the production of 
income, which losses arise from fire, 
storm, shipwreck, or other casualty, or 
from theft, and which are not com-
pensated for by insurance in any 
amount, are not losses to which section 
1231(a) applies. Such losses shall not be 
taken into account in applying the pro-
visions of this section. 

(3) Exclusion of gains and losses from 
certain involuntary conversions. Not-
withstanding the provisions of subpara-
graph (1) of this paragraph, if for any 
taxable year beginning after December 
31, 1969, the recognized losses from the 
involuntary conversion as a result of 
fire, storm, shipwreck, or other cas-
ualty, or from theft, of any property 
used in the trade or business or of any 
capital asset held for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months for taxable years 
beginning in 1977) exceed the recog-
nized gains from the involuntary con-
version of any such property as a result 
of fire, storm, shipwreck, or other cas-
ualty, or from theft, such gains and 
losses are not gains and losses to which 
section 1231 applies and shall not be 
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taken into account in applying the pro-
visions of this section. The net loss, in 
effect, will be treated as an ordinary 
loss. This subparagraph shall apply 
whether such property is uninsured, 
partially insured, or totally insured 
and, in the case of a capital asset held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977), whether the property is property 
used in the trade or business, property 
held for the production of income, or a 
personal asset. 

(f) Unharvested crops. Section 1231 
does not apply to a sale, exchange, or 
involuntary conversion of an 
unharvested crop if the taxpayer re-
tains any right or option to reacquire 
the land the crop is on, directly or indi-
rectly (other than a right customarily 
incident to a mortgage or other secu-
rity transaction). The length of time 
for which the crop, as distinguished 
from the land, is held is immaterial. A 
leasehold or estate for years is not land 
for the purpose of section 1231. 

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

Example 1. A, an individual, makes his in-
come tax return on the calendar year basis. 
A’s recognized gains and losses for 1957 of the 
kind described in section 1231 are as follows: 

Gains Losses 

1. Gain on sale of machinery, used in the 
business and subject to an allowance 
for depreciation, held for more than 6 
months ................................................... $4,000 

2. Gain reported in 1957 (under section 
453) on installment sale in 1956 of fac-
tory premises used in the business (in-
cluding building and land, each held for 
more than 6 months) ............................. 6,000 

3. Gain reported in 1957 (under section 
453) on installment sale in 1957 of land 
held for more than 6 months, used in 
the business as a storage lot for trucks 2,000 

4. Gain on proceeds from requisition by 
Government of boat, held for more than 
6 months, used in the business and 
subject to an allowance for depreciation 500 

5. Loss upon the destruction by fire of 
warehouse, held for more than 6 
months and used in the business (ex-
cess of adjusted basis of warehouse 
over compensation by insurance, etc.) .. $3,000 

6. Loss upon theft of unregistered bearer 
bonds, held for more than 6 months ..... ............ 5,000 

7. Loss in storm of pleasure yacht, pur-
chased in 1950 for $1,800 and having a 
fair market value of $1,000 at the time 
of the storm ............................................ 1,000 

Gains Losses 

8. Total gains ............................................. 12,500 lll 

9. Total losses ........................................... 9,000 
10. Excess of gains over losses ............... 3,500 

Since the aggregate of the recognized gains 
($12,500) exceeds the aggregate of the recog-
nized losses ($9,000), such gains and losses are 
treated under section 1231 as gains and losses 
from the sale or exchange of capital assets 
held for more than 6 months. For any tax-
able year beginning after December 31, 1957, 
and before January 1, 1970, the $5,000 loss 
upon theft of bonds (item 6) would not be 
taken into account under section 1231. See 
paragraph (e)(2) of this section. 

Example 2. If in example (1), A also had a 
loss of $4,000 from the sale under threat of 
condemnation of a capital asset acquired for 
profit and held for more than six months, 
then the gains ($12,500) would not exceed the 
losses ($9,000 plus $4,000, or $13,000). Neither 
the loss on that sale nor any of the other 
items set forth in example (1) would then be 
treated as gains and losses from the sale or 
exchanges of capital assets, but all of such 
items would be treated as ordinary gains and 
losses. Likewise, if A had no other gain or 
loss, the $4,000 loss would be treated as an or-
dinary loss. 

Example 3. A’s yacht, used for pleasure and 
acquired for that use in 1945 at a cost of 
$25,000, was requisitioned by the Government 
in 1957 for $15,000. A sustained no loss deduct-
ible under section 165(c) and since no loss 
with respect to the requisition is recogniz-
able, the loss will not be included in the 
computations under section 1231. 

Example 4. A, an individual, makes his in-
come tax return on a calendar year basis. 
During 1970 trees on A’s residential property 
which were planted in 1950 after the purchase 
of such property were destroyed by fire. The 
loss, which was in the amount of $2,000 after 
applying section 165(c)(3), was not com-
pensated for by insurance or otherwise. Dur-
ing the same year A also recognized a $1,500 
gain from insurance proceeds compensating 
him for the theft sustained in 1970 of a dia-
mond brooch purchased in 1960 for personal 
use. A has no other gains or losses for 1970 
from the involuntary conversion of property. 
Since the recognized losses exceed the recog-
nized gains from the involuntary conversion 
for 1970 as a result of fire, storm, shipwreck, 
or other casualty, or from theft, of any prop-
erty used in the trade or business or of any 
capital asset held for more than 6 months, 
neither the gain nor the loss is included in 
making the computations under section 1231. 

Example 5. The facts are the same as in ex-
ample (4), except that A also recognized a 
gain of $1,000 from insurance proceeds com-
pensating him for the total destruction by 
fire of a truck, held for more than 6 months, 
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used in A’s business and subject to an allow-
ance for depreciation. A has no other gains 
or losses for 1970 from the involuntary con-
version of property. Since the recognized 
losses ($2,000) do not exceed the recognized 
gains ($2,500) from the involuntary conver-
sion for 1970 as a result of fire, storm, ship-
wreck, or other casualty, or from theft, of 
any property used in the trade or business or 
of any capital asset held for more than 6 
months, such gains and losses are included in 
making the computations under section 1231. 
Thus, if A has no other gains or losses for 
1970 to which section 1231 applies, the gains 
and losses from these involuntary conver-
sions are treated under section 1231 as gains 
and losses from the sale or exchange of cap-
ital assets held for more than 6 months. 

Example 6. The facts are the same as in ex-
ample (5) except that A also has the fol-
lowing recognized gains and losses for 1970 to 
which section 1231 applies: 

Gains Losses 

Gain on sale of machinery, used in 
the business and subject to an 
allowance for depreciation, held 
for more than 6 months ............. $4,000 

Gain reported in 1970 (under sec-
tion 453) on installment sale in 
1969 of factory premises used in 
the business (including building 
and land, each held for more 
than 6 months) ........................... 6,000 

Gain reported in 1970 (under sec-
tion 453) on installment sale in 
1970 of land held for more than 
6 months, used in the business 
as a storage lot for trucks .......... $2,000 

Loss upon the sale in 1970 of 
warehouse, used in the business 
and subject to an allowance for 
depreciation, held for more than 
6 months .................................... .................. $5,000 

Total gains ....................... 12,000 lllll 

Total losses ..................... .................. 5,000 

Since the aggregate of the recognized gains 
($14,500) exceeds the aggregate of the recog-
nized losses ($7,000), such gains and losses are 
treated under section 1231 as gains and losses 
from the sale or exchange of capital assets 
held for more than 6 months. 

Example 7. B, an individual, makes his in-
come tax return on the calendar year basis. 
During 1970 furniture used in his business 
and held for more than 6 months was de-
stroyed by fire. The recognized loss, after 
compensation by insurance, was $2,000. Dur-
ing the same year B recognized a $1,000 gain 
upon the sale of a parcel of real estate used 
in his business and held for more than 6 
months, and a $6,000 loss upon the sale of 
stock held for more than 6 months. B has no 
other gains or losses for 1970 from the invol-
untary conversion, or the sale or exchange 
of, property. The $6,000 loss upon the sale of 
stock is not a loss to which section 1231 ap-
plies since the stock is not property used in 

the trade or business, as defined in section 
1231(b). The $2,000 loss upon the destruction 
of the furniture is not a loss to which section 
1231 applies since the recognized losses 
($2,000) exceed the recognized gains ($0) from 
the involuntary conversion for 1970 as a re-
sult of fire, storm, shipwreck, or other cas-
ualty, or from theft, of any property used in 
the trade or business or of any capital asset 
held for more than 6 months. Accordingly, 
the $1,000 gain upon the sale of real estate is 
considered to be gain from the sale or ex-
change of a capital asset held for more than 
6 months since the gains ($1,000) to which 
section 1231 applies exceed the losses ($0) to 
which such section applies. 

Example 8. The facts are the same as in ex-
ample (7) except that B also recognized a 
gain of $4,000 from insurance proceeds com-
pensating him for the total destruction by 
fire of a freighter, held for more than 6 
months, used in B’s business and subject to 
an allowance for depreciation. Since the rec-
ognized losses ($2,000) do not exceed the rec-
ognized gains ($4,000) from the involuntary 
conversion for 1970 as a result of fire, storm, 
shipwreck, or other casualty, or from theft, 
of any property used in the trade or business 
or of any capital asset held for more than 6 
months, such gains and losses are included in 
making the computations under section 1231. 
Since the aggregate of the recognized gains 
to which section 1231 applies ($5,000) exceeds 
the aggregate of the recognized losses to 
which such section applies ($2,000), such 
gains and losses are treated under section 
1231 as gains and losses from the sale or ex-
change of capital assets held for more than 6 
months. The $6,000 loss upon the sale of 
stock is not taken into account in making 
such computation since it is not a loss to 
which section 1231 applies. 

[T.D. 6500, 25 FR 12006, Nov. 26, 1960, as 
amended by T.D. 6841, 30 FR 9309, July 27, 
1965; T.D. 7369, 40 FR 29841, July 16, 1975; T.D. 
7728, 45 FR 72650, Nov. 3, 1980; T.D. 7829, 47 FR 
38515, Sept. 1, 1982] 

§ 1.1231–2 Livestock held for draft, 
breeding, dairy, or sporting pur-
poses. 

(a)(1) In the case of cattle, horses, or 
other livestock acquired by the tax-
payer after December 31, 1969, section 
1231 applies to the sale, exchange, or 
involuntary conversion of such cattle, 
horses, or other livestock, regardless of 
age, held by the taxpayer for draft, 
breeding, dairy, or sporting purposes, 
and held by him: 

(i) For 24 months or more from the 
date of acquisition in the case of cattle 
or horses, or 
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(ii) For 12 months or more from the 
date of acquisition in the case of such 
other livestock. 

(2) In the case of livestock (including 
cattle or horses) acquired by the tax-
payer on or before December 31, 1969, 
section 1231 applies to the sale, ex-
change, or involuntary conversion of 
such livestock, regardless of age, held 
by the taxpayer for draft, breeding, or 
dairy purposes, and held by him for 12 
months or more from the date of acqui-
sition. 

(3) For the purposes of section 1231, 
the term livestock is given a broad, 
rather than a narrow, interpretation 
and includes cattle, hogs, horses, 
mules, donkeys, sheep, goats, fur-bear-
ing animals, and other mammals. How-
ever, it does not include poultry, chick-
ens, turkeys, pigeons, geese, other 
birds, fish, frogs, reptiles, etc. 

(b)(1) Whether or not livestock is 
held by the taxpayer for draft, breed-
ing, dairy, or sporting purposes de-
pends upon all of the facts and cir-
cumstances in each case. The purpose 
for which the animal is held is ordi-
narily shown by the taxpayer’s actual 
use of the animal. However, a draft, 
breeding, dairy, or sporting purpose 
may be present if an animal is disposed 
of within a reasonable time after its in-
tended use for such purpose is pre-
vented or made undesirable by reason 
of accident, disease, drought, unfitness 
of the animal for such purpose, or a 
similar factual circumstance. Under 
certain circumstances, an animal held 
for ultimate sale to customers in the 
ordinary course of the taxpayer’s trade 
or business may be considered as held 
for draft, breeding, dairy, or sporting 
purposes. However, an animal is not 
held by the taxpayer for draft, breed-
ing, dairy, or sporting purposes merely 
because it is suitable for such purposes 
or merely because it is held by the tax-
payer for sale to other persons for use 
by them for such purposes. Further-
more, an animal held by the taxpayer 
for other purposes is not considered as 
held for draft, breeding, dairy, or sport-
ing purposes merely because of a neg-
ligible use of the animal for such pur-
poses or merely because of the use of 
the animal for such purposes as an or-
dinary or necessary incident to the 
other purposes for which the animal is 

held. See paragraph (c) of this section 
for the rules to be used in determining 
when horses are held for racing pur-
poses and, therefore, are considered as 
held for sporting purposes. 

(2) The application of this paragraph 
is illustrated by the following exam-
ples: 

Example 1. An animal intended by the tax-
payer for use by him for breeding purposes is 
discovered to be sterile or unfit for the 
breeding purposes for which it was held, and 
is disposed of within a reasonable time there-
after. This animal is considered as held for 
breeding purposes. 

Example 2. The taxpayer retires from the 
breeding or dairy business and sells his en-
tire herd, including young animals which 
would have been used by him for breeding or 
dairy purposes if he had remained in busi-
ness. These young animals are considered as 
held for breeding or dairy purposes. The 
same would be true with respect to young 
animals which would have been used by the 
taxpayer for breeding or dairy purposes but 
which are sold by him in reduction of his 
breeding or dairy herd, because of, for exam-
ple, drought. 

Example 3. A taxpayer in the business of 
raising hogs for slaughter customarily 
breeds sows to obtain a single litter to be 
raised by him for sale, and sells these brood 
sows after obtaining the litter. Even though 
these brood sows are held for ultimate sale 
to customers in the ordinary course of the 
taxpayer’s trade or business, they are consid-
ered as held for breeding purposes. 

Example 4. A taxpayer in the business of 
raising horses for sale to others for use by 
them as draft horses uses them for draft pur-
poses on his own farm in order to train them. 
This use is an ordinary or necessary incident 
to the purpose of selling the animals, and, 
accordingly, these horses are not considered 
as held for draft purposes. 

Example 5. The taxpayer is in the business 
of raising registered cattle for sale to others 
for use by them as breeding cattle. It is the 
business practice of this particular taxpayer 
to breed the offspring of his herd which he is 
holding for sale to others prior to sale in 
order to establish their fitness for sale as 
registered breeding cattle. In such case, the 
taxpayer’s breeding of such offspring is an 
ordinary and necessary incident to his hold-
ing them for the purpose of selling them as 
bred heifers or proven bulls and does not 
demonstrate that the taxpayer is holding 
them for breeding purposes. However, those 
cattle held by the taxpayer as additions or 
replacements to his own breeding herd to 
produce calves are considered to be held for 
breeding purposes, even though they may 
not actually have produced calves. 
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Example 6. A taxpayer, engaged in the busi-
ness of buying cattle and fattening them for 
slaughter, purchased cows with calf. The 
calves were born while the cows were held by 
the taxpayer. These cows are not considered 
as held for breeding purposes. 

(c)(1) For purposes of paragraph (b) of 
this section, a horse held for racing 
purposes shall be considered as held for 
sporting purposes. Whether a horse is 
held for racing purposes shall be deter-
mined in accordance with the following 
rules: 

(i) A horse which has actually been 
raced at a public race track shall, ex-
cept in rare and unusual cir-
cumstances, be considered as held for 
racing purposes. 

(ii) A horse which has not been raced 
at a public track shall be considered as 
held for racing purposes if it has been 
trained to race and other facts and cir-
cumstances in the particular case also 
indicate that the horse was held for 
this purpose. For example, assume that 
the taxpayer maintains a written 
training record on all horses he keeps 
in training status, which shows that a 
particular horse does not meet objec-
tive standards (including, but not lim-
ited to, such considerations as failure 
to achieve predetermined standards of 
performance during training, or the ex-
istence of a physical or other defect) 
established by the taxpayer for deter-
mining the fitness and quality of 
horses to be retained in his racing sta-
ble. Under such circumstances, if the 
taxpayer disposes of the horse within a 
reasonable time after he determined 
that it did not meet his objective 
standards for retention, the horse shall 
be considered as held for racing pur-
poses. 

(iii) A horse which has neither been 
raced at a public track nor trained for 
racing shall not, except in rare and un-
usual circumstances, be considered as 
held for racing purposes. 

(2) This paragraph may be illustrated 
by the following examples: 

Example 1. The taxpayer breeds, raises, and 
trains horses for the purpose of racing. Every 
year he culls some horses from his racing 
stable. In 1971, the taxpayer decided that in 
order to prevent his racing stable from get-
ting too large to be effectively operated he 
must cull six horses from it. All six of the 
horses culled by the taxpayer had been raced 
at public tracks in 1970. Under subparagraph 

(1)(i) of this paragraph, all these horses are 
considered as held for racing purposes. 

Example 2. Assume the same facts as in ex-
ample (1). Assume further that the taxpayer 
decided to cull four more horses from his 
racing stable in 1971. All these horses had 
been trained to race but had not been raced 
at public tracks. The taxpayer culled these 
four horses because the training log which 
the taxpayer maintains on all the horses he 
trains showed these horses to be unfit to re-
main in his racing stable. Horse A was culled 
because it developed shin splints during 
training. Horses B and C were culled because 
of poor temperament. B bolted every time a 
rider tried to mount it, and C became ex-
tremely nervous when it was placed in the 
starting gate. Horse D was culled because it 
did not qualify for retention under one of the 
objective standards the taxpayer had estab-
lished for determining which horses to retain 
since it was unable to run a specified dis-
tance in a minimum time. These four horses 
were disposed of within a reasonable time 
after the taxpayer determined that they 
were unfit to remain in his stable. Under 
subparagraph (1)(ii) of this paragraph, all 
these horses are considered as held for racing 
purposes. 

[T.D. 7141, 36 FR 18792, Sept. 22, 1971] 

§ 1.1232–1 Bonds and other evidences 
of indebtedness; scope of section. 

(a) In general. Section 1232 applies to 
any bond, debenture, note, or certifi-
cate or other evidence of indebtedness 
(referred to in this section and §§ 1.1232– 
2 through 1.1232–4 as an obligation) (1) 
which is a capital asset in the hands of 
the taxpayer, and (2) which is issued by 
any corporation, or by any government 
or political subdivision thereof. In gen-
eral, section 1232(a)(1) provides that the 
retirement of an obligation, other than 
certain obligations issued before Janu-
ary 1, 1955, is considered to be an ex-
change and, therefore, is usually sub-
ject to capital gain or loss treatment. 
In general, section 1232(a)(2)(B) pro-
vides that in the case of a gain realized 
on the sale or exchange of certain obli-
gations issued at a discount after De-
cember 31, 1954, which are either cor-
porate bonds issued on or before May 
27, 1969, or government bonds, the 
amount of gain equal to such discount 
or, under certain circumstances, the 
amount of gain equal to a specified por-
tion of such discount, constitutes ordi-
nary income. In the case of certain cor-
porate obligations issued after May 27, 
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1969, in general, section 1232(a)(3) pro-
vides for the inclusion as interest in 
gross income of a ratable portion of 
original issue discount for each taxable 
year over the life of the obligation, sec-
tion 1232(a)(3)(E) provides for an in-
crease in basis equal to the original 
issue discount included in gross in-
come, and section 1232(a)(2)(A) provides 
that any gain realized on such an obli-
gation held more than 1 year (6 months 
for taxable years beginning before 1977; 
9 months for taxable years beginning in 
1977) shall be considered gain from the 
sale or exchange of a capital asset held 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977). 
For the requirements for reporting 
original issue discount on certain obli-
gations issued after May 27, 1969, see 
section 6049(a) and the regulations 
thereunder. Section 1232(c) treats as or-
dinary income a portion of any gain re-
alized upon the disposition of (i) cou-
pon obligations which were acquired 
after August 16, 1954, and before Janu-
ary 1, 1958, without all coupons matur-
ing more than 12 months after pur-
chase attached, and (ii) coupon obliga-
tions which were acquired after Decem-
ber 31, 1957, without all coupons matur-
ing after the date of purchase attached. 

(b) Requirement that obligations be cap-
ital assets. In order for section 1232 to 
be applicable, an obligation must be a 
capital asset in the hands of the tax-
payer. See section 1221 and the regula-
tions thereunder. Obligations held by a 
dealer in securities (except as provided 
in section 1236) or obligations arising 
from the sale of inventory or personal 
services by the holder are not capital 
assets. However, obligations held by a 
financial institution, as defined in sec-
tion 582(c) (relating to treatment of 
losses and gains on bonds of certain fi-
nancial institutions) for investment 
and not primarily for sale to customers 
in the ordinary course of the financial 
institution’s trade or business, are cap-
ital assets. Thus, with respect ot obli-
gations held as capital assets by such a 
financial institution which are cor-
porate obligations to which section 
1232(a)(3) applies, there is ratable inclu-
sion of original issue discount as inter-
est in gross income under paragraph (a) 
of § 1.1232–3A, and gain on a sale or ex-

change (including retirement) may be 
subject to ordinary income treatment 
under section 582(c) and paragraph 
(a)(1) of § 1.1232–3. 

(c) Face-amount certificates—(1) In 
general. For purposes of section 1232, 
this section and §§ 1.1232–2 through 
1.1232–4, the term other evidence of in-
debtedness includes face amount certifi-
cates as defined in section 2(a)(15) and 4 
of the Investment Company Act of 1940 
(15 U.S.C. 80a–2 and 80a–4). 

(2) Amounts received in taxable years 
beginning prior to January 1, 1964. 
Amounts received in taxable years be-
ginning prior to January 1, 1964 under 
face amount certificates which were 
issued after December 31, 1954, are sub-
ject to the limitation on tax under sec-
tion 72(e)(3). See paragraph (g) of § 1.72– 
11 (relating to limit on tax attributable 
to receipt of a lump sum received as an 
annuity payment). However, section 
72(e)(3) does not apply to any such 
amounts received in taxable years be-
ginning after December 31, 1963. 

(3) Certificates issued after December 31, 
1975. In the case of a face-amount cer-
tificate issued after December 31, 1975 
(other than such a certificate issued 
pursuant to a written commitment 
which was binding on such date and at 
all times thereafter), the provisions of 
section 1232(a)(3) (relating to the rat-
able inclusion of original issue dis-
count in gross income) shall apply. See 
section 1232–3A(f). For treatment of 
any increase in basis under section 
1232(a)(3)(A) as consideration paid for 
purposes of computing the investment 
in the contract under section 72, see 
§ 1.72–6(c)(4). 

(d) Certain deposits in financial institu-
tions. For purposes of section 1232, this 
section and §§ 1.1232–2 through 1.1232–4, 
the term other evidence of indebtedness 
includes certificates of deposit, time 
deposits, bonus plans, and other de-
posit arrangements with banks, domes-
tic building and loan associations, and 
similar financial institutions. For ap-
plication of section 1232 to such depos-
its, see paragraph (e) of § 1.1232–3A. 
However, section 1232, this section, and 
§§ 1.1232–2 through 1.1232–4 shall not 
apply to such deposits made prior to 
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January 1, 1971. For treatment of re-
newable certificates of deposit, see 
paragraph (e)(4) of § 1.1232–3A. 

[T.D. 7154, 36 FR 25000, Dec. 28, 1971, as 
amended by T.D. 7311, 39 FR 11880, Apr. 1, 
1974; T.D. 7365, 40 FR 27936, July 2, 1975; T.D. 
7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1232–2 Retirement. 
Section 1232(a)(1) provides that any 

amount received by the holder upon 
the retirement of an obligation shall be 
considered as an amount received in 
exchange therefor. However, section 
1232(a)(1) does not apply in the case of 
an obligation issued before January 1, 
1955, which was not issued with interest 
coupons or in registered form on March 
1, 1954. For treatment of gain on an ob-
ligation held by certain financial insti-
tutions, see section 582(c) and para-
graph (a)(1)(iii) of § 1.1232–3. 

[T.D. 7154, 36 FR 25000, Dec. 28, 1971] 

§ 1.1232–3 Gain upon sale or exchange 
of obligations issued at a discount 
after December 31, 1954. 

(a) General rule; sale or exchange—(1) 
Obligations issued by a corporation after 
May 27, 1969—(i) General rule. Under 
section 1232(a)(2)(A), in the case of gain 
realized upon the sale or exchange of 
an obligation issued at a discount by a 
corporation after May 27, 1969 (other 
than an obligation subject to the tran-
sitional rule of subparagraph (4) of this 
paragraph), and held by the taxpayer 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977): 

(a) If at the time of original issue 
there was no intention to call the obli-
gation before maturity, such gain shall 
be considered as long-term capital 
gain, or 

(b) If at the time of original issue 
there was an intention to call the obli-
gation before maturity, such gain shall 
be considered ordinary income to the 
extent it does not exceed the excess of: 

(1) An amount equal to the entire 
original issue discount, over 

(2) An amount equal to the entire 
original issue discount multiplied by a 
fraction the numerator of which is the 
sum of the number of complete months 
and any fractional part of a month 
elapsed since the date of original issue 

and the denominator of which is the 
number of complete months and any 
fractional part of a month from the 
date of original issue to the stated ma-
turity date. 
The balance, if any, of the gain shall be 
considered as long-term capital gain. 
The amount described in (2) of this sub-
division (b) in effect reduces the 
amount of original issue discount to be 
treated as ordinary income under this 
subdivision (b) by the amounts pre-
viously includible (regardless of wheth-
er included) by all holders (computed, 
however, as to any holder without re-
gard to any purchase allowance under 
paragraph (a)(2)(ii) of § 1.1232–3A and 
without regard to whether any holder 
purchased at a premium as defined in 
paragraph (d)(2) of § 1.1232–3). 

(ii) Cross references. For definition of 
the terms original issue discount and in-
tention to call before maturity, see para-
graphs (b) (1) and (4) respectively of 
this section. For definition of the term 
date of original issue, see paragraph 
(b)(3) of this section. For computation 
of the number of complete months and 
any fractional portion of a month, see 
paragraph (a)(3) of § 1.1232–3A. 

(iii) Effect of section 582(c). Gain shall 
not be considered to be long-term cap-
ital gain under subdivision (i) of this 
subparagraph if section 582(c) (relating 
to treatment of losses and gains on 
bonds of certain financial institutions) 
applies. 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. On January 1, 1970, A, a cal-
endar-year taxpayer, purchases at original 
issue for cash of $7,600, M Corporation’s 10- 
year, 5 percent bond which has a stated re-
demption price at maturity of $10,000. On 
January 1, 1972, A sells the bond to B, for 
$9,040. A has previously included $480 of the 
original issue discount in his gross income 
(see example (1) of paragraph (d) of § 1.1232– 
3A) and increased his basis in the bond by 
that amount to $8,080 (see paragraph (c) of 
§ 1.1232–3A). Thus, if at the time of original 
issue there was no intention to call the bond 
before maturity, A’s gain of $960 (amount re-
alized, $9,040, less adjusted basis, $8,080) is 
considered long-term capital gain. 

Example 2. (i) Assume the same facts as in 
example (1), except that at the time of origi-
nal issue there was an intention to call the 
bond before maturity. The amount of the en-
tire gain includible by A as ordinary income 
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under subparagraph (1)(i) of this paragraph is 
determined as follows: 
(1) Entire original issue discount (stated re-

demption price at maturity, $10,000, minus 
issue price, $7,600) .......................................... $2,400 

(2) Less: Line (1), $2,400, multiplied by months 
elapsed since date of original issue, 24, di-
vided by months from such date to stated ma-
turity date, 120 ................................................. $480 

(3) Maximum amount includible by A as ordinary 
income .............................................................. $1,920 

Since the amount in line (3) is greater than 
A’s gain, $960, A’s entire gain is includible as 
ordinary income. 

(ii) On January 1, 1979, B, a calendar-year 
taxpayer, sells the bond to C for $10,150. As-
sume that B has included $120 of original 
issue discount in his gross income for each 
taxable year he held the bond (see example 
(2) of paragraph (d) of § 1.1232–3A) and there-
fore increased his basis by $840 (i.e., $120 each 
year×7 years) to $9,880. B’s gain is therefore 
$270 (amount realized, $10,150, less basis, 
$9,880). The amount of such gain includible 
by B as ordinary income under subparagraph 
(1)(i) of this paragraph is determined as fol-
lows: 
(1) Entire original issue discount (as determined 

in part (i) of this example) ................................ $2,400 
(2) Less: Line (1), $2,400, multiplied by months 

elapsed since date of original issue, 108, di-
vided by months from such date to stated ma-
turity date, 120 ................................................. $2,160 

(3) Maximum amount includible by B as ordinary 
income .............................................................. $240 

Since the amount in line (3) is less than B’s 
gain, $270, only $240 of B’s gain is includible 
as ordinary income. The remaining portion 
of B’s gain, $30, is considered long-term cap-
ital gain. 

(3) Obligations issued by a corporation 
on or before May 27, 1969, and govern-
ment obligations. Under section 
1232(a)(2)(B), if gain is realized on the 
sale or exchange after December 31, 
1957, of an obligation held by the tax-
payer more than 6 months, and if the 
obligation either was issued at a dis-
count after December 31, 1954, and on 
or before May 27, 1969, by a corporation 
or was issued at a discount after De-
cember 31, 1954, by or on behalf of the 
United States or a foreign country, or 
a political subdivision of either, then 
such gain shall be considered ordinary 
income to the extent it does not ex-
ceed: 

(i) An amount equal to the entire 
original issue discount, or 

(ii) If at the time of original issue 
there was no intention to call the obli-
gation before maturity, a portion of 

the original issue discount determined in 
accordance with paragraph (c) of this 
section, 

And the balance, if any, of the gain 
shall be considered as long-term cap-
ital gain. For the definition of the 
terms original issue discount and inten-
tion to call before maturity, see para-
graphs (b) (1) and (4) respectively of 
this section. See section 1037(b) and 
paragraph (b) of § 1.1037–1 for special 
rules which are applicable in applying 
section 1232(a)(2)(B) and this subpara-
graph to gain realized on the disposi-
tion or redemption of obligations of the 
United States which were received 
from the United States in an exchange 
upon which gain or loss is not recog-
nized because of section 1037(a) (or so 
much of section 1031 (b) or (c) as relates 
to section 1037(a)). 

(4) Transitional rule. Subparagraph (3) 
of this paragraph (in lieu of subpara-
graph (1) of this paragraph) shall apply 
to an obligation issued by a corpora-
tion pursuant to a written commit-
ment which was binding on May 27, 
1969, and at all times thereafter. 

(5) Obligations issued after December 31, 
1954, and sold or exchanged before Janu-
ary 1, 1958. Gain realized upon the sale 
or exchange before January 1, 1958, of 
an obligation issued at a discount after 
December 31, 1954, and held by the tax-
payer for more than 6 months, shall be 
considered ordinary income to the ex-
tent it equals a specified portion of the 
original issue discount, and the balance, 
if any, of the gain shall be considered 
as long-term capital gain. The term 
original issue discount is defined in para-
graph (b)(1) of this section. The com-
putation of the amount of gain which 
constitutes ordinary income is illus-
trated in paragraph (c) of this section. 

(6) Obligations issued before January 1, 
1955. Whether gain representing origi-
nal issue discount realized upon the 
sale or exchange of obligations issued 
at a discount before January 1, 1955, is 
capital gain or ordinary income shall 
be determined without reference to 
section 1232. 

(b) Definitions—(1) Original issue dis-
count—(i) In general. For purposes of 
section 1232, the term original issue dis-
count means the difference between the 
issue price and the stated redemption 
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price at maturity. The stated redemp-
tion price is determined without regard 
to optional call dates. 

(ii) De minimis rule. If the original 
issue discount is less than one-fourth 
of 1 percent of the stated redemption 
price at maturity multiplied by the 
number of full years from the date of 
original issue to maturity, then the 
discount shall be considered to be zero. 
For example, a 10-year bond with a 
stated redemption price at maturity of 
$100 issued at $98 would be regarded as 
having an original issue discount of 
zero. Thus, any gain realized by the 
holder would be a long-term capital 
gain if the bond was a capital asset in 
the hands of the holder and held by 
him for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977). However, if the bond were issued 
at $97.50 or less, the original issue dis-
count would not be considered zero. 

(iii) Stated redemption price at matu-
rity—(a) Definition. Except as other-
wise provided in this subdivision (iii), 
the term stated redemption price at ma-
turity means the amount fixed by the 
last modification of the purchase 
agreement, including dividends, inter-
est, and any other amounts, however 
designated, payable at that time. If 
any amount based on a fixed rate of 
simple or compound interest is actu-
ally payable or will be treated as con-
structively received under section 451 
and the regulations thereunder either: 
(1) At fixed periodic intervals of one 
year or less during the entire term of 
an obligation, or (2) except as provided 
in subdivision (e) of this paragraph 
(b)(1)(iii), at maturity in the case of an 
obligation with a term of one year or 
less, any such amount payable at ma-
turity shall not be included in deter-
mining the stated redemption price at 
maturity. For purposes of subdivision 
(a)(2) of this paragraph (b)(1)(iii), the 
term of an obligation shall include any 
renewal period with respect to which, 
under the terms of the obligation, the 
holder may either take action or re-
frain from taking action which would 
prevent the actual or constructive re-
ceipt of any interest on such obligation 
until the expiration of any such re-
newal period. To illustrate this para-
graph (b)(1)(iii), assume that a note 

which promises to pay $1,000 at the end 
of three years provides for additional 
amounts labeled as interest to be paid 
at the rate of $50 at the end of the first 
year, $50 at the end of the second year, 
and $120 at the end of the third year. 
The stated redemption price at matu-
rity will be $1,070 since only $50 of the 
$120 payable at the end of the third 
year is based on a fixed rate of simple 
or compound interest. If, however, the 
$120 were payable at the end of the sec-
ond year, so that only $50 in addition 
to principal would be payable at the 
end of the third year, then under the 
rule for serial obligations contained in 
subparagraph (2)(iv)(c) of this para-
graph, the $1,000 note is treated as con-
sisting of two series. The first series is 
treated as maturing at the end of the 
second year at a stated redemption 
price of $70. The second series is treat-
ed as maturing at the end of the third 
year at a stated redemption price of 
$1,000. For the calculation of issue 
price and the allocation of original 
issue discount with respect to each 
such series, see example (3) of subpara-
graph (2)(iv)(f) of this paragraph. 

(b) Special rules. In the case of face 
-amount certificates, the redemption 
price at maturity is the price as modi-
fied through changes such as exten-
sions of the purchase agreement and 
includes any dividends which are pay-
able at maturity. In the case of an obli-
gation issued as part of an investment 
unit consisting of such obligation and 
an option (which is not excluded by (c) 
of this subdivision (iii)), security, or 
other property, the term stated redemp-
tion price at maturity means the amount 
payable on maturity in respect of the 
obligation, and does not include any 
amount payable in respect of the op-
tion, security, or other property under 
a repurchase agreement or option to 
buy or sell the option, security, or 
other property. For application of this 
subdivision to certain deposits in fi-
nancial institutions, see paragraph (e) 
of § 1.1232–3A. 

(c) Excluded option. An option is ex-
cluded by this subdivision (c) if it is an 
option to which paragraph (a) of § 1.61– 
15 applies or if it is an option, referred 
to in paragraph (a) of § 1.83–7, granted 
in connection with performance of 
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services to which section 421 does not 
apply. 

(d) Obligation issued in installments. If 
an obligation is issued by a corporation 
under terms whereby the holder makes 
installment payments, then the stated 
redemption price for each installment 
payment shall be computed in a man-
ner consistent with the rules contained 
in subparagraph (2)(iv) of this para-
graph for computing the issue price for 
each series of a serial obligation. For 
application of this subdivision (d) to 
certain open account deposit arrange-
ments, see examples (1) and (2) of para-
graph (e)(5)(ii) of § 1.1232–3A. 

(e) Application of definition. Subdivi-
sion (a)(2) of this paragraph (b)(1)(iii) 
shall not apply: 

(1) For taxable years beginning be-
fore September 19, 1979, if for the 
issuer’s last taxable year beginning be-
fore September 19, 1978, the rules of 
§ 1.163–4 were properly applied by the 
issuer, or 

(2) In the case of an obligation with a 
term of six months or less held by a 
nonresident alien individual or foreign 
corporation, but only for purposes of 
the appliction of sections 871 and 881. 

(iv) Carryover of original issue dis-
count. If in pursuance of a plan of reor-
ganization an obligation is received in 
an exchange for another obligation, 
and if gain or loss is not recognized in 
whole or in part on such exchange of 
obligations by reason, for example, of 
section 354 or 356, then the obligation 
received shall be considered to have 
the same original issue discount as the 
obligation surrendered reduced by the 
amount of gain (if any) recognized as 
ordinary income upon such exchange of 
obligations, and by the amount of 
original issue discount with respect to 
the obligation surrendered which was 
included as interest income under the 
ratable inclusion rules of sections 
1232(a)(3) and 1.1232–3A. If inclusion as 
interest of the ratable monthly portion 
of original issue discount is required 
under section 1232(a)(3) with respect to 
the obligation received, see paragraph 
(a)(2)(iii) of § 1.1232–3A for computation 
of the ratable monthly portion of origi-
nal issue discount. For special rules in 
connection with certain exchanges of 
U.S. obligations, see section 1037. 

(2) Issue price defined—(i) In general. 
The term issue price in the case of obli-
gations registered with the Securities 
and Exchange Commission means the 
initial offering price to the public at 
which price a substantial amount of 
such obligations were sold. For this 
purpose, the term the public does not 
include bond houses and brokers, or 
similar persons or organizations acting 
in the capacity of underwriters or 
wholesalers. Ordinarily, the issue price 
will be the first price at which the obli-
gations were sold to the public, and the 
issue price will not change if, due to 
market developments, part of the issue 
must be sold at a different price. When 
obligations are privately placed, the 
issue price of each obligation is the 
price paid by the first buyer of the par-
ticular obligation, irrespective of the 
issue price of the remainder of the 
issue. In the case of an obligation 
issued by a foreign obligor, the issue 
price shall be increased by the amount, 
if any, of interest equalization tax paid 
under section 4911 (and not credited, re-
funded, or reimbursed) on the acquisi-
tion of the obligation by the first 
buyer. In the case of an obligation 
which is convertible into stock or an-
other obligation, the issue price in-
cludes any amount paid in respect of 
the conversion privilege. However, in 
the case of an obligation issued as part 
of an investment unit (as defined in 
subdivision (ii)(a) of this subpara-
graph), the issue price of the obligation 
includes only that portion of the initial 
offering price or price paid by the first 
buyer properly allocable to the obliga-
tion under the rules prescribed in sub-
division (ii) of this subparagraph. The 
terms initial offering price and price paid 
by the first buyer include the aggregate 
payments made by the purchaser under 
the purchase agreement, including 
modifications thereof. Thus, all 
amounts paid by the purchaser under 
the purchase agreement or a modifica-
tion of it are included in the issue price 
(but in the case of an obligation issued 
as part of an investment unit, only to 
the extent allocable to such obligation 
under subdivision (ii) of this subpara-
graph), such as amounts paid upon 
face-amount certificates or installment 
trust certificates in which the pur-
chaser contracts to make a series of 
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payments which will be returnable to 
the holder with an increment at a later 
date. 

(ii) Investment units consisting of obli-
gations and property—(a) In general. An 
investment unit, within the meaning of 
this subdivision (ii) and for purposes of 
section 1232, consists of an obligation 
and an option, security, or other prop-
erty. For purposes of this subpara-
graph, the initial offering price of an 
investment unit shall be allocated to 
the individual elements of the unit on 
the basis of their respective fair mar-
ket values. However, if the fair market 
value of the option, security, or other 
property is not readily ascertainable 
(within the meaning of paragraph (c) of 
§ 1.421–6), then the portion of the initial 
offering price or price paid by the first 
buyer of the unit which is allocable to 
the obligation issued as part of such 
unit shall be ascertained as of the time 
of acquisition of such unit by reference 
to the assumed price at which such ob-
ligation would have been issued had it 
been issued apart from such unit. The 
assumed price of the obligation shall 
be ascertained by comparison to the 
yields at which obligations of a similar 
character which are not issued as part 
of an investment unit are sold in arm’s 
length transactions, and by adjusting 
the price of the obligation in question 
to this yield. The adjustment may be 
made by subtracting from the face 
amount of the obligation the total 
present value of the interest foregone 
by the purchaser as a result of pur-
chasing the obligation at a lower yield 
as part of an investment unit. In most 
cases, assumed price may also be deter-
mined in a similar manner through the 
use of standard bond tables. Any rea-
sonable method may be used in select-
ing an obligation for comparative pur-
poses. Obligations of the same grade 
and classification shall be used to the 
extent possible, and proper regard shall 
be given, with respect to both the obli-
gation in question and the comparative 
obligation, to the solvency of the 
issuer, the nature of the issuer’s trade 
or business, the presence and nature of 
security for the obligation, the geo-
graphic area in which the loan is made, 
and all other factors relevant to the 
circumstances. An obligation which is 
convertible into stock or another obli-

gation must not be used as a compara-
tive obligation (except where the in-
vestment unit contains an obligation 
convertible into stock or another obli-
gation), since such an obligation would 
not reflect the yield attributable solely 
to the obligation element of the invest-
ment unit. 

(b) Agreement as to assumed price. In 
the case of an investment unit which is 
privately placed, the assumed price at 
which the obligation would have been 
issued had it been issued apart from 
such unit may be agreed to by the 
issuer and the original purchaser of the 
investment unit in writing on or before 
the date of purchase. Alternatively, an 
agreement between the issuer and 
original purchaser may specify the rate 
of interest which would have been paid 
on the obligation if the transaction 
were one not involving the issuance of 
options, and an assumed issue price 
may be determined (in the manner de-
scribed in (a) of this subdivision) from 
such agreed assumed rate of interest. 
An assumed price based upon such an 
agreement between the parties will 
generally be presumed to be the issue 
price of the obligation with respect to 
the issuer, original purchaser, and all 
subsequent holders: Provided, That the 
agreement was made in arm’s length 
negotiations between parties having 
adverse interests: And, provided further, 
That such price does not, under the 
rules stated in (a) of this subdivision, 
appear to be clearly erroneous. An as-
sumed issue price agreed to by the par-
ties as provided herein will not be con-
sidered clearly erroneous if it is not 
less than the face value adjusted (in 
the manner described in (a) of this sub-
division) to a yield which is one per-
centage point greater than the actual 
rate of interest payable on the obliga-
tion. Similarly, if the agreement be-
tween the parties specifies an agreed 
assumed rate of interest (in lieu of an 
agreed assumed issue price) and such 
agreed rate is not more than 1 percent-
age point greater than the actual rate 
payable on the obligation, an adjusted 
issue price based upon such agreed as-
sumed rate of interest will not be con-
sidered clearly erroneous. 

(c) Cross references. For rules relating 
to the deductibility by the issuing cor-
poration of bond discount resulting 
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from an allocation under the rule stat-
ed in (a) of this subdivision, see §§ 1.163– 
3 and 1.163–4. For rules relating to the 
basis of obligations and options, securi-
ties, or other property acquired in in-
vestment units, see § 1.1012–1(d). For 
rules relating to certain reporting re-
quirements with respect to options ac-
quired in connection with evidences of 
indebtedness and for the tax treatment 
of such options, see § 1.61–15, and sec-
tion 1234 and the regulations there-
under. With respect to the tax con-
sequences to the issuing corporation 
upon the exercise of options issued in 
connection with evidences of indebted-
ness to which this section applies, see 
section 1032 and the regulations there-
under. 

(d) Examples. The application of the 
principles set forth in this subdivision 
(ii) may be illustrated by the following 
examples in each of which it is as-
sumed that there was no intention to 
call the note before maturity: 

Example 1. M Corporation is a small manu-
facturer of electronic components located in 
the southwestern United States. On January 
1, 1969, in consideration for the payment of 
$41,500, M issues to X its unsecured note for 
$40,000 together with warrants to purchase 
3,000 shares of M stock at $10 per share at 
any time during the term of the note. The 
note is payable in 4 years and provides for in-
terest at the rate of 5 percent per year, pay-
able semiannually. The fair market values of 
the note and the warrants are not readily as-
certainable. Assume that companies in the 
same industry as M Corporation, and simi-
larly situated both financially and geo-
graphically, are generally able to borrow 
money on their unsecured notes at an annual 
interest rate of 6 percent. Using a present 
value table, the calculation of the issue price 
of a 5 percent, 4 year, $40,000 note, discounted 
to yield 6 percent compounded semiannually 
is made as follows: 

(1) (2) (3) (2)×(3) 

Semiannual 
interest 
period 

Amount 
payable at 
5 percent 

Factor for present 
value discounted at 
3 percent per period 

Present 
value of 
payment 

1 ................. $1,000 0.9709 $970.90 
2 ................. 1,000 .9426 942.60 
3 ................. 1,000 .9151 915.10 
4 ................. 1,000 .8885 888.50 
5 ................. 1,000 .8626 862.60 
6 ................. 1,000 .8375 837.50 
7 ................. 1,000 .8131 813.10 
8 ................. 1,000 .7894 789.40 
8 ................. 40,000 .7804 31,576.00 

(1) (2) (3) (2)×(3) 

Semiannual 
interest 
period 

Amount 
payable at 
5 percent 

Factor for present 
value discounted at 
3 percent per period 

Present 
value of 
payment 

Total present value of note discounted at 6 
percent, compounded semiannually .............. 38,595.70 

The same result may be reached through 
the use of a standard bond table or by the 
following present value calculation: 
Present value of annuity of $1,000 payable over 

8 periods at 3 percent per 
period=1000×7.0197= ...................................... $7,019.70 

Add: Present value of principal (as calculated 
above) .............................................................. 31,576.00 

Total ....................................................... $38,595.70 

Accordingly, the assumed price at which M’s 
note would have been issued had it been 
issued without stock purchase warrants, i.e., 
that portion of the $41,500 price paid by X 
which is allocable to M’s note, is $38,596 
(rounded). Since the price payable on re-
demption of M’s note at maturity is $40,000, 
the original issue discount on M’s note is 
$1,404 ($40,000 minus $38,596). Under the rules 
stated in § 1.163–3, M is entitled to a deduc-
tion, to be prorated or amortized over the 
life of the note, equal to this original issue 
discount on the note. The excess of the price 
for the unit over the portion of such price al-
locable to the note, $2,904 ($41,500 minus 
$38,596), is allocable to and is the basis of the 
stock purchase warrants acquired by X in 
connection with M’s note. Upon the exercise 
of X’s warrants, M will be allowed no deduc-
tion and will have no income. Upon maturity 
of the note X will receive $40,000 from M, of 
which $1,404, the amount of the original issue 
discount, will be taxable as ordinary income. 
If X were to transfer the note at its face 
amount to A 2 years after the issue date, X 
would realize, under section 1232(a)(2)(B), or-
dinary income of $702 (one-half of $1,404). 

Example 2. (1) On January 1, 1969, N Cor-
poration negotiates with Y, a small business 
investment company, for a loan in the 
amount of $51,500 in consideration of which N 
Corporation issues to Y its unsecured 5-year 
note for $50,000, together with warrants to 
purchase 2,000 shares of N stock at $5 per 
share at any time during the term of the 
note. The note provides for interest of 6 per-
cent, payable semiannually. The fair market 
values of the note and warrants are not read-
ily ascertainable. The loan agreement be-
tween Y and N contains a provision, agreed 
to in arms-length bargaining between the 
parties, that a rate of 7 percent payable 
semiannually would have been applied to the 
loan if warrants were not issued as part of 
the consideration for the loan. The issue 
price of the note is $47,921 (rounded), deter-
mined with the use of a standard bond table, 
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or computed in the manner illustrated in Ex-
ample 1 or in the following alternative man-
ner: 

(1) (2) (3) (4) (5) (4)×(5) 

Interest period Interest rate 
differential Principal Interest foregone 

for period (1⁄2%) 

Factor for present value 
discounted at 31⁄2 
percent per period 

Present value 
of interest 
foregone 

1 ................................................ 1%(7%-6%) $50,000 250 0.9662 $241.53 
2 ................................................ 1% 50,000 250 .9335 233.38 
3 ................................................ 1% 50,000 250 .9019 225.48 
4 ................................................ 1% 50,000 250 .8714 217.85 
5 ................................................ 1% 50,000 250 .8420 210.50 
6 ................................................ 1% 50,000 250 .8135 203.38 
7 ................................................ 1% 50,000 250 .7860 196.50 
8 ................................................ 1% 50,000 250 .7594 189.85 
9 ................................................ 1% 50,000 250 .7337 183.43 
10 .............................................. 1% 50,000 250 .7089 177.25 

Total present value of interest foregone ..................................................................................................... $2,079.15 

Principal ..................................................................................................................................................................... 50,000.00 
Less: Total present value of interest foregone ......................................................................................................... 2,079.15 

Issue price ................................................................................................................................................... 47,920.85 

The calculation of present value of interest 
foregone may also be made as follows: 

Present value of annuity of $250 discounted 
for 10 periods at 31⁄2 percent per 
period=$250×8.3166=$2,079.15. 

The total present value of interest fore-
gone, $2,079, is also the original issue dis-
count attributable to the note ($50,000 
¥$47,921). Under (b) of this subdivision, since 
the agreed assumed rate of interest of 7 per-
cent is not more than 1 percentage point 
greater than the actual rate payable on the 
note, determination of the issue price of the 
note (and original issue discount) based upon 
such assumed rate will be presumed to be 
correct and will not be considered clearly er-
roneous, provided that both N and Y adhere 
to such determination. Under the rules in 
§ 1.163–3, N is entitled to a deduction, to be 
prorated or amortized over the life of the 
note, equal to the original issue discount on 
the note. The excess of the price paid for the 
unit over the portion of such price allocable 
to the note, $3,579 ($51,500¥$47,921) is allo-
cable to and is the basis of the stock pur-
chase warrants acquired by Y in connection 
with N’s note. Upon the exercise or sale of 
the warrants by Y, N will be allowed no de-
duction and will have no income. Upon ma-
turity of the note Y will receive $50,000 from 
N, of which $2,079, the amount of the original 
issue discount, will be taxable as ordinary 
income. If Y were to transfer the note at its 
face value to B 21⁄2 years after the issue date, 
Y would realize, under section 1232(a)(2)(B), 
ordinary income of $1,039.50 (one-half of 
$2,079). 

(2) Assume that instead of the parties 
agreeing on an assumed interest rate at 
which the obligation would have been issued 

without the warrants, the parties agreed 
that the obligation at the actual 6 percent 
rate would have been issued without the war-
rants at a discounted price of $48,000. In this 
situation the agreed assumed issue price is 
presumed to be correct since it is not less 
than the face value adjusted (in the manner 
illustrated in part (1) of this example) to a 
yield which is one percentage point greater 
than the actual rate of interest payable on 
the obligation ($47,921). 

Example 3. O Corporation is a small adver-
tising company located in the northeastern 
United States. Z is a tax-exempt organiza-
tion. In consideration for the payment of 
$60,000, O issues to Z, in a transaction not 
within the scope of section 503(b), its unse-
cured 5-year note for $60,000, together with 
warrants to purchase 6,000 shares of O stock 
at $10 per share at any time during the term 
of the note. The note is subject to quarterly 
amortization at the rate of $3,000 per quar-
ter, and provides for interest on the out-
standing unpaid balance at an annual rate of 
6 percent payable quarterly (11⁄2 percent per 
quarter). The fair market values of the notes 
and warrants are not readily ascertainable. 
The loan agreement between O and Z con-
tains a recital that if the $60,000 note had 
been issued without the warrants only $45,000 
would have been paid for it. An examination 
of relevant facts indicates that companies in 
the same industry as O Corporation, and 
similarly situated both financially and geo-
graphically, are able to borrow money on 
their unsecured notes at an annual interest 
cost of 81⁄2 percent payable quarterly (21⁄8 per-
cent per quarter). By reference to a present 
value table, it is found that the present 
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value of O’s note discounted to yield 81⁄2 per-
cent compounded quarterly is $56,608 (round-
ed). The computation is as follows: 

(1) (2) (3) (4) (5) (6) 

Quarterly interest period Principal payable Interest payable 
(11⁄2 percent) 

Total amount 
payable 
(2)+(3) 

Factor for present value 
discounted at 21⁄8 

percent per quarter 

Present value 
of total pay-
ment (4)×(5) 

1 ........................................ $3,000 $900 $3,900 0.9792 $3,818.88 
2 ........................................ 3,000 855 3,855 .9588 3,696.17 
3 ........................................ 3,000 810 3,810 .9389 3,577.21 
4 ........................................ 3,000 765 3,765 .9193 3,461.16 
5 ........................................ 3,000 720 3,720 .9002 3,348.74 
6 ........................................ 3,000 675 3,675 .8815 3,239.51 
7 ........................................ 3,000 630 3,630 .8631 3,133.05 
8 ........................................ 3,000 585 3,585 .8452 3,030.04 
9 ........................................ 3,000 540 3,540 .8276 2,929.70 
10 ...................................... 3,000 495 3,495 .8104 2,832.35 
11 ...................................... 3,000 450 3,450 .7935 2,737.58 
12 ...................................... 3,000 405 3,405 .7770 2,645.69 
13 ...................................... 3,000 360 3,360 .7608 2,556.29 
14 ...................................... 3,000 315 3,315 .7450 2,469.68 
15 ...................................... 3,000 270 3,270 .7295 2,385.47 
16 ...................................... 3,000 225 3,225 .7143 2,303.62 
17 ...................................... 3,000 180 3,180 .6994 2,224.09 
18 ...................................... 3,000 135 3,135 .6849 2,147.16 
19 ...................................... 3,000 90 3,090 .6706 2,072.15 
20 ...................................... 3,000 45 3,045 .6567 1,999.65 

Total ................................................................................................................................................................... 56,608.19 

This amount ($56,608) is the assumed price at 
which the note would have been issued had it 
been issued without stock purchase war-
rants. The assumed price of $45,000 agreed to 
by the parties is not presumed to be correct 
since it is less than the face value adjusted 
to a yield which is one percentage point 
greater than the actual rate of interest pay-
able on the obligation. The parties did not 
have adverse interests in agreeing upon an 
assumed price (since an excessively large 
amount of original issue discount would ben-
efit O, the borrower, without adversely af-
fecting Z, an exempt organization which 
would pay no tax on original issue discount 
income), and the price agreed to appears to 
be clearly erroneous when compared to the 
$56,608 assumed issue price determined under 
the principles of (a) of this subdivision. Since 
the maturity value of O’s note is $60,000, the 
original issue discount on O’s note is $3,392 
($60,000 minus $56,608). Under the rules in 
§ 1.163–3, O is entitled to a deduction, to be 
prorated or amortized over the life of the 
note, equal to this original issue discount on 
the note. The excess of the price paid for the 
unit over the portion of such price allocable 
to the note, $3,392 ($60,000 minus $56,608), is 
allocable to and is the basis of the stock pur-
chase warrants acquired by Z in connection 
with O’s note. Upon the exercise or sale of 
the warrants by Z, O will be allowed no de-
duction and will have no income. 

(iii) Issuance for property after May 27, 
1969—(a) In general. Except as provided 

in (b) of this subdivision, if an obliga-
tion or an investment unit is issued for 
property other than money, the issue 
price of such obligation shall be the 
stated redemption price at maturity 
and, therefore, no original issue dis-
count is created as a result of the ex-
change. However, in such case, there 
may be an amount treated as interest 
under section 483. In the case of certain 
exchanges of obligations of the United 
States for other such obligations, see 
section 1037 for the determination of 
the amount of original issue discount 
on the obligation acquired in the ex-
change. For carryover of original issue 
discount in the case of certain ex-
changes of obligations, see subpara-
graph (1)(iv) of this paragraph. 

(b) Exceptions for original issue dis-
count. If an obligation or investment 
unit is issued for property in an ex-
change which is not pursuant to a plan 
of reorganization referred to in (d) of 
this subdivision, and if: 

(1) The obligation, investment unit, 
or an element of the investment unit is 
part of an issue a portion of which is 
traded on an established securities 
market, or 

(2) The property for which such obli-
gation or investment unit is issued is 
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stock or securities which are traded on 
an established securities market 

then the issue price of the obligation or 
investment unit shall be the fair mar-
ket value of the property for which 
such obligation or investment unit is 
issued, as determined under (c) of this 
subdivision. Such issue price shall con-
trol for purposes of determining the 
amount realized by the person ex-
changing the property for the obliga-
tion or unit issued and the bases of the 
property acquired by the holder and 
issuer. 
An obligation which is not traded on 
an established securities market and 
which is not part of an issue or invest-
ment unit a portion of which is so trad-
ed shall not be treated as property de-
scribed in (1) of this (b) even though 
the obligation is convertible into prop-
erty so traded. For purposes of this (b), 
an obligation, investment unit, or ele-
ment of an investment unit shall be 
treated as traded on an established se-
curities market if it is so traded on or 
within 10 trading days after the date it 
is issued. Trading days shall mean 
those days on which an established se-
curities market is open. For purposes 
of this subdivision (iii), the term estab-
lished securities market shall have the 
same meaning as in paragraph (d)(4) of 
§ 1.453–3 (relating to limitations on in-
stallment method for purchaser evi-
dences of indebtedness payable on de-
mand or readily tradable). 

(c) Determination of fair market value 
in cases to which (b) of this subdivision 
applies. In general, for purposes of (b) of 
this subdivision, the fair market value 
of property for which an obligation or 
investment unit is issued shall be 
deemed to be the same as the fair mar-
ket value of such obligation or invest-
ment unit, determined by reference to 
the fair market value of that portion of 
the issue, of which such obligation or 
unit is a part, which is traded on an es-
tablished securities market. The fair 
market value of such obligation or unit 
shall be determined as of the first date 
after the date of issue (within the 
meaning of section 1232(b)(3)) that such 
obligation or unit is traded on an es-
tablished securities market. If, how-
ever, the obligation or investment unit 
is not part of an issue a portion of 
which is traded on an established secu-

rities market, but the property for 
which the obligation or investment 
unit is issued is stock or securities 
which are traded on an established se-
curities market, the fair market value 
of such property shall be the fair mar-
ket value of such stock or securities on 
the date such obligation or unit is 
issued for such property. The fair mar-
ket value of property for purposes of 
this (c) shall be determined as provided 
in § 20.2031–2 of this chapter (Estate Tax 
Regulations) but without applying the 
blockage and other special rules con-
tained in paragraph (e) thereof. 

(d) Not in reorganization. An exchange 
which is not pursuant to a reorganiza-
tion referred to in this subdivision (d) 
is an exchange in which the obligation 
or investment unit is not issued pursu-
ant to a plan of reorganization within 
the meaning of section 368(a)(1) or pur-
suant to an insolvency reorganization 
within the meaning of section 371, 373, 
or 374. Thus, for example, no original 
issue discount is created on an obliga-
tion issued in a recapitalization within 
the meaning of section 368(a)(1)(E). 
Similarly, no original issue discount is 
created on an obligation issued in an 
exchange, pursuant to a plan of reorga-
nization, to which section 361 applies 
regardless of the income tax con-
sequences to any person who pursuant 
to such plan is the ultimate recipient 
of the obligation. The application of 
section 351 shall not preclude the cre-
ation of original issue discount. For 
carryover of original issue discount in 
the case of an exchange of obligations 
pursuant to a plan of reorganization, 
see subparagraph (1)(iv) of this para-
graph. 

(e) Effective date. Determinations 
with respect to obligations issued on or 
before May 27, 1969, or pursuant to a 
written commitment which was bind-
ing on that date and at all times there-
after, shall be made without regard to 
this subdivision (iii). 

(iv) Serial obligations—(a) In general. If 
an issue of obligations which matures 
serially is issued by a corporation, and 
if on the basis of the facts and cir-
cumstances in such case an inde-
pendent issue price for each particular 
maturity can be established, then the 
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obligations with each particular matu-
rity shall be considered a separate se-
ries, and the obligations of each such 
series shall be treated as a separate 
issue with a separate issue price, matu-
rity date, and stated redemption price 
at maturity. The ratable monthly por-
tion of original issue discount attrib-
utable to each obligation within a par-
ticular series shall be determined and 
ratably included as interest in gross in-
come under the rules of § 1.1232–3A. 

(b) Issue price not independently estab-
lished. If a separate issue price cannot 
be established with respect to each se-
ries of an issue of obligations which 
matures serially, the issue price for 
each obligation of each series shall be 
its stated redemption price at maturity 
minus the amount of original issue dis-
count allocated thereto in accordance 
with (d) of this subdivision. The 
amount of original issue discount so al-
located shall be ratably included as in-
terest in gross income under rules of 
§ 1.1232–3A. 

(c) Single obligation rule. If a single 
corporate obligation provides for pay-
ments (other than payments which 
would not be included in the stated re-
demption price at maturity under sub-
paragraph (1)(iii) of this paragraph) in 
two or more installments, the provi-
sions of (b) of this subdivision shall be 
applied by treating such obligation as 
an issue of obligations consisting of 
more than one series each of which ma-
tures on the due date of each such in-
stallment payment. 

(d) Allocation of discount. For pur-
poses of (b) and (c) of this subdivision, 
the original issue discount with respect 
to each series of an issue shall be the 
total original issue discount for the 
issue multiplied by a fraction: 

(1) The numerator of which is the 
product of (i) the stated redemption 
price of such series and (ii) the number 
of complete years (and any fraction 
thereof) constituting the period for 
such series from the date of original 
issue (as defined in paragraph (b)(3) of 
this section) to its stated maturity 
date, and 

(2) The denominator of which is the 
sum of the products determined in (1) 
of this subdivision (d) with respect to 
each such series. 

If a series consists of more than one ob-
ligation, the original issue discount al-
located to such series shall be appor-
tioned to such obligations in propor-
tion to the stated redemption price of 
each. Computations under this subdivi-
sion (d) may be made using periods 
other than years, such as, for example, 
months or periods of 3 months. 

(e) Effective date. The provisions of 
this subdivision (iv) shall apply with 
respect to corporate obligations issued 
after July 22, 1971. However, no infer-
ence shall be drawn from the preceding 
sentence with respect to serial obliga-
tions issued prior to such date. 

(f) Examples. The provisions of this 
subdivision (iv) may be illustrated by 
the following examples: 

Example 1. On January 1, 1972, P Corpora-
tion issued a note with a total face value of 
$100,000 to B for cash of $94,000. The terms of 
the note provide that $50,000 is payable on 
December 31, 1973, and the other $50,000 on 
December 31, 1975. Each payment is treated 
as the stated redemption price of a series, 
and the total original issue discount with re-
spect to the note, $6,000, is allocated to each 
such series as follows: 

Year of maturity 1973 1975 Total 

(1) Stated redemption 
price ........................... $50,000 $50,000 

(2) Multiply by years out-
standing ..................... 2 4 

(3) Product of bond 
years .......................... $100,000 $200,000 

(4) Sum of products ...... ................ ................ $300,000 
(5) Fractional portion of 

discount ...................... $100,000 $200,000 

$300,000 $300,000 
(6) Multiply line (5) by 

discount for entire 
issue ........................... $6,000 $6,000 

(7) Discount for each se-
ries ............................. $2,000 $4,000 

(8) Issue price (line (1), 
minus line (7)) ............ $48,000 $46,000 

Example 2. Assume the same facts as in ex-
ample (1) except that a separate note is 
issued for each payment. The result is the 
same as in example (1). 

Example 3. On January 1, 1971, Y Bank, a 
corporation, issues a note to C for $1,000 
cash. The terms of the note provide that $50 
will be paid at the end of the first year, $120 
at the end of the second year, and $1,050 at 
the end of the third year. Under (c) of this 
subdivision (iv), the $1,000 note is treated as 
consisting of two series, the first of which 
matures at the end of the second year, and 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00322 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



313 

Internal Revenue Service, Treasury § 1.1232–3 

the second of which matures at the end of 
the third year. The issue price and the allo-
cation of original issue discount with respect 
to each series is computed as follows: 

Year of maturity 1972 1973 Total 

(1) Stated redemption 
price ........................... $70 $1,000 

(2) Multiply by years out-
standing ..................... 2 3 

(3) Product of bond 
years .......................... $140 $3,000 

(4) Sum of products ...... ................ ................ $3,140 
(5) Fractional portion of 

discount ...................... $140 $3,000 

$3,140 $3,140 
(6) Multiply line (5) by 

discount for entire 
issue ........................... $70 $70 

(7) Discount for each se-
ries ............................. $3.12 $66.88 

(8) Issue price (line 1 
minus line (7)) ............ $66.88 $933.12 

(3) Date of original issue. In the case of 
issues of obligations which are reg-
istered with the Securities and Ex-
change Commission, the term date of 
original issue means the date on which 
the issue was first sold to the public at 
the issue price. In the case of issues 
which are privately placed, the term 
date of original issue means the date on 
which each obligation was sold to the 
original purchaser. 

(4) Intention to call before maturity—(i) 
Meaning of term. For purposes of sec-
tion 1232, the term intention to call the 
bond or other evidence of indebtedness be-
fore maturity means an understanding 
between (a) the issuing corporation 
(such corporation is hereinafter re-
ferred to as the issuer), and (b) the 
original purchaser of such obligation 
(or, in the case of obligations consti-
tuting part of an issue, any of the 
original purchasers of such obligations) 
that the issuer will redeem the obliga-
tion before maturity. For purposes of 
this subparagraph, the term original 
purchaser does not include persons or 
organizations acting in the capacity of 
underwriters or dealers, who purchased 
the obligation for resale in the ordi-
nary course of their trade or business. 
It is not necessary that the issuer’s in-
tention to call the obligation before 
maturity be communicated directly to 
the original purchaser by the issuer. 
The understanding to call before matu-

rity need not be unconditional; it may, 
for example, be dependent upon the fi-
nancial condition of the issuer on the 
proposed early call date. 

(ii) Proof of intent—(a) In general. Or-
dinarily, the existence or non- 
existance of an understanding at the 
time of original issue that the obliga-
tion will be redeemed before maturity 
shall be determined by an examination 
of all of the circumstances under which 
the obligation was issued and held. The 
fact that the obligation is issued with 
provisions on its face giving the issuer 
the privilege of redeeming the obliga-
tion before maturity is not determina-
tive of an intention to call before ma-
turity; likewise, the absence of such 
provision is not determinative of the 
absence of an intention to call before 
maturity. However, such provision, or 
the absence of such provision, is one of 
the circumstances to be given consider-
ation along with other factors in deter-
mining whether an understanding ex-
isted. If the obligation was part of an 
issue registered with the Securities and 
Exchange Commission and was sold to 
the public (whether or not sold directly 
to the public by the obligor) without 
representation to the public that the 
obligor intends to call the obligation 
before maturity, there shall be a pre-
sumption that no intention to call the 
obligation before maturity was in ex-
istence at the time of original issue. 
The existence of a provision on the face 
of an obligation giving the issuer the 
privilege of redeeming the obligation 
before maturity shall not in and of 
itself overcome the presumption set 
forth in the preceding sentence. 

(b) Circumstances indicating absence of 
understanding. Examples of cir-
cumstances which would be evidence 
that there was no understanding at the 
time of original issue to redeem the ob-
ligation before maturity are: 

(1) The issue price and term of the 
obligation appear to be reasonable, 
taking into account the interest rate, 
if any, on the obligation, for a corpora-
tion in the financial condition of the 
issuer at the time of issue. 

(2) The original purchaser and the 
issuer are not related within the mean-
ing of section 267(b) and have not en-
gaged in transactions with each other 
(other than concerning the obligation). 
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(3) The original purchaser is not re-
lated within the meaning of section 
267(b) to any of the officers or directors 
of the issuer, and he has not engaged in 
transactions with such officers or di-
rectors (other than concerning the ob-
ligation). 

(4) The officers and directors of the 
issuer at the time of issue of the obli-
gation are different from those in con-
trol at the time the obligation is called 
or the taxpayer disposes of it. 

(c) Gain treated as ordinary income in 
certain cases; computation. The amount 
of gain treated as ordinary income 
under paragraph (a) (3)(ii) or (5) of this 
section is computed by multiplying the 
original issue discount by a fraction, 
the numerator of which is the number 
of full months the obligation was held 
by the holder and the denominator of 
which is the number of full months 
from the date of original issue to the 
date specified as the redemption date 
at maturity. (See paragraph (b)(3) of 
this section for definition of date of 
original issue.) The period that the obli-
gation was held by the taxpayer shall 
include any period that it was held by 
another person if, under chapter 1 of 
the Code, for the purpose of deter-
mining gain or loss from a sale or ex-
change, the obligation has the same 
basis, in whole or in part, in the hands 
of the taxpayer as it would have in the 
hands of such other person. This com-
putation is illustrated by the following 
examples: 

Example 1. An individual purchases a 10- 
year, 3-percent coupon bond for $900 on origi-
nal issue on February 1, 1955, and sells it on 
February 20, 1960, for $940. The redemption 
price is $1,000. At the time of original issue, 
there was no intention to call the bond be-
fore maturity. The bond has been held by the 
taxpayer for 60 full months. (The additional 
days amounting to less than a full month are 
not taken into account.) The number of com-
plete months from date of issue to date of 
maturity is 120 (10 years). The fraction 60⁄120 
multiplied by the discount of $100 is equal to 
$50, which represents the proportionate part 
of the original issue discount attributable to 
the period of ownership by the taxpayer. Ac-
cordingly, any part of the gain up to $50 will 
be treated as ordinary income. Therefore, in 
this case the entire gain of $40 is treated as 
ordinary income. 

Example 2. Assume the same facts in the 
preceding example, except that the selling 
price of the bond is $970. In this case $50 of 

the gain of $70 is treated as ordinary income 
and the balance of $20 is treated as long-term 
capital gain. 

Example 3. Assume the same facts as in ex-
ample (1), except that the selling price of the 
bond is $800. In this case, the individual has 
a long-term capital loss of $100. 

Example 4. Assume the same facts as in ex-
ample (1), except that the bond is purchased 
by the second holder February 1, 1960, for 
$800. The second holder keeps it to the matu-
rity date (February 1, 1965) when it is re-
deemed for $1,000. Since that holder has held 
the bond for 60 full months, he will, upon re-
demption, have $50 in ordinary income and 
$150 in long-term capital gain. 

(d) Exceptions to the general rule—(1) 
In general. Section 1232(a)(2)(C) pro-
vides that section 1232(a)(2) does not 
apply (i) to obligations the interest on 
which is excluded from gross income 
under section 103 (relating to certain 
government obligations), or (ii) to any 
holder who purchases an obligation at 
a premium. 

(2) Premium. For purposes of section 
1232, this section, and § 1.1232–3A, pre-
mium means a purchase price which ex-
ceeds the stated redemption price of an 
obligation at its maturity. For pur-
poses of the preceding sentence, if an 
obligation is acquired as part of an in-
vestment unit consisting of an option, 
security, or other property and an obli-
gation, the purchase price of the obli-
gation is that portion of the price paid 
or payable for the unit which is allo-
cable to the obligation. The price paid 
for the unit shall be allocated to the 
individual elements of the unit on the 
basis of their respective fair market 
values. However, if the fair market 
value of the option, security, or other 
property is not readily ascertainable 
(within the meaning of paragraph (c) of 
§ 1.421–6), then the price paid for the 
unit shall be allocated in accordance 
with the rules under paragraph 
(b)(2)(ii) of this section for allocating 
the initial offering price of an invest-
ment unit to its elements. If, under 
chapter 1 of the Code, the basis of an 
obligation in the hands of the holder is 
the same, in whole or in part, for the 
purposes of determining gain or loss 
from a sale or exchange, as the basis of 
the obligation in the hands of another 
person who purchased the obligation at 
a premium, then the holder shall be 
considered to have purchased the obli-
gation at a premium. Thus, the donee 
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of an obligation purchased at a pre-
mium by the doner will be considered a 
holder who purchased the obligation at 
a premium. 

(e) Amounts previously includible in in-
come. Nothing in section 1232(a)(2) shall 
require the inclusion of any amount 
previously includible in gross income. 
Thus, if an amount was previously in-
cludible in a taxpayer’s income on ac-
count of obligations issued at a dis-
count and redeemable for fixed 
amounts increasing at stated intervals, 
or, under section 818(b) (relating to ac-
crual of discount on bonds and other 
evidences of indebtedness held by life 
insurance companies), such amount is 
not again includible in the taxpayer’s 
gross income under section 1232(a)(2). 
For example, amounts includible in 
gross income by a cash receipts and 
disbursements method taxpayer who 
has made an election under section 454 
(a) or (c) (relating to accounting rules 
for certain obligations issued at a dis-
count to which section 1232(a)(3) does 
not apply) are not includible in gross 
income under section 1232(a)(2). In the 
case of a gain which would include, 
under section 1232(a)(2), an amount 
considered to be ordinary income and a 
further amount considered long-term 
capital gain, any amount to which this 
paragraph applies is first used to offset 
the amount considered ordinary in-
come. For example, on January 1, 1955, 
A purchases a 10-year bond which is re-
deemable for fixed amounts increasing 
at stated intervals. At the time of 
original issue, there was no intention 
to call the bond before maturity. The 
purchase price of the bond is $75, which 
is also the issue price. The stated re-
demption price at maturity of the bond 
is $100. A elects to treat the annual in-
crease in the redemption price of the 
bond as income pursuant to section 
454(a). On January 1, 1960, A sells the 
bond for $90. The total stated increase 
in the redemption price of the bond 
which A has reported annually as in-
come for the taxable years 1955 through 
1959 is $7. The portion of the original 
issue discount of $25 attributable to 
this period is $12.50, computed as fol-
lows: 

60 (months bond is held by A)/120 (months 
from date of original issue to redemption 
date)×$25 (original issue discount) 

However, $7, which represents the an-
nual stated increase taken into in-
come, is offset against the amount of 
$12.50, leaving $5.50 of the gain from the 
sale to be treated as ordinary income. 

(f) Recordkeeping requirements. In the 
case of any obligation held by a tax-
payer which was issued at an original 
issue discount after December 31, 1954, 
the taxpayer shall keep a record of the 
issue price and issue date upon or with 
each obligation (if known to or reason-
ably ascertainable by him). If the obli-
gation held by the taxpayer is an obli-
gation of the United States received 
from the United States in an exchange 
upon which gain or loss is not recog-
nized because of section 1037 (a) (or so 
much of section 1031 (b) or (c) as relates 
to section 1037(a)), the taxpayer shall 
keep sufficient records to determine 
the issue price of such obligation for 
purposes of applying section 1037(b) and 
paragraphs (a) and (b) of § 1.1037–1 upon 
the disposition or redemption of such 
obligation. The issuer (or in the case of 
obligations first sold to the public 
through an underwriter or wholesaler, 
the underwriter or wholesaler) shall 
mark the issue price and issue date 
upon every obligation which is issued 
at an original issue discount after Sep-
tember 26, 1957, but only if the period 
between the date of original issue (as 
defined in paragraph (b)(3) of this sec-
tion) and the stated maturity date is 
more than 6 months. 

[T.D. 6500, 25 FR 12008, Nov. 26, 1960, as 
amended by T.D. 6984, 33 FR 19176, Dec. 21, 
1968; T.D. 7154, 36 FR 25000, Dec. 28, 1971; 37 
FR 527, Jan. 13, 1972; T.D. 7213, 37 FR 21992, 
Oct. 18, 1972; 37 FR 22863, Oct. 26, 1972; T.D. 
7663, 44 FR 76782, Dec. 28, 1979; T.D. 7728, 45 
FR 72650, Nov. 3, 1980] 

§ 1.1232–3A Inclusion as interest of 
original issue discount on certain 
obligations issued after May 27, 
1969. 

(a) Ratable inclusion as interest—(1) 
General rule. Under section 1232(a)(3), 
the holder of any obligation issued by a 
corporation after May 27, 1969 (other 
than an obligation issued by or on be-
half of the United States or a foreign 
country, or a political subdivision of 
either) shall include as interest in his 
gross income an amount equal to the 
ratable monthly portion of original 
issue discount multiplied by the sum of 
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the number of complete months and 
any fractional part of a month such 
holder held the obligation during the 
taxable year. For increase in basis for 
amounts included as interest in gross 
income pursuant to this paragraph, see 
paragraph (c) of this section. For re-
quirements for reporting original issue 
discount, see section 6049(a) and the 
regulations thereunder. 

(2) Ratable monthly portion of original 
issue discount—(i) General rule. Except 
when subdivision (ii) of this subpara-
graph applies, the term ratable monthly 
portion of original issue discount means 
an amount equal to the original issue 
discount divided by the sum of the 
number of complete months (plus any 
fractional part of a month) beginning 
on the date of original issue and ending 
the day before the stated maturity 
date of such obligation. 

(ii) Reduction for purchase allowance. 
With respect to an obligation which 
has been acquired by purchase (within 
the meaning of subparagraph (4) of this 
paragraph), the term ratable monthly 
portion of original issue discount means 
the lesser of the amount determined 
under subdivision (i) of this subpara-
graph or an amount equal to: 

(a) The excess (if any) of the stated 
redemption price of the obligation at 
maturity over its cost to the purchaser 
divided by 

(b) The sum of the number of com-
plete months (plus any fractional part 
of a month) beginning on the date of 
such purchase and ending the day be-
fore the stated maturity date of such 
obligation. 
The amount of the ratable monthly 
portion within the meaning of this sub-
division reflects a purchase allowance 
provided under section 1232(a)(3)(B) 
where a purchase is made at a price in 
excess of the sum of the issue price 
plus the portion of original issue dis-
count previously includible (regardless 
of whether included) in the gross in-
come of all previous holders (com-
puted, however, as to such previous 
holders without regard to any purchase 
allowance under this subdivision and 
without regard to whether any pre-
vious holder purchased at a premium). 

(iii) Ratable monthly portion upon car-
ryover to new obligation. In any case in 
which there is a carryover of original 

issue discount under paragraph 
(b)(1)(iv) of § 1.1232–3 from an obligation 
exchanged to an obligation received in 
such exchange, the ratable monthly 
portion of original issue discount in re-
spect of the obligation received shall 
be computed by dividing the amount of 
original issue discount carried over by 
the sum of the number of complete 
months (plus any fractional part of a 
month) beginning on the date of the ex-
change and ending the day before the 
stated maturity date of the obligation 
received. 

(iv) Cross references. For definitions of 
the terms original issue discount and 
date of original issue, see subparagraphs 
(1) and (3) respectively, of § 1.1232–3(b). 
For definition of the term premium, see 
paragraph (d)(2) of § 1.1232–3. 

(3) Determination of number of complete 
months—(i) In general. For purposes of 
this section: 

(a) A complete month and a frac-
tional part of a month commence with 
the date of original issue and the cor-
responding day of each succeeding cal-
endar month (or the last day of a cal-
endar month in which there is no cor-
responding day), 

(b) If an obligation is acquired on any 
day other than the date a complete 
month commences, the ratable month-
ly portion of original issue discount for 
the complete month in which the ac-
quisition occurs shall be allocated be-
tween the transferor and the transferee 
in accordance with the number of days 
in such complete month each held the 
obligation, 

(c) In determining the allocation 
under (b) of this subdivision, any hold-
er may treat each month as having 30 
days, 

(d) The transferee, and not the trans-
feror, shall be deemed to hold the obli-
gation during the entire day on the 
date of acquisition, and 

(e) The obligor will be treated as the 
transferee on the date of redemption. 

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

Example: On February 22, 1970, A acquires 
an obligation of X Corporation for which 
February 1, 1970, is the date of original issue. 
B acquires the obligation on June 16, 1970. A 
does not choose to treat each month as hav-
ing 30 days. Thus, A held the obligation for 
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33⁄4 months during 1970, i.e., one-fourth of 
February (7⁄28 days), March, April, May, one- 
half of June (15⁄30 days). The ratable monthly 
portion of original issue discount for the ob-
ligation is multiplied by 33⁄4 months to deter-
mine the amount included in A’s gross in-
come for 1970 pursuant to this paragraph. 

(4) Purchase. For purposes of this sec-
tion, the term purchase means any ac-
quisition (including an acquisition 
upon original issue) of an obligation to 
which this section applies, but only if 
the basis of such obligation is not de-
termined in whole or in part by ref-
erence to the adjusted basis of such ob-
ligation in the hands of the person 
from whom it was acquired or under 
section 1014(a) (relating to property ac-
quired from a decedent). 

(b) Exceptions—(1) Binding commit-
ment. Section 1232(a)(3) shall not apply 
to any obligation issued pursuant to a 
written commitment which was bind-
ing on May 27, 1969, and at all times 
thereafter. 

(2) Exception for 1-year obligations. 
Section 1232(a)(3) shall not apply to 
any obligation in respect of which the 
period between the date of original 
issue (as defined in paragraph (b)(3) of 
§ 1.1232–3) and the stated maturity date 
is 1 year or less. In such case, gain on 
the sale or exchange of such obligation 
shall be included in gross income as in-
terest to the extent the gain does not 
exceed an amount equal to the ratable 
monthly portion of original issue dis-
count multiplied by the sum of the 
number of complete months and any 
fractional part of a month such tax-
payer held such obligation. 

(3) Purchase at a premium. Section 
1232(a)(3) shall not apply to any holder 
who purchased the obligation at a pre-
mium (within the meaning of para-
graph (d)(2) of § 1.1232–3). 

(4) Life insurance companies. Section 
1232(a)(3) shall not apply to any holder 
which is a life insurance company to 
which section 818(b) applies. However, 
ratable inclusion of original issue dis-
count as interest under section 
1232(a)(3) is required by an insurance 
company which is subject to the tax 
imposed by section 821 or 831. 

(c) Basis adjustment. The basis of an 
obligation in the hands of the holder 
thereof shall be increased by any 
amount of original issue discount with 
respect thereto included as interest in 

his gross income pursuant to paragraph 
(a) of this section. See section 
1232(a)(3)(E). However, the basis of an 
obligation shall not be increased by 
any amount that was includible as in-
terest in gross income under paragraph 
(a) of this section, but was not actually 
included by the holder in his gross in-
come. 

(d) Examples. The provisions of para-
graphs (a) through (c) of this section 
may be illustrated by the following ex-
amples: 

Example 1. On January 1, 1970, A, a cal-
endar-year taxpayer, purchases at original 
issue, for cash of $7,600, M Corporation’s 10- 
year, 5-percent bond which has a stated re-
demption price of $10,000. The ratable month-
ly portion of original issue discount, as de-
termined under section 1232(a)(3) and this 
section, to be included as interest in A’s 
gross income for each month he holds such 
bond is $20, computed as follows: 
Original issue discount (stated re-

demption price, $10,000, minus 
issue price, $7,600) ........................ $2,400 

Divide by: Number of months from 
date of original issue to stated ma-
turity date ....................................... 120 months 

Ratable monthly portion ..................... $20 

Assume that A holds the bond for all of 1970 
and 1971 and includes as interest in his gross 
income for each such year an amount equal 
to the ratable monthly portion, $20, multi-
plied by the number of months he held the 
bond each such year, 12 months, or $240. Ac-
cordingly, on January 1, 1972, A’s basis in the 
bond will have increased under paragraph (c) 
of this section by the amount so included, 
$480 (i.e., $240×2), from his cost, $7,600, to 
$8,080. For results if A sells the bond on that 
date, see examples (1) and (2) of paragraph 
(a)(2) of § 1.1282–3. 

Example 2. Assume the same facts as in ex-
ample (1). Assume further that on January 1, 
1972, A sells the bond to B, a calendar-year 
taxpayer for $9,040. 

Since B purchased the bond, he determines 
under paragraph (a)(2)(ii) of this section the 
amount of the ratable monthly portion he 
must include as interest in his gross income 
in order to reflect the amount of his pur-
chase allowance (if any). B determines that 
his ratable monthly portion is $10, computed 
as follows: 
(1) Stated redemption price at matu-

rity ................................................... $10,000 
(2) Minus: B’s cost ............................. $9,040 

(3) Excess .......................................... $960 
(4) Divide by: Number of months 

from date of purchase to stated 
maturity date .................................. 96 months 
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(5) Tentative ratable monthly portion $10 

(6) Ratable monthly portion as com-
puted in example (1) ...................... $20 

Since line (5) is lower than line (6), B’s rat-
able monthly portion is $10. Accordingly, if B 
holds the bond for all of 1972, he must in-
clude $120 (i.e., ratable monthly portion, 
$10×12 months) as interest in his gross in-
come. 

Example 3. (1) Assume the same facts as in 
example (1). Assume further that on January 
1, 1975, A sells the bond to B for $10,150. 
Under the exception of paragraph (b)(3) of 
this section, B is not required to include any 
amount in respect of original issue discount 
as interest in his gross income since he has 
purchased the bond at a premium. 

(2) On January 1, 1979, B sells the bond to 
C, a calendar-year taxpayer, for $9,940. Since 
C is now the holder of the bond (and no ex-
ception applies to him), he must include as 
interest in his gross income the ratable 
monthly portion of original issue determined 
under section 1232(a)(3) and this section. 
Since C purchased the bond he determines 
under paragraph (a)(2)(ii) of this section the 
amount of the ratable monthly portion he 
must include as interest in his gross income 
in order to reflect the amount of his pur-
chase allowance (if any). C determines that 
his ratable monthly portion is $5, computed 
as follows: 
(1) Stated redemption price at matu-

rity ................................................... $10,000 
(2) Minus: C’s cost ............................. $9,940 

(3) Excess .......................................... $60 
(4) Divide by: Number of months 

from date of purchase to stated 
maturity date .................................. 12 months 

(5) Tentative ratable monthly portion $5 
(6) Ratable monthly portion as com-

puted in example (1) ...................... $20 

Since line (5) is lower than line (6), C’s rat-
able monthly portion is $5. Accordingly, if C 
holds the bond for all of 1979, he must in-
clude $60 (i.e., ratable monthly portion, $5, 
×12 months) as interest in his gross income. 
Upon maturity of the bond on January 1, 
1980, C will receive $10,000 from M, which 
under paragraph (c) of this section will equal 
his adjusted basis (the sum of his cost, $9,940, 
plus original issue discount included as in-
terest in his gross income, $60). 

Example 4. On January 1, 1968, D, a cal-
endar-year taxpayer, purchases at original 
issue, for cash of $8,000, P Corporation’s 20- 
year, 6 percent bond which has a stated re-
demption price of $10,000 and which will ma-
ture on January 1, 1988. The original issue 
discount with respect to such bond is $2,000. 
However, the ratable inclusion rules of sec-
tion 1232(a)(3) do not apply to D, since the 
bond was issued by P before May 28, 1969. On 
January 1, 1973, pursuant to a plan of reorga-

nization as defined in section 368(a)(1)(E), 
and in which no gain or loss is recognized by 
D under section 354, D’s 20-year bond is ex-
changed for a 10-year, 6 percent bond which 
also has a stated redemption price of $10,000 
but will mature on January 1, 1983. Under 
paragraph (b)(1)(iv) of § 1.1232–3, the $2,000 of 
original issue discount is carried over to the 
new 10-year bond received in such exchange. 
Since the new bond is an obligation issued 
after May 27, 1969, D is required to begin rat-
able inclusion of the $2,000 of discount as in-
terest in his gross income for 1973. The rat-
able monthly portion of original issue dis-
count, as determined under section 1232(a)(3) 
to be included as interest in gross income is 
computed as follows: 
Amount of original issue discount 

carried over .................................... $2,000 
Divide by: Number of complete 

months beginning on January 1, 
1973, and ending on December 
31, 1982 ......................................... 120 months 

Ratable monthly portion ..................... $16.67 

(e) Application of section 1232 to certain 
deposits in financial institutions and simi-
lar arrangements—(1) In general. Under 
paragraph (d) of § 1.1232–1, the term 
other evidence of indebtedness includes 
certificates of deposit, time deposits, 
bonus plans, and other deposit arrange-
ments with banks, domestic building 
and loan associations, and similar fi-
nancial institutions. 

(2) Adjustments where obligation re-
deemed before maturity—(i) In general. If 
an obligation described in subpara-
graph (1) of this paragraph is redeemed 
for a price less than the stated redemp-
tion price at maturity from a taxpayer 
who acquired the obligation upon origi-
nal issue, such taxpayer shall be al-
lowed as a deduction, in computing ad-
justed gross income, the amount of the 
original issue discount he included in 
gross income but did not receive (as de-
termined under subdivision (ii) of this 
subparagraph). The taxpayer’s basis of 
such obligation (determined after any 
increase in basis for the taxable year 
under section 1232(a)(3)(E) by the 
amount of original issue discount in-
cluded in the holder’s gross income 
under section 1232(a)(3)) shall be de-
creased by the amount of such adjust-
ment. 

(ii) Computation. The amount of the 
adjustment under subdivision (i) of this 
subparagraph shall be an amount equal 
to the excess (if any) of (a) the ratable 
monthly portion of the original issue 
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discount included in the holder’s gross 
income under section 1232(a)(3) for the 
period he held the obligation, over (b) 
the excess (if any) of the amount re-
ceived upon the redemption over the 
issue price. Under paragraph 
(b)(1)(iii)(a) of § 1.1232–3, if any amount 
based on a fixed rate of simple or com-
pound interest is actually payable or 
will be treated as constructively re-
ceived under section 451 and the regula-
tions thereunder at fixed periodic in-
tervals of 1 year or less during the 
term of the obligation, any such 
amount payable upon redemption shall 
not be included in determining the 
amount received upon such redemp-
tion. 

(iii) Partial redemption. (a) In the case 
of an obligation (other than a single 
obligation having serial maturity 
dates), if a portion of the obligation is 
redeemed prior to the stated maturity 
date of the entire obligation, the provi-
sions of this subdivision shall be ap-
plied and not the provisions of subdivi-
sion (ii) of this subparagraph. In such 
case, the adjusted basis of the 
unredeemed portion of the obligation 
on the date of the partial redemption 
shall be an amount equal to the ad-
justed basis of the entire obligation on 
that date minus the amount paid upon 
the redemption. 

(b) If the adjusted basis of the 
unredeemed portion (as computed 
under (a) of this subdivision) is equal 
to or in excess of the amount to be re-
ceived for the unredeemed portion at 
maturity, no gain or loss shall be rec-
ognized at the time of the partial re-
demption but the holder shall be al-
lowed a deduction, in computing ad-
justed gross income for the taxable 
year during which such partial redemp-
tion occurs, equal to the amount of 
such excess (if any), and no further 
original issue discount will be includ-
ible in the holder’s gross income under 
section 1232(a)(3) over the remaining 
term of the unredeemed portion. In 
such case, the holder shall decrease his 
basis in the unredeemed portion (as 
computed under (a) of this subdivision) 
by the amount of such adjustment. 

(c) If the adjusted basis of the 
unredeemed portion (as computed 
under (a) of this subdivision) is less 
than the redemption price of the 

unredeemed portion at maturity, a new 
computation shall be made under para-
graph (a) of this section (without re-
gard to the exception for one-year obli-
gations in paragraph (b)(2) of this sec-
tion) of the ratable monthly portion of 
original issue discount to be included 
as interest in the gross income of the 
holder over the remaining term of the 
unredeemed portion. For purposes of 
such computation, the adjusted basis of 
the unredeemed portion shall be treat-
ed as the issue price, the date of the 
partial redemption shall be treated as 
the issue date, and the amount to be 
paid for the unredeemed portion at ma-
turity shall be treated as the stated re-
demption price. 

(3) Examples. The application of sec-
tion 1232 to obligations to which this 
paragraph applies may be illustrated 
by the following examples: 

Example 1. A is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On January 1, 1971, he purchases a cer-
tificate of deposit from X Bank, a corpora-
tion, for $10,000. The certificate of deposit is 
not redeemable until December 31, 1975, ex-
cept in an emergency as defined in, and sub-
ject to the qualifications provided by, Regu-
lation Q of the Board of Governors of the 
Federal Reserve. See 12 CFR 217.4(d). The 
stated redemption price at maturity is 
$13,382.26. The terms of the certificate do not 
expressly refer to any amount as interest. 
A’s certificate of deposit is an obligation to 
which section 1232 and this paragraph apply. 
A shall include the ratable portion of origi-
nal issue discount in gross income for 1971 as 
determined under section 1232(a)(3). Thus, if 
A holds the certificate of deposit for the full 
calendar year 1971, the amount to be in-
cluded in A’s gross income for 1971 is $676.45, 
that is, 12⁄60 months, multiplied by the excess 
of the stated redemption price ($13,382.26) 
over the issue price ($10,000). 

Example 2. Assume the same facts as in ex-
ample (1), except that the certificate of de-
posit provides for payment upon redemption 
at December 31, 1975, of an amount equal to 
‘‘$10,000, plus 6 percent compound interest 
from January 1, 1971, to December 31, 1975.’’ 
Thus, the total amount payable upon re-
demption in both example (1) and this exam-
ple is $13,382.26. The certificate of deposit is 
an obligation to which section 1232 and this 
paragraph apply and, since the substance of 
the deposit arrangement is identical to that 
contained in example (1), A must include the 
same amount in gross income. 

Example 3. Assume the same facts as in ex-
ample (1), except that the certificate pro-
vides for the payment of interest in the 
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amount of $200 on December 31, of each year 
and $2,000 plus $10,000 (the original amount) 
payable upon redemption at December 31, 
1975. Thus, if A holds the certificate of de-
posit for the full calendar year 1971, A must 
include in his gross income for 1971 the $200 
interest payable on December 31, 1971, and 
$400 of original issue discount, that is, 12⁄60 
months multiplied by the excess of the stat-
ed redemption price ($12,000) over the issue 
price ($10,000). 

Example 4. B is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On January 1, 1971, B purchases a 4- 
year savings certificate from the Y Building 
and Loan Corporation for $4,000, redeemable 
on December 31, 1974, for $5,000. On December 
31, 1973, Y redeems the certificate for $4,660. 
Under section 1232(a)(3), B included $250 of 
original issue discount in his gross income 
for 1971, $250 for 1972, and includes $250 in his 
gross income for 1973 for a total of $750. 
Since the excess of (i) the amount received 
upon the redemption, $4,660, over (ii) the 
issue price, $4,000, or $660, is lower than the 
total amount of original issue discount ($750) 
included in B’s gross income for the period 
he held the certificate by $90, the $90 will be 
treated under subparagraph (2) of this para-
graph as a deduction in computing adjusted 
gross income, and accordingly, will decrease 
the basis of his certificate by such amount. 
B has no gain or loss upon the redemption, as 
determined in accordance with the following 
computation: 
Adjusted basis January 1, 1973 .......................... $4,500 
Increase under section 1232(a)(3)(E) ................. 250 

Subtotal ................................................. 4,750 
Decrease under subparagraph (b)(2) of this 

paragraph ......................................................... 90 

Basis upon redemption ........................................ 4,660 
Amount realized upon redemption ...................... 4,660 

Gain or loss ........................................... 0 

Example 5. On January 1, 1971, C, a cash 
method taxpayer who uses the calendar year 
as his taxable year, opens a savings account 
in Z bank with a $10,000 deposit. Under the 
terms of the account, interest is made avail-
able semiannually at 6 percent annual inter-
est, compounded semiannually. Since all of 
the interest on C’s account in Z Bank is 
made available semiannually, the stated re-
demption price at maturity under paragraph 
(b)(1)(iii)(a) of § 1.1232–3 equals the issue 
price, and, therefore, no original issue dis-
count is reportable by C under section 
1232(a)(3). However, C must include the sum 
of $300 (i.e., 1⁄2 × 6% × $10,000) plus $309 (i.e., 
1⁄2 × 6% × $10,300) or $609, of interest made 
available during 1971 in his gross income for 
1971. 

Example 6. (i) D is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On January 1, 1971, D purchases a 
$10,000 deferred income certificate from M 

Bank. Under the terms of the certificate, in-
terest accrues at 6 percent per annum, com-
pounded quarterly. The period of the account 
is 10 years. In addition, the holder is per-
mitted to withdraw the entire amount of the 
purchase price at any time (but not interest 
prior to the expiration of the 10 year term), 
and upon such a withdrawal of the purchase 
price, no further interest accrues. If the cer-
tificate is held to maturity, the issue price 
plus accrued interest will aggregate 
$18,140.18. 

(ii) In respect of the certificate, the origi-
nal issue discount is $8,140.18, determined by 
subtracting the issue price of the certificate 
($10,000) from the stated redemption price at 
maturity ($18,140.18). Thus, under section 
1232(a)(3) the ratable monthly portion of 
original issue discount is $67.835 (i.e., 1⁄20 
months, multiplied by $8,140.18). Under sec-
tion 1232(a)(3), D includes $814.02 (i.e., 12 
months, multiplied by $67.835) in his gross in-
come for each calendar year the certificate 
remains outstanding and under section 
1232(a)(3)(E) increases his basis by that 
amount. Thus, on December 31, 1975, D’s 
basis for the certificate is $14,070.10 (i.e., 
issue price, $10,000, increased by product of 
$814.02×5 years). 

(iii) On December 31, 1975, D withdraws the 
$10,000. Under the terms of the certificate 
$3,468.55 cannot be withdrawn until Decem-
ber 31, 1980. Under the provisions of subpara-
graph (2)(iii) of this paragraph, the $10,000 
partial redemption shall be treated as fol-
lows: 
(1) Adjusted basis of obligation at time of partial 

redemption ....................................................... $14,070.10 
(2) Amount paid upon redemption ....................... 10,000.00 

(3) Adjusted basis of unredeemed portion (line 
(1) less line (2)) ................................................ 4,070.10 

(4) Amount to be paid for unredeemed portion at 
maturity (December 31, 1980) ......................... 3,468.55 

(5) Adjustment in computing adjusted gross in-
come (excess of line (3) over line (4)) ............. 601.55 

Since the adjusted basis of the unredeemed 
portion exceeds the amount to be received 
for the unredeemed portion at maturity, D is 
allowed a deduction, in computing adjusted 
gross income, of $601.25 in 1975 and no further 
original issue discount is includible as inter-
est in his gross income. In addition, D will 
decrease his basis in the unredeemed portion 
by $601.55, the amount of such adjustment, 
from $4,070.10 to $3,468.55. 

Example 7. E is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On January 1, 1971, E purchases a 
$10,000 ‘‘Bonus Savings Certificate’’ from N 
Building and Loan Corporation. Under the 
terms of the certificate, interest is payable 
at 5 percent per annum, compounded quar-
terly, and the period of the account is 3 
years. In addition, the certificate provides 
that if the holder makes no withdrawals of 
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principal or interest during the term of the 
certificate, a bonus payment equal to 5 per-
cent of the purchase price of the certificate 
will be paid to the holder of the certificate at 
maturity. Thus, the amount of the bonus 
payment is $500 (i.e., 5 percent multiplied by 
$10,000). Since the 5 percent annual interest 
is payable quarterly, the amount of such in-
terest is not included in determining the 
stated redemption price at maturity under 
paragraph (b)(1)(iii) of § 1.1232–3. However, 
since the bonus payment is only payable at 
maturity, the amount of such bonus is in-
cluded as part of the stated redemption price 
at maturity. Thus, the stated redemption 
price at maturity equals $10,500 (purchase 
price, $10,000, plus bonus payment $500). Ac-
cordingly, the original issue discount attrib-
utable to such certificate equals $500 (stated 
redemption price at maturity. $10,500, minus 
issue price, $10,000). Therefore, E must in-
clude as interest $166.67 (i.e., 12⁄36 months, 
multiplied by the original issue discount, 
$500) in his gross income for each taxable 
year he holds the certificate. 

(4) Renewable certificates of deposit—(i) 
In general. The renewal of a certificate 
of deposit shall be treated as a pur-
chase of the certificate on the date the 
renewal period begins regardless of any 
requirement pursuant to the terms of 
the certificate that the holder give no-
tice of an intention to renew or not to 
renew. Thus, for example, in the case of 
a certificate of deposit for which a re-
newal period begins after December 31, 
1970, such renewal shall be treated as a 
purchase after such date whether or 
not the initial period began before such 
date. 

(ii) Computation. For purposes of 
computing the amount of original issue 
discount to be ratably included as in-
terest in gross income under section 
1232(a)(3) in respect of a renewable cer-
tificate of deposit for the initial period 
or any renewal period, the following 
rules apply: 

(a) The issue price on the date any 
renewal period begins is considered to 
be in the case of a certificate of deposit 
initially purchased: 

(1) After December 31, 1970, the ad-
justed basis of the certificate on the 
date such period begins, 

(2) Before January 1, 1971, the 
amount the adjusted basis would have 
been on the date such period begins had 
the holder included all amounts of 
original issue discount as interest in 
gross income that would have been in-
cludible if section 1232(a)(3) had applied 

to the certificate from the date of 
original purchase. 
Thus, if under the terms of the certifi-
cate, no amount is forfeited upon a 
failure to renew, then the issue price 
on the date any renewal period begins 
is considered to be the amount which 
would have been received by the holder 
on such date had it not been renewed. 

(b) The date of original issue for any 
renewal period shall be considered to 
be the date it begins. 

(c) The date of maturity for the ini-
tial period or any renewal period shall 
be considered to be the date it ends. 

(d) The stated redemption price at 
maturity for the initial period or any 
renewal period shall be considered to 
be the maximum amount which would 
be received at the end of any such pe-
riod, without regard to any reduction 
resulting from withdrawal prior to ma-
turity or failure to renew at any re-
newal date. 

(iii) Application of 1-year rule. For 
purposes of paragraph (b)(2) of this sec-
tion (relating to nonapplication of sec-
tion 1232(a)(3) to any obligation having 
a term of 1 year or less), the period be-
tween the date of original issue (as de-
fined in paragraph (b)(3) of § 1.1232–3) of 
a renewable certificate of deposit and 
its stated maturity date shall include 
all renewal periods with respect to 
which, under the terms of the certifi-
cate, the holder may either take action 
or refrain from taking action which 
would prevent the actual or construc-
tive receipt of any interest on such cer-
tificate until the expiration of any 
such renewal period whether or not the 
original date of issue is prior to Janu-
ary 1, 1971. 

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

Example: (a) On May 1, 1969, A purchases a 
2-year renewable certificate of deposit from 
M bank, a corporation, for $10,000. Interest 
will be compounded semiannually at 6 per-
cent on May 1 and November 1. The terms of 
the certificate provide that such certificate 
will be automatically renewed on the anni-
versary date every 2 years if the holder does 
not notify M of an intention not to renew 
prior to 60 days before the particular anni-
versary date. Thus, on May 1, 1971, and May 
1, 1973, the certificate may be redeemed for 
$11,255.09 and $12,667.60, respectively. How-
ever, in no event shall the initial period and 
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the renewal periods exceed 10 years. A does 
not notify M of an intention not to renew by 
March 1, 1971, and the certificate is auto-
matically renewed for an additional 2-year 
period on May 1, 1971. 

(b) Under subdivision (i) of this subpara-
graph, the May 1, 1971, renewal shall be 
treated as the purchase of a certificate of de-
posit on that date, i.e., after December 31, 
1970. Under subdivision (ii) of this subpara-
graph, the issue price is considered to be 
$11,255.09 and the date of maturity is consid-
ered to be May 1, 1973. Since the stated re-
demption price at maturity is $12,667.60. A 
must include $58.85 as interest in gross in-
come for each month he holds the certificate 
during the renewal period beginning May 1, 
1971, computed as follows: 
Original issue discount (stated redemption price, 

$12,667.60, minus issue price, $11,255.09) .... $1,412.51 
Divided by: Number of months from renewal to 

maturity date .................................................... 24 months 

Ratable monthly portion ....................................... $58.85 

(5) Time deposit open account arrange-
ments—(i) In general. The term time de-
posit open account arrangement means 
an arrangement with a fixed maturity 
date where deposits may be made from 
time to time and ordinarily no interest 
will be paid or constructively received 
until such fixed maturity date. All de-
posits pursuant to such an arrange-
ment constitute parts of a single obli-
gation. The amount of original issue 
discount to be ratably included as in-
terest in the gross income of the de-
positor for any taxable year shall be 
the sum of the amounts separately 
computed for each deposit. For this 
purpose, the issue price for a deposit is 
the amount thereof and the stated re-
demption price at maturity is com-
puted under paragraph (b)(1)(iii)(d) of 
§ 1.1232–3. 

(ii) Obligations redeemed before matu-
rity. In the event of a partial redemp-
tion of a time deposit open account be-

fore maturity, the following rules, in 
addition to subparagraph (2) of this 
paragraph, shall apply: 

(a) If, pursuant to the terms of the 
withdrawal, the amount received by 
the depositor is determined with ref-
erence to the principal amount of a 
specific deposit and interest earned 
from the date of such deposit, then 
such terms shall control for the pur-
pose of determining which deposit was 
withdrawn. 

(b) If (a) of this subdivision (ii) does 
not apply, then the withdrawal shall be 
deemed to be of specific deposits to-
gether with interest earned from the 
date of such deposits, on a first-in, 
first-out basis. 

(iii) Examples. The provisions of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. (i) F is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On December 1, 1970, F enters into a 5- 
year deposit open account arrangement with 
M Savings and Loan Corp. The terms of the 
arrangement provide that F will deposit $100 
each month for a period of 5 years, and that 
interest will be compounded semiannually 
(on June 1 and December 1) at 6 percent, but 
will be paid only at maturity. Thus, assum-
ing F makes deposits of $100 on the first of 
each month beginning with December 1, 1970, 
the account will have a stated redemption 
price of $6,998.20 at maturity on December 1, 
1975. Since, however, section 1232 applies 
only to deposits made after December 31, 1970 
(see paragraph (d) of § 1.1232–1), the $34.39 of 
compound interest to be earned on the first 
deposit of $100 over the term of the arrange-
ment will not be subject to the ratable inclu-
sion rules of section 1232(a)(3). F must in-
clude such $34.39 of interest in his gross in-
come on December 1, 1975, the date it is paid. 

(ii) For 1971, F must include $44.19 of origi-
nal issue discount as interest in gross in-
come, to be computed as follows: 

(1) (2) (3) (4) (5) (6) (7) 

Date of $100 deposit Months to 
maturity 

Redemption 
price at 
maturity 

Original issue 
discount 

(Col.3¥$100) 

Ratable monthly 
portion 

(Col.4÷Col.2) 

Months on 
deposit in 

1971 

1971 original 
issue discount 
(Col.5×Col.6) 

1–1–71 ................................ 59 $133.73 $33.73 $0.5717 12 $6.86 
2–1–71 ................................ 58 133.07 33.07 .5702 11 6.27 
3–1–71 ................................ 57 132.42 32.42 .5688 10 5.69 
4–1–71 ................................ 56 131.77 31.77 .5673 9 5.11 
5–1–71 ................................ 55 131.12 31.12 .5658 8 4.53 
6–1–71 ................................ 54 130.48 30.48 .5644 7 3.95 
7–1–71 ................................ 53 129.84 29.84 .5630 6 3.38 
8–1–71 ................................ 52 129.20 29.20 .5615 5 2.81 
9–1–71 ................................ 51 128.56 28.56 .5600 4 2.24 
10–1–71 .............................. 50 127.93 27.93 .5586 3 1.68 
11–1–71 .............................. 49 127.30 27.30 .5571 2 1.11 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00332 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



323 

Internal Revenue Service, Treasury § 1.1232–3A 

(1) (2) (3) (4) (5) (6) (7) 

Date of $100 deposit Months to 
maturity 

Redemption 
price at 
maturity 

Original issue 
discount 

(Col.3¥$100) 

Ratable monthly 
portion 

(Col.4÷Col.2) 

Months on 
deposit in 

1971 

1971 original 
issue discount 
(Col.5×Col.6) 

12–1–71 .............................. 48 126.68 26.68 .5558 1 0.56 

Total original issue discount to be included as interest in F’s gross income for 1971 ..................................... 44.19 

Example 2. (i) G is a cash method taxpayer 
who uses the calendar year as his taxable 
year. On February 1, 1971, G enters into a 4- 
year deposit open account arrangement with 
T Bank, a corporation. The terms of the de-
posit arrangement provide that G may de-
posit any amount from time to time in mul-
tiples of $50 for a period of 4 years. The terms 
also provide that G may not redeem any 
amount until February 1, 1975, except in an 
emergency as defined in, and subject to the 
qualifications provided by, Regulation Q of 

the Board of Governors of the Federal Re-
serve System. See 12 CFR 217.4(d). Interest 
will be compounded semiannually (on Feb-
ruary 1 and August 1) at 6 percent, providing 
there is no redemption prior to February 1, 
1975. However, if there is a redemption prior 
to such date, interest will be compounded 
semiannually at 51⁄2 percent. 

(ii) The schedule of deposits made by G 
pursuant to the arrangement, and computa-
tion of ratable monthly portion for each de-
posit, is set forth in the table below: 

(1) (2) (3) (4) (5) (6) 

Date of deposit Months to 
maturity 

Amount of 
deposit 

Redemption 
price at 
maturity 

Original issue 
discount 

(Col.4¥Col.3) 

Ratable monthly 
portion 

(Col.5÷Col.2) 

2–1–71 ................................................................ 48 100 $126.68 $26.68 0.5558 
6–1–71 ................................................................ 44 200 248.42 48.42 1.1005 
12–1–71 .............................................................. 38 500 602.95 102.95 2.7092 
2–1–72 ................................................................ 36 800 955.24 155.24 4.3122 
3–1–72 ................................................................ 35 800 950.56 150.56 4.3017 
7–1–72 ................................................................ 31 600 699.00 99.00 3.1935 
8–1–72 ................................................................ 30 250 289.82 39.82 1.3273 

(iii) With respect to amounts on deposit 
pursuant to the arrangement, the amounts of 
original issue discount G must include as in-

terest in his gross income for 1971 and 1972 
are computed in the table below: 

(1) (2) (3) (4) (5) (6) 

Date of deposit 
Ratable 
monthly 
portion 

Months on deposit 
in 1971 

1971 original 
issue discount 
(Col.2× Col.3) 

Months on deposit 
in 1972 

1972 original 
issue discount 
(Col.2× Col.5) 

2–1–71 ................................... $0.5558 11 $6.11 12 $6.67 
6–1–71 ................................... 1.1005 7 7.70 12 13.21 
12–1–71 ................................. 2.7092 1 2.71 12 32.51 
2–1–72 ................................... 4.3122 .............................. .............................. 11 47.43 
3–1–72 ................................... 4.3017 .............................. .............................. 10 43.02 
7–1–72 ................................... 3.1935 .............................. .............................. 6 19.16 
8–1–72 ................................... 1.3273 .............................. .............................. 5 6.64 

Total original issue discount includible as interest in gross in-
come for taxable year ........................................................... 16.52 168.64 

(6) Certain contingent interest arrange-
ment—(i) In general. If under the terms 
of a deposit arrangement: 

(a) The holder cannot receive pay-
ment of any interest or constructively 
receive any interest prior to a fixed 
maturity date, 

(b) Interest is earned at a guaranteed 
minimum rate of compound interest, 

(c) Additional contingent interest 
may be earned for any year at a rate 
not to exceed one percentage point 
above such guaranteed minimum rate, 
and 
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(d) Any additional contingent inter-
est is credited at least annually to the 
depositor’s account, 
Then any contingent interest credited 
to the depositor shall be treated as cre-
ating a separate obligation subject to 
the rules of subdivision (ii) of this sub-
paragraph. 

(ii) Computation. For purposes of 
computing the original issue discount 
to be included as interest in the deposi-
tor’s gross income under section 
1232(a)(3) with respect to such separate 
obligation: 

(a) The issue price shall be zero, 
(b) The date of original issue shall be 

the date on which the contingent inter-
est is credited to the depositor’s ac-
count and begins to earn interest, 

(c) The date of maturity shall be the 
fixed maturity date of the deposit, and 

(d) The stated redemption price at 
maturity is the sum of the amount of 
such contingent interest plus any in-
terest to be earned thereon at the guar-
anteed minimum rate of compound in-
terest between such dates of original 
issue and maturity. 

(7) Contingent interest arrangements 
other than those described in subpara-
graph (6)—(i) In general. If under the 
terms of a deposit arrangement, con-
tingent interest may be earned and 
credited to a depositor’s account, but is 
neither actually or constructively re-
ceived before a fixed maturity date nor 
treated under subparagraph (6)(i) of 
this paragraph as creating a separate 
obligation, then the redemption price 
shall include the amount which would 
be credited to such account assuming 
the issuer, during the term of such ac-
count, credits contingent interest at 
the greater of the rate: 

(a) Last credited on a similar ac-
count, or 

(b) Equal to the average rate credited 
for the preceding 5 calendar years on a 
similar account. 

(ii) Adjustments for additional interest. 
The rate taken into account under this 
subparagraph in computing the re-
demption price shall be treated as the 
guaranteed minimum rate for purposes 
of applying subparagraph (6) of this 
paragraph in the event the rate at 
which contingent interest is actually 
credited to the depositor’s account ex-
ceeds such rate previously taken into 

account. If for any period the actual 
rate at which contingent interest is 
credited to the account exceeds by 
more than 1 percentage point the rate 
for the previous period taken into ac-
count under this subparagraph in com-
puting the redemption price, a new 
computation shall be made to deter-
mine the ratable monthly portion of 
original issue discount to be included 
as interest in the gross income of the 
depositor over the remaining term of 
the account. For purposes of such com-
putation, the date that interest is first 
so credited to the account shall be 
treated as the issue date, the adjusted 
basis of the account on such date shall 
be the issue price, and the redemption 
price shall equal the amount actually 
on deposit in the account on such date 
plus the amount which would be cred-
ited to such account assuming the 
issuer, during the remaining term of 
such account, continues to credit con-
tingent interest at the new rate. 

(iii) Adjustment for reduced interest. If 
for any period the actual rate of inter-
est at which contingent interest is 
credited to the depositor’s account is 
less than the rate for the previous pe-
riod taken into account under this sub-
paragraph in computing the redemp-
tion price, the difference between the 
amount of interest which would have 
been credited to the account at the 
rate for such previous period and the 
amount actually credited shall be al-
lowed as a deduction against the 
amount of original issue discount with 
respect to such account required to be 
included in the gross income of the de-
positor. If an account is redeemed for a 
price less than the adjusted basis of the 
account, the depositor shall be allowed 
as a deduction, in computing adjusted 
gross income, the amount of the origi-
nal issue discount he included in gross 
income but did not receive. 

(f) Application of section 1232(a)(3) to 
face-amount certificates—(1) In general. 
Under paragraph (c)(3) of § 1.1232–1, the 
provisions of section 1232(a)(3) and this 
section apply in the case of a face- 
amount certificate issued after Decem-
ber 31, 1975 (other than such a certifi-
cate issued pursuant to a written com-
mitment which was binding on such 
date and at all times thereafter). 
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(2) Relationship with paragraph (e) of 
this section. Determinations with re-
gard to the inclusion as interest of 
original issue discount on, and certain 
adjustments with respect to, face- 
amount certificates to which this sec-
tion applies shall be made in a manner 
consistent with the rules of paragraph 
(e) of this section (relating to the ap-
plication of section 1232 to certain de-
posits in financial institutions and 
similar arrangements). Thus, for exam-
ple, if a face-amount certificate is re-
deemed before maturity, the holder 
shall be allowed a deduction in com-
puting adjusted gross income computed 
in a manner consistent with the rules 
of paragraph (e)(2) of this section. For 
a further example, if under the terms 
of a face-amount certificate, the issuer 
may grant additional credits to be paid 
at a fixed maturity date, computations 
with respect to such additional credits 
shall be made in a manner consistent 
with the rules of paragraphs (e) (6) and 
(7) of this section (as applicable) relat-
ing to contingent interest arrange-
ments. 

[T.D. 7154, 36 FR 25005, Dec. 28, 1971; 37 FR 
527, Jan. 13, 1972, as amended by T.D. 7213, 37 
FR 21993, Oct. 18, 1972; 37 FR 22863, Oct. 26, 
1972; T.D. 7311, 39 FR 11880, Apr. 1, 1974; T.D. 
7365, 40 FR 27936, July 2, 1975] 

§ 1.1232–4 Obligations with excess cou-
pons detached. 

Section 1232(c) provides that if an ob-
ligation which is issued at any time 
with interest coupons: 

(a) Is purchased after August 16, 1954, 
and before January 1, 1958, and the pur-
chaser does not receive all the coupons 
which first become payable more than 
12 months after the date of the pur-
chase, or 

(b) Is purchased after December 31, 
1957, and the purchaser does not receive 
all the coupons which first become pay-
able after the date of purchase, 
Any gain on the later sale or other dis-
position of the obligation by the pur-
chaser (or by a transferee of the pur-
chaser whose basis is determined by 
reference to the basis of the obligation 
in the hands of the purchaser) shall be 
treated as ordinary income to the ex-
tent that the fair market value of the 
obligation (determined as of the time 
of the purchase) with coupons attached 

exceeds the purchase price. If both the 
preceding sentence and section 
1232(a)(2) apply with respect to the gain 
realized on the retirement or other dis-
position of an obligation, then section 
1232(a)(2) shall apply only with respect 
to that part of the gain to which the 
preceding sentence does not apply. For 
example, a $100 bond which sells at $90 
with all its coupons attached is pur-
chased by A for $80 with 3 years’ cou-
pons detached. Three years later, A 
sells the bond for $92. The first $10 of 
the $12 profit is taxable as ordinary in-
come. The remaining $2 gain is taxable 
either as ordinary income or as long- 
term capital gain, depending upon the 
application of section 1232(a)(2). Pursu-
ant to section 7851(a)(1)(C), the regula-
tions prescribed in this section shall 
also apply to taxable years beginning 
before January 1, 1954, and ending after 
December 31, 1953, although such years 
are subject to the Internal Revenue 
Code of 1939. 

[T.D. 7154, 36 FR 25009, Dec. 28, 1971] 

§ 1.1233–1 Gains and losses from short 
sales. 

(a) General. (1) For income tax pur-
poses, a short sale is not deemed to be 
consummated until delivery of prop-
erty to close the short sale. Whether 
the recognized gain or loss from a short 
sale is capital gain or loss or ordinary 
gain or loss depends upon whether the 
property so delivered constitutes a cap-
ital asset in the hands of the taxpayer. 

(2) Thus, if a dealer in securities 
makes a short sale of X Corporation 
stock, ordinary gain or loss results on 
closing of the short sale if the stock 
used to close the short sale was stock 
which he held primarily for sale to cus-
tomers in the ordinary course of his 
trade or business. If the stock used to 
close the short sale was a capital asset 
in his hands, or if the taxpayer in this 
example was not a dealer, a capital 
gain or loss would result. 

(3) Generally, the period for which a 
taxpayer holds property delivered to 
close a short sale determines whether 
long-term or short-term capital gain or 
loss results. 

(4) Thus, if a taxpayer makes a short 
sale of shares of stock and covers the 
short sale by purchasing and delivering 
shares which he held for not more than 
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1 year (6 months for taxable years be-
ginning before 1977; 9 months for tax-
able years beginning in 1977), the recog-
nized gain or loss would be considered 
short-term capital gain or loss. If the 
short sale is made through a broker 
and the broker borrows property to 
make a delivery, the short sale is not 
deemed to be consummated until the 
obligation of the seller created by the 
short sale is finally discharged by de-
livery of property to the broker to re-
place the property borrowed by the 
broker. 

(5) For rules for determining the date 
of sale for purposes of applying under 
section 1091 the 61-day period applica-
ble to a short sale of stock or securities 
at a loss, see paragraph (g) of § 1.1091–1. 

(b) Hedging transactions. Under sec-
tion 1233(g), the provisions of section 
1233 and this section shall not apply to 
any bona fide hedging transaction in 
commodity futures entered into by 
flour millers, producers of cloth, opera-
tors of grain elevators, etc., for the 
purpose of their business. Gain or loss 
from a short sale of commodity futures 
which does not qualify as a hedging 
transaction shall be considered gain or 
loss from the sale or exchange of a cap-
ital asset if the commodity future used 
to close the short sale constitutes a 
capital asset in the hands of the tax-
payer as explained in paragraph (a) of 
this section. 

(c) Special short sales—(1) General. 
Section 1233 provides rules as to the 
tax consequences of a short sale of 
property if gain or loss from the short 
sale is considered as gain or loss from 
the sale or exchange of a capital asset 
under section 1233(a) and paragraph (a) 
of this section and if, at the time of the 
short sale or on or before the date of 
the closing of the short sale, the tax-
payer holds property substantially 
identical to that sold short. The term 
property is defined for purposes of such 
rules to include only stocks and securi-
ties (including stocks and securities 
dealt with on a when issued basis) and 
commodity futures, which are capital 
assets in the hands of the taxpayer. 
Certain restrictions on the application 
of the section to commodity futures 
are provided in section 1233(e) and 
paragraph (d)(2) of this section. Section 
1233(f) contains special provisions gov-

erning the operation of rule (2) in sub-
paragraph (2) of this paragraph in the 
case of a purchase and short sale of 
stock (as defined in subparagraph (3) 
qualifying as an arbitrage operation. 
See paragraph (f) of this section for de-
tailed rules relating to arbitrage oper-
ations in stocks and securities. 

(2) Treatment of special short sales. The 
first two rules, which are set forth in 
section 1233(b), are applicable whenever 
property substantially identical to 
that sold short has been held by the 
taxpayer on the date of the short sale 
for not more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) (determined without regard to 
rule (2), contained in this subpara-
graph, relating to the holding period) 
or is acquired by him after the short 
sale and on or before the date of the 
closing thereof. These rules are: 

Rule (1). Any gain upon the closing of such 
short sale shall be considered as a gain upon 
the sale or exchange of a capital asset held 
for not more than 1 year (6 months for tax-
able years beginning before 1977; 9 months 
for taxable years beginning in 1977) (notwith-
standing the period of time any property 
used to close such short sale has been held); 
and 

Rule (2). The holding period of such sub-
stantially identical property shall be consid-
ered to begin (notwithstanding the provi-
sions of section 1223) on the date of the clos-
ing of such short sale or on the date of a sale, 
gift, or other disposition of such property, 
whichever date occurs first. 

(3) Options to sell. For the purpose of 
rule (1) and rule (2) in subparagraph (2) 
of this paragraph, the acquisition of an 
option to sell property at a fixed price 
shall be considered a short sale, and 
the exercise or failure to exercise such 
option shall be considered as a closing 
of such short sale, except that any op-
tion to sell property at a fixed price ac-
quired on or after August 17, 1954 (the 
day after enactment of the Internal 
Revenue Code of 1954), shall not be con-
sidered a short sale and the exercise or 
failure to exercise such option shall 
not be considered as the closing of a 
short sale provided that the option and 
property identified as intended to be 
used in its exercise are acquired on the 
same date. This exception shall not 
apply, if the option is exercised, unless 
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it is exercised by the sale of the prop-
erty so identified. In the case of any 
option not exercised which falls within 
this exception, the cost of such option 
shall be added to the basis of the prop-
erty with which such option is identi-
fied. If the option itself does not spe-
cifically identify the property intended 
to be used in exercising the option, 
then the identification of such prop-
erty shall be made by appropriate en-
tries in the taxpayer’s records within 
15 days after the date such property is 
acquired or before November 17, 1956, 
whichever expiration date later occurs. 

(4) Treatment of losses. The third rule, 
which is set forth in section 1233(d), is 
applicable whenever property substan-
tially identical to that sold short has 
been held by the taxpayer on the date 
of the short sale for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months for taxable years 
beginning in 1977). This rule is: 

Rule (3). Any loss upon the closing of such 
short sale shall be considered as a loss upon 
the sale or exchange of a capital asset held 
for more than 1 year (6 months for taxable 
years beginning before 1977; 9 months for 
taxable years beginning in 1977), not with-
standing the period of time any property 
used to close such short sale has been held. 
For the purpose of this rule, the acquisition 
of an option to sell property at a fixed price 
is not considered a short sale, and the exer-
cise or failure to exercise such option is not 
considered as a closing of a short sale. 

(5) Application of rules. Rules (1) and 
(3) contained in subparagraphs (2) and 
(4) of this paragraph do not apply to 
the gain or loss attributable to so 
much of the property sold short as ex-
ceeds in quantity the substantially 
identical property referred to in sec-
tion 1233 (b) and (d), respectively. Ex-
cept as otherwise provided in section 
1233(f), rule (2) in subparagraph (2) of 
this paragraph applies to the substan-
tially identical property referred to in 
section 1233(b) in the order of the dates 
of the acquisition of such property, but 
only to so much of such property as 
does not exceed the quantity sold 
short. If property substantially iden-
tical to that sold short has been held 
by the taxpayer on the date of the 
short sale for not more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977), or is acquired by 

him after the short sale and on or be-
fore the date of the closing thereof, and 
if property substantially identical to 
that sold short has been held by the 
taxpayer on the date of the short sale 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977), all three rules are applicable. 

(6) Examples. The following examples 
illustrate the application of these rules 
to short sales of stock in the case of a 
taxpayer who makes his return on the 
basis of the calendar year: 

Example 1. A buys 100 shares of X stock at 
$10 per share on February 1, 1955, sells short 
100 shares of X stock at $16 per share on July 
1, 1955, and closes the short sale on August 2, 
1955, by delivering the 100 shares of X stock 
purchased on February 1, 1955, to the lender 
of the stock used to effect the short sale. 
Since 100 shares of X stock had been held by 
A on the date of the short sale for not more 
than 6 months, the gain of $600 realized upon 
the closing of the short sale is, by applica-
tion of rule (1) in subparagraph (2) of this 
paragraph, a short-term capital gain. 

Example 2. A buys 100 shares of X stock at 
$10 per share on February 1, 1955, sells short 
100 shares of X stock at $16 per share on July 
1, 1955, closes the short sale on August 1, 
1955, with 100 shares of X stock purchased on 
that date at $18 per share, and on August 2, 
1955, sells at $18 per share the 100 shares of X 
stock purchased on February 1, 1955. The $200 
loss sustained upon the closing of the short 
sale is a short-term capital loss to which sec-
tion 1233(d) has no application. By applica-
tion of rule (2) in subparagraph (2) of this 
paragraph, however, the holding period of 
the 100 shares of X stock purchased on Feb-
ruary 1, 1955, and sold on August 2, 1955 is 
considered to begin on August 1, 1955, the 
date of the closing of the short sale. The $800 
gain realized upon the sale of such stock is, 
therefore, a short-term capital gain. 

Example 3. A buys 100 shares of X stock at 
$10 per share on February 1, 1955, sells short 
100 shares of X stock at $16 per share on Sep-
tember 1, 1955, sells on October 1, 1955, at $18 
per share the 100 shares of X stock purchased 
on February 1, 1955, and closes the short sale 
on October 1, 1955, with 100 shares of X stock 
purchased on that date at $18 per share. The 
$800 gain realized upon the sale of the 100 
shares of X stock purchased on February 1, 
1955, is a long-term capital gain to which sec-
tion 1233(b) has no application. Since A had 
held 100 shares of X stock on the date of the 
short sale for more than 6 months, the $200 
loss sustained upon the closing of the short 
sale is, by application of rule (3) in subpara-
graph (4) of this paragraph, a long-term cap-
ital loss. If, instead of purchasing 100 shares 
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of X stock on October 1, 1955, A closed the 
short sale with the 100 shares of stock pur-
chased on February 1, 1955, the $600 gain real-
ized on the closing of the short sale would be 
a long-term capital gain to which section 
1233(b) has no application. 

Example 4. A sells short 100 shares of X 
stock at $16 per share on February 1, 1955. He 
buys 250 shares of X stock on March 1, 1955, 
at $10 per share and holds the latter stock 
until September 2, 1955 (more than 6 
months), at which time, 100 shares of the 250 
shares of X stock are delivered to close the 
short sale made on February 1, 1955. Since 
substantially identical property was ac-
quired by A after the short sale and before it 
was closed, the $600 gain realized on the clos-
ing of the short sale is, by application of rule 
(1) in subparagraph (2) of this paragraph, a 
short-term capital gain. The holding period 
of the remaining 150 shares of X stock is not 
affected by section 1233 since this amount of 
the substantially identical property exceeds 
the quantity of the property sold short. 

Example 5. A buys 100 shares of X stock at 
$10 per share on February 1, 1955, buys an ad-
ditional 100 shares of X stock at $20 per share 
on July 1, 1955, sells short 100 shares of X 
stock at $30 per share on September 1, 1955, 
and closes the short sale on February 1, 1956, 
by delivering the 100 shares of X stock pur-
chased on February 1, 1955, to the lender of 
the stock used to effect the short sale. Since 
100 shares of X stock had been held by A on 
the date of the short sale for not more than 
6 months, the gain of $2,000 realized upon the 
closing of the short sale is, by application of 
rule (1) in subparagraph (2) of this paragraph, 
a short-term capital gain and the holding pe-
riod of the 100 shares of X stock purchased on 
July 1, 1955, is considered, by application of 
rule (2) in subparagraph (2) of this paragraph 
to begin on February 1, 1956, the date of the 
closing of the short sale. If, however, the 100 
shares of X stock purchased on July 1, 1955, 
had been used by A to close the short sale, 
then, since 100 shares of X stock had been 
held by A on the date of the short sale for 
not more than 6 months, the gain of $1,000 re-
alized upon the closing of the short sale 
would be, by application of rule (1) in sub-
paragraph (2) of this paragraph, a short-term 
capital gain, but the holding period of the 100 
shares of X stock purchased on February 1, 
1955, would not be affected by section 1233. If, 
on the other hand, A purchased an additional 
100 shares of X stock at $40 per share on Feb-
ruary 1, 1956, and used such shares to close 
the short sale at that time, then, since 100 
shares of X stock had been held by A on the 
date of the short sale for more than 6 
months, the loss of $1,000 sustained upon the 
closing of the short sale would be, by appli-
cation of rule (3) in subparagraph (4) of this 
paragraph, a long-term capital loss, and 
since 100 shares of X stock had been held by 
A on the date of the short sale for not more 

than 6 months, the holding period of the 100 
shares of X stock purchased on July 1, 1955, 
would be considered, by application of rule 
(2) in subparagraph (2) of this paragraph, to 
begin on February 1, 1956, but the holding pe-
riod of the 100 shares of X stock purchased on 
February 1, 1955, would not be affected by 
section 1233. 

Example 6. A buys 100 shares of X preferred 
stock at $10 per share on February 1, 1955. On 
July 1, 1955, he enters into a contract to sell 
100 shares of XY common stock at $16 per 
share when, as, and if issued pursuant to a 
particular plan of reorganization. On August 
2, 1955, he receives 100 shares of XY common 
stock in exchange for the 100 shares of X pre-
ferred stock purchased on February 1, 1955, 
and delivers such common shares in perform-
ance of his July 1, 1955, contract. Assume 
that the exchange of the X preferred stock 
for the XY common stock is a tax-free ex-
change pursuant to section 354(a)(1), and 
that on the basis of all of the facts and cir-
cumstances existing on July 1, 1955, the when 
issued XY common stock is substantially 
identical to the X preferred stock. Since 100 
shares of substantially identical property 
had been held by A for not more than 6 
months on the date of entering into the July 
1, 1955, contract of sale, the gain of $600 real-
ized upon the closing of the contract of sale 
is, by application of rule (1) in subparagraph 
(2) of this paragraph, a short-term capital 
gain. 

(d) Other rules for the application of 
section 1233—(1) Substantially identical 
property. The term substantially iden-
tical property is to be applied according 
to the facts and circumstances in each 
case. In general, as applied to stocks or 
securities, the term has the same 
meaning as the term substantially iden-
tical stock or securities used in section 
1091, relating to wash sales of stocks or 
securities. For certain restrictions on 
the term as applied to commodity fu-
tures see subparagraph (2) of this para-
graph. Ordinarily, stocks or securities 
of one corporation are not considered 
substantially identical to stocks or se-
curities of another corporation. In cer-
tain situations they may be substan-
tially identical; for example, in the 
case of a reorganization the facts and 
circumstances may be such that the 
stocks and securities of predecessor 
and successor corporations are sub-
stantially identical property. Simi-
larly, bonds or preferred stock of a cor-
poration are not ordinarily considered 
substantially identical to the common 
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stock of the same corporation. How-
ever, in certain situations, as, for ex-
ample, where the preferred stock or 
bonds are convertible into common 
stock of the same corporation, the rel-
ative values, price changes, and other 
circumstances may be such as to make 
such bonds or preferred stock and the 
common stock substantially identical 
property. Similarly, depending on the 
facts and circumstances, the term may 
apply to the stocks and securities to be 
received in a corporate reorganization 
or recapitalization, traded in on a when 
issued basis, as compared with the 
stocks or securities to be exchanged in 
such reorganization or recapitaliza-
tion. 

(2) Commodity futures. (i) As provided 
in section 1233(e)(2)(B), in the case of 
futures transactions in any commodity 
on or subject to the rules of a board of 
trade or commodity exchange, a com-
modity future requiring delivery in one 
calendar month shall not be considered 
as property substantially identical to 
another commodity future requiring 
delivery in a different calendar month. 
For example, commodity futures in 
May wheat and July wheat are not con-
sidered, for the purpose of section 1233, 
substantially identical property. Simi-
larly, futures in different commodities 
which are not generally through cus-
tom of the trade used as hedges for 
each other (such as corn and wheat, for 
example) are not considered substan-
tially identical property. If commodity 
futures are otherwise substantially 
identical property, the mere fact that 
they were procured through different 
brokers will not remove them from the 
scope of the term substantially identical 
property. Commodity futures procured 
on different markets may come within 
the term substantially identical property 
depending upon the facts and cir-
cumstances in the case, with the his-
torical similarity in the price move-
ments in the two markets as the pri-
mary factor to be considered. 

(ii) Section 1233(e)(3), relating to so- 
called arbitrage transactions in com-
modity futures, provides that where a 
taxpayer enters into two commodity 
futures transactions on the same day, 
one requiring delivery by him in one 
market and the other requiring deliv-
ery to him of the same (or substan-

tially identical) commodity in the 
same calendar month in a different 
market, and the taxpayer subsequently 
closes both such transactions on the 
same day, section 1233 shall have no ap-
plication to so much of the commodity 
involved in either such transaction as 
does not exceed in quantity the com-
modity involved in the other. Section 
1233(f), relating to arbitrage operations 
in stocks or securities, has no applica-
tion to arbitrage transactions in com-
modity futures. 

(iii) The following example indicates 
the application of section 1233 to a 
commodity futures transaction: 

Example: A, who makes his return on the 
basis of the calendar year, on February 1, 
1955, enters into a contract through broker X 
to purchase 10,000 bushels of December wheat 
on the Chicago market at $2 per bushel. On 
July 1, 1955, he enters into a contract 
through broker Y to sell 10,000 bushels of De-
cember wheat on the Chicago market at $2.25 
per bushel. On August 2, 1955, he closes both 
transactions at $2.50 per bushel. The $2,500 
loss sustained on the closing of the short 
sale is a short-term capital loss to which sec-
tion 1233(d) has no application. By applica-
tion of rule (2) in paragraph (c)(2) of this sec-
tion, however, the holding period of the fu-
tures contract entered into on February 1, 
1955, is considered to begin on August 2, 1955, 
the date of the closing of the short sale. The 
$5,000 gain realized upon the closing of such 
contract is, therefore, a short-term capital 
gain. 

(3) Husband and wife. Section 
1233(e)(2)(C) provides that, in the case 
of a short sale of property by an indi-
vidual, the term taxpayer in the appli-
cation of subsections (b), (d), and (e) 
shall be read as taxpayer or his spouse. 
Thus, if the spouse of a taxpayer holds 
or acquires property substantially 
identical to that sold short by the tax-
payer, and other conditions of sub-
sections (b), (d), and (e) are met, then 
the rules set forth therein are applica-
ble to the same extent as if the tax-
payer held or acquired the substan-
tially identical property. For this pur-
pose, an individual who is legally sepa-
rated from the taxpayer under a decree 
of divorce or of separate maintenance 
shall not be considered as the spouse of 
the taxpayer. 

(e) Special rule for short sales by deal-
ers in securities under certain cir-
cumstances. In the case of a short sale 
of stock (as defined in subparagraph (3) 
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of this paragraph) after December 31, 
1957, by a dealer in securities, section 
1233(e)(4)(A) provides that the holding 
period of substantially identical stock 
which he has held as an investment for 
not more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977) shall be determined in accordance 
with section 1233(b)(2) unless such 
short sale is closed within 20 days of 
the date on which it was made. See 
rule (2) in paragraph (c)(2) of this sec-
tion for the purpose of determining the 
holding period of such substantially 
identical stock. In addition, section 
1233(e)(4)(B) provides that for the pur-
pose of the special rule of section 
1233(e)(4)(A), the acquisition of an op-
tion to sell property at a fixed price 
shall be considered a short sale, and 
the exercise or failure to exercise such 
option shall be considered a closing of 
such short sale. For purposes of this 
paragraph: 

(1) Whether or not a taxpayer is a 
dealer in securities shall be determined 
in accordance with the meaning of the 
term for purposes of section 1236; 

(2) Whether or not stock is substan-
tially identical with other property shall 
be determined in accordance with the 
provisions of paragraph (d)(1) of this 
section; and 

(3) The term stock means: 
(i) Any share or certificate of stock, 
(ii) Any bond or other evidence of in-

debtedness which is convertible into a 
share or certificate of stock, and 

(iii) Any evidence of an interest in, or 
right to subscribe to or purchase, any 
of the items described in subdivision (i) 
or (ii) of this subparagraph. 

(f) Arbitrage operations in stocks and 
securities and holding periods—(1) Gen-
eral rule. (i) In the case of a short sale 
entered into as part of an arbitrage op-
eration, rule (2) of paragraph (c)(2) of 
this section shall apply first to sub-
stantially identical property acquired 
for arbitrage operations and held by 
the taxpayer at the close of business on 
the day of the short sale. The holding 
period of substantially identical prop-
erty not acquired for arbitrage oper-
ations shall be affected only to the ex-
tent that the amount of property sold 
short exceeds the amount of substan-
tially identical property acquired for 

arbitrage operations and held by the 
tapayer at the close of business on the 
day of the short sale. 

(ii) If the substantially identical 
property acquired for arbitrage oper-
ations is disposed of without closing 
the short sale so that a net short posi-
tion in assets acquired for arbitrage op-
erations is created, a short sale in the 
amount of such net short position will 
be deemed to have been made on the 
day such net short position is created. 
Rule (2) of paragraph (c)(2) of this sec-
tion will then apply to substantially 
identical property not acquired for ar-
bitrage operations to the same extent 
as if the taxpayer, on the day such net 
short position is created, sold short an 
amount equal to the amount of the net 
short position in a transaction not en-
tered into as part of an arbitrage oper-
ation. 

(iii) The following examples illus-
trate the application of rule (2) of para-
graph (c)(2) of this section to arbitrage 
operations: 

Example 1. On August 13, 1957, A buys 100 
bonds of X Corporation for purposes other 
than arbitrage operations. The bonds are 
convertible at the option of the bondholders 
into common stock of X Corporation on the 
basis of one bond for one share of stock. On 
November 1, 1957, A sells short 100 shares of 
common stock of X Corporation in a trans-
action identified and intended to be part of 
an arbitrage operation and on the same day 
buys another 100 bonds of X Corporation in a 
transaction identified and intended to be 
part of the same arbitrage operation. The 
bonds acquired on both August 13, 1957, and 
November 1, 1957, are, on the basis of all the 
facts and circumstances, substantially iden-
tical to the common stock of X Corporation. 
On December 1, 1957, A closes the short sale 
with 100 shares of common stock of X Cor-
poration acquired on that day. The holding 
period of the bonds acquired on November 1, 
by application of rule (2) of paragraph (c)(2) 
of this section, will be deemed to begin on 
December 1 and the holding period of the 
bonds acquired on August 13 will be unaf-
fected. If, instead of purchasing the 100 
shares of common stock of X Corporation on 
December 1, 1957, A had converted the bonds 
acquired on November 1 into common stock 
and, on December 1, 1957, used the stock so 
acquired to close the short sale, rule (2) of 
paragraph (c)(2) of this section would simi-
larly have no effect on the holding period of 
the bonds acquired on August 13. 

Example 2. Assume the same facts as in ex-
ample (1), except that A, on December 1, sells 
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the bonds acquired on November 1 (or con-
verts such bonds into common stock and 
sells the stock), but does not close the short 
sale. The sale of the bonds (or stock) creates 
a net short position in assets acquired for ar-
bitrage operations which is deemed to be a 
short sale made on December 1. Accordingly, 
the holding period of the bonds acquired on 
August 13 will, by application of rule (2) of 
paragraph (c)(2) of this section, begin on the 
date such short sale is closed or on the date 
of sale, gift, or other disposition of such 
bonds, whichever date occurs first. 

(2) Right to receive or acquire property. 
(i) For purposes of section 1233(f) (1) 
and (2) and subparagraph (1) of this 
paragraph, a taxpayer will be deemed 
to hold substantially identical prop-
erty acquired for arbitrage operations 
at the close of any business day if, by 
virtue of the ownership of other prop-
erty acquired for arbitrage operations 
(whether or not substantially iden-
tical) or because of any contract en-
tered into by the taxpayer in an arbi-
trage operation, he then has the right 
to receive or acquire such substantially 
identical property. 

(ii) The application of section 
1233(f)(3) and subdivision (i) of this sub-
paragraph may be illustrated by the 
following example: 

Example: A acquires on August 13, 1957, 100 
shares of common stock of X Corporation for 
purposes other than arbitrage operations. On 
November 1, A sells short, in a transaction 
identified and intended to be part of an arbi-
trage operation, 100 shares of X common 
stock. On the same day, in a transaction also 
identified and intended to be part of the 
same arbitrage operation, A contracts to 
purchase 100 shares of preferred stock of X. 
The preferred stock of X may be converted 
into common stock of X on the basis of one 
share of preferred stock for one share of com-
mon stock. The preferred stock is not actu-
ally delivered to A until November 3. Since A 
has contracted before the close of business 
on the date of the short sale, as part of an ar-
bitrage operation, to purchase property by 
virtue of which he has the right to receive or 
acquire substantially identical property to 
that sold short, he will be deemed, for pur-
poses of section 1233(f) (1) and (2), to hold 
such substantially identical property at the 
close of business on the date of the short 
sale. For purposes of this subparagraph, it is 
immaterial whether, on the basis of all the 
facts and circumstances, the preferred stock 
of X is substantially identical to the com-
mon stock of X. The short sale on November 
1 does not affect the holding period of the 100 
shares of X Corporation common stock pur-

chased on August 13, 1957. Because of the op-
eration of rule (2) of paragraph (c)(2) of this 
section, the holding period of the preferred 
stock acquired as the result of A’s contract 
to purchase it as part of an arbitrage oper-
ation (or the common stock which A ac-
quires by conversion of such preferred stock 
into common stock) will not begin until the 
short sale entered into in the arbitrage oper-
ation is closed. 

(3) Definition of arbitrage operations. 
For the purpose of section 1233(f), arbi-
trage operations are transactions in-
volving the purchase and sale of prop-
erty entered into for the purpose of 
profiting from a current difference be-
tween the price of the property pur-
chased and the price of the property 
sold. Assets acquired for arbitrage op-
erations include only stocks and secu-
rities and rights to acquire stocks and 
securities. The property purchased may 
be either identical to the property sold 
or, if not so identical, such that its ac-
quisition will entitle the taxpayer to 
acquire property which is so identical. 
Thus, the purchase of bonds or pre-
ferred stock convertible, at the hold-
er’s option, into common stock and the 
short sale of the common stock which 
may be acquired therefor, or the pur-
chase of stock rights and the short sale 
of the stock to be acquired on the exer-
cise of such rights, may qualify as arbi-
trage operations. A transaction will 
qualify as an arbitrage operation under 
section 1233(f) only if the taxpayer 
properly identifies the transaction as 
an arbitrage operation on his records 
as soon as he is able to do so. Such 
identification must ordinarily be en-
tered in the taxpayer’s records on the 
day of the transaction. Property ac-
quired in a transaction properly identi-
fied as part of an arbitrage operation is 
the only property which will be deemed 
acquired for an arbitrage operation. 
The provisions of section 1233(f) and 
this paragraph shall continue to apply 
to property acquired in a transaction 
properly identified as an arbitrage op-
eration although, because of subse-
quent events, e.g., a change in the 
value of bonds so acquired or of stock 
into which such bonds may be con-
verted, the taxpayer sells such prop-
erty outright rather than using it to 
complete the arbitrage operation. 
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(4) Effective date of section 1233(f). Sec-
tion 1233(f), relating to arbitrage oper-
ations involving short sales of prop-
erty, is effective only with respect to 
taxable years ending after August 12, 
1955, and only with respect to short 
sales made after such date. 

[T.D. 6500, 25 FR 12011, Nov. 26, 1960, as 
amended by T.D. 6494, 25 FR 9372, Sept. 30, 
1960; T.D. 6926, 32 FR 11468, Aug. 9, 1967; T.D. 
7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1233–2 Hedging transactions. 
The character of gain or loss on a 

short sale that is (or is identified as 
being) part of a hedging transaction is 
determined under the rules of § 1.1221–2. 

[T.D. 8555, 59 FR 36367, July 18, 1994] 

§ 1.1234–1 Options to buy or sell. 
(a) Sale or exchange—(1) Capital assets. 

Gain or loss from the sale or exchange 
of an option (or privilege) to buy or sell 
property which is (or if acquired would 
be) a capital asset in the hands of the 
taxpayer holding the option is consid-
ered as gain or loss from the sale or ex-
change of a capital asset (unless, under 
the provisions of subparagraph (2) of 
this paragraph, the gain or loss is sub-
ject to the provisions of section 1231). 
The period for which the taxpayer has 
held the option determines whether the 
capital gain or loss is short-term or 
long-term. 

(2) Section 1231 transactions. Gain or 
loss from the sale or exchange of an op-
tion to buy or sell property is consid-
ered a gain or loss subject to the provi-
sions of section 1231 if, had the sale or 
exchange been of the property subject 
to the option, held by the taxpayer for 
the length of time he held the option, 
the sale or exchange would have been 
subject to the provisions of section 
1231. 

(3) Other property. Gain or loss from 
the sale or exchange of an option to 
buy or sell property which is not (or if 
acquired would not be) a capital asset 
in the hands of the taxpayer holding 
the option is considered ordinary in-
come or loss (unless under the provi-
sions of subparagraph (2) of this para-
graph, the gain or loss is subject to the 
provisions of section 1231). 

(b) Failure to exercise option. If the 
holder of an option to buy or sell prop-

erty incurs a loss on failure to exercise 
the option, the option is deemed to 
have been sold or exchanged on the 
date that it expired. Any such loss to 
the holder of an option is treated under 
the general rule provided in paragraph 
(a) of this section. In general, any gain 
to the grantor of an option arising 
from the failure of the holder to exer-
cise it, and any gain or loss realized by 
the grantor of an option as a result of 
a closing transaction, such as repur-
chasing the option from the holder, is 
considered ordinary income or loss. 
However, for the treatment of gain or 
loss from a closing transaction with re-
spect to or gain on the lapse of an op-
tion granted in stock, securities, com-
modities or commodity futures, see 
section 1234(b) and § 1.1234–3. For spe-
cial rules for grantors of straddles ap-
plicable to certain options granted on 
or before September 1, 1976, see § 1.1234– 
2. 

(c) Certain options to sell property at a 
fixed price. Section 1234 does not apply 
to a loss on the failure to exercise an 
option to sell property at a fixed price 
which is acquired on the same day on 
which the property identified as in-
tended to be used in exercising the op-
tion is acquired. Such a loss is not rec-
ognized, but the cost of the option is 
added to the basis of the property with 
which it is identified. See section 
1233(c) and the regulations thereunder. 

(d) Dealers in options to buy or sell. 
Any gain or loss realized by a dealer in 
options from the sale or exchange or an 
option to buy or sell property is consid-
ered ordinary income or loss under 
paragraph (a)(3) of this section. A deal-
er in options to buy or sell property is 
considered a dealer in the property sub-
ject to the option. 

(e) Other exceptions. Section 1234 does 
not apply to gain resulting from the 
sale or exchange of an option: 

(1) To the extent that the gain is in 
the nature of compensation (see sec-
tions 61 and 421, and the regulations 
thereunder, relating to employee stock 
options); 

(2) If the option is treated as section 
306 stock (see section 306 and the regu-
lations thereunder, relating to disposi-
tions of certain stock); or 
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(3) To the extent that the gain is a 
distribution of earnings or profits tax-
able as a dividend (see section 301 and 
the regulations thereunder, relating to 
distributions of property). 

(4) Acquired by the taxpayer before 
March 1, 1954, if in the hands of the tax-
payer such option is a capital asset 
(whether or not the property to which 
the option relates is, or would be if ac-
quired by the taxpayer, a capital asset 
in the hands of the taxpayer). 

(f) Limitations on effect of section. 
Losses to which section 1234 applies are 
subject to the limitations on losses 
under sections 165(c) and 1211 when ap-
plicable. Section 1234 does not permit 
the deduction of any loss which is dis-
allowed under any other provision of 
law. In addition, section 1234 does not 
apply to an option to lease property, 
but does apply to an option to buy or 
sell a lease. Thus, an option to obtain 
all the right, title, and interest of a 
lessee in leased property is subject to 
the provisions of section 1234, but an 
option to obtain a sublease from the 
lessee is not. Furthermore, if section 
1234 applies to an option to buy or sell 
a lease, it is the character the lease 
itself, if acquired, would have in the 
hands of the taxpayer, and not the 
character of the property leased, which 
determines the treatment of gain or 
loss experienced by the taxpayer with 
respect to such an option. 

(g) Examples. The rules set forth in 
this section may be illustrated by the 
following examples: 

Example 1. A taxpayer is considering buy-
ing a new house for his residence and ac-
quires an option to buy a certain house at a 
fixed price. Although the property goes up in 
value, the taxpayer decides he does not want 
the house for his residence and sells the op-
tion for more than he paid for it. The gain 
which taxpayer realized is a capital gain 
since the property, if acquired, would have 
been a capital asset in his hands. 

Example 2. Assume the same facts as in ex-
ample (1), except that the property goes 
down in value, and the taxpayer decides not 
to purchase the house. He sells the option at 
a loss. While this is a capital loss under sec-
tion 1234, it is not a deductible loss because 
of the provisions of section 165(c). 

Example 3. A dealer in industrial property 
acquires an option to buy an industrial site 
and fails to exercise the option. The loss is 
an ordinary loss since he would have held the 
property for sale to customers in the ordi-

nary course of his trade or business if he had 
acquired it. 

[T.D. 6500, 25 FR 12013, Nov. 26, 1960, as 
amended by T.D. 7652, 44 FR 62282, Oct. 30, 
1979] 

§ 1.1234–2 Special rule for grantors of 
straddles applicable to certain op-
tions granted on or before Sep-
tember 1, 1976. 

(a) In general. Section 1234(c)(1) pro-
vides a special rule applicable in the 
case of gain on the lapse of an option 
granted by the taxpayer as part of a 
straddle. In such a case, the gain shall 
be deemed to be gain from the sale or 
exchange of a capital asset held for not 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977) on 
the day that the option expired. Thus, 
such gain shall be treated as a short- 
term capital gain, as defined in section 
1222(1). Section 1234(c)(1) does not apply 
to any person who holds securities (in-
cluding options to acquire or sell secu-
rities) for sale to customers in the ordi-
nary course of his trade or business. 

(b) Definitions. The following defini-
tions apply for purposes of section 
1234(c) and this section. 

(1) Straddle. The term straddle means 
a simultaneously granted combination 
of an option to buy (i.e., a call) and an 
option to sell (i.e., a put) the same 
quantity of a security at the same 
price during the same period of time. 

(2) Security. The term security has the 
meaning assigned to such term by sec-
tion 1236(c) and the regulations there-
under. Thus, for example, the term se-
curity does not include commodity fu-
tures. 

(3) Grantor. The term grantor means 
the writer or issuer of the option con-
tracts making up the straddle. 

(4) Multiple option. The term multiple 
option means a simultaneously granted 
combination of an option to buy plus 
an option to sell plus one or more addi-
tional options to buy or sell a security. 

(c) Special rules in the case of a mul-
tiple option. (1) If, in the case of a mul-
tiple option, the number of the options 
to sell and the number of the options 
to buy are the same and if the terms of 
all of the options are identical (as to 
the quantity of the security, price, and 
period of time), then each of the op-
tions contained in the multiple option 
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shall be deemed to be a component of a 
straddle for purposes of section 
1234(c)(1) and paragraph (a) of this sec-
tion. 

(2) If, in the case of a multiple op-
tion, the number of the options to sell 
and the number of the options to buy 
are not the same or if the terms of all 
of the options are not identical (as to 
the quantity of the security, price, and 
period of time), then section 1234(c)(1) 
applies to gain on the lapse of an op-
tion granted as part of the multiple op-
tion only if: 

(i) The grantor of the multiple option 
identifies the two options which com-
prise each straddle contained in the 
multiple option in the manner pre-
scribed in subparagraph (3) of this 
paragraph; or 

(ii) It is clear from the facts and cir-
cumstances that the lapsed option was 
part of a straddle. See example (6) of 
paragraph (f) of this section. A mul-
tiple option to which this subdivision 
applies may not be regarded as con-
sisting of a number of straddles which 
exceeds the lesser of the options to sell 
or the options to buy as the case may 
be. For example, if a multiple option of 
five puts and four calls is granted it 
may not be regarded as consisting of 
more than four straddles, although the 
particular facts and circumstances 
could dictate that the option consists 
of less than four straddles. 

(3) The identification required under 
subparagraph (2)(i) of this paragraph 
shall be made by the grantor indicating 
in his records, to the extent feasible, 
the individual serial number of, or 
other characteristic symbol imprinted 
upon, each of the two individual op-
tions which comprise the straddle, or 
by adopting any other method of iden-
tification satisfactory to the Commis-
sioner. Such identification must be 
made before the expiration of the 15th 
day after the day on which the mul-
tiple option is granted. The preceding 
sentence shall apply only with respect 
to multiple options granted after Janu-
ary 24, 1972. In computing the 15-day 
period prescribed by this paragraph, 
the first day of such period is the day 
following the day on which the mul-
tiple option is granted. 

(d) Allocation of premium. The alloca-
tion of a premium received for a strad-

dle or a multiple option between or 
among the component options thereof 
shall be made on the basis of the rel-
ative market value of such component 
options at the time of their issuance or 
on any other reasonable and consist-
ently applied basis which is acceptable 
to the Commissioner. 

(e) Effective date—(1) In general. This 
section, relating to special rules for 
grantors of straddles, shall apply only 
with respect to straddle transactions 
entered into after January 25, 1965, and 
before September 2, 1976. 

(2) Special rule. For a special rule 
with respect to the identification of a 
straddle granted as part of a multiple 
option, see paragraph (c). 

(f) Illustrations. The application of 
section 1234(c) and this section may be 
illustrated by the following examples: 

Example 1. On February 1, 1971, taxpayer A, 
who files his income tax returns on a cal-
endar year basis, issues a straddle for 100 
shares of X Corporation stock and receives a 
premium of $1,000. The options comprising 
the straddle were to expire on August 10, 
1971. A has allocated $450 (45 percent of 
$1,000) of the premium to the put and $550 (55 
percent of $1,000) to the call. On March 1, 
1971, B, the holder of the put, exercises his 
option. C, the holder of the call, fails to exer-
cise his option prior to its expiration. As a 
result of C’s failure to exercise his option, A 
realizes a short-term capital gain of $550 
(that part of the premium allocated to the 
call) on August 10, 1971. 

Example 2. Assume the same facts as in ex-
ample (1), except that C exercises his call on 
March 1, 1971, and B fails to exercise his put 
prior to its expiration. As a result of B’s fail-
ure to exercise his option, A realizes a short- 
term capital gain of $450 (that part of the 
premium allocated to the put) on August 10, 
1971. 

Example 3. Assume the same facts as in ex-
ample (1), except that both B and C fail to 
exercise their respective options. As a result 
of the failure of B and C to exercise their op-
tions, A realizes short-term capital gains of 
$1,000 (the premium for granting the strad-
dle) on August 10, 1971. 

Example 4. On March 1, 1971, taxpayer D 
issues a multiple option containing five puts 
and five calls. Each put and each call is for 
the same number of shares of Y Corporation 
stock, at the same price, and for the same 
period of time. Thus, each of the puts and 
calls is deemed to be a component part of a 
straddle. The puts and calls comprising the 
multiple option were to expire on September 
10, 1971. All of the puts are exercised, and all 
of the calls lapse. As a result of the lapse of 
the calls, D realizes a short-term capital 
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gain on September 10, 1971, in the amount of 
that part of the premium for the multiple 
option which is allocable to all of the calls. 

Example 5. Assume the same facts as in ex-
ample (4) except that one of the puts and two 
of the calls lapse and the remaining puts and 
calls are exercised. As a result, on September 
10, 1971, D realizes a short-term capital gain 
in the amount of that part of the premium 
for the multiple option which is allocable to 
both of the lapsed calls and the lapsed put. 

Example 6. On March 1, 1971, taxpayer E 
issues a multiple option containing five puts 
and four calls. Each put and call is for the 
same number of shares of Y Corporation 
stock at the same price and for the same pe-
riod of time, E does not identify the puts and 
calls as parts of straddles in the manner pre-
scribed in paragraph (c)(3) of this section. 
However, because the terms of all of the puts 
and all of the calls are identical four of the 
puts and four of the calls are deemed to be a 
component part of a straddle. The puts and 
calls comprising the multiple option were to 
expire on September 10, 1971. Four of the 
puts are exercised and the four calls and one 
of the puts lapse. As a result, on September 
10, 1971, E realizes short-term capital gain in 
the amount of that part of the premium for 
the multiple option which is allocable to the 
four lapsed calls and realizes ordinary in-
come in the amount of that part of such pre-
mium which is allocable to the lapsed put. If 
E had identified four of the puts and four of 
the calls as constituting parts of straddles in 
the manner prescribed in paragraph (c)(3) of 
this section and the put that lapsed con-
stituted part of a straddle, then the gain on 
the lapse of the put would also be short-term 
capital gain. 

Example 7. Assume the same facts as in ex-
ample (6) except that two of the puts are for 
Y Corporation stock at a price which is 
greater than that of the other puts and the 
other calls and that two of the calls expire 
on October 10, 1971. Additionally, assume 
that the put which lapses is at the lower 
price. The two puts offering the Y Corpora-
tion stock at the greater price and the two 
calls with the later expiration date cannot 
be deemed to be component parts of a strad-
dle. Thus, only two of the puts and two of 
the calls are deemed to be a component part 
of a straddle. As a result, E realizes income 
as follows: 

(i) On September 10, 1971, short-term cap-
ital gain in the amount of that part of the 
premium for the multiple option which is al-
locable to the two lapsed calls with the expi-
ration date of September 10, 1971, and ordi-
nary income in the amount of that part of 
such premium which is allocable to the 
lapsed put. If E had identified two of the puts 
at the lower price and the two calls with the 
expiration date of September 10, 1971, as con-
stituting parts of straddles in the manner 
prescribed in paragraph (c)(3) of this section 

and if the put that lapsed was one of those 
identified as constituting a part of a strad-
dle, then the gain on the lapse of that put 
would also be short-term capital gain. 

(ii) On October 10, 1971, ordinary income in 
the amount of that part of the premium for 
the multiple option which is allocable to the 
lapsed calls with an expiration date of Octo-
ber 10, 1971. 

[T.D. 7152, 36 FR 24801, Dec. 23, 1971, as 
amended by T.D. 7210, 37 FR 20688, Oct. 3, 
1972; T.D. 7652; 44 FR 62282, Oct. 30, 1979; 44 
FR 67657, Nov. 27, 1979; T.D. 7728, 45 FR 72650, 
Nov. 3, 1980] 

§ 1.1234–3 Special rules for the treat-
ment of grantors of certain options 
granted after September 1, 1976. 

(a) In general. In the case of the 
grantor of an option (including an op-
tion granted as part of a straddle or 
multiple option), gain of loss from any 
closing transaction with respect to, 
and gain on the lapse of, an option in 
property shall be treated as a gain or 
loss from the sale or exchange of a cap-
ital asset held not more than 1 year. (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977). 

(b) Definitions. The following defini-
tions apply for purposes of this section. 

(1) The term closing transaction means 
any termination of a grantor’s obliga-
tion under an option to buy property (a 
call) or an option to sell property (a 
put) other than through the exercise or 
lapse of the option. For example, the 
grantor of a call may effectively termi-
nate his obligation under the option by 
either: 

(i) Repurchasing the option from the 
holder or 

(ii) Purchasing from an options ex-
change a call with terms identical to 
the original option granted and desig-
nating the purchase as a closing trans-
action. 
A put or call purchased to make a clos-
ing transaction is identical as to strik-
ing price and expiration date. Such put 
or call need not match the granted op-
tion in time of creation, date of acqui-
sition, cost of the entire option or 
units therein, or number of units sub-
ject to the option. If such put or call 
terminates only part of a grantor’s ob-
ligation under the granted option, a 
closing transaction is made as to that 
part. 
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(2) The term property means stocks 
and securities (including stocks and se-
curities dealt with on a when issued 
basis), commodities, and commodity 
futures. 

(3) The term grantor means the writer 
or issuer of an option. 

(4) The term straddle means a simul-
taneously granted combination of an 
option to buy and an option to sell the 
same quantity of property at the same 
price during the same period of time. 

(5) The term multiple option means a 
simultaneously granted combination of 
an option to buy plus an option to sell 
plus one or more additional options to 
buy or sell property. 

(c) Nonapplicability to broker-dealers. 
The provisions of this section do not 
apply to any option granted in the or-
dinary course of the taxpayer’s trade 
or business of granting options. How-
ever, the provisions of this section do 
apply to: 

(1) Gain from any closing transaction 
with respect to an option and gain on 
lapse of an option if gain on the sale or 
exchange of the option would be con-
sidered capital gain by a dealer in secu-
rities under section 1236(a) and the reg-
ulations thereunder, and 

(2) Loss from any closing transaction 
with respect to an option if loss on the 
sale or exchange of the option would 
not be considered ordinary loss by a 
dealer in securities under section 
1236(b) and the regulations thereunder. 
The preceding sentence shall be applied 
with respect to dealers in property (as 
defined in paragraph (b)(2) of this sec-
tion) and without regard to the limita-
tion of the applicability of section 1236 
to dealers in securities. 

(d) Nonapplicability to compensatory 
options. Section 1234 does not apply to 
options to purchase stock or other 
property which are issued as compensa-
tion for services, as described in sec-
tions 61, 83, and 421 and the regulations 
thereunder. 

(e) Premium allocation for simulta-
neously granted options. The allocation 
of a premium received for a straddle or 
multiple option between or among the 
component options thereof shall be 
made on the basis of the relative mar-
ket value of the component options at 
the time of their issuance or on any 
other reasonable and consistently ap-

plied basis which is acceptable to the 
Commissioner. 

(f) Effective date. This section, relat-
ing to special rules for the treatment 
of grantors of certain options, shall 
apply to options granted after Sep-
tember 1, 1976. 

[T.D. 7652, 44 FR 62282, Oct. 30, 1979; 44 FR 
67657, Nov. 27, 1979] 

§ 1.1234–4 Hedging transactions. 
The character of gain or loss on an 

acquired or a written option that is (or 
is identified as being) part of a hedging 
transaction is determined under the 
rules of § 1.1221–2. 

[T.D. 8555, 59 FR 36367, July 18, 1994] 

§ 1.1235–1 Sale or exchange of patents. 
(a) General rule. Section 1235 provides 

that a transfer (other than by gift, in-
heritance, or devise) of all substantial 
rights to a patent, or of an undivided 
interest in all such rights to a patent, 
by a holder to a person other than a re-
lated person constitutes the sale or ex-
change of a capital asset held for more 
than 1 year (6 months for taxable years 
beginning before 1977; 9 months for tax-
able years beginning in 1977), whether 
or not payments therefor are: 

(1) Payable periodically over a period 
generally coterminous with the trans-
feree’s use of the patent, or 

(2) Contingent on the productivity, 
use, or disposition of the property 
transferred. 

(b) Scope of section 1235. If a transfer 
is not one described in paragraph (a) of 
this section, section 1235 shall be dis-
regarded in determining whether or not 
such transfer is the sale or exchange of 
a capital asset. For example, a transfer 
by a person other than a holder or a 
transfer by a holder to a related person 
is not governed by section 1235. The tax 
consequences of such transfers shall be 
determined under other provisions of 
the internal revenue laws. 

(c) Special rules—(1) Payments for in-
fringement. If section 1235 applies to the 
transfer of all substantial rights to a 
patent (or an undivided interest there-
in), amounts received in settlement of, 
or as the award of damages in, a suit 
for compensatory damages for infringe-
ment of the patent shall be considered 
payments attributable to a transfer to 
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which section 1235 applies to the extent 
that such amounts relate to the inter-
est transferred. For taxable years be-
ginning before January 1, 1964, see sec-
tion 1304, as in effect before such date, 
and § 1.1304A–1 for treatment of com-
pensatory damages for patent infringe-
ment. 

(2) Payments to an employee. Pay-
ments received by an employee as com-
pensation for services rendered as an 
employee under an employment con-
tract requiring the employee to trans-
fer to the employer the rights to any 
invention by such employee are not at-
tributable to a transfer to which sec-
tion 1235 applies. However, whether 
payments received by an employee 
from his employer (under an employ-
ment contract or otherwise) are attrib-
utable to the transfer by the employee 
of all substantial rights to a patent (or 
an undivided interest therein) or are 
compensation for services rendered the 
employer by the employee is a question 
of fact. In determining which is the 
case, consideration shall be given not 
only to all the facts and circumstances 
of the employment relationship but 
also to whether the amount of such 
payments depends upon the production, 
sale, or use by, or the value to, the em-
ployer of the patent rights transferred 
by the employee. If it is determined 
that payments are attributable to the 
transfer of patent rights, and all other 
requirements under section 1235 are 
met, such payments shall be treated as 
proceeds derived from the sale of a pat-
ent. 

(3) Successive transfers. The applica-
bility of section 1235 to transfers of un-
divided interest in patents, or to suc-
cessive transfers of such rights, shall 
be determined separately with respect 
to each transfer. For example, X, who 
is a holder, and Y, who is not a holder, 
transfer their respective two-thirds and 
one-third undivided interests in a pat-
ent to Z. Assume the transfer by X 
qualifies under section 1235 and that X 
in a later transfer acquires all the 
rights with respect to Y’s interest, in-
cluding the rights to payments from Z. 
One-third of all the payments there-
after received by X from Z are not at-
tributable to a transfer to which sec-
tion 1235 applies. 

(d) Payor’s treatment of payments in a 
transfer under section 1235. Payments 
made by the transferee of patent rights 
pursuant to a transfer satisfying the 
requirements of section 1235 are pay-
ments of the purchase price for the pat-
ent rights and are not the payment of 
royalties. 

(e) Effective date. Amounts received 
or accrued, and payments made or ac-
crued, during any taxable year begin-
ning after December 31, 1953 and ending 
after August 16, 1954, pursuant to a 
transfer satisfying the requirements of 
section 1235, whether such transfer oc-
curred in a taxable year to which the 
Internal Revenue Code of 1954 applies, 
or in a year prior thereto, are subject 
to the provisions of section 1235. 

(f) Nonresident aliens. For the special 
rule relating to nonresident aliens who 
have gains arising from a transfer to 
which section 1235 applies, see section 
871 and the regulations thereunder. For 
withholding of tax from income of non-
resident aliens, see section 1441 and the 
regulations thereunder. 

[T.D. 6500, 25 FR 12014, Nov. 26, 1960, as 
amended by T.D. 6885, 31 FR 7803, June 2, 
1966; T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1235–2 Definition of terms. 
For the purposes of section 1235 and 

§ 1.1235–1: 
(a) Patent. The term patent means a 

patent granted under the provisions of 
title 35 of the United States Code, or 
any foreign patent granting rights gen-
erally similar to those under a United 
States patent. It is not necessary that 
the patent or patent application for the 
invention be in existence if the require-
ments of section 1235 are otherwise 
met. 

(b) All substantial rights to a patent. (1) 
The term all substantial rights to a pat-
ent means all rights (whether or not 
then held by the grantor) which are of 
value at the time the rights to the pat-
ent (or an undivided interest therein) 
are transferred. The term all substantial 
rights to a patent does not include a 
grant of rights to a patent: 

(i) Which is limited geographically 
within the country of issuance; 

(ii) Which is limited in duration by 
the terms of the agreement to a period 
less than the remaining life of the pat-
ent; 
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(iii) Which grants rights to the grant-
ee, in fields of use within trades or in-
dustries, which are less than all the 
rights covered by the patent, which 
exist and have value at the time of the 
grant; or 

(iv) Which grants to the grantee less 
than all the claims or inventions cov-
ered by the patent which exist and 
have value at the time of the grant. 
The circumstances of the whole trans-
action, rather than the particular ter-
minology used in the instrument of 
transfer, shall be considered in deter-
mining whether or not all substantial 
rights to a patent are transferred in a 
transaction. 

(2) Rights which are not considered 
substantial for purposes of section 1235 
may be retained by the holder. Exam-
ples of such rights are: 

(i) The retention by the transferor of 
legal title for the purpose of securing 
performance or payment by the trans-
feree in a transaction involving trans-
fer of an exclusive license to manufac-
ture, use, and sell for the life of the 
patent; 

(ii) The retention by the transferor of 
rights in the property which are not in-
consistent with the passage of owner-
ship, such as the retention of a secu-
rity interest (such as a vendor’s lien), 
or a reservation in the nature of a con-
dition subsequent (such as a provision 
for forfeiture on account of non-
performance). 

(3) Examples of rights which may or 
may not be substantial, depending 
upon the circumstances of the whole 
transaction in which rights to a patent 
are transferred, are: 

(i) The retention by the transferor of 
an absolute right to prohibit sub-
licensing or subassignment by the 
transferee; 

(ii) The failure to convey to the 
transferee the right to use or to sell 
the patent property. 

(4) The retention of a right to termi-
nate the transfer at will is the reten-
tion of a substantial right for the pur-
poses of section 1235. 

(c) Undivided interest. A person owns 
an undivided interest in all substantial 
rights to a patent when he owns the 
same fractional share of each and every 
substantial right to the patent. It does 
not include, for example, a right to the 

income from a patent, or a license lim-
ited geographically, or a license which 
covers some, but not all, of the valu-
able claims or uses covered by the pat-
ent. A transfer limited in duration by 
the terms of the instrument to a period 
less than the remaining life of the pat-
ent is not a transfer of an undivided in-
terest in all substantial rights to a pat-
ent. 

(d) Holder. (1) The term holder means 
any individual: 

(i) Whose efforts created the patent 
property and who would qualify as the 
original and first inventor, or joint in-
ventor, within the meaning of title 35 
U.S.C., or 

(ii) Who has acquired his interest in 
the patent property in exchange for a 
consideration paid to the inventor in 
money or money’s worth prior to the 
actual reduction of the invention to 
practice (see paragraph (e) of this sec-
tion), provided that such individual 
was neither the employer of the inven-
tor nor related to him (see paragraph 
(f) of this section). The requirement 
that such individual is neither the em-
ployer of the inventor nor related to 
him must be satisfied at the time when 
the substantive rights as to the inter-
est to be acquired are determined, and 
at the time when the consideration in 
money or money’s worth to be paid is 
definitely fixed. For example, if prior 
to the actual reduction to practice of 
an invention an individual who is nei-
ther the employer of the inventor nor 
related to him agrees to pay the inven-
tor a sum of money definitely fixed as 
to amount in return for an undivided 
one-half interest in rights to a patent 
and at a later date, when such indi-
vidual has become the employer of the 
inventor, he pays the definitely fixed 
sum of money pursuant to the earlier 
agreement, such individual will not be 
denied the status of a holder because of 
such employment relationship. 

(2) Although a partnership cannot be 
a holder, each member of a partnership 
who is an individual may qualify as a 
holder as to his share of a patent 
owned by the partnership. For exam-
ple, if an inventor who is a member of 
a partnership composed solely of indi-
viduals uses partnership property in 
the development of his invention with 
the understanding that the patent 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00348 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



339 

Internal Revenue Service, Treasury § 1.1236–1 

when issued will become partnership 
property, each of the inventor’s part-
ners during this period would qualify 
as a holder. If, in this example, the 
partnership were not composed solely 
of individuals, nevertheless, each of the 
individual partners’ distributive shares 
of income attributable to the transfer 
of all substantial rights to the patent 
or an undivided interest therein, would 
be considered proceeds from the sale or 
exchange of a capital asset held for 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977). 

(3) An individual may qualify as a 
holder whether or not he is in the busi-
ness of making inventions or in the 
business of buying and selling patents. 

(e) Actual reduction to practice. For 
the purposes of determining whether 
an individual is a holder under para-
graph (d) of this section, the term ac-
tual reduction to practice has the same 
meaning as it does under section 102(g) 
of title 35 of the United States Code. 
Generally, an invention is reduced to 
actual practice when it has been tested 
and operated successfully under oper-
ating conditions. This may occur ei-
ther before or after application for a 
patent but cannot occur later than the 
earliest time that commercial exploi-
tation of the invention occurs. 

(f) Related person. (1) The term related 
person means one whose relationship to 
another person at the time of the 
transfer is described in section 267(b), 
except that the term does not include a 
brother or sister, whether of the whole 
or the half blood. Thus, if a holder 
transfers all his substantial rights to a 
patent to his brother or sister, or both, 
such transfer is not to a related person. 

(2) If, prior to September 3, 1958, a 
holder transferred all his substantial 
rights to a patent to a corporation in 
which he owned more than 50 percent 
in value of the outstanding stock, he is 
considered as having transferred such 
rights to a related person for the pur-
pose of section 1235. On the other hand, 
if a holder, prior to September 3, 1958, 
transferred all his substantial rights to 
a patent to a corporation in which he 
owned 50 percent or less in value of the 
outstanding stock and his brother 
owned the remaining stock, he is not 
considered as having transferred such 

rights to a related person since the 
brother relationship is to be dis-
regarded for purposes of section 1235. 

(3) If, subsequent to September 2, 
1958, a holder transfers all his substan-
tial rights to a patent to a corporation 
in which he owns 25 percent or more in 
value of the outstanding stock, he is 
considered as transferring such rights 
to a related person for the purpose of 
section 1235. On the other hand if a 
holder, subsequent to September 2, 
1958, transfers all his substantial rights 
to a patent to a corporation in which 
he owns less than 25 percent in value of 
the outstanding stock and his brother 
owns the remaining stock, he is not 
considered as transferring such rights 
to a related person since the brother 
relationship is to be disregarded for 
purposes of section 1235. 

(4) If a relationship described in sec-
tion 267(b) exists independently of fam-
ily status, the brother-sister exception, 
described in subparagraphs (1), (2), and 
(3) of this paragraph, does not apply. 
Thus, if a holder transfers all his sub-
stantial rights to a patent to the fidu-
ciary of a trust of which the holder is 
the grantor, the holder and the fidu-
ciary are related persons for purposes 
of section 1235(d). (See section 
267(b)(4).) The transfer, therefore, 
would not qualify under section 1235(a). 
This result obtains whether or not the 
fiduciary is the brother or sister of the 
holder since the disqualifying relation-
ship exists because of the grantor-fidu-
ciary status and not because of family 
status. 

[T.D. 6500, 25 FR 12014, Nov. 26, 1960, as 
amended by T.D. 6852, 30 FR 12730, Oct. 6, 
1965; T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1236–1 Dealers in securities. 
(a) Capital gains. Section 1236(a) pro-

vides that gain realized by a dealer in 
securities from the sale or exchange of 
a security (as defined in paragraph (c) 
of this section) shall not be considered 
as gain from the sale or exchange of a 
capital asset unless: 

(1) The security is, before the expira-
tion of the thirtieth day after the date 
of its acquisition, clearly identified in 
the dealer’s records as a security held 
for investment or, if acquired before 
October 20, 1951, was so identified be-
fore November 20, 1951; and 
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(2) The security is not held by the 
dealer primarily for sale to customers 
in the ordinary course of his trade or 
business at any time after the identi-
fication referred to in subparagraph (1) 
of this paragraph has been made. 
Unless both of these requirements are 
met, the gain is considered as gain 
from the sale of assets held by the deal-
er primarily for sale to customers in 
the course of his business. 

(b) Ordinary losses. Section 1236(b) 
provides that a loss sustained by a 
dealer in securities from the sale or ex-
change of a security shall not be con-
sidered a loss from the sale or exchange 
of property which is not a capital asset 
if at any time after November 19, 1951, 
the security has been clearly identified 
in the dealer’s records as a security 
held for investment. Once a security 
has been identified after November 19, 
1951, as being held by the dealer for in-
vestment, it shall retain that character 
for purposes of determining loss on its 
ultimate disposition, even though at 
the time of its disposition the dealer 
holds it primarily for sale to his cus-
tomers in the ordinary course of his 
business. However, section 1236 has no 
application to the extent that section 
582(c) applies to losses of banks. 

(c) Definitions—(1) Security. For the 
purposes of this section, the term secu-
rity means any share of stock in any 
corporation, any certificate of stock or 
interest in any corporation, any note, 
bond, debenture, or other evidence of 
indebtedness, or any evidence of any 
interest in, or right to subscribe to or 
purchase, any of the foregoing. 

(2) Dealer in securities. For definition 
of a dealer in securities, see the regula-
tions under section 471. 

(d) Identification of security in dealer’s 
records. (1) A security is clearly identi-
fied in the dealer’s records as a secu-
rity held for investment when there is 
an accounting separation of the secu-
rity from other securities, as by mak-
ing appropriate entries in the dealer’s 
books of account to distinguish the se-
curity from inventories and to des-
ignate it as an investment and by (i) 
indicating with such entries, to the ex-
tent feasible, the individual serial 
number of, or other characteristic sym-
bol imprinted upon, the individual se-
curity, or (ii) adopting any other meth-

od of identification satisfactory to the 
Commissioner. 

(2) In computing the 30-day period 
prescribed by section 1236(a), the first 
day of the period is the day following 
the date of acquisition. Thus, in the 
case of a security acquired on March 
18, 1957, the 30-day period expires at 
midnight on April 17, 1957. 

[T.D. 6500, 25 FR 12015, Nov. 26, 1960, as 
amended by T.D. 6726, 29 FR 5667, Apr. 29, 
1964] 

§ 1.1237–1 Real property subdivided 
for sale. 

(a) General rule—(1) Introductory. This 
section provides a special rule for de-
termining whether the taxpayer holds 
real property primarily for sale to cus-
tomers in the ordinary course of his 
business under section 1221(1). This rule 
is to permit taxpayers qualifying under 
it to sell real estate from a single tract 
held for investment without the in-
come being treated as ordinary income 
merely because of subdividing the tract 
or of active efforts to sell it. The rule 
is not applicable to dealers in real es-
tate or to corporations, except a cor-
poration making such sales in a tax-
able year beginning after December 3l, 
1954, if such corporation qualifies under 
the provisions of paragraph (c)(5)(iv) of 
this section. 

(2) When subdividing and selling activi-
ties are to be disregarded. When its con-
ditions are met, section 1237 provides 
that if there is no other substantial 
evidence that a taxpayer holds real es-
tate primarily for sale to customers in 
the ordinary course of his business, he 
shall not be considered a real estate 
dealer holding it primarily for sale 
merely because he has (i) subdivided 
the tract into lots (or parcels) and (ii) 
engaged in advertising, promotion, 
selling activities or the use of sales 
agents in connection with the sale of 
lots in such subdivision. Such subdi-
viding and selling activities shall be 
disregarded in determining the purpose 
for which the taxpayer held real prop-
erty sold from a subdivision whenever 
it is the only substantial evidence indi-
cating that the taxpayer has ever held 
the real property sold primarily for 
sale to customers in the ordinary 
course of his business. 
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(3) When subdividing and selling activi-
ties are to be taken into account. When 
other substantial evidence tends to 
show that the taxpayer held real prop-
erty for sale to customers in the ordi-
nary course of his business, his activi-
ties in connection with the subdivision 
and sale of the property sold shall be 
taken into account in determining the 
purpose for which the taxpayer held 
both the subdivided property and any 
other real property. For example, such 
other evidence may consist of the tax-
payer’s selling activities in connection 
with other property in prior years dur-
ing which he was engaged in subdi-
viding or selling activities with respect 
to the subdivided tract, his intention 
in prior years (or at the time of acquir-
ing the property subdivided) to hold 
the tract primarily for sale in his busi-
ness, his subdivision of other tracts in 
the same year, his holding other real 
property for sale to customers in the 
same year, or his construction of a per-
manent real estate office which he 
could use in selling other real property. 
On the other hand, if the only evidence 
of the taxpayer’s purpose in holding 
real property consisted of not more 
than one of the following, in the year 
in question, such fact would not be 
considered substantial other evidence: 

(i) Holding a real estate dealer’s li-
cense; 

(ii) Selling other real property which 
was clearly investment property; 

(iii) Acting as a salesman for a real 
estate dealer, but without any finan-
cial interest in the business; or 

(iv) Mere ownership of other vacant 
real property without engaging in any 
selling activity whatsoever with re-
spect to it. 
If more than one of the above exists, 
the circumstances may or may not 
constitute substantial evidence that 
the taxpayer held real property for sale 
in his business, depending upon the 
particular facts in each case. 

(4) Section 1237 not exclusive. (i) The 
rule in section 1237 is not exclusive in 
its application. Section 1237 has no ap-
plication in determining whether or 
not real property is held by a taxpayer 
primarily for sale in his business if any 
requirement under the section is not 
met. Also, even though the conditions 
of section 1237 are met, the rules of sec-

tion 1237 are not applicable if without 
regard to section 1237 the real property 
sold would not have been considered 
real property held primarily for sale to 
customers in the ordinary course of his 
business. Thus, the district director 
may at all times conclude from con-
vincing evidence that the taxpayer 
held the real property solely as an in-
vestment. Furthermore, whether or not 
the conditions of section 1237 are met, 
the section has no application to losses 
realized upon the sale of realty from 
subdivided property. 

(ii) If, owing solely to the application 
of section 1237, the real property sold is 
deemed not to have been held pri-
marily for sale in the ordinary course 
of business, any gain realized upon 
such sale shall be treated as ordinary 
income to the extent provided in sec-
tion 1237(b) (1) and (2) and paragraph (e) 
of this section. Any additional gain re-
alized upon the sale shall be treated as 
gain arising from the sale of a capital 
asset or, if the circumstances so indi-
cate, as gain arising from the sale of 
real property used in the trade or busi-
ness as defined in section 1231 (b)(1). 
For the relationship between sections 
1237 and 1231, see paragraph (f) of this 
section. 

(5) Principal conditions of qualification. 
Before section 1237 applies, the tax-
payer must meet three basic condi-
tions, more fully explained later: He 
cannot have held any part of the tract 
at any time previously for sale in the 
ordinary course of his business, nor in 
the year of sale held any other real es-
tate for sale to customers; he cannot 
make substantial improvements on the 
tract which increase the value of the 
lot sold substantially; and he must 
have owned the property 5 years, un-
less he inherited it. However, the tax-
payer may make certain improvements 
if they are necessary to make the prop-
erty marketable if he elects neither to 
add their cost to the basis of the prop-
erty, or of any other property, nor to 
deduct the cost as an expense, and he 
has held the property at least 10 years. 
If the requirements of section 1237 are 
met, gain (but not more than 5 percent 
of the selling price of each lot) shall be 
treated as ordinary income in and after 
the year in which the sixth lot or par-
cel is sold. 
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(b) Disqualification arising from hold-
ing real property primarily for sale—(1) 
General rule. Section 1237 does not 
apply to any transaction if the tax-
payer either: 

(i) Held the lot sold (or the tract of 
which it was a part) primarily for sale 
in the ordinary course of his business 
in a prior year, or 

(ii) Holds other real property pri-
marily for sale in the ordinary course 
of his business in the same year in 
which such lot is sold. 
Where either of these elements is 
present, section 1237 shall be dis-
regarded in determining the proper 
treatment of any gain arising from 
such sale. 

(2) Method of applying general rule. 
For purposes of this paragraph, in de-
termining whether the lot sold was 
held primarily for sale in the ordinary 
course of business in a prior year, the 
principles of section 1237 shall be ap-
plied, whether or not section 1237 was 
effective for such prior year, if the sale 
of the lot occurs after December 31, 
1953, or, in the case of a corporation 
meeting the requirements of paragraph 
(c)(5)(iv) of this section, if the sale of 
the lot occurs in a taxable year begin-
ning after December 31, 1954. Whether, 
on the other hand, the taxpayer holds 
other real property for sale in the ordi-
nary course of his business in the same 
year such lot was sold shall be deter-
mined without regard to the applica-
tion of section 1237 to such other real 
property. 

(3) Attribution rules with respect to the 
holding of property. The taxpayer is 
considered as holding property which 
he owns individually, jointly, or as a 
member of a partnership. He is not gen-
erally considered as holding property 
owned by members of his family, an es-
tate or trust, or a corporation. See, 
however, paragraph (c)(5) (iv)(c) of this 
section for an exception to this rule. 
The purpose for which a prior owner 
held the lot or tract, or his activities, 
are immaterial except to the extent 
they indicate the purpose for which the 
taxpayer has held the lot or tract. See 
paragraph (d) of this section for rules 
relating to the determination of the pe-
riod for which the property is held. The 
principles of this subparagraph may be 
illustrated by the following example: 

Example: A dealer in real property held a 
tract of land for sale to customers in the or-
dinary course of his business for 5 years. He 
then made a gift of it to his son. As a result 
of the operation of section 1223(2) the son 
will have held the property for the period of 
time required by section 1237. However, he 
will not qualify for the benefits of section 
1237 because, there being no evidence to the 
contrary, the circumstances involved estab-
lish that the son holds the property for sale 
to customers, as did his father. 

(c) Disqualification arising from sub-
stantial improvements—(1) General rule. 
Section 1237 will not apply if the tax-
payer or certain others make improve-
ments on the tract which are substan-
tial and which substantially increase 
the value of the lot sold. Certain im-
provements are not substantial within 
the meaning of section 1237(a)(2) if they 
are necessary to make the lot market-
able at the prevailing local price and 
meet the other conditions of section 
1237(b)(3). See subparagraph (5) of this 
paragraph. 

(2) Improvements made or deemed to be 
made by the taxpayer. Certain improve-
ments made by the taxpayer or made 
under a contract of sale between the 
taxpayer and the buyer make section 
1237 inapplicable. 

(i) For the purposes of section 1237 
(a)(2) the taxpayer is deemed to have 
made any improvements on the tract 
while he held it which are made by: 

(a) The taxpayer’s whole or half 
brothers and sisters, spouse, ancestors 
and lineal descendants. 

(b) A corporation controlled by the 
taxpayer. A corporation is controlled 
by the taxpayer if he controls, as the 
result of direct ownership, constructive 
ownership, or otherwise, more than 50 
percent of the corporation’s voting 
stock. 

(c) A partnership of which the tax-
payer was a member at the time the 
improvements were made. 

(d) A lessee if the improvement takes 
the place of a payment of rental in-
come. See section 109 and the regula-
tions thereunder. 

(e) A Federal, State, or local govern-
ment, or political subdivision thereof, 
if the improvement results in an in-
crease in the taxpayer’s basis for the 
property, as it would, for example, 
from a special tax assessment for pav-
ing streets. 
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(ii) The principles of subdivision (i) of 
this subparagraph may be illustrated 
by the following example: 

Example: A held a tract of land for 3 years 
during which he made substantial improve-
ments thereon which substantially enhanced 
the value of every lot on the tract. A then 
made a gift of the tract to his son. The son 
made no further improvements on the tract 
but held it for 3 years and then sold several 
lots therefrom. The son is not entitled to the 
benefits of section 1237 since under section 
1237(a)(2) he is deemed to have made the sub-
stantial improvements made by his father, 
and under section 1223(2) he is treated as 
having held the property for the period dur-
ing which his father held it. Thus, the dis-
qualifying improvements are deemed to have 
been made by the son while the tract was 
held by him. See paragraph (d) of this sec-
tion for rules relating to the determination 
of the period for which the property is held. 

(iii) The taxpayer is also charged 
with making any improvements made 
pursuant to a contract of sale entered 
into between the taxpayer and the 
buyer. Therefore, the buyer, as well as 
the taxpayer, may make improvements 
which prevent the application of sec-
tion 1237. 

(a) If a contract of sale obligates ei-
ther the taxpayer or the buyer to make 
a substantial improvement which 
would substantially increase the value 
of the lot, the taxpayer may not claim 
the application of section 1237 unless 
the obligation to improve the lot 
ceases (for any reason other than that 
the improvement has been made) be-
fore or within the period, prescribed by 
section 6511, within which the taxpayer 
may file a claim for credit or refund of 
an overpayment of his tax on the gain 
from the sale of the lot. The following 
example illustrates this rule: 

Example: In 1956, A sells several lots from a 
tract he has subdivided for sale. Section 1237 
would apply to the sales of these lots except 
that in the contract of sale, A agreed to in-
stall sewers, hard surface roads, and other 
utilities which would increase the value of 
the lots substantially. If in 1957, instead of 
requiring the improvements, the buyer re-
leases A from this obligation, A may then 
claim the application of section 1237 to the 
sale of lots in 1956 in computing his income 
tax for 1956, since the period of limitations in 
which A may file a claim for credit or refund 
of an overpayment of his 1956 income tax has 
not expired. 

(b) An improvement is made pursuant 
to a contract if the contract imposes 
an obligation on either party to make 
the improvement, but not if the con-
tract merely places restrictions on the 
improvements, if any, either party may 
make. The following example illus-
trates this rule: 

Example: B sells several lots from a tract 
which he has subdivided. Each contract of 
sale prohibits the purchaser from building 
any structure on his lot except a personal 
residence costing $15,000 or more. Even if the 
purchasers build such residences, that does 
not preclude B from applying section 1237 to 
the sales of such lots, since the contracts did 
not obligate the purchasers to make any im-
provements. 

(iv) Improvements made by a bona 
fide lessee (other than as rent) or by 
others not described in section 1237(a) 
(2) do not preclude the use of section 
1237. 

(3) When improvements substantially 
enhance the value of the lot sold. Before 
a substantial improvement will pre-
clude the use of section 1237, it must 
substantially enhance the value of the 
lot sold. 

(i) The increase in value to be consid-
ered is only the increase attributable 
to the improvement or improvements. 
Other changes in the market price of 
the lot, not arising from improvements 
made by the taxpayer, shall be dis-
regarded. The difference between the 
value of the lot, including improve-
ments, when the improvement has been 
completed and an appraisal of its value 
if unimproved at that time, will dis-
close the value added by the improve-
ments. 

(ii) Whether improvements have sub-
stantially increased the value of a lot 
depends upon the circumstances in 
each case. If improvements increase 
the value of a lot by 10 percent or less, 
such increase will not be considered as 
substantial, but if the value of the lot 
is increased by more than 10 percent, 
then all relevant factors must be con-
sidered to determine whether, under 
such circumstances, the increase is 
substantial. 

(iii) Improvement may increase the 
value of some lots in a tract without 
equally affecting other lots in the same 
tract. Only the lots whose value was 
substantially increased are ineligible 
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for application of the rule established 
by section 1237. 

(4) When an improvement is substantial. 
To prevent the application of section 
1237, the improvement itself must be 
substantial in character. Among the 
improvements considered substantial 
are shopping centers, other commercial 
or residential buildings, and the instal-
lation of hard surface roads or utilities 
such as sewers, water, gas, or electric 
lines. On the other hand a temporary 
structure used as a field office, sur-
veying, filling, draining, leveling and 
clearing operations, and the construc-
tion of minimum all-weather access 
roads, including gravel roads where re-
quired by the climate, are not substan-
tial improvements. 

(5) Special rules relating to substantial 
improvements. Under certain conditions 
a taxpayer, including a corporation to 
which subdivision (iv) of this subpara-
graph applies, may obtain the benefits 
of section 1237 whether or not substan-
tial improvements have been made. In 
addition, an individual taxpayer may, 
under certain circumstances elect to 
have substantial improvements treated 
as necessary and not substantial. 

(i) When an improvement is not consid-
ered substantial. An improvement will 
not be considered substantial if all of 
the following conditions are met: 

(a) The taxpayer has held the prop-
erty for 10 years. The full 10-year pe-
riod must elapse, whether or not the 
taxpayer inherited the property. Al-
though the taxpayer must hold the 
property 10 years, he need not hold it 
for 10 years after subdividing it. See 
paragraph (d) of this section for rules 
relating to the determination of the pe-
riod for which the property is held. 

(b) The improvement consists of the 
building or installation of water, 
sewer, or drainage facilities (either 
surface, sub-surface, or both) or roads, 
including hard surface roads, curbs, 
and gutters. 

(c) The district director with whom 
the taxpayer must file his return is 
satisfied that, without such improve-
ment, the lot sold would not have 
brought the prevailing local price for 
similar building sites. 

(d) The taxpayer elects, as provided 
in subdivision (iii) of this subpara-
graph, not to adjust the basis of the lot 

sold or any other property held by him 
for any part of the cost of such im-
provement attributable to such lot and 
not to deduct any part of such cost as 
an expense. 

(ii) Meaning of similar building site. A 
similar building site is any real property 
in the immediate vicinity whose size, 
terrain, and other characteristics are 
comparable to the taxpayer’s property. 
For the purpose of determining wheth-
er a tract is marketable at the pre-
vailing local price for similar building 
sites, the taxpayer shall furnish the 
district director with sufficient evi-
dence to enable him to compare (a) the 
value of the taxpayer’s property in an 
unimproved state with (b) the amount 
for which similar building sites, im-
proved by the installation of water, 
sewer, or drainage facilities or roads, 
have recently been sold, reduced by the 
present cost of such improvements. 
Such comparison may be made and ex-
pressed in terms of dollars per square 
foot, dollars per acre, or dollars per 
front foot, or in any other suitable 
terms depending upon the practice gen-
erally followed by real estate dealers in 
the taxpayer’s locality. The taxpayer 
shall also furnish evidence, where pos-
sible, of the best bona fide offer re-
ceived for the tract or a lot thereof just 
before making the improvement, to as-
sist the district director in deter-
mining the value of the tract or lot if 
it had been sold in its unimproved 
state. The operation of this subdivision 
and subdivision (i) of this subparagraph 
may be illustrated by the following ex-
amples: 

Example 1. A has been offered $500 per acre 
for a tract without roads, water, or sewer fa-
cilities which he has owned for 15 years. The 
adjacent tract has been subdivided and im-
proved with water facilities and hard surface 
roads, and has sold for $4,000 per acre. The es-
timated cost of roads and water facilities on 
the adjacent tract is $2,500 per acre. The pre-
vailing local price for similar building sites 
in the vicinity would be $1,500 per acre (i.e., 
$4,000 less $2,500). If A installed roads and 
water facilities at a cost of $2,500 per acre, 
his tract would sell for approximately $4,000 
per acre. Under section 1237(b)(3) the instal-
lation of roads and water facilities does not 
constitute a substantial improvement if A 
elects to disregard the cost of such improve-
ments ($2,500 per acre) in computing his cost 
or other basis for the lots sold from the 
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tract, and in computing his basis for any 
other property owned by him. 

Example 2. Assume the same facts as in ex-
ample (1) of this subdivision, except that A 
can obtain $1,600 per acre for his property 
without improvements. The installation of 
any substantial improvements would not 
constitute a necessary improvement under 
section 1237(b)(3), since the prevailing local 
price could have been obtained without any 
improvement. 

Example 3. Assume the same facts as in ex-
ample (1) of this subdivision, except that the 
adjacent tract has also been improved with 
sewer facilities, the present cost of which is 
$1,200 per acre. The installation of the sub-
stantial improvements would not constitute 
a necessary improvement under section 
1237(b)(3) on A’s part, since the prevailing 
local price ($4,000 less the sum of $1,200 plus 
$2,500, or $300) could have been obtained by A 
without any improvement. 

(iii) Manner of making election. The 
election required by section 1237(b) 
(3)(C) shall be made as follows: 

(a) The taxpayer shall submit: 
(1) A plat showing the subdivision 

and all improvements attributable to 
him. 

(2) A list of all improvements to the 
tract, showing: 

(i) The cost of such improvements. 
(ii) Which of the improvements, with-

out regard to the election, he considers 
substantial and which he considers not 
substantial. 

(iii) Those improvements which are 
substantial to which the election is to 
apply, with a fair allocation of their 
cost to each lot they affect, and the 
amount by which they have increased 
the values of such lots. 

(iv) The date on which each lot was 
acquired and its basis for determining 
gain or loss, exclusive of the cost of 
any improvements listed in subdivision 
(iii) of this subdivision. 

(3) A statement that he will neither 
deduct as an expense nor add to the 
basis of any lot sold, or of any other 
property, any portion of the cost of any 
substantial improvement which sub-
stantially increased the value of any 
lot in the tract and which either he 
listed pursuant to (a)(2)(iii) of this sub-
division or which the district director 
deems substantial. 

(b) The election and the information 
required under (a) of this subdivision 
shall be submitted to the district direc-
tor: 

(1) With the taxpayer’s income tax 
return for the taxable year in which 
the lots subject to the election were 
sold, or 

(2) In the case of a return filed prior 
to August 14, 1957, either with a timely 
claim for refund, where the benefits of 
section 1237 have not been claimed on 
such return, or, independently, before 
November 13, 1957, where such benefits 
have been claimed, or 

(3) If there is an obligation to make 
disqualifying improvements out-
standing when the taxpayer files his re-
turn, with a formal claim for refund at 
the time of the release of the obliga-
tion, if it is then still possible to file a 
timely claim. 

(c) Once made, the election as to the 
necessary improvement costs attrib-
utable to any lot sold shall be irrev-
ocable and binding on the taxpayer un-
less the district director assesses an in-
come tax as to such lot as if it were 
held for sale in the ordinary course of 
taxpayer’s business. Under such cir-
cumstances, in computing gain, the 
cost or other basis shall be computed 
without regard to section 1237. 

(iv) Exceptions with respect to nec-
essary improvements and certain cor-
porations. For taxable years beginning 
after December 31, 1954, individual tax-
payers and certain corporations may 
obtain the benefits of section 1237 with-
out complying with the provisions of 
subdivisions (i) (c) and (d), (ii), and (iii) 
of this subparagraph if the require-
ments of section 1237 are otherwise met 
and if: 

(a) The property in question was ac-
quired by the taxpayer through the 
foreclosure of a lien thereon, 

(b) The lien foreclosed secured the 
payment of an indebtedness to the tax-
payer or (in the case of a corporation) 
secured the payment of an indebted-
ness to a creditor who has transferred 
the foreclosure bid to the taxpayer in 
exchange for all of the stock of the cor-
poration and other consideration, and 

(c) In the case of a corporate tax-
payer, no shareholder of the corpora-
tion holds real property for sale to cus-
tomers in the ordinary course of his 
trade or business or holds a controlling 
interest in another corporation which 
actually so holds real property, or 
which, but for the application of this 
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subdivision, would be considered to so 
hold real property. 
Thus, in the case of such property, it is 
not necessary for the taxpayer to sat-
isfy the district director that the prop-
erty would not have brought the pre-
vailing local price without improve-
ments or to elect not to add the cost of 
the improvements to his basis. In addi-
tion, if 80 percent or more of the real 
property owned by a taxpayer is prop-
erty to which this subdivision applies, 
the requirements of (a) and (b) of this 
subdivision need not be met with re-
spect to property adjacent to such 
property which is also owned by the 
taxpayer. 

(d) Holding period required—(1) General 
rules. To apply section 1237, the tax-
payer must either have inherited the 
lot sold or have held it for 5 years. Gen-
erally, the provisions of section 1223 
are applicable in determining the pe-
riod for which the taxpayer has held 
the property. The provisions of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. A held a tract of land for 3 years 
under circumstances otherwise qualifying 
for section 1237 treatment. He made a gift of 
the tract to B at a time when the fair mar-
ket value of the tract exceeded A’s basis for 
the tract. B held the tract for 2 more years 
under similar circumstances. B then sold 4 
lots from the tract. B is entitled to the bene-
fits of section 1237 since under section 1223(2) 
he held the lots for 5 years and all the other 
requirements of section 1237 are met. 

Example 2. C purchased all the stock in a 
corporation in 1955. The corporation pur-
chased an unimproved tract of land in 1957. 
In 1961 the corporation was liquidated under 
section 333 and C acquired the tract of land. 
For purposes of section 1237, C’s holding pe-
riod commenced on the date the corporation 
actually acquired the land in 1957 and not on 
the date C purchased the stock. 

(2) Rules relating to property acquired 
upon death. If the taxpayer inherited 
the property there is no 5-year holding 
period required under section 1237. 
However, any holding period required 
by any other provision of the Code, 
such as section 1222, is nevertheless ap-
plicable. For purposes of section 1237, 
neither the survivor’s one-half of com-
munity property, nor property ac-
quired by survivorship in a joint ten-
ancy, is property acquired by devise or 
inheritance. The holding period for the 

surviving joint tenant begins on the 
date the property was originally ac-
quired. 

(e) Tax consequences if section 1237 ap-
plies—(1) Introductory. Where there is 
no substantial evidence other than sub-
division and related selling activities 
that real property is held for sale in 
the ordinary course of taxpayer’s busi-
ness and section 1237 applies, section 
1237(b)(1) provides a special rule for 
computing taxable gain. For the rela-
tionship between sections 1237 and 1231, 
see paragraph (f) of this section. 

(2) Characterization of gain and its re-
lation to selling expenses. (i) When the 
taxpayer has sold less than 6 lots or 
parcels from the same tract up to the 
end of his taxable year, the entire gain 
will be capital gain. (Where the land is 
used in a trade or business, see para-
graph (f) of this section.) In computing 
the number of lots or parcels sold, two 
or more contiguous lots sold to a single 
buyer in a single sale will be counted 
as only one parcel. The following ex-
ample illustrates this rule: 

Example: A meets all the conditions of sec-
tion 1237 in subdividing and selling a single 
tract. In 1956 he sells 4 lots to B, C, D, and E. 
In the same year F buys 3 adjacent lots. 
Since A has sold only 5 lots or parcels from 
the tract, any gain A realizes on the sales 
will be capital gain. 

(ii) If the taxpayer has sold the sixth 
lot or parcel from the same tract with-
in the taxable year, then the amount, 
if any, by which 5 percent of the selling 
price of each lot exceeds the expenses 
incurred in connection with its sale or 
exchange, shall, to the extent it rep-
resents gain, be ordinary income. Any 
part of the gain not treated as ordinary 
income will be treated as capital gain. 
(Where the land is used in a trade or 
business, see paragraph (f) of this sec-
tion.) Five percent of the selling price 
of each lot sold from the tract in the 
taxable year the sixth lot is sold and 
thereafter is, to the extent it rep-
resents gain, considered ordinary in-
come. However, all expenses of sale of 
the lot are to be deducted first from 
the 5 percent of the gain which would 
otherwise be considered ordinary in-
come, and any remainder of such ex-
penses shall reduce the gain upon the 
sale or exchange which would other-
wise be considered capital gain. Such 
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expenses cannot be deducted as ordi-
nary business expenses from other in-
come. The 5-percent rule applies to all 
lots sold from the tract in the year the 
sixth lot or parcel is sold. Thus, if the 
taxpayer sells the first 6 lots of a single 
tract in one year, 5 percent of the sell-
ing price of each lot sold shall be treat-
ed as ordinary income and reduced by 
the selling expenses. On the other 
hand, if the taxpayer sells the first 3 
lots of a single tract in 1955, and the 
next 3 lots in 1956, only the gain real-
ized from the sales made in 1956 shall 
be so treated. For the effect of a 5-year 
interval between sales, see paragraph 
(g)(2) of this section. The operation of 
this subdivision may be illustrated by 
the following examples: 

Example 1. Assume the selling price of the 
sixth lot of a tract is $10,000, the basis of the 
lot in the hands of the taxpayer is $5,000, and 
the expenses of sale are $750. The amount of 
gain realized by the taxpayer is $4,250, of 
which the amount of ordinary income attrib-
utable to the sale is zero, computed as fol-
lows: 
Selling price ........................................................... $10,000 
Basis ...................................................................... 5,000 

Excess over basis ................................... 5,000 
5 percent of selling price ................... 500 
Expenses of sale ............................... 750 

Amount of gain realized treated as ordinary in-
come ................................................................... 0 

Excess over basis .................................................. 5,000 
5 percent of selling price ................... 500 
Excess of expenses over 5 percent 

of selling price ................................ 250 

750 

Amount of gain realized from sale of 
property not held for sale in ordinary 
course of business ............................... 4,250 

Example 2. Assume the same facts as in Ex-
ample 1, except that the expenses of sale of 
such sixth lot are $300. The amount of gain 
realized by the taxpayer is $4,700, of which 
the amount of ordinary income attributable 
to the sale is $200, computed as follows: 
Selling price ........................................................... $10,000 
Basis ...................................................................... 5,000 

Excess over basis ................................... 5,000 
5 percent of selling price ................... $500 
Expenses of sale ............................... 300 

Amount of gain realized treated as ordinary in-
come ................................................................... 200 

Excess over basis .................................................. 5,000 
5 percent of selling price ................... 500 
Excess of expenses over 5 percent 

of selling price ................................ 0 

500 

Amount of gain realized from sale of 
property not held for sale in ordinary 
course of business ............................... 4,500 

(iii) In the case of an exchange, the 
term selling price shall mean the fair 
market value of property received plus 
any sum of money received in exchange 
for the lot. See section 1031 for those 
exchanges in which no gain is recog-
nized. For the purpose of subsections 
(b) and (c) of section 1237 and para-
graphs (e) and (g) of this section, an ex-
change shall be treated as a sale or ex-
change whether or not gain or loss is 
recognized with respect to such ex-
change. 

(f) Relationship of section 1237 and sec-
tion 1231. Application of section 1237 to 
a sale of real property may, in some 
cases, result in the property being 
treated as real property used in the 
trade or business, as described in sec-
tion 1231(b)(1). Thus, assuming section 
1237 is otherwise applicable, if the lot 
sold would be considered property de-
scribed in section 1231(b)(1) except for 
the fact that the taxpayer subdivided 
the tract of which it was a part, then 
evidence of such subdivision and con-
nected sales activities shall be dis-
regarded and the lot sold shall be con-
sidered real property used in the trade 
or business. Under such circumstances, 
any gain or loss realized from the sale 
shall be treated as gain or loss arising 
from the sale of real property used in 
the trade or business. 

(g) Definition of tract—(1) Aggregation 
of properties. For the purposes of sec-
tion 1237, the term tract means either 
(i) a single piece of real property or (ii) 
two or more pieces of real property if 
they were contiguous at any time 
while held by the taxpayer, or would 
have been contiguous but for the inter-
position of a road, street, railroad, 
stream, or similar property. Properties 
are contiguous if their boundaries meet 
at one or more points. The single piece 
of contiguous properties need not have 
been conveyed by a single deed. The 
taxpayer may have assembled them 
over a period of time and may hold 
them separately, jointly, or as a part-
ner, or in any combination of such 
forms of ownership. 

(2) When a subdivision will be consid-
ered a new tract. If the taxpayer sells or 
exchanges no lots from the tract for a 
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period of 5 years after the sale or ex-
change of at least 1 lot in the tract, 
then the remainder of the tract shall 
be deemed a new tract for the purpose 
of counting the number of lots sold 
from the same tract under section 
1237(b)(1). The pieces in the new tract 
need not be contiguous. The 5-year pe-
riod is measured between the dates of 
the sales or exchanges. 

(h) Effective date. This section shall 
apply only to gain realized on sales 
made after December 31, 1953, or, in the 
case of a person meeting the require-
ments of paragraph (c)(5)(iv) of this 
section, if the sale of the lot occurs in 
a taxable year beginning after Decem-
ber 31, 1954. Pursuant to section 
7851(a)(1)(C), the regulations prescribed 
in this section (other than subdivision 
(iv) of paragraph (c)(5)) shall also apply 
to taxable years beginning before Janu-
ary 1, 1954, and ending after December 
31, 1953, and to taxable years beginning 
after December 31, 1953, and ending be-
fore August 17, 1954, although such 
years are subject to the Internal Rev-
enue Code of 1939. Irrespective of 
whether the taxable year involved is 
subject to the Internal Revenue Code of 
1939 or the Internal Revenue Code of 
1954, sales or exchanges made before 
January 1, 1954, shall be taken into ac-
count to determine whether: (1) No 
sales or exchanges have been made for 
5 years, under section 1237(c), and (2) 
more than 5 lots or parcels have been 
sold or exchanged from the same tract, 
under section 1237(b)(1). Thus, if the 
taxpayer sold 5 lots from a single tract 
in 1950, and another lot is sold in 1954, 
the lot sold in 1954 constitutes the sixth 
lot sold from the original tract. On the 
other hand, if the first 5 lots were sold 
in 1948, the sale made in 1954 shall be 
deemed to have been made from a new 
tract. 

[T.D. 6500, 25 FR 12016, Nov. 26, 1960] 

§ 1.1238–1 Amortization in excess of 
depreciation. 

(a) In general. Section 1238 provides 
that if a taxpayer is entitled to a de-
duction for amortization of an emer-
gency facility under section 168, and if 
the facility is later sold or exchanged, 
any gain realized shall be considered as 
ordinary income to the extent that the 
amortization deduction exceeds normal 

depreciation. Thus, under section 1238 
gain from a sale or exchange of prop-
erty shall be considered as ordinary in-
come to the extent that its adjusted 
basis is less than its adjusted basis 
would be if it were determined without 
regard to section 168. If an entire facil-
ity is certified under section 168(e), the 
taxpayer may use allowances for depre-
ciation based on any rate and method 
which would have been proper if the 
basis of the facility were not subject to 
amortization under section 168, in de-
termining what the adjusted basis of 
the facility would be if it were deter-
mined without regard to section 168. If 
only a portion of a facility is certified 
under section 168(e), allowances for de-
preciation based on the rate and meth-
od properly used with respect to the 
uncertified part of the facility are used 
in determining what the adjusted basis 
of the facility would be if it were deter-
mined without regard to section 168. 
The principles of this paragraph may 
be illustrated by the following exam-
ples: 

Example 1. On December 31, 1954, a taxpayer 
making his income tax returns on a calendar 
year basis acquires at a cost of $20,000 an 
emergency facility (used in his business) 50 
percent of the adjusted basis of which has 
been certified under section 168(e). The facil-
ity would normally have a useful life of 20 
years and a salvage value of $2,000 allocable 
equally between the certified and uncertified 
portions. Under section 168 the taxpayer 
elects to begin the 60-month amortization 
period on January 1, 1955. He takes amortiza-
tion deductions with respect to the certified 
portion in the amount of $4,000 for the years 
1955 and 1956 (24 months). On December 31, 
1956, he sells the facility for a price of $19,000 
which is allocable equally between the cer-
tified and uncertified portions. The adjusted 
basis of the certified portion on that date is 
$6,000 ($10,000 cost, less $4,000 amortization). 
With respect to the uncertified portion, the 
straight line method of depreciation is used 
and a deduction for depreciation in the 
amount of $450 is claimed and allowed for the 
year 1955. The adjusted basis of the 
uncertified portion on January 1, 1956, is 
$9,550 ($10,000 cost, less $450 depreciation). 
The depreciation allowance for the 
uncertified portion for the year 1956 would be 
limited to $50, the amount by which the ad-
justed basis of such portion at the beginning 
of the year exceeded its aliquot portion of 
the sales price. Thus, on December 31, 1956, 
the adjusted basis of the uncertified portion 
would be $9,500. Without regard to section 
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168, and using the rate and method the tax-
payer properly applied to the uncertified 
portion of the facility, the adjusted basis of 
the certified portion on December 31, 1956, 
would be $9,500, computed in the same man-
ner as the adjusted basis of the uncertified 
portion. The difference between the facility’s 
actual adjusted basis ($15,500) and its ad-
justed basis determined without regard to 
section 168 ($19,000), is $3,500. Accordingly, 
the entire $3,500 gain on the sale of the facil-
ity ($19,000 sale price, less $15,500 adjusted 
basis) is treated as ordinary income. 

Example 2. Assume that the entire facility 
in example (1) had been certified under sec-
tion 168(e) and that, therefore, the adjusted 
basis of the facility on December 31, 1956, is 
$12,000. Assume further that the taxpayer 
adopts straight line depreciation as a proper 
method of depreciation for determining the 
adjusted basis of the facility without regard 
to section 168. Thus, the adjusted basis, with-
out regard to section 168, would be $19,000. 
This amount is $7,000 more than the $12,000 
adjusted basis under section 168. Hence, the 
entire $7,000 gain on the sale of the facility 
($19,000 sale price less $12,000 adjusted basis) 
is treated as ordinary income. 

(b) Substituted basis. If a taxpayer ac-
quires other property in an exchange 
for an emergency facility with respect 
to which amortization deductions have 
been allowed or allowable, and if the 
basis in his hands of the other property 
is determined by reference to the basis 
of the emergency facility, then the 
basis of the other property is deter-
mined with regard to section 168, and 
therefore the provisions of section 1238 
apply with respect to gain realized on a 
subsequent sale or exchange of the 
other property. The provisions of sec-
tion 1238 also apply to gain realized on 
the sale or exchange of an emergency 
facility (or other property acquired, as 
described in the preceding sentence, in 
exchange for an emergency facility) by 
a taxpayer in whose hands the basis of 
the facility (or other property) is deter-
mined by reference to its basis in the 
hands of another person to whom de-
ductions were allowable or allowed 
with respect to the facility under sec-
tion 168. 

[T.D. 6500, 25 FR 12020, Nov. 26, 1960, as 
amended by T.D. 6825, 30 FR 7281, June 2, 
1965] 

§ 1.1239–1 Gain from sale or exchange 
of depreciable property between 
certain related taxpayers after Oc-
tober 4, 1976. 

(a) In general. In the case of a sale or 
exchange of property, directly or indi-
rectly, between related persons after 
October 4, 1976 (other than a sale or ex-
change made under a binding contract 
entered into on or before that date), 
any gain recognized by the transferor 
shall be treated as ordinary income if 
such property is, in the hands of the 
transferee, subject to the allowance for 
depreciation provided in section 167. 
This rule also applies to property 
which would be subject to the allow-
ance for depreciation provided in sec-
tion 167 except that the purchaser has 
elected a different form of deduction, 
such as those allowed under sections 
169, 188, and 191. 

(b) Related persons. For purposes of 
paragraph (a) of this section, the term 
related persons means: 

(1) A husband and wife, 
(2) An individual and a corporation 80 

percent or more in value of the out-
standing stock of which is owned, di-
rectly or indirectly, by or for such indi-
vidual, or 

(3) Two or more corporations 80 per-
cent or more in value of the out-
standing stock of each of which is 
owned, directly or indirectly, by or for 
the same individual. 

(c) Rules of construction—(1) Husband 
and wife. For purposes of paragraph 
(b)(1) of this section, if on the date of 
the sale or exchange a taxpayer is le-
gally separated from his spouse under 
an interlocutory decree of divorce, the 
taxpayer and his spouse shall not be 
treated as husband and wife, provided 
the sale or exchange is made pursuant 
to the decree and the decree subse-
quently becomes final. Thus, if pursu-
ant to an interlocutory decree of di-
vorce, an individual transfers depre-
ciable property to his spouse and, be-
cause of this section, the gain recog-
nized on the transfer of the property is 
treated as ordinary income, the indi-
vidual may, if the interlocutory decree 
becomes final after his tax return has 
been filed, file a claim for a refund. 

(2) Sales between commonly controlled 
corporations. In general, in the case of a 
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sale or exchange of depreciable prop-
erty between related corporations 
(within the meaning of paragraph (b)(3) 
of this section), gain which is treated 
as ordinary income by reason of this 
section shall be taxable to the trans-
feror corporation rather than to a con-
trolling shareholder. However, such 
gain shall be treated as ordinary in-
come taxable to a controlling share-
holder rather than the transferor cor-
poration if the transferor corporation 
is used by a controlling shareholder as 
a mere conduit to make a sale to an-
other controlled corporation, or the en-
tity of the corporate transferor is oth-
erwise properly disregarded for tax pur-
poses. Sales between two or more cor-
porations that are related within the 
meaning of paragraph (b)(3) of this sec-
tion may also be subject to the rules of 
section 482 (relating to allocation of in-
come between or among organizations, 
trades, or businesses which are com-
monly owned or controlled), and to 
rules requiring constructive dividend 
treatment to the controlling share-
holder in appropriate circumstances. 

(3) Relationship determination for 
transfers made after January 6, 1983—tax-
payer and an 80-percent owned entity. 
For purposes of paragraph (b)(2) of this 
section with respect to transfers made 
after January 6, 1983— 

(i) If the transferor is an entity, the 
transferee and such entity are related 
if the entity is an 80-percent owned en-
tity with respect to such transferee ei-
ther immediately before or imme-
diately after the sale or exchange of de-
preciable property, and 

(ii) If the transferor is not an entity, 
the transferee and such transferor are 
related if the transferee is an 80-per-
cent owned entity with respect to such 
transferor immediately after the sale 
or exchange of depreciable property. 

(4) Relationship determination for 
transfers made after January 6, 1983—two 
80-percent owned entities. For purposes 
of paragraph (b)(3) of this section, with 
respect to transfers made after Janu-
ary 6, 1983, two entities are related if 
the same shareholder both owns 80 per-
cent or more in value of the stock of 
the transferor before the sale or ex-
change of depreciable property and 
owns 80 percent or more in value of the 
stock of the transferee immediately 

after the sale or exchange of depre-
ciable property. 

(5) Ownership of stock. For purposes of 
determining the ownership of stock 
under this section, the constructive 
ownership rules of section 318 shall be 
applied, except that section 318(a)(2)(C) 
(relating to attribution of stock owner-
ship from a corporation) and section 
318(a)(3)(C) (relating to attribution of 
stock ownership to a corporation) shall 
be applied without regard to the 50-per-
cent limitation contained therein. The 
application of the constructive owner-
ship rules of section 318 to section 1239 
is illustrated by the following exam-
ples: 

Example 1. A, an individual, owns 79 per-
cent of the stock (by value) of Corporation 
X, and a trust for A’s children owns the re-
maining 21 percent of the stock. A’s children 
are deemed to own the stock owned for their 
benefit by the trust in proportion to their 
actuarial interests in the trust (section 
318(a)(2)(B)). A, in turn, constructively owns 
the stock so deemed to be owned by his chil-
dren (section 318(a)(1)(A)(ii)). Thus, A is 
treated as owning all the stock of Corpora-
tion X, and any gain A recognizes from the 
sale of depreciable property to Corporation X 
is treated under section 1239 as ordinary in-
come. 

Example 2. Y Corporation owns 100 percent 
in value of the stock of Z Corporation. Y 
Corporation sells depreciable property at a 
gain to Z Corporation. P and his daughter, D, 
own 80 percent in value of the Y Corporation 
stock. Under the constructive ownership 
rules of section 318, as applied to section 
1239, P and D are each considered to own the 
stock in Z Corporation owned by Y Corpora-
tion. Also, P and D are each considered to 
own the stock in Y Corporation owned by the 
other. As a result, both P and D construc-
tively own 80 percent or more in value of the 
stock of both Y and Z Corporations. Thus, 
the sale between Y and Z is governed by sec-
tion 1239 and produces ordinary income to Y. 

[T.D. 7569, 43 FR 51388, Nov. 3, 1978, as amend-
ed by T.D. 8106, 51 FR 42835, Nov. 26, 1986] 

§ 1.1239–2 Gain from sale or exchange 
of depreciable property between 
certain related taxpayers on or be-
fore October 4, 1976. 

Section 1239 provides in general that 
any gain from the sale or exchange of 
depreciable property between a hus-
band and wife or between an individual 
and a controlled corporation on or be-
fore October 4, 1976 (and in the case of 
a sale or exchange occurring after that 
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date if made under a binding contract 
entered into on or before that date), 
shall be treated as ordinary income. 
Thus, any gain recognized to the trans-
feror from a sale or exchange after May 
3, 1951, and on or before October 4, 1976 
(or thereafter if pursuant to a binding 
contract entered into on or before that 
date), directly or indirectly, between a 
husband and wife or between an indi-
vidual and a controlled corporation, of 
property which, in the hands of the 
transferee, is property of a character 
subject to an allowance for deprecia-
tion provided in section 167 (including 
such property on which a deduction for 
amortization is allowable under sec-
tions 168 and 169) shall be considered as 
gain from the sale or exchange of prop-
erty which is neither a capital asset 
nor property described in section 1231. 
For the purpose of section 1239, a cor-
poration is controlled when more than 
80 percent in value of all outstanding 
stock of the corporation is beneficially 
owned by the taxpayer, his spouse, and 
his minor children and minor grand-
children. For the purpose of this sec-
tion, the terms children and grand-
children include legally adopted chil-
dren and their children. The provisions 
of section 1239(a)(2) are applicable 
whether property is transferred from a 
corporation to a shareholder or from a 
shareholder to a corporation. 

[T.D. 6500, 25 FR 12021, Nov. 26, 1960, as 
amended by T.D. 7569, 43 FR 51388, Nov. 3, 
1978] 

§ 1.1240–1 Capital gains treatment of 
certain termination payments. 

Any amounts received by an em-
ployee for the assignment or release of 
all his rights to receive, after termi-
nation of his employment and for a pe-
riod of not less than five years or for a 
period ending with his death, a per-
centage of the profits or receipts of his 
employer attributable to a time subse-
quent to such termination, are consid-
ered received from the sale or exchange 
of a capital asset held for more than 
six months if the following require-
ments are met: 

(a) The employee was employed by 
the employer, in whose future profits 
or receipts the employee had an inter-
est, for a period of more than 20 years 
before the assignment or release by the 

employee of his rights in such future 
profits or receipts, 

(b) The full rights of the employee to 
the percentage of the future profits or 
receipts on such employer, which 
rights are the subject of the assign-
ment or release, were incorporated in 
the terms of the contract of employ-
ment between the employee and the 
employer for a period of at least 12 
years, and were so incorporated before 
August 16, 1954, 

(c) The assignment or release was 
made after the termination of the em-
ployee’s employment with such em-
ployer, 

(d) The assignment or release con-
veyed all the rights of the employee in 
the future profits or receipts of such 
employer and conveyed no other rights 
of the employee, and 

(e) The total amount to which the 
employee became entitled pursuant to 
the assignment or release was received 
by the employee after the termination 
of his employment with such employer 
and in one taxable year of the em-
ployee. 
The requirement that the assignment 
or release be made after the termi-
nation of the employee’s employment 
contemplates a complete and bona fide 
termination of the relationship of em-
ployer and employee. This requires 
more than a mere termination of such 
relationship under the particular con-
tract or contracts of employment pur-
suant to which the employee acquired 
his rights in the future profits or re-
ceipts of the employer. The contract 
need not expressly provide that the em-
ployee shall share in the future profits 
or receipts of the employer for a min-
imum period of five years. However, if 
the contract does not expressly so pro-
vide and the assignment or release is 
made before the expiration of five 
years following the termination of em-
ployment, the terms of the contract 
considered in conjunction with the 
facts in the particular situation must 
establish that the rights of the em-
ployee to a percentage of future profits 
or receipts, in all probability, will ex-
tend to a period of not less than five 
years from the date of termination of 
employment or for a period ending 
with his death. Section 1240 has appli-
cation only to an assignment or release 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00361 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



352 

26 CFR Ch. I (4–1–11 Edition) § 1.1241–1 

made by the employee who acquired 
the right to a percentage of future 
profits or receipts of the employer, and 
has no application to amounts received 
other than as payment for assignment 
or release of such right. Section 1240 
has no effect upon the determination of 
the income tax of the employer making 
the payment to the employee. 

[T.D. 6500, 25 FR 12021, Nov. 26, 1960] 

§ 1.1241–1 Cancellation of lease or dis-
tributor’s agreement. 

(a) In general. Section 1241 provides 
that proceeds received by lessees or 
distributors from the cancellation of 
leases or of certain distributorship 
agreements are considered as amounts 
received in exchange therefor. Section 
1241 applies to leases of both real and 
personal property. Distributorship 
agreements to which section 1241 ap-
plies are described in paragraph (c) of 
this section. Section 1241 has no appli-
cation in determining whether or not a 
cancellation not qualifying under that 
section is a sale or exchange. Further, 
section 1241 has no application in de-
termining whether or not a lease or a 
distributorship agreement is a capital 
asset, even though its cancellation 
qualifies as an exchange under section 
1241. 

(b) Definition of cancellation. The term 
cancellation of a lease or a distributor’s 
agreement, as used in section 1241, 
means a termination of all the contrac-
tual rights of a lessee or distributor 
with respect to particular premises or 
a particular distributorship, other than 
by the expiration of the lease or agree-
ment in accordance with its terms. A 
payment made in good faith for a par-
tial cancellation of a lease or a dis-
tributorship agreement is recognized as 
an amount received for cancellation 
under section 1241 if the cancellation 
relates to a severable economic unit, 
such as a portion of the premises cov-
ered by a lease, a reduction in the un-
expired term of a lease or distributor-
ship agreement, or a distributorship in 
one of several areas or of one of several 
products. Payments made for other 
modifications of leases or distributor-
ship agreements, however, are not rec-
ognized as amounts received for can-
cellation under section 1241. 

(c) Amounts received upon cancellation 
of a distributorship agreement. Section 
1241 applies to distributorship agree-
ments only if they are for marketing or 
marketing and servicing of goods. It 
does not apply to agreements for sell-
ing intangible property or for ren-
dering personal services as, for exam-
ple, agreements establishing insurance 
agencies or agencies for the brokerage 
of securities. Further, it applies to a 
distributorship agreement only if the 
distributor has made a substantial in-
vestment of capital in the distributor-
ship. The substantial capital invest-
ment must be reflected in physical as-
sets such as inventories of tangible 
goods, equipment, machinery, storage 
facilities, or similar property. An in-
vestment is not considered substantial 
for purposes of section 1241 unless it 
consists of a significant fraction or 
more of the facilities for storing, trans-
porting, processing, or otherwise deal-
ing with the goods distributed, or con-
sists of a substantial inventory of such 
goods. The investment required in the 
maintenance of an office merely for 
clerical operations is not considered 
substantial for purposes of this section. 
Furthermore, section 1241 shall not 
apply unless a substantial amount of 
the capital or assets needed for car-
rying on the operations of a distribu-
torship are acquired by the distributor 
and actually used in carrying on the 
distributorship at some time before the 
cancellation of the distributorship 
agreement. It is immaterial for the 
purposes of section 1241 whether the 
distributor acquired the assets used in 
performing the functions of the dis-
tributorship before or after beginning 
his operations under the distributor-
ship agreement. It is also immaterial 
whether the distributor is a retailer, 
wholesaler, jobber, or other type of dis-
tributor. The application of this para-
graph may be illustrated by the fol-
lowing examples: 

Example 1. Taxpayer is a distributor of var-
ious food products. He leases a warehouse in-
cluding cold storage facilities and owns a 
number of motor trucks. In 1955 he obtains 
the exclusive rights to market certain frozen 
food products in his State. The marketing is 
accomplished by using the warehouse and 
trucks acquired before he entered into the 
agreement and entails no additional capital. 
Payments received upon the cancellation of 
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the agreement are treated under section 1241 
as though received upon the sale or exchange 
of the agreement. 

Example 2. Assume that the taxpayer in ex-
ample (1) entered into an exclusive distribu-
torship agreement with the producer under 
which the taxpayer merely solicits orders 
through his staff of salesmen, the goods 
being shipped direct to the purchasers. Pay-
ments received upon the cancellation of the 
agreement would not be treated under sec-
tion 1241 as though received upon the sale or 
exchange of the agreement. 

Example 3. Taxpayer is an exclusive dis-
tributor for M city of certain frozen food 
products which he distributes to frozen-food 
freezer and locker customers. The terms of 
his distributorship do not make it necessary 
for him to have any substantial investment 
in inventory. Taxpayer rents a loading plat-
form for a nominal amount, but has no ware-
house space. Orders for goods from cus-
tomers are consolidated by the taxpayer and 
forwarded to the producer from time to time. 
Upon receipt of these goods, taxpayer allo-
cates them to the individual orders of cus-
tomers and delivers them immediately by 
truck. Although it would require a fleet of 
fifteen or twenty trucks to carry out this op-
eration, the distributor uses only one truck 
of his own and hires cartage companies to 
deliver the bulk of the merchandise to the 
customers. Payments received upon the can-
cellation of the distributorship agreement in 
such a case would not be considered received 
upon the sale or exchange of the agreement 
under section 1241 since the taxpayer does 
not have facilities for the physical handling 
of more than a small fraction of the goods 
involved in carrying on the distributorship 
and, therefore, does not have a substantial 
capital investment in the distributorship. On 
the other hand, if the taxpayer had acquired 
and used a substantial number of the trucks 
necessary for the deliveries to his customers, 
payments received upon the cancellation of 
the agreement would be considered received 
in exchange therefor under section 1241. 

[T.D. 6500, 25 FR 12021, Nov. 26, 1960] 

§ 1.1242–1 Losses on small business in-
vestment company stock. 

(a) In general. Any taxpayer who sus-
tains a loss for a taxable year begin-
ning after September 2, 1958, as a result 
of the worthlessness, or from the sale 
or exchange, of the stock of a small 
business investment company (whether 
or not such stock was originally issued 
to such taxpayer) shall treat such loss 
as a loss from the sale or exchange of 
property which is not a capital asset, if 
at the time of such loss: 

(1) The company which issued the 
stock is licensed to operate as a small 
business investment company pursuant 
to regulations promulgated by the 
Small Business Administration (13 CFR 
part 107), and 

(2) Such loss would, but for the provi-
sions of section 1242, be a loss from the 
sale or exchange of a capital asset. 

(b) Treatment of losses for purposes of 
section 172. For the purposes of section 
172 (relating to the net operating loss 
deduction), any amount of loss treated 
by reason of section 1242 as a loss from 
the sale or exchange of property which 
is not a capital asset shall be treated 
as attributable to the trade or business 
of the taxpayer. Accordingly, the limi-
tation of section 172(d)(4) on the allow-
ance of nonbusiness deductions in com-
puting a net operating loss shall not 
apply to any loss with respect to the 
stock of a small business investment 
company as described in paragraph (a) 
of this section. See section 172(d) and 
§ 1.172–3. 

(c) Statement to be filed with return. A 
taxpayer claiming a deduction for a 
loss on the stock of a small business in-
vestment company shall file with his 
income tax return a statement con-
taining: The name and address of the 
small business investment company 
which issued the stock, the number of 
shares, basis, and selling price of the 
stock with respect to which the loss is 
claimed, the respective dates of pur-
chase and sale of such stock, or the 
reason for its worthlessness and ap-
proximate date thereof. For the rules 
applicable in determining the worth-
lessness of securities, see section 165 
and the regulations thereunder. 

[T.D. 6500, 25 FR 12022, Nov. 26, 1960] 

§ 1.1243–1 Loss of small business in-
vestment company. 

(a) In general—(1) Taxable years begin-
ning after July 11, 1969. For taxable 
years beginning after July 11, 1969, a 
small business investment company to 
which section 582(c) applies, and which 
sustains a loss as a result of the worth-
lessness, or on the sale or exchange, of 
the stock of a small business concern 
(as defined in section 103(5) of the 
Small Business Investment Act of 1958, 
as amended (15 U.S.C. 662(5)) and in 13 
CFR 107.3), shall treat such loss as a 
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loss from the sale or exchange of prop-
erty which is not a capital asset if: 

(i) The stock was issued pursuant to 
the conversion privilege of the convert-
ible debentures acquired in accordance 
with the provisions of section 304 of the 
Small Business Investment Act of 1958 
(15 U.S.C. 684) and the regulations 
thereunder. 

(ii) Such loss would, but for the pro-
visions of section 1243, be a loss from 
the sale or exchange of a capital asset, 
and 

(iii) At the time of the loss, the com-
pany is licensed to operate as a small 
business investment company pursuant 
to regulations promulgated by the 
Small Business Administration (13 CFR 
part 107). 

If section 582(c) does not apply for the 
taxable year, see subparagraph (2) of 
this paragraph. 

(2) Taxable years beginning before July 
11, 1974. For taxable years beginning 
after September 2, 1958, but before July 
11, 1974, a small business investment 
company to which section 582(c) does 
not apply, and which sustains a loss as 
a result of the worthlessness, or on the 
sale or exchange, of the securities of a 
small business concern (as defined in 
section 103(5) of the Small Business In-
vestment Act of 1958, as amended (15 
U.S.C. 662(5)) and in 13 CFR 107.3), shall 
treat such loss as a loss from the sale 
or exchange of property which is not a 
capital asset if: 

(i) The securities are either the con-
vertible debentures, or the stock issued 
pursuant to the conversion privilege 
thereof, acquired in accordance with 
the provisions of section 304 of the 
Small Business Investment Act of 1958 
(15 U.S.C. 684) and the regulations 
thereunder. 

(ii) Such loss would, but for the pro-
visions of this subparagraph, be a loss 
from the sale or exchange of a capital 
asset, and 

(iii) At the time of the loss, the com-
pany is licensed to operate as a small 
business investment company pursuant 
to regulations promulgated by the 
Small Business Administration (13 CFR 
part 107). 

If section 582(c) applies for the taxable 
year, see subparagraph (1) of this para-
graph. 

(b) Material to be filed with return. A 
small business investment company 
which claims a deduction for a loss on 
the convertible debentures (pursuant 
to paragraph (a)(2) of this section) or 
stock (pursuant to paragraph (a) (1) or 
(2) of this section) of a small business 
concern shall submit with its income 
tax return a statement that it is a Fed-
eral licensee under the Small Business 
Investment Act of 1958 (15 U.S.C. chap-
ter 14B). The statement shall also set 
forth: the name and address of the 
small business concern with respect to 
whose securities the loss was sus-
tained, the number of shares of stock 
or the number and denomination of de-
bentures with respect to which the loss 
is claimed, the basis and selling price 
thereof, and the respective dates of 
purchase and sale of the securities, or 
the reason for their worthlessness and 
the approximate date thereof. For the 
rules applicable in determining the 
worthlessness of securities, see section 
165 and the regulations thereunder. 

[T.D. 7171, 37 FR 5621, Mar. 17, 1972] 

§ 1.1244(a)–1 Loss on small business 
stock treated as ordinary loss. 

(a) In general. Subject to certain con-
ditions and limitations, section 1244 
provides that a loss on the sale or ex-
change (including a transaction treated 
as a sale or exchange, such as worth-
lessness) of section 1244 stock which 
would otherwise be treated as a loss 
from the sale or exchange of a capital 
asset shall be treated as a loss from the 
sale or exchange of an asset which is 
not a capital asset (referred to in this 
section and §§ 1.1244(b)–1 to 1.1244(e)–1, 
inclusive, as an ordinary loss). Such a 
loss shall be allowed as a deduction 
from gross income in arriving at ad-
justed gross income. The requirements 
that must be satisfied in order that 
stock may be considered section 1244 
stock are described in §§ 1.1244(c)–1 and 
1.1244(c)–2. These requirements relate 
to the stock itself and the corporation 
issuing such stock. In addition, the 
taxpayer who claims an ordinary loss 
deduction pursuant to section 1244 
must satisfy the requirements of para-
graph (b) of this section. 

(b) Taxpayers entitled to ordinary loss. 
The allowance of an ordinary loss de-
duction for a loss of section 1244 stock 
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is permitted only to the following two 
classes of taxpayers: 

(1) An individual sustaining the loss 
to whom the stock was issued by a 
small business corporation, or 

(2) An individual who is a partner in 
a partnership at the time the partner-
ship acquired the stock in an issuance 
from a small business corporation and 
whose distributive share of partnership 
items reflects the loss sustained by the 
partnership. The ordinary loss deduc-
tion is limited to the lesser of the part-
ner’s distributive share at the time of 
the issuance of the stock or the part-
ner’s distributive share at the time the 
loss is sustained. In order to claim a 
deduction under section 1244 the indi-
vidual, or the partnership, sustaining 
the loss must have continuously held 
the stock from the date of issuance. A 
corporation, trust, or estate is not en-
titled to ordinary loss treatment under 
section 1244 regardless of how the stock 
was acquired. An individual who ac-
quires stock from a shareholder by pur-
chase, gift, devise, or in any other 
manner is not entitled to an ordinary 
loss under section 1244 with respect to 
this stock. 

Thus, ordinary loss treatment is not 
available to a partner to whom the 
stock is distributed by the partnership. 
Stock acquired through an investment 
banking firm, or other person, partici-
pating in the sale of an issue may qual-
ify for ordinary loss treatment only if 
the stock is not first issued to the firm 
or person. Thus, for example, if the 
firm acts as a selling agent for the 
issuing corporation the stock may 
qualify. On the other hand, stock pur-
chased by an investment firm and sub-
sequently resold does not qualify as 
section 1244 stock in the hands of the 
person acquiring the stock from the 
firm. 

(c) Examples. The provisions of para-
graph (b) of this section may be illus-
trated by the following examples: 

Example 1. A and B, both individuals, and 
C, a trust, are equal partners in a partner-
ship to which a small business corporation 
issues section 1244 stock. The partnership 
sells the stock at a loss. A’s and B’s distribu-
tive share of the loss may be treated as an 
ordinary loss pursuant to section 1244, but 
C’s distributive share of the loss may not be 
so treated. 

Example 2. The facts are the same as in ex-
ample (1) except that the section 1244 stock 
is distributed by the partnership to partner 
A and he subsequently sells the stock at a 
loss. Section 1244 is not applicable to the loss 
since A did not acquire the stock by issuance 
from the small business corporation. 

[T.D. 6495, 25 FR 9675, Oct. 8, 1960, as amended 
by T.D. 7779, 46 FR 29467, June 2, 1981] 

§ 1.1244(b)–1 Annual limitation. 

(a) In general. Subsection (b) of sec-
tion 1244 imposes a limitation on the 
aggregate amount of loss that for any 
taxable year may be treated as an ordi-
nary loss by a taxpayer by reason of 
that section. In the case of a partner-
ship, the limitation is determined sepa-
rately as to each partner. Any amount 
of loss in excess of the applicable limi-
tation is treated as loss from the sale 
or exchange of a capital asset. 

(b) Amount of loss—(1) Taxable years 
beginning after December 31, 1978. For 
any taxable year beginning after De-
cember 31, 1978, the maximum amount 
that may be treated as an ordinary loss 
under section 1244 is: 

(i) $50,000, or 
(ii) $100,000, if a husband and wife file 

a joint return under section 6013. 

These limitations on the maximum 
amount of ordinary loss apply whether 
the loss or losses are sustained on pre- 
November 1978 stock (as defined in 
§ 1.1244 (c)–1 (a)(1)), post-November 1978 
stock (as defined in § 1.1244 (c)–1 (a)(2)), 
or on any combination of pre-Novem-
ber 1978 stock and post-November 1978 
stock. The limitation referred to in (ii) 
applies to a joint return whether the 
loss or losses are sustained by one or 
both spouses. 

(2) Taxable years ending before Novem-
ber 6, 1978. For any taxable year ending 
before November 6, 1978, the maximum 
amount that may be treated as an ordi-
nary loss under section 1244 is: 

(i) $25,000 or 
(ii) $50,000, if a husband and wife file 

a joint return under section 6013. 

The limitation referred to in (ii) ap-
plies to a joint return whether the loss 
or losses are sustained by one or both 
spouses. 

(3) Taxable years including November 6, 
1978. For a taxable year including No-
vember 6, 1978, the maximum amount 
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that may be treated as ordinary loss 
under section 1244 is the sum of: 

(i) The amount calculated by apply-
ing the limitations described in sub-
paragraph (1) of this paragraph (b) to 
the amount of loss, if any, sustained 
during the taxable year on post-No-
vember 1978 stock, plus 

(ii) The amount calculated by apply-
ing the limitations described in sub-
paragraph (2) of this paragraph (b) to 
the amount of loss, if any, sustained 
during the taxable year on pre-Novem-
ber 1978 stock, 

To the extent this sum does not exceed 
$50,000, or, if a husband and wife file a 
joint return under section 6013 for the 
taxable year, $100,000. 

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

Example 1. A, a married taxpayer who files 
a joint return for the taxable year ending 
December 31, 1977, sustains a $50,000 loss 
qualifying under section 1244 on pre-Novem-
ber 1978 stock in Corporation X and an equal 
amount of loss qualifying under section 1244 
on pre-November 1978 stock in Corporation 
Y. A is limited to $50,000 of ordinary loss 
under paragraph (b)(2)(ii). The remaining 
$50,000 of loss is treated as loss from the sale 
or exchange of a capital asset. 

Example 2. For the taxable year ending De-
cember 31, 1979, B, a married taxpayer who 
files a joint return, sustains a $90,000 loss on 
post-November 1978 stock in Corporation X. 
In the same taxable year, C, B’s spouse, sus-
tains a $25,000 loss on post-November 1978 
stock in Corporation Y. Both losses qualify 
under section 1244. B and C’s ordinary loss is 
limited to $100,000 under paragraph (b)(1)(ii). 
The remaining $15,000 of loss is treated as 
loss from the sale or exchange of a capital 
asset. 

Example 3. D, a married taxpayer who files 
a joint return and reports income on a fiscal 
year basis for the taxable year ending No-
vember 30, 1978, sustains a $60,000 loss quali-
fying under section 1244 on pre-November 
1978 stock and a $40,000 loss qualifying under 
section 1244 on post-November 1978 stock. D’s 
ordinary loss on pre-November 1978 stock is 
limited to $50,000 under subparagraph (3)(ii) 
of this paragraph (b). D’s $40,000 loss on post- 
November 1978 stock is within the limit of 
subparagraph (3)(i) of this paragraph (b). The 
total of these losses, $90,000, is the aggregate 
amount deductible by D as ordinary loss 
under section 1244. The remaining $10,000 of 
loss is treated as loss from the sale or ex-
change of a capital asset. 

Example 4. E, a married taxpayer who files 
a joint return for the taxable year ending 

December 31, 1980, sustains a $75,000 loss 
qualifying under section 1244 on pre-Novem-
ber 1978 stock and a $10,000 loss qualifying 
under section 1244 on post-November 1978 
stock. E may deduct the total of these 
losses, $85,000, as ordinary loss under para-
graph (b)(1)(ii). 

Example 5. Assume the same facts as in the 
preceding example, except that the losses are 
sustained in the taxable year beginning Jan-
uary 1, 1978, and ending December 31, 1978. E 
is limited to $60,000 of ordinary loss ($50,000 
on pre-November 1978 stock plus $10,000 on 
post-November 1978 stock) under paragraph 
(b)(3). The remaining $25,000 of loss is treated 
as loss from the sale or exchange of a capital 
asset. 

Example 6. F, a married taxpayer who files 
a joint return for the taxable year beginning 
January 1, 1978, and ending December 31, 
1978, sustains a $75,000 loss qualifying under 
section 1244 on pre-November 1978 stock and 
a $125,000 loss qualifying under section 1244 
on post-November 1978 stock. F’s loss on pre- 
November 1978 stock is limited to $50,000 of 
ordinary loss under subparagraph (3)(ii) of 
this paragraph (b). F’s loss on post-November 
1978 stock is limited to $100,000 of ordinary 
loss under subparagraph (3)(i) of this para-
graph (b). The total of these losses, $150,000, 
is limited to $100,000 of ordinary loss under 
paragraph (b)(3). F’s aggregate amount of or-
dinary loss under section 1244 is $100,000. The 
remaining $100,000 of loss is treated as loss 
from the sale or exchange of a capital asset. 

[T.D. 7779, 46 FR 29467, June 2, 1981] 

§ 1.1244(c)–1 Section 1244 stock de-
fined. 

(a) In general. For purposes of 
§§ 1.1244(a)–1 to 1.1244(e)–1, inclusive: 

(1) The term pre-November 1978 stock 
means stock issued after June 30, 1958, 
and on or before November 6, 1978. 

(2) The term post-November 1978 stock 
means stock issued after November 6, 
1978. 

In order that stock may qualify as section 
1244 stock, the requirements described in 
paragraphs (b) through (e) of this section 
must be satisfied. In addition, the require-
ments of paragraph (f) of this section must 
be satisfied in the case of pre-November 1978 
stock. Whether these requirements have 
been met is determined at the time the stock 
is issued, except for the requirement in para-
graph (e) of this section. Whether the re-
quirement in paragraph (e) of this section, 
relating to gross receipts of the corporation, 
has been satisfied is determined at the time 
a loss is sustained. Therefore, at the time of 
issuance it cannot be said with certainty 
that stock will qualify for the benefits of 
section 1244. 
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(b) Common stock. Only common 
stock, either voting or nonvoting, in a 
domestic corporation may qualify as 
section 1244 stock. For purposes of sec-
tion 1244, neither securities of the cor-
poration convertible into common 
stock nor common stock convertible 
into other securities of the corporation 
are treated as common stock. An in-
crease in the basis of outstanding stock 
as a result of a contribution to capital 
is not treated as an issuance of stock 
under section 1244. For definition of do-
mestic corporation, see section 
7701(a)(4) and the regulations under 
that section. 

(c) Small business corporation. At the 
time the stock is issued (or, in the case 
of pre-November 1978 stock, at the time 
of adoption of the plan described in 
paragraph (f)(1) of this section) the cor-
poration must be a small business cor-
poration. See § 1.1244(c)–2 for the defini-
tion of a small business corporation. 

(d) Issued for money or other property. 
(1) The stock must be issued to the tax-
payer for money or other property 
transferred by the taxpayer to the cor-
poration. However, stock issued in ex-
change for stock or securities, includ-
ing stock or securities of the issuing 
corporation, cannot qualify as section 
1244 stock, except as provided in 
§ 1.1244(d)–3, relating to certain cases 
where stock is issued in exchange for 
section 1244 stock. Stock issued for 
services rendered or to be rendered to, 
or for the benefit of, the issuing cor-
poration does not qualify as section 
1244 stock. Stock issued in consider-
ation for cancellation of indebtedness 
of the corporation shall be considered 
issued in exchange for money or other 
property unless such indebtedness is 
evidenced by a security, or arises out 
of the performance of personal serv-
ices. 

(2) The following examples illustrate 
situations where stock fails to qualify 
as section 1244 stock as a result of the 
rules in subparagraph (1) of this para-
graph: 

Example 1. A taxpayer owns stock of Cor-
poration X issued to him prior to July 1, 
1958. Under a plan adopted in 1977, he ex-
changes his stock for a new issuance of stock 
of Corporation X. The stock received by the 
taxpayer in the exchange may not qualify as 
section 1244 stock even if the corporation has 

adopted a valid plan and is a small business 
corporation. 

Example 2. A taxpayer owns stock in Cor-
poration X. Corporation X merges into Cor-
poration Y. In exchange for his stock, Cor-
poration Y issues shares of its stock to the 
taxpayer. The stock in Corporation Y does 
not qualify as section 1244 stock even if the 
stock exchanged by the taxpayer did qualify. 

Example 3. Corporation X transfers part of 
its business assets to Corporation Y, a new 
corporation, and all of the stock of Corpora-
tion Y is issued directly to the shareholders 
of Corporation X. Since the Corporation Y 
stock was not issued to the shareholders for 
a transfer by them of money or other prop-
erty, none of the Corporation Y stock in the 
hands of the shareholders can qualify. 

(e) Gross receipts. (1)(i)(a) Except as 
provided in subparagraph (2) of this 
paragraph, stock will not qualify under 
section 1244, if 50 percent or more of 
the gross receipts of the corporation, 
for the period consisting of the five 
most recent taxable years of the cor-
poration ending before the date the 
loss on such stock is sustained by the 
shareholders, is derived from royalties, 
rents, dividends, interest, annuities, 
and sales or exchanges of stock or secu-
rities. If the corporation has not been 
in existence for five taxable years end-
ing before such date, the percentage 
test referred to in the preceding sen-
tence applies to the period of the tax-
able years ending before such date dur-
ing which the corporation has been in 
existence; and if the loss is sustained 
during the first taxable year of the cor-
poration such test applies to the period 
beginning with the first day of such 
taxable year and ending on the day be-
fore the loss is sustained. The test 
under this paragraph shall be made on 
the basis of total gross receipts, except 
that gross receipts from the sales or 
exchanges of stock or securities shall 
be taken into account only to the ex-
tent of gains therefrom. The term gross 
receipts as used in section 1244(c)(1)(C) 
is not synonymous with gross income. 
Gross receipts means the total amount 
received or accrued under the method 
of accounting used by the corporation 
in computing its taxable income. Thus, 
the total amount of receipts is not re-
duced by returns and allowances, cost, 
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or deductions. For example, gross re-
ceipts will include the total amount re-
ceived or accrued during the corpora-
tion’s taxable year from the sale or ex-
change (including a sale or exchange to 
which section 337 applies) of any kind 
of property, from investments, and for 
services rendered by the corporation. 
However, gross receipts does not in-
clude amounts received in nontaxable 
sales or exchanges (other than those to 
which section 337 applies), except to 
the extent that gain is recognized by 
the corporation, nor does that term in-
clude amounts received as a loan, as a 
repayment of a loan, as a contribution 
to capital, or on the issuance by the 
corporation of its own stock. 

(b) The meaning of the term gross re-
ceipts as used in section 1244(c)(1)(C) 
may be further illustrated by the fol-
lowing examples: 

Example 1. A corporation on the accrual 
method sells property (other than stock or 
securities) and receives payment partly in 
money and partly in the form of a note pay-
able at a future time. The amount of the 
money and the face amount of the note 
would be considered gross receipts in the 
taxable year of the sale and would not be re-
duced by the adjusted basis of the property, 
the costs of sale, or any other amount. 

Example 2. A corporation has a long-term 
contract as defined in paragraph (a) of 
§ 1.451–3 with respect to which it reports in-
come according to the percentage-of-comple-
tion method as described in paragraph (b)(1) 
of § 1.451–3. The portion of the gross contract 
price which corresponds to the percentage of 
the entire contract which has been com-
pleted during the taxable year shall be in-
cluded in gross receipts for such year. 

Example 3. A corporation which regularly 
sells personal property on the installment 
plan elects to report its taxable income from 
the sale of property (other than stock or se-
curities) on the installment method in ac-
cordance with section 453. The installment 
payments actually received in a given tax-
able year of the corporation shall be included 
in gross receipts for such year. 

(ii) The term royalties as used in sub-
division (i) of this subparagraph means 
all royalties, including mineral, oil, 
and gas royalties (whether or not the 
aggregate amount of such royalties 
constitutes 50 percent or more of the 
gross income of the corporation for the 
taxable year), and amounts received for 
the privilege of using patents, copy-
rights, secret processes and formulas, 

good will, trademarks, trade brands, 
franchises, and other like property. 
The term royalties does not include 
amounts received upon the disposal of 
timber, coal, or domestic iron ore with 
a retained economic interest to which 
the special rules of section 631 (b) and 
(c) apply or amounts received from the 
transfer of patent rights to which sec-
tion 1235 applies. For the definition of 
mineral, oil, or gas royalties, see para-
graph (b)(11) (ii) and (iii) of § 1.543–1. 
For purposes of this subdivision, the 
gross amount of royalties shall not be 
reduced by any part of the cost of the 
rights under which they are received or 
by any amount allowable as a deduc-
tion in computing taxable income. 

(iii) The term rents as used in sub-
division (i) of this subparagraph means 
amounts received for the use of, or 
right to use, property (whether real or 
personal) of the corporation, whether 
or not such amounts constitute 50 per-
cent or more of the gross income of the 
corporation for the taxable year. The 
term rents does not include payments 
for the use or occupancy of rooms or 
other space where significant services 
are also rendered to the occupant, such 
as for the use or occupancy of rooms or 
other quarters in hotels, boarding 
houses, or apartment houses furnishing 
hotel services, or in tourist homes, 
motor courts, or motels. Generally, 
services are considered rendered to the 
occupant if they are primarily for his 
convenience and are other than those 
usually or customarily rendered in con-
nection with the rental of rooms or 
other space for occupancy only. The 
supplying of maid service, for example, 
constitutes such services; whereas the 
furnishing of heat and light, the clean-
ing of public entrances, exits, stair-
ways, and lobbies, the collection of 
trash, etc., are not considered as serv-
ices rendered to the occupant. Pay-
ments for the use or occupancy of en-
tire private residences or living quar-
ters in duplex or multiple housing 
units, of offices in an office building, 
etc., are generally rents under section 
1244(c)(1)(C). Payments for the parking 
of automobiles ordinarily do not con-
stitute rents. Payments for the 
warehousing of goods or for the use of 
personal property do not constitute 
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rents if significant services are ren-
dered in connection with such pay-
ments. 

(iv) The term dividends as used in 
subdivision (i) of this subparagraph in-
cludes dividends as defined in section 
316, amounts required to be included in 
gross income under section 551 (relat-
ing to foreign personal holding com-
pany income taxed to United States 
shareholders), and consent dividends 
determined as provided in section 565. 

(v) The term interest as used in sub-
division (i) of this subparagraph means 
any amounts received for the use of 
money (including tax-exempt interest). 

(vi) The term annuities as used in 
subdivision (i) of this subparagraph 
means the entire amount received as 
an annuity under an annuity, endow-
ment, or life insurance contract, re-
gardless of whether only part of such 
amount would be includible in gross in-
come under section 72. 

(vii) For purposes of subdivision (i) of 
this subparagraph, gross receipts from 
the sales or exchanges of stock or secu-
rities are taken into account only to 
the extent of gains therefrom. Thus, 
the gross receipts from the sale of a 
particular share of stock will be the ex-
cess of the amount realized over the 
adjusted basis of such share. If the ad-
justed basis should equal or exceed the 
amount realized on the sale or ex-
change of a certain share of stock, 
bond, etc., there would be no gross re-
ceipts resulting from the sale of such 
security. Losses on sales or exchanges 
of stock or securities do not offset 
gains on the sales or exchanges of 
other stock or securities for purposes 
of computing gross receipts from such 
sales or exchanges. Gross receipts from 
the sale or exchange of stocks and se-
curities include gains received from 
such sales or exchanges by a corpora-
tion even though such corporation is a 
regular dealer in stocks and securities. 
For the meaning of the term stocks or 
securities, see paragraph (b)(5)(i) of 
§ 1.543–1. 

(2) The requirement of subparagraph 
(1) of this paragraph need not be satis-
fied if for the applicable period the ag-
gregate amount of deductions allowed 
to the corporation exceeds the aggre-
gate amount of its gross income. But 
for this purpose the deductions allowed 

by section 172, relating to the net oper-
ating loss deduction, and by sections 
242, 243, 244, and 245, relating to certain 
special deductions for corporations, 
shall not be taken into account. Not-
withstanding the provisions of this 
subparagraph and of subparagraph (1) 
of this paragraph, pursuant to the spe-
cific delegation of authority granted in 
section 1244(e) to prescribe such regula-
tions as may be necessary to carry out 
the purposes of section 1244, ordinary 
loss treatment will not be available 
with respect to stock of a corporation 
which is not largely an operating com-
pany within the five most recent tax-
able years (or such lesser period as the 
corporation is in existence) ending be-
fore the date of the loss. Thus, for ex-
ample, assume that a person who is not 
a dealer in real estate forms a corpora-
tion which issues stock to him which 
meets all the formal requirements of 
section 1244 stock. The corporation 
then acquires a piece of unimproved 
real estate which it holds as an invest-
ment. The property declines in value 
and the stockholder sells his stock at a 
loss. The loss does not qualify for ordi-
nary loss treatment under section 1244 
but must be treated as a capital loss. 

(3) In applying subparagraphs (1) and 
(2) of this paragraph to a successor cor-
poration in a reorganization described 
in section 368(a)(1)(F), such corporation 
shall be treated as the same corpora-
tion as its predecessor. See paragraph 
(d)(2) of § 1.1244(d)–3. 

(f) Special rules applicable to pre-No-
vember 1978 stock. (1)(i) Pre-November 
1978 common stock must have been 
issued under a written plan adopted by 
the corporation after June 30, 1958, and 
on or before November 6, 1978, to offer 
only this stock during a period speci-
fied in the plan ending not later than 2 
years after the date the plan is adopt-
ed. The 2-year requirement referred to 
in the preceding sentence is met if the 
period specified in the plan is based 
upon the date when, under the rules or 
regulations of a Government agency re-
lating to the issuance of the stock, the 
stock may lawfully be sold, and it is 
clear that this period will end, and in 
fact does end, within 2 years after the 
plan is adopted. The plan must specifi-
cally state, in terms of dollars, the 
maximum amount to be received by 
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the corporation in consideration for 
the stock to be issued under the plan. 
See § 1.1244(c)–2 for the limitation on 
the amount that may be received by 
the corporation under the plan. 

(ii) To qualify, the pre-November 1978 
stock must be issued during the period 
of the offer, which period must end not 
later than two years after the date the 
plan is adopted. Pre-November 1978 
stock which is subscribed for during 
the period of the plan but not issued 
during this period cannot qualify as 
section 1244 stock. Pre-November 1978 
stock issued on the exercise of a stock 
right, stock warrant, or stock option 
(which right, warrant, or option was 
not outstanding at the time the plan 
was adopted) will be treated as issued 
under a plan only if the right, warrant, 
or option is applicable solely to 
unissued stock offered under the plan 
and is exercised during the period of 
the plan. 

(iii) Pre-November 1978 stock sub-
scribed for prior to the adoption of the 
plan, including stock subscribed for 
prior to the date the corporation comes 
into existence, may be considered 
issued under a plan adopted by the cor-
poration if the stock is not in fact 
issued prior to the adoption of the 
plan. 

(iv) Pre-November 1978 stock issued 
for a payment which, alone or together 
with prior payments, exceeds the max-
imum amount that may be received 
under the plan, is not considered issued 
under the plan, and none of the stock 
can qualify as section 1244 stock. See 
§ 1.1244(c)–2(b) for a different rule with 
respect to post-November 1978 stock. 

(2) Pre-November 1978 stock does not 
qualify as section 1244 stock if at the 
time of the adoption of the plan under 
which it is issued there remains 
unissued any portion of a prior offering 
of stock. Thus, if any portion of an out-
standing offering of common or pre-
ferred stock is unissued at the time of 
the adoption of the plan, stock issued 
under the plan will not qualify as sec-
tion 1244 stock. An offer is outstanding 
unless and until it is withdrawn by af-
firmative action before the plan is 
adopted. Stock rights, stock warrants, 
stock options, or securities convertible 
into stock, that are outstanding at the 
time the plan is adopted, are consid-

ered prior offerings. The authorization 
in the corporate charter to issue stock 
different from stock offered under the 
plan or in excess of stock offered under 
the plan is not of itself a prior offering. 

(3)(i) Even though the plan satisfies 
the requirements of subparagraph (1) of 
this paragraph (f), if another offering of 
pre-November 1978 stock is made by the 
corporation subsequent to, or simulta-
neous with, the adoption of the plan, 
pre-November 1978 stock issued under 
the plan after the other offering does 
not qualify as section 1244 stock. The 
issuance of stock options, stock rights, 
or stock warrants at any time during 
the period of the plan, that are exer-
cisable on stock other than stock of-
fered under the plan, is considered a 
subsequent offering. Similarly, the 
issuance of pre-November 1978 stock 
other than that offered under the plan 
is considered a subsequent offering. Be-
cause stock issued upon exercise of a 
converson privilege is stock issued for 
a security, and stock issued under a 
stock option granted in whole or in 
part for services is not issued for 
money or other property, the issuance 
of securities with a conversion privi-
lege and the issuance of such a stock 
option are subsequent offerings, be-
cause the conversion privilege and the 
stock option are exercisable with re-
spect to stock other than that which 
may properly be offered under the plan. 
Pre-November 1978 stock issued under 
the plan before a subsequent offering is 
not disqualified because of the subse-
quent offering. The rule of the subpara-
graph, together with the rule of sub-
paragraph (2) of this paragraph (f), re-
lating to offers prior to the adoption of 
the plan, limits pre-November 1978 sec-
tion 1244 stock to stock issued by the 
corporation during a period when any 
stock issued by it must have been 
issued under the plan. 

(ii) Any modification of a plan that 
changes the offering to include pre-
ferred stock, or that increases the 
amount of pre-November 1978 stock 
that may be issued under the plan to 
such an extent that the requirements 
of paragraph (c) of this section would 
not have been satisfied if determined 
with reference to this amount as of the 
date the plan was initially adopted, or 
that extends the period of time during 
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which stock may be issued under the 
plan to more than 2 years from the 
date the plan was initially adopted, is 
considered a subsequent offering, and 
no stock issued after this offering may 
qualify. However, a corporation may 
withdraw a plan and adopt a new plan 
to issue stock. To determine whether 
stock issued under this new plan may 
qualify, this paragraph (f) must be ap-
plied with respect to the new plan as of 
the date of its adoption. For example, 
amounts received for stock under the 
prior plan must be taken into account 
in determining whether the statutory 
requirements relating to definition of 
small business corporation are satis-
fied. In applying the requirements of 
paragraph (c) of this section, reference 
should be made to equity capital as of 
the date the new plan is adopted. The 
same principles apply if the period of 
the initial plan expires and the cor-
poration adopts a new plan. 

[T.D. 7779, 46 FR 29468, June 2, 1981] 

§ 1.1244(c)–2 Small business corpora-
tion defined. 

(a) In general. A corporation is treat-
ed as a small business corporation if it 
is a domestic corporation that satisfies 
the requirements described in para-
graph (b) or (c) of this section. The re-
quirements of paragraph (b) of this sec-
tion apply if a loss is sustained on post- 
November 1978 stock. The requirements 
of paragraph (c) of this section apply if 
a loss is sustained on pre-November 
1978 stock. If losses are sustained on 
both pre-November 1978 stock and post- 
November 1978 stock in the same tax-
able year, the requirements of para-
graph (b) of this section are applied to 
the corporation at the time of the 
issuance of the stock (as required by 
paragraph (b) in the case of a loss on 
post-November 1978 stock) in order to 
determine whether the loss on post-No-
vember 1978 stock qualifies as a section 
1244 loss, and the requirements of para-
graph (c) of this section are applied to 
the corporation at the time of the 
adoption of the plan (as required by 
paragraph (c) in the case of a loss on 
pre-November 1978 stock) in order to 
determine whether the loss on pre-No-
vember 1978 stock qualifies as a section 
1244 loss. For definition of domestic 

corporation, see section 7701 (a)(4) and 
the regulations under that section. 

(b) Post-November 1978 stock—(1) 
Amount received by corporation for stock. 
Capital receipts of a small business 
corporation may not exceed $1,000,000. 
For purposes of this paragraph the 
term capital receipts means the aggre-
gate dollar amount received by the cor-
poration for its stock, as a contribu-
tion to capital, and as paid-in surplus. 
If the $1,000,000 limitation is exceeded, 
the rules of subparagraph (2) of this 
paragraph (b) apply. In making these 
determinations, (i) property is taken 
into account at its adjusted basis to 
the corporation (for determining gain) 
as of the date received by the corpora-
tion, and (ii) this aggregate amount is 
reduced by the amount of any liability 
to which the property was subject and 
by the amount of any liability assumed 
by the corporation at the time the 
property was received. Capital receipts 
are not reduced by distributions to 
shareholders, even though the distribu-
tions may be capital distributions. 

(2) Requirement of designation in event 
$1,000,000 limitation exceeded. (i) If cap-
ital receipts exceed $1,000,000, the cor-
poration shall designate as section 1244 
stock certain shares of post-November 
1978 common stock issued for money or 
other property in the transitional year. 
For purposes of this paragraph, the 
term transitional year means the first 
taxable year in which capital receipts 
exceed $1,000,000 and in which the cor-
poration issues stock. This designation 
shall be made in accordance with the 
rules of subdivision (iii) of this para-
graph (b)(2). The amount received for 
designated stock shall not exceed 
$1,000,000 less amounts received— 

(A) In exchange for stock in years 
prior to the transitional year; 

(B) As contributions to capital in 
years prior to the transitional year; 
and 

(C) As paid-in surplus in years prior 
to the transitional year. 

(ii) Post-November 1978 common 
stock issued for money or other prop-
erty before the transitional year quali-
fies as section 1244 stock without af-
firmative designation by the corpora-
tion. Post-November 1978 common 
stock issued after the transitional year 
does not qualify as section 1244 stock. 
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(iii) The corporation shall make the 
designation required by subdivision (i) 
of this paragraph (b)(2) not later than 
the 15th day of the third month fol-
lowing the close of the transitional 
year. However, in the case of post-No-
vember 1978 common stock issued on or 
before June 2, 1981 the corporation 
shall make the required designation by 
August 3, 1981 or by the 15th day of the 
3rd month following the close of the 
transitional year, whichever is later. 
The designation shall be made by en-
tering the numbers of the qualifying 
share certificates on the corporation’s 
records. If the shares do not bear serial 
numbers or other identifying numbers 
or letters, or are not represented by 
share certificates, the corporation 
shall make an alternative designation 
in writing at the time of issuance, or, 
in the case of post-November 1978 com-
mon stock issued on or before June 2, 
1981 by August 3, 1981. This alternative 
designation may be made in any man-
ner sufficient to identify the shares 
qualifying for section 1244 treatment. If 
the corporation fails to make a des-
ignation by share certificate number or 
an alternative written designation as 
described, the rules of subparagraph (3) 
of this paragraph (b) apply. 

(3) Allocation of section 1244 benefit in 
event corporation fails to designate quali-
fying shares. If a corporation issues 
post-November 1978 stock in the transi-
tional year and fails to designate cer-
tain shares of post-November 1978 com-
mon stock as section 1244 stock in ac-
cordance with the rules of subpara-
graph (2) of this paragraph (b), the fol-
lowing rules apply: 

(i) Section 1244 treatment is extended 
to losses sustained on post-November 
1978 common stock issued for money or 
other property in taxable years before 
the transitional year and is withheld 
from losses sustained on post-Novem-
ber 1978 stock issued in taxable years 
after the transitional year. 

(ii) Post-1958 capital received before 
the transitional year is subtracted 
from $1,000,000. 

iii) Subject to the annual limitation 
described in § 1.1244(b)–1, an ordinary 
loss on post-November 1978 common 
stock issued for money or other prop-
erty in the transitional year is allowed 
in an amount which bears the same 

ratio to the total loss sustained by the 
individual as: 

(A) The amount described in 
§ 1.1244(c)–2(b) (3) (ii) bears to 

(B) The total amount of money and 
other property received by the corpora-
tion in exchange for stock, as a con-
tribution to capital, and as paid-in sur-
plus in the transitional year. 

(4) Examples. The provisions of this 
paragraph (b) may be illustrated by the 
following examples: 

Example 1. On December 1, 1978, Corpora-
tion W, a newly-formed corporation, issues 
10,000 shares of common stock at $125 a share 
for an amount (determined under subpara-
graph (1) of this paragraph (b)) of money and 
other property totaling $1,250,000. The board 
of directors specifies that 8,000 shares are 
section 1244 stock and records the certificate 
numbers of the qualifying shares in its min-
utes. Because Corporation W issued post-No-
vember 1978 common stock in exchange for 
money and other property exceeding 
$1,000,000, but has designated shares of stock 
as section 1244 stock and the designated 
shares were issued in exchange for money 
and other property not exceeding $1,000,000 
(8,000 shares × $125 price per share = 
$1,000,000), the 8,000 designated shares qualify 
as section 1244 stock. 

Example 2. Corporation X comes into exist-
ence on June 1, 1979. On June 10, 1979, Cor-
poration X issues 2,500 shares of common 
stock at $250 per share to shareholder A and 
2,500 shares of common stock at $250 per 
share to shareholder B. By written agree-
ment dated September 1, 1981, shareholder A 
and shareholder B determine that 1,500 of 
shareholder A’s shares and all of shareholder 
B’s shares will be treated as section 1244 
stock. Although shareholder A’s 1,500 shares 
and shareholder B’s 2,500 shares were issued 
for money and other property not exceeding 
$1,000,000 (4,000 shares × $250 price per share = 
$1,000,000, these 4,000 shares do not qualify as 
section 1244 stock under the rules of subpara-
graph (2) of this paragraph (b) for three rea-
sons: The agreement of September 1, 1979, (i) 
did not identify which 1,500 of shareholder 
A’s 2,500 shares were intended to qualify for 
section 1244 treatment, (ii) was made by the 
shareholders and not by Corporation X, and 
(iii) was made later than the 15th day of the 
third month following the close of the tran-
sitional year. However, certain of the shares 
issued by Corporation X may qualify as sec-
tion 1244 stock under the rules of subpara-
graph (3) of this paragraph (b). See example 
(4). 

Example 3. On December 1, 1980, Corpora-
tion Y issues common stock to shareholder A 
in exchange for $500,000 in cash. On August 1, 
1981, Corporation Y issues common stock to 
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shareholder B in exchange for property hav-
ing an adjusted basis to Corporation Y of 
$500,000. On December 1, 1981, B transfers a 
tract of land having a basis in B’s hands of 
$250,000 to Corporation Y as a contribution to 
capital. Under section 362(a)(2) of the Code, 
Corporation Y takes a basis of $250,000 in the 
tract of land. Corporation Y is a calendar 
year corporation. On February 15, 1982, it 
designates all of shareholder B’s stock as 
section 1244 stock by entering the numbers 
of the qualifying certificates on the corpora-
tion’s records. The designation made by Cor-
poration Y is effective because it identifies 
which shares of its stock qualify for section 
1244 treatment, was made in writing before 
the 15th day of the 3rd month following the 
close of the transitional year (1981), and be-
cause the amount received for designated 
stock does not exceed $1,000,000, less amounts 
received (i) in exchange for stock in years 
prior to the transitional year; (ii) as con-
tributions to capital in years prior to the 
transitional year; and (iii) as paid-in surplus 
in years prior to the transitional year. Nev-
ertheless, in the event of B’s sale of his stock 
at a loss, the increase in basis attributable 
to his December, 1981, contribution to cap-
ital will be treated as allocable to stock that 
is not section 1244 stock under § 1.1244(d)–2. 

Example 4. Corporation Z, a newly-formed 
corporation, issues 10,000 shares of common 
stock at $200 per share on July 1, 1979. In ex-
change for its stock Corporation Z receives 
property (other than stock or securities) 
having a basis to the corporation of $400,000, 
and $1,600,000 in cash, for a total of $2,000,000. 
Corporation Z fails to designate any of the 
issued shares as section 1244 stock. Share-
holder C purchases 2,500 shares of the 10,000 
shares of Corporation Z stock for $500,000 on 
July 1, 1979. Subsequently, shareholder C 
sells the 2,500 shares for $400,000. Shareholder 
C may treat $50,000 of the $100,000 loss as an 
ordinary loss under section 1244. The amount 
of that loss is computed under the rule of 
subparagraph (3) of this paragraph (b) as fol-
lows: 

X [C’s section 1244 loss] 

=

$1,000,000 [$1,000,000 
¥0 = $1,000,000] 

$100,000 [C’s total loss] $2,000,000 [total amount 
received by Corporation Z] 

X = $50,000 

The remaining $50,000 is not treated as an or-
dinary loss under section 1244. 

Example 5. (i) Corporation V, a newly- 
formed corporation, issues common stock to 
shareholder A and shareholder B on June 15, 
1980, in exchange for $800,000 in cash ($400,000 
from A and $400,000 from B). On September 
15, 1981, the corporation issues common 
stock to shareholder C in exchange for 
$600,000 in cash. On January 1, 1982, common 
stock is issued to shareholder D in exchange 

for $100,000 in cash. Corporation V fails to 
designate any of the issued shares as section 
1244 stock. A, B, C, and D subsequently sell 
their Corporation Y stock at a loss. 

(ii) Subject to the annual limitation dis-
cussed in § 1.1244(b)–1, A and B may treat 
their entire loss as an ordinary loss under 
section 1244. D may not treat any part of his 
loss as an ordinary loss under section 1244. 
Subject to the annual limitation, one-third 
of the loss sustained by shareholder C is 
treated as an ordinary loss under section 
1244. These results are calculated under the 
rules of subparagraph (3) of this paragraph 
(b) as follows: First, section 1244 treatment 
is extended to post-November 1978 stock 
issued to A and B in 1980, a taxable year be-
fore the transitional year (1981); section 1244 
treatment is withheld from the stock issued 
to D in 1982, a taxable year after the transi-
tional year. Second $800,000 the amount of 
post-1958 capital received in taxable years 
before the transitional year, is subtracted 
from $1,000,000 to leave $200,000. Third, sub-
ject to the annual limitation, an ordinary 
loss is allowed to C in an amount which 
bears the same ratio to his total loss as the 
amount calculated in the preceding sentence 
($200,000) bears to the total amount received 
by the corporation in the transitional year 
in exchange for stock, as a contribution to 
capital, or as paid-in surplus ($600,000). 

Example 6. Corporation V comes into exist-
ence on July 1, 1982. On that date it issues 10 
shares of voting common stock to share-
holder A in exchange for $500,000 and 5 shares 
of voting common stock to shareholder B in 
exchange for $250,000, designating the shares 
issued to both A and B as section 1244 stock. 
On September 15, 1982, Corporation V re-
ceives a contribution to capital from share-
holders A and B having a basis in their hands 
of $225,000. On February 1, 1983, Corporation 
V issues one share of stock to shareholder C 
in exchange for $50,000. Corporation V may 
designate one-half of the share issued to 
shareholder C as section 1244 stock under 
§ 1.1244(c)–2 (b)(2). In 1982 the corporation re-
ceived $750,000 for stock ($500,000 from A and 
$250,000 from B) and $225,000 as a capital con-
tribution, totaling $975,000 in capital re-
ceipts. The receipt of $50,000 from share-
holder C in exchange for stock in 1983 causes 
capital receipts to exceed $1,000,000 and 1983 
thus becomes Corporation V’s transitional 
year. Corporation V may receive only $25,000 
for designated stock in 1983 under the rule 
set forth in § 1.1244 (c)–2 (b)(2)(i), which states 
that the amount received for designated 
stock shall not exceed $1,000,000, less 
amounts received (i) in exchange for stock in 
years prior to the transitional year ($750,000 
from A and B), (ii) as contributions to cap-
ital in years prior to the transitional year 
($225,000), and (iii) as paid-in surplus in years 
prior to the transitional year ($0). Thus, one- 
half of C’s share (representing the receipt of 
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$25,000) may be designated as section 1244 
stock by Corporation V. In the event of the 
sale of A’s stock or B’s stock at a loss, the 
increase in basis attributable to their con-
tribution to capital will be treated as allo-
cable to stock that is not section 1244 stock 
under § 1.1244(d)–2. 

(c) Pre-November 1978 stock—(1) 
Amount received by corporation for stock. 
At the time of the adoption of the plan, 
the sum of the aggregate dollar 
amount to be paid for pre-November 
1978 stock that may be offered under 
the plan plus the aggregate amount of 
money and other property that has 
been received by the corporation after 
June 30, 1958, and on or before Novem-
ber 6, 1978, for its stock, as a contribu-
tion to capital by its shareholders, and 
as paid-in surplus must not exceed 
$500,000. In making these determina-
tions (i) property is taken into account 
at its adjusted basis to the corporation 
(for determining gain) as of the date re-
ceived by the corporation, and (ii) this 
aggregate amount is reduced by the 
amount of any liability to which the 
property was subject and by the 
amount of any liability assumed by the 
corporation at the time the property 
was received. For purposes of the 
$500,000 test, the total amount of 
money and other property received for 
stock, as a contribution to capital, and 
as paid-in surplus is not reduced by dis-
tributions to shareholders, even though 
the distributions may be capital dis-
tributions. Thus, once the total 
amount of money and other property 
received after June 30, 1958, reaches 
$500,000, the corporation is precluded 
from subsequently issuing pre-Novem-
ber 1978 stock. For a different rule that 
applies to post-November 1978 stock see 
§ 1.1244(c)–2(b). 

(2) Equity capital. The sum of the ag-
gregate dollar amount to be paid for 
pre-November 1978 stock that may be 
offered under the plan plus the equity 
capital of the corporation (determined 
on the date of the adoption of the plan) 
may not exceed $1,000,000. For this pur-
pose, equity capital is the sum of the 
corporation’s money and other prop-
erty (in an amount equal to its ad-
justed basis for determining gain) less 
the amount of the corporation’s indebt-
edness to persons other than its share-
holders. 

(3) Examples. The provisions of this 
paragraph (c) may be illustrated by the 
following examples: 

Example 1. Corporation W comes into exist-
ence on December 1, 1958. On that date the 
corporation may adopt a plan to issue com-
mon stock for an amount (determined under 
subparagraph (1) of this paragraph (c)) not in 
excess of $500,000 during a period ending not 
later than November 30, 1960. Such corpora-
tion will qualify as a small business corpora-
tion as of the date that the plan is adopted. 
However, if the corporation adopts a plan to 
issue stock for an amount in excess of 
$500,000 it is not a small business corporation 
at the time the plan is adopted and no stock 
issued under the plan may qualify as section 
1244 stock. If the cost of organizing corpora-
tion W amounted to $1,000 and constituted 
paid-in surplus or a contribution to capital, 
such amount must be taken into account in 
determining the amount that may be re-
ceived under the plan, with the result that 
only $499,000 may be so received. 

Example 2. On December 1, 1958, Corpora-
tion X, a newly formed corporation, adopts a 
plan to issue common stock for an amount 
(determined under subparagraph (1) of this 
paragraph (c)) not in excess of $500,000 during 
a period ending not later than November 30, 
1960. By January 1, 1960, the corporation has, 
pursuant to the plan, issued at par, stock 
having an aggregate par value of $400,000, 
$200,000 of which was issued for $200,000 cash, 
and $200,000 of which was issued for property 
(other than stock or securities) having a 
basis to the corporation of $100,000 and a fair 
market value of $200,000. The corporation 
may, prior to November 30, 1960, issue stock 
for an amount not in excess of $200,000 cash 
or property having a basis to it not in excess 
of $200,000. Stock issued for any payment 
which, alone or together with any payments 
received after January 1, 1960, exceeds such 
$200,000 amount would not qualify as section 
1244 stock because it would not be issued 
pursuant to the plan. 

Example 3. Assume that on December 1, 
1958, Corporation Y, a newly formed corpora-
tion, adopts a plan to issue common stock 
for an amount (determined under subpara-
graph (1) of this paragraph (c)) not in excess 
of $500,000 during a period ending not later 
than November 30, 1960. By January 1960 the 
corporation has received $400,000 cash for 
stock issued pursuant to the plan, but due to 
business successes the equity capital of the 
corporation exceeds $1,000,000. Since the eq-
uity capital test is made as of the date that 
the plan is adopted, the corporation may 
still, prior to November 30, 1960, issue section 
1244 stock pursuant to the plan until the full 
amount specified in the plan has been re-
ceived. 

Example 4. Subsequent to June 30, 1958, Cor-
poration Z receives a total of $600,000 cash on 
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the issuance of its stock. In 1960 Corporation 
Z redeems shares of its stock for the total 
amount of $300,000 and the redemptions re-
duce Corporation Z’s capital to substantially 
less than $500,000. Notwithstanding the re-
demptions, pre-November 1978 stock subse-
quently issued by Corporation Z will not 
qualify as section 1244 stock because the 
$500,000 limitation has been previously ex-
ceeded. 

[T.D. 7779, 46 FR 29470, June 2, 1981, as 
amended by T.D. 7837, 47 FR 42729, Sept. 29, 
1982; 60 FR 16575, Mar. 31, 1995] 

§ 1.1244(d)–1 Contributions of property 
having basis in excess of value. 

(a) In general. (1) Section 1244(d)(1) 
(A) provides a special rule which limits 
the amount of loss on section 1244 
stock that may be treated as an ordi-
nary loss. This rule applies only when 
section 1244 stock is issued by a cor-
poration in exchange for property that, 
immediately before the exchange, has 
an adjusted basis (for determining loss) 
in excess of its fair market value. If 
section 1244 stock is issued in exchange 
for such property and the basis of such 
stock in the hands of the taxpayer is 
determined by reference to the basis of 
such property, then for purposes of sec-
tion 1244, the basis of such stock shall 
be reduced by an amount equal to the 
excess, at the time of the exchange, of 
the adjusted basis of the property over 
its fair market value. 

(2) The provisions of section 1244(d) 
(1)(A) do not affect the basis of stock 
for purposes other than section 1244. 
Such provisions are to be used only in 
determining the portion of the total 
loss sustained that may be treated as 
an ordinary loss pursuant to section 
1244. 

(b) Transfer of more than one item. If a 
taxpayer exchanges several items of 
property for stock in a single trans-
action so that the basis of the property 
transferred is allocated evenly among 
the shares of stock received, the com-
putation under this section should be 
made by reference to the aggregate fair 
market value and the aggregate basis 
of the property transferred. 

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

Example 1. B transfers property with an ad-
justed basis of $1,000 and a fair market value 
of $250 to a corporation for 10 shares of sec-

tion 1244 stock in an exchange that qualifies 
under section 351. The basis of B’s stock is 
$1,000 ($100 per share), but, solely for pur-
poses of section 1244, the total basis of the 
stock must be reduced by $750, the excess of 
the adjusted basis of the property exchanged 
over its fair market value. Thus, the basis of 
such stock for purposes of section 1244 is $250 
and the basis of each share for such purposes 
is $25. If B sells his 10 shares for $250, he will 
recognize a loss of $750, all of which must be 
treated as a capital loss. If he sells the 10 
shares for $200, then $50 of his total loss of 
$800 will be treated as an ordinary loss under 
section 1244, assuming the various require-
ments of such section are satisfied, and the 
remaining $750 will be a capital loss. 

Example 2. B owns property with a basis of 
$20,000. The fair market value of the property 
unencumbered is $15,000 but the property is 
subject to a $2,000 mortgage. B transfers the 
encumbered property to a corporation for 100 
shares of section 1244 stock in an exchange 
that qualifies under section 351. The basis of 
the shares, determined in accordance with 
section 358, is $18,000 or $180 per share, but 
solely for purposes of section 1244 the basis is 
$13,000 ($130 per share), which is its basis for 
purposes other than section 1244, reduced by 
$5,000, the excess of the adjusted basis, im-
mediately before the exchange, of the prop-
erty transferred over its fair market value. 

Example 3. C transfers business assets to a 
corporation for 100 shares of section 1244 
stock in an exchange that qualifies under 
section 351. The assets transferred are as fol-
lows: 

Basis Fair mar-
ket value 

Cash .............................................. $10,000 $10,000 
Inventory ........................................ 15,000 30,000 
Depreciable property ..................... 50,000 20,000 
Land ............................................... 25,000 10,000 

100,000 70,000 

The basis for the shares received by C is 
$100,000, which is applied $1,000 to each share. 
However, the basis of the shares for purposes 
of section 1244 is $70,000 ($700 per share), the 
basis for general purposes reduced by $30,000, 
the excess of the aggregate adjusted basis of 
the property transferred over the aggregate 
fair market value of such property. 

[T.D. 6495, 25 FR 9679, Oct. 8, 1960] 

§ 1.1244(d)–2 Increases in basis of sec-
tion 1244 stock. 

(a) In general. If subsequent to the 
time of its issuance there is for any 
reason, including the operation of sec-
tion 1376(a), an increase in the basis of 
section 1244 stock, such increase shall 
be treated as allocable to stock which 
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is not section 1244 stock. Therefore, a 
loss on stock, the basis of which has 
been increased subsequent to its 
issuance, must be apportioned between 
the part that qualifies as section 1244 
stock and the part that does not so 
qualify. Only the loss apportioned to 
the part that so qualifies may be treat-
ed as an ordinary loss pursuant to sec-
tion 1244. The amount of loss appor-
tioned to the part that qualifies is the 
amount which bears the same ratio to 
the total loss as the basis of the stock 
which is treated as allocated to section 
1244 stock bears to the total basis of 
the stock. 

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

Example: For $10,000 a corporation issues 
100 shares of section 1244 stock to X. X later 
contributes $2,000 to the capital of the cor-
poration and this increases the total basis of 
his 100 shares to $12,000. Subsequently, he 
sells the 100 shares for $9,000. Of the $3,000 
loss, $2,500 is allocated to the portion of the 
stock that qualifies as section 1244 stock 
($10,000/$12,000 of $3,000), and the remaining 
$500 is allocated to the portion of the stock 
that does not so qualify. Therefore, to the 
extent of $2,500, the loss may be treated as an 
ordinary loss assuming the various require-
ments of section 1244 stock are satisfied. 
However, the remaining $500 loss must be 
treated as a capital loss. 

[T.D. 6495, 25 FR 9680, Oct. 8, 1960] 

§ 1.1244(d)–3 Stock dividend, recapital-
izations, changes in name, etc. 

(a) In general. Section 1244(c)(1) pro-
vides that stock may not qualify for 
the benefits of section 1244 unless it is 
issued to the taxpayer for money or 
other property not including stock or 
securities. However, section 1244(d)(2) 
authorizes exceptions to this rule. The 
exceptions may apply in three situa-
tions: (1) The receipt of a stock divi-
dend; (2) the exchange of stock for 
stock pursuant to a reorganization de-
scribed in section 368(a)(1)(E); and (3) 
the exchange of stock for stock pursu-
ant to a reorganization described in 
section 368(a)(1)(F). 

(b) Stock dividends. (1) If common 
stock is received by an individual or 
partnership in a nontaxable distribu-
tion under section 305(a) made solely 
with respect to stock owned by such in-
dividual or partnership which meets 

the requirements of section 1244 stock 
determinable at the time of the dis-
tribution, then the common stock so 
received will also be treated as meeting 
such requirements. For purposes of this 
paragraph and paragraphs (c) and (d) of 
this section, the requirements of sec-
tion 1244 stock determinable at the 
time of the distribution or exchange 
are all of the requirements of section 
1244(c)(1) other than the one described 
in subparagraph (C) thereof, relating to 
the gross receipts test. 

(2) If, however, such stock dividend is 
received by such individual or partner-
ship partly with respect to stock meet-
ing the requirements of section 1244 
stock determinable at the time of the 
distribution, and partly with respect to 
stock not meeting such requirements, 
then only part of the stock received as 
a stock dividend will be treated as 
meeting such requirements. Assuming 
all the shares with respect to which the 
dividend is received have equal rights 
to dividends, such part is the number 
of shares which bears the same ratio to 
the total number of shares received as 
the number of shares owned imme-
diately before the stock dividend which 
meets such qualifications bears to the 
total number of shares with respect to 
which the stock dividend is received. In 
determining the basis of shares re-
ceived in the stock dividend and of the 
shares held before the stock dividend, 
section 307 shall apply as if two sepa-
rate nontaxable stock dividends were 
made, one with respect to the shares 
that meet the requirements and the 
other with respect to shares that do 
not meet the requirements. 

(3) The provisions of subparagraphs 
(1) and (2) of this paragraph may be il-
lustrated by the following examples: 

Example 1. Corporation X issues 100 shares 
of its common stock to B for $1,000. Subse-
quently, in a nontaxable stock dividend B re-
ceives 5 more shares of common stock of Cor-
poration X. If the 100 shares meet all the re-
quirements of section 1244 stock deter-
minable at the time of the distribution of 
the stock dividend, the 5 additional shares 
shall also be treated as meeting such re-
quirements. 

Example 2. In 1959, Corporation Y issues 100 
shares of its common stock to C for $1,000 
and these shares meet the requirements of 
section 1244 stock determinable at the time 
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of the issuance. In 1960, C purchases an addi-
tional 200 shares of such stock from another 
shareholder for $3,000; however, these shares 
do not meet the requirements of section 1244 
stock because they were not originally 
issued to C by the corporation. In 1961, C re-
ceives 15 shares of Corporation Y common 
stock as a stock dividend. Of the shares re-
ceived, 5 shares, the number received with 
respect to the 100 shares of stock which met 
the requirements of section 1244 at the time 
of the distribution, i.e., 100/300 × 15, shall also 
be treated as meeting such requirements. 
The remaining 10 shares do not meet such re-
quirements as they are not received with re-
spect to section 1244 stock. The basis of such 
5 shares is determined by applying section 
307 as if the 5 shares were received as a sepa-
rate stock dividend made solely with respect 
to shares that meet the requirements of sec-
tion 1244 stock at the time of the distribu-
tion. Thus, the basis of the 5 shares is $47.61 
(5⁄105 of $1,000). 

(c) Recapitalizations. (1) If, pursuant 
to a recapitalization described in sec-
tion 368(a)(1)(E), common stock of a 
corporation is received by an indi-
vidual or partnership in exchange for 
stock of such corporation meeting the 
requirements of section 1244 stock de-
terminable at the time of the ex-
change, such common stock shall be 
treated as meeting such requirements. 

(2) If common stock is received pur-
suant to such a recapitalization partly 
in exchange for stock meeting the re-
quirements of section 1244 stock deter-
minable at the time of the exchange 
and partly in exchange for stock not 
meeting such requirements, then only 
part of such common stock will be 
treated as meeting such requirements. 
Such part is the number of shares 
which bears the same ratio to the total 
number of shares of common stock so 
received as the basis of the shares 
transferred which meet such require-
ments bears to the basis of all the 
shares transferred for such common 
stock. The basis allocable, pursuant to 
section 358, to the common stock which 
is treated as meeting such require-
ments is limited to the basis of stock 
that meets such requirements trans-
ferred in the exchange. 

(3) The provisions of subparagraphs 
(1) and (2) of this paragraph may be il-
lustrated by the following examples: 

Example 3. A owns 500 shares of voting com-
mon stock of Corporation X. Corporation X 
revises its capital structure to provide for 

two classes of common stock: Class A voting 
and Class B nonvoting. In a recapitalization 
described in subparagraph (E) of section 
368(a)(1). A exchanges his 500 shares for 750 
shares of Class B nonvoting stock. If the 500 
shares meet all the requirements of section 
1244 stock determinable at the time of the 
exchange, the 750 shares received in the ex-
change are treated as meeting such require-
ments. 

Example 4. B owns 500 shares of common 
stock of Corporation X with a basis of $5,000, 
and 100 shares of preferred stock of that cor-
poration with a basis of $2,500. Pursuant to a 
recapitalization described in section 
368(a)(1)(E), B exchanges all of his shares for 
900 shares of common stock of Corporation 
X. The 500 common shares meet the require-
ments of section 1244 stock determinable at 
the time of the exchange, but the 100 pre-
ferred shares do not meet such requirements 
since only common stock may qualify. Of the 
900 common shares received, 600 shares 
($5,000/$7,500×900 shares) are treated as meet-
ing the requirements of section 1244 stock at 
the time of the exchange, because they are 
deemed to be received in exchange for the 500 
common shares which met such require-
ments. The remaining 300 shares do not meet 
such requirements as they are not deemed to 
be received in exchange for section 1244 
stock. The basis of the 600 shares is $5,000, 
the basis of the relinquished shares meeting 
the requirements of section 1244. 

(d) Change of name, etc. (1) If, pursu-
ant to a reorganization described in 
section 368(a)(1)(F), common stock of a 
successor corporation is received by an 
individual or partnership in exchange 
for stock of the predecessor corpora-
tion meeting the requirements of sec-
tion 1244 stock determinable at the 
time of the exchange, such common 
stock shall be treated as meeting such 
requirements. If common stock is re-
ceived pursuant to such a reorganiza-
tion partly in exchange for stock meet-
ing the requirements of section 1244 
stock determinable at the time of the 
exchange and partly in exchange for 
stock not meeting such requirements, 
the principles of paragraph (c)(2) of 
this section apply in determinating the 
number of shares received which are 
treated as meeting the requirements of 
section 1244 stock and the basis of 
those shares. 

(2) For purposes of paragraphs (1)(C) 
and (3)(A) of section 1244(c), a successor 
corporation in a reorganization de-
scribed in section 368(a)(1)(F) shall be 
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treated as the same corporation as its 
predecessor. 

[T.D. 7779, 46 FR 29472, June 2, 1981] 

§ 1.1244(d)–4 Net operating loss deduc-
tion. 

(a) General rule. For purpose of sec-
tion 172, relating to the net operating 
loss deduction, any amount of loss that 
is treated as an ordinary loss under 
section 1244 (taking into account the 
annual dollar limitation of that sec-
tion) shall be treated as attributable to 
the trade or business of the taxpayer. 
Therefore, this loss is allowable in de-
termining the taxpayer’s net operating 
loss for a taxable year and is not sub-
ject to the application of section 
172(d)(4), relating to nonbusiness deduc-
tions. A taxpayer may deduct the max-
imum of ordinary loss permitted under 
section 1244(b) even though all or a por-
tion of the taxpayer’s net operating 
loss carryback or carryover for the tax-
able year was, when incurred, a loss on 
section 1244 stock. 

(b) Example. The provisions of this 
section may be illustrated by the fol-
lowing example: 

Example: A, a single individual, computes a 
net operating loss of $15,000 for 1980 in ac-
cordance with the rules of § 1.172–3, relating 
to net operating loss in case of a taxpayer 
other than a corporation. Included within 
A’s computation of this net operating loss is 
a deduction arising under section 1244 for a 
loss on small business stock. A had no tax-
able income in 1977, 1978, or 1979. Assume 
that A can carry over the entire $15,000 loss 
under the rules of section 172. In 1981 A has 
gross income of $75,000 and again sustains a 
loss on section 1244 stock. The amount of A’s 
1981 loss on section 1244 stock is $50,000. A 
may deduct the full $50,000 as an ordinary 
loss under section 1244 and the full $15,000 as 
a net operating loss carryover in 1981. 

[T.D. 7779, 46 FR 29473, June 2, 1981] 

§ 1.1244(e)–1 Records to be kept. 
(a) By the corporation—(1) Mandatory 

records. A plan to issue pre-November 
1978 stock must appear upon the 
records of the corporation. Any des-
ignation of post-November 1978 stock 
under § 1.1244(c)–2(b)(2) also must ap-
pear upon the records of the corpora-
tion. 

(2) Discretionary records. In order to 
substantiate an ordinary loss deduc-
tion claimed by its shareholders, the 

corporation should maintain records 
showing the following: 

(i) The persons to whom stock was 
issued, the date of issuance to these 
persons, and a description of the 
amount and type of consideration re-
ceived from each; 

(ii) If the consideration received is 
property, the basis in the hands of the 
shareholder and the fair market value 
of the property when received by the 
corporation; 

(iii) The amount of money and the 
basis in the hands of the corporation of 
other property received for its stock, 
as a contribution to capital, and as 
paid-in surplus; 

(iv) Financial statements of the cor-
poration, such as its income tax re-
turns, that identify the source of the 
gross receipt of the corporation for the 
period consisting of the five most re-
cent taxable years of the corporation, 
or, if the corporation has not been in 
existence for 5 taxable years, for the 
period of the corporation’s existence; 

(v) Information relating to any tax- 
free stock dividend made with respect 
to section 1244 stock and any reorga-
nization in which stock is transferred 
by the corporation in exchange for sec-
tion 1244 stock; and 

(vi) With respect to pre-November 
1978 stock; 

(A) Which certificates represent 
stock issued under the plan; 

(B) The amount of money and the 
basis in the hands of the corporation of 
other property received after June 30, 
1958, and before the adoption of the 
plan, for its stock, as a contribution to 
capital, and as paid-in surplus; and 

(C) The equity capital of the corpora-
tion on the date of adoption of the 
plan. 

(b) By the taxpayer. A person who 
claims an ordinary loss with respect to 
stock under section 1244 must have 
records sufficient to establish that the 
taxpayer is entitled to the loss and sat-
isfies the requirements of section 1244. 
See also section 6001, requiring records 
to be maintained. 

In addition, a person who owns section 
1244 stock in a corporation shall main-
tain records sufficient to distinguish 
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such stock from any other stock he 
may own in the corporation. 

[T.D. 6495, 25 FR 9681, Oct. 8, 1960, as amended 
by T.D. 7779, 46 FR 29473, June 2, 1981; 46 FR 
31881, June 18, 1981; T.D. 8594, 60 FR 20898, 
Apr. 28, 1995] 

§ 1.1245–1 General rule for treatment 
of gain from dispositions of certain 
depreciable property. 

(a) General. (1) In general, section 
1245(a)(1) provides that, upon a disposi-
tion of an item of section 1245 property, 
the amount by which the lower of (i) 
the recomputed basis of the property, or 
(ii) the amount realized on a sale, ex-
change, or involuntary conversion (or 
the fair market value of the property 
on any other disposition), exceeds the 
adjusted basis of the property shall be 
treated as gain from the sale or ex-
change of property which is neither a 
capital asset nor property described in 
section 1231 (that is, shall be recog-
nized as ordinary income). The amount 
of such gain shall be determined sepa-
rately for each item of section 1245 
property. In general, the term recom-
puted basis means the adjusted basis of 
property plus all adjustments reflected 
in such adjusted basis on account of de-
preciation allowed or allowable for all 
periods after December 31, 1961. See 
section 1245(a)(2) and § 1.1245–2. Gen-
erally, the ordinary income treatment 
applies even though in the absence of 
section 1245 no gain would be recog-
nized under the Code. For example, if a 
corporation distributes section 1245 
property as a dividend, gain may be 
recognized as ordinary income to the 
corporation even though, in the ab-
sence of section 1245, section 311(a) 
would preclude any recognition of gain 
to the corporation. For the definition 
of section 1245 property, see section 
1245(a)(3) and § 1.1245–3. For exceptions 
and limitations to the application of 
section 1245(a)(1), see section 1245(b) 
and § 1.1245–4. 

(2) Section 1245(a)(1) applies to dis-
positions of section 1245 property in 
taxable years beginning after Decem-
ber 31, 1962, except that: 

(i) In respect of section 1245 property 
which is an elevator or escalator, sec-
tion 1245(a)(1) applies to dispositions 
after December 31, 1963, and 

(ii) In respect of section 1245 property 
which is livestock (described in sub-
paragraph (4) of § 1.1245–3(a)), section 
1245(a)(1) applies to dispositions made 
in taxable years beginning after De-
cember 31, 1969, and 

(iii) [Reserved]. 
(3) For purposes of this section and 

§§ 1.1245–2 through 1.1245–6, the term 
disposition includes a sale in a sale-and- 
leaseback transaction and a transfer 
upon the foreclosure of a security in-
terest, but such term does not include 
a mere transfer of title to a creditor 
upon creation of a security interest or 
to a debtor upon termination of a secu-
rity interest. Thus, for example, a dis-
position occurs upon a sale of property 
pursuant to a conditional sales con-
tract even though the seller retains 
legal title to the property for purposes 
of security but a disposition does not 
occur when the seller ultimately gives 
up his security interest following pay-
ment by the purchaser. 

(4) For purposes of applying section 
1245, the facts and circumstances of 
each disposition shall be considered in 
determining what is the appropriate 
item of section 1245 property. A tax-
payer may treat any number of units of 
section 1245 property in any particular 
depreciation account (as defined in 
§ 1.167(a)–7) as one item of section 1245 
property as long as it is reasonably 
clear, from the best estimates obtain-
able on the basis of all the facts and 
circumstances, that the amount of gain 
to which section 1245(a)(1) applies is 
not less than the total of the gain 
under section 1245(a)(1) which would be 
computed separately for each unit. 
Thus, for example, if 50 units of section 
1245 property X, 25 units of section 1245 
property Y, and other property are ac-
counted for in one depreciation ac-
count, and if each such unit is sold at 
a gain in one transaction in which the 
total gain realized on the sale exceeds 
the sum of the adjustments reflected in 
the adjusted basis (as defined in para-
graph (a)(2) of § 1.1245–2) of each such 
unit on account of depreciation allowed 
or allowable for periods after December 
31, 1961, all 75 units may be treated as 
one item of section 1245 property. If, 
however, 5 such units of section 1245 
property Y were sold at a loss, then 
only 70 of such units (50 of X plus the 
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20 of Y sold at a gain) may be treated 
as one item of section 1245 property. 

(5) In case of a sale, exchange, or in-
voluntary conversion of section 1245 
and non-section 1245 property in one 
transaction, the total amount realized 
upon the disposition shall be allocated 
between the section 1245 property and 
the non-section 1245 property in pro-
portion to their respective fair market 
values. In general, if a buyer and seller 
have adverse interests as to the alloca-
tion of the amount realized between 
the section 1245 property and the non- 
section 1245 property, any arm’s length 
agreement between the buyer and the 
seller will establish the allocation. In 
the absence of such an agreement, the 
allocation shall be made by taking into 
account the appropriate facts and cir-
cumstances. Some of the facts and cir-
cumstances which shall be taken into 
account to the extent appropriate in-
clude, but are not limited to, a com-
parison between the section 1245 prop-
erty and all the property disposed of in 
such transaction of (i) the original cost 
and reproduction cost of construction, 
erection, or production, (ii) the re-
maining economic useful life, (iii) state 
of obsolescence, and (iv) anticipated 
expenditures to maintain, renovate, or 
to modernize. 

(b) Sale, exchange, or involuntary con-
version. (1) In the case of a sale, ex-
change, or involuntary conversion of 
section 1245 property, the gain to which 
section 1245(a)(1) applies is the amount 
by which (i) the lower of the amount 
realized upon the disposition of the 
property or the recomputed basis of the 
property, exceeds (ii) the adjusted basis 
of the property. 

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

Example 1. On January 1, 1964, Brown pur-
chases section 1245 property for use in his 
manufacturing business. The property has a 
basis for depreciation of $3,300. After taking 
depreciation deductions of $1,300 (the amount 
allowable), Brown realizes after selling ex-
penses the amount of $2,900 upon sale of the 
property on January 1, 1969. Brown’s gain is 
$900 ($2,900 amount realized minus $2,000 ad-
justed basis). Since the amount realized upon 
disposition of the property ($2,900) is lower 
than its recomputed basis ($3,300, i.e., $2,000 
adjusted basis plus $1,300 in depreciation de-
ductions), the entire gain is treated as ordi-

nary income under section 1245(a)(1) and not 
as gain from the sale or exchange of property 
described in section 1231. 

Example 2. Assume the same facts as in ex-
ample (1) except that Brown exchanges the 
section 1245 property for land which has a 
fair market value of $3,700, thereby realizing 
a gain of $1,700 ($3,700 amount realized minus 
$2,000 adjusted basis). Since the recomputed 
basis of the property ($3,300) is lower than 
the amount realized upon its disposition 
($3,700), the excess of recomputed basis over 
adjusted basis, or $1,300, is treated as ordi-
nary income under section 1245(a)(1). The re-
maining $400 of the gain may be treated as 
gain from the sale or exchange of property 
described in section 1231. 

(c) Other dispositions. (1) In the case of 
a disposition of section 1245 property 
other than by way of a sale, exchange, 
or involuntary conversion, the gain to 
which section 1245(a)(1) applies is the 
amount by which (i) the lower of the 
fair market value of the property on 
the date of disposition or the recom-
puted basis of the property, exceeds (ii) 
the adjusted basis of the property. If 
property is transferred by a corpora-
tion to a shareholder for an amount 
less than its fair market value in a sale 
or exchange, for purposes of applying 
section 1245 such transfer shall be 
treated as a disposition other than by 
way of a sale, exchange, or involuntary 
conversion. 

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

Example 1. X Corporation distributes sec-
tion 1245 property to its shareholders as a 
dividend. The property has an adjusted basis 
of $2,000 to the corporation, a recomputed 
basis of $3,300, and a fair market value of 
$3,100. Since the fair market value of the 
property ($3,100) is lower than its recom-
puted basis ($3,300), the excess of fair market 
value over adjusted basis, or $1,100, is treated 
under section 1245(a)(1) as ordinary income 
to the corporation even though, in the ab-
sence of section 1245, section 311(a) would 
preclude recognition of gain to the corpora-
tion. 

Example 2. Assume the same facts as in ex-
ample (1) except that X Corporation distrib-
utes the section 1245 property to its share-
holders in complete liquidation of the cor-
poration. Assume further that section 
1245(b)(3) does not apply and that the fair 
market value of the property is $3,800 at the 
time of the distribution. Since the recom-
puted basis of the property ($3,300) is lower 
than its fair market value ($3,800), the excess 
of recomputed basis over adjusted basis, or 
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$1,300, is treated under section 1245(a)(1) as 
ordinary income to the corporation even 
though, in the absence of section 1245, sec-
tion 336 would preclude recognition of gain 
to the corporation. 

(d) Losses. Section 1245(a)(1) does not 
apply to losses. Thus, section 1245(a)(1) 
does not apply if a loss is realized upon 
a sale, exchange, or involuntary con-
version of property, all of which is con-
sidered section 1245 property, nor does 
the section apply to a disposition of 
such property other than by way of 
sale, exchange, or involuntary conver-
sion if at the time of the disposition 
the fair market value of such property 
is not greater than its adjusted basis. 

(e) Treatment of partnership and part-
ners. (1) The manner of determining the 
amount of gain recognized under sec-
tion 1245(a)(1) to a partnership may be 
illustrated by the following example: 

Example: A partnership sells for $63 section 
1245 property which has an adjusted basis to 
the partnership of $30 and a recomputed 
basis to the partnership of $60. The partner-
ship recognizes under section 1245(a)(1) gain 
of $30, i.e., the lower of the amount realized 
($63) or recomputed basis ($60), minus ad-
justed basis ($30). This result would not be 
changed if one or more partners had, in re-
spect of the property, a special basis adjust-
ment described in section 743(b) or had taken 
depreciation deductions in respect of such 
special basis adjustment. 

(2)(i) Unless paragraph (e)(3) of this 
section applies, a partner’s distributive 
share of gain recognized under section 
1245(a)(1) by the partnership is equal to 
the lesser of the partner’s share of 
total gain from the disposition of the 
property (gain limitation) or the part-
ner’s share of depreciation or amortiza-
tion with respect to the property (as 
determined under paragraph (e)(2)(ii) of 
this section). Any gain recognized 
under section 1245(a)(1) by the partner-
ship that is not allocated under the 
first sentence of this paragraph (e)(2)(i) 
(excess depreciation recapture) is allo-
cated among the partners whose shares 
of total gain from the disposition of 
the property exceed their shares of de-
preciation or amortization with respect 
to the property. Excess depreciation re-
capture is allocated among those part-
ners in proportion to their relative 
shares of the total gain (including gain 
recognized under section 1245(a)(1)) 
from the disposition of the property 

that is allocated to the partners who 
are not subject to the gain limitation. 
See Example 2 of paragraph (e)(2)(iii) of 
this section. 

(ii)(A) Subject to the adjustments de-
scribed in paragraphs (e)(2)(ii)(B) and 
(e)(2)(ii)(C) of this section, a partner’s 
share of depreciation or amortization 
with respect to property equals the 
total amount of allowed or allowable 
depreciation or amortization pre-
viously allocated to that partner with 
respect to the property. 

(B) If a partner transfers a partner-
ship interest, a share of depreciation or 
amortization must be allocated to the 
transferee partner as it would have 
been allocated to the transferor part-
ner. If the partner transfers a portion 
of the partnership interest, a share of 
depreciation or amortization propor-
tionate to the interest transferred 
must be allocated to the transferee 
partner. 

(C)(1) A partner’s share of deprecia-
tion or amortization with respect to 
property contributed by the partner in-
cludes the amount of depreciation or 
amortization allowed or allowable to 
the partner for the period before the 
property is contributed. 

(2) A partner’s share of depreciation 
or amortization with respect to prop-
erty contributed by a partner is ad-
justed to account for any curative allo-
cations. (See § 1.704–3(c) for a descrip-
tion of the traditional method with cu-
rative allocations.) The contributing 
partner’s share of depreciation or am-
ortization with respect to the contrib-
uted property is decreased (but not 
below zero) by the amount of any cura-
tive allocation of ordinary income to 
the contributing partner with respect 
to that property and by the amount of 
any curative allocation of deduction or 
loss (other than capital loss) to the 
noncontributing partners with respect 
to that property. A noncontributing 
partner’s share of depreciation or am-
ortization with respect to the contrib-
uted property is increased by the non-
contributing partner’s share of any cu-
rative allocation of ordinary income to 
the contributing partner with respect 
to that property and by the amount of 
any curative allocation of deduction or 
loss (other than capital loss) to the 
noncontributing partner with respect 
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to that property. The partners’ shares 
of depreciation or amortization with 
respect to property from which cura-
tive allocations of depreciation or am-
ortization are taken is determined 
without regard to those curative allo-
cations. See Example 3(iii) of paragraph 
(e)(2)(iii) of this section. 

(3) A partner’s share of depreciation 
or amortization with respect to prop-
erty contributed by a partner is ad-
justed to account for any remedial al-
locations. (See § 1.704–3(d) for a descrip-
tion of the remedial allocation meth-
od.) The contributing partner’s share of 
depreciation or amortization with re-
spect to the contributed property is de-
creased (but not below zero) by the 
amount of any remedial allocation of 
income to the contributing partner 
with respect to that property. A non-
contributing partner’s share of depre-
ciation or amortization with respect to 
the contributed property is increased 
by the amount of any remedial alloca-
tion of depreciation or amortization to 
the noncontributing partner with re-
spect to that property. See Example 
3(iv) of paragraph (e)(2)(iii) of this sec-
tion. 

(4) If, under paragraphs (e)(2)(ii)(C)(2) 
and (e)(2)(ii)(C)(3) of this section, the 
partners’ shares of depreciation or am-
ortization with respect to a contrib-
uted property exceed the adjustments 
reflected in the adjusted basis of the 
property under § 1.1245–2(a) at the part-
nership level, then the partnership’s 
gain recognized under section 1245(a)(1) 
with respect to that property is allo-
cated among the partners in proportion 
to their relative shares of depreciation 
or amortization (subject to any gain 
limitation that might apply). 

(5) This paragraph (e)(2)(ii)(C) also 
applies in determining a partner’s 
share of depreciation or amortization 
with respect to property for which dif-
ferences between book value and ad-
justed tax basis are created when a 
partnership revalues partnership prop-
erty pursuant to § 1.704–1(b)(2)(iv)(f). 

(iii) Examples. The application of this 
paragraph (e)(2) may be illustrated by 
the following examples: 

Example 1. Recapture allocations. (i) Facts. A 
and B each contribute $5,000 cash to form 
AB, a general partnership. The partnership 
agreement provides that depreciation deduc-

tions will be allocated 90 percent to A and 10 
percent to B, and, on the sale of depreciable 
property, A will first be allocated gain to the 
extent necessary to equalize A’s and B’s cap-
ital accounts. Any remaining gain will be al-
located 50 percent to A and 50 percent to B. 
In its first year of operations, AB purchases 
depreciable equipment for $5,000. AB depre-
ciates the equipment over its 5-year recovery 
period and elects to use the straight-line 
method. In its first year of operations, AB’s 
operating income equals its expenses (other 
than depreciation). (To simplify this exam-
ple, AB’s depreciation deductions are deter-
mined without regard to any first-year de-
preciation conventions.) 

(ii) Year 1. In its first year of operations, 
AB has $1,000 of depreciation from the part-
nership equipment. In accordance with the 
partnership agreement, AB allocates 90 per-
cent ($900) of the depreciation to A and 10 
percent ($100) of the depreciation to B. At 
the end of the year, AB sells the equipment 
for $5,200, recognizing $1,200 of gain ($5,200 
amount realized less $4,000 adjusted tax 
basis). In accordance with the partnership 
agreement, the first $800 of gain is allocated 
to A to equalize the partners’ capital ac-
counts, and the remaining $400 of gain is al-
located $200 to A and $200 to B. 

(iii) Recapture allocations. $1,000 of the gain 
from the sale of the equipment is treated as 
section 1245(a)(1) gain. Under paragraph 
(e)(2)(i) of this section, each partner’s share 
of the section 1245(a)(1) gain is equal to the 
lesser of the partner’s share of total gain rec-
ognized on the sale of the equipment or the 
partner’s share of total depreciation with re-
spect to the equipment. Thus, A’s share of 
the section 1245(a)(1) gain is $900 (the lesser 
of A’s share of the total gain ($1,000) and A’s 
share of depreciation ($900)). B’s share of the 
section 1245(a)(1) gain is $100 (the lesser of 
B’s share of the total gain ($200) and B’s 
share of depreciation ($100)). Accordingly, 
$900 of the $1,000 of total gain allocated to A 
is treated as ordinary income and $100 of the 
$200 of total gain allocated to B is treated as 
ordinary income. 

Example 2. Recapture allocation subject to 
gain limitation. (i) Facts. A, B, and C form 
general partnership ABC. The partnership 
agreement provides that depreciation deduc-
tions will be allocated equally among the 
partners, but that gain from the sale of de-
preciable property will be allocated 75 per-
cent to A and 25 percent to B. ABC purchases 
depreciable personal property for $300 and 
subsequently allocates $100 of depreciation 
deductions each to A, B, and C, reducing the 
adjusted tax basis of the property to $0. ABC 
then sells the property for $440. ABC allo-
cates $330 of the gain to A (75 percent of $440) 
and allocates $110 of the gain to B (25 percent 
of $440). No gain is allocated to C. 

(ii) Application of gain limitation. Each part-
ner’s share of depreciation with respect to 
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the property is $100. C’s share of the total 
gain from the disposition of the property, 
however, is $0. As a result, under the gain 
limitation provision in paragraph (e)(2)(i) of 
this section, C’s share of section 1245(a)(1) 
gain is limited to $0. 

(iii) Excess depreciation recapture. Under 
paragraph (e)(2)(i) of this section, the $100 of 
section 1245(a)(1) gain that cannot be allo-
cated to C under the gain limitation provi-
sion (excess depreciation recapture) is allo-
cated to A and B (the partners not subject to 
the gain limitation at the time of the alloca-
tion) in proportion to their relative shares of 
total gain from the disposition of the prop-
erty. A’s relative share of the total gain allo-
cated to A and B is 75 percent ($330 of $440 
total gain). B’s relative share of the total 
gain allocated to A and B is 25 percent ($110 
of $440 total gain). However, under the gain 
limitation provision of paragraph (e)(2)(i) of 
this section, B cannot be allocated 25 percent 
of the excess depreciation recapture ($25) be-
cause that would result in a total allocation 
of $125 of depreciation recapture to B (a $100 
allocation equal to B’s share of depreciation 
plus a $25 allocation of excess depreciation 
recapture), which is in excess of B’s share of 
the total gain from the disposition of the 
property ($110). Therefore, only $10 of excess 
depreciation recapture is allocated to B and 
the remaining $90 of excess depreciation re-
capture is allocated to A. A is not subject to 
the gain limitation because A’s share of the 
total gain ($330) still exceeds A’s share of 
section 1245(a)(1) gain ($190). Accordingly, all 
$110 of the total gain allocated to B is treat-
ed as ordinary income ($100 share of depre-
ciation allocated to B plus $10 of excess de-
preciation recapture) and $190 of the total 
gain allocated to A is treated as ordinary in-
come ($100 share of depreciation allocated to 
A plus $90 of excess depreciation recapture). 

Example 3. Determination of partners’ shares 
of depreciation with respect to contributed prop-
erty. (i) Facts.C and D form partnership CD as 
equal partners. C contributes depreciable 
personal property C1 with an adjusted tax 
basis of $800 and a fair market value of $2,800. 
Prior to the contribution, C claimed $200 of 
depreciation from C1. At the time of the con-
tribution, C1 is depreciable under the 
straight-line method and has four years re-
maining on its 5-year recovery period. D con-
tributes $2,800 cash, which CD uses to pur-
chase depreciable personal property D1, 
which is depreciable over seven years under 
the straight-line method. (To simplify the 
example, all depreciation is determined 
without regard to any first-year depreciation 
conventions.) 

(ii) Traditional method. C1 generates $700 of 
book depreciation (1⁄4 of $2,800 book value) 
and $200 of tax depreciation (1⁄4 of $800 ad-
justed tax basis) each year. C and D will each 
be allocated $350 of book depreciation from 
C1 in year 1. Under the traditional method of 

making section 704(c) allocations, D will be 
allocated the entire $200 of tax depreciation 
from C1 in year 1. D1 generates $400 of book 
and tax depreciation each year (1⁄7 of $2,800 
book value and adjusted tax basis). C and D 
will each be allocated $200 of book and tax 
depreciation from D1 in year 1. As a result, 
after the first year of partnership operations, 
C’s share of depreciation with respect to C1 
is $200 (the depreciation taken by C prior to 
contribution) and D’s share of depreciation 
with respect to C1 is $200 (the amount of tax 
depreciation allocated to D). C and D each 
have a $200 share of depreciation with re-
spect to D1. At the end of four years, C’s 
share of depreciation with respect to C1 will 
be $200 (the depreciation taken by C prior to 
contribution) and D’s share of depreciation 
with respect to C1 will be $800 (four years of 
$200 depreciation per year). At the end of 
four years, C and D will each have an $800 
share of depreciation with respect to D1 (four 
years of $200 depreciation per year). 

(iii) Effect of curative allocations. (A) Year 1. 
If the partnership elects to make curative al-
locations under § 1.704–3(c) using depreciation 
from D1, the results will be the same as 
under the traditional method, except that 
$150 of the $200 of tax depreciation from D1 
that would be allocated to C under the tradi-
tional method will be allocated to D as addi-
tional depreciation with respect to C1. As a 
result, after the first year of partnership op-
erations, C’s share of depreciation with re-
spect to C1 will be reduced to $50 (the total 
depreciation taken by C prior to contribu-
tion ($200) decreased by the amount of the 
curative allocation to D ($150)). D’s share of 
depreciation with respect to C1 will be $350 
(the depreciation allocated to D under the 
traditional method ($200) increased by the 
amount of the curative allocation to D 
($150)). C and D will each have a $200 share of 
depreciation with respect to D1. 

(B) Year 4. At the end of four years, C’s 
share of depreciation with respect to C1 will 
be reduced to $0 (the total depreciation 
taken by C prior to contribution ($200) de-
creased, but not below zero, by the amount 
of the curative allocations to D ($600)), and 
D’s share of depreciation with respect to C1 
will be $1,400 (the total depreciation allo-
cated to D under the traditional method 
($800) increased by the amount of the cura-
tive allocations to D ($600)). However, CD’s 
section 1245(a)(1) gain with respect to C1 will 
not be more than $1,000 (CD’s tax deprecia-
tion ($800) plus C’s tax depreciation prior to 
contribution ($200)). Under paragraph 
(e)(2)(ii)(C)(4) of this section, because the 
partners’ shares of depreciation with respect 
to C1 exceed the adjustments reflected in the 
property’s adjusted basis, CD’s section 
1245(a)(1) gain will be allocated in proportion 
to the partners’ relative shares of deprecia-
tion with respect to C1. Because C’s share of 
depreciation with respect to C1 is $0, and D’s 
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share of depreciation with respect to C1 is 
$1,400, all of CD’s $1,000 of section 1245(a)(1) 
gain will be allocated to D. At the end of 
four years, C and D will each have an $800 
share of depreciation with respect to D1 (four 
years of $200 depreciation per year). 

(iv) Effect of remedial allocations. (A) Year 1. 
If the partnership elects to make remedial 
allocations under § 1.704–3(d), there will be 
$600 of book depreciation from C1 in year 1. 
(Under the remedial allocation method, the 
amount by which C1’s book basis ($2,800) ex-
ceeds its tax basis ($800) is depreciated over 
a 5-year life, rather than a 4-year life.) C and 
D will each be allocated one-half ($300) of the 
total book depreciation. As under the tradi-
tional method, D will be allocated all $200 of 
tax depreciation from C1. Because the ceiling 
rule would cause a disparity of $100 between 
D’s book and tax allocations of depreciation, 
D will also receive a $100 remedial allocation 
of depreciation with respect to C1, and C will 
receive a $100 remedial allocation of income 
with respect to C1. As a result, after the first 
year of partnership operations, D’s share of 
depreciation with respect to C1 is $300 (the 
depreciation allocated to D under the tradi-
tional method ($200) increased by the amount 
of the remedial allocation ($100)). C’s share 
of depreciation with respect to C1 is $100 (the 
total depreciation taken by C prior to con-
tribution ($200) decreased by the amount of 
the remedial allocation of income ($100)). C 
and D will each have a $200 share of deprecia-
tion with respect to D1. 

(B) Year 5. At the end of five years, C’s 
share of depreciation with respect to C1 will 
be $0 (the total depreciation taken by C prior 
to contribution ($200) decreased, but not 
below zero, by the total amount of the reme-
dial allocations of income to C ($600)). D’s 
share of depreciation with respect to C1 will 
be $1,400 (the total depreciation allocated to 
D under the traditional method ($800) in-
creased by the total amount of the remedial 
allocations of depreciation to D ($600)). How-
ever, CD’s section 1245(a)(1) gain with respect 
to C1 will not be more than $1,000 (CD’s tax 
depreciation ($800) plus C’s tax depreciation 
prior to contribution ($200)). Under para-
graph (e)(2)(ii)(C)(4) of this section, because 
the partners’ shares of depreciation with re-
spect to C1 exceed the adjustments reflected 
in the property’s adjusted basis, CD’s section 
1245(a)(1) gain will be allocated in proportion 
to the partners’ relative shares of deprecia-
tion with respect to C1. Because C’s share of 
depreciation with respect to C1 is $0, and D’s 
share of depreciation with respect to C1 is 
$1,400, all of CD’s $1,000 of section 1245(a)(1) 
gain will be allocated to D. At the end of five 
years, C and D will each have a $1,000 share 
of depreciation with respect to D1 (five years 
of $200 depreciation per year). 

(iv) Effective date. This paragraph 
(e)(2) is effective for properties ac-

quired by a partnership on or after Au-
gust 20, 1997. However, partnerships 
may rely on this paragraph (e)(2) for 
properties acquired before August 20, 
1997 and disposed of on or after August 
20, 1997. 

(3)(i) If (a) a partner had a special 
basis adjustment under section 743(b) 
in respect of section 1245 property, or 
(b) on the date he acquired his partner-
ship interest by way of a sale or ex-
change (or upon death of another part-
ner) the partnership owned section 1245 
property and an election under section 
754 (relating to optional adjustment to 
basis of partnership property) was in 
effect with respect to the partnership, 
then the amount of gain recognized 
under section 1245(a)(1) by him upon a 
disposition by the partnership of such 
property shall be determined under 
this subparagraph. 

(ii) There shall be allocated to such 
partner, in the same proportion as the 
partnership’s total gain is allocated to 
him as his distributive share under sec-
tion 704, a portion of (a) the common 
partnership adjusted basis for the prop-
erty, and (b) the amount realized by 
the partnership upon the disposition, 
or, if nothing is realized, the fair mar-
ket value of the property. There shall 
also be allocated to him, in the same 
proportion as the partnership’s gain 
recognized under section 1245(a)(1) is 
allocated under subparagraph (2) of 
this paragraph as his distributive share 
of such gain, a portion of the adjust-
ments reflected in the adjusted basis (as 
defined in paragraph (a)(2) of § 1.1245–2) 
of such property. If on the date he ac-
quired his partnership interest by way 
of a sale or exchange the partnership 
owned such property and an election 
under section 754 was in effect, then for 
purposes of the preceding sentence the 
amount of the adjustments reflected in 
the adjusted basis of such property on 
such date shall be deemed to be zero. 
For special rules relating to the 
amount of adjustments reflected in the 
adjusted basis of property after part-
nership transactions, see paragraph 
(c)(6) of § 1.1245–2. 

(iii) The partner’s adjusted basis in 
respect of the property shall be deemed 
to be (a) the portion of the partner-
ship’s adjusted basis for the property 
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allocated to the partner under subdivi-
sion (ii) of this subparagraph, (b) in-
creased by the amount of any special 
basis adjustment described in section 
743(b)(1) (or decreased by the amount of 
any special basis adjustment described 
in section 743(b)(2) which the partner 
may have in respect of the property on 
the date the partnership disposed of 
the property. 

(iv) The partner’s recomputed basis 
in respect of the property shall be 
deemed to be (a) the sum of the part-
ner’s adjusted basis for the property, as 
determined in subdivision (iii) of this 
subparagraph, plus the amount of the 
adjustments reflected in the adjusted basis 
(as defined in paragraph (a)(2) of 
§ 1.1245–2) for the property allocated to 
the partner under subdivision (ii) of 
this subparagraph, (b) increased by the 
amount by which any special basis ad-
justment described in section 743(b)(1) 
(or decreased by the amount by which 
any special basis adjustment described 
in section 743(b)(2)) in respect of the 
property was reduced, but only to the 
extent such amount was applied to ad-
just the amount of the deductions al-
lowed or allowable to the partner for 
depreciation or amortization of section 
1245 property attributable to periods 
referred to in paragraph (a)(2) of 
§ 1.1245–2. The terms allowed or allow-
able, depreciation or amortization, and at-
tributable to periods shall have the 
meanings assigned to these terms in 
paragraph (a) of § 1.1245–2. 

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

Example: A, B, and C each hold a one-third 
interest in calendar year partnership ABC. 
On December 31, 1962, the firm holds section 
1245 property which has an adjusted basis of 
$30,000 and a recomputed basis of $33,000. De-
preciation deductions in respect of the prop-
erty for 1962 were $3,000. On January 1, 1963, 
when D purchases C’s partnership interest, 
the election under section 754 is in effect and 
a $5,000 special basis adjustment is made in 
respect of D to his one-third share of the 
common partnership adjusted basis for the 
property. For 1963 and 1964 the partnership 
deducts $6,000 as depreciation in respect of 
the property, thereby reducing its adjusted 
basis to $24,000, and D deducts $2,800, i.e., his 
distributive share of partnership deprecia-
tion ($2,000) plus depreciation in respect of 
his special basis adjustment ($800). On March 
15, 1965, the partnership sells the property for 

$48,000. Since the partnership’s recomputed 
basis for the property ($33,000, i.e., $24,000 ad-
justed basis plus $9,000 in depreciation deduc-
tions) is lower than the amount realized 
upon the sale ($48,000), the excess of recom-
puted basis over adjusted basis, or $9,000, is 
treated as partnership gain under section 
1245(a)(1). D’s distributive share of such gain 
is $3,000 (1⁄3 of $9,000). However, the amount of 
gain recognized by D under section 1245 (a)(1) 
is only $2,800, determined as follows: 
(1) Adjusted basis: 

D’s portion of partnership ad-
justed basis (1⁄3 of $24,000) $8,000 

D’s special basis adjustment 
as of December 31, 1964 
($5,000 minus $800) ........... 4,200 

D’s adjusted basis ........... .................. $12,200 

(2) Recomputed basis: 
D’s adjusted basis .................. 12,200 
D’s portion of partnership de-

preciation for 1963 and 
1964, i.e., for periods after 
he acquired his partnership 
interest (1⁄3 of $6,000) ......... 2,000 

Depreciation for 1963 and 
1964 in respect of D’s spe-
cial basis adjustment .......... 800 

D’s recomputed basis.

15,000 
(3) D’s portion of amount realized by partnership 

(1⁄3 of $48,000) ................................................. 16,000 
(4) Gain recognized to D under section 

1245(a)(1), i.e., the lower of (2) or (3), minus 
(1) ..................................................................... 2,800 

[T.D. 6832, 30 FR 8576, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D. 
7141, 36 FR 18793, Sept. 22, 1971; T.D. 8730, 62 
FR 44216, Aug. 20, 1997] 

§ 1.1245–2 Definition of recomputed 
basis. 

(a) General rule—(1) Recomputed basis 
defined. The term recomputed basis 
means, with respect to any property, 
an amount equal to the sum of: 

(i) The adjusted basis of the property, 
as defined in section 1011, plus 

(ii) The amount of the adjustments 
reflected in the adjusted basis. 

(2) Definition of adjustments reflected 
in adjusted basis. The term adjustments 
reflected in the adjusted basis means: 

(i) With respect to any property 
other than property described in sub-
division (ii), (iii), or (iv) of this sub-
paragraph, the amount of the adjust-
ments attributable to periods after De-
cember 31, 1961, 

(ii) With respect to an elevator or es-
calator, the amount of the adjustments 
attributable to periods after June 30, 
1963, 
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(iii) With respect to livestock (de-
scribed in subparagraph (4) of § 1.1245– 
3(a)), the amount of the adjustments 
attributable to periods after December 
31, 1969, or 

(iv) [Reserved] 
which are reflected in the adjusted 
basis of such property on account of de-
ductions allowed or allowable for de-
preciation or amortization (within the 
meaning of subparagraph (3) of this 
paragraph). For cases where the tax-
payer can establish that the amount 
allowed for any period was less than 
the amount allowable, see subpara-
graph (7) of this paragraph. For deter-
mination of adjusted basis of property 
in a multiple asset account, see para-
graph (c)(3) of § 1.167(a)–8. 

(3) Meaning of depreciation or amorti-
zation. (i) For purposes of subparagraph 
(2) of this paragraph, the term deprecia-
tion or amortization includes allowances 
(and amounts treated as allowances) 
for depreciation (or amortization in 
lieu thereof), and deductions for amor-
tization of emergency facilities under 
section 168. Thus, for example, such 
term includes a reasonable allowance 
for exhaustion, wear and tear (includ-
ing a reasonable allowance for obsoles-
cence) under section 167, an expense al-
lowance (additional first-year deprecia-
tion allowance for property placed in 
service before January 1, 1981), under 
section 179, an expenditure treated as 
an amount allowed under section 167 by 
reason of the application of section 
182(d)(2)(B) (relating to expenditures by 
farmers for clearing land), and a deduc-
tion for depreciation of improvements 
under section 611 (relating to deple-
tion). For further examples, the term 
depreciation or amortization includes 
periodic deductions referred to in 
§ 1.162–11 in respect of a specified sum 
paid for the acquisition of a leasehold 
and in respect of the cost to a lessee of 
improvements on property of which he 
is the lessee. However, such term does 
not include deductions for the periodic 
payment of rent. 

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

Example: On January 1, 1966, Smith pur-
chases for $1,000, and places in service, an 
item of property described in section 1245(a) 
(3)(A). Smith deducts an additional first-year 

allowance for depreciation under section 179 
of $200. Accordingly, the basis of the prop-
erty for purposes of depreciation is $800 on 
January 1, 1966. Between that date and Janu-
ary 1, 1974, Smith deducts $640 in deprecia-
tion (the amount allowable) with respect to 
the property, thereby reducing its adjusted 
basis to $160. Since this adjusted basis re-
flects deductions for depreciation and amor-
tization (within the meaning of this subpara-
graph) amounting to $840 ($200 plus $640), the 
recomputed basis of the property is $1,000 
($160 plus $840). 

(4) Adjustments of other taxpayers or in 
respect of other property. (i) For pur-
poses of subparagraph (2) of this para-
graph, the adjustments reflected in ad-
justed basis on account of depreciation 
or amortization which must be taken 
into account in determining recom-
puted basis are not limited to those ad-
justments on account of depreciation 
or amortization with respect to the 
property disposed of, nor are such ad-
justments limited to those on account 
of depreciation or amortization al-
lowed or allowable to the taxpayer dis-
posing of such property. Except as pro-
vided in subparagraph (7) of this para-
graph, all such adjustments are taken 
into account, whether the deductions 
were allowed or allowable in respect of 
the same or other property and wheth-
er to the taxpayer or to any other per-
son. For manner of determining the 
amount of adjustments reflected in the 
adjusted basis of property immediately 
after certain dispositions, see para-
graph (c) of this section. 

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

Example: On January 1, 1966, Jones pur-
chases machine X for use in his trade or 
business. The machine, which is section 1245 
property, has a basis for depreciation of 
$10,000. After taking depreciation deductions 
of $2,000 (the amount allowable), Jones trans-
fers the machine to his son as a gift on Janu-
ary 1, 1968. Since the exception for gifts in 
section 1245(b)(1) applies, Jones does not rec-
ognize gain under section 1245(a)(1). The 
son’s adjusted basis for the machine is $8,000. 
On January 1, 1969, after taking a deprecia-
tion deduction of $1,000 (the amount allow-
able), the son exchanges machine X for ma-
chine Y in a like kind exchange described in 
section 1031. Since the exception for like 
kind exchanges in section 1245(b)(4) applies, 
the son does not recognize gain under section 
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1245(a)(1). The son’s adjusted basis for ma-
chine Y is $7,000. In 1969, the son takes a de-
preciation deduction of $1,000 (the amount 
allowable) in respect of machine Y. The son 
sells machine Y on June 30, 1970. No depre-
ciation was allowed or allowable for 1970, the 
year of the sale. The recomputed basis of ma-
chine Y on June 30, 1970, is determined in the 
following manner: 
Adjusted basis ............................... $6,000 
Adjustments reflected in the ad-

justed basis: 
Depreciation deducted by Jones 

for 1966 and 1967 on machine 
X ................................................. 2,000 

Depreciation deducted by son for 
1968 on machine X .................... 1,000 

Depreciation deducted by son for 
1969 on machine Y .................... 1,000 

Total adjustments reflected in the ad-
justed basis ........................................ $4,000 

Recomputed basis ................................. 10,000 

(5) Adjustments reflected in adjusted 
basis of property described in section 
1245(a)(3)(B). For purposes of subpara-
graph (2) of this paragraph, the adjust-
ments reflected in the adjusted basis of 
property described in section 
1245(a)(3)(B), on account of deprecia-
tion or amortization which must be 
taken into account in determining re-
computed basis, may include deduc-
tions attributable to periods during 
which the property is not used as an in-
tegral part of an activity, or does not 
constitute a facility, specified in sec-
tion 1245(a)(3)(B) (i) or (ii). Thus, for 
example, if depreciation deductions 
taken with respect to such property 
after December 31, 1961, amount to 
$10,000 (the amount allowable), of 
which $6,000 is attributable to periods 
during which the property is used as an 
integral part of a specified activity or 
constitutes a specified facility, then 
the entire $10,000 of depreciation deduc-
tions are adjustments reflected in the 
adjusted basis for purposes of deter-
mining recomputed basis. Moreover, if 
the property was never so used but was 
acquired in a transaction to which sec-
tion 1245(b)(4) (relating to like kind ex-
changes and involuntary conversions) 
applies, and if by reason of the applica-
tion of paragraph (d)(3) of § 1.1245–4 the 
property is considered as section 1245 
property described in section 
1245(a)(3)(B), then the entire $10,000 of 
depreciation deductions would also be 
adjustments reflected in the adjusted 
basis for purposes of determining re-
computed basis. 

(6) Allocation of adjustments attrib-
utable to periods after certain dates. (i) 
For purposes of determining recom-
puted basis, the amount of adjustments 
reflected in the adjusted basis of prop-
erty other than property described in 
subparagraph (2) (ii), (iii), or (iv) of this 
paragraph are limited to adjustments 
attributable to periods after December 
31, 1961. Accordingly, if depreciation 
deducted with respect to such property 
of a calendar year taxpayer is $1,000 a 
year (the amount allowable) for each of 
10 years beginning with 1956, only the 
depreciation deducted in 1962 and suc-
ceeding years shall be treated as re-
flected in the adjusted basis for pur-
poses of determining recomputed basis. 
With respect to a taxable year begin-
ning in 1961 and ending in 1962, the de-
duction for depreciation or amortiza-
tion shall be ascertained by applying 
the principles stated in paragraph (c)(3) 
of § 1.167(a)–8 (relating to determina-
tion of adjusted basis of retired asset). 
The amount of the deduction, deter-
mined in such manner, shall be allo-
cated on a daily basis in order to deter-
mine the portion thereof which is at-
tributable to a period after December 
31, 1961. Thus, for example, if a tax-
payer, whose fiscal year ends on May 
31, 1962, acquires section 1245 property 
on November 12, 1961, and the deduc-
tion for depreciation attributable to 
the property for such fiscal year is 
ascertained (under the principles of 
paragraph (c)(3) of § 1.167(a)–8) to be 
$400, then the portion thereof attrib-
utable to a period after December 31, 
1961, is $302 (151⁄200 of $400). If, however, 
the property were acquired by such 
taxpayer after December 31, 1961, the 
entire deduction for depreciation at-
tributable to the property for such fis-
cal year would be allocable to a period 
after December 31, 1961. For treatment 
of certain normal retirements de-
scribed in paragraph (e)(2) of § 1.167(a)– 
8, see paragraph (c) of § 1.1245–6. For 
principles of determining the amount 
of adjustments for depreciation or am-
ortization reflected in the adjusted 
basis of property upon an abnormal re-
tirement of property in a multiple 
asset account, see paragraph (c)(3) of 
§ 1.167(a)–8. 
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(ii) For purposes of determining re-
computed basis, the amount of adjust-
ments reflected in the adjusted basis of 
an elevator or escalator are limited to 
adjustments attributable to periods 
after June 30, 1963. 

(iii) For purposes of determining re-
computed basis, the amount of adjust-
ments reflected in the adjusted basis of 
livestock (described in subparagraph 
(2)(iii) of this paragraph) are limited to 
adjustments attributable to periods 
after December 31, 1969. 

(7) Depreciation or amortization allowed 
or allowable. For purposes of determin 

ing recomputed basis, generally all 
adjustments (for periods after Dec. 31, 
1961, or, in the case of property de-
scribed in subparagraph (2) (ii), (iii), or 
(iv) of this paragraph, for periods after 
the applicable date) attributable to al-
lowed or allowable depreciation or am-
ortization must be taken into account. 
See section 1016(a)(2) and the regula-
tions thereunder for the meaning of al-
lowed and allowable. However, if a tax-
payer can establish by adequate 
records or other sufficient evidence 
that the amount allowed for deprecia-
tion or amortization for any period was 
less than the amount allowable for 
such period, the amount to be taken 
into account for such period shall be 
the amount allowed. No adjustment is 
to be made on account of the tax im-
posed by section 56 (relating to the 
minimum tax for tax preferences). See 
paragraph (b) of this section (relating 
to records to be kept and information 
to be filed). For example, assume that 
in the year 1967 it becomes necessary 
to determine the recomputed basis of 
property, the $500 adjusted basis of 
which reflects adjustments of $1,000 
with respect to depreciation deductions 
allowable for periods after December 
31, 1961. If the taxpayer can establish 
by adequate records or other sufficient 
evidence that he had been allowed de-
ductions amounting to only $800 for the 
period, then in determining recom-
puted basis the amount added to ad-
justed basis with respect to the $1,000 
adjustments to basis for the period will 
be only $800. 

(8) Exempt organizations. In respect of 
property disposed of by an organization 
which is or was exempt from income 
taxes (within the meaning of section 

501(a)), adjustments reflected in the ad-
justed basis (within the meaning of 
subparagraph (2) of this paragraph) 
shall include only depreciation or am-
ortization allowed or allowable (i) in 
computing unrelated business taxable 
income (as defined in section 512(a), or 
(ii) in computing taxable income of the 
organization (or a predecessor organi-
zation) for a period during which it was 
not exempt or, by reason of the appli-
cation of section 502, 503, or 504, was de-
nied its exemption. 

(b) Records to be kept. In any case in 
which it is necessary to determine re-
computed basis of an item of section 
1245 property, the taxpayer shall have 
available permanent records of all the 
facts necessary to determine with rea-
sonable accuracy the amount of such 
recomputed basis, including the fol-
lowing: 

(1) The date, and the manner in 
which, the property was acquired, 

(2) The taxpayer’s basis on the date 
the property was acquired and the 
manner in which the basis was deter-
mined, 

(3) The amount and date of all adjust-
ments to the basis of the property al-
lowed or allowable to the taxpayer for 
depreciation or amortization and the 
amount and date of any other adjust-
ments by the taxpayer to the basis of 
the property, 

(4) In the case of section 1245 prop-
erty which has an adjusted basis re-
flecting adjustments for depreciation 
or amortization taken by the taxpayer 
with respect to other property, or by 
another taxpayer with respect to the 
same or other property, the informa-
tion described in subparagraphs (1), (2), 
and (3) of this paragraph with respect 
to such other property or such other 
taxpayer. 

(c) Adjustments reflected in adjusted 
basis immediately after certain acquisi-
tions—(1) Zero. (i) If on the date a per-
son acquires property his basis for the 
property is determined solely by ref-
erence to its cost (within the meaning 
of section 1012), then on such date the 
amount of the adjustments reflected in 
his adjusted basis for the property is 
zero. 

(ii) If on the date a person acquires 
property his basis for the property is 
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determined solely by reason of the ap-
plication of section 301(d) (relating to 
basis of property received in corporate 
distribution) or section 334(a) (relating 
to basis of property received in a liq-
uidation in which gain or loss is recog-
nized), then on such date the amount of 
the adjustments reflected in his ad-
justed basis for the property is zero. 

(iii) If on the date a person acquires 
property his basis for the property is 
determined solely under the rules of 
section 334 (b)(2) or (c) relating to basis 
of property received in certain cor-
porate liquidations), then on such date 
the amount of the adjustments re-
flected in his adjusted basis for the 
property is zero. 

(iv) If as of the date a person acquires 
property from a decedent such person’s 
basis is determined, by reason of the 
application of section 1014(a), solely by 
reference to the fair market value of 
the property on the date of the dece-
dent’s death or on the applicable date 
provided in section 2032 (relating to al-
ternate valuation date), then on such 
date the amount of the adjustments re-
flected in his adjusted basis for the 
property is zero. 

(2) Gifts and certain tax-free trans-
actions. (i) If property is disposed of in 
a transaction described in subdivision 
(ii) of this subparagraph, then the 
amount of the adjustments reflected in 
the adjusted basis of the property in 
the hands of a transferee immediately 
after the disposition shall be an 
amount equal to: 

(a) The amount of the adjustments 
reflected in the adjusted basis of the 
property in the hands of the transferor 
immediately before the disposition, 
minus 

(b) The amount of any gain taken 
into account under section 1245(a)(1) by 
the transferor upon the disposition. 

(ii) The transactions referred to in 
subdivision (i) of this subparagraph 
are: 

(a) A disposition which is in part a 
sale or exchange and in part a gift (see 
paragraph (a)(3) of § 1.1245–4). 

(b) A disposition (other than a dis-
position to which section 1245(b)(6)(A) 
applies) which is described in section 
1245(b)(3) (relating to certain tax-free 
transactions), or 

(c) An exchange described in para-
graph (e)(2) of § 1.1245–4 (relating to 
transfers described in section 
1081(d)(1)(A)). 

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example: Jones transfers section 1245 prop-
erty to a corporation in exchange for stock 
of the corporation and $1,000 cash in a trans-
action which qualifies under section 351 (re-
lating to transfer to a corporation controlled 
by transferor). Before the exchange the 
amount of the adjustments reflected in the 
adjusted basis of the property is $3,000. Upon 
the exchange $1,000 gain is recognized under 
section 1245(a)(1). Immediately after the ex-
change, the amount of the adjustments re-
flected in the adjusted basis of the property 
in the hands of the corporation is $2,000 (that 
is, $3,000 minus $1,000). 

(3) Certain transfers at death. (i) If 
property is acquired in a transfer at 
death to which section 1245(b)(2) ap-
plies, the amount of the adjustments 
reflected in the adjusted basis of prop-
erty in the hands of the transferee im-
mediately after the transfer shall be 
the amount (if any) of depreciation or 
amortization deductions allowed the 
transferee before the decedent’s death, 
to the extent that the basis of the 
property (determined under section 
1014(a)) is required to be reduced under 
the second sentence of section 1014(b)(9) 
(relating to adjustments to basis where 
property is acquired from a decedent 
prior to his death). 

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

Example: H purchases section 1245 property 
in 1965 which he immediately conveys to 
himself and W, his wife, as tenants by the en-
tirety. Under local law each spouse is enti-
tled to one-half the income from the prop-
erty. H and W file joint income tax returns 
for calendar years 1965, 1966, and 1967. Over 
the 3 years, depreciation deductions amount-
ing to $4,000 (the amount allowable) are al-
lowed in respect of the property of which 
one-half thereof, or $2,000, is allocable to W. 
On January 1, 1968, H dies and the entire 
value of the property at the date of death is 
included in H’s gross estate. Since W’s basis 
for the property (determined under section 
1014(a)) is reduced (under the second sentence 
of section 1014(b)(9)) by the $2,000 deprecia-
tion deductions allowed W before H’s death, 
the adjustments reflected in the adjusted 
basis of the property in the hands of W im-
mediately after H’s death amount to $2,000. 
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(4) Property received in a like kind ex-
change, involuntary conversion, or F.C.C. 
transaction. (i) If property is acquired 
in a transaction described in subdivi-
sion (ii) of this subparagraph then im-
mediately after the acquisition (and 
before applying subparagraph (5) of this 
paragraph, if applicable) the amount of 
the adjustments reflected in the ad-
justed basis of the property acquired 
shall be an amount equal to: 

(a) The amount of the adjustments 
reflected in the adjusted basis of the 
property disposed of immediately be-
fore the disposition, minus 

(b) The sum of (1) the amount of any 
gain recognized under section 1245(a)(1) 
upon the disposition, plus (2) the 
amount of gain (if any) referred to in 
subparagraph (5)(ii) of this paragraph. 

(ii) The transactions referred to in 
subdivision (i) of this subparagraph 
are: 

(a) A disposition which is a like kind 
exchange or an involuntary conversion 
to which section 1245(b)(4) applies, or 

(b) A disposition to which the provi-
sions of section 1071 and paragraph 
(e)(1) of § 1.1245–4 apply. 

(iii) The provisions of subdivisions (i) 
and (ii) of this subparagraph may be il-
lustrated by the following examples: 

Example 1. Smith exchanges machine A for 
machine B and $1,000 cash in a like kind ex-
change. Gain of $1,000 is recognized under 
section 1245(a)(1). If before the exchange the 
amount of the adjustments reflected in the 
adjusted basis of machine A was $5,000, the 
amount of adjustments reflected in the ad-
justed basis of machine B after the exchange 
is $4,000 (that is, $5,000 minus $1,000). 

Example 2. Assume the same facts as in ex-
ample (1) except that machine A is destroyed 
by fire, that $5,000 in insurance proceeds are 
received of which $4,000 is used to purchase 
machine B, and that Smith properly elects 
under section 1033(a)(3)(A) to limit recogni-
tion of gain. The result is the same as in ex-
ample (1), that is, the amount of adjustments 
reflected in the adjusted basis of machine B 
is $4,000 ($5,000 minus $1,000). 

(iv) If more than one item of section 
1245 property is acquired in a trans-
action referred to in subdivision (i) of 
this subparagraph, the total amount of 
the adjustments reflected in the ad-
justed bases of the items acquired shall 
be allocated to such items in propor-
tion to their respective adjusted bases. 

(5) Property after a reduction in basis 
pursuant to election under section 1071 or 
application of section 1082(a)(2). If the 
basis of section 1245 property is reduced 
pursuant to an election under section 
1071 (relating to gain from sale or ex-
change to effectuate policies of F.C.C.), 
or the application of section 1082(a)(2) 
(relating to sale or exchange in obedi-
ence to order of S.E.C.), then imme-
diately after the basis reduction the 
amount of the adjustments reflected in 
the adjusted basis of the property shall 
be the sum of: 

(i) The amount of the adjustments re-
flected in the adjusted basis of the 
property immediately before the basis 
reduction (but after applying subpara-
graph (4) of this paragraph, if applica-
ble), plus 

(ii) The amount of gain which was 
not recognized under section 1245(a)(1) 
by reason of the reduction in the basis 
of the property. See paragraph (e)(1) of 
§ 1.1245–4. 

(6) Partnership property after certain 
transactions. (i) For the amount of ad-
justments reflected in the adjusted 
basis of property immediately after 
certain distributions of the property by 
a partnership to a partner, see section 
1245(b)(6)(B). 

(ii) If under paragraph (b)(3) of § 1.751– 
1 (relating to certain distributions of 
partnership property other than sec-
tion 751 property treated as sales or ex-
changes) a partnership is treated as 
purchasing section 1245 property (or a 
portion thereof) from a distributee who 
relinquishes his interest in such prop-
erty (or portion), then on the date of 
such purchase the amount of adjust-
ments reflected in the adjusted basis of 
such purchased property (or portion) 
shall be zero. 

(iii) See paragraph (e)(3)(ii) of 
§ 1.1245–1 for the amount of adjustments 
reflected in the adjusted basis of part-
nership property in respect of a partner 
who acquired his partnership interest 
in certain transactions when an elec-
tion under section 754 (relating to op-
tional adjustments to basis of partner-
ship property) was in effect. 

[T.D. 6832, 30 FR 8578, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D. 
7141, 36 FR 18793, Sept. 22, 1971; 36 FR 19160, 
Sept. 30, 1971; T.D. 7564, 43 FR 40496, Sept. 12, 
1978; T.D. 8121, 52 FR 414, Jan. 6, 1987] 
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§ 1.1245–3 Definition of section 1245 
property. 

(a) In general. (1) The term section 
1245 property means any property (other 
than livestock excluded by the effec-
tive date limitation in subparagraph (4) 
of this paragraph) which is or has been 
property of a character subject to the 
allowance for depreciation provided in 
section 167 and which is either: 

(i) Personal property (within the 
meaning of paragraph (b) of this sec-
tion), 

(ii) Property described in section 
1245(a)(3)(B) (see paragraph (c) of this 
section), or 

(iii) An elevator or an escalator with-
in the meaning of subparagraph (C) of 
section 48(a)(1) (relating to the defini-
tion of section 38 property for purposes 
of the investment credit), but without 
regard to the limitations in such sub-
paragraph (C). 

(2) If property is section 1245 property 
under a subdivision of subparagraph (1) 
of this paragraph, a leasehold of such 
property is also section 1245 property 
under such subdivision. Thus, for ex-
ample, if A owns personal property 
which is section 1245 property under 
subparagraph (1)(i) of this paragraph, 
and if A leases the personal property to 
B, B’s leasehold is also section 1245 
property under such provision. For a 
further example, if C owns and leases 
to D for a single lump-sum payment of 
$100,000 property consisting of land and 
a fully equipped factory building there-
on, and if 40 percent of the fair market 
value of such property is properly allo-
cable to section 1245 property, then 40 
percent of D’s leasehold is also section 
1245 property. A leasehold of land is not 
section 1245 property. 

(3) Even though property may not be 
of a character subject to the allowance 
for depreciation in the hands of the 
taxpayer, such property may neverthe-
less be section 1245 property if the tax-
payer’s basis for the property is deter-
mined by reference to its basis in the 
hands of a prior owner of the property 
and such property was of a character 
subject to the allowance for deprecia-
tion in the hands of such prior owner, 
or if the taxpayer’s basis for the prop-
erty is determined by reference to the 
basis of other property which in the 
hands of the taxpayer was property of a 

character subject to the allowance for 
depreciation. Thus, for example, if a fa-
ther uses an automobile in his trade or 
business during a period after Decem-
ber 31, 1961, and then gives the auto-
mobile to his son as a gift for the son’s 
personal use, the automobile is section 
1245 property in the hands of the son. 

(4) Section 1245 property includes 
livestock, but only with respect to tax-
able years beginning after December 31, 
1969. For purposes of section 1245, the 
term livestock includes horses, cattle, 
hogs, sheep, goats, and mink and other 
furbearing animals, irrespective of the 
use to which they are put or the pur-
pose for which they are held. 

(b) Personal property defined. The 
term personal property means: 

(1) Tangible personal property (as de-
fined in paragraph (c) of § 1.48–1, relat-
ing to the definition of section 38 prop-
erty for purposes of the investment 
credit), and 

(2) Intangible personal property. 
(c) Property described in section 

1245(a)(3)(B). (1) The term property de-
scribed in section 1245(a)(3)(B) means 
tangible property of the requisite de-
preciable character other than personal 
property (and other than a building 
and its structural components), but 
only if there are adjustments reflected 
in the adjusted basis of the property 
(within the meaning of paragraph (a)(2) 
of § 1.1245–2) for a period during which 
such property (or other property): 

(i) Was used as an integral part of 
manufacturing, production, or extrac-
tion, or as an integral part of fur-
nishing transportation, communica-
tions, electrical energy, gas, water, or 
sewage disposal services by a person 
engaged in a trade or business of fur-
nishing any such service, or 

(ii) Constituted a research or storage 
facility used in connection with any of 
the foregoing activities. 
Thus, even though during the period 
immediately preceding its disposition 
the property is not used as an integral 
part of an activity specified in subdivi-
sion (i) of this subparagraph and does 
not constitute a facility specified in 
subdivision (ii) of this subparagraph, 
such property is nevertheless property 
described in section 1245(a)(3)(B) if, for 
example, there are adjustments re-
flected in the adjusted basis of the 
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property for a period during which the 
property was used as an integral part 
of manufacturing by the taxpayer or 
another taxpayer, or for a period dur-
ing which other property (which was 
involuntarily converted into, or ex-
changed in a like kind exchange for, 
the property) was so used by the tax-
payer or another taxpayer. For rules 
applicable to involuntary conversions 
and like kind exchanges, see paragraph 
(d)(3) of § 1.1245–4. 

(2) The language used in subpara-
graph (1) (i) and (ii) of this paragraph 
shall have the same meaning as when 
used in paragraph (a) of § 1.48–1, and the 
terms building and structural compo-
nents shall have the meanings assigned 
to those terms in paragraph (e) of 
§ 1.48–1. 

[T.D. 6832, 30 FR 8580, July 7, 1965, as amend-
ed by T.D. 7141, 36 FR 18794, Sept. 22, 1971] 

§ 1.1245–4 Exceptions and limitations. 
(a) Exception for gifts—(1) General rule. 

Section 1245(b)(1) provides that no gain 
shall be recognized under section 
1245(a)(1) upon a disposition by gift. 
For purposes of this paragraph, the 
term gift means, except to the extent 
that subparagraph (3) of this paragraph 
applies, a transfer of property which, in 
the hands of the transferee, has a basis 
determined under the provisions of sec-
tion 1015 (a) or (d) (relating to basis of 
property acquired by gifts). For reduc-
tion in amount of charitable contribu-
tion in case of a gift of section 1245 
property, see section 170(e) and the reg-
ulations thereunder. 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. A places section 1245 property in 
trust to pay the income from the property to 
B for his life, and after B’s death to dis-
tribute the property to C. If the basis of the 
property to the fiduciary and to C is deter-
mined under the uniform basis rules pre-
scribed in paragraph (b) of § 1.1015–1, and 
under paragraph (c) of § 1.1015–1 the time the 
fiduciary and C acquire their interests in the 
property is the time the donor relinquished 
dominion over the property, then section 
1245(a)(1) does not apply to the transfer by A 
to the trust or to the distribution to C. 

Example 2. Assume the same facts as in ex-
ample (1), except that the fiduciary sells the 
section 1245 property and reinvests the pro-
ceeds in other section 1245 property which is 

distributed to C upon B’s death. Assume fur-
ther that under paragraph (f) of § 1.1015–1 C’s 
basis for the distributed property is the cost 
or other basis to the fiduciary. Section 
1245(a)(1) applies to the sale but not to the 
distribution. 

(3) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of property is in part a sale or 
exchange and in part a gift, the gain to 
which section 1245(a)(1) applies is the 
amount by which (i) the lower of the 
amount realized upon the disposition of 
the property or the recomputed basis of 
the property, exceeds (ii) the adjusted 
basis of the property. For determina-
tion of the recomputed basis of the 
property in the hands of the transferee, 
see paragraph (c)(2) of § 1.1245–2. 

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

Example: (i) Smith transfers section 1245 
property, which he has held in excess of 1 
year (6 months for taxable years beginning 
before 1977; 9 months for taxable years begin-
ning in 1977), to his son for $60,000. Imme-
diately before the transfer the property in 
the hands of Smith has an adjusted basis of 
$30,000, a fair market value of $90,000, and a 
recomputed basis of $110,000. Since the 
amount realized upon disposition of the 
property ($60,000) is lower than its recom-
puted basis ($110,000), the excess of the 
amount realized over adjusted basis, or 
$30,000, is treated as ordinary income under 
section 1245(a)(1) and not as gain from the 
sale or exchange of property described in sec-
tion 1231. Smith has made a gift of $30,000 
($90,000 fair market value minus $60,000 
amount realized) to which section 1245(a)(1) 
does not apply. 

(ii) Immediately before the transfer, the 
amount of adjustments reflected in the ad-
justed basis of the property was $80,000. 
Under paragraph (c)(2) of § 1.1245–2, $50,000 of 
adjustments are reflected in the adjusted 
basis of the property immediately after the 
transfer, that is, $80,000 of such adjustments 
immediately before the transfer, minus 
$30,000 gain taken into account under section 
1245(a)(1) upon the transfer. Thus, the recom-
puted basis of the property in the hands of 
the son is $110,000. 

(b) Exception for transfers at death—(1) 
General rule. Section 1245(b)(2) provides 
that, except as provided in section 691 
(relating to income in respect of a de-
cedent), no gain shall be recognized 
under section 1245(a)(1) upon a transfer 
at death. For purposes of this para-
graph, the term transfer at death means 
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a transfer of property which, in the 
hands of the transferee, has a basis de-
termined under the provisions of sec-
tion 1014(a) (relating to basis of prop-
erty acquired from a decedent) because 
of the death of the transferor. For re-
computed basis of property acquired in 
a transfer at death, see paragraph 
(c)(1)(iv) of § 1.1245–2. 

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

Example 1. Smith owns section 1245 prop-
erty which, upon Smith’s death, is inherited 
by his son. Since the property is described in 
section 1014(b)(1), its basis in the hands of 
the son is determined under the provisions of 
section 1014(a). Therefore, section 1245(a)(1) 
does not apply to the transfer at Smith’s 
death. 

Example 2. H purchases section 1245 prop-
erty which he conveys to himself and W, his 
wife, as tenants by the entirety. Upon H’s 
death in 1970 the property (including W’s 
share) is included in his gross estate. Since 
the entire property is described in section 
1014(b) (1) and (9), its basis in the hands of W 
is determined under the provisions of section 
1014(a). Therefore, section 1245(a)(1) does not 
apply to the transfer at H’s death. For deter-
mination of the recomputed basis of the 
property in the hands of W, see paragraph 
(c)(3) of § 1.1245–2. 

Example 3. Green’s will provides for the be-
quest of section 1245 property to trustees to 
pay the income from the property to his wife 
for her lifetime, and upon her death to dis-
tribute the property to his son. If under 
paragraph (a)(2) of § 1.1014–4 the son’s 
unadjusted basis for the property is its fair 
market value at the time the decedent died, 
section 1245(a)(1) does not apply to the dis-
tribution of the property to the son. 

Example 4. The trustee of a trust created by 
will transfers section 1245 property to a bene-
ficiary in satisfaction of a specific bequest of 
$10,000. If under the principles of paragraph 
(a)(3) of § 1.1014–4 the trust realizes a taxable 
gain upon the transfer, section 1245(a)(1) ap-
plies to the transfer. 

(c) Limitation for certain tax-free trans-
actions—(1) Limitation on amount of 
gain. Section 1245(b)(3) provides that 
upon a transfer of property described in 
subparagraph (2) of this paragraph, the 
amount of gain taken into account by 
the transferor under section 1245(a)(1) 
shall not exceed the amount of gain 
recognized to the transferor on the 
transfer (determined without regard to 
section 1245). For purposes of this sub-
paragraph, in case of a transfer of both 

section 1245 property and non-section 
1245 property in one transaction, the 
amount realized from the disposition of 
the section 1245 property (as deter-
mined under paragraph (a)(5) of § 1.1245– 
1) shall be deemed to consist of that 
portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
such acquired property as the amount 
realized from the disposition of the sec-
tion 1245 property bears to the total 
amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the 
total gain (determined without regard 
to section 1245) which shall be recog-
nized as ordinary income under section 
1245(a)(1). For determination of the re-
computed basis of the section 1245 
property in the hands of the transferee, 
see paragraph (c)(2) of § 1.1245–2. Sec-
tion 1245(b)(3) does not apply to a dis-
position of property to an organization 
(other than a cooperative described in 
section 521) which is exempt from the 
tax imposed by chapter 1 of the Code. 

(2) Transfers covered. The transfers re-
ferred to in subparagraph (1) of this 
paragraph are transfers of property in 
which the basis of the property in the 
hands of the transferee is determined 
by reference to its basis in the hands of 
the transferor by reason of the applica-
tion of any of the following provisions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). See subparagraph (3) of 
this paragraph. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by trans-
feror). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(vi) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). 

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For special carryover basis rule, see 
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section 1245(b)(6)(A) and paragraph 
(f)(1) of this section. 

(3) Complete liquidation of subsidiary. 
In the case of a distribution in com-
plete liquidation of an 80-percent-or- 
more controlled subsidiary to which 
section 332 applies, the limitation pro-
vided in section 1245(b)(3) is confined to 
instances in which the basis of the 
property in the hands of the transferee 
is determined, under section 334(b)(1), 
by reference to its basis in the hands of 
the transferor. Thus, for example, the 
limitation of section 1245(b)(3) may 
apply in respect of a liquidating dis-
tribution of section 1245 property by an 
80-percent-or-more controlled corpora-
tion to the parent corporation, but 
does not apply in respect of a liqui-
dating distribution of section 1245 prop-
erty to a minority shareholder. Section 
1245(b)(3) does not apply to a liqui-
dating distribution of property by an 
80-percent-or-more controlled sub-
sidiary to its parent if the parent’s 
basis for the property is determined, 
under section 334(b)(2), by reference to 
its basis for the stock of the sub-
sidiary. 

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

Example 1. Section 1245 property, which is 
owned by Smith, has a fair market value of 
$10,000, a recomputed basis of $8,000, and an 
adjusted basis of $4,000. Smith transfers the 
property to a corporation in exchange for 
stock in the corporation worth $9,000 plus 
$1,000 in cash in a transaction qualifying 
under section 351. Without regard to section 
1245, Smith would recognize $1,000 gain under 
section 351(b), and the corporation’s basis for 
the property would be determined under sec-
tion 362(a) by reference to its basis in the 
hands of Smith. Since the recomputed basis 
of the property disposed of ($8,000) is lower 
than the amount realized ($10,000), the excess 
of recomputed basis over adjusted basis 
($4,000), or $4,000, would be treated as ordi-
nary income under section 1245(a)(1) if the 
provisions of section 1245(b)(3) did not apply. 
However, section 1245(b)(3) limits the gain 
taken into account by Smith under section 
1245(a)(1) to $1,000. If, instead, Smith trans-
ferred the property to the corporation solely 
in exchange for stock of the corporation 
worth $10,000, then, because of the applica-
tion of section 1245(b)(3), Smith would not 
take any gain into account under section 
1245(a)(1). If, however, Smith transferred the 
property to the corporation for stock worth 
$5,000 and $5,000 cash, only $4,000 of the $5,000 

gain under section 351(b) would be treated as 
ordinary income under section 1245(a)(1). 

Example 2. Assume the same facts as in ex-
ample (1) except that Smith contributes the 
property to a new partnership in which he 
has a one-half interest. Since, without re-
gard to section 1245, no gain would be recog-
nized to Smith under section 721, and by rea-
son of the application of section 721 the part-
nership’s basis for the property would be de-
termined under section 723 by reference to 
its basis in the hands of Smith, the applica-
tion of section 1245(b)(3) results in no gain 
being taken into account by Smith under 
section 1245(a)(1). 

Example 3. Assume the same facts as in ex-
ample (2) except that the property is subject 
to a $9,000 mortgage. Since under section 
752(b) (relating to decrease in partner’s li-
abilities) Smith is treated as receiving a dis-
tribution in money of $4,500 (one-half of li-
ability assumed by partnership), and since 
the basis of Smith’s partnership interest is 
$4,000 (the adjusted basis of the contributed 
property), the $4,500 distribution results in 
his realizing $500 gain under section 731(a) 
(relating to distributions by a partnership), 
determined without regard to section 1245. 
Accordingly, the application of section 
1245(b)(3) limits the gain taken into account 
by Smith under section 1245(a)(1) to $500. 

(d) Limitation for like kind exchanges 
and involuntary conversions—(1) General 
rule. Section 1245(b)(4) provides that if 
property is disposed of and gain (deter-
mined without regard to section 1245) 
is not recognized in whole or in part 
under section 1031 (relating to like 
kind exchanges) or section 1033 (relat-
ing to involuntary conversions), then 
the amount of gain taken into account 
by the transferor under section 
1245(a)(1) shall not exceed the sum of: 

(i) The amount of gain recognized on 
such disposition (determined without 
regard to section 1245), plus 

(ii) The fair market value of property 
acquired which is not section 1245 prop-
erty and which is not taken into ac-
count under subdivision (i) of this sub-
paragraph (that is, the fair market 
value of non-section 1245 property ac-
quired which is qualifying property 
under section 1031 or 1033, as the case 
may be). 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. Smith exchanges machine A for 
machine B in a like kind exchange as to 
which no gain is recognized under section 
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1031(a). Both machines are section 1245 prop-
erty. No gain is recognized under section 
1245(a)(1) because of the limitation contained 
in section 1245(b)(4). The result would be the 
same if machine A were involuntarily con-
verted into machine B in a transaction as to 
which no gain is recognized under section 
1033(a)(1). 

Example 2. Jones owns property A, which is 
section 1245 property, with an adjusted basis 
of $100,000 and a recomputed basis of $116,000. 
The property is destroyed by fire and Jones 
receives $117,000 of insurance proceeds. Thus, 
the amount of gain under section 1245(a)(1), 
determined without regard to section 
1245(b)(4), would be $16,000. He uses $105,000 of 
the proceeds to purchase section 1245 prop-
erty similar or related in service or use to 
property A, and $9,000 of the proceeds to pur-
chase stock in the acquisition of control of a 
corporation owning property similar or re-
lated in service or use to property A. Both 
acquisitions qualify under section 
1033(a)(3)(A). Jones properly elects under sec-
tion 1033(a)(3)(A) and the regulations there-
under to limit recognition of gain to the 
amount by which the amount realized from 
the conversion exceeds the cost of the stock 
and other property acquired to replace the 
converted property. Since $3,000 of the gain 
is recognized (without regard to section 1245) 
under section 1033(a)(3) (that is, $117,000 
minus $114,000), and since the stock pur-
chased for $9,000 is not section 1245 property 
and was not taken into account in deter-
mining the gain under section 1033, section 
1245(b)(4) limits the amount of the gain 
taken into account under section 1245(a)(1) 
to $12,000 (that is, $3,000 plus $9,000). If, in-
stead of purchasing $9,000 in stock, Jones 
purchases $9,000 worth of property which is 
section 1245 property similar or related in 
use to the destroyed property, section 
1245(b)(4) would limit the amount of gain 
taken into account under section 1245(a)(1) 
to $3,000. 

(3) Certain tangible property. If: 
(i) A person disposes of section 1245 

property in a transaction to which sec-
tion 1245(b)(4) applies, 

(ii) Adjustments are reflected in the 
adjusted basis (within the meaning of 
paragraph (a)(2) of § 1.1245–2) of such 
property which are attributable to the 
use of such property (or other prop-
erty) as an integral part of an activity, 
or as a facility, specified in section 
1245(a)(3)(B) (i) or (ii), and 

(iii) Property is acquired in the 
transaction which would be considered 
as section 1245 property described in 
section 1245(a)(3)(B) if such person used 
the acquired property as an integral 
part of such an activity, or as such a 

facility, then (regardless of the use of 
the acquired property) the acquired 
property shall be considered as section 
1245 property described in section 
1245(a)(3)(B). For definition of property 
described in section 1245(a)(3)(B), see 
paragraph (c) of § 1.1245–3. Thus, for ex-
ample, if a person’s section 1245 prop-
erty (which is personal property) is in-
voluntarily converted into property A 
which would qualify as section 1245 
property only if it were devoted to a 
specified use, and if the person had so 
devoted the section 1245 property dis-
posed of, then the acquired property is 
considered as section 1245 property de-
scribed in section 1245(a)(3)(B) and 
therefore its fair market value is not 
taken into account under subparagraph 
(1)(ii) of this paragraph. For recom-
puted basis of property A, see para-
graph (a)(5) of § 1.1245–2. Moreover, if 
property A is not devoted to a specified 
use and is subsequently involuntarily 
converted into property B which would 
qualify as section 1245 property only if 
it were so devoted, then property B is 
also considered as section 1245 property 
described in section 1245(a)(3)(B). 

(4) Application to disposition of section 
1245 property and nonsection 1245 prop-
erty in one transaction. For purposes of 
this paragraph, if both section 1245 
property and nonsection 1245 property 
are acquired as the result of one dis-
position in which both section 1245 
property and nonsection 1245 property 
are disposed of, then except as provided 
in subparagraph (7) of this paragraph: 

(i) The total amount realized upon 
the disposition shall be allocated (in a 
manner consistent with the principles 
of paragraph (a)(5) of § 1.1245–1) between 
the section 1245 property and the non-
section 1245 property disposed of in pro-
portion to their respective fair market 
values. 

(ii) The amount realized upon the dis-
position of the section 1245 property 
shall be deemed to consist of so much 
of the fair market value of the section 
1245 property acquired as is not in ex-
cess of the amount realized from the 
section 1245 property disposed of, and 
the remaining portion (if any) of the 
amount realized upon the disposition of 
the section 1245 property shall be 
deemed to consist of so much of the 
fair market value of the non-section 
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1245 property acquired as is not in ex-
cess of the amount of such remaining 
portion, and 

(iii) The amount realized upon the 
disposition of the non-section 1245 
property shall be deemed to consist of 
so much of the fair market value of all 
the property acquired which was not 
taken into account in subdivision (ii) 
of this subparagraph. 

(5) Example. The provisions of sub-
paragraph (4) of this paragraph may be 
illustrated by the following example: 

Example: (i) Smith owns section 1245 prop-
erty A with a fair market value of $30,000, 
and non-section 1245 property X with a fair 
market value of $20,000. Properties A and X 
are destroyed by fire and Smith receives in-
surance proceeds of $40,000. He uses all the 
proceeds, plus additional cash of $10,000, to 
purchase in a single transaction properties B 
and Y which qualify under section 
1033(a)(3)(A), and he properly elects under 
section 1033(a)(3)(A) and the regulations 
thereunder to limit recognition of gain to 
the excess of the amount realized from the 
conversion over the costs of the qualifying 
properties acquired. Thus no gain would be 
recognized (without regard to section 1245) 
under section 1033(a)(3)(A). Property B is sec-
tion 1245 property with a fair market value 
of $15,000, and property Y is non-section 1245 
property with a fair market value of $35,000. 

(ii) The amount realized upon the disposi-
tion of A and X ($40,000) is allocated between 
A and X in proportion to their respective fair 
market values. Thus, the amount considered 
realized in respect of A is $24,000 (that is, 30⁄50 
of $40,000). (The amount considered realized 
in respect of X is $16,000 (that is, 20⁄50 of 
$40,000).) 

(iii) The $24,000 realized upon the disposi-
tion of A is deemed to consist of the fair 
market value of B ($15,000) and $9,000 of the 
fair market value of Y. (The $16,000 realized 
upon the disposition of X is deemed to con-
sist of $16,000 of the fair market value of Y. 
Also, $10,000 of the fair market value of Y is 
attributable to the additional cash of 
$10,000.) 

(iv) Assume that A has an adjusted basis of 
$5,000, and a recomputed basis of $40,000. 
Since the amount considered realized upon 
the disposition of A ($24,000) is lower than its 
recomputed basis ($40,000), the amount of 
gain which would be recognized under sec-
tion 1245(a)(1), determined without regard to 
section 1245(b)(4), is $19,000, that is, the 
amount realized ($24,000) minus the adjusted 
basis ($5,000). Since no gain is recognized 
(without regard to section 1245) under sec-
tion 1033(a)(3), and since $9,000 of the prop-
erty acquired in exchange for section 1245 
property A is non-section 1245 property Y, 
section 1245(b)(4) limits the amount of gain 

taken into account under section 1245(a)(1) 
to $9,000. 

(6) Cross references. For the manner of 
determining the recomputed basis of 
property acquired in a transaction to 
which section 1245(b)(4) applies, see 
paragraph (c)(4) of § 1.1245–2. For the 
manner of determining the basis of 
such property, see paragraph (a) of 
§ 1.1245–5. 

(7) Coordination with section 1250. For 
purposes of this paragraph, if section 
1245 property and section 1250 property 
are disposed of in one transaction in 
which the property acquired includes 
section 1250 property, the allocation 
rules of paragraph (d)(6) of § 1.1250–3 
shall apply. 

(e) Limitation for section 1071 and 1081 
transactions—(1) Section 1071 and 1081(b) 
transactions. If property is disposed of 
and gain (determined without regard to 
section 1245) is not recognized in whole 
or in part because of the application of 
section 1071 (relating to gain from sale 
or exchange to effectuate policies of 
F.C.C.) or section 1081(b) (relating to 
gain from sale or exchange in obedi-
ence to order of S.E.C.), then the 
amount of gain taken into account by 
the transferor under section 1245(a)(1) 
shall not exceed the sum of: 

(i) The amount of gain recognized on 
such disposition (determined without 
regard to section 1245), 

(ii) In the case of a transaction to 
which section 1071 applies, the fair 
market value of property acquired 
which is not section 1245 property and 
which is not taken into account under 
subdivision (i) of this subparagraph, 
plus 

(iii) The amount by which the basis 
of property, other than section 1245 
property, is reduced (pursuant to an 
election under section 1071 or pursuant 
to the application of section 1082(a)(2)), 
and which is not taken into account 
under subdivision (i) or (ii) of this sub-
paragraph. 

(2) Section 1081(d)(1)(A) transaction. No 
gain shall be recognized under section 
1245(a)(1) upon an exchange of property 
as to which gain would not be recog-
nized (without regard to section 1245) 
because of the application of section 
1081(d)(1)(A) (relating to transfers with-
in system group). For recomputed basis 
of property acquired in a transaction 
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referred to in this subparagraph, see 
paragraph (c)(2) of § 1.1245–2. 

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

Example 1. Corporation X elects under sec-
tion 1071 to treat a sale of section 1245 prop-
erty for $100,000 as an involuntary conversion 
subject to the provisions of section 1033, but 
does not elect to reduce the basis of depre-
ciable property pursuant to an election 
under section 1071. The corporation uses 
$35,000 of the proceeds to purchase section 
1245 property and $40,000 to purchase other 
property. Both properties qualify as replace-
ment property under section 1033. Assuming 
that the amount of gain under section 
1245(a)(1) (determined without regard to this 
paragraph) would be $70,000, and that $25,000 
of gain would be recognized (without regard 
to section 1245) upon the application of sec-
tion 1071, the amount of gain taken into ac-
count under section 1245(a)(1) is $65,000 
($25,000 plus $40,000). 

Example 2. (i) Assume the same facts as in 
example (1) except that the corporation 
elects under section 1071 to reduce its basis 
for property of a character subject to the al-
lowance for depreciation under section 167 by 
the amount of gain which would be recog-
nized without regard to the application of 
section 1245, that is, by $25,000. Assume fur-
ther that under section 1071 the corporation 
may reduce the basis of depreciable property 
consisting of property A, which is section 
1245 property with an adjusted basis of 
$30,000, and property B, which is property 
other than section 1245 property with an ad-
justed basis of $20,000. Under paragraph (a)(2) 
of § 1.1071–3, the $25,000 of unrecognized gain 
is applied to reduce the basis of property A 
by $15,000 (30,000/50,000 of $25,000) and the 
basis of property B by $10,000 (20,000/50,000 of 
$25,000). 

(ii) The amount of gain which would be 
recognized (determined without regard to 
section 1245) under section 1071 is zero, i.e., 
the amount determined in example (1) 
($25,000), minus the amount of the reduction 
in basis of depreciable property pursuant to 
the election ($25,000). The amount of gain 
taken into account under section 1245(a)(1) is 
$50,000, i.e., the sum of (a) the gain which 
would be recognized without regard to sec-
tion 1245 (zero), (b) the cost of property ac-
quired which is not section 1245 property 
($40,000), plus (c) the amount by which the 
basis of property B is reduced ($10,000). For 
method of increasing basis of property B, see 
paragraph (b)(2) of § 1.1245–5, and for recom-
puted basis of property A, see paragraph 
(c)(5) of § 1.1245–2. 

(f) Limitation for property distributed 
by a partnership—(1) In general. For pur-
poses of section 1245(b)(3) (relating to 

certain tax-free transactions), the basis 
of section 1245 property distributed by 
a partnership to a partner shall be 
deemed to be determined by reference 
to the adjusted basis of such property 
to the partnership. 

(2) Adjustments reflected in the adjusted 
basis. If section 1245 property is distrib-
uted by a partnership to a partner, 
then, for purposes of determining the 
recomputed basis of the property in the 
hands of the distributee, the amount of 
the adjustments reflected in the ad-
justed basis of the property imme-
diately after the distribution shall be 
an amount equal to: 

(i) The potential section 1245 income 
(as defined in paragraph (c)(4) of § 1.751– 
1) of the partnership in respect of the 
property immediatley before the dis-
tribution, reduced by 

(ii) The portion of such potential sec-
tion 1245 income which is recognized as 
ordinary income to the partnership 
under paragraph (b)(2)(ii) of § 1.751–1. 

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

Example 1. (i) A machine, which is section 
1245 property owned by partnership ABC, has 
an adjusted basis of $9,000, a recomputed 
basis of $18,000, and a fair market value of 
$15,000. Since the fair market value of the 
machine is lower than its recomputed basis, 
the potential section 1245 income in respect 
of the machine is the excess of fair market 
value over adjusted basis, or $6,000. The part-
nership distributes the machine to C in a 
complete liquidation of his partnership in-
terest to which section 736(a) does not apply. 
C, who had originally contributed the ma-
chine to the partnership, has a basis for his 
partnership interest of $10,000. Since section 
751(b)(2)(A) provides that section 751(b)(1) 
does not apply to a distribution of property 
to the partner who contributed the property, 
no gain would be recognized to the partner-
ship under section 731(b) (without regard to 
the application of section 1245). By reason of 
the application of section 731, C’s basis for 
the property would, under section 732(b), be 
equal to his basis for his interest in the part-
nership, or $10,000. 

(ii) Since section 731 applies to the dis-
tribution, and since subparagraph (1) of this 
paragraph provides that, for purposes of sec-
tion 1245(b)(3), C’s basis for the property is 
deemed to be determined by reference to the 
adjusted basis of the property to the partner-
ship, the gain taken into account under sec-
tion 1245(a)(1) by the partnership is limited 
by section 1245(b)(3) so as not to exceed the 
amount of gain which would be recognized to 
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the partnership if section 1245 did not apply. 
Accordingly, the partnership does not recog-
nize any gain under section 1245(a)(1) upon 
the distribution. 

(iii) Immediately after the distribution, 
the amount of the adjustments reflected in 
the adjusted basis of the property is equal to 
$6,000 (that is, the potential section 1245 in-
come of the partnership in respect of the 
property before the distribution, $6,000, 
minus the gain recognized by the partnership 
under section 751(b), zero). Accordingly, C’s 
recomputed basis for the property is $16,000 
(that is, adjusted basis, $10,000, plus adjust-
ments reflected in the adjusted basis, $6,000). 

Example 2. Assume the same facts as in ex-
ample (1) except that the machine had been 
purchased by the partnership. Assume fur-
ther that upon the distribution, the partner-
ship recognizes $4,000 gain as ordinary in-
come under section 751(b). Under section 
1245(b)(3), gain to be taken into account 
under section 1245(a)(1) by the partnership is 
limited to $4,000. Immediately after the dis-
tribution, the amount of adjustments re-
flected in the adjusted basis of the property 
is $2,000 (that is, potential section 1245 in-
come of the partnership, $6,000, minus gain 
recognized to the partnership under section 
751(b), $4,000). Thus, if the adjusted basis of 
the machine in the hands of C were $11,333 
(see, for example, the computation in para-
graph (d)(2) of example (6) of paragraph (g) of 
§ 1.751–1), the recomputed basis of the ma-
chine would be $13,333 ($11,333 plus $2,000). 

(g) [Reserved] 
(h) Timber property subject to amortiza-

tion under section 194—(1) In general. For 
purposes of section 1245(a)(2), in deter-
mining the recomputed basis of prop-
erty with respect to which a deduction 
under section 194 was allowed for any 
taxable year, a taxpayer shall not take 
into account amortization deductions 
claimed under section 194 to the extent 
such deductions are attributable to the 
amortizable basis (within the meaning 
of section 194(c)(2)) of the taxpayer ac-
quired before the tenth taxable year 
preceding the taxable year in which 
gain with respect to the property is 
recognized. 

(2) Example. The principles of para-
graph (h)(1) of this section are illus-
trated by the following example: 

Example: Assume A owns qualified timber 
property (as defined in section 194(c)(1)) with 
a basis of $30,000. In 1981, A incurs $12,000 of 
qualifying reforestation expenditures and 
elects to amortize the maximum $10,000 of 
such expenses under section 194. The $10,000 
of deductions are taken during the 8-year pe-
riod from 1981 to 1988. If A sells the property 

in 1990 for $60,000 a gain of $28,000 ($60,000— 
adjusted basis of $32,000) is recognized on the 
sale. Since the sale took place within 10 
years of the taxable year in which the refor-
estation expenditures were made, $10,000 of 
the gain is treated as ordinary income, and 
the remaining $18,000 of gain would be cap-
ital gain, if it otherwise qualifies for capital 
gain treatment. In order to avoid ordinary 
income treatment of the gain attributable to 
the reforestation expenditures incurred in 
1981, A would have to wait until 1992 to dis-
pose of the property. 

[T.D. 6832, 30 FR 8581, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D. 
7207, 37 FR 20799, Oct. 14, 1972; T.D. 7728, 45 
FR 72650, Nov. 3, 1980; T.D. 7927, 48 FR 55851, 
Dec. 16, 1983] 

§ 1.1245–5 Adjustments to basis. 
In order to reflect gain recognized 

under section 1245(a)(1), the following 
adjustments to the basis of property 
shall be made: 

(a) Property acquired in like kind ex-
change or involuntary conversion. (1) If 
property is acquired in a transaction to 
which section 1245(b)(4) applies, its 
basis shall be determined under the 
rules of section 1031(d) or 1033(c). 

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

Example: Jones exchanges property A, 
which is section 1245 property with an ad-
justed basis of $10,000, for property B, which 
has a fair market value of $9,000, and prop-
erty C, which has a fair market value of 
$3,500, in a like kind exchange as to which no 
gain would be recognized under section 
1031(a). Upon the exchange $2,500 gain is rec-
ognized under section 1245(a)(1), since prop-
erty C is not section 1245 property. See sec-
tion 1245(b)(4). Under the rules of section 
1031(d), the basis of the properties received in 
the exchange is $12,500 (i.e., the basis of prop-
erty transferred, $10,000, plus the amount of 
gain recognized, $2,500), of which the amount 
allocated to property C is $3,500 (the fair 
market value thereof), and the residue, 
$9,000, is allocated to property B. 

(b) Sections 1071 and 1081 transactions. 
(1) If property is acquired in a trans-
action to which section 1071 and para-
graph (e)(1) of § 1.1245–4 (relating to 
limitation for section 1071 trans-
actions, etc.) apply, its basis shall be 
determined in accordance with the 
principles of paragraph (a) of this sec-
tion. 

(2) If the basis of property, other 
than section 1245 property, is reduced 
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pursuant to either an election under 
section 1071 or the application of sec-
tion 1082(a)(2), then the basis of the 
property shall be increased to the ex-
tent of the gain recognized under sec-
tion 1245(a)(1) by reason of the applica-
tion of paragraph (e)(1)(iii) of § 1.1245–4. 

[T.D. 6832, 30 FR 8584, July 7, 1965] 

§ 1.1245–6 Relation of section 1245 to 
other sections. 

(a) General. The provisions of section 
1245 apply notwithstanding any other 
provision of subtitle A of the Code. 
Thus, unless an exception or limitation 
under section 1245(b) applies, gain 
under section 1245(a)(1) is recognized 
notwithstanding any contrary non-
recognition provision or income char-
acterizing provision. For example, 
since section 1245 overrides section 1231 
(relating to property used in the trade 
or business), the gain recognized under 
section 1245(a)(1) upon a disposition 
will be treated as ordinary income and 
only the remaining gain, if any, from 
the disposition may be considered as 
gain from the sale or exchange of a 
capital asset if section 1231 is applica-
ble. See example (2) of paragraph (b)(2) 
of § 1.1245–1. For effect of section 1245 
on basis provisions of the Code, see 
§ 1.1245–5. 

(b) Nonrecognition sections overridden. 
The nonrecognition provisions of sub-
title A of the Code which section 1245 
overrides include, but are not limited 
to, sections 267(d), 311(a), 336, 337, 
501(a), 512(b)(5), and 1039. See section 
1245(b) for the extent to which section 
1245(a)(1) overrides sections 332, 351, 
361, 371(a), 374(a), 721, 731, 1031, 1033, 
1071, and 1081 (b)(1) and (d)(1)(A). For 
limitation on amount of adjustments 
reflected in adjusted basis of property 
disposed of by an organization exempt 
from income taxes (within the meaning 
of section 501(a)), see paragraph (a)(8) 
of § 1.1245–2. 

(c) Normal retirement of asset in mul-
tiple asset account. Section 1245(a)(1) 
does not require recognition of gain 
upon normal retirements of section 
1245 property in a multiple asset ac-
count as long as the taxpayer’s method 
of accounting, as described in para-
graph (e)(2) of § 1.167(a)–8 (relating to 
accounting treatment of asset retire-

ments), does not require recognition of 
such gain. 

(d) Installment method. (1) Gain from a 
disposition to which section 1245(a)(1) 
applies may be reported under the in-
stallment method if such method is 
otherwise available under section 453 of 
the Code. In such case, the income 
(other than interest) on each install-
ment payment shall be deemed to con-
sist of gain to which section 1245(a)(1) 
applies until all such gain has been re-
ported, and the remaining portion (if 
any) of such income shall be deemed to 
consist of gain to which section 
1245(a)(1) does not apply. For treatment 
of amounts as interest on certain de-
ferred payments, see section 483. 

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

Example: Jones contracts to sell an item of 
section 1245 property for $10,000 to be paid in 
10 equal payments of $1,000 each, plus a suffi-
cient amount of interest so that section 483 
does not apply. He properly elects under sec-
tion 453 to report under the installment 
method gain of $2,000 to which section 
1245(a)(1) applies and gain of $1,000 to which 
section 1231 applies. Accordingly, $300 of each 
of the first 6 installment payments and $200 
of the seventh installment payment is ordi-
nary income under section 1245(a)(1), and $100 
of the seventh installment payment and $300 
of each of the last 3 installment payments is 
gain under section 1231. 

(e) Exempt income. The fact that sec-
tion 1245 provides for recognition of 
gain as ordinary income does not 
change into taxable income any in-
come which is exempt under section 115 
(relating to income of states, etc.), 892 
(relating to income of foreign govern-
ments), or 894 (relating to income ex-
empt under treaties). 

(f) Treatment of gain not recognized 
under section 1245. Section 1245 does not 
prevent gain which is not recognized 
under section 1245 from being consid-
ered as gain under another provision of 
the Code, such as, for example, section 
311(c) (relating to liability in excess of 
basis), section 341(f) (relating to col-
lapsible corporations), section 357(c) 
(relating to liabilities in excess of 
basis), section 1238 (relating to amorti-
zation in excess of depreciation), or 
section 1239 (relating to gain from sale 
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of depreciable property between cer-
tain related persons). Thus, for exam-
ple, if section 1245 property, which has 
an adjusted basis of $1,000 and a recom-
puted basis of $1,500, is sold for $1,750 in 
a transaction to which section 1239 ap-
plies, $500 of the gain would be recog-
nized under section 1245(a)(1) and the 
remaining $250 of the gain would be 
treated as ordinary income under sec-
tion 1239. 

[T.D. 6832, 30 FR 8584, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 269, Jan. 8, 1971; T.D. 
7400, 41 FR 5101, Feb. 4, 1976] 

§ 1.1247–1 Election by foreign invest-
ment companies to distribute in-
come currently. 

(a) Election by foreign investment com-
pany—(1) In general. If a registered for-
eign investment company (as defined 
in paragraph (b) of this section) elects, 
on or before December 31, 1962, with re-
spect to each of its taxable years begin-
ning after December 31, 1962, to comply 
with the requirements of subparagraph 
(2) of this paragraph, then section 1246 
(relating to gain on foreign investment 
company stock) shall not apply with 
respect to a qualified shareholder (as 
defined in paragraph (b) of § 1.1247–3) of 
such company who disposes of his 
stock during any taxable year of the 
company to which such election ap-
plies. See section 1247(a)(1). 

(2) Requirements. A registered foreign 
investment company which makes an 
election under section 1247(a) shall, 
with respect to each of its taxable 
years beginning after December 31, 
1962, comply with the following re-
quirements: 

(i) Under section 1247(a)(1)(A), the 
company shall distribute to its share-
holders, during the taxable year, 90 
percent or more of what its taxable in-
come would be for such taxable year if 
it were a domestic corporation. To the 
extent elected by the company under 
section 1247(a)(2)(B), a distribution of 
taxable income made not later than 2 
months and 15 days after the close of 
the taxable year shall be treated as dis-
tributed during such taxable year. For 
rules relating to computation of tax-
able income for a taxable year and dis-
tributions of such taxable income, see 
§ 1.1247–2. 

(ii) Under section 1247(a)(1)(B), the 
company shall designate to each share-
holder the amount of his pro rata share 
of the excess of the net long-term cap-
ital gain over the net short-term cap-
ital loss for the taxable year and the 
amount thereof which is being distrib-
uted. For the manner of designating 
and the computation of such amounts, 
see § 1.1247–3. 

(iii) Under section 1247(a)(1)(C), the 
company shall provide the information 
and maintain the records required by 
§ 1.1247–5. 

(b) Definition of registered foreign in-
vestment company. The term registered 
foreign investment company means a for-
eign corporation which is registered 
within the time specified in this para-
graph under the Investment Company 
Act of 1940, as amended (15 U.S.C. 80a– 
1 to 80b–2), either as a management 
company or as a unit investment trust. 
Under such Act, a company is deemed 
registered upon receipt by the Securi-
ties and Exchange Commission of Form 
N–8A entitled Notification of Registra-
tion Filed Pursuant to Section 8(a) of the 
Investment Company Act of 1940. See sec-
tion 8(a) of such Act (15 U.S.C. 80a–8(a)) 
and 17 CFR 274.10. A company which 
computes its income on the basis of a 
calendar year must have registered on 
or before December 31, 1962, and a com-
pany which computes its income on the 
basis of a fiscal year must have reg-
istered on or before the last day of its 
fiscal year beginning in 1962 and ending 
in 1963. 

(c) Time and manner of making elec-
tion—(1) In general. The election pro-
vided by paragraph (a) of this section 
must have been made on or before De-
cember 31, 1962, by means of a letter 
addressed to the Director of Interna- 
Service, Washington, DC 20225, which 
clearly stated that the company elects 
to comply with the provisions of sec-
tion 1247. The letter must have been 
signed by an officer of the foreign in-
vestment company who was a resident 
of the United States and who was duly 
authorized to act on behalf of the com-
pany. 

(2) Information furnished. The fol-
lowing information must have been 
submitted in connection with the elec-
tion: 
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(i) The name, address, and employer 
identification number, if any, and the 
taxable year of the company; 

(ii) The principal place of business of 
the company; 

(iii) The date and the country under 
whose laws the company was incor-
porated; 

(iv) The date of filing with the Secu-
rities and Exchange Commission, and 
the file number, of Form N–8A; 

(v) The names and addresses of all of 
the company’s directors and officers 
and of any custodian or agent of the 
company located in the United States; 
and 

(vi) The name and address of the per-
son (or persons) in the United States 
having custody of the books of ac-
count, records, and other documents of 
the company, and the location of such 
books, records, and other documents if 
different from such address. 

(3) Time information furnished. (i) If a 
foreign investment company was reg-
istered with the Securities and Ex-
change Commission on the date of elec-
tion, all the information required by 
subparagraph (2) of this paragraph 
must have been submitted with the 
election. 

(ii) If a foreign investment company 
made its election before it was so reg-
istered, the information required by 
subparagraph (2) (i), (ii), and (iii) of 
this paragraph must have been sub-
mitted with the election and the infor-
mation required by subparagraph (2) 
(iv), (v), and (vi) of this paragraph must 
have been submitted within 60 days fol-
lowing receipt by the Securities and 
Exchange Commission of Form N–8A. 

(d) Termination of election—(1) Gen-
eral. Section 1247(b) provides that the 
election of a foreign investment com-
pany under section 1247(a) shall perma-
nently terminate as of the close of the 
taxable year preceding its first taxable 
year in which any of the following oc-
curs: 

(i) The company fails to comply with 
the provisions of section 1247(a)(1) (A), 
(B), or (C), unless it is shown that such 
failure is due to reasonable cause and 
not due to willful neglect; 

(ii) The company is a foreign per-
sonal holding company as defined in 
section 552; or 

(iii) The company ceases to be a reg-
istered foreign investment company 
which is described in paragraph (b) of 
this section. A company ceases to be a 
registered company, for example, as of 
the time the Securities and Exchange 
Commission revokes its order permit-
ting registration of the company. 

(2) Reasonable cause. Whether a fail-
ure by a foreign investment company 
to comply with the provisions of sec-
tion 1247(a)(1) (A), (B), or (C) is due to 
reasonable cause and not due to willful 
neglect depends on whether the com-
pany exercised ordinary business care 
and prudence. For example, if in deter-
mining its taxable income under sec-
tion 1247(a) the company relied in good 
faith upon estimates and opinions of 
independent certified public account-
ants or other experts which are also 
used for purposes of its financial state-
ments filed with the Securities and Ex-
change Commission under the Invest-
ment Company Act of 1940, such reli-
ance would constitute reasonable cause 
for purposes of this paragraph. In such 
a case, the company’s election under 
section 1247(a) for the taxable year 
would not be terminated nor would the 
company be required to make an addi-
tional distribution for such taxable 
year in order to comply with the provi-
sions of section 1247(a)(1)(A). 

[T.D. 6798, 30 FR 1174, Feb. 4, 1965] 

§ 1.1247–2 Computation and distribu-
tion of taxable income. 

(a) In general. Taxable income of a 
foreign investment company means 
taxable income as defined in section 
63(a), computed without regard to sub-
chapter N, chapter 1 of the Code, and in 
accordance with the following rules: 

(1) There shall be excluded the ex-
cess, if any, of the company’s net long- 
term capital gain over the net short- 
term capital loss. See § 1.1247–3 for the 
manner of computing such excess. 

(2) The deduction provided in section 
172 (relating to net operating losses) 
shall not be allowed. 

(3) Except for the deduction provided 
in section 248 (relating to organiza-
tional expenditures), the special deduc-
tions provided for corporations in part 
VIII (sections 241 and following), sub-
chapter B, chapter 1 of the Code shall 
not be allowed. 
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(4) In computing the amount of the 
deduction allowed under section 164 
there shall be included taxes paid or 
accrued during the taxable year which 
are imposed by the United States or by 
the country under the laws of which 
the company is created or organized. 
See, however, § 1.1247–4. 

(b) Election to distribute taxable income 
after close of taxable year. A company 
may elect under section 1247(a)(2)(B), 
in respect of taxable income for a tax-
able year, to treat a distribution made 
not later than 2 months and 15 days 
after the close of such taxable year as 
a distribution made during such tax-
able year of such taxable income. The 
company shall make the election by at-
taching to the information return re-
quired by paragraph (c)(1) of § 1.1247–5 
for such taxable year a statement set-
ting forth the amount of each distribu-
tion (or portion thereof) to which the 
election applies and the date of each 
such distribution. The election shall be 
irrevocable after the expiration of the 
time for filing such information return. 
The distribution (or portion thereof) to 
which the election applies shall be con-
sidered as paid out of the earnings and 
profits of the taxable year for which 
such election is made, and not out of 
the earnings and profits of the taxable 
year in which the distribution is actu-
ally made. A distribution to which this 
paragraph applies shall be includible in 
the gross income of a shareholder of 
the foreign investment company for his 
taxable year in which received or ac-
crued. 

[T.D. 6798, 30 FR 1175, Feb. 4, 1965] 

§ 1.1247–3 Treatment of capital gains. 
(a) Treatment by the company—(1) In 

general. If an election to distribute in-
come currently pursuant to section 
1247(a) is in effect for a taxable year of 
a foreign investment company, the 
company shall designate (in the man-
ner described in subparagraph (3) of 
this paragraph) to each shareholder his 
pro rata amount of the excess of the 
net long-term capital gain over the net 
short-term capital loss for the com-
pany’s taxable year, and the portion 
thereof which is being distributed to 
each such shareholder. See section 
1247(a)(1)(B). Except as provided in sub-
paragraph (2) of this paragraph, the 

company shall compute such excess 
(hereinafter referred to as excess capital 
gains) as if such company were a do-
mestic corporation, but without regard 
to subchapter N, chapter 1 of the Code. 
See paragraph (d) of § 1.1247–1 for rules 
relating to termination of election 
under section 1247(a) for failure to 
properly compute or to properly des-
ignate excess capital gains. A company 
may make an irrevocable election (by 
notifying its shareholders as provided 
in subparagraph (3) of this paragraph) 
to distribute, on or before the 45th day 
following the close of its taxable year, 
all or a portion of the excess capital 
gains and have any such distribution 
treated as if made during such taxable 
year. 

(2) Rules for computing capital gains 
and losses. Generally, the adjusted basis 
of property held by a foreign invest-
ment company shall be its cost ad-
justed in accordance with the applica-
ble provisions of the Code. However, in 
respect of property held by a foreign 
investment company on the first day of 
the first taxable year for which the 
election under section 1247(a) applies, 
the amounts shown on such day in the 
permanent books of account, records, 
and other documents of the company 
shall, at the option of the company, be 
accepted as the adjusted basis of such 
property, if on such day such books, 
records, and other documents were 
being maintained in the manner pre-
scribed by regulations under section 30 
of the Investment Company Act of 1940 
(15 U.S.C. 80a–30). In computing capital 
gains and losses of a foreign invest-
ment company under section 1247, the 
provisions of section 1212 (relating to 
allowance of capital loss carryover) 
shall not apply to any capital loss in-
curred in or with respect to taxable 
years before the first taxable year for 
which the election under section 1247(a) 
applies. See section 1247(a)(2)(C). 

(3) Notice to shareholders. The com-
pany shall designate by written notice, 
mailed on or before the 45th day fol-
lowing the close of its taxable year: 

(i) To each person who is a share-
holder at the close of such taxable 
year, his pro rata amount of the por-
tion of the excess capital gains for such 
year which was not distributed, and 
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(ii) To each person who received a 
distribution of excess capital gains 
with respect to such taxable year, the 
amount and the date of each such dis-
tribution. 
Each notice shall show the name and 
address of the foreign investment com-
pany and the taxable year of the com-
pany for which the designation is 
made. 

(b) Treatment of capital gains by quali-
fied shareholder—(1) Definition of quali-
fied shareholder. (i) The term qualified 
shareholder means any shareholder of a 
registered foreign investment company 
who is a United States person (as de-
fined in section 7701(a)(30)), other than 
a shareholder described in subdivision 
(ii) of this subparagraph. 

(ii) A United States person shall not 
be treated as a qualified shareholder 
for a taxable year if in his return for 
such taxable year (or for any prior tax-
able year) he did not include, in com-
puting his long-term capital gains, his 
pro rata amount of the undistributed 
portion of the excess capital gains 
which the company designated for its 
taxable year ending within or with 
such taxable year of the shareholder. 
Thus, for example, if a shareholder 
fails to include as long-term capital 
gain in his return for his taxable year 
ending December 31, 1966, the amount 
designated by the company as his pro 
rata amount of undistributed excess 
capital gains for the company’s taxable 
year ending June 30, 1966, he would not 
be a qualified shareholder for his tax-
able year ending December 31, 1966, or 
for any subsequent taxable year. How-
ever, if the shareholder can show that 
his failure to include his pro rata 
amount of the undistributed portion of 
the excess capital gains in his return 
was due to reasonable cause and not 
due to willful neglect, he will continue 
to be a qualified shareholder. Such 
shareholder shall, for the year with re-
spect to which such failure occurred, 
include in his taxable income his pre-
viously omitted pro rata amount of the 
undistributed portion of excess capital 
gains. 

(2) Treatment of excess capital gains. A 
qualified shareholder of a foreign in-
vestment company, for any taxable 
year of the company for which the elec-
tion under section 1247(a) is in effect, 

shall include in his return in com-
puting his long-term capital gains: 

(i) For his taxable year in which re-
ceived, his pro rata amount of the dis-
tributed portion of the excess capital 
gains for such taxable year of the com-
pany, and 

(ii) For his taxable year in which or 
with which the taxable year of the 
company ends, his pro rata amount of 
the undistributed portion of the excess 
capital gains for such taxable year of 
the company. 

(3) Sales at end of company’s taxable 
year. For purposes of determining 
whether the purchaser or seller of a 
share of foreign investment company 
stock is the shareholder at the close of 
such company’s taxable year who is re-
quired to include an amount of undis-
tributed excess capital gains in gross 
income, the amount of the undistrib-
uted excess capital gains shall be treat-
ed in the same manner as a cash divi-
dend payable to shareholders of record 
at the close of the company’s taxable 
year. Thus, if a cash dividend paid to 
shareholders of record as of the close of 
the foreign investment company’s tax-
able year would be considered income 
to the purchaser, then the purchaser is 
also considered to be the shareholder of 
such company at the close of its tax-
able year for purposes of including an 
amount of undistributed excess capital 
gains in gross income. For rules for de-
termining whether a dividend is in-
come to the purchaser or seller of a 
share of stock, see paragraph (c) of 
§ 1.61–9. 

(4) Partners and partnerships. If the 
shareholder required to include an 
amount of undistributed excess capital 
gains in gross income under section 
1247(d)(2) and subparagraph (2)(ii) of 
this paragraph is a partnership, such 
amount shall be taken into account by 
the partnership for the taxable year of 
the partnership in which occurs the 
last day of the taxable year of the for-
eign investment company in respect of 
which the undistributed portion of the 
excess capital gains were designated. 
The amount so includible by the part-
nership shall be taken into account by 
the partners as distributive shares of 
the partnership gains and losses from 
sales or exchanges of capital assets 
held for more than 1 year (6 months for 
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taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977) pursuant to section 702(a)(2) and 
paragraph (a)(2) of § 1.702–1. The part-
ners shall increase the basis of their 
partnership interests under section 
705(a)(1) by their distributive shares of 
such gains. 

(5) Effect on earnings and profits of cor-
porate shareholder. If a shareholder re-
quired to include an amount of undis-
tributed excess capital gains in gross 
income under section 1247(d)(2) and 
subparagraph (2)(ii) of this paragraph is 
a corporation, such corporation, in 
computing its earnings and profits for 
the taxable year for which such 
amount is so includible, shall treat 
such amount as if it had actually been 
received in that year. 

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

Example: Smith owns one share of stock in 
a foreign investment company which he pur-
chased in 1964. In respect of the company’s 
taxable year ending June 30, 1966, during 
which the election under section 1247(a) was 
in effect, Smith receives from the company 
on July 15, 1966, a distribution in the amount 
of $8. He also receives a notice stating that 
for such taxable year $9 was being designated 
as his pro rata amount of the excess capital 
gains, $8 of which was distributed on July 15, 
1966, and $1 of which was being designated as 
the undistributed portion. In order for Smith 
to be a qualified shareholder for his taxable 
year ending December 31, 1966, he must in-
clude in computing his long-term capital 
gains in his return for 1966, his pro rata 
amount of the undistributed portion of the 
excess capital gains, that is, $1. Smith must 
also include in such return his pro rata 
amount of the distributed portion of excess 
capital gains, that is, $8. If, however, Smith 
does not include in income his pro rata 
amount of the undistributed portion of ex-
cess capital gains, he is not a qualified share-
holder for 1966 (or for any subsequent year). 
In such a case, the $8 is not treated under the 
provisions of section 1247(d)(1) as a distribu-
tion of long-term capital gains for such year 
but as a corporate distribution taxable as or-
dinary income to the extent provided in sub-
chapter C, chapter 1 of the Code. 

(c) Adjustments relating to undistrib-
uted capital gains—(1) Adjustments in 
earnings and profits of the company. If a 
foreign investment company, to which 
the election under section 1247(a) ap-
plies, designates an amount as the un-
distributed portion of excess capital 

gains for its taxable year, the earnings 
and profits of the company (within the 
meaning of subchapter C, chapter 1 of 
the Code) shall be reduced, and its cap-
ital account shall be increased, by such 
amount. 

(2) Increase in basis of qualified share-
holder’s stock. A qualified shareholder, 
who computes his long-term capital 
gains for a taxable year by including 
(in respect of each share of stock which 
he owns in a foreign investment com-
pany) the pro rata amount of the un-
distributed portion of the excess cap-
ital gains which was designated by the 
company for its taxable year ending 
with or within such taxable year of the 
shareholder, shall, as of the day fol-
lowing the close of such taxable year of 
the company, increase the adjusted 
basis of each share by such pro rata 
amount. 

(d) Loss on sale or exchange of certain 
stock held 1 year or less—(1) In general. 
If: 

(i) A qualified shareholder of a for-
eign investment company to which the 
election under section 1247(a) applies 
treats any amount designated under 
section 1247(a)(1)(B) with respect to a 
share of stock as long-term capital 
gain, and 

(ii) Such share is held by the tax-
payer for 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977) or 
less, 

Then any loss on the sale or exchange 
of such share shall, to the extent of the 
amount described in subdivision (i) of 
this subparagraph, be treated under 
section 1247(i) as loss from the sale or 
exchange of a capital asset held for 
more than 1 year (6 months for taxable 
years beginning before 1977; 9 months 
for taxable years beginning in 1977). 

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

Example: On October 1, 1966, B, a calendar 
year taxpayer, purchases for $100 a share of 
stock in a foreign investment company to 
which the election under section 1247(a) ap-
plies. On January 20, 1967, the company, in a 
notice to B, designates for its taxable year 
ending December 31, 1966, $8 per share as ex-
cess capital gains of which $6 was distributed 
on December 1, 1966, and $2 was designated as 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00404 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



395 

Internal Revenue Service, Treasury § 1.1247–4 

undistributed. B includes the $8 in com-
puting his long-term capital gains in his re-
turn for 1966 and, under paragraph (c)(2) of 
this section, B’s basis for the share is in-
creased to $102 as of January 1, 1967. On Feb-
ruary 1, 1967, B sells the share for $93, incur-
ring a $9 loss of which $8 is treated as a long- 
term capital loss under section 1247(i) and $1 
is treated as a short-term capital loss. 

[T.D. 6798, 30 FR 1175, Feb. 4, 1965, as amend-
ed by T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1247–4 Election by foreign invest-
ment company with respect to for-
eign tax credit. 

(a) In general—(1) Election. If an elec-
tion to distribute income currently 
pursuant to section 1247(a) is in effect 
for a taxable year of a foreign invest-
ment company, and if at the close of 
such taxable year more than 50 percent 
of the value of the total assets of the 
company consists of stock or securities 
in foreign corporations, then the com-
pany may elect for such taxable year, 
in the manner provided in paragraph 
(d) of this section, the application of 
section 1247(f) in respect of foreign 
taxes referred to in subparagraph (2) of 
this paragraph which are paid during 
such taxable year. For purposes of this 
section, the term value shall have the 
same meaning as assigned to such term 
in section 851(c)(4) (relating to defini-
tion of regulated investment company). 
For definition of foreign corporation, 
see section 7701(a). 

(2) Taxes affected. The election under 
section 1247(f) for a taxable year ap-
plies with respect to income, war prof-
its, and excess profits taxes described 
in section 901(b)(1) which are paid by 
the company to foreign countries and 
possessions of the United States. A tax 
paid by a foreign investment company 
does not include a tax which is paid by 
the shareholders of the company. 
Whether a tax is paid by the company, 
and whether a tax is an income, war 
profits, or excess profits tax described 
in section 901(b)(1), shall be determined 
under the principles of chapter 1 of the 
Code without regard to the law of any 
foreign country and without regard to 
any income tax convention, including 
any income tax convention to which 
the United States is a party. Section 
1247(f) does not apply with respect to 
foreign taxes which would be deemed to 
have been paid by the company under 

section 902 if the company were a do-
mestic corporation. For purposes of 
this paragraph, taxes paid to the 
United States are not considered for-
eign taxes. 

(b) Effect of election—(1) Effect on com-
pany. If a valid election under section 
1247(f) is made for a taxable year of a 
foreign investment company, then, for 
purposes of determining under section 
1247(a)(1)(A) whether the company has 
distributed to its shareholders with re-
spect to such taxable year 90 percent or 
more of what the company’s taxable in-
come would be for such year if the 
company were a domestic corporation, 
the following rules shall apply: 

(i) The company shall compute such 
taxable income without any deduction 
for the foreign taxes referred to in 
paragraph (a)(2) of this section which 
were paid or accrued during the taxable 
year. 

(ii) If the amount of taxable income 
(computed without regard to subdivi-
sion (i) of this subparagraph) is more 
than zero, the company shall treat the 
foreign taxes referred to in paragraph 
(a)(2) of this section which were paid 
during such taxable year of the com-
pany as distributed to its shareholders 
to the extent of the amount which 
bears the same ratio to the amount of 
such foreign taxes as (a) the amount 
actually distributed (or treated as dis-
tributed pursuant to an election under 
section 1247(a)(2)(B)) during such tax-
able year from such taxable income 
(determined without regard to subdivi-
sion (i) of this subparagraph), bears to 
(b) the amount of such taxable income 
(also determined without regard to 
such subdivision (i)). Thus, for exam-
ple, if for a taxable year a foreign in-
vestment company has taxable income 
of $1,000 (determined after deducting 
foreign taxes paid of $100), and if $600 of 
such taxable income is distributed dur-
ing the taxable year and $350 of such 
taxable income is distributed not later 
than 2 months and 15 days after the 
close of the taxable year, then $950 is 
treated as distributed for purposes of 
satisfying the 90-percent distribution 
requirement of section 1247(a)(1)(A), 
and the amount of foreign taxes treat-
ed as distributed under this subdivision 
is $95 (that is, $100 multiplied by $950/ 
$1,000). 
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(iii) If the amount of taxable income 
(computed without regard to subdivi-
sion (i) of this subparagraph) is zero, 
then all foreign taxes referred to in 
paragraph (a)(2) of this section which 
were paid during the taxable year shall 
be treated as distributed by the com-
pany on the last day of such taxable 
year. Thus, for example, if for a taxable 
year a foreign investment company has 
taxable income of $500 (computed with-
out deducting $800 of foreign taxes paid 
during such year), the amount of tax-
able income computed without regard 
to subdivision (i) of this paragraph is 
zero, and the $800 of foreign taxes is 
treated as distributed under this sub-
division on the last day of the com-
pany’s taxable year. 

(2) Effect on qualified shareholders. 
The following rules apply to a qualified 
shareholder of a foreign investment 
company which makes a valid election 
under section 1247(f) for a taxable year: 

(i) The qualified shareholder shall in-
clude in his gross income (in addition 
to taxable dividends actually received) 
his proportionate share of the foreign 
taxes referred to in paragraph (a)(2) of 
this section which were paid during 
such taxable year of the company, and 
shall treat such proportionate share as 
paid by him for purposes of the deduc-
tion under section 164(a) and the for-
eign tax credit under section 901. See, 
however, paragraph (c)(1) of this sec-
tion for a limitation on the amount a 
shareholder may treat as his propor-
tionate share of foreign taxes. 

(ii) In respect of any distribution 
made (or treated as made under section 
1247(a)(2)(B)) during the taxable year of 
the company and which is received by 
a qualified shareholder, the term pro-
portionate share of foreign taxes means, 
for purposes of this section, an amount 
which bears the same ratio to (a) the 
amount of the foreign taxes referred to 
in paragraph (a)(2) of this section 
which were paid during such taxable 
year of the company, as (b) the amount 
of such distribution to the shareholder 
out of the company’s taxable income 
for such taxable year (determined with-
out regard to subparagraph (1)(i) of this 
paragraph), bears to (c) the amount of 
such taxable income (also determined 
without regard to such subparagraph 
(1)(i)). 

(iii) In respect of any distribution of 
foreign taxes treated as made under 
subparagraph (1)(iii) of this paragraph 
on the last day of the taxable year of 
the company, the term proportionate 
share of foreign taxes means, for pur-
poses of this section, an amount which 
bears the same ratio to (a) the amount 
of foreign taxes referred to in para-
graph (a)(2) of this section which were 
paid during such taxable year of the 
company, as (b) the fair market value 
of all shares of stock of the company 
held by such qualified shareholder on 
the last day of such taxable year, bears 
to (c) the fair market value of all such 
shares outstanding on such last day. 

(iv) For purposes of the foreign tax 
credit, the qualified shareholder shall 
treat his proportionate share of foreign 
taxes as having been paid by him to the 
country in which the foreign invest-
ment company is created or organized. 

(v) For purposes of the foreign tax 
credit, the qualified shareholder shall 
treat as gross income from sources 
within the country in which the for-
eign investment company is created or 
organized the sum of (a) his propor-
tionate share of foreign taxes, (b) any 
dividend paid to him by such foreign 
investment company, and (c) his pro 
rata amount of distributed and undis-
tributed portions of excess capital 
gains referred to in paragraph (a) of 
§ 1.1247–3. 

(vi)(a) In respect of a distribution 
made (or treated as made under section 
1247(a)(2)(B)) during a taxable year of 
the company, a qualified shareholder 
shall consider his proportionate share 
of foreign taxes as having been re-
ceived, and as having been paid, by him 
during his taxable year in which the 
distribution is includible in his gross 
income. 

(b) In respect of an amount of foreign 
taxes treated as distributed under sub-
paragraph (1)(iii) of this paragraph on 
the last day of a taxable year of the 
company, the qualified shareholder 
shall consider his proportionate share 
of foreign taxes as having been re-
ceived, and as having been paid, by him 
during his taxable year in which such 
last day falls. 

(vii) If the qualified shareholder is a 
corporation, it shall not be deemed 
under section 902 to have paid any 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00406 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



397 

Internal Revenue Service, Treasury § 1.1247–4 

taxes paid by the foreign investment 
company to which the election under 
section 1247(f) applied. 

(3) Effect on nonqualified shareholders. 
A shareholder who is not a qualified 
shareholder shall not include his pro-
portionate share of foreign taxes in 
gross income, and shall not be entitled 
to treat such proportionate share as 
having been paid by him to a foreign 
country for purposes of the deduction 
under section 164(a) or, except to the 
extent that section 902 is applicable, 
for purposes of the foreign tax credit 
under section 901. 

(4) Example. The application of para-
graph (a) of this section and this para-
graph may be illustrated by the fol-
lowing examples: 

Example 1. (i) X Corporation, a foreign in-
vestment company incorporated in country 
C with 100,000 shares of stock outstanding, 
uses the calendar year as its taxable year. 
For 1964, X Corporation has the following in-
come and pays the following foreign taxes: 
Dividend income, minus operating expenses ...... $675,000 
Foreign income taxes paid: 

Withheld by country A ............ $25,000 
Withheld by country B ............ 50,000 
Income tax of country C ......... 90,000 

Total foreign income tax paid ................ 165,000 

Taxable income for purposes of section 
1247(a)(1)(A), determined without regard 
to section 1247(f) ...................................... 510,000 

X Corporation distributes to its shareholders 
the amount of $459,000 (i.e., 90 percent of 
$510,000). 

(ii) Assume that X Corporation validly 
elects the application of section 1247(f). Ac-
cordingly, X Corporation determines that its 
taxable income for purposes of section 
1247(a)(1)(A) without any deduction for for-
eign income taxes paid or accrued is $675,000 
($510,000, plus $165,000). 

(iii) Assume that X Corporation intends to 
distribute the least amount which would sat-
isfy the requirements of section 1247(a)(1)(A), 
as modified by the election under section 
1247(f). Thus, the total amount X distributes 
is $607,500, which consists of the sum of (a) 
$459,000 actually distributed, that is, 90 per-
cent of $510,000 of taxable income (deter-
mined after the deduction for foreign taxes), 
plus (b) foreign taxes paid of $148,500 which 
are treated as distributed, that is, 90 percent 
of $165,000 of foreign taxes paid by X Corpora-
tion. 

Example 2. Assume the same facts as in ex-
ample (1) except that X Corporation distrib-
utes the entire $510,000 in the following man-
ner: On December 15, 1964, X Corporation dis-
tributes $170,000 as a dividend of $1.70 per 

share. On February 25, 1965, X Corporation 
distributes the remaining $340,000 as a divi-
dend of $3.40 per share pursuant to an elec-
tion under section 1247(a)(2)(B) to treat such 
distribution as if made in 1964. Assume that 
Brown, a qualified shareholder, uses the cal-
endar year as his taxable year. The amount 
of $0.55 per share (that is, $165,000, multiplied 
by $1.70/$510,000) must be treated by Brown as 
foreign taxes paid by him in 1964 to country 
C and the amount of $1.10 per share (that is, 
$165,000 multiplied by $3.40/$510,000) must be 
similarly treated by Brown in 1965. The 
amount of $2.25 per share ($1.70 of dividends 
actually received plus $0.55 representing for-
eign taxes paid) must be reported by Brown 
as income considered received in 1964 from 
country C, and the amount of $4.50 per share 
($3.40 of dividends actually received plus $1.10 
representing foreign taxes paid) must be so 
reported by Brown in 1965. 

Example 3. A foreign investment company 
organized under the laws of country C re-
ceives a dividend of $1,000 from X Corpora-
tion, which is also organized under the laws 
of country C. Under the laws of country C, 
the foreign investment company would, if it 
so elects, be considered as having paid in-
come tax in the amount of $150 which X Cor-
poration paid to country C with respect to 
the earnings from which the dividend was 
paid. If the foreign investment company 
were a domestic corporation, however, it 
would not be considered for purposes of sec-
tion 901(b)(1) as having paid the tax actually 
paid by X Corporation. Accordingly, the elec-
tion under section 1247(f) does not apply in 
respect of the $150. The result would be the 
same if X Corporation was organized under 
the laws of any other foreign country to 
which it paid taxes and if the laws of country 
C permitted the foreign investment company 
to be considered as the payor of such taxes. 

(c) Notice to shareholders—(1) In gen-
eral. If, in the manner provided in para-
graph (d) of this section, a foreign in-
vestment company makes an election 
with respect to the foreign tax credit 
under section 1247(f), the company 
shall furnish to each shareholder a 
written notice mailed not later than 45 
days after the close of the taxable year 
of the company for which the election 
is made, designating the shareholder’s 
proportionate share of the foreign 
taxes referred to in paragraph (a)(2) of 
this section which were paid by the 
company during such taxable year. 
This notice may be combined with the 
written notice to shareholders de-
scribed in paragraph (a)(3) of § 1.1247–3 
relating to excess capital gains. 
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(2) Application to shareholder. For pur-
poses of paragraph (b)(2) of this sec-
tion, the amount which a shareholder 
may treat as his proportionate share of 
foreign taxes paid by the company 
shall not exceed the amounts so des-
ignated by the company in such writ-
ten notice. If, however, an amount des-
ignated by the company in a notice ex-
ceeds the shareholder’s proper propor-
tionate share of such foreign taxes, the 
shareholder is limited to the amount 
correctly determined. 

(d) Manner of making election—(1) In 
general. The election of a foreign in-
vestment company to have section 
1247(f) apply for a taxable year shall be 
made by filing as part of its informa-
tion return required by paragraph (c)(1) 
of § 1.1247–5 a Form 1118 modified so 
that it becomes a statement in support 
of the election made by the company 
under section 1247(f). 

(2) Irrevocability of election. An elec-
tion under section 1247(f) for a taxable 
year of a foreign investment company 
shall be made with respect to all for-
eign taxes referred to in paragraph 
(a)(2) of this section which were paid 
during such taxable year, and must be 
made not later than the time pre-
scribed for filing the information re-
turn under paragraph (c)(1) of § 1.1247–5. 
Such election, if made, shall be irrev-
ocable with respect to the distribu-
tions, and the foreign taxes with re-
spect thereto, to which the election ap-
plies. 

[T.D. 6798, 30 FR 1177, Feb. 4, 1965] 

§ 1.1247–5 Information and record-
keeping requirements. 

(a) General. In order to carry out the 
purposes of section 1247, a foreign in-
vestment company shall keep the 
records and comply with the informa-
tion requirements prescribed by this 
section for each taxable year of the 
company for which the election under 
section 1247(a) is in effect. See section 
1247(a)(1)(C). 

(b) Recordkeeping requirements. The 
company shall maintain and preserve 
such permanent books of account, 
records, and other documents as are 
sufficient to establish in accordance 
with the provisions of § 1.1247–2 what its 
taxable income would be if it were a 
domestic corporation. Generally, if the 

books and records of the company are 
maintained in the manner prescribed 
by regulations under section 30 of the 
Investment Company Act of 1940 (15 
U.S.C. 80a–30), the requirements of the 
preceding sentence shall be considered 
satisfied. Such books, records, and 
other documents shall be available for 
inspection in the United States by au-
thorized internal revenue officers or 
employees, and shall be maintained so 
long as the contents thereof may be 
material in the administration of sec-
tion 1247. 

(c) Information returns. The company 
shall file, for each taxable year during 
which the election under section 1247(a) 
is in effect, on or before the 15th day of 
the third month following the close of 
its taxable year or on or before May 1, 
1965, whichever is later, with the Direc-
tor of International Operations, Inter-
nal Revenue Service, Washington, DC, 
20225: 

(1) Form 1120, modified so as to be an 
annual information return, estab-
lishing the amount of its taxable in-
come referred to in paragraph (b) of 
this section, and 

(2) Form 2438, modified so as to be an 
annual information return, estab-
lishing the amount of the company’s 
excess capital gains (referred to in 
paragraph (a)(1) of § 1.1247–3) for the 
taxable year, the distributed portion 
thereof, and the amount of the undis-
tributed portion thereof. 

[T.D. 6798, 30 FR 1178, Feb. 4, 1965] 

§ 1.1248–1 Treatment of gain from cer-
tain sales or exchanges of stock in 
certain foreign corporations. 

(a) In general. (1) If a United States 
person (as defined in section 7701(a)(30)) 
recognizes gain on a sale or exchange 
after December 31, 1962, of stock in a 
foreign corporation, and if in respect of 
such person the conditions of subpara-
graph (2) of this paragraph are satis-
fied, then the gain shall be included in 
the gross income of such person as a 
dividend to the extent of the earnings 
and profits of such corporation attrib-
utable to such stock under § 1.1248–2 or 
1.1248–3, whichever is applicable, which 
were accumulated in taxable years of 
such foreign corporation beginning 
after December 31, 1962, during the pe-
riod or periods such stock was held (or 
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was considered as held by reason of the 
application of section 1223, taking into 
account § 1.1248–8) by such person while 
such corporation was a controlled for-
eign corporation. See section 1248(a). 
See § 1.1248–8 for additional rules re-
garding the attribution of earnings and 
profits to the stock of a foreign cor-
poration following certain nonrecogni-
tion transactions. For computation of 
earnings and profits attributable to 
such stock if there are any lower tier 
corporations, see paragraph (a) (3) and 
(4) of § 1.1248–2 or paragraph (a) of 
§ 1.1248–3, whichever is applicable. In 
general, the amount of gain to be in-
cluded in a person’s gross income as a 
dividend under section 1248(a) shall be 
determined separately for each share of 
stock sold or exchanged. However, such 
determination may be made in respect 
of a block of stock if earnings and prof-
its attributable to the block are com-
puted under § 1.1248–2 or 1.1248–3. See 
paragraph (b) of § 1.1248–2 and para-
graph (a)(5) of § 1.1248–3. For the limita-
tion on the tax attributable to an 
amount included in an individual’s 
gross income as a dividend under sec-
tion 1248(a), see section 1248(b) and 
§ 1.1248–4. For the treatment, under cer-
tain circumstances, of the sale or ex-
change of stock in a domestic corpora-
tion as the sale or exchange of stock 
held by the domestic corporation in a 
foreign corporation, see section 1248(e) 
and § 1.1248–6. For the nonapplication of 
section 1248 in certain circumstances, 
see section 1248(f) and paragraph (e) of 
this section. For the requirement that 
the person establish the amount of 
earnings and profits attributable to the 
stock sold or exchanged and, for pur-
poses of section 1248(b), the amount of 
certain taxes, see section 1248(g) and 
§ 1.1248–7. 

(2) In respect of a United States per-
son who sells or exchanges stock in a 
foreign corporation, the conditions re-
ferred to in subparagraph (1) of this 
paragraph are satisfied only if (i) such 
person owned, within the meaning of 
section 958(a), or was considered as 
owning by applying the rules of owner-
ship of section 958(b), 10 percent or 
more of the total combined voting 
power of all classes of stock entitled to 
vote of such foreign corporation at any 
time during the 5-year period ending on 

the date of the sale or exchange, and 
(ii) at such time such foreign corpora-
tion was a controlled foreign corpora-
tion (as defined in section 957). 

(3) For purposes of subparagraph (2) 
of this paragraph, (i) a foreign corpora-
tion shall not be considered to be a 
controlled foreign corporation at any 
time before the first day of its first 
taxable year beginning after December 
31, 1962, and (ii) the percentage of the 
total combined voting power of stock 
of a foreign corporation owned (or con-
sidered as owned) by a United States 
person shall be determined in accord-
ance with the principles of section 
951(b) and the regulations thereunder. 

(4) For purposes of paragraph (a)(1) of 
this section, if a foreign partnership 
sells or exchanges stock of a corpora-
tion, the partners in such foreign part-
nership shall be treated as selling or 
exchanging their proportionate share 
of the stock of such corporation. Stock 
which is considered to have been sold 
or exchanged by a partner by reason of 
the application of this paragraph (a)(4) 
shall for purposes of applying such sen-
tence be treated as actually sold or ex-
changed by such partner. 

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

Example 1. Corporation F is a foreign cor-
poration which has outstanding 100 shares of 
one class of stock. F was a controlled foreign 
corporation for the period beginning on Jan-
uary 1, 1963, and ending on June 30, 1965, but 
was not a controlled foreign corporation at 
any time thereafter. On December 31, 1965, 
Brown, a United States person who has 
owned 15 shares of F stock since 1962, sells 7 
of his 15 shares and recognizes gain with re-
spect to each share sold. Since Brown owned 
stock representing at least 10 percent of the 
total combined voting power of F at a time 
during the 5-year period ending on December 
31, 1965, while F was a controlled foreign cor-
poration, the conditions of subparagraph (2) 
of this paragraph are satisfied. Therefore, 
section 1248(a) applies to the gain recognized 
by Brown to the extent of the earnings and 
profits attributable under § 1.1248–3 to such 
shares. 

Example 2. Assume the same facts as in ex-
ample (1). Assume further that on February 
1, 1970, Brown sells the remainder of his 
shares in F Corporation and recognizes gain 
with respect to each share sold. Even though 
Brown did not own stock representing at 
least 10 percent of the total combined voting 
power of F on February 1, 1970, nevertheless, 
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in respect of each of the 8 shares of F stock 
which he sold on such date, the conditions of 
subparagraph (2) of this paragraph are satis-
fied since Brown owned stock representing at 
least 10 percent of such voting power at a 
time during the 5-year period ending on Feb-
ruary 1, 1970, while F was a controlled for-
eign corporation. Therefore, section 1248(a) 
applies to the gain recognized by Brown to 
the extent of the earnings and profits attrib-
utable under § 1.1248–3 to such shares. If, how-
ever, Brown had sold the reminder of his 
shares in F on July 1, 1970, since the last 
date on which Brown owned stock rep-
resenting at least 10 percent of the total 
combined voting power of F while F was a 
controlled foreign corporation was June 30, 
1965, a date which is not within the 5-year pe-
riod ending July 1, 1970, the conditions of 
subparagraph (2) of this paragraph would not 
be satisfied and section 1248(a) would not 
apply. 

Example 3. Corporation G, a foreign cor-
poration created in 1950, has outstanding 100 
shares of one class of stock and uses the cal-
endar year as its taxable year. Corporation 
X, a United States person, owns 60 shares of 
G stock and has owned such stock since G 
was created. Corporation Y, a United States 
person, owned 15 shares of the G stock from 
1950 until December 1, 1962, on which date it 
sold 10 of such shares. On December 31, 1963, 
Y sells its remaining 5 shares of the G stock 
and recognizes gain on the sale. Since G is 
not considered to be a controlled foreign cor-
poration at any time before January 1, 1963, 
and since Y did not own stock representing 
at least 10 percent of the total combined vot-
ing power of G at any time on or after such 
date, the conditions of subparagraph (2) of 
this paragraph are not satisfied and section 
1248(a) does not apply. 

Example 4. (i) Facts. X, a domestic corpora-
tion, and Y, a foreign corporation that is not 
a controlled foreign corporation, are part-
ners in foreign partnership Z. X has a 60% in-
terest in Z, and Y has a 40% interest in Z. All 
parties are calendar year taxpayers. On Jan-
uary 1, year 1, Z forms foreign corporation H, 
a controlled foreign corporation that con-
ducts a business in Country C. Z and H’s 
functional currency is the United States dol-
lar. In years 1 and 2, H did not earn subpart 
F income as defined in section 952(a). On De-
cember 31, year 2, Z sells all of the H stock 
for $600 when Z’s adjusted basis in the stock 
is $100. Therefore, Z recognizes a gain of $500 
on the sale, of which $300 is allocable to X as 
a 60% partner. At the time of the sale, H had 
$300 of earnings and profits, $180 of which 
(that is, 60% of $300) is attributable to X’s 
60% share of the H stock. 

(ii) Result. Pursuant to section 1248(a) and 
paragraphs (a)(1) and (4) of this section, X 
and Y are treated as selling 60% and 40%, re-
spectively, of the H stock. X includes in its 
gross income as a dividend $180 of the gain 

recognized on the sale. Because Y is a foreign 
corporation that is not a CFC, neither sec-
tion 1248 nor section 964 applies to the sale of 
Y’s 40% share of the H stock. 

(iii) Alternative facts. If, instead, X owned 
its 60% interest in Z through another foreign 
partnership, the result would be the same. 

(b) [Reserved] For further guidance, 
see § 1.1248–1T(b). 

(c) Gain recognized. Section 1248(a) ap-
plies to a sale or exchange of stock in 
a foreign corporation only if gain is 
recognized in whole or in part upon 
such sale or exchange. Thus, for exam-
ple, if a United States person ex-
changes stock in a foreign corporation, 
and if under section 332, 351, 354, 355, or 
361 no gain is recognized as a result of 
a determination by the Commissioner 
under section 367 that the exchange is 
not in pursuance of a plan having as 
one of its principal purposes the avoid-
ance of Federal income taxes, then no 
amount is includible in the gross in-
come of such person as a dividend 
under section 1248(a). 

(d) Credit for foreign taxes. (1) If a do-
mestic corporation includes an amount 
in its gross income as a dividend under 
section 1248(a) upon a sale or exchange 
of stock in a foreign corporation (re-
ferred to as a first tier corporation), and 
if on the date of the sale or exchange 
the domestic corporation owns directly 
at least 10 percent of the voting stock 
of the first tier corporation: 

(i) The foreign tax credit provisions 
of sections 901 through 908 shall apply 
in the same manner and subject to the 
same conditions and limitations as if 
the first tier corporation on such date 
distributed to the domestic corporation 
as a dividend that portion of the 
amount included in gross income under 
section 1248(a) which does not exceed 
the earnings and profits of the first tier 
corporation attributable to the stock 
under § 1.1248–2 or § 1.1248–3, as the case 
may be, and 

(ii) If on such date such first tier cor-
poration owns directly 50 percent or 
more of the voting stock of a lower tier 
corporation described in paragraph 
(a)(3) of § 1.1248–2 or paragraph (a)(3) of 
§ 1.1248–3, as the case may be (referred 
to as a second tier corporation), then 
the foreign tax credit provisions of sec-
tions 901 through 905 shall apply in the 
same manner and subject to the same 
conditions and limitations as if on such 
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date (a) the domestic corporation 
owned directly that percentage of the 
stock in the second tier corporation 
which such domestic corporation is 
considered to own by reason of the ap-
plication of section 958(a)(2), and (b) 
the second tier corporation had distrib-
uted to the domestic corporation as a 
dividend that portion of the amount in-
cluded in gross income under section 
1248(a) which does not exceed the earn-
ings and profits of the second tier cor-
poration attributable to such stock 
under § 1.1248–2 or § 1.1248–3, as the case 
may be. 

(2) A credit shall not be allowed 
under subparagraph (1) of this para-
graph in respect of taxes which are not 
actually paid or accrued. For the inclu-
sion as a dividend in the gross income 
of a domestic corporation of an amount 
equal to the taxes deemed paid by such 
corporation under section 902(a)(1), see 
section 78. 

(3) If subparagraph (1)(ii) of this para-
graph applies, and if the amount in-
cluded in gross income under section 
1248(a) upon the sale or exchange of the 
stock in a first tier corporation de-
scribed in subparagraph (1)(ii) of this 
paragraph is less than the sum of the 
earnings and profits of the first tier 
corporation attributable to such stock 
under § 1.1248–2 or § 1.1248–3, as the case 
may be, plus the earnings and profits of 
the second tier corporation attrib-
utable to such stock under § 1.1248–2 or 
§ 1.1248–3, as the case may be, then the 
amount considered distributed to the 
domestic corporation as a dividend 
shall be determined by multiplying the 
amount included in gross income under 
section 1248(a) by: 

(i) For purposes of applying subpara-
graph (1)(i) of this paragraph, the per-
centage that (a) the earnings and prof-
its of the first tier corporation attrib-
utable to such stock under § 1.1248–2 or 
§ 1.1248–3, as the case may be, bears to 
(b) the sum of the earnings and profits 
of the first tier corporation attrib-
utable to such stock under § 1.1248–2 or 
§ 1.1248–3, as the case may be, plus the 
earnings and profits of the second tier 
corporation attributable to such stock 
under § 1.1248–2 or § 1.1248–3, as the case 
may be, and 

(ii) For purposes of applying subpara-
graph (1)(ii) of this paragraph, the per-

centage that (a) the earnings and prof-
its of the second tier corporation at-
tributable to such stock under § 1.1248– 
2 or § 1.1248–3, as the case may be, bears 
to (b) the sum referred to in subdivi-
sion (i)(b) of this subparagraph. 

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

Example 1. On June 30, 1964, domestic cor-
poration D owns 10 percent of the voting 
stock of controlled foreign corporation X. On 
such date, D sells a share of X stock and in-
cludes $200 of the gain on the sale in its gross 
income as a dividend under section 1248(a). X 
does not own any stock of a lower tier cor-
poration referred to in paragraph (a)(3) of 
§ 1.1248–3. D uses the calendar year as its tax-
able year and instead of deducting foreign 
taxes under section 164, D chooses the bene-
fits of the foreign tax credit provisions for 
1964. If D had included $200 in its gross in-
come as a dividend with respect to a dis-
tribution from X on June 30, 1964, the 
amount of the foreign income taxes paid by 
X which D would be deemed to have paid 
under section 902(a) in respect of such dis-
tribution would be $60. Thus, in respect of 
the $200 included in D’s gross income as a 
dividend under section 1248(a), and subject to 
the applicable limitations and conditions of 
sections 901 through 905, D is entitled under 
this paragraph to a foreign tax credit of $60 
for 1964. 

Example 2. On June 30, 1965, domestic cor-
poration D owns all of the voting stock of 
foreign corporation Y, and Y (the first tier 
corporation) owns all of the voting stock of 
foreign corporation Z (a second tier corpora-
tion). On such date, D sells a block of Y 
stock and includes $400 of the gain on the 
sale in its gross income as a dividend under 
section 1248(a). The earnings and profits at-
tributable under § 1.1248–3 to the block are 
$600 from Y and $1,800 from Z. D uses the cal-
endar year as its taxable year and instead of 
deducting foreign taxes under section 164, D 
chooses the benefits of the foreign tax credit 
provisions for 1965. For purposes of applying 
the foreign tax credit provisions, Y is consid-
ered under subparagraph (3) of this para-
graph to have distributed to D a dividend of 
$100 ($400×600/2400) and Z is considered to 
have so distributed to D a dividend of $300 
($400×1800/2400). If D had included $100 in its 
gross income as a dividend with respect to a 
distribution from Y on June 30, 1965, the 
amount of foreign income taxes paid by Y 
which D would be deemed to have paid under 
section 902(a) in respect of such distribution 
is $80. If D had owned the stock in Z directly, 
and if D had included $300 in its gross income 
as a dividend with respect to a distribution 
from Z, the amount of foreign income taxes 
paid by Z which D would be deemed to have 
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paid under section 902(a) in respect of such 
distribution is $120. Thus, in respect of the 
$400 included in D’s gross income as a divi-
dend under section 1248(a), and subject to the 
applicable limitations and conditions of sec-
tions 901 through 905, D is entitled under this 
paragraph to a foreign tax credit of $200 ($80 
plus $120) for 1965. 

(e) Exceptions. Under section 1248(f), 
this section and §§ 1.1248–2 through 
1.1248–7 shall not apply to: 

(1) Distributions to which section 303 
(relating to distributions in redemp-
tion of stock to pay death taxes) ap-
plies; 

(2) Gain realized on exchanges to 
which section 356 (relating to receipt of 
additional consideration in certain re-
organizations) applies; or 

(3) Any amount to the extent that 
such amount is, under any other provi-
sion of the Code, treated as (i) a divi-
dend, (ii) gain from the sale of an asset 
which is not a capital asset, or (iii) 
gain from the sale of an asset held for 
not more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months for taxable years beginning in 
1977). 

(f) Installment method. (1) Gain from a 
sale or exchange to which section 1248 
applies may be reported under the in-
stallment method if such method is 
otherwise available under section 453 of 
the Code. In such case, the income 
(other than interest) on each install-
ment payment shall be deemed to con-
sist of gain which is included in gross 
income under section 1248 as a dividend 
until all such gain has been reported, 
and the remaining portion (if any) of 
such income shall be deemed to consist 
of gain to which section 1248 does not 
apply. For treatment of amounts as in-
terest on certain deferred payments, 
see section 483. 

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

Example: Jones contracts to sell stock in a 
controlled foreign corporation for $5,000 to be 
paid in 10 equal payments of $500 each, plus 
a sufficient amount of interest so that sec-
tion 483 does not apply. He properly elects 
under section 453 to report under the install-
ment method gain of $1,000 which is includ-
ible in gross income under section 1248 as a 
dividend and gain of $500 which is a long- 
term capital gain. Accordingly, $150 of each 
of the first 6 installment payments and $100 

of the seventh installment payment are in-
cluded in gross income under section 1248 as 
a dividend, and $50 of the seventh install-
ment payment and $150 of each of the last 3 
installment payments are long-term capital 
gain. 

(g) Effective/applicability date. (1) The 
third sentence in paragraph (a)(1), 
paragraph (a)(4), and paragraph (a)(5), 
Example 4, of this section apply to in-
come inclusions that occur on or after 
July 30, 2007. A taxpayer may elect to 
apply paragraph (a)(4) of this section to 
income inclusions in open taxable 
years provided that it consistently ap-
plies paragraph (a)(4) of this section for 
income inclusions in the first year for 
which the election is applicable and in 
all subsequent years. 

(2) [Reserved] For further guidance, 
see § 1.1248–1T(g)(2). 

(h) [Reserved] For further guidance, 
see § 1.1248–1T(h). 

[T.D. 6779, 29 FR 18130, Dec. 22, 1964, as 
amended by T.D. 7728, 45 FR 72650, Nov. 3, 
1980; T.D. 7961, 49 FR 26225, June 27, 1984; T.D. 
9345, 72 FR 41444, July 30, 2007; T.D. 9444, 74 
FR 6828, Feb. 11, 2009] 

§ 1.1248–1T Treatment of gain from 
certain sales or exchanges of stock 
in certain foreign corporations 
(temporary). 

(a) [Reserved] For further guidance, 
see § 1.1248–1(a). 

(b) Sale or exchange. For purposes of 
section 1248(a), the term sale or ex-
change includes the receipt of a dis-
tribution which is treated as in ex-
change for stock under section 302(a) 
(relating to distributions in redemp-
tion of stock), section 331(a)(1) (relat-
ing to distributions in complete liq-
uidation of a corporation), or section 
331(a)(2) (relating to distributions in 
partial liquidation of a corporation). 
For purposes of section 1248(a), gain 
recognized by a shareholder under sec-
tion 301(c)(3) in connection with a dis-
tribution of property by a corporation 
with respect to its stock shall be treat-
ed as gain from the sale or exchange of 
stock of such corporation. 

(c) through (f) [Reserved] For further 
guidance, see § 1.1248–1(c) through (f). 

(g) Effective/applicability dates. (1) [Re-
served] For further guidance, see 
§ 1.1248–1(g)(1). 
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(2) Paragraph (b) of this section ap-
plies to distributions that occur on or 
after February 10, 2009. 

(h) Expiration date. This section ex-
pires on or before February 10, 2012. 

[T.D. 9444, 74 FR 6828, Feb. 11, 2009] 

§ 1.1248–2 Earnings and profits attrib-
utable to a block of stock in simple 
cases. 

(a) General—(1) Manner of computa-
tion. For purposes of paragraph (a)(1) of 
§ 1.1248–1, if a United States person sells 
or exchanges a block of stock (as de-
fined in paragraph (b) of this section) 
in a foreign corporation, and if the con-
ditions of paragraph (c) of this section 
are satisfied in respect of the block, 
then the earnings and profits attrib-
utable to the block which were accu-
mulated in taxable years of the cor-
poration beginning after December 31, 
1962, during the period such block was 
held (or was considered to be held by 
reason of the application of section 
1223, taking into account § 1.1248–8) by 
such person while such corporation was 
a controlled foreign corporation, shall 
be computed in accordance with the 
steps set forth in subparagraphs (2), (3), 
and (4) of this paragraph. 

(2) Step 1. (i) For each taxable year of 
the corporation beginning after Decem-
ber 31, 1962, the earnings and profits ac-
cumulated for each such taxable year 
by the corporation shall be computed 
in the manner prescribed in paragraph 
(d) of this section, and (ii) for the pe-
riod the person held (or is considered to 
have held by reason of the application 
of section 1223, taking into account 
§ 1.1248–8) the block, the amount of 
earnings and profits attributable to the 
block shall be computed in the manner 
prescribed in paragraph (e) of this sec-
tion. 

(3) Step 2. If the conditions of para-
graph (c)(5)(ii) of this section must be 
satisfied in respect of stock in a lower 
tier foreign corporation which such per-
son owns within the meaning of section 
958(a)(2), then (i) the earnings and prof-
its accumulated for each such taxable 
year by such lower tier corporation 
shall be computed in the manner pre-
scribed in paragraph (d) of this section, 
and (ii) for the period the person held 
(or is considered to have held by reason 
of the application of section 1223, tak-

ing into account § 1.1248–8) the block, 
the amount of earnings and profits of 
the lower tier corporation attributable 
to the block shall be computed in the 
manner prescribed in paragraph (e) of 
this section applied as if such person 
owned directly the percentage of such 
stock in such lower tier corporation 
which such person owns within the 
meaning of section 958(a)(2). 

(4) Step 3. The amount of earnings 
and profits attributable to the block 
shall be the sum of the amounts com-
puted under steps 1 and 2. 

(b) Block of stock. For purposes of this 
section, the term block of stock means a 
group of shares sold or exchanged in 
one transaction, but only if: 

(1) The amount realized, basis, and 
holding period are identical for each 
such share, and 

(2) In case, during the period the per-
son held (or is considered to have held 
by reason of the application of section 
1223) such shares, any amount was in-
cluded under section 951 in the gross 
income of the person (or another per-
son) in respect of the shares, the excess 
under paragraph (e)(3)(ii) of this sec-
tion (computed as if each share were a 
block) is identical for each such share. 

(c) Conditions to application. This sec-
tion shall apply only if the following 
conditions are satisfied: 

(1)(i) On each day of the period dur-
ing which the block of stock was held 
(or is considered as held by reason of 
the application of section 1223) by the 
person during taxable years of the cor-
poration beginning after December 31, 
1962, the corporation is a controlled 
foreign corporation, and 

(ii) On no such day is the corporation 
a foreign personal holding company (as 
defined in section 552) or a foreign in-
vestment company (as defined in sec-
tion 1246(b)). 

(2) The corporation had only one 
class of stock, and the same number of 
shares of such stock were outstanding, 
on each day of each taxable year of the 
corporation beginning after December 
31, 1962, any day of which falls within 
the period referred to in subparagraph 
(1) of this paragraph. 

(3) For each taxable year referred to 
in subparagraph (2) of this paragraph, 
the corporation is not a less developed 
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country corporation (as defined in sec-
tion 902(d)). 

(4) For each taxable year referred to 
in subparagraph (2) of this paragraph, 
the corporation does not make any dis-
tributions out of its earnings and prof-
its other than distributions which, 
under section 316 (as modified by sec-
tion 959), are considered to be out of 
earnings and profits accumulated in 
taxable years beginning after Decem-
ber 31, 1962, during the period such per-
son held (or is considered to have held 
by reason of the application of section 
1223, taking into account § 1.1248–8) the 
block while such corporation was a 
controlled foreign corporation. 

(5)(i) If (a) on the date of the sale or 
exchange such person, by reason of his 
ownership of such block, owns within 
the meaning of section 958(a)(2) stock 
in another foreign corporation (re-
ferred to as a lower tier corporation), 
and (b) the conditions of paragraph 
(a)(2) of § 1.1248–1 would be satisfied by 
such person in respect of such stock in 
the lower tier corporation if such per-
son were deemed to have sold or ex-
changed such stock in the lower tier 
corporation on the date he actually 
sold or exchanged such block in the 
first tier corporation, then the condi-
tions of subdivision (ii) of this subpara-
graph must be satisfied. 

(ii) In respect of stock in such lower 
tier corporation, (a) the conditions set 
forth in subparagraphs (1) through (4) 
of this paragraph (applied as if such 
person owned directly such stock in 
such lower tier corporation) must be 
met and (b) such person must own 
within the meaning of section 958(a)(2) 
the same percentage of the shares of 
such stock on each day which falls 
within the period referred to in sub-
paragraph (1) of this paragraph. 

(d) Earnings and profits accumulated 
for a taxable year—(1) General. For pur-
poses of this section, the earnings and 
profits accumulated for a taxable year 
of a foreign corporation shall be the 
earnings and profits for such year com-
puted in accordance with the rules pre-
scribed in § 1.964–1 (relating to deter-
mination of earnings and profits for a 
taxable year of a controlled foreign 
corporation) and reduced by any dis-
tributions therefrom. If the stock in 
the corporation is sold or exchanged 

before any action is taken by or on be-
half of the corporation under para-
graph (c) of § 1.964–1, the computation 
of earnings and profits under § 1.964–1 
for purposes of this section shall be 
made as if no elections had been made 
and no accounting method had been 
adopted. 

(2) Special rules. (i) The earnings and 
profits of the corporation accumulated: 

(a) For any taxable year beginning 
before January 1, 1967 (computed with-
out any reduction for distributions), 
shall not include the excess of any item 
includible in gross income of the for-
eign corporation under section 882(b) as 
gross income derived from sources 
within the United States, and 

(b) For any taxable year beginning 
after December 31, 1966 (computed 
without any reduction for distribu-
tions), shall not include the excess of 
any item includible in gross income of 
the foreign corporation under section 
882(b)(2) as income effectively con-
nected for that year with the conduct 
by such corporation of a trade or busi-
ness in the United States, whether de-
rived from sources within or from 
sources without the United States, 

Over any deductions allocable to such 
item under section 882(c). However, if 
the sale or exchange of stock in the 
foreign corporation by the United 
States person occurs before January 1, 
1967, the provisions of (a) of this sub-
division apply with respect to such sale 
or exchange even though the taxable 
year begins after December 31, 1966. See 
section 1248(d)(4). Any item which is re-
quired to be excluded from gross in-
come, or which is taxed at a reduced 
rate, under an applicable treaty obliga-
tion of the United States shall not be 
excluded under this subdivision from 
earnings and profits accumulated for a 
taxable year (computed without any 
reduction for distributions). 

(ii) If a foreign corporation adopts a 
plan of complete liquidation in a tax-
able year of the corporation beginning 
after December 31, 1962, and if because 
of the application of section 337(a) gain 
or loss would not be recognized by the 
corporation from the sale or exchange 
of property if the corporation were a 
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domestic corporation, then the earn-
ings and profits of the corporation ac-
cumulated for the taxable year (com-
puted without any reduction for dis-
tributions) shall be determined without 
regard to the amount of such gain or 
loss. See section 1248(d)(2). For the non-
application of section 337(a) to a liq-
uidation by a collapsible corporation 
(as defined in section 341) and to cer-
tain other liquidations, see section 
337(c). 

(e) Earnings and profits attributable to 
block—(1) General. Except as provided 
in subparagraph (3) of this paragraph, 
the earnings and profits attributable to 
a block of stock of a controlled foreign 
corporation for the period a United 
States person held (or is considered to 
have held by reason of the application 
of section 1223, taking into account 
§ 1.1248–8) the block are an amount 
equal to: 

(i) The sum of the earnings and prof-
its accumulated for each taxable year 
of the corporation beginning after De-
cember 31, 1962 (computed under para-
graph (d) of this section) during such 
period, multiplied by 

(ii) The percentage that (a) the num-
ber of shares in the block, bears to (b) 
the total number of shares of the cor-
poration outstanding during such pe-
riod. 

(2) Special rule. For purposes of com-
puting the sum referred to in subpara-
graph (1)(i) of this paragraph, in case 
the block was held (or is considered as 
held by reason of the application of 
section 1223, taking into account 
§ 1.1248–8) during a taxable year begin-
ning after December 31, 1962, but not on 
each day of such taxable year, there 
shall be included in such sum only that 
portion which bears the same ratio to 
(i) the total earnings and profits for 
such taxable year (computed under 
paragraph (d) of this section), as (ii) 
the number of days during such taxable 
year the block was held (or is consid-
ered as so held), bears to (iii) the total 
number of days in such taxable year. 

(3) Amounts included in gross income 
under section 951. (i) If, during the pe-
riod the person held (or is considered to 
have held by reason of the application 
of section 1223, taking into account 
§ 1.1248–8) the block, any amount was 
included under section 951 in the gross 

income of such person (or of another 
person whose holding of the stock sold 
or exchanged is, by reason of the appli-
cation of section 1223, attributed to 
such person) in respect of the block, 
then the earnings and profits attrib-
utable to the block for such period 
shall be an amount equal to (a) the 
earnings and profits attributable to the 
block which would have been computed 
under subparagraph (1) of this para-
graph if this subparagraph did not 
apply, reduced by (b) the excess com-
puted under subdivision (ii) of this sub-
paragraph. See section 1248(d)(1). 

(ii) The excess computed under this 
subdivision is the excess (if any) of (a) 
amounts included under section 951 in 
the gross income of such person (or 
such other person) in respect of the 
block during such period, over (b) the 
portion of such amounts which, in any 
taxable year of such person (or such 
other person), resulted in an exclusion 
from the gross income of such person 
(or such other person) under section 
959(a)(1) (relating to exclusion from 
gross income of distributions of pre-
viously taxed earnings and profits). 

(iii) This subparagraph shall apply 
notwithstanding an election under sec-
tion 962 by such person to be subject to 
tax at corporate rates. 

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

Example 1. On May 26, 1965, Green, a United 
States person, purchases at its fair market 
value a block of 25 of the 100 outstanding 
shares of the only class of stock of controlled 
foreign corporation F. He sells the block on 
January 1, 1968. In respect of the block, 
Green did not include any amount in his 
gross income under section 951. F uses the 
calendar year as its taxable year and does 
not own stock in any lower tier corporation 
referred to in paragraph (c)(5)(i) of this sec-
tion. All of the conditions of paragraph (c) of 
this section are satisfied in respect of the 
block. The earnings and profits accumulated 
by F (computed under paragraph (d) of this 
section) are $10,000 for 1965, $13,000 for 1966, 
and $11,000 for 1967. The earnings and profits 
of F attributable to the block are $7,500, de-
termined as follows: 
Sum of earnings and profits accumulated by F 

during period block was held: 
For 1965 (219/365×$10,000) ................ $6,000 
For 1966 ................................................ $13,000 
For 1967 ................................................ $11,000 

Sum ................................................ $30,000 
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Multiplied by: 
Number of shares in block (25), divided 

by total number of shares out-
standing (100) .................................... 25% 

Earnings and profits attributable to 
block ........................................... $7,500 

Example 2. Assume the same facts as in ex-
ample (1) except that in respect of the block 
Green includes in his gross income under sec-
tion 951 the total amount of $2,800 for 1965 
and 1966, and because of such inclusion the 
amount of $2,800 which was distributed to 
Green by F on January 15, 1967, is excluded 
from his gross income under section 959(a)(1). 
Accordingly, the earnings and profits of F 
attributable to the block are $7,000, deter-
mined as follows: 
Earnings and profits attributable to the block, as 

computed in example (1) ................................. $7,500 
Minus: 

Excess of amount included in Green’s gross 
income under section 951 ($2,800), over 
portion thereof which resulted in an exclu-
sion under section 959(a)(1) ($2,300) ...... 500 

Earnings and profits attributable to 
block ........................................... 7,000 

Example 3. Assume the same facts as in ex-
ample (1) except that on each day beginning 
on January 1, 1966 (the date controlled for-
eign corporation G was organized) through 
January 1, 1968, F owns 80 of the 100 out-
standing shares of the only class of G stock. 
Since, by reason of his ownership of 25 shares 
of F stock, Green owns within the meaning 
of section 958(a)(2) the equivalent of 20 shares 
of G stock (25⁄100 of 80 shares), G is a lower 
tier corporation referred to in paragraph 
(c)(5)(i)(a) of this section. If Green had sold 
the 20 shares of G stock on January 1, 1968, 
the date he actually sold the block of F 
stock, the conditions of paragraph (a)(2) of 
§ 1.1248–1 would be satisfied in respect of the 
G stock, and, accordingly, the conditions of 
paragraph (c)(5)(ii) of this section must be 
satisfied. Assume further that such condi-
tions are satisfied, that G uses the calendar 
year as its taxable year, and that the earn-
ings and profits accumulated by G (computed 
under paragraph (d) of this section) are 
$19,000 for 1966 and $21,000 for 1967. The earn-
ings and profits of F and of G attributable to 
the block are $15,500, determined as follows: 
Sum of earnings and profits accumulated by G 

for period Green owned G stock within the 
meaning of section 958(a)(2) ($19,000 plus 
$21,000) ........................................................... $40,000 

Multiplied by: 
Number of G shares deemed owned within 

the meaning of section 958(a)(2) by 
Green (20), divided by total number of G 
shares outstanding (100) .......................... 20% 

Earnings and profits of G attributable to 
block .......................................................... $8,000 

Earnings and profits of F attributable to 
block, as determined in example (1) ........ $7,500 

Total earnings and profits attrib-
utable to block ............................ $15,000 

[T.D. 6779, 29 FR 18131, Dec. 22, 1964, as 
amended by T.D. 7293, 38 FR 32803, Nov. 28, 
1973; T.D. 9345, 72 FR 41445, July 30, 2007] 

§ 1.1248–3 Earnings and profits attrib-
utable to stock in complex cases. 

(a) General—(1) Manner of computa-
tion. For purposes of paragraph (a)(1) of 
§ 1.1248–1, if a United States person sells 
or exchanges stock in a foreign cor-
poration, and if the provisions of 
§ 1.1248–2 do not apply, then the earn-
ings and profits attributable to the 
stock which were accumulated in tax-
able years of the corporation beginning 
after December 31, 1962, during the pe-
riod or periods such stock was held (or 
was considered to be held by reason of 
the application of section 1223, taking 
into account § 1.1248–8) by such person 
while such corporation was a con-
trolled foreign corporation, shall be 
computed in accordance with the steps 
set forth in subparagraphs (2), (3), and 
(4) of this paragraph. 

(2) Step 1. For each taxable year of 
the corporation beginning after Decem-
ber 31, 1962, (i) the earnings and profits 
accumulated for such taxable year by 
the corporation shall be computed in 
the manner prescribed in paragraph (b) 
of this section, (ii) the person’s ten-
tative ratable share of such earnings and 
profits shall be computed in the man-
ner prescribed in paragraph (c) or (d) 
(whichever is applicable) of this sec-
tion, and (iii) the person’s ratable share 
of such earnings and profits shall be 
computed by adjusting the tentative 
ratable share in the manner prescribed 
in paragraph (e) of this section. 

(3) Step 2. If the provisions of para-
graph (f) of this section (relating to 
earnings and profits of lower tier for-
eign corporations) apply, the amount 
of the person’s ratable share of the 
earnings and profits accumulated by 
each lower tier corporation attributable 
to any such taxable year (i) shall be 
computed in the manner prescribed by 
paragraph (f) of this section, and (ii) 
shall be added to such person’s ratable 
share for such taxable year determined 
in step 1. 

(4) Step 3. The amount of earnings 
and profits attributable to the share 
shall be the sum of the ratable shares 
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computed for each such taxable year in 
the manner prescribed in steps 1 and 2. 

(5) Share or block. In general, the 
computation under this paragraph 
shall be made separately for each share 
of stock sold or exchanged, except that 
if a group of shares constitute a block 
of stock the computation may be made 
in respect of the block. For purposes of 
this section, the term block of stock 
means a group of shares sold or ex-
changed in one transaction, but only if 
(i) the amount realized, basis, and hold-
ing period are identical for each such 
share, and (ii) the adjustments (if any) 
under paragraphs (e) and (f)(5) of this 
section of the tentative ratable shares 
would be identical for each such share 
if such adjustments were computed 
separately for each such share. 

(6) Deficit in earnings and profits. For 
purposes of this section and §§ 1.1248–4 
through 1.1248–7, in respect of a taxable 
year, the term earnings and profits accu-
mulated for a taxable year (but only if 
computed under paragraph (b) of this 
section) includes a deficit in earnings 
and profits accumulated for such tax-
able year. Similarly, a tentative rat-
able share, or a ratable share, may be 
a deficit. 

(7) Examples. The application of the 
provisions of this paragraph may be il-
lustrated by the following examples: 

Example 1. On December 31, 1967, Brown 
sells 10 shares of stock in foreign corporation 
X, which uses the calendar year as its tax-
able year. The 10 shares constitute a block of 
stock under subparagraph (5) of this para-
graph. Under step 1, Brown’s ratable shares 
of the earnings and profits of X attributable 
to the block are as follows: 

Taxble year of X Ratable 
shares 

1963 ..................................................................... $100 
1964 ..................................................................... 150 
1965 ..................................................................... 1 50 
1966 ..................................................................... 50 
1967 ..................................................................... 100 

Sum ....................................................... 350 

1 Deficit. 

The amount of the earnings and profits at-
tributable to such block under step 3 is $350. 

Example 2. Assume the same facts as in ex-
ample (1), except that in respect of X there 
are lower tier corporations Y and Z to which 
the provisions of paragraph (f) of this section 
apply. Brown’s ratable shares of the earnings 
and profits of X, Y, and Z attributable to the 

block under steps 1 and 2 for each taxable 
year of X are as follows: 

Taxable year of 
X 

Ratable shares 

X Y Z Total 

1963 ................... $100 $40 $20 $160 
1964 ................... 150 40 ¥60 130 
1965 ................... ¥50 30 50 30 
1966 ................... 50 50 30 130 
1967 ................... 100 ¥40 40 100 

Sum ............ 350 120 80 550 

The amount of the earnings and profits at-
tributable to such block under step 3 is $550. 

(b) Earnings and profits accumulated 
for a taxable year—(1) General. For pur-
poses of this section, the earnings and 
profits accumulated for a taxable year 
of a foreign corporation shall be the 
earnings and profits for such year, 
computed in accordance with the rules 
prescribed in § 1.964–1 (relating to deter-
mination of earnings and profits for a 
taxable year of a controlled foreign 
corporation), except that (i) the special 
rules of subparagraph (2) of this para-
graph shall apply, and (ii) adjustments 
shall be made under subparagraph (3) of 
this paragraph for distributions made 
by the corporation during such taxable 
year. If the stock in the corporation is 
sold or exchanged before any action is 
taken by or on behalf of the corpora-
tion under paragraph (c) of § 1.964–1, the 
computation of earnings and profits 
under § 1.964–1 for purposes of this sec-
tion shall be made as if no elections 
had been made and no accounting 
method had been adopted. The amount 
of earnings and profits accumulated for 
a taxable year of a foreign corporation, 
as computed under this paragraph, is 
not necessarily the same amount as 
the earnings and profits of the taxable 
year computed under section 316(a)(1) 
or paragraph (d) of § 1.1248–2. Thus, for 
example, if a distribution with respect 
to stock is in excess of the amount of 
earnings and profits of the taxable year 
computed under section 316(a)(2), such 
excess is treated under section 
316(a)(2), or paragraph (d) of § 1.1248–2 as 
made out of any earnings and profits 
accumulated in prior taxable years, 
whereas the amount of such excess 
may create, or increase, a deficit in the 
earnings and profits accumulated for 
the taxable year as computed under 
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this paragraph. See subparagraph (3) of 
this paragraph. 

(2) Special rules. (i) The earnings and 
profits of the corporation accumulated: 

(a) For any taxable year beginning 
before January 1, 1967, shall not in-
clude the excess of any item includible 
in gross income of the foreign corpora-
tion under section 882(b) as gross in-
come derived from sources within the 
United States, and 

(b) For any taxable year beginning 
after December 31, 1966, shall not in-
clude the excess of any item includible 
in gross income of the foreign corpora-
tion under section 882(b)(2) as income 
effectively connected for that year 
with the conduct by such corporation 
of a trade or business in the United 
States, whether derived from sources 
within or from sources without the 
United States, 
Over any deductions allocable to such 
item under section 882(c). However, if 
the sale or exchange of stock in the 
foreign corporation by the U.S. person 
occurs before January 1, 1967, the pro-
visions of (a) of this subdivision apply 
with respect to such sale or exchange 
even though the taxable year begins 
after December 31, 1966. See section 
1248(d)(4). Any item which is required 
to be excluded from gross income, or 
which is taxed at a reduced rate, under 
an applicable treaty obligation of the 
United States shall not be excluded 
under this subdivision from earnings 
and profits accumulated for a taxable 
year. 

(ii) If a foreign corporation adopts a 
plan of complete liquidation in a tax-
able year of the corporation beginning 
after December 31, 1962, and if because 
of the application of section 337(a) gain 
or loss would not be recognized by the 
corporation from the sale or exchange 
of property if the corporation were a 
domestic corporation, then the earn-
ings and profits of the corporation ac-
cumulated for the taxable year shall be 
determined without regard to the 
amount of such gain or loss. See sec-
tion 1248(d)(2). For the nonapplication 
of section 337(a) to a liquidation by a 
collapsible corporation (as defined in 
section 341) and to certain other liq-
uidations, see section 337(c). 

(3) Adjustment for distributions. (i) The 
earnings and profits of a foreign cor-

poration accumulated for a taxable 
year (computed without regard to this 
subparagraph) shall be reduced (if nec-
essary below zero so as to create a def-
icit), or a deficit in such earnings and 
profits shall be increased, by the 
amount of the distributions (other 
than in redemption of stock under sec-
tion 302(a) or 303) made by the corpora-
tion in respect of its stock during such 
taxable year (a) out of such earnings 
and profits, or (b) out of earnings and 
profits accumulated for prior taxable 
years beginning after December 31, 1962 
(computed under this paragraph). Ex-
cept for purposes of applying this sub-
paragraph, the application of the pre-
ceding sentence shall not affect the 
amount of earnings and profits accu-
mulated for any such prior taxable 
year. 

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

Example 1. X Corporation, which uses the 
calendar year as its taxable year, was orga-
nized on January 1, 1965, and was a con-
trolled foreign corporation on each day of 
1965. The amount of X’s earnings and profits 
accumulated for 1965 (computed under this 
paragraph without regard to the adjustment 
for distributions under this subparagraph) is 
$400,000, of which $100,000 is distributed by X 
as dividends during 1965. The amount of X’s 
earnings and profits accumulated for 1965 
(computed under this paragraph) is $300,000 
(that is, $400,000 minus $100,000). The result 
would be the same even if X was not a con-
trolled foreign corporation on each day of 
1965. 

Example 2. Assume the same facts as in ex-
ample (1). Assume further that the amount 
of X’s earnings and profits accumulated for 
1966 (computed under this paragraph without 
regard to the adjustment for distributions 
under this subparagraph) is $150,000, and that 
X distributes the amount of $260,000 as divi-
dends during 1966. Since $150,000 of the dis-
tribution is from earnings and profits accu-
mulated for 1966 (computed without regard 
to the adjustment for distributions under 
this subparagraph), and since $110,000 is from 
earnings and profits accumulated for 1965, 
the earnings and profits of X accumulated 
for 1966 are a deficit of $110,000 (that is, 
$150,000 minus $260,000). However, the earn-
ings and profits accumulated for 1965 are 
still $300,000 for purposes of computing in the 
manner prescribed in paragraph (c) of this 
section a person’s tentative ratable share. 

(c) Tentative ratable share if earnings 
and profits accumulated for a taxable 
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year not less than zero—(1) General rule. 
For purposes of paragraph (a)(2)(ii) of 
this section, in respect of a share (or 
block) of stock in a foreign corpora-
tion, if the amount of the earnings and 
profits accumulated for a taxable year 
of the corporation (computed under 
paragraph (b) of this section), begin-
ning after December 31, 1962, is not less 
than zero, then the person’s tentative 
ratable share for such taxable year 
shall be equal to: 

(i)(a) Such amount (if the computa-
tion is made in respect of a block, mul-
tiplied by the number of shares in the 
block), divided by (b) the number of 
shares in the corporation outstanding, 
or deemed under subparagraph (2) of 
this paragraph to be outstanding, on 
each day of such taxable year, multi-
plied by 

(ii) The percentage that (a) the num-
ber of days in such taxable year of the 
corporation during the period the per-
son held (or was considered to have 
held by reason of the application of 
section 1223, taking into account 
§ 1.1248–8) the share (or block) while the 
corporation was a controlled foreign 
corporation, bears to (b) the total num-
ber of days in such taxable year. 

(2) Shares deemed outstanding for a 
taxable year. For purposes of this sec-
tion and §§ 1.1248–4 through 1.1248–7, if 
the number of shares of stock in a for-
eign corporation outstanding on each 
day of a taxable year of the corpora-
tion is not constant, then the number 
of such shares deemed outstanding on 
each such day shall be the sum of the 
fractional amounts in respect of each 
share outstanding on any day of the 
taxable year. The fractional amount in 
respect of a share shall be determined 
by dividing (i) the number of days in 
the taxable year during which such 
share was outstanding (excluding the 
day the share became outstanding, but 
including the day the share ceased to 
be outstanding), by (ii) the total num-
ber of days in such taxable year. 

(3) Examples. The application of sub-
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. On each day of 1964, S owns a 
block consisting of 30 of the 100 shares of the 
only class of stock outstanding in F Corpora-
tion, and on each such day F is a controlled 

foreign corporation. F uses the calendar year 
as its taxable year and F’s earnings and prof-
its accumulated for 1964 (computed under 
paragraph (b) of this section) are $10,000. S’s 
tentative ratable share with respect to the 
block is $3,000, computed as follows: 
Earnings and profits accumulated for taxable 

year .................................................................. $10,000 
Multiplied by: 

Number of shares in block (30), divided by 
number of shares outstanding (100) ........ 30% 

Multiplied by: 
Number of days in 1964 S held block while 

F was a controlled foreign corporation 
(365), divided by number of days in 1964 
(365) .......................................................... 100% 

Tentative ratable share for block .......... $3,000 

Example 2. On December 31, 1964, X Cor-
poration, a controlled foreign corporation 
which uses the calendar year as its taxable 
year, had 100 shares of one class of stock out-
standing, 15 of which were owned by T. T’s 15 
shares were redeemed by X on March 14, 1965. 
On December 31, 1965, in addition to the re-
maining 85 shares, 10 new shares of stock 
(which were issued on May 26, 1965) were out-
standing. Thus, during 1965, 15 shares were 
outstanding for 73 days, 10 for 219 days, and 
85 for 365 days. The earnings and profits 
(computed under paragraph (b) of this sec-
tion) accumulated for X’s taxable year end-
ing on December 31, 1965, are $18,800. T’s ten-
tative ratable share with respect to one 
share of stock is $40, computed as follows: 
Earnings and profits accumulated for taxable 

year .................................................................. $18,800 
Divided by: 

Number of shares deemed 
outstanding each day of 
1965:.

15 for 73 days (15×73/ 
365) .............................. 3 

10 for 219 days (10×219/ 
365) .............................. 6 

85 for 365 days (35×365/ 
365) .............................. 85 

Total number of shares deemed out-
standing each day of 1965 ....................... 94 

Earnings and profits accumulated per share ...... $200 
Multiplied by: 

Number of days in 1965 T held his share 
while X was a controlled foreign corpora-
tion (73), divided by number of days in 
1965 (365) ................................................. 20% 

T’s tentative ratable share per share of 
stock ................................................... $40 

Example 3. Assume the same facts as in ex-
ample (2) except that X was not a controlled 
foreign corporation after January 31, 1965. 
T’s tentative ratable share with respect to 
one share of stock for 1965 is $17, computed 
as follows: 
Earnings and profits accumulated per share, de-

termined in example (2) ................................... $200 
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Multiplied by: 
Number of days in 1965 T held X stock 

while X was a controlled foreign corpora-
tion (31), divided by number of days in 
1965 (365) ................................................. 8.5% 

Tentative ratable share ......................... $17 

(4) More than one class of stock. If a 
foreign corporation for a taxable year 
has more than one class of stock out-
standing, then before applying subpara-
graphs (1) and (2) of this paragraph the 
earnings and profits accumulated for 
the taxable year of the corporation 
(computed under paragraph (b) of this 
section) shall be allocated to each class 
of stock in accordance with the prin-
ciples of paragraph (e) (2) and (3) of 
§ 1.951–1, applied as if the corporation 
were a controlled foreign corporation 
on each day of such taxable year. 

(d) Tentative ratable share if deficit in 
earnings and profits accumulated for tax-
able year—(1) General rule. For purposes 
of paragraph (a)(2)(ii) of this section, in 
respect of a share (or block) of stock in 
a foreign corporation, if there is a def-
icit in the earnings and profits accu-
mulated for a taxable year of the cor-
poration (computed under paragraph 
(b) of this section) beginning after De-
cember 31, 1962, the person’s tentative 
ratable share for such taxable year 
shall be an amount equal to the sum of 
the partial tentative ratable shares 
computed under subparagraphs (2) and 
(3) of this paragraph. 

(2) Operating deficit. The partial ten-
tative ratable share under this sub-
paragraph is computed in 2 steps. First, 
compute (under paragraph (b) of this 
section without regard to the adjust-
ment for distributions under subpara-
graph (3) thereof) the deficit (if any) in 
earnings and profits accumulated for 
such taxable year. Second, compute the 
partial tentative ratable share in the 
same manner as the tentative ratable 
share for such taxable year would be 
computed under paragraph (c) of this 
section if such deficit were the amount 
referred to in paragraph (c)(1)(i)(a) of 
this section. 

(3) Deficit from distributions. The par-
tial tentative ratable share under this 
subparagraph is computed in 2 steps. 
First, compute and treat as a deficit 
only that portion of the adjustment for 
distributions under paragraph (b)(3) of 
this section for such taxable year 

which is attributable under subpara-
graph (4) of this paragraph to distribu-
tions out of earnings and profits accu-
mulated during prior taxable years of 
the corporation beginning after Decem-
ber 31, 1962, during the period or peri-
ods the corporation was a controlled 
foreign corporation and the share (or 
block) of stock was owned by a United 
States shareholder (as defined in sec-
tion 951(b) and the regulations there-
under). Second, compute the partial 
tentative ratable share for such tax-
able year in the same manner as the 
tentative ratable share for such tax-
able year would be computed under 
paragraph (c) of this section if (i) such 
deficit were the amount referred to in 
paragraph (c)(1)(i)(a) of this section, 
and (ii) the corporation were a con-
trolled foreign corporation on each day 
of such taxable year. 

(4) Order of distributions. For purposes 
of applying subparagraph (3) of this 
paragraph only, the adjustment for dis-
tributions under paragraph (b)(3) of 
this section for a taxable year of a for-
eign corporation shall be treated as at-
tributable first to distributions of 
earnings and profits for the taxable 
year (computed under paragraph (b) of 
this section without regard to such ad-
justment) to the extent thereof, and 
then to distributions out of the most 
recent of earnings and profits accumu-
lated during prior taxable years begin-
ning after December 31, 1962 (computed 
under paragraph (b) of this section). If 
the foreign corporation was a con-
trolled foreign corporation during a 
prior taxable year for a period or peri-
ods which was only part of such prior 
taxable year, then for purposes of the 
preceding sentence (i) such taxable 
year shall be divided into periods the 
corporation was or was not a con-
trolled foreign corporation, (ii) dis-
tributions of the earnings and profits 
accumulated during such prior taxable 
year shall be considered made from the 
most recent period first, and (iii) the 
earnings and profits accumulated dur-
ing such prior taxable year shall be al-
located to a period during such year in 
the same proportion as the number of 
days in the period bears to the number 
of days in such year. Except for pur-
poses of applying subparagraph (3) of 
this paragraph, the application of this 
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subparagraph shall not affect the 
amount of earnings and profits accu-
mulated for any such prior taxable 
year (computed under paragraph (b) of 
this section). 

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

Example 1. On each day of 1965 X Corpora-
tion, which uses the calendar year as its tax-
able year, was a controlled foreign corpora-
tion having 100 shares of one class of stock 
outstanding, a block of 25 of which were 
owned by T, who acquired them in 1962 and 
sold them in 1967. The deficit in X’s earnings 
and profits accumulated for 1965 (computed 
under paragraph (b) of this section without 
regard to the adjustment for distributions 
under subparagraph (3) thereof) is $100,000, 
and thus in respect of the block T’s partial 
tentative ratable share computed under sub-
paragraph (2) of this paragraph is a deficit of 
$25,000 (that is, $100,000×25/100). During 1965 X 
does not make any distributions in respect of 
its stock, and thus in respect of the block T’s 
partial tentative ratable share computed 
under subparagraph (3) of this paragraph is 
zero. Accordingly, T’s tentative ratable 
share in respect of the block of X stock for 
1965 is a deficit of $25,000. If, however, X was 
a controlled foreign corporation for only 292 
days during 1965, T’s tentative ratable share 
in respect of the block for 1965 would be a 
deficit of $20,000 (that is, $25,000×292/365). 

Example 2. (i) Assume the same facts as in 
example (1) except that at no time during 
1965 is X a controlled foreign corporation and 
that during 1965 X distributes $80,000 with re-
spect to its stock. Assume further that X 
was a controlled foreign corporation on each 
day of 1964, but only for the first 146 days of 
1963, and that X’s earnings and profits accu-
mulated for prior taxable years computed 
under paragraph (b) of this section are $70,000 
for 1964 and $20,000 for 1963. 

(ii) Since X was not a controlled foreign 
corporation on any day of 1965, in respect of 
the block T’s partial tentative ratable share 
computed under subparagraph (2) of this 
paragraph is zero. 

(iii) The partial tentative ratable share 
under subparagraph (3) of this paragraph is 
computed in the following manner: For 1965 
the adjustment for distributions under para-
graph (b)(3) of this section is $80,000. Under 
subparagraph (4) of this paragraph $70,000 of 
such adjustment is attributable to the dis-
tribution of all of the earnings and profits 
accumulated during 1964, on every day of 
which X was a controlled foreign corpora-
tion, and $10,000 of the adjustment is attrib-
utable to the distribution of $10,000 of the 
earnings and profits accumulated for 1963. 
The portion of the earnings and profits accu-
mulated by X in 1963 attributable to the first 

146 days in 1963 during which X was a con-
trolled foreign corporation is $8,000 (that is, 
$20,000×146/365), and the portion attributable 
to the period in 1963 during which X was not 
a controlled foreign corporation is $12,000 
(that is, $20,000×219/365). Under subparagraph 
(4)(ii) of this paragraph, the distribution in 
1965 of $10,000 of earnings and profits accu-
mulated during 1963 is attributable to the 
more recent period in 1963, that is, the period 
X was not a controlled foreign corporation. 
Accordingly, the portion of the adjustment 
for distributions under paragraph (b)(3) of 
this section attributable to earnings and 
profits accumulated during periods X was a 
controlled foreign corporation is $70,000, and 
in respect of the block T’s partial tentative 
ratable share under subparagraph (3) of this 
paragraph is a deficit of $17,500 (that is, 
$70,000×25/100). 

(iv) T’s tentative ratable share in respect 
of the block of X stock for 1965 is a deficit of 
$17,500 (that is, the sum of the partial ten-
tative ratable share for the block computed 
under subparagraph (2) of this paragraph, 
zero, plus the partial tentative ratable share 
for the block computed under subparagraph 
(3) of this paragraph, a deficit of $17,500). 

(v) Assume that X had 100 shares of one 
class of stock outstanding on each day of 
1964 and 1963. Notwithstanding the distribu-
tions in 1965 of earnings and profits accumu-
lated during 1964 and 1963 (computed under 
paragraph (b) of this section), nevertheless, 
in respect of the block T’s tentative ratable 
share for 1964 is $17,500 (that is, earnings and 
profits accumulated during 1964 so computed 
of $70,000, multiplied by 25 shares/100 shares) 
and in respect of the block T’s tentative rat-
able share for 1963 is $2,000 (that is, earnings 
and profits accumulated during 1963 so com-
puted of $20,000, multiplied by 25 shares/100 
shares, and multiplied by the percentage 
that the number of days in 1963 on which X 
was a controlled foreign corporation bears to 
the total number of days in 1963, 146/365). 

Example 3. Assume the same facts as in ex-
ample (2) except that X was a controlled for-
eign corporation on each day of 1965. The 
tentative ratable share with respect to the 
block of stock for 1965 is a deficit of $42,500, 
that is, the sum of the partial tentative rat-
able share under subparagraph (2) of this 
paragraph (as determined in example (1)), a 
deficit of $25,000, plus the partial tentative 
ratable share under subparagraph (3) of this 
paragraph (as determined in example (2)), a 
deficit of $17,500. 

(6) More than one class of stock. If a 
foreign corporation for a taxable year 
has more than one class of stock out-
standing, then before applying subpara-
graph (1) of this paragraph the earnings 
and profits accumulated for the taxable 
year of the corporation (computed 
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under paragraph (b) of this section) 
shall be allocated to each class of stock 
in accordance with the principles of 
paragraph (e) (2) and (3) of § 1.951–1, ap-
plied as if the corporation were a con-
trolled foreign corporation on each day 
of such taxable year. 

(e) Ratable share of earnings and prof-
its accumulated for a taxable year—(1) In 
general. For purposes of paragraph 
(a)(2)(iii) of this section, in respect of a 
share (or block) of stock in a foreign 
corporation, the person’s ratable share 
of the earnings and profits accumu-
lated for a taxable year beginning after 
December 31, 1962, shall be an amount 
equal to the tentative ratable share 
computed under paragraph (c) or (d) (as 
the case may be) of this section, ad-
justed in the manner prescribed in sub-
paragraphs (2) through (6) of this para-
graph. 

(2) Amounts included in gross income 
under section 951. (i) In respect of a 
share (or block) of stock in a foreign 
corporation, a person’s tentative rat-
able share for a taxable year of the cor-
poration (computed under paragraph 
(c) of this section) shall be reduced (but 
not below zero) by the excess of (a) the 
amount, if any, included (in respect of 
such corporation for such taxable year) 
under section 951 in the gross income of 
such person or (during the period such 
share, or block, was considered to be 
held by such person by reason of the 
application of section 1223, taking into 
account § 1.1248–8) in the gross income 
of any other person who held such 
share (or block), over (b) the portion of 
such amount which, in any taxable 
year of such person or such other per-
son, resulted in an exclusion from the 
gross income of such person or such 
other person of an amount under sec-
tion 959(a)(1) (relating to exclusion 
from gross income of distributions of 
previously taxed earnings and profits). 
See section 1248(d)(1). This subdivision 
shall apply notwithstanding an elec-
tion under section 962 by such person 
to be subject to tax at corporate rates. 

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

Example: On December 31, 1975, Brown sells 
one share of stock in X Corporation, a con-
trolled foreign corporation which has never 
been a less developed country corporation (as 

defined in section 902(d)). Both Brown and X 
use the calendar year as the taxable year. In 
respect of his share, Brown’s tentative rat-
able share for 1971 (computed under para-
graph (c) of this section) is $35. In respect of 
his share, Brown included $4 in his gross in-
come for 1971 under section 951, and the 
amount of $3, which was distributed to him 
by X on January 15, 1972, is excluded from 
Brown’s gross income under section 959(a)(1). 
In respect of the stock, Brown’s ratable 
share for 1971 is $34, determined as follows: 
Tentative ratable share ........................................ $35 
Minus: 

Excess of amount of tentative ratable share 
included in Brown’s gross income under 
section 951 ($4), over portion thereof 
which resulted in exclusion under section 
959(a)(1) ($3) ............................................ 1 

Ratable share ........................................ 34 

(3) Amounts included in gross income 
under section 551. In respect of a share 
(or block) of stock in a foreign corpora-
tion, a person’s tentative ratable share 
for a taxable year of the corporation 
(computed under paragraph (c) of this 
section) shall be reduced (but not below 
zero) by the amount, if any, included 
(in respect of such corporation for such 
taxable year) under section 551 in the 
gross income of such person or (during 
the period such share, or block, was 
considered to be held by such person by 
reason of the application of section 
1223, taking into account § 1.1248–8) in 
the gross income of any other person 
who held such share (or block). 

(4) Less developed country corporations. 
(i) If the foreign corporation was a less 
developed country corporation as de-
fined in section 902(d) for a taxable 
year of the corporation, and if the per-
son who sold or exchanged a share (or 
block) of stock in such corporation sat-
isfies the requirements of paragraph (a) 
of § 1.1248–5 in respect of such stock, 
then his ratable share for such taxable 
year shall be zero. See section 
1248(d)(3). 

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

Example: Assume the same facts as in the 
example in subparagraph (2)(ii) of this para-
graph except that X was a less developed 
country corporation for 1971. Assume further 
that Brown satisfies the requirements of 
paragraph (a) of § 1.1248–5. Brown’s ratable 
share in respect of the stock for 1971 is zero. 

(5) Qualified shareholder of foreign in-
vestment company. In respect of a share 
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(or block) of stock in a foreign corpora-
tion which was a foreign investment 
company described in section 1246 
(b)(1), if the election under section 
1247(a) to distribute income currently 
was in effect for a taxable year of the 
company, and if the person who sold or 
exchanged the stock (or another person 
who actually owned the stock during 
such taxable year and whose holding of 
the stock is attributed by reason of the 
application of section 1223, taking into 
account § 1.1248–8, to the person who 
sold or exchanged the stock) was a 
qualified shareholder (as defined in sec-
tion 1247(c)) for his taxable year in 
which or with which such taxable year 
of the company ends, then the ratable 
share in respect of the share (or block) 
for such taxable year of the company 
shall be zero. See section 1248(d)(5). In 
case gain is recognized under section 
1246 in respect of a share (or block), see 
section 1248(f)(3)(B). 

(6) Adjustment for certain distributions. 
If (i) the person who sold or exchanged 
the share or block (or another person 
who actually owned the share or block 
and whose holding of the share or block 
is attributed by reason of the applica-
tion of section 1223 to such person, tak-
ing into account § 1.1248–8) received a 
distribution during a taxable year of 
the corporation, and (ii) such distribu-
tion was not included in the gross in-
come of such person (or such other per-
son) by reason of the application of sec-
tion 959(a)(1) to amounts which were 
included under section 951(a)(1) in the 
gross income of a United States share-
holder whose holding of the share or 
block is not attributed by reason of the 
application of section 1223 to such per-
son, taking into account § 1.1248–8 (or 
such other person), then the amount of 
such distribution shall be added to 
such person’s tentative ratable share 
for such taxable year. Thus, for exam-
ple, such tentative ratable share may 
be increased, or a deficit reduced, by 
the amount of such distribution. 

(f) Earnings and profits of subsidiaries 
of foreign corporations—(1) Application of 
paragraph. (i) In respect of a person 
who sells or exchanges stock in a for-
eign corporation (referred to as a first 
tier corporation), the provisions of this 
paragraph shall apply if the following 3 
conditions exist: 

(a) The conditions of paragraph (a)(2) 
of § 1.1248–1 are satisfied by the person 
in respect of such stock; 

(b) By reason of his ownership of such 
stock, on the date of such sale or ex-
change such person owned, within the 
meaning of section 958(a)(2), stock in 
another foreign corporation (referred 
to as a lower tier corporation); and 

(c) The conditions of paragraph (a)(2) 
of § 1.1248–1 would be satisfied by such 
person in respect of such stock in the 
lower tier corporation if such person 
were deemed to have sold or exchanged 
such stock in the lower tier corpora-
tion on the date he actually sold or ex-
changed such stock in the first tier 
corporation. 

(ii) If the provisions of this paragraph 
apply, (a) the person’s tentative rat-
able share (or shares) of the earnings 
and profits accumulated by the lower 
tier corporation attributable to a tax-
able year of the first tier corporation 
shall be computed under subparagraph 
(2) or (4) of this paragraph, whichever 
is applicable, and (b) such person’s rat-
able share (or shares) for the lower tier 
corporation attributable to a taxable 
year of the first tier corporation shall 
be computed under subparagraph (5) of 
this paragraph. For the manner of tak-
ing into account the ratable share for a 
lower tier corporation, see paragraph 
(a)(3) of this section. 

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

Example: On each day of 1964 and 1965 cor-
porations X and Y are controlled foreign cor-
porations, and each has outstanding 100 
shares of one class of stock. On January 15, 
1965, T, a United States person, owns one 
share of stock in X and X directly owns 20 
shares of stock in Y. Thus, T owns, within 
the meaning of section 958(a)(2), stock in Y. 
On that date, T sells his share in X and satis-
fies the conditions of paragraph (a)(2) of 
§ 1.1248–1 in respect of his stock in X. Assum-
ing that the conditions of paragraph (a)(2) of 
§ 1.1248–1 would be satisfied by T in respect of 
the stock he indirectly owns in Y if, on Jan-
uary 15, 1965, he were deemed to have sold 
such stock in Y, the provisions of this para-
graph apply. 

(2) Tentative ratable share (of lower tier 
corporation attributable to a taxable year 
of first tier corporation) not less than 
zero. If the provisions of this paragraph 
apply to a sale or exchange by a United 
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States person of a share (or block) of 
stock in a first tier corporation, and if 
the amount of earnings and profits ac-
cumulated (computed under paragraph 
(b) of this section) for a taxable year 
(beginning after December 31, 1962) of 
the lower tier corporation is not less 
than zero, then in respect of the share 
(or block) such person’s tentative rat-
able share of the earnings and profits 
accumulated for such taxable year of 
the lower tier corporation attributable 
to any taxable year (beginning after 
December 31, 1962) of such first tier cor-
poration shall be an amount equal to: 

(i)(a) Such amount of earnings and 
profits accumulated for such taxable 
year of the lower tier corporation (if 
the computation is made in respect of 
a block in the first tier corporation, 
multiplied by the number of shares in 
the block), divided by (b) the number of 
shares in the first tier corporation out-
standing, or deemed under paragraph 
(c)(2) of this section to be outstanding, 
on each day of such taxable year of the 
first tier corporation, multiplied by 

(ii) The percentage that (a) the num-
ber of days during the period or periods 
in such taxable year of the first tier 
corporation on which such person held 
(or was considered to have held by rea-
son of the application of section 1223, 
taking into account § 1.1248–8) the share 
(or block) in the first tier corporation 
while the first tier corporation owned 
(within the meaning of section 958(a)) 
stock of such lower tier corporation at 
times while such lower tier corporation 
was a controlled foreign corporation, 
bears to (b) the total number of days in 
such taxable year of the first tier cor-
poration, multiplied by 

(iii) The percentage that (a) the aver-
age number of shares in the lower tier 
corporation which were owned within 
the meaning of section 958(a) by the 
first tier corporation during such pe-
riod or periods (referred to in subdivi-
sion (ii)(a) of this subparagraph), bears 
to (b) the total number of such shares 
outstanding, or deemed under the prin-
ciples of paragraph (c)(2) of this section 
to be outstanding, during such period 
or periods, multiplied by 

(iv) The percentage that (a) the num-
ber of days in such taxable year of the 
lower tier corporation which fall with-
in the taxable year of the first tier cor-

poration, bears to (b) the total number 
of days in such taxable year of the 
lower tier corporation. 

(3) Examples. The application of sub-
paragraph (2) of this paragraph may be 
illustrated by the following examples: 

Example 1. In a year subsequent to 1969, 
Brown, a United States person, sells 5 of his 
shares of stock in X Corporation in a trans-
action as to which the provisions of this 
paragraph apply. Brown had purchased the 5 
shares prior to 1969. On each day of 1969 X 
Corporation actually had 100 shares of one 
class of stock outstanding. On each such day 
X Corporation directly owned all of the 
shares of stock in Y Corporation, and Y Cor-
poration directly owned all of the shares of 
stock in Z Corporation. Z Corporation on 
each such day was a controlled foreign cor-
poration. Both X and Z use the calendar year 
as the taxable year. Z’s earnings and profits 
accumulated for 1969 (computed under para-
graph (b) of this section) are $2,000. Brown’s 
tentative ratable share of the earnings and 
profits accumulated by Z attributable to the 
1969 calendar year of X is $20 per share, com-
puted as follows: 

(i) Z’s earnings and profits for 1969 
($2,000), divided by the number of shares 
in X deemed outstanding each day of 
1969 (100) ................................................. $20 

Multiplied by: 
(ii) Since on each day of 1969 Brown (by 

reason of owning directly his shares in X) 
owned, within the meaning of section 
958(a)(2), stock in Z while Z was a con-
trolled foreign corporation, the percentage 
determined under subparagraph (2)(ii) of 
this paragraph equals ............................... 100% 

Multiplied by: 
(iii) Since on each day of 1969 X owned 

100 percent of the stock of Y while Y 
owned 100 percent of the stock in Z, the 
percentage determined under subpara-
graph (2)(iii) of this paragraph equals ...... 100% 

Multiplied by: 
(iv) Since X and Z each use the same tax-

able year, the percentage determined 
under subparagraph (2)(iv) of this para-
graph equals ............................................. 100% 

Total ............................................... $20 

Example 2. Assume the same facts as in ex-
ample (1), except that Brown sold his stock 
in X on October 19, 1969. Brown’s tentative 
ratable share of the earnings and profits ac-
cumulated by Z attributable to the 1969 cal-
endar year of X is $16 per share, computed as 
follows: 

(i) The amount determined in subdivision (i) 
of example (1) ........................................... $20 

Multiplied by: 
(ii) The number of days in the period during 

1969 Brown (by reason of owning directly 
his stock in X) owned, within the meaning 
of section 958(a)(2), his stock in Z while 
Z was a controlled foreign corporation 
(292), divided by the number of days in 
1969 (365), equals .................................... 80% 
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Multiplied by: 
(iii) The percentage determined in subdivi-

sion.
(iii) of example (1) ................................. 100% 

Multiplied by: 
(iv) The percentage determined in subdivi-

sion.
(iv) of example (1) ................................. 100% 

Total ............................................... $16 

Example 3. Assume the same facts as in ex-
amples (1) and (2), except that on each day 
during 1969 Y owned (within the meaning of 
section 958(a)(2)) 81 of the 100 shares of Z’s 
outstanding stock. Brown’s tentative ratable 
share of the earnings and profits accumu-
lated by Z attributable to the 1969 calendar 
year of X is $12.96 per share, computed as fol-
lows: 

(i) The amount determined in subdivision (i) 
of example (1) ........................................... $20 

Multiplied by: 
(ii) The percentage determined in subdivi-

sion (ii) of example (2) .............................. 80% 
Multiplied by: 

(iii) The average number of shares in Z 
which were owned (within the meaning of 
section 958(a)) by X during the applicable 
period (81), divided by the total number 
of shares in Z during such period (100) ... 81% 

Multiplied by: 
(iv) The percentage determined in subdivi-

sion (iv) of example (1) ............................. 100% 

Total ............................................... $12.96 

The result would be the same if X owned 
(within the meaning of section 958(a)(2)) 81 
percent of the stock in Y while Y so owned 
100 percent of the stock in X, or if X so 
owned 90 percent of the stock in Y while Y so 
owned 90 percent of the stock in Z. 

Example 4. Assume the same facts as in ex-
ample (3), except that Z Corporation uses a 
fiscal year ending June 30 as its taxable 
year. Assume further that Z’s earnings and 
profits accumulated for its fiscal year ending 
June 30, 1969, and for its fiscal year ending 
June 30, 1970, are $3,000 and $2,000, respec-
tively. Brown’s tentative ratable share of the 
earnings and profits accumulated by Z at-
tributable to the 1969 calendar year of X is 
$16.17 per share, computed as follows: 

In respect of Z’s tax-
able year ending 

June 30, 
1969 

June 30, 
1970 

(i) Z’s earnings and profits, di-
vided by the number of 
shares in X deemed out-
standing on each day of 
1969: 

$3,000/100 ............... $30 
$2,000/100 ............... .................. $20 

Multiplied by: 
(ii) The percentage deter-

mined in subdivision (ii) of 
example (2) ......................... 80% 80% 

In respect of Z’s tax-
able year ending 

June 30, 
1969 

June 30, 
1970 

Multiplied by: 
(iii) The percentage deter-

mined in subdivision (iii) of 
example (3) ......................... 81% 81% 

Multiplied by: 
(iv) Number of days in Z’s tax-

able year which fall within 
1969, divided by total num-
ber of days in Z’s taxable 
year: 

181/365 .................... 49.6% 
184/365 .................... .................. 50.4% 

Totals ................ $9.64 $6.53 
(v) Sum of tentative ratable 

shares of Z attributable to 
X’s 1969 calendar year: 

For Z’s taxable year end-
ing 

June 30, 1969 .......... .................. $9.64 
June 30, 1970 .......... .................. $6.53 

Sum ................... .................. $16.17 

(4) Deficit in tentative ratable share of 
lower tier corporation attributable to a 
taxable year of first tier corporation. (i) If 
there is a deficit in the earnings and 
profits accumulated for a taxable year 
of a lower tier corporation beginning 
after December 31, 1962 (computed 
under paragraph (b) of this section), 
the person’s tentative ratable share for 
such taxable year of such lower tier 
corporation attributable to a taxable 
year of a first tier corporation shall 
not be computed under subparagraph 
(2) of this paragraph but shall be an 
amount equal to the sum of the partial 
tentative ratable shares computed 
under subdivisions (ii) and (iii) of this 
subparagraph. 

(ii) The partial tentative ratable 
share under this subdivision is com-
puted in 2 steps. First, compute (under 
paragraph (b) of this section without 
regard to the adjustments for distribu-
tions under subparagraph (3) thereof) 
the deficit (if any) in earnings and prof-
its accumulated for such taxable year 
of such lower tier corporation. Second, 
compute the partial tentative ratable 
share in the same manner as such ten-
tative ratable share would be computed 
under subparagraph (2) of this para-
graph if such deficit were the amount 
referred to in subparagraph (2)(i)(a) of 
this paragraph. 

(iii) The partial tentative ratable 
share under this subdivision is com-
puted in 2 steps. First, compute and 
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treat as a deficit the portion of the ad-
justment for distributions under para-
graph (b)(3) of this section for such tax-
able year which is attributable under 
paragraph (d)(4) of this section to dis-
tributions of earnings and profits accu-
mulated during prior taxable years of 
the lower tier corporation beginning 
after December 31, 1962, during the pe-
riod or periods such lower tier corpora-
tion was a controlled foreign corpora-
tion and the percentage of the stock of 
such lower tier corporation (which the 
person owns within the meaning of sec-
tion 958(a)(2)) was owned within the 
meaning of section 958(a) by a United 
States shareholder (as defined in sec-
tion 951(b) and the regulations there-
under). Second, compute the partial 
tentative ratable share in the same 
manner as such tentative ratable share 
would be computed under subparagraph 
(2) of this paragraph if (a) such deficit 
were the amount referred to in sub-
paragraph (2)(i)(a) of this paragraph, 
and (b) such lower tier corporation 
were a controlled foreign corporation 
on each day of such taxable year. 

(5) Ratable share of lower tier corpora-
tion attributable to a first tier corpora-
tion. (i) If the provisions of this para-
graph apply in respect of a share of 
stock in a first tier corporation, a per-
son’s ratable share of the earnings and 
profits accumulated by the lower tier 
corporation attributable to a taxable 
year of the first tier corporation shall 
be an amount equal to the tentative 
ratable share computed under subpara-
graph (2) or (4) of this paragraph, ad-
justed in the manner prescribed in this 
subparagraph. 

(ii) If the first tier corporation and 
the lower tier corporation use the same 
taxable year, then in respect of a share 
(or block) of stock in the first tier cor-
poration the person’s tentative ratable 
share of the accumulated earnings and 
profits of the lower tier corporation at-
tributable to the taxable year of the 
first tier corporation (computed under 
subparagraph (2) of this paragraph) 
shall be reduced (but not below zero) by 
the excess of (a) the amount, if any, in-
cluded (in respect of such lower tier 
corporation for its taxable year) under 
section 951 in the gross income of such 
person or (during the period such stock 
was considered to be held by such per-

son by reason of the application of sec-
tion 1223, taking into account § 1.1248–8) 
in the gross income of any other person 
who held such stock, over (b) the por-
tion of such amount which, in any tax-
able year of such person or such other 
person, resulted in an exclusion from 
the gross income of such person or such 
other person of an amount under sec-
tion 959(a)(1). For an illustration of the 
principles in the preceding sentence, 
see the example in paragraph (e)(2)(ii) 
of this section. 

(iii) If the first tier corporation and 
the lower tier corporation do not use 
the same taxable year, and if there 
would be an excess computed under 
subdivision (ii) of this subparagraph in 
respect of a taxable year of the lower 
tier corporation (were the taxable 
years of such corporations the same), 
then such person’s tentative ratable 
share of the accumulated earnings and 
profits for a taxable year of the lower 
tier corporation attributable to such 
taxable year of the first tier corpora-
tion shall be reduced (but not below 
zero) by an amount which bears the 
same ratio to (a) such excess, as (b) the 
number of days in the taxable year of 
the lower tier corporation which fall 
within the taxable year of the first tier 
corporation, bears to (c) the total num-
ber of days in the taxable year of the 
first tier corporation. 

(iv) If the first tier corporation and 
the lower tier corporation use the same 
taxable year, then in respect of a share 
(or block) of stock in the first tier cor-
poration the person’s tentative ratable 
share of the accumulated earnings and 
profits of the lower tier corporation at-
tributable to the taxable year of the 
first tier corporation (computed under 
subparagraph (2) of this paragraph) 
shall be reduced (but not below zero) by 
the amount, if any, included (in respect 
of such corporation for such taxable 
year) under section 551, by reason of 
the application of section 555(b), in the 
gross income of such person or (during 
the period such share (or block) was 
considered to be held by such person by 
reason of the application of section 
1223, taking into account § 1.1248–8) in 
the gross income of any other person 
who held such share (or block). 

(v) If the first tier corporation and 
the lower tier corporation do not use 
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the same taxable year, and if there 
would be a reduction in the person’s 
tentative ratable share of the accumu-
lated earnings and profits of the lower 
tier corporation attributable to the 
taxable year of the first tier corpora-
tion by an amount computed under 
subdivision (iv) of this subparagraph in 
respect of a taxable year of the lower 
tier corporation (were the taxable 
years of such corporations the same), 
then such person’s tentative ratable 
share of the accumulated earnings and 
profits for a taxable year of the lower 
tier corporation attributable to such 
taxable year of the first tier corpora-
tion shall be reduced by an amount 
which bears the same ratio to (a) such 
amount, as (b) the number of days in 
the taxable year of the lower tier cor-
poration which fall within the taxable 
year of the first tier corporation, bears 
to (c) the total number of days in the 
taxable year of the first tier corpora-
tion. 

(vi) If the lower tier corporation was 
a less developed country corporation as 
defined in section 902(d) for a taxable 
year of the corporation, see paragraph 
(g) of this section. 

(g) Lower tier corporation a less devel-
oped country corporation—(1) General. If 
the lower tier corporation was a less 
developed country corporation as de-
fined in section 902(d) for a taxable 
year of such corporation, and if the 
person who sold or exchanged a share 
(or block) of stock in the first tier cor-
poration satisfies on the date of such 
sale or exchange: 

(i) The requirements of paragraph 
(a)(1) of § 1.1248–5 with respect to such 
stock, and 

(ii) The requirements of paragraph 
(d)(1) of § 1.1248–5 with respect to any 
stock of the lower tier corporation 
which such person, by reason of his di-
rect ownership of such stock in the 
first tier corporation, owned within the 
meaning of section 958(a)(2), 
Then such person’s ratable share (or a 
deficit in such ratable share) for such 
taxable year of the lower tier corpora-
tion attributable to a taxable year of 
the first tier corporation (determined 
without regard to this paragraph) shall 
be reduced by an amount computed by 
multiplying such ratable share (so de-
termined without regard to this para-

graph) by the percentage computed 
under either subparagraph (2) or (4) of 
this paragraph, whichever is applica-
ble. 

(2) Percentage for second tier corpora-
tion. For purposes of subparagraph (1) 
of this paragraph, if stock of a lower 
tier corporation (hereinafter referred 
to as a second tier corporation) is owned 
directly by the first tier corporation on 
the date of the sale or exchange re-
ferred to in such subparagraph (1), the 
percentage under this subparagraph 
shall be computed by dividing (i) the 
number of shares of stock of the second 
tier corporation which the first tier 
corporation has owned directly for an 
uninterrupted 10-year period ending on 
such date, by (ii) the total number of 
shares of the stock of such second tier 
corporation owned directly by such 
first tier corporation on such date. 

(3) Examples. The provisions of sub-
paragraph (2) of this paragraph may be 
illustrated by the following examples: 

Example 1. On January 1, 1966, Smith, a 
United States person, recognizes gain upon 
the sale of one share of the only class of 
stock of F Corporation, which he has owned 
continuously since 1955. He includes a por-
tion of the gain in his gross income as a divi-
dend under section 1248(a). On January 1, 
1966, F owns directly 60 shares of the 100 out-
standing shares of the only class of stock of 
G Corporation, which F acquired in 1955 and 
owned continuously until such sale. F uses a 
taxable year ending June 30, and G uses the 
calendar year as the taxable year. For 1964, G 
was a less developed country corporation, 
and on each day of 1964 G was a controlled 
foreign corporation. Smith’s ratable share 
for G’s taxable year ending December 31, 
1964, attributable to F’s taxable year ending 
June 30, 1965 (determined without regard to 
this paragraph) is $6.00. Since the percentage 
computed under subparagraph (2) of this 
paragraph is 100 percent (60 shares divided by 
60 shares), Smith’s ratable share for G’s tax-
able year ending December 31, 1964, attrib-
utable to F’s taxable year ending June 30, 
1965 (after the application of subparagraph 
(2) of this paragraph) is zero (that is, $6.00 re-
duced by 100 percent of $6.00). 

Example 2. Assume the same facts as in ex-
ample (1) except that of the 60 shares of G 
Corporation which F Corporation owned on 
January 1, 1966, 20 shares were acquired in 
1961. The percentage computed under sub-
paragraph (2) of this paragraph is 662⁄3 per-
cent (40 shares divided by 60 shares). Accord-
ingly, Smith’s ratable share for G’s taxable 
year ending December 31, 1964, attributable 
to F’s taxable year ending June 30, 1965 (after 
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the application of subparagraph (2) or this 
paragraph) is $2.00 (that is, $6.00 reduced by 
662⁄3 percent of $6.00). 

(4) Percentage for lower tier corpora-
tions other than second tier corporation. 
For purposes of subparagraph (1) of this 
paragraph, if stock of a lower tier cor-
poration (other than a second tier cor-
poration) is owned within the meaning 
of section 958(a)(2) by the first tier cor-
poration on the date of the sale or ex-
change referred to in such subpara-
graph (1), the percentage under this 
subparagraph shall be computed in the 
following manner: 

(i) First, determine the percentage 
for the second tier corporation in ac-
cordance with subparagraph (2) of this 
paragraph. 

(ii) Second, determine a partial per-
centage for each other lower tier cor-
poration in the same manner as the 
percentage for the second tier corpora-
tion is determined. Thus, for example, 
the partial percentage for a third tier 
corporation is determined by dividing 
(a) the number of shares of stock of the 
third tier corporation which the second 
tier corporation has owned directly for 
an uninterrupted 10-year period ending 
on the date of the sale or exchange re-
ferred to in subparagraph (1) of this 
paragraph, by (b) the total number of 
shares of stock of such third tier cor-
poration owned directly by such second 
tier corporation on such date. 

(iii) Third, the percentage for a third 
tier corporation is the percentage for 
the second tier corporation multiplied 
by the partial percentage for the third 
tier corporation. The percentage for a 
fourth tier corporation is the percent-
age for the third tier corporation (as 
determined in the preceding sentence) 
multiplied by the partial percentage 
for the fourth tier corporation. In a 
similar manner, the percentage for any 
other lower tier corporation may be de-
termined. 

(5) Example. The application of sub-
paragraph (4) of this paragraph may be 
illustrated by the following example: 

Example: On January 1, 1967, Brown, a 
United States person recognizes gain upon 
the sale of one share of the only class of 
stock of W Corporation, which he has owned 
continuously since 1955. He includes a por-
tion of the gain in his gross income as a divi-
dend under section 1248(a). W is the first tier 

corporation of a chain of foreign corpora-
tions W, X, Y, and Z. W and Z each use the 
calendar year as the taxable year. For 1964, Z 
was a less developed country corporation and 
on each day of 1964 Z was a controlled for-
eign corporation. Additional facts are set 
forth in the table below: 

Corporation— 
(1) 

Shares directly owned 
by preceding tier— Column (2) 

divided by 
column (3) 
(percent)— 

(4) 

For uninter-
rupted 10-year 
period ending 
Jan. 1, 1967— 

(2) 

On Jan. 1, 
1967—(3) 

X .................... 40 60 662⁄3 
Y .................... 30 40 75 
Z .................... 20 30 662⁄3 

For 1964, the percentage referred to in sub-
paragraph (4) of this paragraph for Z is 331⁄3 
percent (662⁄3%×75%×662⁄3%). 

(6) Special rule. For purposes of apply-
ing the provisions of this paragraph, a 
lower tier corporation may be treated 
as a second tier corporation with re-
spect to any of its stock which is 
owned directly by a first tier corpora-
tion whereas such lower tier corpora-
tion may be treated as a lower tier cor-
poration other than a second tier cor-
poration with respect to other stock in 
such lower tier corporation which is 
owned (within the meaning of section 
958(a)(2)) by such first tier corporation. 
Thus, for example, if corporations X, Y, 
and Z are foreign corporations, X is a 
first tier corporation owning directly 
100 percent of the stock of Y and 40 per-
cent of the stock of Z, and in addition 
Y owns directly 60 percent of the stock 
of Z, then the 40 percent of the Z stock 
(which X owns directly) is considered 
to be stock in a second tier corporation 
and the 60 percent of the Z stock 
(which Y owns directly and which X is 
considered to own within the meaning 
of section 958(a)(2)) is considered to be 
stock in a third tier corporation. 

[T.D. 6779, 29 FR 18133, Dec. 22, 1964, as 
amended by T.D. 7293, 38 FR 32803, Nov. 28, 
1973; T.D. 7545, 43 FR 19652, May 8, 1978; T.D. 
9345, 72 FR 41445, July 30, 2007] 

§ 1.1248–4 Limitation on tax applicable 
to individuals. 

(a) General rule—(1) Limitation on tax. 
Under section 1248(b), if during a tax-
able year an individual sells or ex-
changes stock in a foreign corporation, 
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then in respect of the stock the in-
crease in the individual’s income tax 
liability for such taxable year which is 
attributable (under paragraph (b) of 
this section) to the amount included in 
his gross income as a dividend under 
section 1248(a) shall not be greater 
than an amount equal to the sum of: 

(i) The excess, computed under para-
graph (c) of this section in respect of 
the stock of the United States taxes 
which would have been paid by the cor-
poration over the taxes (including 
United States taxes) actually paid by 
the corporation, plus. 

(ii) An amount equal to the increase 
in the individual’s income tax liability 
which would be attributable to the in-
clusion in his gross income for such 
taxable year, as long-term capital gain, 
of an amount equal to the excess of (a) 
the amount included in the individual’s 
gross income as a dividend under sec-
tion 1248(a) in respect of such stock, 
over (b) the excess referred to in sub-
division (i) of this subparagraph. 

(2) Share or block. In general, the lim-
itation on tax attributable (under para-
graph (b) of this section) to the amount 
included in an individual’s gross in-
come as a dividend under section 
1248(a) shall be determined separately 
for each share of stock sold or ex-
changed. However, such determination 
may be made in respect of a block of 
stock if earnings and profits attrib-
utable to the block are computed under 
§ 1.1248–2 or 1.1248–3. See paragraph (b) 
of § 1.1248–2 and paragraph (a)(5) of 
§ 1.1248–3. 

(3) Application of limitation. The provi-
sions of subparagraph (1) of this para-
graph shall not apply unless the indi-
vidual establishes: 

(i) In the manner prescribed in 
§ 1.1248–7, the amount of the earnings 
and profits of the corporation attrib-
utable under paragraph (a)(1) of 
§ 1.1248–2 or under paragraph (a)(1) of 
§ 1.1248–3, whichever is applicable, to 
the stock, and 

(ii) The amount equal to the sum de-
scribed in subparagraph (1) of this 
paragraph, computed in accordance 
with the provisions of this section. 

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

Example: On December 31, 1966, Smith, a 
United States person, sells a share of stock 
of X Corporation which he has owned con-
tinuously since December 31, 1965, and in-
cludes $100 of the gain on the sale in his 
gross income as a dividend under section 
1248(a). Both X and Smith use the calendar 
year as the taxable year. The increase in 
Smith’s income tax liability for 1966 which is 
attributable (under paragraph (b) of this sec-
tion) to the inclusion of the $100 in his gross 
income as a dividend is $70. X was a con-
trolled foreign corporation on each day of 
1966. The excess computed under paragraph 
(c) of this section in respect of the share, of 
the United States taxes which X would have 
paid over the taxes (including United States 
taxes) actually paid by X is $49. Under sec-
tion 1248(b), the limitation on the tax attrib-
utable to the $100 included by Smith in his 
gross income as a dividend under section 
1248(a) is $61.75, computed as follows: 
(i) Excess, computed under para-

graph (c) of this section, of 
United States taxes which X 
Corporation would have paid in 
1966 over the taxes actually 
paid by X in 1966 ....................... .................. $49.00 

(ii) The amount determined under 
subparagraph (1)(ii) of this para-
graph: 

The amount Smith included in 
his gross income as a divi-
dend under section 1248(a) $100.00 

Less the excess referred to in 
subdivision (i) of this exam-
ple ....................................... 49.00 

Difference ............................... 51.00 
Increase in Smith’s tax liability at-

tributable to including $51 in his 
gross income as long-term cap-
ital gain (25 percent of $51) ....... .................. 12.75 

(iii) Limitation on tax ............................................ 61.75 

(b) Tax attributable to amount treated 
as dividend—(1) General. For purposes of 
paragraph (a)(1) of this section, in re-
spect of a share (or block) of stock in a 
foreign corporation sold or exchanged 
by an individual during a taxable year, 
the tax attributable to the amount in-
cluded in his gross income as a divi-
dend under section 1248(a) shall be the 
amount which bears the same ratio to 
(i) the excess of (a) his income tax li-
ability for the taxable year determined 
without regard to section 1248(b) over 
(b) such tax liability determined as if 
the portion of the total gain recognized 
during the taxable year which is treat-
ed as a dividend under section 1248(a) 
had not been recognized, as (ii) the 
amount included as a dividend under 
section 1248(a) in respect of the share 
(or block), bears to (iii) the total 
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amount included as a dividend under 
section 1248(a) in the individual’s gross 
income for such taxable year. 

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

Example 1. (i) During 1963, Brown, an un-
married United States person, sells a block 
of stock in a controlled foreign corporation. 
On the sale, he recognizes $22,000 gain, of 
which $18,000 is treated as a dividend under 
section 1248(a) and $4,000 as long-term capital 
gain. Brown computes his income tax liabil-
ity for his taxable year ending December 31, 
1963, under section 1201 (relating to alter-
native tax) in accordance with the additional 
facts assumed in the following table: 

Computation 
of income tax 
liability without 
regard to sec-
tion 1248(b) 

Computation 
of income tax 
liability as if 

the gain treat-
ed as a di-
vided under 

section 
1248(a) had 
not been rec-

ognized 

Income from salary ............ $300,000 $300,000 
Long-term capital gain re-

sulting from sale of 
stock, less deduction for 
capital gains under sec-
tion 1202 ($4,000 less 
$2,000) ........................... 2,000 2,000 

Amount treated as a divi-
dend under section 
1248(a) ........................... 18,000 0 

Adjusted gross income ...... 320,000 302,000 
Charitable contribution of 

$100,000 to church (lim-
ited under section 170(b) 
to 30 percent of adjusted 
gross income) ................ (96,000) (90,600) 

Other itemized deductions 
and personal exemption (7,700) (7,700) 

Taxable income ................. 216,300 203,700 
Less 50 percent of $4,000 2,000 2,000 

Amount subject to partial 
tax under section 
1201(b)(1) ...................... 214,300 201,700 

Partial tax .......................... 169,833 158,367 
25 percent of $4,000 ......... 1,000 1,000 

Tax liability ......................... 170,833 159,367 

(ii) The tax attributable to the $18,000 
treated as a dividend under section 1248(a) is 
$11,466 ($170,833 minus $159,367). 

Example 2. Assume the same facts as in ex-
ample (1) except that the $18,000 treated as a 
dividend under section 1248(a) is attributable 
to the sale of a block of stock in X Corpora-
tion and a block of stock in Y Corporation. 
Assume further that $10,000 of the gain on 
the block of X stock was treated as a divi-
dend and that $8,000 of the gain on the block 

of Y stock was treated as a dividend. Thus, 
the tax attributable to the amount treated 
as a dividend in respect of the block of X 
stock is $6,370 ($10,000/$18,000 of $11,466) and 
the amount in respect of the block of Y 
stock is $5,096 ($8,000/$18,000 of $11,466). The 
result would be the same if both blocks of 
stock were blocks of stock in the same cor-
poration. 

(c) Excess (of United States taxes which 
would have been paid over taxes actually 
paid) attributable to a share (or block)— 
(1) General. For purposes of paragraph 
(a)(1)(i) of this section: 

(i) The term taxes means income, war 
profits, or excess profits taxes, and 

(ii) The excess (and the portion of 
such excess attributable to an individ-
ual’s share or block of stock in a for-
eign corporation) of the United States 
taxes which would have been paid by 
the corporation over the taxes (includ-
ing United States taxes) actually paid 
by the corporation, for the period or 
periods the stock was held (or was con-
sidered to be held by reason of the ap-
plication of section 1223) by the indi-
vidual in taxable years of the corpora-
tion beginning after December 31, 1962, 
while the corporation was a controlled 
foreign corporation, shall be computed 
in accordance with the steps set forth 
in subparagraphs (2), (3), and (4) of this 
paragraph. 

(2) Step 1. For each taxable year of 
the corporation beginning after Decem-
ber 31, 1962, in respect of the individ-
ual’s share (or block) of such stock (i) 
the taxable income of the corporation 
shall be computed in the manner pre-
scribed in paragraph (d) of this section, 
and (ii) the excess (and the portion of 
such excess attributable to the stock of 
the United States taxes which would 
have been paid by the corporation on 
such taxable income over the taxes (in-
cluding United States taxes) actually 
paid by the corporation shall be com-
puted in the manner prescribed in para-
graph (e) of this section. 

(3) Step 2. If during such taxable year 
the corporation is a first tier corpora-
tion to which paragraph (f) of this sec-
tion applies, (i) the excess (and the por-
tion of such excess attributable to the 
individual’s share, or block, of stock in 
the first tier corporation) of the United 
States taxes which would have been 
paid by any lower tier corporation over 
the taxes (including United States 
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taxes) actually paid by such lower tier 
corporation shall be computed under 
paragraph (f) of this section, and (ii) 
such portion shall be added to the por-
tion of the excess attributable to the 
individual’s share (or block) of such 
stock as determined in step 1 for such 
taxable year. 

(4) Step 3. The excess, in respect of 
the individual’s share (or block), of the 
United States taxes which would have 
been paid by the corporation over the 
taxes actually paid by the corporation 
shall be the sum of the portions com-
puted for each such taxable year in the 
manner prescribed in steps 1 and 2. 

(d) Taxable income. For purposes of 
paragraph (c)(2)(i) of this section, tax-
able income shall be computed in re-
spect of an individual’s share (or block) 
in accordance with the following rules: 

(1) Application of principles of § 1.952–2. 
Except as otherwise provided in this 
paragraph, the principles of paragraphs 
(a)(1), (b)(1), and (c) of § 1.952–2 (other 
than subparagraphs (2)(iii)(b), (2)(v), 
(5)(i), and (6) of such paragraph (c)) 
shall apply. 

(2) Effect of elections. In respect of a 
taxable year of a foreign corporation, 
no effect shall be given to an election 
or an adoption of accounting method 
unless for such taxable year effect is 
given to such election or adoption of 
accounting method under paragraph 
(d)(1) of § 1.1248–2 or paragraph (b)(1) of 
§ 1.1248–3, whichever is applicable. 

(3) The deductions for certain divi-
dends received provided in sections 243, 
244, and 245 shall not be allowed. 

(4) Deduction for taxes. In computing 
the amount of the deduction allowed 
under section 164, there shall be ex-
cluded income, war profits, or excess 
profits taxes paid or accrued which are 
imposed by the authority of any for-
eign country or possession of the 
United States. 

(5) Capital loss carryover. In deter-
mining the amount of a net capital loss 
to be carried forward under section 1212 
to the taxable year: 

(i) No net capital loss shall be carried 
forward from a taxable year beginning 
before January 1, 1963. 

(ii) The portion of a net capital loss 
or a capital gain net income (net cap-
ital gain for taxable years beginning 
before January 1, 1977) for a taxable 

year beginning after December 31, 1962, 
which shall be taken into account shall 
be the amount of such loss or gain (as 
the case may be), multiplied by the 
percentage which (a) the number of 
days in such taxable year during which 
the individual held (or was considered 
to have held by reason of the applica-
tion of section 1223) the share (or 
block) of stock sold or exchanged while 
the corporation was a controlled for-
eign corporation, bears to (b) the total 
number of days in such taxable year. 

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

Example 1. Corporation X is a foreign cor-
poration which was created on January 1, 
1963, and which uses the calendar year as its 
taxable year. X was a controlled foreign cor-
poration on each day of the period March 15, 
1963, through December 31, 1965, but was not 
a controlled foreign corporation on any day 
during the period January 1, 1963, through 
March 14, 1963. On December 31, 1965, Smith, 
a United States person, sells a share of X 
stock which he has owned continuously since 
January 1, 1963. A portion of the gain recog-
nized on the sale is includible in Smith’s 
gross income as a dividend under section 
1248(a). X had a net capital loss (determined 
without regard to subchapter N, chapter 1 of 
the Code) of $200 for 1963. Since, however, X 
was a controlled foreign corporation for only 
292 days in 1963, for purposes of determining 
the net capital loss carryover to 1964 the por-
tion of the net capital loss of $200 for 1963 
which Smith takes into account under sub-
division (ii) of this subparagraph is $160 (292/ 
365 of $200), and, accordingly, the amount of 
the net capital loss carryover to 1964 is $160. 

Example 2. Assume the same facts as in ex-
ample (1), except that X was not a controlled 
foreign corporation on any day of the period 
May 26, 1964, through June 30, 1965. Assume 
further that X had a net capital gain (capital 
gain net income for taxable years beginning 
after December 31, 1976) (determined without 
regard to subchapter N, chapter 1, of the 
Code) of $160 for 1964. In computing X’s tax-
able income for 1964 under this paragraph, 
Smith applies the net capital loss carryover 
of $160 from 1963 to reduce the net capital 
gain of $160 for 1964 to zero. Since, however, 
X was a controlled foreign corporation for 
only 146 days in 1964, for purposes of com-
puting the portion of the 1963 capital loss of 
$160 which is a net capital loss carryover to 
1965, the portion of the 1964 capital gain 
which Smith takes into account under sub-
division (ii) of this subparagraph is $63.83 
(146⁄366 of $160). Thus, the net capital loss car-
ryover to 1965 is $96.17 ($160 minus $63.83). 
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(6) Net operating loss deduction. (i) The 
individual shall reduce the taxable in-
come (computed under subparagraphs 
(1) through (5) of this paragraph) of the 
corporation for the taxable year by the 
amount of the net operating loss de-
duction of the corporation computed 
under section 172, as modified in the 
manner prescribed in this subpara-
graph. 

(ii) The rules of subparagraphs (1) 
through (5) of this paragraph shall 
apply for purposes of determining the 
excess referred to in section 172(c) and 
the taxable income referred to in sec-
tion 172(b)(2). 

(iii) A net operating loss shall not be 
carried forward from, or carried back 
to, a taxable year beginning before 
January 1, 1963. 

(iv) The portion of a net operating 
loss incurred, or of taxable income 
earned, in a taxable year beginning 
after December 31, 1962, which shall be 
taken into account under section 
172(b)(2) shall be the amount of such 
loss or income (as the case may be), 
multiplied by the percentage which (a) 
the number of days in such taxable 
year during which the individual held 
(or was considered to have held by rea-
son of the application of section 1223) 
the share (or block) of stock sold or ex-
changed while the corporation was a 
controlled foreign corporation, bears to 
(b) the total number of days in such 
taxable year. 

(v) For illustrations of the principles 
of this subparagraph, see the examples 
relating to net capital loss carryovers 
in subparagraph (5)(iii) of this para-
graph. 

(7) Adjustment for amount previously 
included in gross income of United States 
shareholders. In respect of the individ-
ual’s share (or block) of stock sold or 
exchanged, the taxable income of the 
corporation for the taxable year (deter-
mined without regard to this subpara-
graph and subparagraph (8) of this 
paragraph) shall be reduced (but not 
below zero) by an amount equal to the 
sum of the amounts included under sec-
tion 951 in the gross income of United 
States shareholders (as defined in sec-
tion 951(b)) of the corporation for the 
taxable year. 

(8) Adjustment for distributions. In re-
spect of the individual’s share (or 

block) of stock sold or exchanged, the 
taxable income of the corporation for 
the taxable year (determined without 
regard to this subparagraph) shall be 
reduced (but not below zero) by the 
amount of the distributions (other 
than in redemption of stock under sec-
tion 302(a) or 303) made by the corpora-
tion out of earnings and profits of such 
taxable year (within the meaning of 
section 316(a)(2)). For purposes of the 
preceding sentence, distributions shall 
be taken into account only to the ex-
tent not excluded from the gross in-
come of the United States shareholders 
of the corporation under section 959. 

(e) Excess attributable to a share (or 
block) of stock—(1) Excess of United 
States taxes which would have been paid 
over taxes actually paid. For purposes of 
paragraph (c)(2)(ii) of this section, in 
respect of a taxable year of a foreign 
corporation, the portion of the excess 
under this subparagraph which is at-
tributable to an individual’s share (or 
block) of such stock shall be an 
amount equal to: 

(i) The excess (if any) of (a) the 
United States taxes which would have 
been paid by the corporation on its tax-
able income (computed under para-
graph (d) of this section) for the tax-
able year had it been taxed as a domes-
tic corporation under chapter 1 of the 
Code (but without regard to sub-
chapters F, G, H, L, M, N, S, and T 
thereof) for such taxable year, over (b) 
the income, war profits, or excess prof-
its taxes actually paid by the corpora-
tion during such taxable year (includ-
ing such taxes paid to the United 
States), 

(ii) Multiplied by the percentage that 
(a) the number of days in such taxable 
year of the corporation during the pe-
riod or periods the share (or block) was 
held (or was considered as held by rea-
son of the application of section 1223) 
by the individual while the corporation 
was a controlled foreign corporation, 
bears to (b) the total number of days in 
such taxable year, 

(iii) If the computation is made in re-
spect of a block, multiplied by the 
number of shares in the block, and 

(iv) Divided by the number of shares 
in the corporation outstanding, or 
deemed under paragraph (c)(2) of 
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§ 1.1248–3 to be outstanding, on each day 
of such taxable year. 

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

Example: (i) Jones, a United States person, 
owns on each day of 1963 10 shares of the 100 
shares of the only class of outstanding stock 
of X corporation. He sells one of such shares 
on December 31, 1963. X corporation is a con-
trolled foreign corporation on each day of 
1963 and Jones and X each use the calendar 
year as the taxable year. For 1963, the excess 
of the United States taxes which would have 
been paid by X had it been taxable as a do-
mestic corporation over the taxes (including 
United States taxes) actually paid by X is 
$23,500, computed as follows: 
Amount subject to partial tax under section 

1201(a)(1), as computed by Jones: 
Taxable income ............................................ $300,000 
Less excess of net long-term capital gain 

over net short-term capital loss ................ 100,000 

Amount subject to partial tax ................ 200,000 

Excess determined under subpara-
graph (1)(i) of this paragraph: 

30 percent×$25,000 ................ $7,500 
52 percent×$175,000 .............. 91,000 

Partial tax ...................................................... 98,500 
25 percent×$100,000 .................................... 25,000 

United States taxes X would have paid 
(alternative tax computed under sec-
tion 1201(a)) ...................................... 123,500 

Less income taxes X actually paid to: 
United States .......................... $10,000 
Foreign countries .................... 90,000 

Total ....................................................... $100,000 

Excess ................................................... 23,500 
Multiplied by: 

Percentage determined under subparagraph 
(1)(ii) of this paragraph: 

Since on each day of 1963, Jones held 
the share of X stock while X was a 
controlled foreign corporation, the 
percentage equals ............................. 100% 

Total ....................................................... $23,500 

(ii) The portion of the excess determined in 
subdivision (i) of this example which is at-
tributable to the share held by Jones is $235, 
that is, the amount of such excess ($23,500), 
divided by the number of shares of X deemed 
to be outstanding on each day of 1963 (100). 

(3) More than one class of stock. If a 
foreign corporation for a taxable year 
has more than one class of stock out-
standing, then before applying subpara-
graph (1) of this paragraph the excess 
(if any) which would be determined 
under subparagraph (1)(i) of this para-
graph shall be allocated to each class 
of stock in accordance with the prin-

ciples of paragraph (e) (2) and (3) of 
§ 1.951–1, applied as if the corporation 
were a controlled foreign corporation 
on each day of such taxable year. 

(f) Subsidiaries of foreign corpora-
tions—(1) Excess for lower tier corporation 
attributable to taxable year of first tier 
corporation. For purposes of paragraph 
(c)(3) of this section, if the provisions 
of paragraph (a)(3) of § 1.1248–2 or para-
graph (f) of § 1.1248–3 apply in the case 
of the sale or exchange by an indi-
vidual of a share (or block) of stock in 
a first tier corporation, then in respect 
of a taxable year of a lower tier cor-
poration (beginning after December 31, 
1962) which includes at least one day 
which falls within a taxable year of the 
first tier corporation (beginning after 
December 31, 1962), the portion of the 
excess under this subparagraph attrib-
utable to the share shall be an amount 
equal to: 

(i) The excess (if any) of (a) the 
United States taxes which would have 
been paid by the lower tier corporation 
on its taxable income (computed under 
paragraph (g) of this section) for such 
taxable year of the lower tier corpora-
tion had it been taxed as a domestic 
corporatin under chapter 1 of the Code 
(but without regard to subchapters F, 
G, H, L, M, N, and T thereof) for such 
taxable year of the lower tier corpora-
tion, over (b) the income, war profits, 
or excess profits taxes actually paid by 
the lower tier corporation during such 
taxable year (including such taxes paid 
to the United States), 

(ii) Multiplied by each of the percent-
ages described under paragraph 
(f)(2)(ii), (iii), and (iv) of § 1.1248–3 in re-
spect of such taxable year of the first 
tier corporation, 

(iii) If the computation is made in re-
spect of a block of stock, multiplied by 
the number of shares in the block, and 

(iv) Divided by the number of shares 
in the first tier corporation out-
standing, or deemed under paragraph 
(c)(2) of § 1.1248–3 to be outstanding, on 
each day of such taxable year of the 
first tier corporation. 

(2) More than one class of stock. If a 
foreign corporation for a taxable year 
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has more than one class of stock out-
standing, then before applying subpara-
graph (1) of this paragraph the prin-
ciples of paragraph (e)(3) of this section 
shall apply. 

(g) Taxable income of lower tier cor-
porations—(1) General. For purposes of 
paragraph (f)(1)(i) of this section, in re-
spect of the individual’s share (or 
block) the taxable income of a lower 
tier corporation shall be computed in 
the manner provided in paragraph (d) 
of this section, except as provided in 
this paragraph. 

(2) Capital loss carryover. For purposes 
of subparagraph (1) of this paragraph, 
the provisions of paragraph (d)(5)(ii) of 
this section shall not apply. In deter-
mining the amount of a net capital loss 
to be carried forward under section 1212 
to the taxable year of a lower tier cor-
poration, the portion of a net capital 
loss or a capital gain net income (net 
capital gain for taxable years begin-
ning before January 1, 1977) for a tax-
able year of the lower tier corporation 
beginning after December 31, 1962, 
which shall be taken into account shall 
be the amount of such loss or gain (as 
the case may be), multiplied by the 
percentage which (i) the number of 
days in such taxable year during the 
period or periods the individual held 
(or was considered to have held by rea-
son of the application of section 1223) 
the share (or block) of stock in the 
first tier corporation sold or exchanged 
while the first tier corporation owned 
(within the meaning of section 958 (a)) 
stock in the lower tier corporation 
while the lower tier corporation was a 
controlled foreign corporation, bears to 
(ii) the total number of days in such 
taxable year. 

(3) Net operating loss deduction. For 
purposes of subparagraph (1) of this 
paragraph, the provisions of paragraph 
(d)(6)(iv) of this section shall not apply. 
In determining the amount of the net 
operating loss deduction for a taxable 
year of a lower tier corporation, the 
portion of a net operating loss in-
curred, or of taxable income earned, in 
a taxable year of the lower tier cor-
poration beginning after December 31, 
1962, which shall be taken into account 
under section 172(b)(2) shall be the 
amount of such loss or income (as the 
case may be) multiplied by the per-

centage described in subparagraph (2) 
of this paragraph for such taxable year. 

[T.D. 6779, 29 FR 18139, Dec. 22, 1964, as 
amended by T.D. 7545, 43 FR 19653, May 8, 
1978; T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1248–5 Stock ownership require-
ments for less developed country 
corporations. 

(a) General rule—(1) Requirements. For 
purposes of paragraph (e)(4) of § 1.1248– 
3, a United States person shall be con-
sidered as satisfying the requirements 
of this paragraph with respect to a 
share (or block) of stock of a foreign 
corporation if on the date he sells or 
exchanges such share (or block): 

(i) The 10-year stock ownership re-
quirement of paragraph (b) of this sec-
tion is met with respect to such share 
(or block), and 

(ii) In the case of a United States per-
son which is a domestic corporation, 
the requirement of paragraph (c) of 
this section, if applicable, is met. 

(2) Ownership of stock. For purposes of 
this section: 

(i) The rules for determining owner-
ship of stock prescribed by section 958 
(a) and (b) shall apply. 

(ii) Stock owned by a United States 
person who is an individual, estate, or 
trust which was acquired by reason of 
the death of the predecessor in interest 
of such United States person shall be 
considered as owned by such United 
States persons during the period such 
stock was owned by such predecessor in 
interest, and during the period such 
stock was owned by any other prede-
cessor in interest if between such 
United States person and such other 
predecessor in interest there was no 
transfer other than by reason of the 
death of an individual. 

(b) 10-year stock ownership require-
ment—(1) General. A United States per-
son meets the 10-year stock ownership 
requirement with respect to a share (or 
block) of stock in a foreign corporation 
which he sells or exchanges only if the 
share (or block) was owned (under the 
rules of paragraph (a)(2) of this section) 
by such person for a continuous period 
of at least 10 years ending on the date 
of the sale or exchange. See the first 
sentence of section 1248(d)(3). Thus, for 
example, if Jones, a United States per-
son, sells a share of stock in a foreign 
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corporation on January 1, 1965, the 10- 
year stock ownership requirement is 
met with respect to a share only if the 
share was owned (under the rules of 
paragraph (a)(2) of this section) by 
Jones continuously from January 1, 
1955, to January 1, 1965. If a foreign cor-
poration has not been in existence for 
at least 10 years on the date of the sale 
or exchange of the share, the 10-year 
stock ownership requirement cannot be 
met. 

(2) Special rule. For purposes of this 
paragraph, a United States person shall 
be considered to have owned stock dur-
ing the period he was considered to 
have held the stock by reason of the 
application of section 1223. 

(c) Disqualification of domestic corpora-
tion as a result of changes in ownership 
of its stock—(1) General. (i) For purposes 
of paragraph (a)(1)(ii) of this section, 
the requirement of this paragraph 
must be met only if, on at least one 
day during the 10-year period ending on 
the date of the sale or exchange by a 
domestic corporation of a share of 
stock in a foreign corporation, one or 
more noncorporate United States 
shareholders (as defined in subdivision 
(iii) of this subparagraph) own more 
than 50 percent of the total combined 
voting power of all classes of stock en-
titled to vote of the domestic corpora-
tion. 

(ii) The requirement of this para-
graph is that if one or more persons are 
noncorporate United States share-
holders on the first such day (referred 
to in subdivision (i) of this subpara-
graph), such person or persons continue 
after such first day, at all times during 
the remainder of such 10-year period, 
to own in the aggregate more than 50 
percent of the total combined voting 
power of all classes of stock entitled to 
vote of the domestic corporation. For 
purposes of determining whether a do-
mestic corporation meets the require-
ment of this paragraph, the stock 
owned by a United States person who is 
a noncorporate United States share-
holder of a domestic corporation on 
such first day shall not be counted at 
any time after he ceases during such 
10-year period to be a noncorporate 
United States shareholder of such cor-
poration. 

(iii) For purposes of this paragraph, 
the term noncorporate United States 
shareholder means, with respect to a 
domestic corporation, a United States 
person who is an individual, estate, or 
trust and who owns 10 percent or more 
of the total combined voting power of 
all classes of stock of such domestic 
corporation. 

(iv) For purposes of this paragraph, 
the percentage of the total combined 
voting power of stock of a foreign cor-
poration owned by a United States per-
son shall be determined in accordance 
with the principles of section 951(b) and 
the regulations thereunder. 

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

Example 1. During the entire period begin-
ning December 31, 1954, and ending December 
31, 1964, domestic corporation N owns all the 
stock of controlled foreign corporation X, a 
less developed country corporation. On De-
cember 31, 1964, N recognizes gain upon the 
sale of all its X stock. A, B, and C, who are 
unrelated individuals, were the only United 
States persons owning, or considered as own-
ing, 10 percent or more of the total combined 
voting power of all classes of stock entitled 
to vote of N at any time during the 10-year 
period December 31, 1954, through December 
31, 1964. The percentages of the total com-
bined voting power in N, which A, B, and C 
owned during such 10-year period, are as fol-
lows: 

Owner 
Dec. 31, 1954– 

Apr. 1, 1957 
(Percent) 

Apr. 2, 1957– 
Oct. 1, 1959 

(Percent) 

Oct. 2, 1959– 
Dec. 31, 1964 

(Percent) 

A .......... 20 20 20 
B .......... 9 30 30 
C .......... 30 15 9 

Domestic corporation N does not meet the 
requirement of this paragraph with respect 
to the stock of controlled foreign corpora-
tion X for the following reasons: 

(i) April 2, 1957, is the first day (during the 
10-year period ending on December 31, 1964, 
the date N sells the X stock) on which non-
corporate United States shareholders of N 
own more than 50 percent of the total com-
bined voting power in N, and thus the re-
quirement of this paragraph must be met. 
See subparagraph (1)(i) of this paragraph. Al-
though A, B, and C did own, in the aggregate, 
more than 50 percent of such voting power 
before April 2, 1957, the voting power owned 
by B is not counted because B was not a non-
corporate United States shareholder of N be-
fore such date. 

(ii) Although C is a noncorporate United 
States shareholder on April 2, 1957, C ceases 
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to own 10 percent or more of the total com-
bined voting power in N on October 2, 1959. 
Thus, after October 1, 1959, the N stock 
which C owns is not counted for purposes of 
determining whether the more-than-50-per-
cent stock ownership test is met. See sub-
paragraph (1)(ii) of this paragraph. Accord-
ingly, after October 1, 1959, the requirement 
of this paragraph is not met. 

Example 2. Assume the same facts as in ex-
ample (1), except that B’s wife owns directly 
5 percent of the total combined voting power 
in N from December 31, 1954, to December 31, 
1964. On the basis of the assumed facts, N 
meets the requirement of this paragraph 
with respect to the stock of controlled for-
eign corporation X for the following reasons: 

(i) December 31, 1954, is the first day (of the 
10-year period ending on the date N sells the 
X stock) on which noncorporate United 
States shareholders of N own more than 50 
percent of the total combined voting power 
in N. B is a noncorporate United States 
shareholder on such date because he owns, 
and is considered as owning, 14 percent of the 
total combined voting power in N (9 percent 
directly, and, under section 958(b), 5 percent 
constructively). Thus, on December 31, 1954, 
noncorporate United States shareholders A, 
B, and C own, in the aggregate, more than 50 
percent of the total combined voting power 
in N. 

(ii) A, B, and C, the noncorporate United 
States shareholders of N on December 31, 
1954, own, and are considered as owning, 
more than 50 percent of the total voting 
power of N from December 31, 1954, to Octo-
ber 1, 1959. Since beginning on October 2, 
1959, A owns 20 percent and B owns, and is 
considered as owning, 35 percent of the total 
combined voting power in N, A and B owns, 
and are considered as owning, more than 50 
percent of the total combined voting power 
in N from October 2, 1959, to December 31, 
1964. Therefore, the requirement of this para-
graph is met. 

(d) Application of section to lower tier 
corporation—(1) General. For purposes of 
paragraph (g)(1)(ii) of § 1.1248–3, a 
United States person satisfies the re-
quirements of this subparagraph in re-
spect of stock of a lower tier corpora-
tion which such person, by reason of 
his direct ownership of the share (or 
block) of the first tier corporation sold 
or exchanged, owned within the mean-
ing of section 958(a)(2) on the date he 
sold or exchanged such share (or 
block), if on such date: 

(i) The 10-year stock ownership re-
quirement of paragraph (b) of this sec-
tion is met by such person with respect 
to any stock in the lower tier corpora-
tion which such person so owned, and 

(ii) In the case of a United States per-
son which is a domestic corporation, 
the requirement of paragraph (c) of 
this section, if applicable, is met. 

(2) Special rule. For purposes of this 
paragraph, in applying paragraphs (b) 
and (c) of this section, the sale or ex-
change of a share (or block) of stock in 
a first tier corporation by a United 
States person shall be deemed to be the 
sale or exchange of any stock in a 
lower tier corporation which the per-
son, by reason of his direct ownership 
of such share (or block) of the first tier 
corporation, owned within the meaning 
of section 958(a)(2) on the date he actu-
ally sold or exchanged such share (or 
block) in the first tier corporation. 

[T.D. 6779, 29 FR 18142, Dec. 22, 1964] 

§ 1.1248–6 Sale or exchange of stock in 
certain domestic corporations. 

(a) General rule. If a United States 
person recognizes gain upon the sale or 
exchange of a share (or block) of stock 
of a domestic corporation which was 
formed or availed of principally for the 
holding, directly or indirectly, of stock 
of one or more foreign corporations, 
and if the conditions of paragraph (a)(2) 
of § 1.1248–1 would be met by such per-
son in respect of the share (or block) if 
the domestic corporation were a for-
eign corporation, then section 1248 
shall apply in respect of such gain in 
accordance with the rules provided in 
paragraph (b) of this section. 

(b) Application. (1) The gain referred 
to in paragraph (a) of this section shall 
be included in the gross income of the 
United States person as a dividend 
under section 1248(a) to the extent of 
the earnings and profits attributable 
under § 1.1248–2 or § 1.1248–3, whichever 
is applicable, to the share (or block), 
computed, however, in accordance with 
the following rules: 

(i) The domestic corporation shall be 
treated as if it were a first tier foreign 
corporation; 

(ii) If, after the application of sub-
division (i) of this subparagraph, the 
provisions of paragraph (a)(3) of 
§ 1.1248–2 or paragraph (f) of § 1.1248–3 
(as the case may be) would apply in re-
spect of a foreign corporation the stock 
of which is owned (within the meaning 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00436 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



427 

Internal Revenue Service, Treasury § 1.1248–7 

of section 958(a)) by the domestic cor-
poration treated as the first tier cor-
poration, such foreign corporation 
shall be considered a lower tier cor-
poration; 

(iii) Except to the extent provided in 
subdivision (iv) of this subparagraph, 
the earnings and profits of the domes-
tic corporation treated as the first tier 
corporation accumulated for a taxable 
year, as computed under paragraph (d) 
of § 1.1248–2 or paragraph (b) of § 1.1248– 
3 (as the case may be), shall be consid-
ered to be zero; and 

(iv) If, during a taxable year, a do-
mestic corporation treated as the first 
tier corporation realizes gain upon the 
sale or exchange of stock in a foreign 
corporation, and solely by reason of 
the application of section 337 (relating 
to certain liquidations) the gain was 
not recognized, then the earnings and 
profits of such domestic corporation 
accumulated for the taxable year, as 
computed under paragraph (d) of 
§ 1.1248–2 or paragraph (b) of § 1.1248–3 
(as the case may be), shall be consid-
ered to be an amount equal to the por-
tion of such gain realized during the 
taxable year which, if section 337 had 
not applied, would have been treated as 
a dividend under section 1248(a). 

(2) If the person selling or exchanging 
the stock in the domestic corporation 
is an individual, the limitation on tax 
attributable to the amount included in 
his gross income as a dividend under 
subparagraph (1) of this paragraph 
shall be determined, in accordance 
with the principles of paragraph (f) of 
§ 1.1248–4, by treating the domestic cor-
poration as a first tier corporation. 

(3)(i) If the earnings and profits of 
the foreign corporation or corporations 
(or of the domestic corporation treated 
as a first tier corporation) to be taken 
into account under subparagraph (1) of 
this paragraph are not established in 
the manner provided in paragraph 
(a)(1) of § 1.1248–7, all of the gain from 
the sale or exchange of the share (or 
block) of the domestic corporation 
shall be treated as a dividend. 

(ii) To the extent that the person 
does not establish, in the manner pro-
vided in paragraph (c) of § 1.1248–7, the 
foreign taxes paid by such foreign cor-
poration or corporations to be taken 
into account for purposes of computing 

the limitation on tax attributable to a 
share, such foreign taxes shall not be 
taken into account for purposes of such 
computation. 

(c) Corporation formed or availed of 
principally for holding stock of foreign 
corporations. Whether or not a domestic 
corporation is formed or availed of 
principally for the holding, directly or 
indirectly, of stock of one or more for-
eign corporations shall be determined 
on the basis of all the facts and cir-
cumstances of each particular case. 

[T.D. 6779, 29 FR 18143, Dec. 22, 1964] 

§ 1.1248–7 Taxpayer to establish earn-
ings and profits and foreign taxes. 

(a) In general. (1) If a taxpayer sells 
or exchanges stock in a foreign cor-
poration which was a controlled for-
eign corporation and the Commissioner 
determines that the taxpayer has not 
established the amount of the earnings 
and profits of the corporation attrib-
utable to the stock under § 1.1248–2 or 
§ 1.1248–3, whichever is applicable, all 
the gain from such sale or exchange 
shall be treated as a dividend under 
section 1248(a). See section 1248(g). A 
taxpayer shall be considered to have 
established such amount if: 

(i) He attaches to his income tax re-
turn, filed on or before the last day 
prescribed by law (including extensions 
thereof) for his taxable year in which 
he sold or exchanged the stock, the 
schedule prescribed by paragraph (b) of 
this section or, if such last day is be-
fore April 1, 1965, he files such schedule 
before such date with the district di-
rector with whom such return was 
filed, and 

(ii) He establishes in the manner pre-
scribed by paragraph (d) of this section 
the correctness of each amount shown 
on such schedule. 

(2) Notwithstanding an omission of 
information from, or an error with re-
spect to an amount shown on, the 
schedule referred to in subparagraph 
(1)(i) of this paragraph, a taxpayer 
shall be considered to have complied 
with such subparagraph (1)(i) if: 

(i) He establishes that such omission 
or error was inadvertent, or due to rea-
sonable cause and not due to willful ne-
glect, and that he has substantially 
complied with the requirements of this 
section, and 
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(ii) The taxpayer corrects such omis-
sion or error at the time when he com-
plies with paragraph (d) of this section. 

(3) For the requirement to establish 
the amount of foreign taxes to be 
taken into account for purposes of sec-
tion 1248(b), see paragraph (c) of this 
section. 

(b) Schedule attached to return. (1) The 
taxpayer shall attach to his income tax 
return for his taxable year in which he 
sold or exchanged the stock, a schedule 
showing his name, address, and identi-
fying number. Except to the extent 
provided in paragraph (e) of this sec-
tion, the schedule shall also show the 
amount of the earnings and profits at-
tributable under paragraph (a) of 
§ 1.1248–2 or paragraph (a) of § 1.1248–3 
(as the case may be) to the stock, and, 
in order to support the computation of 
such amount, any additional informa-
tion required by subparagraphs (2), (3), 
(4), and (5) of this paragraph. 

(2) The schedule shall also show for 
the first tier corporation, and for each 
lower tier corporation as to which in-
formation is required under subpara-
graph (4) of this paragraph, (i) the 
name of the corporation, (ii) the coun-
try under whose laws the corporation is 
created or organized, and (iii) the last 
day of the taxable year which the cor-
poration regularly uses in computing 
its income. 

(3) If the amount of earnings and 
profits attributable to a block of stock 
sold or exchanged are computed under 
§ 1.1248–2, the schedule shall also show: 

(i) For each taxable year of the cor-
poration, beginning after December 31, 
1962, during the period the taxpayer 
held (or was considered to have held by 
reason of the application of section 
1223, taking into account § 1.1248–8) the 
block, (a) the earnings and profits ac-
cumulated for each such taxable year 
computed under paragraph (d) of 
§ 1.1248–2, and (b) the sum thereof com-
puted under paragraph (e) (1)(i) and (2) 
of § 1.1248–2, 

(ii) The number of shares in the block 
and the total number of shares of the 
corporation outstanding during such 
period, 

(iii) If during the period the person 
held (or is considered to have held by 
reason of the application of section 
1223, taking into account § 1.1248–8) the 

block any amount was included under 
section 951 in the gross income of such 
person (or another person) in respect of 
the block, the computation of the ex-
cess referred to in paragraph (e)(3)(ii) 
of § 1.1248–2, and 

(iv) If the amount of earnings and 
profits of a lower tier corporation at-
tributable to the block are computed 
under paragraph (a)(3) of § 1.1248–2, (a) 
the number of shares in the lower tier 
corporation which the taxpayer owns 
within the meaning of section 
958(a)(2)(b) the total number of shares 
of such lower tier corporation out-
standing during such period, and (c) in 
respect of such lower tier corporation, 
the information prescribed in subdivi-
sions (i) and (iii) of this subparagraph. 

(4) If the amount of earnings and 
profits attributable to a share (or 
block) sold or exchanged are computed 
under § 1.1248–3, the schedule shall also 
show for each taxable year of the cor-
poration beginning after December 31, 
1962, any day of which falls in a period 
or periods the taxpayer held (or was 
considered to have held by reason of 
the application of section 1223, taking 
into account § 1.1248–8) the stock while 
the corporation was a controlled for-
eign corporation: 

(i) The number of days in such period 
or periods, but only if such number is 
less than the total number of days in 
such taxable year, 

(ii) The earnings and profits accumu-
lated for the taxable year computed 
under paragraph (b) of § 1.1248–3, 

(iii) The number of shares in the cor-
poration outstanding, or deemed under 
paragraph (c)(2) of § 1.1248–3 to be out-
standing, on each day of the taxable 
year, 

(iv) The taxpayer’s tentative ratable 
share computed under paragraph (c) or 
(d) (as the case may be) of § 1.1248–3, 

(v) The amount of, and a short de-
scription of each adjustment to, the 
tentative ratable share under para-
graph (e) of § 1.1248–3, and 

(vi) The amount of the ratable share 
referred to in paragraph (e)(1) of 
§ 1.1248–3. 

(5) In respect of a taxable year re-
ferred to in subparagraph (4) of this 
paragraph of a first tier corporation, if 
the taxpayer is required to compute 
under paragraph (f)(5) of § 1.1248–3 his 
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ratable share of the earnings and prof-
its for a taxable year of the lower tier 
corporation attributable to such tax-
able year of such first tier corporation, 
then for such taxable year of the lower 
tier corporation the schedule shall 
show: 

(i) The earnings and profits accumu-
lated for the taxable year of the lower 
tier corporation, computed under para-
graph (b) of § 1.1248–3, 

(ii) Each percentage described in 
paragraph (f)(2) (ii), (iii), and (iv) of 
§ 1.1248–3, 

(iii) The amount of the taxpayer’s 
tentative ratable share computed 
under paragraph (f) (2) or (4) (as the 
case may be) of § 1.1248–3, 

(iv) The amount of, and a short de-
scription of each adjustment to, the 
tentative ratable share under para-
graph (f)(5) of § 1.1248–3, and 

(v) The amount of the ratable share 
referred to in paragraph (f)(5)(i) of 
§ 1.1248–3. 

(c) Foreign taxes. (1) If the taxpayer 
fails to establish any portion of the 
amount of any foreign taxes which he 
is required to establish by subpara-
graph (2) of this paragraph, then such 
portion shall not be taken into account 
under section 1248(b)(1)(B): 

(2) The taxpayer shall establish in re-
spect of the stock he sells or exchanges 
the amount of the foreign taxes de-
scribed in section 1248(b)(1)(B) paid by 
the first tier corporation for each tax-
able year of such corporation for which 
the information is required under para-
graph (b) (3) or (4) of this section, and 
the amount of such taxes paid by each 
lower tier corporation for each taxable 
year (as to which information is re-
quired under paragraph (b) (3)(iv) or (5) 
of this section) of each such lower tier 
corporation. A taxpayer shall be con-
sidered to have established the amount 
of such foreign taxes if: 

(i) He attaches to the schedule de-
scribed in paragraph (b) of this section 
a supplementary schedule which, ex-
cept to the extent provided in para-
graph (e) of this section, sets forth the 
amount of such foreign taxes for each 
taxable year (of the first tier corpora-
tion and of each such lower tier cor-
poration) as to which such amount 
must be established under this sub-
paragraph, and 

(ii) He establishes in the manner pre-
scribed by paragraph (d)(2) of this sec-
tion the correctness of each amount 
shown on such supplementary sched-
ule. 

(d) Establishing amounts on schedules. 
(1) A taxpayer shall be considered to 
have established, in respect of the 
stock he sold or exchanged, the cor-
rectness of an amount shown on a 
schedule described in paragraph (b) of 
this section only if he produces or pro-
vides within 180 days after demand by 
the district director (or within such 
longer period to which such director 
consents): 

(i) The books of original entry, or 
similar systematic accounting records 
maintained by any person or persons 
on a current basis as supplements to 
such books, which establish to the sat-
isfaction of the district director the 
correctness of each such amount, and 

(ii) In respect of any such books or 
records which are not in the English 
language, either an accurate English 
translation of any such records as are 
demanded, or the services of a qualified 
interpreter satisfactory to such direc-
tor. 

(2) A shareholder shall be considered 
to have established in respect of such 
stock the correctness of an amount 
shown on a supplementary schedule de-
scribed in paragraph (c) of this section 
only if he produces or provides within 
180 days after demand by the district 
director (or within such longer period 
to which such director consents): 

(i) Evidence described in paragraph 
(a)(2) of § 1.905–2 of such amount, or 

(ii) Secondary evidence of such 
amount, in the same manner and to the 
same extent as would be permissible 
under paragraph (b) of § 1.905–2 in the 
case of a taxpayer who claimed the 
benefits of the foreign tax credit in re-
spect of such amount. 

(e) Insufficient information at time re-
turn is filed. If stock in a foreign cor-
poration, which was a controlled for-
eign corporation, is sold or exchanged 
by a taxpayer during a taxable year of 
the corporation (or of a lower tier cor-
poration) which ends after the last day 
of the taxpayer’s taxable year in which 
the sale or exchange occurs, and if: 

(1) For the taxpayer’s taxable year, 
the last day referred to in paragraph 
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(a)(1) of this section for filing his in-
come tax return with a schedule pre-
scribed in paragraph (b) of this section, 
and, if applicable, with a supplemental 
schedule prescribed in paragraph (c) of 
this section, or 

(2) The last day referred to in para-
graph (a)(1) of this section (that is, 
April 1, 1965) for filing any such sched-
ule or schedules with the district direc-
tor with whom such return was filed, 
Is not later than 90 days after the close 
of such taxable year of any such cor-
poration, then such return with such 
schedule or schedules may be filed, or 
any such schedule or schedules may be 
filed, on the basis of estimates of 
amounts or percentages (for any such 
taxable year of any such corporation) 
required to be shown on any such 
schedule or schedules. If any such esti-
mate differs from the actual amount or 
percentage, the taxpayer shall, within 
90 days after the close of any such tax-
able year of any such corporation, file 
(or attach to a claim for refund or 
amended return filed) at the office of 
the district director with whom he 
filed the return a new schedule or 
schedules showing the actual amounts 
or percentages. 

[T.D. 6779, 29 FR 18143, Dec. 22, 1964 as amend-
ed by T.D. 9345, 72 FR 41445, July 30, 2007] 

§ 1.1248–8 Earnings and profits attrib-
utable to stock following certain 
non-recognition transactions. 

(a) Scope. This section sets forth 
rules for the attribution of earnings 
and profits for purposes of section 1248 
and § 1.1248–1(a)(1) and to supplement 
the rules in §§ 1.1248–2 and 1.1248–3 with 
respect to— 

(1) Stock that an exchanging share-
holder receives, or an acquiring corpora-
tion receives, in restructuring trans-
actions. Except as otherwise provided in 
this paragraph (a), stock of a foreign 
corporation that an exchanging share-
holder receives, or an acquiring cor-
poration receives, pursuant to a re-
structuring transaction (as defined in 
paragraph (b)(1)(vii) of this section) in 
which the holding period of such stock 
is determined by application of section 
1223(1) or 1223(2), whichever is appro-
priate. This section shall not apply to 
an exchange otherwise described in this 
paragraph (a)(1) if, as a result of the ex-

change, the exchanging shareholder is 
required to include in income as a 
deemed dividend the section 1248 
amount pursuant to § 1.367(b)–4(b). See 
paragraphs (b)(2) and (3) of this section; 

(2) Nonexchanging shareholders. Stock 
of a foreign corporation that partici-
pates in a restructuring transaction 
that is held by a non-exchanging share-
holder (as defined in paragraph 
(b)(1)(vi) of this section) in the restruc-
turing transaction. See paragraph 
(b)(4) of this section; 

(3) Application of section 381. Stock of 
a foreign corporation that receives as-
sets in a transfer to which section 
361(a) applies in connection with a re-
organization described in section 
368(a)(1)(A), (C), (D), (F), or (G), or in a 
distribution to which section 332 ap-
plies, and to which section 381(c)(2)(A) 
and § 1.381(c)(2)–1(a) apply. See para-
graph (b)(6) of this section; or 

(4) Section 332 liquidations. Stock of a 
foreign corporation that receives the 
assets and liabilities of a foreign cor-
poration in a complete liquidation de-
scribed in section 332 if the foreign dis-
tributee is a foreign corporate share-
holder (as defined in paragraph (b)(1)(v) 
of this section) of the liquidating cor-
poration. See paragraph (c) of this sec-
tion. 

(b) Earnings and profits attributable to 
stock following a restructuring trans-
action—(1) Definitions. The following 
definitions apply for purposes of this 
section: 

(i) Acquired corporation is a corpora-
tion whose stock or assets are acquired 
in exchange for stock in (or stock in 
and other property of) either the ac-
quiring corporation or a foreign cor-
poration that controls, within the 
meaning of section 368(c), the acquiring 
corporation in a restructuring trans-
action. 

(ii) Acquiring corporation is a corpora-
tion that acquires the stock or assets 
of an acquired corporation in a restruc-
turing transaction. 

(iii) Controlled foreign corporation is a 
corporation described in either section 
953(c)(1)(B) or section 957. 

(iv) Exchanging shareholder is a per-
son that exchanges— 

(A) In a restructuring transaction 
qualifying as a nonrecognition trans-
action within the meaning of section 
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7701(a)(45) and described in section 354, 
356, or 361(a), stock in an acquired cor-
poration for stock in either a foreign 
acquiring corporation or a foreign cor-
poration that is in control, within the 
meaning of section 368(c), of an acquir-
ing corporation (whether domestic or 
foreign); or 

(B) In a restructuring transaction 
qualifying as a nonrecognition trans-
action within the meaning of section 
7701(a)(45) and described in section 351, 
property (including stock) for stock in 
a foreign acquiring corporation. 

(v) Foreign corporate shareholder is a 
foreign corporation that— 

(A) Owns stock of another foreign 
corporation; and 

(B) Has a section 1248 shareholder 
that is also a section 1248 shareholder 
of the other foreign corporation. 

(vi) Non-exchanging shareholder is, at 
the time the acquiring corporation par-
ticipates in a restructuring trans-
action, either a section 1248 share-
holder or a foreign corporate share-
holder of the acquiring corporation 
that is not an exchanging shareholder 
with respect to that corporation. 

(vii) Restructuring transaction is a 
transaction qualifying as a nonrecogni-
tion transaction within the meaning of 
section 7701(a)(45) and described in sec-
tion 351, 354, 356, or 361. 

(viii) Section 1248 shareholder is any 
United States person that satisfies the 
ownership requirements of section 
1248(a)(2) and § 1.1248–1(a)(2) with re-
spect to a foreign corporation. 

(2) Earnings and profits attributable to 
stock that an exchanging shareholder re-
ceives in a restructuring transaction. 
Where, in a restructuring transaction, 
an exchanging shareholder receives 
stock in a foreign corporation, the 
holding period of which is determined 
under section 1223(1), and the exchang-
ing shareholder is either a section 1248 
shareholder or a foreign corporate 
shareholder with respect to that for-
eign corporation immediately after the 
restructuring transaction, the earnings 
and profits attributable to the stock 
the exchanging shareholder receives 
shall be determined pursuant to the 
rules in paragraphs (b)(2)(i), (ii), and 
(iii) of this section. 

(i) Exchanging shareholder exchanges 
property that is not stock of a foreign ac-

quired corporation with respect to which 
the exchanging shareholder is a section 
1248 shareholder or a foreign corporate 
shareholder. Where the exchanging 
shareholder exchanges in a restruc-
turing transaction property that is not 
stock of a foreign acquired corporation 
with respect to which the exchanging 
shareholder is a section 1248 share-
holder or a foreign corporate share-
holder immediately before such trans-
action, the earnings and profits attrib-
utable to the stock that the exchang-
ing shareholder receives in the restruc-
turing transaction shall be determined 
in accordance with § 1.1248–2 or § 1.1248– 
3, whichever is applicable, without re-
gard to any portion of the section 
1223(1) holding period in that stock 
that is prior to the restructuring trans-
action. See paragraph (b)(7) Example 1 
of this section. 

(ii) Exchanging shareholder exchanges 
stock of a foreign corporation with respect 
to which the exchanging shareholder is ei-
ther a section 1248 shareholder or a for-
eign corporate shareholder. Except as 
provided in paragraph (b)(2)(iii) of this 
section, where the exchanging share-
holder exchanges in a restructuring 
transaction stock of a foreign acquired 
corporation with respect to which the 
exchanging shareholder is either a sec-
tion 1248 shareholder or a foreign cor-
porate shareholder immediately before 
such restructuring transaction, the 
earnings and profits attributable to the 
stock that the exchanging shareholder 
receives in the restructuring trans-
action shall be the sum of the earnings 
and profits attributable to— 

(A) The stock of the foreign acquired 
corporation exchanged (determined in 
accordance with § 1.1248–2 or § 1.1248–3, 
whichever is applicable, and this sec-
tion, if applicable) that was accumu-
lated before the restructuring trans-
action; and 

(B) The stock of the foreign corpora-
tion that the exchanging shareholder 
receives in the restructuring trans-
action (determined in accordance with 
§ 1.1248–2 or § 1.1248–3, whichever is ap-
plicable, and this section, if applica-
ble), without regard to any portion of 
the section 1223(1) holding period in 
that stock that is prior to the restruc-
turing transaction. See paragraph 
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(b)(7) Example 2, Example 4, and Example 
6 of this section. 

(iii) Exchanging shareholder receives 
stock in a foreign corporation that con-
trols a domestic acquiring corporation. 
Where the acquiring corporation is a 
domestic corporation and the exchang-
ing shareholder receives in a restruc-
turing transaction stock in a foreign 
corporation that controls (within the 
meaning of section 368(c)) the domestic 
acquiring corporation, the earnings 
and profits attributable to the stock 
that the exchanging shareholder re-
ceives in the restructuring transaction 
shall consist solely of the amount of 
earnings and profits attributable to 
such stock (determined in accordance 
with § 1.1248–2 or § 1.1248–3, whichever is 
applicable, and this section, if applica-
ble) without regard to any portion of 
the section 1223(1) holding period in 
that stock that is prior to the restruc-
turing transaction. See paragraph 
(b)(7) Example 5 of this section. 

(3) Earnings and profits attributable to 
stock in a foreign corporation certain ac-
quiring corporations receive in a restruc-
turing transaction. Where an acquiring 
corporation receives, in a restructuring 
transaction, stock in a foreign acquired 
corporation, the holding period of 
which is determined under section 
1223(2), and the acquiring corporation 
is either a section 1248 shareholder or a 
foreign corporate shareholder with re-
spect to that foreign acquired corpora-
tion immediately after the restruc-
turing transaction, the earnings and 
profits attributable to the foreign ac-
quired corporation stock that the ac-
quiring corporation receives shall be 
determined pursuant to the rules in 
paragraphs (b)(3)(i) and (ii) of this sec-
tion. 

(i) Stock of a foreign corporation with 
respect to which the exchanging share-
holder is neither a section 1248 share-
holder nor a foreign corporate share-
holder. The earnings and profits attrib-
utable to the stock of the foreign ac-
quired corporation that the acquiring 
corporation receives in a restructuring 
transaction where the exchanging 
shareholder is neither a section 1248 
shareholder nor a foreign corporate 
shareholder with respect to that for-
eign acquired corporation immediately 
before the restructuring transaction 

shall be determined in accordance with 
§ 1.1248–2 or § 1.1248–3, whichever is ap-
plicable, without regard to any portion 
of the section 1223(2) holding period in 
that stock that is prior to the restruc-
turing transaction. 

(ii) Stock of a foreign corporation with 
respect to which the exchanging share-
holder is either a section 1248 shareholder 
or a foreign corporate shareholder. The 
earnings and profits attributable to the 
stock of a foreign acquired corporation 
that the acquiring corporation receives 
in the restructuring transaction where 
the exchanging shareholder is either a 
section 1248 shareholder or a foreign 
corporate shareholder with respect to 
that foreign corporation immediately 
before the restructuring transaction 
shall be determined in accordance with 
§ 1.1248–2 or § 1.1248–3, whichever is ap-
plicable, with regard to the portion of 
the section 1223(2) holding period of the 
stock that the exchanging shareholder 
took into account for purposes of at-
tributing earnings and profits to that 
stock (determined in accordance with 
this section). See paragraph (b)(7) Ex-
ample 3, Example 5, and Example 7 of 
this section. 

(4) Earnings and profits attributable to 
stock held by a non-exchanging share-
holder in a foreign acquiring corporation. 
(i) Except to the extent paragraph 
(b)(4)(ii) of this section applies, the 
earnings and profits attributable to 
stock of a foreign acquiring corpora-
tion held by a non-exchanging share-
holder immediately prior to a restruc-
turing transaction continue to be at-
tributed to such stock, and the earn-
ings and profits of the acquired cor-
poration accumulated prior to the re-
structuring transaction attributable to 
the stock of an acquired corporation 
are not attributed to the non-exchang-
ing shareholder’s stock in the foreign 
acquiring corporation. See § 1.1248–2 or 
§ 1.1248–3 (whichever is applicable) and, 
as applicable, paragraph (b)(6) of this 
section; see also paragraph (b)(7) Exam-
ple 2 and Example 4 of this section. 

(ii) Where a non-exchanging share-
holder holds stock in a foreign corpora-
tion that is also an exchanging share-
holder and a foreign acquiring corpora-
tion in the same restructuring trans-
action— 
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(A) The earnings and profits attrib-
utable to such stock shall be the sum 
of the earnings and profits attributable 
to the stock of such foreign corpora-
tion immediately before the restruc-
turing transaction (including amounts 
attributed under section 1248(c)(2)) and 
the earnings and profits attributable to 
the stock of the foreign acquiring cor-
poration accumulated after the re-
structuring transaction (including 
amounts attributed under section 
1248(c)(2)); and 

(B) Paragraph (b)(6) of this section 
applies. See paragraph (b)(7) Example 8 
of this section. 

(iii) Where the acquiring corporation 
is a foreign corporate shareholder with 
respect to stock of a foreign acquired 
corporation, paragraph (b)(3) of this 
section shall not apply for purposes of 
determining the earnings and profits 
attributable to stock in the foreign ac-
quiring corporation owned by a non-ex-
changing shareholder thereof (see sec-
tion 1248(c)(2)). See paragraph (b)(7) Ex-
ample 6 of this section. 

(5) Reduction in earnings and profits 
attributable to stock to prevent multiple 
inclusions with respect to the same earn-
ings and profits. To the extent con-
sistent with the principles of section 
1248, adjustments to earnings and prof-
its attributable to stock shall be made 
such that section 1223(1) and (2) and 
this section are applied in a manner 
that results in earnings and profits 
being taken into account only once. 
Thus, for example, when a controlled 
foreign corporation sells or exchanges 
all or part of the stock of another for-
eign corporation to which earnings and 
profits are attributable pursuant to 
this paragraph (b) or paragraph (c) of 
this section, proportionate reductions 
shall be made to the earnings and prof-
its attributed to the stock of the sell-
ing foreign corporate shareholder 
owned by a section 1248 shareholder. 
See paragraph (b)(7) Example 7 of this 
section. 

(6) Special rule regarding section 381. 
Solely for purposes of determining the 
earnings and profits (or deficit in earn-
ings and profits) attributable to stock 
pursuant to this paragraph (b), the 
earnings and profits of a corporation 
shall not include earnings and profits 
that are treated as received or incurred 

under section 381(c)(2)(A) and 
§ 1.381(c)(2)–1(a). See paragraph (b)(7) 
Example 4 of this section. 

(7) Examples. The application of this 
paragraph (b) is illustrated by the fol-
lowing examples. Unless otherwise in-
dicated, in the following examples as-
sume that— 

(i) There is no immediate gain rec-
ognition pursuant to section 367(a)(1) 
and the regulations under that section 
(either through operation of the rules 
or because the appropriate parties have 
entered into a gain recognition agree-
ment under §§ 1.367(a)–3(b) and 1.367(a)– 
8); 

(ii) There is no income inclusion re-
quired pursuant to section 367(b) and 
the regulations under that section, and 
all reporting requirements in those 
regulations are complied with; 

(iii) References to earnings and prof-
its are to earnings and profits that 
would be includible in income as a divi-
dend under section 1248 and the regula-
tions under that section if stock to 
which the earnings and profits are at-
tributable were sold or exchanged by 
its shareholder; 

(iv) Each corporation has only a sin-
gle class of stock outstanding and uses 
the calendar year as its taxable year; 
and 

(v) Each transaction is unrelated to 
all other transactions. 

Example 1. A section 351 exchange of property 
other than stock in a foreign corporation with 
respect to which the exchanging shareholder is 
either a section 1248 shareholder or a foreign 
corporate shareholder. (i) Facts. DC1, a domes-
tic corporation, has owned all the stock of 
CFC, a foreign corporation, since CFC’s for-
mation on January 1, year 3. On December 
31, year 5, DC2, a domestic corporation unre-
lated to DC1, contributes property it has 
held since January 1, year 1, to CFC in ex-
change for voting stock of CFC in a restruc-
turing transaction that is an exchange under 
section 351. The property that DC2 contrib-
utes is not stock in a foreign corporation 
with respect to which DC2 was either a sec-
tion 1248 shareholder or a foreign corporate 
shareholder. DC2 receives 80% of the voting 
stock of CFC in the restructuring trans-
action and its holding period in that CFC 
stock, determined pursuant to section 
1223(1), began on January 1, year 1. CFC has 
$100 of accumulated earnings and profits on 
December 31, year 5. On December 31, year 7, 
when the accumulated earnings and profits 
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of CFC are $200, DC2, a section 1248 share-
holder with respect to CFC, sells its CFC 
stock. 

(ii) Result. Under paragraph (b)(2)(i) of this 
section, the earnings and profits attributable 
to the CFC stock sold by DC2 are $80. This 
amount consists of none of the $100 of earn-
ings and profits accumulated by CFC before 
the restructuring transaction, and 80% of the 
$100 of earnings and profits of CFC accumu-
lated after the restructuring transaction. 

Example 2. A section 351 exchange of con-
trolled foreign corporation stock by a United 
States person for stock in a controlled foreign 
corporation in a restructuring transaction. (i) 
Facts. The facts are the same as in Example 
1 except as follows. The property that DC2 
contributes is 100% of the stock in CFC2, a 
foreign corporation. DC2 has owned all the 
stock of CFC2 since CFC2’s formation on 
January 1, year 2, and CFC2 has $200 of earn-
ings and profits as of December 31, year 5. 
CFC2 does not accumulate any additional 
earnings and profits from December 31, year 
5, to December 31, year 7. On December 31, 
year 7, when the accumulated earnings and 
profits of CFC are $200, DC2, a section 1248 
shareholder with respect to CFC, sells its 
CFC stock. Also on that date, DC1 sells its 
CFC stock. 

(ii) Result. (A) DC2 sale. Pursuant to para-
graph (b)(2)(ii) of this section, the earnings 
and profits attributable to the CFC stock 
sold by DC2 are $280. This amount consists of 
all of the $200 of earnings and profits of CFC2 
accumulated before the restructuring trans-
action (see also section 1248(c)(2)), none of 
the $100 of earnings and profits accumulated 
by CFC before the restructuring transaction, 
and 80% of the $100 of earnings and profits of 
CFC accumulated after the restructuring 
transaction. 

(B) DC1 sale. Pursuant to paragraph (b)(4) 
of this section, the earnings and profits at-
tributable to the CFC stock sold by DC1, a 
non-exchanging shareholder in the restruc-
turing transaction, are $120. This amount 
consists of all of the $100 of earnings and 
profits of CFC accumulated before the re-
structuring transaction, none of the $200 of 
earnings and profits of CFC2 accumulated be-
fore the restructuring transaction, and 20% 
of the $100 of earnings and profits of CFC ac-
cumulated after the restructuring trans-
action. 

Example 3. A section 351 exchange of con-
trolled foreign corporation stock by a United 
States person for stock in a domestic corporation 
in a restructuring transaction. (i) Facts. DC1, a 
domestic corporation, has owned all of the 
stock of CFC, a foreign corporation, since 
CFC’s formation on January 1, year 1. DC1 
has also owned all the stock of DC2, a domes-
tic corporation, since DC2’s formation on 
January 1, year 1. On December 31, year 2, 
DC1 contributes the stock of CFC to DC2 in 
exchange for stock in DC2 in a restructuring 

transaction that is an exchange described in 
section 351. On December 31, year 2, CFC has 
$100 of accumulated earnings and profits. 
DC2 has a basis in the CFC stock determined 
under section 362, and is considered to have 
held the CFC stock since January 1, year 1, 
pursuant to section 1223(2). On December 31, 
year 4, when the accumulated earnings and 
profits of CFC are still $100, DC2 sells its CFC 
stock. 

(ii) Result. Under paragraph (b)(3)(ii) of this 
section, $100 of accumulated earnings and 
profits of CFC is attributable to the stock of 
CFC sold by DC2, even though DC2 did not 
hold the stock of CFC during the time CFC 
accumulated the earnings and profits. 

Example 4. Acquisition of a controlled foreign 
corporation by a controlled foreign corporation 
in a reorganization described in section 
368(a)(1)(C) (or section 368(a)(1)(B)). (i) Facts. 
DC1, a domestic corporation, has owned all 
the stock of CFC1, a foreign corporation, 
since its formation on January 1, year 1. 
DC2, a domestic corporation unrelated to 
DC1, has owned all of the stock of CFC2, a 
foreign corporation, since its formation on 
January 1, year 2. On December 31, year 3, 
pursuant to a restructuring transaction that 
is a reorganization described in section 
368(a)(1)(C), CFC1 transfers all of its assets to 
CFC2 in exchange for 25% of the voting stock 
of CFC2. CFC1 distributes the CFC2 stock to 
DC1 and the CFC1 stock is cancelled. DC1’s 
holding period in the CFC2 stock, deter-
mined under section 1223(1), begins on Janu-
ary 1, year 1. On December 31, year 3, CFC1 
has $100 of accumulated earnings and profits 
and CFC2 has $200 of accumulated earnings 
and profits. CFC2 succeeds to the $100 of 
CFC1 accumulated earnings and profits in 
the reorganization under section 381. From 
January 1, year 4 to December 31, year 5, 
CFC2 incurred a deficit in earnings and prof-
its in the amount of ($200). On December 31, 
year 5, both DC1 and DC2 sell their stock in 
CFC2. 

(ii) Result. (A) DC1. Pursuant to paragraph 
(b)(2)(ii) of this section, $50 of earnings and 
profits is attributable to the CFC2 stock sold 
by DC1. This amount consists of $100 of 
CFC1’s earnings and profits accumulated be-
fore the restructuring transaction, reduced 
by 25% of CFC2’s ($200) post-restructuring 
transaction deficit in earnings and profits. 
None of the $200 of CFC2’s earnings and prof-
its accumulated by CFC2 prior to the reorga-
nization is attributed to the CFC2 stock sold 
by DC1. Also, none of the earnings and prof-
its CFC2 succeeded to under section 381 is at-
tributed to the CFC2 stock sold by DC1, pur-
suant to paragraph (b)(6) of this section. 

(B) DC2. Pursuant to paragraph (b)(4) of 
this section, there is $50 of accumulated 
earnings and profits attributable to the CFC2 
stock sold by DC2. This amount consists of 
all of the $200 of CFC2’s earnings and profits 
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accumulated by CFC2 prior to the reorga-
nization, reduced by 75% of CFC2’s deficit in 
earnings and profits in the amount of ($200) 
incurred after the restructuring transaction. 
None of the $100 of CFC1 accumulated earn-
ings and profits succeeded to under section 
381 is attributable to the CFC2 stock sold by 
DC2, pursuant to paragraph (b)(6) of this sec-
tion. 

(C) Section 368(a)(1)(B) reorganization. If, in-
stead of DC1 acquiring its 25% interest in 
CFC2 pursuant to a reorganization described 
in section 368(a)(1)(C), DC1 had transferred 
the stock of CFC1 to CFC2 in exchange for 
25% of the voting stock of CFC2 in a reorga-
nization described in section 368(a)(1)(B), the 
results would be the same as described in 
paragraphs (ii) (A) and (B) of this Example 4. 

Example 5. Acquisition of the stock of a for-
eign corporation that controls a domestic ac-
quiring corporation in a triangular reorganiza-
tion described in section 368(a)(1)(C). (i) Facts. 
DC1, a domestic corporation, has owned all 
the stock of CFC1, a foreign corporation, 
since its formation on January 1, year 1. 
CFC1 has owned all the stock of CFC2, a for-
eign corporation, since its formation on Jan-
uary 1, year 1. FC, a foreign corporation that 
is not a controlled foreign corporation, has 
owned all of the stock of DC2, a domestic 
corporation, since its formation on January 
1, year 2. On December 31, year 3, pursuant to 
a restructuring transaction that was a tri-
angular reorganization described in section 
368(a)(1)(C), CFC1 transfers all of its assets, 
including the CFC2 stock, to DC2 in ex-
change for 60% of the voting stock of FC. 
CFC1 transfers the voting stock of FC to DC1 
and the CFC1 stock is cancelled. Pursuant to 
section 1223(1), DC1 is considered to have 
held the stock of FC since January 1, year 1. 
Under section 1223(2), DC2 is considered to 
have held the stock of CFC2 since January 1, 
year 1. On December 31, year 3, CFC1 has $100 
of earnings and profits, CFC2 has $300 of 
earnings and profits, and FC has $200 of earn-
ings and profits. DC1 includes the $100 all 
earnings and profits amount attributable to 
its CFC1 stock in income as a deemed divi-
dend under § 1.367(b)–3 upon the exchange of 
CFC1 stock for FC stock. Pursuant to the 
lower-tier earnings exclusion of § 1.367(b)– 
2(d)(3)(ii), that amount does not include the 
$300 of earnings and profits of CFC2. From 
January 1, year 4, until December 31, year 5, 
FC (now a controlled foreign corporation) ac-
cumulates an additional $50 of earnings and 
profits. From January 1, year 4 until Decem-
ber 31, year 5, CFC2 accumulates an addi-
tional $100 of earnings and profits. On De-
cember 31, year 5, DC1 sells its stock in FC 
and DC2 sells its stock in CFC2. 

(ii) Result. (A) DC1. Pursuant to paragraph 
(b)(2)(iii) of this section, there is $30 of earn-
ings and profits attributable to the stock of 
FC sold by DC1. This amount consists of 60% 
of the $50 of earnings and profits accumu-

lated by FC after the restructuring trans-
action, and none of the earnings and profits 
accumulated by CFC1, CFC2, or FC before 
the restructuring transaction. 

(B) DC2. Pursuant to paragraph (b)(3)(ii) of 
this section, there is $400 of earnings and 
profits attributable to the stock of CFC2 sold 
by DC2. This amount consists of all of the 
earnings and profits accumulated by CFC2 
during DC2’s section 1223(2) holding period. 

Example 6. Acquisition of the stock of a for-
eign corporation that controls a foreign acquir-
ing corporation in a reorganization described in 
section 368(a)(1)(C). (i) Facts. DC1, a domestic 
corporation, has owned all the stock of 
CFC1, a foreign corporation, since its forma-
tion on January 1, year 1. CFC1 has owned 
all the stock of CFC2, a foreign corporation, 
since its formation on January 1, year 1. FC, 
a foreign corporation that is not a controlled 
foreign corporation, has owned all of the 
stock of FC2, a foreign corporation, since its 
formation on January 1, year 2. On December 
31, year 3, pursuant to a restructuring trans-
action that was a triangular reorganization 
described in section 368(a)(1)(C), CFC1 trans-
fers all of its assets, including the CFC2 
stock, to FC2 in exchange for 60% of the vot-
ing stock of FC. CFC1 transfers the voting 
stock of FC to DC1 and the CFC1 stock is 
cancelled. Pursuant to section 1223(1), DC1 is 
considered to have held the stock of FC since 
January 1, year 1. Under section 1223(2), FC2 
is considered to have held the stock of CFC2 
since January 1, year 1. On December 31, 
year 3, CFC1 has $100 of earnings and profits, 
CFC2 has $300 of earnings and profits, FC has 
$200 of earnings and profits, and FC2 has no 
earnings and profits. From January 1, year 4, 
until December 31, year 5, FC (now a con-
trolled foreign corporation) accumulates an 
additional $50 of earnings and profits. From 
January 1, year 4 until December 31, year 5, 
CFC2 accumulates an additional $100 of earn-
ings and profits. FC2, a controlled foreign 
corporation after the restructuring trans-
action, accumulates $100 of earnings and 
profits from January 1, year 4, until Decem-
ber 31, year 5. On December 31, year 5, DC1 
sells its stock in FC. 

(ii) Result. Pursuant to paragraphs (b)(2)(ii) 
and (b)(4)(iii) of this section, there is $550 of 
earnings and profits attributable to the 
stock of FC sold by DC1. This amount con-
sists of all $400 of the CFC1 and CFC2 earn-
ings and profits accumulated before the re-
structuring transaction (see also section 
1248(c)(2)), and 60% of the $250 of the earnings 
and profits accumulated by FC, FC2, and 
CFC2 after the restructuring transaction. 

Example 7. Acquisition of controlled foreign 
corporation stock by a controlled foreign cor-
poration in a reorganization described in section 
368(a)(1)(B), followed by a sale of the acquired 
stock by the acquiring controlled foreign cor-
poration. (i) Facts. DC1, a domestic corpora-
tion, has owned all of the outstanding stock 
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of CFC1, a foreign corporation, since its for-
mation on January 1, year 1. CFC1 has owned 
all of the outstanding stock of CFC3, a for-
eign corporation, since its formation on Jan-
uary 1, year 1. DC2, a domestic corporation 
unrelated to DC1, has owned all of the out-
standing stock of CFC2, a foreign corpora-
tion, since its formation on January 1, year 
2. On December 31, year 3, pursuant to a re-
structuring transaction that is a reorganiza-
tion described in section 368(a)(1)(B), CFC1 
transfers all of the stock of CFC3 to CFC2 in 
exchange for 40% of CFC2’s stock. On Decem-
ber 31, year 3, CFC2 and CFC3 have, respec-
tively, $40 and $20 of earnings and profits. On 
December 31, year 5, when the accumulated 
earnings and profits of CFC3 are $50 ($20 of 
earnings and profits as of December 31, year 
3, plus $30 of earnings and profits generated 
from January 1, year 4, through December 31, 
year 5), CFC2 sells the stock of CFC3 in a 
transaction to which section 964(e) applies. 

(ii) Result. (A) CFC2. Pursuant to para-
graph (b)(3)(ii) of this section, there is $50 of 
earnings and profits attributable to the CFC3 
stock sold by CFC2. This amount consists of 
the accumulated earnings and profits attrib-
utable to CFC2’s entire section 1223(2) hold-
ing period in the CFC3 stock. 

(B) CFC1, DC2, and DC1. Under paragraph 
(b)(5) of this section, the earnings and profits 
attributable to the CFC2 stock held by CFC1 
and DC2, and the earnings and profits attrib-
utable to the CFC1 stock held by DC1, will be 
reduced (regardless of whether CFC2 recog-
nizes gain on its sale of CFC3 stock). 

(1) CFC1. The earnings and profits attrib-
utable to the CFC2 stock held by CFC1 will 
be reduced by $32, or the amount of earnings 
and profits as of December 31, year 5, that 
would have been attributable to the CFC2 
stock held by CFC1 pursuant to paragraph 
(b)(2)(ii) of this section. This amount con-
sists of all of the $20 of earnings and profits 
accumulated by CFC3 before the restruc-
turing transaction and 40% of the $30 of earn-
ings and profits accumulated by CFC3 after 
the restructuring transaction (.40 × $30 = $12). 

(2) DC1. The earnings and profits attrib-
utable to the CFC1 stock held by DC1 will 
also be reduced by $32, or the amount of 
earnings and profits that would have been 
attributable to the CFC1 stock held by DC1 
as of December 31, year 5. 

(3) DC2. The earnings and profits attrib-
utable to the CFC2 stock held by DC2 will be 
reduced by $18, or the amount of earnings 
and profits that would have been attrib-
utable to the CFC2 stock held by DC2 as of 
December 31, year 5, under paragraph (b)(4) 
of this section. This amount consists of 60% 
of the $30 (.60 × $30 = $18) of earnings and 
profits accumulated by CFC3 after the re-
structuring transaction. 

(C) Partial sale by CFC2. If, instead of sell-
ing 100% of the CFC3 stock, on December 31, 
year 5, CFC2 sells only 50% of its CFC3 stock, 

paragraph (b)(5) of this section requires CFC1 
to reduce the earnings and profits of CFC3 
attributable to its CFC2 stock to $16. Simi-
larly, DC1 would be required to reduce the 
earnings and profits of CFC3 attributable to 
its CFC1 stock by $16. Paragraph (b)(5) of 
this section also requires DC2 to reduce the 
CFC3 earnings and profits attributable to its 
CFC2 stock by $9. These reductions occur 
without regard to whether CFC2 recognizes 
gain on its sale of CFC3 stock. 

Example 8. Acquisition of the assets of a 
lower-tier controlled foreign corporation by an 
upper-tier controlled foreign corporation in a re-
structuring transaction described in section 
368(a)(1)(C). (i) Facts. DC, a domestic corpora-
tion, has owned all the stock of CFC1, a con-
trolled foreign corporation, since its forma-
tion on January 1, year 1. CFC1 is a holding 
company that has owned 79% of the stock of 
CFC2, a controlled foreign corporation, since 
its formation on January 1, year 1. The other 
21% of CFC2 stock is owned by X, an unre-
lated party. On December 31, year 1, CFC2 
has $200 of earnings and profits. On Decem-
ber 31, year 1, CFC1 has no accumulated 
earnings and profits. On December 31, year 1, 
pursuant to a restructuring transaction de-
scribed in section 368(a)(1)(C), CFC2 transfers 
all its properties to CFC1. In exchange, CFC1 
assumes the liabilities of CFC2 and transfers 
to CFC2 voting stock representing 21% of the 
stock of CFC1. CFC2 distributes the voting 
stock to X and liquidates. The liabilities as-
sumed do not exceed 20% of the value of the 
properties of CFC2. From January 1, year 2, 
to December 31, year 3, CFC1 accumulates 
$100 of earnings and profits. On December 31, 
year 3, DC sells its CFC1 stock. 

(ii) Result. Pursuant to paragraph (b)(4)(ii) 
of this section, there is $237 of earnings and 
profits attributable to DC’s CFC1 stock. This 
amount consists of 79% of CFC2’s $200 of 
earnings and profits accumulated before the 
restructuring transaction (see section 
1248(c)(2)), and 79% of CFC1’s $100 of earnings 
and profits accumulated after the restruc-
turing transaction. Pursuant to paragraph 
(b)(6) of this section, none of CFC2’s $200 of 
earnings and profits to which CFC1 suc-
ceeded under section 381 would be attrib-
utable to DC’s CFC1 stock. 

(c) Earnings and profits attributable to 
stock of a foreign distributee corporation 
that is a foreign corporate shareholder 
with respect to a foreign liquidating cor-
poration—(1) General rule. If a foreign 
corporation (liquidating corporation) 
makes a distribution of property in 
complete liquidation under section 332 
to a foreign corporation (distributee), 
and immediately before the liquidation 
the distributee was a foreign corporate 
shareholder with respect to the liqui-
dating foreign corporation, the amount 
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of earnings and profits attributable to 
the distributee stock upon its subse-
quent sale or exchange will be deter-
mined under this paragraph (c)(1). The 
earnings and profits attributable will 
be the sum of the earnings and profits 
attributable to the stock of the dis-
tributee immediately before the liq-
uidation (including amounts attributed 
under section 1248(c)(2)) and the earn-
ings and profits attributable to the 
stock of the distributee accumulated 
after the liquidation (including 
amounts attributed under section 
1248(c)(2)). 

(2) Special rule regarding section 381. 
Solely for purposes of determining the 
earnings and profits (or deficit in earn-
ings and profits) attributable to stock 
under this paragraph (c), the attributed 
earnings and profits of a corporation 
shall not include earnings and profits 
that are treated as received or incurred 
pursuant to section 381(c)(2)(A) and 
§ 1.381(c)(2)–1(a). 

(3) Example. (i) Facts. DC, a domestic cor-
poration, has owned all of the stock of CFC1, 
a foreign corporation, since its formation on 
January 1, year 1. CFC1 is an operating com-
pany that has owned all of the stock of CFC2, 
a foreign corporation, since its formation on 
January 1, year 1. On December 31, year 2, 
CFC1 has $200 of accumulated earnings and 
profits and CFC2 has a ($200) deficit in earn-
ings and profits. On December 31, year 2, 
CFC2 distributes all of its assets and liabil-
ities to CFC1 in a liquidation to which sec-
tion 332 applies. From January 1, year 3, 
until December 31, year 4, CFC1 accumulates 
no additional earnings and profits. On De-
cember 31, year 4, DC sells its stock in CFC1. 

(ii) Result. Pursuant to paragraph (c)(1) of 
this section, there are no earnings and prof-
its attributable to DC’s CFC1 stock. This 
amount consists of the sum of the earnings 
and profits attributable to the CFC1 stock 
immediately before the liquidation (100% of 
the $200 accumulated earnings and profits of 
CFC1 and 100% of CFC2’s ($200) deficit in 
earnings and profits) and the amount of 
earnings and profits accumulated after the 
section 332 liquidation (see also section 
1248(c)(2)). 

(d) Effective/applicability date. This 
section applies to income inclusions 
that occur on or after July 30, 2007. 

[T.D. 9345, 72 FR 41446, July 30, 2007] 

§ 1.1249–1 Gain from certain sales or 
exchanges of patents, etc., to for-
eign corporations. 

(a) General rule. Section 1249 provides 
that if gain is recognized from the sale 
or exchange after December 31, 1962, of 
a patent, an invention, model, or de-
sign (whether or not patented), a copy-
right, a secret formula or process, or 
any other similar property right (not 
including property such as goodwill, a 
trademark, or a trade brand) to any 
foreign corporation by any United 
States person (as defined in section 
7701(a)(30)) which controls such foreign 
corporation, and if such gain would 
(but for the provisions of section 1249) 
be gain from the sale or exchange of a 
capital asset or of property described 
in section 1231, then such gain shall be 
considered as gain from the sale or ex-
change of property which is neither a 
capital asset nor property described in 
section 1231. Section 1249 applies only 
to gain recognized in taxable years be-
ginning after December 31, 1962. 

(b) Control. For purposes of paragraph 
(a) of this section, the term control 
means, with respect to any foreign cor-
poration, the ownership, directly or in-
directly, of stock possessing more than 
50 percent of the total combined voting 
power of all classes of stock entitled to 
vote. For purposes of the preceding 
sentence, the rules for determining 
ownership of stock provided by section 
958 (a) and (b), and the principles for 
determining percentage of total com-
bined voting power owned by United 
States shareholders provided by para-
graphs (b) and (c) of § 1.957–1, shall 
apply. 

[T.D. 6765, 29 FR 14879, Nov. 3, 1964] 

§ 1.1250–1 Gain from dispositions of 
certain depreciable realty. 

(a) Dispositions after December 31, 
1969—(1) Ordinary income. (i) In general, 
section 1250(a)(1) provides that, upon a 
disposition of an item of section 1250 
property after December 31, 1969, the 
applicable percentage of the lower of: 

(a) The additional depreciation (as 
defined in § 1.1250–2) attributable to pe-
riods after December 31, 1969 in respect 
of the property, or 

(b) The excess of the amount realized 
on a sale, exchange, or involuntary 
conversion (or the fair market value of 
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the property on any other disposition) 
over the adjusted basis of the property, 

Shall be treated as gain from the sale 
or exchange of property which is nei-
ther a capital asset nor property de-
scribed in section 1231 (that is, shall be 
recognized as ordinary income). The 
amount of such gain shall be deter-
mined separately for each item (see 
subparagraph (2)(ii) of this paragraph) 
of section 1250 property. If the amount 
determined under (b) of this subdivi-
sion exceeds the amount determined 
under (a) of this subdivision, then such 
excess shall be treated as provided in 
subdivision (ii) of this subparagraph. 
For relation of section 1250 to other 
provisions, see paragraph (c) of this 
section. 

(ii) If the amount determined under 
subdivision (i)(b) of this subparagraph 
exceeds the amount determined under 
subdivision (i)(a) of this subparagraph, 
then the applicable percentage of the 
lower of: 

(a) The additional depreciation at-
tributable to periods before January 1, 
1970, or 

(b) Such excess, 

shall also be recognized as ordinary in-
come. 

(iii) If gain would be recognized upon 
a disposition of an item of section 1250 
property under subdivisions (i) and (ii) 
of this subparagraph, and if section 
1250(d) applies, then the gain recog-
nized shall be considered as recognized 
first under subdivision (i) of this sub-
paragraph. (See example (3)(i) of para-
graph (c)(4) of § 1.1250–3.) 

(2) Meaning of terms. (i) For purposes 
of section 1250, the term disposition 
shall have the same meaning as in 
paragraph (a)(3) of § 1.1245–1. Section 
1250 property is, in general, depreciable 
real property other than section 1245 
property. See paragraph (e) of this sec-
tion. See paragraph (d)(1) of this sec-
tion for meaning of the term applicable 
percentage. If, however, the property is 
considered to have two or more ele-
ments with separate periods (for exam-
ple, because units thereof are placed in 
service on different dates, improve-
ments are made to the property, or be-
cause of the application of paragraph 
(h) of § 1.1250–3), see the special rules of 
§ 1.1250–5. 

(ii) For purposes of applying section 
1250, the facts and circumstances of 
each disposition shall be considered in 
determining what is the appropriate 
item of section 1250 property. In gen-
eral, a building is an item of section 
1250 property, but in an appropriate 
case more than one building may be 
treated as a single item. For example, 
if two or more buildings or structures 
on a single tract or parcel (or contig-
uous tracts or parcels) of land are oper-
ated as an integrated unit (as evi-
denced by their actual operation, man-
agement, financing, and accounting), 
they may be treated as a single item of 
section 1250 property. For the manner 
of determining whether an expenditure 
shall be treated as an addition to cap-
ital account of an item of section 1250 
property or as a separate item of sec-
tion 1250 property, see paragraph 
(d)(2)(iii) of § 1.1250–5. 

(3) Sale, exchange, or involuntary con-
version after December 31, 1969. (i) In the 
case of a disposition of section 1250 
property by a sale, exchange, or invol-
untary conversion after December 31, 
1969, the gain to which section 
1250(a)(1) applies is the applicable per-
centage for the property (determined 
under paragraph (d)(1) of this section) 
multiplied by the lower of (a) the addi-
tional depreciation in respect of the 
property attributable to periods after 
December 31, 1969, or (b) the excess (re-
ferred to as gain realized) of the amount 
realized over the adjusted basis of the 
property. 

(ii) In addition to gain recognized 
under section 1250(a)(1) and subdivision 
(i) of this subparagraph, gain may also 
be recognized under section 1250(a)(2) 
and this subdivision if the gain realized 
exceeds the additional depreciation at-
tributable to periods after December 
31, 1969. In such a case, the amount of 
gain recognized under section 1250(a)(2) 
and this subdivision is the applicable 
percentage for the property (deter-
mined under paragraph (d)(2) of this 
section) multiplied by the lower of (a) 
the additional depreciation attrib-
utable to periods before January 1, 
1970, or (b) the excess (referred to as re-
maining gain) of the gain realized over 
the additional depreciation attrib-
utable to periods after December 31, 
1969. 
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(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. Section 1250 property which has 
an adjusted basis of $500,000 is sold for 
$650,000 after December 31, 1969, and thus the 
gain realized is $150,000. At the time of the 
sale the additional depreciation in respect of 
the property attributable to periods after 
December 31, 1969, is $190,000 and the applica-
ble percentage is 100 percent (paragraph 
(d)(1)(i)(e) of this section). Since the gain re-
alized ($150,000), is lower than the additional 
depreciation ($190,000), the amount of gain 
recognized as ordinary income under section 
1250(a)(1) is $150,000 (that is, 100 percent of 
$150,000). No gain is recognized under section 
1250(a)(2). 

Example 2. Section 1250 property which has 
an adjusted basis of $440,000 is sold for 
$500,000 on December 31, 1974, and thus the 
gain realized is $60,000. The property was ac-
quired on March 31, 1966. At the time of the 
sale, the additional depreciation attributable 
to periods after December 31, 1969, is $20,000, 
and the additional depreciation attributable 
to periods before January 1, 1970, is $60,000. 
The property qualified as residential rental 
property for each taxable year ending after 
December 31, 1969, and the applicable per-
centage is 95 percent (paragraph (d)(1)(i)(c) of 
this section). The applicable percentage 
under paragraph (d)(2) of this section is 15 
percent. Since the additional depreciation 
attributable to periods after December 31, 
1969 ($20,000), is lower than the gain realized 
($60,000), the amount of gain recognized as 
ordinary income under section 1250(a)(1) is 
$19,000 (that is, 95 percent of $20,000). In addi-
tion, gain is recognized under section 
1250(a)(2) since there is remaining gain of 
$40,000 (that is, the gain realized ($60,000) 
minus the additional depreciation attrib-
utable to periods after December 31, 1969 
($20,000)). Since the remaining gain of $40,000 
is lower than the additional depreciation at-
tributable to periods before January 1, 1970 
($60,000), the amount of gain recognized as 
ordinary income under section 1250(a)(2) is 
$6,000 (that is, 15 percent of $40,000). The re-
maining $35,000 (that is, gain realized $60,000, 
minus gain recognized under section 1250(a), 
$25,000) of the gain may be treated as gain 
from the sale or exchange of property de-
scribed in section 1231. 

(4) Other dispositions after December 31, 
1969. (i) In the case of a disposition of 
section 1250 property after December 
31, 1969, other than by way of a sale, ex-
change, or involuntary conversion, the 
gain to which section 1250(a)(1) applies 
is the applicable percentage for the 
property (determined under paragraph 
(d)(1) of this section) multiplied by the 

lower of (a) the additional depreciation 
in respect of the property attributable 
to periods after December 31, 1969, or 
(b) the excess (referred to as potential 
gain) of the fair market value of the 
property over its adjusted basis. In ad-
dition, if the potential gain exceeds the 
additional depreciation attributable to 
periods after December 31, 1969, then 
the gain to which section 1250(a)(2) ap-
plies is the applicable percentage for 
the property (determined under para-
graph (d)(2) of this section) multiplied 
by the lower of (c) the additional depre-
ciation attributable to periods before 
January 1, 1970, or (d) the excess (re-
ferred to as remaining potential gain) of 
the potential gain over the additional 
depreciation attributable to periods 
after December 31, 1969. If property is 
transferred by a corporation to a share-
holder for an amount less than its fair 
market value in a sale or exchange, for 
purposes of applying section 1250 such 
transfer shall be treated as a disposi-
tion other than by way of a sale, ex-
change, or involuntary conversion. 

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

Example 1. Section 1250 property having an 
adjusted basis of $500,000 and a fair market 
value of $550,000 is distributed by a corpora-
tion to a stockholder in complete liquidation 
of the corporation after December 31, 1969, 
and thus the potential gain is $50,000. At the 
time of the liquidation, the additional depre-
ciation for the property attributable to peri-
ods after December 31, 1969, is $80,000 and the 
applicable percentage is 100 percent (para-
graph (d)(1)(i)(e) of this section). Since the 
potential gain of $50,000 is lower than the ad-
ditional depreciation attributable to periods 
after December 31, 1969 ($80,000), the amount 
of gain recognized as ordinary income under 
section 1250(a)(1) is $50,000 (that is, 100 per-
cent of $50,000) even though in the absence of 
section 1250, section 336 would preclude rec-
ognition of gain to the corporation. 

Example 2. The facts are the same as in ex-
ample (1) except that the fair market value 
of the property is $650,000, and thus the po-
tential gain is $150,000. Since the additional 
depreciation attributable to periods after 
December 31, 1969 ($80,000), is lower than the 
potential gain of $150,000, the amount of gain 
recognized as ordinary income under section 
1250(a)(1) is $80,000 (that is, 100 percent of 
$80,000). In addition, section 1250(a)(2) applies 
since there is remaining potential gain of 
$70,000, that is, potential gain ($150,000) 
minus additional depreciation attributable 
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to periods after December 31, 1969 ($80,000). 
The additional depreciation attributable to 
periods before January 1, 1970, is $90,000 and 
the applicable percentage under paragraph 
(d)(2) of this section is 50 percent. Since the 
remaining potential gain of $70,000 is lower 
than the additional depreciation attrib-
utable to periods before January 1, 1970 
($90,000), the amount of gain recognized as 
ordinary income under section 1250(a)(2) is 
$35,000 (that is, 50 percent of $70,000). Thus 
under section 1250(a), $115,000 (that is, $80,000 
under section 1250(a)(1), plus $35,000 under 
section 1250(a)(2)) is recognized as ordinary 
income, even though in the absence of sec-
tion 1250, section 336 would preclude recogni-
tion of gain to the corporation. 

(5) Instances of nonapplication. (i) Sec-
tion 1250(a)(1) does not apply to losses. 
Thus, section 1250(a)(1) does not apply 
if a loss is realized upon a sale, ex-
change, or involuntary conversion of 
property, all of which is considered sec-
tion 1250 property, nor does the section 
apply to a disposition of such property 
other than by way of sale, exchange, or 
involuntary conversion if at the time 
of the disposition the fair market value 
of such property is not greater than its 
adjusted basis. 

(ii) In general, in the case of section 
1250 property with a holding period 
under section 1223 of more than 1 year, 
section 1250(a)(1) does not apply if for 
periods after December 31, 1969, there 
are no depreciation adjustments in excess 
of straight line (as computed under sec-
tion 1250(b) and paragraph (b) of 
§ 1.1250–2). 

(6) Allocation rules. (i) In the case of a 
sale, exchange, or involuntary conver-
sion of section 1250 property and non-
section 1250 property in one trans-
action after December 31, 1969, the 
total amount realized upon the disposi-
tion shall be allocated between the sec-
tion 1250 property and the other prop-
erty in proportion to their respective 
fair market values. Such allocation 
shall be made in accordance with the 
principles set forth in paragraph (a)(5) 
of § 1.1245–1 (relating to allocation be-
tween section 1245 property and non-
section 1245 property). 

(ii) If an item of section 1250 property 
has two (or more) applicable percent-
ages because one subdivision of para-
graph (d)(1)(i) of this section applies to 
one portion of the taxpayer’s holding 
period (determined under § 1.1250–4) and 
another subdivision of such paragraph 

applies with respect to another such 
portion, then the gain realized on a 
sale, exchange, or involuntary conver-
sion, or the potential gain in the case 
of any other disposition, shall be allo-
cated to each such portion of the tax-
payer’s holding period after December 
31, 1969, in the same proportion as the 
additional depreciation with respect to 
such item for such portion bears to the 
additional depreciation with respect to 
such item for the entire holding period 
after December 31, 1969. 

(b) Dispositions before January 1, 1970— 
(1) Ordinary income. In general, section 
1250(a)(2) provides that, upon a disposi-
tion of an item of section 1250 property 
after December 31, 1963, and before Jan-
uary 1, 1970, the applicable percentage 
of the lower of: 

(i) The additional depreciation (as de-
fined in § 1.1250–2) attributable to peri-
ods before January 1, 1970, in respect of 
the property, or 

(ii) The excess of the amount realized 
on a sale, exchange, or involuntary 
conversion (or the fair market value of 
the property on any other disposition) 
over the adjusted basis of the property, 
shall be treated as gain from the sale 
or exchange of property which is nei-
ther a capital asset nor property de-
scribed in section 1231 (that is, shall be 
recognized as ordinary income). The 
amount of such gain shall be deter-
mined separately for each item (see 
subparagraph (2)(ii) of this paragraph) 
of section 1250 property. For relation of 
section 1250 to other provisions, see 
paragraph (c) of this section. 

(2) Meaning of terms. (i) For purposes 
of section 1250, the term disposition 
shall have the same meaning as in 
paragraph (a)(3) of § 1.1245–1. Section 
1250 property is, in general, depreciable 
real property other than section 1245 
property. See paragraph (e) of this sec-
tion. For purposes of this paragraph, 
the term applicable percentage means 
100 percent minus 1 percentage point 
for each full month the property was 
held after the date on which the prop-
erty was held 20 full months. See para-
graph (d)(2) of this section. If, however, 
the property is considered to have two 
or more elements with separate hold-
ing periods (for example, because units 
thereof are placed in service on dif-
ferent dates, or improvements are 
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made to the property), see the special 
rules of § 1.1250–5. 

(ii) For purposes of applying section 
1250, the facts and circumstances of 
each disposition shall be considered in 
determining what is the appropriate 
item of section 1250 property. In gen-
eral, a building is an item of section 
1250 property, but in an appropriate 
case more than one building may be 
treated as a single item. For manner of 
determining whether an expenditure 
shall be treated as an addition to the 
capital account of an item of section 
1250 property or as a separate item of 
section 1250 property, see paragraph 
(d)(2)(iii) of § 1.1250–5. 

(3) Sale, exchange, or involuntary con-
version before January 1, 1970. (i) In the 
case of a disposition of section 1250 
property by a sale, exchange, or invol-
untary conversion before January 1, 
1970, the gain to which section 
1250(a)(2) applies is the applicable per-
centage for the property multiplied by 
the lower of (a) the additional depre-
ciation in respect of the property or (b) 
the excess (referred to as gain realized) 
of the amount realized over the ad-
justed basis of the property. 

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

Example: Section 1250 property, which has 
an adjusted basis of $200,000, is sold for 
$290,000 before January 1, 1970. At the time of 
the sale the additional depreciation in re-
spect of the property is $130,000 and the ap-
plicable percentage is 60 percent. Since the 
gain realized ($90,000, that is, amount real-
ized, $290,000, minus adjusted basis, $200,000) 
is lower than the additional depreciation 
($130,000), the amount of gain recognized as 
ordinary income under section 1250(a)(2) is 
$54,000 (that is, 60 percent of $90,000). The re-
maining $36,000 ($90,000 minus $54,000) of the 
gain may be treated as gain from the sale or 
exchange of property described in section 
1231. 

(4) Other dispositions before January 1, 
1970. (i) In the case of a disposition of 
section 1250 property before January 1, 
1970, other than by way of a sale, ex-
change, or involuntary conversion, the 
gain to which section 1250(a)(2) applies 
is the applicable percentage for the 
property multiplied by the lower of (a) 
the additional depreciation in respect 
of the property, or (b) the excess (re-
ferred to as potential gain) of the fair 

market value of the property on the 
date of disposition over its adjusted 
basis. If property is transferred by a 
corporation to a shareholder for an 
amount less than its fair market value 
in a sale or exchange, for purposes of 
applying section 1250 such transfer 
shall be treated as a disposition other 
than by way of a sale, exchange, or in-
voluntary conversion. 

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

Example: Assume the same facts as in the 
example in subparagraph (3)(ii) of this para-
graph except that the property is distributed 
by a corporation to a stockholder before Jan-
uary 1, 1970, in complete liquidation of the 
corporation, and that at the time of the dis-
tribution the fair market value of the prop-
erty is $370,000. Since the additional depre-
ciation ($130,000) is lower than the potential 
gain of $170,000 (that is, fair market value, 
$370,000, minus adjusted basis, $200,000), the 
amount of gain recognized as ordinary in-
come under section 1250(a)(2) is $78,000 (that 
is, 60 percent of $130,000) even though, in the 
absence of section 1250, section 336 would 
preclude recognition of gain to the corpora-
tion. 

(5) Instances of nonapplication. (i) Sec-
tion 1250(a)(2) does not apply to losses. 
Thus, section 1250(a)(2) does not apply 
if a loss is realized upon a sale, ex-
change, or involuntary conversion of 
property, all of which is considered sec-
tion 1250 property, nor does the section 
apply to a disposition of such property 
other than by way of sale, exchange, or 
involuntary conversion if at the time 
of the disposition the fair market value 
of such property is not greater than its 
adjusted basis. 

(ii) In general, in the case of section 
1250 property with a holding period 
under section 1223 of more than one 
year, section 1250(a)(2) does not apply if 
for periods after December 1, 1963, 
there are no depreciation adjustments in 
excess of straight line (as computed 
under section 1250(b) and paragraph (b) 
of § 1.1250–2). 

(iii) In a case in which section 1250 
property (including each element 
thereof, if any) has a holding period 
under § 1.1250–4 (or paragraph (a)(2)(ii) 
of § 1.1250–5) of at least 10 years, section 
1250(a)(2) does not apply. If within the 
10-year period preceding the date the 
property is disposed of, an element is 
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added to the property by reason, for ex-
ample, of an addition to capital ac-
count, see § 1.1250–5. 

(6) Allocation rule. In the case of a 
sale, exchange, or involuntary conver-
sion of section 1250 property and non-
section 1250 property in one trans-
action before January 1, 1970, the total 
amount realized upon the disposition 
shall be allocated between the section 
1250 property and the other property in 
proportion to their respective fair mar-
ket values. Such allocation shall be 
made in accordance with the principles 
set forth in paragraph (a)(5) of § 1.1245– 
1 (relating to allocation between sec-
tion 1245 property and nonsection 1245 
property). 

(c) Relation of section 1250 to other pro-
visions—(1) General. The provisions of 
section 1250 apply notwithstanding any 
other provision of subtitle A of the 
Code. See section 1250(i). Thus, unless 
an exception or limitation under sec-
tion 1250(d) and § 1.1250–3 applies, gain 
under section 1250(a) is recognized not-
withstanding any contrary nonrecogni-
tion provision or income character-
izing provision. For example, since sec-
tion 1250 overrides section 1231 (relat-
ing to property used in the trade or 
business), the gain recognized under 
section 1250(a) upon a disposition will 
be treated as ordinary income and only 
the remaining gain, if any, from the 
disposition may be considered as gain 
from the sale or exchange of a capital 
asset if section 1231 is applicable. See 
the example in paragraph (b)(3)(ii) of 
this section. 

(2) Nonrecognition sections overridden. 
The nonrecognition provisions of sub-
title A of the Code which section 1250 
overrides include, but are not limited 
to, sections 267(d), 311(a), 336, 337, 
501(a), and 512(b)(5). See section 1250(d) 
for the extent to which section 1250(a) 
overrides sections 332, 351, 361, 371(a), 
374(a), 721, 731, 1031, 1033, 1039, 1071, and 
1081 (b)(1) and (d)(1)(A). For amount of 
additional depreciation in respect of 
property disposed of by an organization 
exempt from income taxes (within the 
meaning of section 501(a)), see para-
graph (d)(6) of § 1.1250–2. 

(3) Exempt income. The fact that sec-
tion 1250 provides for recognition of 
gain as ordinary income does not 
change into taxable income any in-

come which is exempt under section 115 
(relating to income of States, etc.), 892 
(relating to income of foreign govern-
ments), or 894 (relating to income ex-
empt under treaties). 

(4) Treatment of gain not recognized 
under section 1250. Section 1250 does not 
prevent gain which is not recognized 
under section 1250 from being consid-
ered as gain under another provision of 
the Code, such as, for example, section 
1239 (relating to gain from sale of de-
preciable property between certain re-
lated persons). Thus, for example, if 
section 1250 property which has an ad-
justed basis of $10,000 is sold for $17,500 
in a transaction to which section 1239 
applies, and if $5,000 of the gain would 
be recognized under section 1250(a) 
then the remaining $2,500 of the gain 
would be treated as ordinary income 
under section 1239. 

(5) Normal retirement of asset in mul-
tiple asset account. Section 1250(a) does 
not require recognition of gain upon 
normal retirements of section 1250 
property in a multiple asset account as 
long as the taxpayer’s method of ac-
counting, as described in paragraph 
(e)(2) of § 1.167(a)–8 (relating to ac-
counting treatment of asset retire-
ments), does not require recognition of 
such gain. 

(6) Installment method. Gain from a 
disposition to which section 1250(a) ap-
plies may be reported under the install-
ment method if such method is other-
wise available under section 453 of the 
Code. In such case, the income (other 
than interest) on each installment pay-
ment shall be deemed to consist of gain 
to which section 1250(a) applies until 
all such gain has been reported, and 
the remaining portion (if any) of such 
income shall be deemed to consist of 
other gain. For treatment of amounts 
as interest on certain deferred pay-
ments, see section 483. 

(d) Applicable percentage—(1) Defini-
tion for purposes of section 1250(a)(1). (i) 
For purposes of section 1250(a)(1), the 
term applicable percentage means: 

(a) In the case of property disposed of 
pursuant to a written contract which 
was, on July 24, 1969, and at all times 
thereafter binding on the owner of the 
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property, 100 percent minus 1 percent-
age point for each full month the prop-
erty was held after the date on which 
the property was held 20 full months; 

(b) In the case of property con-
structed, reconstructed, or acquired by 
the taxpayer before January 1, 1975, 
with respect to which a mortgage is in-
sured under section 221(d)(3) or 236 of 
the National Housing Act, or housing is 
financed or assisted by direct loan or 
tax abatement under similar provisions 
of State or local laws, and with respect 
to which the owner is subject to the re-
strictions described in section 
1039(b)(1)(B) (relating to approved dis-
positions of certain Government-as-
sisted housing projects), 100 percent 
minus 1 percentage point for each full 
month of the taxpayer’s holding period 
for the property (determined under 
§ 1.1250–4) during which the property 
qualified under this sentence, begin-
ning after the date on which the prop-
erty so qualified for 20 full months. 

(c) In the case of residential rental 
property (as defined in section 
167(j)(2)(B)) other than that covered by 
(a) and (b) of this subdivision, 100 per-
cent minus 1 percentage point for each 
full month of the taxpayer’s holding 
period for the property (determined 
under § 1.1250–4) included within a tax-
able year for which the property quali-
fied as residential rental property, be-
ginning after the date on which the 
property so qualified for 100 full 
months. 

(d) In the case of property with re-
spect to which a deduction was allowed 
under section 167(k) (relating to the de-
preciation of expenditures to rehabili-
tate low-income rental housing), 100 
percent minus 1 percentage point for 
each full month of the taxpayer’s hold-
ing period (determined under § 1.1250–4) 
beginning 100 full months after the 
date on which the property was placed 
in service. 

(e) In the case of all other property, 
100 percent. 

The provisions of (a), (b), and (c) of this 
subdivision shall not apply with re-
spect to additional depreciation de-
scribed in section 1250(b)(4). If the tax-
payer’s holding period under § 1.1250–4 
includes a period before January 1, 
1970, such period shall be taken into ac-

count in applying each provision of 
this subdivision. 

(ii) A single item of property may 
have two (or more) applicable percent-
ages under the provisions of subdivi-
sion (i) of this subparagraph. For exam-
ple, if the provision of subdivision (i) of 
this subparagraph which applies to an 
item of section 1250 property (or to an 
element of such property if the prop-
erty is treated as consisting of more 
than one element under § 1.1250–5) in 
the taxable year in which the item (or 
element) is disposed of did not apply to 
the item (or element) in a prior taxable 
year which is included within the tax-
payer’s holding period under § 1.1250–4 
and which ends after December 31, 1969, 
then each provision of subdivision (i) of 
this subparagraph shall apply only for 
the period during which the property 
qualified under such provision. 

(iii) If the taxpayer makes rehabilita-
tion expenditures and elects to com-
pute depreciation under section 167(k) 
with respect to the property attrib-
utable to the rehabilitation expendi-
tures, such property will generally con-
stitute a separate improvement under 
paragraph (c) of § 1.1250–5 and therefore 
will constitute an element of section 
1250 property. For computation of ap-
plicable percentage and gain recog-
nized under section 1250(a) in such a 
case, see paragraph (a) of § 1.1250–5. 

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

Example 1. Section 1250 property is sold on 
December 31, 1970, pursuant to a written con-
tract which was binding on the owner of the 
property on July 24, 1969, and at all times 
thereafter. The property was acquired on 
July 31, 1968. The applicable percentage for 
the property under subdivision (i)(a) of this 
subparagraph is 91 percent, since the prop-
erty was held 29 full months. 

Example 2. Section 1250 property is sold on 
June 30, 1978. The property was acquired by 
a calendar year taxpayer on June 30, 1966. 
Subdivision (i)(e) of this subparagraph ap-
plies to the property in 1977 and 1978. How-
ever, subdivision (i)(c) of this subparagraph 
applied to the property for the taxable years 
of 1970 through 1976. Thus, the property has 
two applicable percentages under this sub-
paragraph. The period before January 1, 1970 
(42 full months), and the period from 1970 
through 1976 (84 full months) are both taken 
into account in determining the applicable 
percentage under subdivision (i)(c) of this 
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subparagraph. Thus, the applicable percent-
age is 74 percent (that is, 100 percent minus 
the excess of the holding period taken into 
account (126 full months) over 100 full 
months). The applicable percentage for the 
years 1977 and 1978 is 100 percent under sub-
division (i)(e) of this subparagraph. 

Example 3. Section 1250 property is sold on 
December 31, 1978. The property was acquired 
by a calendar year taxpayer on December 31, 
1969. The taxpayer made rehabilitation ex-
penditures in 1973 and properly elected to 
compute depreciation under section 167(k) on 
the property attributable to the expendi-
tures for the 60-month period beginning on 
January 1, 1974, the date such property was 
placed in service. Subdivision (i)(c) applies to 
the property (other than the property with 
respect to which a deduction was allowed 
under section 167(k)) for the taxable years of 
1970 through 1978 (108 full months) and the 
applicable percentage for such property is 92 
percent. The applicable percentage for the 
property with respect to which a deduction 
under section 167(k) was allowed is 100 per-
cent under subdivision (i)(d) of this subpara-
graph, since the holding period for purposes 
of such subdivision begins on the date such 
property is placed in service. 

Example 4. Section 1250 property is sold by 
a calendar year taxpayer on March 31, 1974. 
The property was transferred to the taxpayer 
by gift on December 31, 1970, and under sec-
tion 1250(e)(2), the taxpayer’s holding period 
for the property for purposes of computing 
the applicable percentage includes the trans-
feror’s holding period of 80 full months. Sub-
division (i)(c) of this subparagraph applies to 
the property in the years 1970 through 1974. 
The applicable percentage under subdivision 
(i) (c) of this subparagraph is 81 percent, 
since the period before January 1, 1970 (68 
full months), and that portion of the period 
after December 31, 1969, during which such 
subdivision applied (51 full months) are 
taken into account. 

(2) Definition for purposes of section 
1250(a)(2). For purposes of section 
1250(a)(2), the term applicable percentage 
means: 

(i) In case of property with a holding 
period of 20 full months or less, 100 per-
cent; 

(ii) In case of property with a holding 
period of more than 20 full months but 
less than 10 years, 100 percent minus 1 
percentage point for each full month 
the property is held after the date on 
which the property is held 20 full 
months; and 

(iii) In case of property with a hold-
ing period of at least 10 years, zero. 

(3) Holding period. For purposes of 
this paragraph, the holding period of 

property shall be determined under the 
rules of § 1.1250–4, and not under the 
rules of section 1223, notwithstanding 
that the property was acquired on or 
before December 31, 1963. In the case of 
a disposition of section 1250 property 
which consists of 2 or more elements 
(within the meaning of paragraph (c) of 
§ 1.1250–5), the holding period for each 
element shall be determined under the 
rules of paragraph (a)(2)(ii) of § 1.1250–5. 

(4) Full month. For purposes of this 
paragraph, the term full month (or full 
months) means the period beginning on 
a date in 1 month and terminating on 
the date before the corresponding date 
in the next succeeding month (or in an-
other succeeding month), or, if a par-
ticular succeeding month does not have 
such a corresponding date, terminating 
on the last day of such particular suc-
ceeding month. 

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

Example 1. Property is purchased on Janu-
ary 17, 1959. Under paragraph (b)(1) of § 1.1250– 
4, its holding period begins on January 18, 
1959, and thus at any time during the period 
beginning on October 17, 1960, and ending on 
November 16, 1960, the property is considered 
held 21 full months and has an applicable 
percentage under section 1250(a)(2) of 99 per-
cent. On and after January 17, 1969, the prop-
erty has a holding period of at least 120 full 
months (10 years) and, therefore, the applica-
ble percentage under section 1250(a)(2) for 
the property is zero. Accordingly, no gain 
would be recognized under section 1250(a)(2) 
upon disposition of the property. If, however, 
the property consists of two or more ele-
ments, see the special rules of § 1.1250–5. 

Example 2. Property is purchased on Janu-
ary 31, 1968. Under paragraph (b)(1) of § 1.1250– 
4 its holding period begins on February 1, 
1968, and thus at any time during the period 
beginning on February 29, 1968, and ending 
on March 30, 1968, the property is considered 
held 1 full month. At any time during the pe-
riod beginning on March 31, 1970, and ending 
on April 29, 1970, the property is considered 
held 26 full months. At any time during the 
period beginning on April 30, 1970, and ending 
on May 30, 1970, the property is considered 
held 27 full months. 

(e) Section 1250 property—(1) Defini-
tion. The term section 1250 property 
means any real property (other than 
section 1245 property, as defined in sec-
tion 1245(a)(3) and § 1.1245–3) which is or 
has been property of a character sub-
ject to the allowance for depreciation 
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provided in section 167. See section 
1250(c). 

(2) Character of property. For purposes 
of subparagraph (1) of this paragraph, 
the term is or has been property of a 
character subject to the allowance for de-
preciation provided in section 167 shall 
have the same meaning as when used in 
paragraph (a) (1) and (3) of § 1.1245–3. 
Thus, if a father uses a house in his 
trade or business during a period after 
December 31, 1963, and then gives the 
house to his son as a gift for the son’s 
personal use, the house is section 1250 
property in the hands of the son. For 
exception to the application of section 
1250(a) upon disposition of a principal 
residence, see section 1250(d)(7). 

(3) Real property. (i) For purposes of 
subparagraph (1) of this paragraph, the 
term real property means any property 
which is not personal property within 
the meaning of paragraph (b) of § 1.1245– 
3. The term section 1250 property in-
cludes three types of depreciable real 
property. The first type is intangible 
real property. For purposes of this 
paragraph, a leasehold of land or of sec-
tion 1250 property is intangible real 
property, and accordingly such a lease-
hold is section 1250 property. However, 
a fee simple interest in land is not de-
preciable, and therefore is not section 
1250 property. The second type is a 
building or its structural components 
within the meaning of paragraph (c) of 
§ 1.1245–3. The third type is all other 
tangible real property except (a) prop-
erty described in section 1245(a)(3)(B) 
as defined in paragraph (c)(1) of § 1.1245– 
3 (relating to property used as an inte-
gral part of a specified activity or as a 
specified facility), and (b) property de-
scribed in section 1245(a)(3)(D). An ele-
vator or escalator (within the meaning 
of section 1245(a)(3)(C)) is not section 
1250 property. 

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

Example: A owns and leases to B for a sin-
gle lump-sum payment of $100,000 property 
consisting of land and a fully equipped fac-
tory building thereon. If 30 percent of the 
fair market value of such property is prop-
erly allocable to the land, 25 percent to sec-
tion 1250 property (the building and its struc-
tural components), and 45 percent to section 
1245 property (the equipment), then 55 per-
cent of B’s leasehold is section 1250 property. 

(4) Coordination with definition of sec-
tion 1245 property. (i) Property may lose 
its character as section 1250 property 
and become section 1245 property. 
Thus, for example, if section 1250 prop-
erty of the third type described in sub-
paragraph (3)(i)(a) of this paragraph is 
converted to use as an integral part of 
manufacturing, the property would 
lose its character as section 1250 prop-
erty and would become section 1245 
property. However, once property in 
the hands of a taxpayer is section 1245 
property, it can never become section 
1250 property in the hands of such tax-
payer. See also paragraph (a) (4) and (5) 
of § 1.1245–2. 

(f) Treatment of partnerships and part-
ners. If a partnership disposes of sec-
tion 1250 property, the amount of gain 
recognized under section 1250(a) by the 
partnership and by a partner shall be 
determined in a manner consistent 
with the principles provided in para-
graph (e) of § 1.1245–1. Thus, for exam-
ple, a partner’s distributive share of 
gain recognized by the partnership 
under section 1250(a) shall be deter-
mined in the same manner as his dis-
tributive share of gain recognized by 
the partnership under section 1245(a)(1) 
is determined, and, if required, addi-
tional depreciation in respect of sec-
tion 1250 property shall be allocated to 
the partner in the same manner as the 
adjustments reflected in the adjusted 
basis of section 1245 property are allo-
cated to the partner. For a further ex-
ample, if on the date a partner acquires 
his partnership interest by way of a 
sale or exchange the partnership owns 
section 1250 property and an election 
under section 754 (relating to optional 
adjustment to basis of partnership 
property) is in effect with respect to 
the partnership, then such partner’s 
additional depreciation in respect of 
such property on such date is deemed 
to be zero. For limitation on the 
amount of gain recognized under sec-
tion 1250(a) in respect of a partnership 
and for the amount of additional depre-
ciation in respect of partnership prop-
erty after certain transactions, see 
paragraph (f) of § 1.1250–3. For treat-
ment of section 1250 property as an un-
realized receivable, see section 751(c). 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00455 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



446 

26 CFR Ch. I (4–1–11 Edition) § 1.1250–1 

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

Example 1. Section 1250 property which has 
an adjusted basis of $350,000 is sold for 
$630,000 on December 31, 1984. The property 
was acquired by a calendar year taxpayer on 
December 31, 1969. For the taxable years 
from 1970 through 1980, the property quali-
fied as residential rental property and the 
applicable percentage for those years is 68 
percent (paragraph (d)(1)(i)(c) of this sec-
tion). For taxable years from 1981 through 
1984, the property did not qualify as residen-
tial rental property and the applicable per-
centage for those years is 100 percent (para-
graph (d)(1)(i)(e) of this section). The addi-
tional depreciation for the years from 1970 
through 1980 is $120,000. The additional depre-
ciation for the years from 1981 through 1984 
is $20,000. The gain realized is $280,000 (that 
is, amount realized, $630,000, minus adjusted 
basis $350,000). The gain recognized as ordi-
nary income under section 1250(a)(1) is com-
puted in two steps. First, since the addi-
tional depreciation attributable to the years 
1970 through 1980 ($120,000) is lower than the 
gain realized attributable to such years de-
termined under paragraph (a)(6) of this sec-
tion ($240,000, that is, gain realized, $280,000, 
multiplied by 12⁄14), the gain recognized as or-
dinary income under section 1250(a)(1) in the 
first step is $81,600, that is, 68 percent of 
$120,000. Second, since the additional depre-
ciation attributable to the years 1981 
through 1984 ($20,000) is lower than the gain 
realized attributable to those years ($40,000, 
that is, gain realized, $280,000, multiplied by 
2⁄14), the gain recognized as ordinary income 
under section 1250(a)(1) for the years from 
1981 through 1984 is $20,000 (that is, 100 per-
cent of $20,000). The total gain recognized 
under section 1250(a)(1) is $101,600 (that is, 
$81,600 plus $20,000). 

Example 2. Section 1250 property which has 
an adjusted basis of $400,000 is sold for 
$472,000 on December 31, 1978. The property 
was acquired on December 31, 1966. The addi-
tional depreciation attributable to periods 
before January 1, 1970, is $40,000 and the ap-
plicable percentage under paragraph (d)(2) of 
this section is zero percent. The property 
qualifies as residential rental property for 
the years 1970 through 1976, but fails to qual-
ify for 1977 and 1978. Under paragraph (d)(1) 
of this section, the applicable percentage for 
the years 1970 through 1976 is 80 percent 
(paragraph (d)(1)(i)(c) of this section), and 
the applicable percentage for the years 1977 
and 1978 is 100 percent (paragraph (d)(1)(i)(e) 
of this section). The additional depreciation 
attributable to the years 1970 through 1976 is 
$50,000, and the additional depreciation at-
tributable to the years 1977 and 1978 is 
$10,000. The gain recognized as ordinary in-
come under section 1250(a)(1) is computed in 

two steps. First, since the additional depre-
ciation attributable to the years 1970 
through 1976 ($50,000) is lower than the gain 
realized attributable to such years ($60,000, 
that is, $72,000 multiplied by 5⁄6), the gain 
recognized under section 1250(a)(1) in the 
first step is $40,000 (that is, 80 percent of 
$50,000). Second, since the additional depre-
ciation attributable to 1977 and 1978 ($10,000) 
is lower than the gain realized attributable 
to such years ($12,000, that is, $72,000 multi-
plied by 1⁄6), the gain recognized under sec-
tion 1250(a)(1) in the second step is $10,000 
(that is, 100 percent of $10,000). In addition, 
section 1250(a)(2) applies. However, since the 
applicable percentage is zero percent, none 
of the gain is recognized as ordinary income 
under section 1250(a)(2). Thus, the remaining 
$22,000 (that is, gain realized, $72,000, minus 
gain recognized under section 1250(a), $50,000) 
of the gain may be treated as gain from the 
sale or exchange of property described in sec-
tion 1231. 

Example 3. The facts are the same as in ex-
ample (2) except that the property is dis-
posed of on December 31, 1980. The property 
qualifies as residential rental property for 
the years 1979 and 1980. Thus, the applicable 
percentage for years 1970 through 1976, 1979, 
and 1980 is 56 percent (paragraph (d)(1)(i)(c) of 
this section). The applicable percentage for 
the years 1977 and 1978 is 100 percent (para-
graph (d)(1)(i)(e) of this section). The addi-
tional depreciation for the years 1979 and 
1980 is $8,000. The gain recognized under sec-
tion 1250(a)(1) is computed in two steps. 
First, since the additional depreciation at-
tributable to the years 1970 through 1976, 
1979, and 1980 ($58,000) is lower than the gain 
realized attributable to such years ($61,412, 
that is, $72,000 multiplied by $58,000/$68,000), 
the gain recognized under section 1250(a)(1) 
in the first step is $32,480 (that is, 56 percent 
of $58,000). Second, since the additional de-
preciation attributable to 1977 and 1978 
($10,000) is lower than the gain realized at-
tributable to such years ($10,588, that is, 
$72,000 multiplied by $10,000/$68,000) the gain 
recognized under section 1250(a)(1) in the sec-
ond step is $10,000 (that is, 100 percent of 
$10,000). In addition section 1250(a)(2) applies. 
However, since the applicable percentage is 
zero percent, none of the gain is recognized 
as ordinary income under section 1250(a)(2). 
Thus, the remaining $29,520 (that is, gain re-
alized, $72,000, minus gain recognized under 
section 1250(a), $42,480) of the gain may be 
treated as gain from the sale or exchange of 
property described in section 1231. 

[T.D. 7084, 36 FR 271, Jan. 8, 1971, as amended 
by T.D. 7193, 37 FR 12953, June 30, 1972] 
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§ 1.1250–2 Additional depreciation de-
fined. 

(a) In general—(1) Definition for pur-
poses of section 1250(b)(1). Except as oth-
erwise provided in paragraph (e) of this 
section, for purposes of section 
1250(b)(1), the term additional deprecia-
tion means: 

(i) In the case of property which at 
the time of disposition has a holding 
period under section 1223 of not more 
than 1 year, the depreciation adjust-
ments (as defined in paragraph (d) of 
this section) in respect of such prop-
erty for periods after December 31, 1963, 
and 

(ii) In the case of property which at 
the time of disposition has a holding 
period under section 1223 of more than 
1 year, the depreciation adjustments in 
excess of straight line for periods after 
December 31, 1963, computed under 
paragraph (b)(1) of this section. 

(2) Definition for purposes of section 
1250(b)(4). Except as otherwise provided 
in paragraph (e) of this section, for pur-
poses of section 1250(b)(4), the term ad-
ditional depreciation means: 

(i) In the case of property with re-
spect to which a deduction under sec-
tion 167(k) (relating to depreciation of 
expenditures to rehabilitate low-in-
come rental housing) was allowed, 
which at the time of disposition has a 
holding period under section 1223 of not 
more than 1 year from the time the re-
habilitation expenditures were in-
curred, the depreciation adjustments (as 
defined in paragraph (d) of this section) 
in respect of the property, and 

(ii) In the case of property with re-
spect to which a deduction under sec-
tion 167(k) (relating to depreciation of 
expenditures to rehabilitate low-in-
come rental housing) was allowed, 
which at the time of disposition has a 
holding period under section 1223 of 
more than 1 year from the time the re-
habilitation expenditures were in-
curred, the depreciation adjustments in 
excess of straight line for the property, 
computed under paragraph (b)(2) of this 
section. 
For purposes of this subparagraph, all 
rehabilitation expenditures which are 
incurred in connection with the reha-
bilitation of an element of section 1250 
property shall be considered incurred 
on the date the last such expenditure is 

considered incurred under the accrual 
method of accounting, regardless of the 
method of accounting used by the tax-
payer with regard to other items of in-
come and expense. If the property con-
sists of two or more elements (for ex-
ample, if the property is placed in serv-
ice at different times), then each ele-
ment shall be treated as if it were a 
separate property and the expenditures 
attributable to each such element shall 
be considered incurred on the date the 
last such expenditure is considered in-
curred. 

(3) Allocation to certain periods. With 
respect to a taxable year beginning in 
1963 and ending in 1964, or beginning in 
1969 and ending in 1970, the amount of 
depreciation adjustments or of depre-
ciation adjustments in excess of 
straight line (as the case may be) shall 
be ascertained by applying the prin-
ciples of paragraph (c)(3) of § 1.167(a)–8 
(relating to determination of adjusted 
basis of retired asset), and the amount 
determined in such manner shall be al-
located on a daily basis in order to de-
termine the portion thereof which is 
attributable to a period after December 
31, 1963, or after December 31, 1969, as 
the case may be. 

(b) Computation of depreciation adjust-
ments in excess of straight line—(1) Gen-
eral rule. For purposes of paragraph 
(a)(1) of this section, depreciation ad-
justments in excess of straight line 
shall be, in the case of any property, 
the excess of (i) the sum of the depre-
ciation adjustments (as defined in para-
graph (d) of this section) in respect of 
the property attributable to periods 
after December 31, 1963, over (ii) the 
sum such adjustments would have been 
for such periods if such adjustments 
had been determined for the entire pe-
riod the property was held under the 
straight line method of depreciation 
(or, if applicable, under the lease-re-
newal-period provision in paragraph (c) 
of this section). Depreciation in excess 
of straight line may arise, for example, 
if the declining balance method, the 
sum of the years-digits method, or the 
units of production method is used, or 
for another example, if the cost of a 
leasehold improvement or of a lease-
hold is depreciated over a period which 
does not take into account certain re-
newal periods referred to in paragraph 
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(c) of this section. For computations of 
depreciation adjustments in excess of 
straight line (or a deficit therein) both 
on an annual basis and on the basis of 
the entire period the property was 
held, see subparagraph (6) of this para-
graph. 

(2) Depreciation under section 167(k). 
For purposes of paragraph (a)(2) of this 
section, depreciation adjustments in 
excess of straight line shall be, in the 
case of any property with respect to 
which a deduction was allowed under 
section 167(k) (relating to depreciation 
of expenditures to rehabilitate low-in-
come rental housing), the excess of (i) 
the sum of the depreciation adjustments 
(as defined in paragraph (d) of this sec-
tion) allowed in respect of the prop-
erty, over (ii) the sum such adjust-
ments would have been if such adjust-
ments had been determined for the en-
tire period the property was held under 
the straight line method of deprecia-
tion permitted by section 167(b)(1). 

(3) General rule for computing useful 
life and salvage value. For purposes of 
computing under subparagraph (1)(ii) of 
this paragraph the sum of the deprecia-
tion adjustments would have been 
under the straight line method, if a 
useful life (or salvage value) was used 
in determining the amount allowed as 
a depreciation adjustment for any tax-
able year, such life (or value) shall be 
used in determining the amount such 
depreciation adjustment would have 
been for such taxable year under the 
straight line method. If, however, for 
any taxable year a method of deprecia-
tion was used as to which a useful life 
was not taken into account such as, for 
example, the units of production meth-
od, or as to which salvage value was 
not taken into account in determining 
the annual allowances, such as, for ex-
ample, the declining balance method or 
the amortization of a leasehold im-
provement over the term of a lease, 
then, for the purpose of determining 
the amount such depreciation adjust-
ment would have been under the 
straight line method for such taxable 
year: 

(i) There shall be used the useful life 
(or salvage value) which would have 
been proper if depreciation had actu-
ally been determined under the 

straight line method throughout the 
period the property was held, and 

(ii) Such useful life (or such salvage 
value) shall be determined by taking 
into account for each taxable year the 
same facts and circumstances as would 
have been taken into account if the 
taxpayer had used such method 
throughout the period the property was 
held. 

(4) Special rule for computing useful life 
and salvage value (section 167(k)). For 
purposes of computing under subpara-
graph (2)(ii) of this paragraph the sum 
the depreciation adjustments would 
have been under the straight line 
method, the useful life and salvage 
value permitted under section 167(k) 
shall not apply, the useful life of the 
property shall be determined under 
paragraph (b) of § 1.167(a)–1 (or, if appli-
cable, under the lease-renewal-period 
provision of paragraph (c) of this sec-
tion), and the salvage value of the 
property shall be determined under 
paragraph (c) of § 1.167(a)–1. Such useful 
life or salvage value shall be deter-
mined by taking into account for each 
taxable year the same facts and cir-
cumstances as would have been taken 
into account if the taxpayer had used 
the straight line method permitted 
under section 167(b)(1) throughout the 
period the property was held. 

(5) Property held before January 1, 1964. 
In the case of property held before Jan-
uary 1, 1964: 

(i) For purposes of computing under 
subparagraph (1)(ii) of this paragraph 
the sum the depreciation adjustments 
would have been under the straight 
line method, the adjusted basis of the 
property on such date shall be the 
amount such adjusted basis would have 
been if depreciation deductions allowed 
or allowable before such date had been 
determined under the straight line 
method computed in accordance with 
subparagraph (3) of this paragraph, and 

(ii) The depreciation adjustments in 
excess of straight line in respect of the 
property computed under subparagraph 
(1) of this paragraph, but without re-
gard to this subdivision, shall be re-
duced by the amount of depreciation 
adjustments less than straight line for 
periods before January 1, 1964, that is, 
by the excess (if any) of the sum the 
depreciation adjustments would have 
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been for periods before January 1, 1964, 
under the straight line method, over 
the sum of the depreciation adjust-
ments attributable to periods before 
such date. 

(6) Determination of additional depre-
ciation in certain cases. If an item of sec-
tion 1250 property is subject to two (or 
more) applicable percentages, a sepa-
rate computation of additional depre-
ciation shall be made for the portion of 
the taxpayer’s holding period subject 
to each such percentage. That is, a sep-
arate computation shall be made to de-
termine the excess of (i) the deprecia-
tion adjustments (as defined in para-
graph (d) of this section) for each such 
portion of the taxpayer’s holding pe-
riod after December 31, 1963, over (ii) 
the amount such adjustments would 
have been for each such portion if such 
adjustments were determined under 
the straight line method of deprecia-
tion (or, if applicable, under the lease- 
renewal-period provision in paragraph 
(c) of this section). Thus, for example, 
in the case of an item of section 1250 
property acquired on January 1, 1968, 
and disposed of on January 1, 1973, if 
the applicable percentage for the pe-
riod before January 1, 1970, were deter-
mined under paragraph (d)(2) of § 1.1250– 
1 and the applicable percentage for the 
period after December 31, 1969, were de-
termined under paragraph (d)(1)(i)(e) of 
§ 1.1250–1, the additional depreciation 
would be computed separately for the 
period before January 1, 1970, and for 
the period after December 31, 1969. If 
the additional depreciation attrib-
utable to any such portion of the tax-
payer’s holding period is a deficit (that 
is, if the depreciation adjustments for 
that portion are less than the amount 
such adjustments would have been for 
that portion if depreciation adjust-
ments were determined for the entire 
period the property was held under the 
straight line method of depreciation, 
or, if applicable, under the lease-re-
newal-period provision in paragraph (c) 
of this section), then such deficit will 
be applied to reduce the additional de-
preciation for other portion (or por-
tions) of the taxpayer’s holding period. 
(See examples (4) and (5) of subpara-
graph (7) of this paragraph.) 

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

Example 1. A calendar year taxpayer sells 
section 1250 property on January 1, 1968, 
which he purchased for $10,000 on January 1, 
1963. For the period of 1963 through 1967 he 
computed depreciation deductions in respect 
of the property under the declining balance 
method using a rate of 200 percent of the 
straight line rate and a proper useful life of 
10 years. Under such method salvage value is 
not taken into account in computing annual 
allowances. For purposes of applying sub-
paragraph (3) of this paragraph, if the tax-
payer had used the straight line method for 
such period, he would have used a salvage 
value of $1,000, and the depreciation under 
the straight line method would have been 
$900 each year, that is, one-tenth of $10,000 
minus $1,000. As of January 1, 1968, the addi-
tional depreciation for the property is $1,123, 
as computed in the table below: 

Year Actual de-
preciation 

Straight 
line 

Additional 
deprecia-
tion (def-

icit) 

1963 ......................... $2,000 $900 ..................

1964 ......................... 1,600 900 $700 
1965 ......................... 1,280 900 380 
1966 ......................... 1,024 900 124 
1967 ......................... 819 900 (81) 

Sum for periods 
after Dec. 31, 
1963 ................. 4,723 3,600 1,123 

Example 2. Assume the same facts as in ex-
ample (1) except that the taxpayer sells the 
section 1250 property on January 1, 1970. As-
sume further that as of January 1, 1968, the 
taxpayer elects under section 167(e)(1) to 
change to the straight line method. On that 
date the adjusted basis of the property is 
$3,277 ($10,000 minus $6,723). He redetermines 
the remaining useful life of the property to 
be 8 years and its salvage value to be $77, and 
thus takes depreciation deductions for 1968 
and 1969 of $400 (the amount allowable) for 
each such year, that is, one-eighth of $3,200 
(that is, $3,277 minus $77). For purposes of ap-
plying subparagraph (3) of this paragraph, if 
he had used the straight line method 
throughout the period he held the property, 
the adjusted basis of the property on Janu-
ary 1, 1968, would have been $5,500 ($10,000 
minus $4,500), and the depreciation which 
would have resulted under such method for 
1968 and 1969 would have been $678 for each 
such year, that is, one-eighth of $5,423 ($5,500 
minus $77). As of January 1, 1970, the addi-
tional depreciation for the property is $567, 
as computed in the table below: 
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Years Deprecia-
tion 

Straight 
line 

Additional 
deprecia-
tion (def-

icit) 

1964 through 1967 .. $4,723 $3,600 $1,123 
1968 ......................... 400 678 (278) 
1969 ......................... 400 678 (278) 

Sum for periods after 
Dec. 31, 1963 ...... 5,523 4,956 567 

Example 3. On January 1, 1978, a calendar 
year taxpayer sells section 1250 property. 
The property, which is attributable to reha-
bilitation expenditures of $50,000 incurred in 
1970, was placed in service on January 1, 1971. 
The taxpayer elected to compute deprecia-
tion for the period of 1971 through 1975 under 
section 167(k). Under such section salvage 
value is not taken into account in computing 
annual allowances, and the useful life of the 
property is deemed to be 5 years. For pur-
poses of applying subparagraph (4) of this 
paragraph, if the taxpayer had used the 
straight line method permitted under section 
167(b)(1) for such period, he would have used 
a salvage value of $5,000 and a useful life of 
15 years. Depreciation under the straight 
line method would thus have been $3,000 each 
year, 1⁄15 of $45,000 (that is, $50,000 minus 
$5,000). As of January 1, 1978, the additional 
depreciation for the property is $29,000, as 
computed in the table below: 

Year Actual de-
preciation 

Straight 
line 

Additional 
deprecia-
tion (def-

icit) 

1971 ......................... $10,000 $3,000 $7,000 
1972 ......................... 10,000 3,000 7,000 
1973 ......................... 10,000 3,000 7,000 
1974 ......................... 10,000 3,000 7,000 
1975 ......................... 10,000 3,000 7,000 
1976 ......................... 3,000 (3,000) 
1977 ......................... .................. 3,000 (3,000) 

Total ................. 50,000 21,000 29,000 

Example 4. Section 1250 property which has 
an adjusted basis of $108,000 is sold for 
$146,000 on December 31, 1972, and thus the 
gain realized is $38,000. The property was ac-
quired on December 31, 1963. The applicable 
percentage for the period before January 1, 
1970, is 12 percent (paragraph (d)(2) of § 1.1250– 
1) and the applicable percentage for the pe-
riod after December 31, 1969, is 100 percent 
(paragraph (d)(1)(i)(e) of § 1.1250–1). The addi-
tional depreciation must be computed sepa-
rately for the period before January 1, 1970, 
and for the period after December 31, 1969. 
Assume that the additional depreciation for 
the period before January 1, 1970, is $32,000 
and that there is a deficit in additional de-
preciation of $2,000 for the period after De-
cember 31, 1969. Accordingly, the additional 
depreciation for the period before January 1, 
1970 ($32,000) is reduced to $30,000 by the 
$2,000 deficit in additional depreciation for 

the period after December 31, 1969. Although 
section 1250(a)(1) applies to the property, 
none of the gain is recognized as ordinary in-
come under that section since there is a def-
icit in additional depreciation for the period 
after December 31, 1969. Gain is recognized 
under section 1250(a)(2) since there is re-
maining gain of $38,000 (that is, gain realized, 
$38,000, minus the additional depreciation at-
tributable to periods after December 31, 1969, 
zero). Since the additional depreciation at-
tributable to the period before January 1, 
1970 ($30,000), is lower than the gain realized 
($38,000), the amount of gain recognized 
under section 1250(a)(2) is $3,600 (that is, 12 
percent of $30,000). 

Example 5. Section 1250 property which has 
an adjusted basis of $207,000 is sold for 
$267,000 on February 24, 1988, and thus the 
gain realized is $60,000. The property was ac-
quired on April 30, 1970. The applicable per-
centage for the period from April 30, 1970, 
through December 31, 1981, is 60 percent 
(paragraph (d)(1)(i)(c) of § 1.1250–1) and the 
applicable percentage for the period from 
January 1, 1982, through February 24, 1988, is 
100 percent (paragraph (d)(1)(i)(e) of § 1.1250– 
1). The additional depreciation must be com-
puted separately for the period before Janu-
ary 1, 1982, and for the period after December 
31, 1981. Assume that the additional deprecia-
tion for the period before January 1, 1982, is 
$43,000 and that there is a deficit in addi-
tional depreciation of $6,000 for the period 
after December 31, 1981. Accordingly, the ad-
ditional depreciation for the period before 
January 1, 1982 ($43,000), is reduced to $37,000 
by the $6,000 deficit for the period after De-
cember 31, 1981. There is no gain recognized 
under section 1250(a)(1) for the period after 
December 31, 1981, since there is a deficit in 
additional depreciation for that period. The 
gain recognized under section 1250(a)(1) for 
the period before January 1, 1982, is $22,200, 
that is, the lower of the gain realized attrib-
utable to that period ($60,000) or the addi-
tional depreciation attributable to that pe-
riod ($37,000), or $37,000, multiplied by 60 per-
cent, the applicable percentage. 

(c) Property held by lessee—(1) Amount 
depreciation would have been. For pur-
poses of paragraph (b) of this section, 
in case of a leasehold which is section 
1250 property, in determining the 
amount the depreciation adjustments 
would have been under the straight 
line method in respect of any building 
or other improvement (which is section 
1250 property) erected or made on the 
leased property, or in respect of any 
cost of acquiring the lease, the lease 
period shall be treated as including all 
renewal periods. See section 1250(b)(2). 
For determination of the extent to 
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which a leasehold is section 1250 prop-
erty, see paragraph (e)(3) of § 1.1250–1. 

(2) Renewal period. (i) For purposes of 
this paragraph, the term renewal period 
means any period for which the lease 
may be renewed, extended, or contin-
ued pursuant to an option or options 
exercisable by the lessee (whether or 
not specifically provided for in the 
lease) except that the inclusion of one 
or more renewal periods shall not ex-
tend the period taken into account by 
more than two-thirds of the period on 
the basis of which the depreciation ad-
justments were allowed. 

(ii) In respect of the cost of any 
building erected (or other improvement 
made) on the leased property by the 
lessee, or in respect of the portion of 
the cost of acquiring a leasehold which 
is attributable to an existing building 
(or other improvement) on the lease-
hold at the time the lessee acquires the 
leasehold, the inclusion of one or more 
renewal periods shall not extend the 
period taken into account to a period 
which exceeds the useful life remain-
ing, at the time the leasehold is dis-
posed of, of such building (or such 
other improvement). Determinations 
under this subdivision shall be made 
without regard to the proper period 
under section 167 or 178 for depre-
ciating or amortizing a leasehold ac-
quisition cost or improvement. 

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example: Assume that a leasehold improve-
ment with a useful life of 30 years is properly 
amortized on the basis of a 10-year initial 
lease term. The lease is renewable for an ad-
ditional 9 years. The period taken into ac-
count is 162⁄3 years, that is, 10 years plus two- 
thirds of 10 years. If, however, the leasehold 
improvement were disposed of at the end of 
12 years, and if its remaining useful life were 
only 3 years, then the period taken into ac-
count would be 15 years. 

(d) Depreciation adjustments—(1) Gen-
eral. For purposes of this section, the 
term depreciation adjustments means, in 
respect of any property, all adjust-
ments reflected in the adjusted basis of 
such property on account of deductions 
described in subparagraph (2) of this 
paragraph allowed or allowable (wheth-
er in respect of the same or other prop-
erty) to the taxpayer or to any other 

person. For cases where the taxpayer 
can establish that the amount allowed 
for any period was less than the 
amount allowable, see subparagraph (4) 
of this paragraph. For determination of 
adjusted basis of property in a multiple 
asset account, see paragraph (c)(3) of 
§ 1.167(a)–8. The term depreciation ad-
justments as used in this section does 
not have the same meaning as the term 
adjustments reflected in the adjusted basis 
as defined in paragraph (a)(2) of § 1.1245– 
2. 

(2) Deductions. The deductions de-
scribed in this subparagraph are allow-
ances (and amounts treated as allow-
ances) for depreciation or amortization 
(other than amortization under section 
168, 169 (as enacted by section 704(a), 
Tax Reform Act of 1969 (83 Stat. 667)), 
or 185). Thus, for example, such deduc-
tions include a reasonable allowance 
for exhaustion, wear, and tear (includ-
ing a reasonable allowance for 
obsolesence) under section 167, the 
periodic deductions referred to in 
§ 1.162–11 in respect of a specified sum 
paid for the acquisition of a leasehold 
and in respect of the cost to a lessee of 
improvements on property of which he 
is the lessee. However, such deductions 
do not include deductions for the peri-
odic payment of rent. 

(3) Depreciation of other taxpayers or in 
respect of other property. (i) The depre-
ciation adjustments (reflected in the 
adjusted basis) referred to in subpara-
graph (1) of this paragraph (a) are not 
limited to adjustments with respect to 
the property disposed of, nor to those 
allowed or allowable to the taxpayer 
disposing of such property, and (b) ex-
cept as provided in subparagraph (4) of 
this paragraph, are taken into account, 
whether allowed or allowable in respect 
of the same or other property and 
whether to the taxpayer or to any 
other person. For manner of deter-
mining the amount of additional depre-
ciation after certain dispositions, see 
paragraph (e) of this section. 

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

Example: On January 1, 1966, a calendar 
year taxpayer purchases for $100,000 a build-
ing for use in his trade or business. He takes 
depreciation deductions of $20,000 (the 
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amount allowable), of which $3,000 is addi-
tional depreciation, and transfers the build-
ing to his son as a gift on January 1, 1968. 
Since the exception for gifts in section 
1250(d)(1) applies, the taxpayer does not rec-
ognize gain under section 1250(a)(2). In the 
son’s adjusted basis of $80,000 for the building 
there is reflected $3,000 of additional depre-
ciation. On January 1, 1969, after taking a de-
preciation deduction of $10,000 (the amount 
allowable), of which $1,000 is additional de-
preciation, the son sells the building. At the 
time of the sale the additional depreciation 
is $4,000 ($3,000 allowed the father plus $1,000 
allowed the son). 

(4) Depreciation allowed or allowable. 
(i) For purposes of subparagraph (1) of 
this paragraph, generally all deduc-
tions (described in subparagraph (2) of 
this paragraph) allowed or allowable 
shall be taken into account. See sec-
tion 1016(a)(2) and the regulations 
thereunder for the meaning of allowed 
and allowable. However, if a taxpayer 
can establish by adequate records or 
other sufficient evidence that the 
amount allowed for any period was less 
than the amount allowable for such pe-
riod, the amount to be taken into ac-
count for such period shall be the 
amount allowed. The preceding sen-
tence shall not apply for purposes of 
computing under paragraph (b)(1)(ii) of 
this section the amount such deduc-
tions would have been under the 
straight line method. 

(ii) The provisions of subdivision (i) 
of this subparagraph may be illustrated 
by the following example: 

Example: In the year 1969 it becomes nec-
essary to determine the additional deprecia-
tion in respect of section 1250 property, the 
adjusted basis of which reflects a deprecia-
tion adjustment of $1,000 with respect to de-
preciation deductions allowable for the cal-
endar year 1965 under the sum of the years- 
digits method. Under paragraph (b)(1)(ii) of 
this section, the depreciation which would 
have resulted under the straight line method 
for 1965 is $800. If the taxpayer can establish 
by adequate records or other sufficient evi-
dence that he did not take, and was not al-
lowed, any deduction for depreciation in re-
spect of the property in 1965, then, for pur-
poses of computing the depreciation adjust-
ments in excess of straight line in respect of 
the property, the amount to be taken into 
account for 1965 as allowed or allowable is 
zero, and the amount to be taken into ac-
count in computing deductions which would 
have resulted under the straight line method 
in 1965 is $800. Thus, in effect, there is a def-

icit in additional depreciation for 1965 of 
$800. 

(5) Retired or demolished property. De-
preciation adjustments referred to in 
subparagraph (1) of this paragraph gen-
erally do not include adjustments in 
respect of retired or demolished por-
tions of an item of section 1250 prop-
erty. If a retired or demolished portion 
is replaced in a disposition described in 
section 1250(d)(4)(A) (relating to like 
kind exchanges and involuntary con-
versions), see paragraph (d)(7) of 
§ 1.1250–3. 

(6) Exempt organization. In respect of 
property disposed of by an organization 
which is or was exempt from income 
taxes (within the meaning of section 
501(a), the depreciation adjustments 
(reflected in the adjusted basis) re-
ferred to in subparagraph (1) of this 
paragraph shall include only adjust-
ments allowed or allowable (i) in com-
puting unrelated business taxable in-
come (as defined in section 512(a)), or 
(ii) in computing taxable income of the 
organization for a period during which 
it was not exempt or, by reason of the 
application of section 502, 503, or 504, 
was denied its exemption. 

(e) Additional depreciation immediately 
after certain acquisitions—(1) Zero. If on 
the date a person acquires property his 
basis for the property is determined 
solely (i) by reference to its cost (with-
in the meaning of section 1012), (ii) by 
reason of the application of section 
301(d) (relating to basis of property re-
ceived in corporate distribution) or 
section 334(a) (relating to basis of prop-
erty received in a liquidation in which 
gain or loss is recognized), or (iii) 
under the rules of section 334 (b)(2) or 
(c) (relating to basis of property re-
ceived in certain corporate liquida-
tions), then on such date the additional 
depreciation for the property is zero. 

(2) Transactions referred to in section 
1250(d). In the case of property acquired 
in a disposition described in section 
1250(d) (relating to exceptions and limi-
tations to application of section 1250), 
additional depreciation shall be com-
puted in accordance with the rules pre-
scribed in § 1.1250–3. 

(f) Records to be kept and information 
to be filed—(1) Records to be kept. In any 
case in which it is necessary to deter-
mine the additional depreciation of an 
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item of section 1250 property, the tax-
payer shall have available permanent 
records of all the facts necessary to de-
termine with reasonable accuracy the 
amount of such additional deprecia-
tion, including the following: 

(i) The date, and the manner in 
which, the property was acquired, 

(ii) The taxpayer’s basis on the date 
the property was acquired and the 
manner in which the basis was deter-
mined, 

(iii) The amount and date of all ad-
justments to the basis of the property 
allowed or allowable to the taxpayer 
for depreciation adjustments referred 
to in paragraph (d)(1) of this section 
and the amount and date of any other 
adjustments by the taxpayer to the 
basis of the property, and 

(iv) In the case of section 1250 prop-
erty which has an adjusted basis re-
flecting depreciation adjustments re-
ferred to in paragraph (d)(1) of this sec-
tion taken by the taxpayer with re-
spect to other property, or by another 
taxpayer with respect to the same or 
other property, the information de-
scribed in subdivisions (i), (ii), and (iii) 
of this subparagraph with respect to 
such other property or such other tax-
payer. 

(2) Information to be filed. If a tax-
payer acquires in a transaction (other 
than a like kind exchange or involun-
tary conversion described in section 
1250(d)(4)) section 1250 property which 
has a basis reflecting depreciation ad-
justments referred to in paragraph 
(d)(1) of this section allowed or allow-
able to another taxpayer, then the tax-
payer shall file with its income tax re-
turn or information return for the tax-
able year in which the property is ac-
quired a statement showing all infor-
mation described in subparagraph (1) of 
this paragraph. See section 6012 (relat-
ing to persons required to make re-
turns of income) and part III of sub-
chapter A of chapter 61 of the Code (re-
lating to information returns). 

[T.D. 7084, 36 FR 273, Jan. 8, 1971, as amended 
by T.D. 7193, 37 FR 12956, June 30, 1972] 

§ 1.1250–3 Exceptions and limitations. 
(a) Exception for gifts—(1) General rule. 

Section 1250(d)(1) provides that no gain 
shall be recognized under section 
1250(a) upon a disposition by gift. For 

purposes of this paragraph, the term 
gift shall have the same meaning as in 
paragraph (a) of § 1.1245–4. For reduc-
tion in amount of charitable contribu-
tion in case of a gift of section 1250 
property, see section 170(e) and para-
graph (c)(3) of § 1.170–1. 

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of property is in part a sale or 
exchange and in part a gift, the disposi-
tion shall be subject to the provisions 
of § 1.1250–1 and the gain to which sec-
tion 1250(a) applies, shall be computed 
under that section. 

(3) Treatment of property in hands of 
transferee. If property is disposed of in 
a transaction which is a gift: 

(i) The additional depreciation for 
the property in the hands of the trans-
feree immediately after the disposition 
shall be an amount equal to (a) the 
amount of the additional depreciation 
for the property in the hands of the 
transferor immediately before the dis-
position, minus (b) the amount of any 
gain (in case the disposition is in part 
a sale or exchange and in part a gift) 
which would have been taken into ac-
count under section 1250(a) by the 
transferor upon the disposition if the 
applicable percentage had been 100 per-
cent. 

(ii) For purposes of computing the 
applicable percentage, the holding pe-
riod under section 1250(e)(2) of property 
received as a gift in the hands of the 
transferee includes the transferor’s 
holding period, 

(iii) In case of a disposition which is 
in part a sale or exchange and in part 
a gift, if the adjusted basis of the prop-
erty in the hands of the transferee ex-
ceeds its adjusted basis immediately 
before the transfer, the excess is an ad-
dition to capital account under para-
graph (d)(2)(ii) of § 1.1250–5 (relating to 
property with 2 or more elements), and 

(iv) If the property disposed of con-
sists of two or more elements within 
the meaning of paragraph (c) of § 1.1250– 
5, see paragraph (e)(1) of § 1.1250–5 for 
the amount of additional depreciation 
and holding period for each element in 
the hands of the transferee. 

(4) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 
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Example 1. (i) On May 15, 1967, Smith trans-
fers section 1250 property to his son for 
$45,000. In the hands of Smith the property 
had an adjusted basis of $40,000 and a fair 
market value of $70,000. Thus, the gain real-
ized is $5,000 (amount realized, $45,000, minus 
adjusted basis, $40,000), and Smith has made 
a gift of $25,000 (fair market value, $70,000, 
minus amount realized, $45,000). 

(ii) Smith’s holding period for the property 
is 80 full months and, thus, the applicable 
percentage under section 1250(a)(2) is 40 per-
cent. The additional depreciation for the 
property is $10,000. Since the gain realized 
($5,000) is lower than the additional deprecia-
tion ($10,000), Smith recognized as ordinary 
income under section 1250(a)(2) gain of $2,000 
(that is, applicable percentage, 40 percent, 
multiplied by gain realized, $5,000) and the 
$3,000 remaining portion of the gain realized 
may be treated as gain from the sale of prop-
erty described in section 1231. 

(iii) On the date the son receives the prop-
erty, the additional depreciation for the 
property in his hands is $5,000, that is, the 
additional depreciation for the property in 
the hands of the father immediately before 
the transfer ($10,000), minus the gain which 
would have been recognized under section 
1250(a)(2) upon the transfer if the applicable 
percentage had been 100 percent ($5,000); for 
purposes of computing applicable percentage 
his holding period is his father’s holding pe-
riod of 80 full months; and under § 1.1015–4 his 
unadjusted basis for the property is $45,000, 
that is, the amount he paid ($45,000) plus the 
excess (zero) of his father’s adjusted basis 
over such amount. 

(iv) The son sells the property for $80,000 on 
March 15, 1968, 10 full months after he re-
ceived it from his father. Thus, his holding 
period is 90 full months (his father’s holding 
period of 80 full months plus the 10 full 
months the son actually owned the property) 
and the applicable percentage under section 
1250(a)(2) is 30 percent. Assume that no de-
preciation was allowed or allowable to the 
son. Thus, the son’s adjusted basis and addi-
tional depreciation for the property on the 
date of the sale is the same as on the date he 
received it. Accordingly, the gain realized is 
$35,000 (selling price of $80,000, minus ad-
justed basis of $45,000). Since the additional 
depreciation ($5,000) is lower than the gain 
realized ($35,000), the son recognizes as ordi-
nary income under section 1250(a)(2) gain of 
$1,500, that is, applicable percentage (30 per-
cent) multiplied by additional depreciation 
($5,000). 

Example 2. Assume the same facts as in ex-
ample (1), except that the son sells the prop-
erty on June 15, 1969, 25 full months after he 
received it from his father. Thus, his holding 
period is 105 full months (his father’s holding 
period of 80 full months plus the 25 full 
months the son actually owned the property) 
and the applicable percentage under section 

1250(a)(2) is 15 percent. Assume further that 
on the date of the sale the adjusted basis of 
the property is $39,000, and that for the pe-
riod the son actually owned the property 
there is a deficit in additional depreciation 
of $2,000. Accordingly, the gain realized is 
$41,000 (selling price of $80,000, minus ad-
justed basis of $39,000), and the additional de-
preciation for the property is $3,000 (that is, 
the additional depreciation for the property 
in the hands of the son on the date he re-
ceived it, as determined in example (1), 
$5,000, minus the amount of the deficit in ad-
ditional depreciation for the period the son 
actually owned the property, ($2,000). Since 
the additional depreciation ($3,000) is lower 
than the gain realized ($41,000), the son rec-
ognizes as ordinary income under section 
1250(a)(2) gain of $450, that is, applicable per-
centage (15 percent) multiplied by additional 
depreciation ($3,000). 

(b) Exception for transfers at death—(1) 
General rule. Section 1250(d)(2) provides 
that, except as provided in section 691 
(relating to income in respect of a de-
cedent), no gain shall be recognized 
under section 1250(a) upon a transfer at 
death. For purposes of this paragraph, 
the term transfer at death shall have 
the same meaning as in paragraph (b) 
of § 1.1245–4. 

(2) Treatment of transferee. (i) If as of 
the date a person acquires property 
from a decedent such person’s basis is 
determined, by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the 
property on the date of the decedent’s 
death or on the applicable date pro-
vided in section 2032 (relating to alter-
nate valuation date), then (a) on the 
date of death the additional deprecia-
tion for the property is zero, and (b) for 
purposes of computing applicable per-
centage the holding period of the prop-
erty under section 1250(e)(1)(A) is 
deemed to begin on the day after the 
date of death. 

(ii) If property is acquired in a trans-
fer at death to which section 1250(d)(2) 
applies, the amount of the additional 
depreciation for the property in the 
hands of the transferee immediately 
after the transfer shall be the amount 
(if any) of the additional depreciation 
in respect of the property allowed the 
transferee before the decedent’s death, 
but only to the extent that the basis of 
the property (determined under section 
1014(a)) is required to be reduced under 
the second sentence of section 1014(b)(9) 
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(relating to adjustments to basis where 
property is acquired from a decedent 
prior to his death) by depreciation ad-
justments referred to in paragraph 
(d)(1) of § 1.1250–2 which give rise to 
such additional depreciation. For 
treatment of such property as having a 
special element with additional depre-
ciation so computed, see paragraph 
(c)(5)(i) of § 1.1250–5 (relating to prop-
erty with two or more elements). For 
purposes of determining applicable per-
centage, such special element shall 
have a holding period which includes 
the transferee’s holding period for such 
property for the period before the dece-
dent’s death. 

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

Example 1. On March 6, 1966, Smith dies 
owning an item of section 1250 property. On 
March 7, 1968, the executor distributes the 
property to Smith’s son pursuant to a spe-
cific bequest of the property in Smith’s will. 
Under section 1014(a)(2) and paragraph (a)(2) 
of § 1.1014–4, the unadjusted basis of the prop-
erty in the hands of the son is its fair market 
value on March 6, 1966 (the date Smith died), 
and the son is considered to have acquired 
the property on such date. Under section 
1250(e)(1)(A), the son’s holding period for the 
property begins on March 7, 1966 (the day 
after the day he is considered to have ac-
quired the property). Thus, on March 7, 1968 
(the date the property was distributed to the 
son), the holding period for the property is 24 
full months, and the applicable percentage 
under section 1250(a)(2) is 96 percent. On such 
date, the additional depreciation for the 
property includes any additional deprecia-
tion in respect of the property for the period 
the property was possessed by the estate. 

Example 2. H purchases section 1250 prop-
erty in 1965 which he immediately conveys to 
himself and W, his wife, as tenants by the en-
tirety. Under local law each spouse is enti-
tled to one-half the income from the prop-
erty. H and W file joint income tax returns 
for calendar years 1965, 1966, and 1967. Over 
the 3 years, depreciation allowed in respect 
of the property was $4,000 (the amount allow-
able) of which $500 is additional depreciation. 
One-half of these amounts are allocable to 
W. Thus, depreciation deductions of $2,000, of 
which $250 is additional depreciation, are al-
lowable to W. On January 1, 1968, H dies and 
the entire value of the property at the date 
of death is included in H’s gross estate. Since 
W’s basis for the property (determined under 
section 1014(a)) is reduced (under the second 
sentence of section 1014(b)(9)) by the $2,000 
depreciation deductions allowed W before H’s 
death of which $250 is additional deprecia-

tion, the additional depreciation for the 
property in the hands of W immediately 
after H’s death is $250. 

(c) Limitation for certain tax-free trans-
actions—(1) General. Section 1250(d)(3) 
provides that upon a transfer of prop-
erty described in subparagraph (2) of 
this paragraph, the amount of gain 
taken into account by the transferor 
under section 1250(a) shall not exceed 
the amount of gain recognized to the 
transferor on the transfer (determined 
without regard to section 1250). For 
purposes of this subparagraph, in case 
of a transfer of both section 1250 prop-
erty and nonsection 1250 property in 
one transaction, the amount realized 
from the disposition of the section 1250 
property shall be deemed to consist of 
that portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
such acquired property as the amount 
realized from the disposition of the sec-
tion 1250 property bears to the total 
amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the 
total gain (determined without regard 
to section 1250) which shall be recog-
nized as ordinary income under section 
1250(a). Section 1250(d)(3) does not 
apply to a disposition of property to an 
organization (other than a cooperative 
described in section 521) which is ex-
empt from the tax imposed by chapter 
1 of the Code. 

(2) Transfers covered. The transfers de-
scribed in this subparagraph are trans-
fers of property in which the basis of 
the property in the hands of the trans-
feree is determined by reference to its 
basis in the hands of the transferor by 
reason of the application of any of the 
following provisions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80 
percent or more controlled subsidiary 
corporation). For application of section 
1250(d)(3) to such a complete liquida-
tion, the principles of paragraph (c)(3) 
of § 1.1245–4 shall apply. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by trans-
feror). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 
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(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(vi) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). 

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For special carryover basis rule, see 
section 1250(d)(6)(A) and paragraph 
(f)(1) of this section. 

(3) Treatment of property in hands of 
transferee. In the case of a transfer de-
scribed in subparagraph (2) (other than 
subdivision (vii) thereof) of this para-
graph: 

(i) The additional depreciation for 
the property in the hands of the trans-
feree immediately after the disposition 
shall be an amount equal to (a) the 
amount of the additional depreciation 
for the property in the hands of the 
transferor immediately before the dis-
position, minus (b) the amount of addi-
tional depreciation necessary to 
produce an amount equal to the gain 
taken into account under section 
1250(a) by the transferor upon the dis-
position (taking into account the appli-
cable percentage for the property), 

(ii) For purposes of computing appli-
cable percentage, the holding period 
under section 1250(e)(2) of the property 
in the hands of the transferee includes 
the transferor’s holding period, 

(iii) If the adjusted basis of the prop-
erty in the hands of the transferee ex-
ceeds its adjusted basis immediately 
before the transferee, the excess is an 
addition to capital account under para-
graph (d)(2)(ii) of § 1.1250–5 (relating to 
property with 2 or more elements), and 

(iv) If the property disposed of con-
sists of 2 or more elements within the 
meaning of paragraph (c) of § 1.1250–5, 
see paragraph (e)(1) of § 1.1250–5 for the 
amount of additional depreciation and 
the holding period for each element in 
the hands of the transferee. 

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

Example 1. (i) Green transfers section 1250 
property on March 1, 1968, to a corporation, 
which is not exempt from taxation, in ex-
change for cash of $9,000 and stock in the cor-

poration worth $91,000, in a transaction 
qualifying under section 351. Thus, the 
amount realized is $100,000 ($9,000 plus 
$91,000). The property has an applicable per-
centage under section 1250(a)(2) of 60 percent, 
an adjusted basis of $40,000, and additional 
depreciation of $20,000. The gain realized is 
$60,000, that is, amount realized ($100,000) 
minus adjusted basis ($40,000). Since the ad-
ditional depreciation ($20,000) is lower than 
the gain realized ($60,000), the amount of 
gain which would be treated as ordinary in-
come under section 1250(a)(2) would be $12,000 
(60 percent of $20,000) if the limitation pro-
vided in section 1250(d)(3) did not apply. 
Since under section 351(b) gain in the 
amount of $9,000 would be recognized to the 
transferor without regard to section 1250, the 
limitation provided in section 1250(d)(3) lim-
its the gain taken into account by the trans-
feror under section 1250(a)(2) to $9,000. 

(ii) The amount of additional depreciation 
for the property in the hands of the trans-
feree immediately after the transfer is $5,000, 
that is, the amount of additional deprecia-
tion before the transfer ($20,000) minus the 
amount of additional depreciation necessary 
to produce an amount equal to the gain rec-
ognized under section 1250(a)(2) upon the 
transfer ($15,000, that is, $9,000 of gain recog-
nized divided by 60 percent, the applicable 
percentage). (If the property is subsequently 
disposed of, and for the period after the ini-
tial transfer there is additional depreciation 
in respect of the property, then at the time 
of the subsequent disposition the additional 
depreciation will exceed $5,000. If, however, 
for the period after the initial transfer there 
was a deficit in additional depreciation, then 
at the time of the subsequent disposition the 
additional depreciation would be less than 
$5,000.) 

Example 2. (i) Assume the same facts as in 
example (1) except that the additional depre-
ciation is $10,000. Since additional deprecia-
tion ($10,000) is lower than the gain realized 
($60,000), the amount of gain which would be 
treated as ordinary income under section 
1250(a)(2) would be $6,000 (60 percent of 
$10,000) if the limitation provided in section 
1250(d)(3) did not apply. Since under section 
351(b) gain in the amount of $9,000 would be 
recognized to the transferor without regard 
to section 1250, the limitation under section 
1250(d)(3) does not prevent treatment of the 
entire $6,000 as ordinary income under sec-
tion 1250(a)(2). The $3,000 remaining portion 
of the $9,000 gain may be treated as gain 
from the sale of property described in section 
1231. 

(ii) Immediately after the transfer, the 
amount of additional depreciation is zero, 
that is, the amount of additional deprecia-
tion before the transfer ($10,000) minus the 
amount of additional depreciation necessary 
to produce an amount equal to the gain 
taken into account under section 1250(a)(2) 
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upon the transfer ($10,000) that is, $6,000 di-
vided by 60 percent. 

Example 3. (i) Miller transfers section 1250 
property after December 31, 1969, to a cor-
poration, which is not exempt from taxation, 
in exchange for cash of $9,000 and stock in 
the corporation worth $31,000, in a trans-
action qualifying under section 351. Thus, 
the amount realized is $40,000 ($9,000 plus 
$31,000). The property has an applicable per-
centage under paragraph (d)(1)(i)(e) of this 
section of 100 percent and an applicable per-
centage under paragraph (d)(2) of this section 
of 50 percent. The adjusted basis of the prop-
erty on the date of the transfer is $24,000, and 
the gain realized is $16,000 (that is, amount 
realized, $40,000, minus adjusted basis, 
$24,000). The additional depreciation attrib-
utable to periods after December 31, 1969, is 
$8,000 and the additional depreciation attrib-
utable to periods before January 1, 1970, is 
$12,000. Since the additional depreciation at-
tributable to periods after December 31, 1969 
($8,000), is lower than the gain realized 
($16,000), the amount of gain which would be 
recognized as ordinary income under section 
1250(a)(1) would be $8,000 (100 percent of 
$8,000) if the limitation provided in section 
1250(d)(3) did not apply. In addition, gain is 
recognized under section 1250(a)(2) since 
there is a remaining potential gain of $8,000 
(that is, gain realized, $16,000, minus addi-
tional depreciation attributable to periods 
after December 31, 1969 ($8,000)). Since the re-
maining potential gain ($8,000) is lower than 
the additional depreciation attributable to 
periods before January 1, 1970 ($12,000), the 
amount of gain which would be recognized 
under section 1250(a)(2) would be $4,000 (50 
percent of $8,000) if the limitation in section 
1250(d)(3) did not apply. Since under section 
351(b) gain in the amount of $9,000 would be 
recognized to the transferor without regard 
to section 1250, the limitation in section 
1250(d)(3) limits the gain taken into account 
by the transferor under section 1250(a) to 
$9,000. Since the section 1250(a)(1) gain is 
considered as recognized first under para-
graph (a)(1)(iii) of § 1.1250–1, of the $9,000 of 
gain recognized, $8,000 is recognized under 
section 1250(a)(1) and $1,000 is recognized 
under section 1250(a)(2). 

(ii) The amount of additional depreciation 
for the property in the hands of the trans-
feree immediately after the transfer is 
$10,000, the amount of additional deprecia-
tion immediately before the transfer 
($20,000), minus the sum of (a) the amount of 
additional depreciation necessary to produce 
an amount equal to the gain recognized 
under section 1250(a)(1) upon the transfer, 
$8,000 (that is, gain recognized under section 
1250(a)(1), $8,000, divided by 100 percent, the 
applicable percentage under section 
1250(a)(1)), plus (b) the amount of additional 
depreciation necessary to produce an amount 
equal to the gain recognized under section 

1250(a)(2) upon the transfer, $2,000 (that is, 
gain recognized under section 1250(a)(2), 
$1,000, divided by 50 percent, the applicable 
percentage under section 1250(a)(2)). Of this 
amount, zero (that is, $8,000 minus $8,000) is 
attributable to periods after December 31, 
1969, and $10,000 ($12,000 minus $2,000) is at-
tributable to periods before January 1, 1970. 

(d) Limitation for like kind exchanges 
and involuntary conversions—(1) Limita-
tion on gain. (i) Under section 
1250(d)(4)(A), if property is disposed of 
and gain (determined without regard to 
section 1250) is not recognized in whole 
or in part under section 1031 (relating 
to like kind exchanges) or section 1033 
(relating to involuntary conversions), 
then the amount of gain taken into ac-
count by the transferor under section 
1250(a) shall not exceed the greater of 
the two limitations set forth in sub-
divisions (ii) and (iii) of this subpara-
graph. Immediately after the transfer 
the basis of the acquired property shall 
be determined under subparagraph (2), 
(3), or (4) (whichever is applicable) of 
this paragraph, and its additional de-
preciation shall be computed under 
subparagraph (5) of this paragraph. The 
holding period of the acquired property 
for purposes of computing applicable 
percentage, which is determined under 
section 1250(e)(1), does not include the 
holding period of the property disposed 
of. In the case of a disposition of sec-
tion 1250 property and other property 
in one transaction, see subparagraph 
(6) of this paragraph. In case of a dis-
position described in section 
1250(d)(4)(A) of a portion of this item of 
property, see subparagraph (7) of this 
paragraph. 

(ii) For purposes of this subpara-
graph, the first limitation is the sum 
of: 

(a) The amount of gain recognized on 
the disposition under section 1031 or 
1033 (determined without regard to sec-
tion 1250), plus 

(b) An amount equal to the cost of 
any stock purchased in a corporation 
which (without regard to section 1250) 
would result in nonrecognition of gain 
under section 1033(a)(3)(A). 

(iii) For purposes of this subpara-
graph, the second limitation is the ex-
cess (if any) of: 

(a) The amount of gain which would 
(without regard to section 1250(d)(4)) be 
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taken into account under section 
1250(a), over 

(b) The fair market value (or cost in 
the case of a transaction described in 
section 1033(a)(3)) of the section 1250 
property acquired in the transaction. 

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example: A taxpayer receives $96,000 of in-
surance proceeds upon the destruction of sec-
tion 1250 property by fire. If section 
1250(d)(4)(A) did not apply to the disposition, 
$16,000 of gain would be recognized under sec-
tion 1250(a). In acquisitions qualifying under 
section 1033(a)(3)(A), he uses $90,000 of the 
proceeds to purchase property similar or re-
lated in service or use to the property de-
stroyed, of which $42,000 is for one item of 
section 1250 property and $48,000 is for one 
piece of land, and $5,000 of the proceeds to 
purchase stock in the acquisition of control 
of a corporation owning property similar or 
related in service or use to the property de-
stroyed. The taxpayer properly elects under 
section 1033(a)(3)(A) and the regulations 
thereunder to limit recognition of gain (de-
termined without regard to section 1250) to 
$1,000, that is, the excess of the amount real-
ized from the conversion ($96,000) over the 
cost of the property acquired in acquisitions 
qualifying under section 1033(a)(3)(A) ($95,000, 
that is, $90,000 plus $5,000). The amount of 
gain recognized under section 1250(a) is 
$6,000, determined in the following manner: 
The first limitation: 

(a) Amount of gain recognized under sec-
tion 1033(a)(3), determined without re-
gard to section 1250(a) ............................. $1,000 

(b) Fair market value of stock in a corpora-
tion which qualifies under section 
1033(a)(3)(A) ............................................. 5,000 

(c) Sum of (a) plus (b) .................................. 6,000 
The second limitation: 

(d) Amount of gain which would be recog-
nized under section 1250(a) if section 
1250(d)(4) did not apply ........................... 16,000 

(e) Cost of section 1250 property acquired 
in transaction ............................................. 42,000 

(f) Excess of (d) over (e) ....................... 0 

Since the first limitation ($6,000) exceeds the 
second limitation (zero), the amount of gain 
recognized under section 1250(a) is $6,000. The 
balance ($10,000) of the gain realized ($16,000) 
is not recognized. 

(2) Basis of property purchased upon 
involuntary conversion into money. (i) If 
section 1250 property is purchased in a 
compulsory or involuntary conversion 
to which section 1033(a)(3) applies, and 
if by reason of the application of sec-
tion 1250(d)(4)(A) all or part of the gain 
computed under section 1250(a) is not 

taken into account, then the basis of 
the section 1250 property and other 
purchased property shall be determined 
under the rules prescribed in this sub-
paragraph. See section 1250(d)(4)(D). 

(ii) The total basis of all purchased 
property, the acquisition of which re-
sults in the nonrecognition of any part 
of the gain realized upon the trans-
action, shall be (a) its cost, reduced by 
(b) the portion of the total gain real-
ized which was not recognized. To the 
extent that section 1250(d)(4)(A)(i) pre-
vents the purchase of stock from re-
sulting in nonrecognition of gain, the 
basis of purchased stock is its cost. 

(iii) If purchased property consists of 
both section 1250 property and other 
property, the total basis computed 
under subdivision (ii) of this subpara-
graph shall be allocated between the 
section 1250 property (treated as a 
class) and the other property (treated 
as a class) in proportion to their re-
spective costs, except that for purposes 
of this subdivision (but not subdivision 
(iv) of this subparagraph) the cost of 
the section 1250 property shall be 
deemed to be the excess of (a) its ac-
tual cost, over (b) the gain not taken 
into account under section 1250(a) by 
reason of the application of section 
1250(d)(4)(A). 

(iv) If the property acquired consists 
of more than one item of section 1250 
property (or of more than one item of 
other property), the total basis of the 
section 1250 property (or of the other 
property), as computed under subdivi-
sions (ii) and (iii) of this subparagraph, 
shall be allocated to each item of sec-
tion 1250 property (or other property) 
in proportion to their respective actual 
costs. 

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

Example 1. Assume the same facts as in the 
example in subparagraph (1)(iv) of this para-
graph. Assume further that the portion of 
the gain realized which was not recognized 
under section 1033(a)(3) or 1250(a) upon the 
transaction is $60,000, of which the gain com-
puted under section 1250(a) which is not 
taken into account by reason of the applica-
tion of section 1250(d)(4)(A) is $10,000, that is, 
the excess of the gain which would have been 
recognized under section 1250(a) if section 
1250(d)(4)(A) did not apply ($16,000) over the 
gain recognized under section 1250(a) ($6,000). 
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In such example $95,000 of proceeds were used 
to purchase property in acquisitions quali-
fying under section 1033(a)(3)(A) of which 
$42,000 was for section 1250 property, $48,000 
for land, and $5,000 for stock in a corpora-
tion. The basis of each acquired property is 
determined in the following manner: 

(a) Under subdivision (ii) of this subpara-
graph, the total basis of the acquired prop-
erties (other than the stock) is $30,000, that 
is, their cost ($90,000, of which $42,000 is for 
section 1250 property and $48,000 is for land), 
reduced by the portion of the total gain real-
ized which was not recognized ($60,000). 

(b) Under subdivision (iii) of this subpara-
graph, such total basis is allocated between 
the section 1250 property and the land in pro-
portion to their respective costs, and for this 
purpose the cost of the section 1250 property 
is considered to be $32,000, that is, its actual 
cost ($42,000) minus the gain not recognized 
under section 1250(a) by reason of the appli-
cation of section 1250(d)(4)(A) ($10,000). Thus, 
the basis of the section 1250 property is 
$12,000 (32/80 of $30,000), and the basis of the 
land is $18,000 (48/80 of $30,000). 

(c) The basis of the purchased stock is its 
cost of $5,000. See last sentence of subdivi-
sion (ii) of this subparagraph. 

Example 2. Assume the same facts as in ex-
ample (1) except that the section 1250 prop-
erty purchased for $42,000 consists of 2 items 
of such property ($10,500 for C, and $31,500 for 
D), and that the land purchased for $48,000 
consists of 2 pieces of land ($12,000 for X, and 
$36,000 for Y). Under subdivision (iv) of this 
subparagraph, the total basis for each class 
of property is allocated between the indi-
vidual properties of such class in proportion 
to their respective actual costs. Thus, the 
total basis of $12,000, as determined in exam-
ple (1), for the section 1250 property is allo-
cated as follows: 
To C: $12,000×($10,500/$42,000) ...................... $3,000 
To D: $12,000×($31,500/$42,000) ...................... 9,000 

Total ....................................................... 12,000 

The total basis of $18,000, as determined in 
example (1), for the land is allocated as fol-
lows: 
To X: $18,000×($12,000/$48,000) ....................... $4,500 
To Y: $18,000×($36,000/$48,000) ....................... 13,500 

Total ....................................................... 18,000 

(3) Basis of property acquired upon in-
voluntary conversion into similar prop-
erty. If property is involuntarily con-
verted into property similar or related 
in service or use in a transaction to 
which section 1033(a)(1) applies, and if 
by reason of the application of section 
1250(d)(4)(A) all or part of the gain com-
puted under section 1250(a) is not taken 
into account, then: 

(i) The total basis of the acquired 
property shall be determined under the 
first sentence of section 1033(c), and 

(ii) If more than one item of property 
is acquired, such total basis shall be al-
located to the individual items of prop-
erty acquired in accordance with the 
principles prescribed in subparagraph 
(2) (iii) and (iv) of this paragraph, ex-
cept that an amount equivalent to the 
fair market value of each item of prop-
erty on the date acquired shall be 
treated as its actual cost. 

(4) Basis of property acquired in like 
kind exchange. If section 1250 property 
is transferred in an exchange described 
in section 1031 (a) or (b), and if by rea-
son of the application of section 
1250(d)(4)(A) all or part of the gain com-
puted under section 1250(a) is not taken 
into account, then: 

(i) The total basis of the property (in-
cluding nonsection 1250 property) ac-
quired of the type permitted to be re-
ceived under section 1031 without rec-
ognition of gain or loss shall be deter-
mined under section 1031(d), and 

(ii) If more than one item of property 
of such type was received, such total 
basis shall be allocated to the indi-
vidual items of property of such type in 
accordance with the principles pre-
scribed in subparagraph (2) (iii) and (iv) 
of this paragraph, except that an 
amount equivalent to the fair market 
value of each such item of property on 
the date received shall be treated as its 
actual cost. 

(5) Additional depreciation for property 
acquired in like kind exchange or invol-
untary conversion. (i) If property is dis-
posed of in a transaction described in 
section 1031 or 1033, and if by reason of 
the application of section 1250(d)(4)(A) 
all or part of the gain computed under 
section 1250(a) is not taken into ac-
count, then the additional depreciation 
for the acquired property immediately 
after the transaction (as computed 
under section 1250(d)(4)(E)) shall be an 
amount equal to the amount of gain 
computed under section 1250(a) which 
was not taken into account by reason 
of the application of section 
1250(d)(4)(A). 

(ii) In case more than one item of 
section 1250 property is acquired in the 
transaction, the additional deprecia-
tion computed under subdivision (i) of 
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this subparagraph shall be allocated to 
each such item of section 1250 property 
in proportion to their respective ad-
justed bases. 

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

Example 1. (a) On January 15, 1969, section 
1250 property X is condemned and proceeds of 
$100,000 are received. On such date, X’s ad-
justed basis is $25,000, the additional depre-
ciation is $10,000, and the applicable percent-
age under section 1250(a)(2) is 70 percent. 
Since the additional depreciation ($10,000) is 
less than the gain realized ($75,000, that is, 
$100,000 minus $25,000) the amount of gain 
computed under section 1250(a)(2) (without 
regard to section 1250(d)(4)(A)) is $7,000, that 
is, 70 percent of $10,000. 

(b) On March 1, 1969, all the proceeds are 
used to purchase section 1250 property Y in a 
transaction qualifying under section 
1033(a)(3)(A) for nonrecognition of gain. Ac-
cordingly, the gain not recognized by reason 
of the application of section 1033(a)(3)(A) is 
$75,000, of which $7,000 is gain computed 
under section 1250(a)(2) which is not taken 
into account by reason of the application of 
section 1250(d)(4)(A). See subparagraph (1) of 
this paragraph. 

(c) Immediately after the transaction, Y’s 
basis is $25,000, that is, its cost ($100,000) 
minus the total gain realized which was not 
recognized ($75,000), and the additional depre-
ciation (as computed under section 
1250(d)(4)(E)) is $7,000, that is, the amount of 
gain not taken into account under section 
1250(a)(2) by reason of the application of sec-
tion 1250(d)(4)(A). 

(d) On December 15, 1969, before any depre-
ciation deductions were allowed or allowable 
in respect of Y, Y is sold for $90,000. Under 
section 1250(e)(1), the holding period of Y is 9 
months, and thus, under section 1250(a)(2), 
the applicable percentage is 100 percent. 
Since the additional depreciation ($7,000) is 
less than the gain realized ($65,000, that is 
$90,000 minus $25,000), the amount of gain 
recognized under section 1250(a)(2) as ordi-
nary income is $7,000, that is, 100 percent of 
$7,000. 

Example 2. Assume the same facts as in ex-
ample (1), except that property Y was pur-
chased on June 15, 1962, and that 90 full 
months thereafter, or December 15, 1969, it is 
sold for $35,000. Thus the applicable percent-
age under section 1250(a)(2) is 30 percent. As-
sume further that at the time of such sale 
Y’s adjusted basis is $5,000 and additional de-
preciation in respect of Y for periods after it 
was acquired is $2,500. Thus, the additional 
depreciation at the time of the sale is $9,500, 
that is, the sum of the additional deprecia-
tion in respect of Y attributable to X as com-
puted under section 1250(d)(4)(E) in (c) of ex-

ample (1) ($7,000), plus the additional depre-
ciation attributable to periods after Y was 
acquired ($2,500). Since the additional depre-
ciation ($9,500) is less than the gain realized 
($30,000, that is, $35,000 minus $5,000), the 
gain recognized under section 1250(a)(2) as or-
dinary income is $2,850, that is, 30 percent of 
$9,500. 

(6) Single disposition of section 1250 
property and property of different class. 
(i) For purposes of this subparagraph: 

(a) Section 1250 property, section 1245 
property (as defined in section 
1245(a)(3)), and other property shall 
each be treated as a separate class of 
property, and 

(b) The term qualifying property 
means property which may be acquired 
without recognition of gain under the 
applicable provision of section 1031 or 
1033 (applied without regard to section 
1250 or 1245) upon the disposition of 
property. 

(ii) If upon a sale of section 1250 prop-
erty gain would be recognized under 
section 1250(a) and if such section 1250 
property together with property of a 
different class or classes are disposed 
of in one transaction in which gain is 
not recognized in whole or in part 
under section 1031 or 1033 (without re-
gard to sections 1245 and 1250), then: 

(a) The total amount realized shall be 
allocated between the different classes 
of property disposed of in proportion to 
their respective fair market values, 

(b) The amount realized upon the dis-
position of property of a class shall be 
deemed to consist of so much of the 
fair market value of qualifying prop-
erty of the same class acquired as is 
not in excess of the amount realized 
from the property of such class dis-
posed of, 

(c) The remaining portion (if any) of 
the amount realized upon the disposi-
tion of property of such class shall be 
deemed to consist of so much of the 
fair market value of any other prop-
erty acquired as is not in excess of such 
remaining portion, and 

(d) For purposes of applying (c) of 
this subdivision, the fair market value 
of acquired property shall be taken 
into account only once and in such 
manner as the taxpayer determines. 

(iii) The amounts determined under 
this subparagraph in respect of prop-
erty shall apply for all purposes of the 
Code. 
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(iv) The application of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example: (a) Green owns property con-
sisting of land and a fully equipped factory 
building thereon. The property is condemned 
and proceeds of $100,000 are received. If the 
property were sold for $100,000, gain of $40,000 
would be recognized of which $10,000 would be 
recognized as ordinary income under section 
1250(a). Proceeds of $95,000 are used to pur-
chase property similar or related in service 
or use to the condemned property and under 
section 1033(a)(3)(A) (without regard to sec-
tions 1245 and 1250) recognition of gain is 
limited to $5,000. The fair market values by 

classes of the property disposed of, and of the 
property acquired, are summarized in the 
table below: 

Fair market value of property 

Disposed of Acquired 

Section 1245 property ....... $35,000 $55,000 
Section 1250 property ....... 45,000 28,000 
Land ................................... 20,000 12,000 
Cash .................................. ........................ 5,000 

100,000 100,000 

(b) The allocations under subdivision (ii) of 
this subparagraph are summarized in the 
table below: 

Property disposed of 
Property acquired Cash 

Remaining Sec. 1245 Property Sec. 1250 Property Land 

$35,000 of section 1245 property ................... $35,000 ........................................ .................... ..................
$45,000 of section 1250 property ................... 1 17,000 $28,000 .................... ..................
$20,000 of land ............................................... 1 3,000 ........................................ $12,000 1 $5,000 

Total ......................................................... 55,000 28,000 12,000 5,000 

1 Determined by taxpayer pursuant to subdivision (ii)(d) of this subparagraph. 

(c) Upon the disposition of the section 1245 
property, only section 1245 property is ac-
quired, and thus gain (if any) would not be 
recognized under section 1245(a)(1). See sec-
tion 1245(b)(4). Upon the disposition of the 
section 1250 property gain under section 
1250(a) would not be recognized by reason of 
the application of section 1250(d)(4)(A). See 
subparagraph (1) of this paragraph. If the 
gain realized on the disposition of the land is 
not less than $5,000, then under section 
1033(a)(3)(A) the gain recognized would be 
$5,000, that is, an amount equal to the por-
tion of the proceeds from the disposition of 
the land ($5,000) not invested in qualifying 
property. 

(7) Disposition of portion of property. A 
disposition described in section 
1250(d)(4)(A) of a portion of an item of 
property gives rise to an addition to 
capital account described in the last 
sentence of paragraph (d)(2)(i) of 
§ 1.1250–5 (relating to property with 2 or 
more elements). If the addition to cap-
ital account is a separate improvement 
within the meaning of paragraph (d) of 
§ 1.1250–5, and thus an element, then 
immediately after the addition is made 
the amount of additional depreciation 
for such separate improvement shall be 
computed under subparagraph (5) of 
this paragraph by treating such por-
tion and such addition as separate 
properties. If the addition is not a sepa-
rate improvement, then immediately 

after the addition is made such prop-
erty is considered under paragraph 
(c)(5)(ii) of § 1.1250–5 as having a special 
element with the same amount of addi-
tional depreciation so computed. For 
purposes of computing applicable per-
centage, the holding period of the sepa-
rate improvement or special element 
(as the case may be), which is deter-
mined under section 1250(e)(1), does not 
include the holding period of the prop-
erty disposed of. 

(e) Sections 1071 and 1081 trans-
actions—(1) General. This paragraph 
prescribes regulations under section 
1250(d)(5) which apply in the case of a 
disposition of section 1250 property in a 
transaction in which gain (determined 
without regard to section 1250) is not 
recognized in whole or in part by rea-
son of the application of section 1071 
(relating to gain from sale or exchange 
to effectuate policies of FCC) or sec-
tion 1081 (relating to gain from sale or 
exchange in obedience to order of SEC). 

(2) Involuntary conversion treatment 
under section 1071. If section 1250 prop-
erty is disposed of and gain (deter-
mined without regard to section 1250) 
is not recognized in whole or in part 
solely by reason of an election under 
the first sentence of section 1071(a) to 
treat the transaction as an involuntary 
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conversion, the consequences of the 
transaction shall be determined under 
the principles of paragraph (d) of this 
section. 

(3) Basis reduction under sections 1071 
or 1082(a)(2). (i) If section 1250 property 
is disposed of and gain (determined 
without regard to section 1250) is not 
recognized in whole or in part by rea-
son of a reduction in basis of property 
pursuant to an election under section 
1071(a) or the application of section 
1082(a)(2), then the amount of gain 
taken into account by the transferor 
under section 1250(a) shall not exceed 
the sum of: 

(a) The amount of gain recognized on 
such disposition (determined without 
regard to section 1250), plus 

(b) In case involuntary conversion 
treatment was also elected under sec-
tion 1071(a), an amount equal to the 
cost of any stock purchased in a cor-
poration which (without regard to sec-
tion 1250) would result in nonrecogni-
tion of gain under section 1033(a)(3), as 
modified by section 1071(a), plus 

(c) The portion of the gain computed 
under section 1250(a) (without regard to 
this paragraph) which is neither taken 
into account under (a) or (b) of this 
subdivision nor applied under subdivi-
sion (ii) of this subparagraph to reduce 
the basis of section 1250 property. 

(ii)(a) The amount of gain computed 
under section 1250(a) (without regard to 
this paragraph) which is not taken into 
account under subdivision (i) (a) or (b) 
of this subparagraph shall be applied to 
the amount by which the basis of the 
section 1250 property was reduced 
under section 1071(a) or 1082(a)(2), as 
the case may be, before other gain 
(which is not gain computed under sec-
tion 1250(a)) is so applied. 

(b) If the basis of more than one item 
of section 1250 property was so reduced, 
the gain applied under (a) of this sub-
division to all such section 1250 prop-
erties shall be applied to such items in 
proportion to the amounts of their re-
spective basis reductions. 

(c) Any gain not applied under (a) of 
this subdivision shall be applied to the 
amount by which the basis of the non-
section 1250 property was reduced. 

(iii) If gain computed under section 
1250 is applied under subdivision (ii) of 
this subparagraph to reduce the basis 

of section 1250 property, the amount so 
applied shall be treated as additional 
depreciation in respect of such section 
1250 property. For treatment of such 
section 1250 property as having a spe-
cial element with additional deprecia-
tion consisting of such amount, see 
paragraph (c)(5)(i) of § 1.1250–5. For pur-
poses of computing applicable percent-
age, such special element shall have a 
holding period beginning on the day 
after the date as of which the prop-
erty’s basis was so reduced. 

(4) Section 1081(d)(1)(A) transaction. No 
gain shall be recognized under section 
1250(a) upon an exchange of property as 
to which gain is not recognized (with-
out regard to section 1250) because of 
the application of section 1081(d)(1)(A) 
(relating to transfers within system 
group). For treatment of property in 
the hands of a transferee, the prin-
ciples of paragraph (c)(3) of this section 
shall apply. 

(f) Property distributed by a partner-
ship to a partner—(1) General. For pur-
poses of section 1250 (d)(3) and (e)(2), 
the basis of section 1250 property dis-
tributed by a partnership to a partner 
shall be determined by reference to the 
adjusted basis of such property to the 
partnership. Thus, if section 731 applies 
to a distribution of section 1250 prop-
erty by a partnership to a partner, then 
even though the partner’s basis is not 
determined for other purposes by ref-
erence to the partnership’s basis, (i) 
the amount of gain taken into account 
by the partnership under section 
1250(a) is limited by section 1250(d)(3) 
to the amount of gain recognized to the 
partnership upon the distribution (de-
termined without regard to section 
1250), and (ii) the holding period of the 
property in the hands of the partner 
shall, under section 1250(e)(2), include 
the holding period of the property in 
the hands of the partnership. For non-
application of section 1250(d)(3) to a 
disposition to an organization (other 
than a cooperative described in section 
521) which is exempt from the tax im-
posed by chapter 1 of the Code, see 
paragraph (c)(1) of this section. 

(2) Treatment of property distributed by 
partnership. (i) If section 1250 property 
is distributed by a partnership to a 
partner in a distribution in which no 
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part of the partnership’s potential sec-
tion 1250 income in respect of the prop-
erty was recognized as ordinary income 
to the partnership under paragraph 
(b)(2)(ii) of § 1.751–1, the additional de-
preciation for the property in the 
hands of the distributee attributable to 
periods before the distribution shall be 
an amount equal to the total potential 
section 1250 income of the partnership 
in respect of the property immediately 
before the distribution, recomputed as 
if the applicable percentage for the 
property had been 100 percent. Under 
paragraph (c)(4) of § 1.751–1, the poten-
tial section 1250 income is, in effect, 
the gain to which section 1250(a) would 
have applied if the property had been 
sold by the partnership immediately 
before the distribution at its fair mar-
ket value at such time. 

(ii) If upon the distribution any po-
tential section 1250 income in respect 
of the property was recognized to the 
partnership under paragraph (b)(2)(ii) 
of § 1.751–1, then after the distribution 
the additional depreciation shall be an 
amount equal to (a) the total potential 
section 1250 income in respect of the 
property, as recomputed in subdivision 
(i) of this subparagraph, minus (b) the 
amount of potential section 1250 in-
come which would have been recog-
nized to the partnership under para-
graph (b)(2)(ii) of § 1.751–1 if the applica-
ble percentage for the property had 
been 100 percent. 

(iii) If the partner’s basis for the 
property immediately after the trans-
action exceeds the partnership’s ad-
justed basis for the property imme-
diately before the transaction, the ex-
cess may be an addition to capital ac-
count under paragraph (d)(2)(ii) of 
§ 1.1250–5 (relating to property with two 
or more elements). 

(3) Examples. The provisions of sub-
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. (i) A partnership distributes a 
building to Smith on January 1, 1969, in a 
complete liquidation of his partnership in-
terest to which section 736(a) does not apply. 
On the date of the distribution, the partner-
ship’s holding period for the property is 40 
full months and, accordingly, the applicable 
percentage under section 1250(a)(2) is 80 per-
cent. On such date, the partnership’s addi-
tional depreciation for the building ($6,250) is 

lower than the excess ($40,000) of its fair mar-
ket value ($140,000) over adjusted basis 
($100,000). Thus, under paragraph (c)(4) of 
§ 1.751–1, the partnership’s potential section 
1250 income in respect of the building is 
$5,000 (80 percent of $6,250). Assume that sec-
tion 751(b) does not apply to the distribution. 
Accordingly, no gain would be recognized to 
the partnership under section 731(b) (without 
regard to the application of section 1250). 
Smith’s basis for his partnership interest 
was $150,000, and under section 732(b) Smith’s 
basis for the building is equal to his basis for 
his partnership interest. Thus, Smith’s basis 
for the building is not determined by ref-
erence to the partnership’s basis for the 
building. Nevertheless, under subparagraph 
(1) of this paragraph, no gain is recognized to 
the partnership under section 1250(a)(2) and 
Smith’s holding period for the property in-
cludes the partnership’s holding period. 

(ii) Six full months after Smith received 
the building in the distribution, or July 1, 
1969, he sells it for $153,000. Assume that no 
depreciation was allowed or allowable to 
Smith for the building, and that the special 
rules under § 1.1250–5 for property with two or 
more elements do not apply. Since Smith’s 
holding period for the building includes its 
holding period in the hands of the partner-
ship, his holding period is 46 full months (40 
full months for the partnership plus 6 full 
months for Smith) and the applicable per-
centage under section 1250(a)(2) is 74 percent. 

(iii) Since no potential section 1250 income 
was recognized to the partnership under 
paragraph (b)(2)(ii) of § 1.751–1, the additional 
depreciation for the building attributable to 
periods before the distribution is determined 
under the provisions of subparagraph (2)(i) of 
this paragraph. Under such provisions, the 
potential section 1250 income to the partner-
ship, which was actually $5,000 (that is, 80 
percent of $6,250), is recomputed as if the ap-
plicable percentage were 100 percent, and 
thus such additional depreciation is $6,250 
(that is, 100 percent of $6,250). Since no de-
preciation was allowed or allowable for the 
building in Smith’s hands, the additional de-
preciation for the building attributable to 
Smith’s total holding period (46 full months) 
is $6,250. Since the gain realized ($3,000, that 
is, amount realized, $153,000, minus adjusted 
basis, $150,000), is lower than the additional 
depreciation ($6,250), the gain recognized to 
Smith under section 1250(a)(2) is $2,220 (that 
is, 74 percent of $3,000). 

Example 2. Assume the facts as in example 
(1) except that as a result of the distribution 
the partnership recognizes under paragraph 
(b)(2)(ii) of § 1.751–1 potential section 1250 in-
come of $1,000 (that is, 80 percent of $1,250). 
The additional depreciation attributable to 
periods before the distribution, as deter-
mined under the provisions of subparagraph 
(2)(ii) of this paragraph, is $5,000, that is, (a) 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00473 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



464 

26 CFR Ch. I (4–1–11 Edition) § 1.1250–3 

the total potential section 1250 income in re-
spect of the property, recomputed in example 
(1) as if the applicable percentage were 100 
percent ($6,250), minus (b) the amount of po-
tential section 1250 income which would have 
been recognized to the partnership under 
paragraph (b)(2)(ii) of § 1.751–1 if the applica-
ble percentage for the property had been 100 
percent ($1,250, that is, 100 percent of $1,250). 

(4) Treatment of partnership property 
after certain transactions. If under para-
graph (b)(3) of § 1.751–1 (relating to cer-
tain distributions of partnership prop-
erty other than section 751 property 
treated as sales or exchanges) a part-
nership is treated as purchasing sec-
tion 1250 property (or a portion thereof) 
from a distributee who relinquishes his 
interest in such property (or portion), 
then after the date of such purchase 
the following rules shall apply: 

(i) If only a portion of the property is 
treated as purchased, there shall be ex-
cluded from the additional deprecia-
tion for the remaining portion any ad-
ditional depreciation in respect of the 
purchased portion for periods before 
such purchase. 

(ii) In respect of the purchased prop-
erty (or portion), (a) as of the date of 
purchase the amount of additional de-
preciation shall be zero, and (b) for pur-
poses of computing applicable percent-
age the holding period shall begin on 
the day after the date of such purchase. 

(5) Cross reference. See paragraph (f) 
of § 1.1250–1 for the amount of addi-
tional depreciation for partnership 
property in respect of a partner who 
acquired his partnership interest in 
certain transactions when an election 
under section 754 (relating to optional 
adjustments to basis of partnership 
property) was in effect. 

(g) Disposition of principal residence— 
(1) In general. (i) Section 1250(d)(7)(A) 
provides that section 1250(a) shall not 
apply to a disposition of property by a 
taxpayer to the extent the property is 
used by the taxpayer as his principal 
residence (within the meaning of sec-
tion 1034(a) and the regulations there-
under, relating to a sale or exchange of 
residence). Thus, for example, if a doc-
tor sells a house, of which one portion 
was used as his principal residence 
within the meaning of section 1034(a) 
and the other portion was properly sub-
ject to the allowance for depreciation 
as property used in his trade or busi-

ness, then, by reason of the application 
of section 1250(d)(7)(A), section 1250(a) 
does not apply in respect of the disposi-
tion of the portion used as his principal 
residence. The provisions of this sub-
paragraph shall apply regardless of 
whether section 1034 applies. Thus, for 
example, if section 1034 did not apply 
to the sale because the doctor did not 
invest in a new principal residence 
within the period specified in section 
1034, nevertheless section 1250(a) would 
not apply to the disposition of the por-
tion used as a principal residence. 

(ii) Section 1250(d)(7)(B) provides that 
section 1250(a) shall not apply to a dis-
position of section 1250 property by a 
taxpayer who, in respect of the prop-
erty, satisfies the age and ownership 
requirements of section 121 (relating to 
exclusion from gross income of gain on 
sale or exchange of residence of indi-
vidual who has attained age 65), but 
only to the extent the taxpayer satis-
fies the use requirements of section 121 
in respect of such property. Thus, if a 
taxpayer has attained the age of 65 be-
fore the date on which he disposes of 
section 1250 property, and if during the 
8-year period ending on the date of the 
disposition the property has been 
owned and used by the taxpayer solely 
as his principal residence for periods 
aggregating 5 years or more, then sec-
tion 1250(a) does not apply in respect to 
the disposition. This result would not 
be changed even if the taxpayer does 
not or cannot make the election pro-
vided for in section 121 and even if sec-
tion 121 applies to only a portion of the 
gain because the adjusted sales price 
exceeds the $20,000 limitation in sec-
tion 121(b)(1). If, however, only a por-
tion of the property has been used as 
his principal residence for such periods 
aggregating 5 years or more, then, by 
reason of the application of section 
1250(d)(7)(B), section 1250(a) is inappli-
cable only to the portion so used. For 
special rules for determining whether 
the age, ownership, and use require-
ments of section 121 are treated as sat-
isfied, and for the manner of applying 
such requirements, see section 121(d) 
and the regulations thereunder. 

(2) Concurrent operation of section 
1250(d)(7) with other provisions. Upon the 
disposition of a principal residence, 
gain computed under section 1250(a) 
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may not be recognized in whole or in 
part by reason of the application of 
both the provisions of section 1250(d)(7) 
and the provisions of one of the other 
exceptions or limitations enumerated 
in section 1250(d). Thus, for example, if 
an entire house is transferred as a gift, 
and if section 1250(d)(7) applies to only 
a portion of the house, then section 
1250(d)(1) excepts the disposition of the 
entire house from the application of 
section 1250(a). 

(3) Special rule. If by reason of section 
1250(d)(7) a disposition is partially ex-
cepted from the application of section 
1250(a), and if no other paragraph of 
section 1250(d) excepts the disposition 
entirely from such application, then 
the gain to which section 1250(a) ap-
plies shall be an amount which bears 
the same ratio to (i) the gain computed 
under section 1250(a) (without regard to 
section 1250(d)(7)), as (ii) the fair mar-
ket value of the portion of the property 
to which the exception in section 
1250(d)(7) does not apply, bears to (iii) 
the total fair market value of the prop-
erty. Thus, for example, if under para-
graph (a)(2) of this section gain of $300 
would be recognized as ordinary in-
come under section 1250(a) (without re-
gard to section 1250(d)(7)) upon a com-
bined sale and gift of section 1250 prop-
erty, and if the property has a fair 
market value of $25,000 of which $10,000 
is properly allocable to a portion not 
used as a principal residence, then the 
amount of gain recognized as ordinary 
income under section 1250(a) would be 
$120 (10/25 of $300). 

(4) Treatment of property in hands of 
transferee. If property is disposed of in 
a transaction to which section 
1250(d)(7) applies, and if its basis in the 
hands of the transferee is determined 
by reference to its basis in the hands of 
the transferor by reason of the applica-
tion of section 1250(d)(1) (relating to 
gifts) or section 1250(d)(3) (relating to 
certain tax-free transactions), then the 
treatment of the property in the hands 
of the transferee shall be determined 
under paragraph (a)(3) or (c)(3) (which-
ever is applicable) of this section 

(5) Treatment of property acquired in 
like kind exchange or involuntary conver-
sion. If property is disposed of in a 
transaction to which section 1250(d)(7) 
(relating to principal residence) and 

section 1250(d)(4) (relating to like kind 
exchanges and involuntary conver-
sions) apply, then: 

(i) The basis of the property acquired 
shall be determined under the applica-
ble provisions of paragraph (d) (2), (3), 
or (4) of this section, applied as if all 
gain computed under section 1250(a) 
(except any gain not recognized solely 
by reason of the application of section 
1250(d)(7)) were not taken into account 
by reason of section 1250(d)(4)(A), 

(ii) The additional depreciation for 
the property acquired shall be deter-
mined in the manner prescribed in 
paragraph (d)(5) of this section, so ap-
plied, and 

(iii) For purposes of computing the 
applicable percentage, the holding pe-
riod of the acquired property shall be 
determined under section 1250(e)(1). 

(6) Treatment of property acquired in 
section 1034 transaction. If a principal 
residence is disposed of in a trans-
action to which section 1250(d)(7) ap-
plies, and if by reason of the applica-
tion of section 1034 (relating to sale or 
exchange of residence) the basis of 
property acquired in the transaction is 
determined by reference to the basis in 
the hands of the taxpayer of the prop-
erty disposed of, then: 

(i) The additional depreciation for 
the acquired property immediately 
after the transaction shall be an 
amount equal to (a) the amount of the 
additional depreciation for the prop-
erty disposed of, minus (b) the amount 
of any gain which would have been 
taken into account under section 
1250(a) by the transferor upon the dis-
position if the applicable percentage 
for the property had been 100 percent, 

(ii) For purposes of computing the 
applicable percentage, the holding pe-
riod of the acquired property includes 
the holding period of the disposed of 
property (see section 1250(e)(3)), 

(iii) If the adjusted basis of the ac-
quired property exceeds the adjusted 
basis immediately before the transfer 
of the property disposed of, the excess 
is an addition to capital account under 
paragraph (d)(2)(ii) of § 1.1250–5 (relat-
ing to property with more than one ele-
ment), and 

(iv) If the property disposed of con-
sisted of two or more elements within 
the meaning of paragraph (c) of § 1.1250– 
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5, see paragraph (e)(3) of § 1.1250–5 for 
the amount of additional depreciation 
and the holding period for each ele-
ment in the hands of the transferee. 

(h) Limitation for disposition of quali-
fied low-income housing—(1) Limitation 
on gain. (i) Under section 1250(d)(8)(A), 
if section 1250 property is disposed of 
and gain (determined without regard to 
section 1250) is not recognized in whole 
or in part under section 1039 (relating 
to certain sales of low-income housing 
projects), then the amount of gain rec-
ognized by the transferor under section 
1250(a) shall not exceed the greater of: 

(a) The amount of gain recognized 
under section 1039 (determined without 
regard to section 1250), or 

(b) The excess, if any, of the amount 
of gain which would, but for section 
1250(d)(8)(A), be taken into account 
under section 1250(a), over the cost of 
the section 1250 property acquired in 
the transaction. 
For purposes of this paragraph the 
term qualified housing project, approved 
disposition, reinvestment period, and net 
amount realized shall have the same 
meaning as in section 1039 and § 1.1039– 
1. 

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

Example 1. (i) Taxpayer A owns a qualified 
housing project and makes an approved dis-
position of the project on January 1, 1971. 
The net amount realized upon the disposi-
tion is $550,000, of which $475,000 is attrib-
utable to section 1250 property. The adjusted 
basis of the section 1250 property is $250,000 
and the gain realized on the disposition of 
section 1250 property is $225,000. The addi-
tional depreciation for the property is 
$100,000, the applicable percentage is 48 per-
cent, and if section 1250(d)(8)(A) did not 
apply to the disposition, $48,000 of gain would 
be recognized under section 1250(a). Within 
the reinvestment period, A purchases a re-
placement qualified housing project at a cost 
of $525,000, of which $425,000 is attributable to 
section 1250 property. A properly elects 
under section 1039(a) and the regulations 
thereunder to limit the recognition of gain 
(determined without regard to section 1250) 
to $25,000, that is, the excess of the net 
amount realized ($550,000) over the cost of 
the replacement housing project ($525,000). 

(ii) The amount of gain recognized under 
section 1250(a) is limited to $25,000, that is, 
the greater of (a) the amount of gain recog-
nized without regard to section 1250(a) 
($25,000), or (b) the excess of (1) the amount 

of gain which would be taken into account 
under section 1250(a) if section 1250(d)(8)(A) 
did not apply ($225,000), over (2) the cost of 
the replacement section 1250 property 
($425,000), or zero. 

Example 2. The facts are the same as in ex-
ample (1) except that only $180,000 of the cost 
of the replacement housing project is attrib-
utable to section 1250 property. Thus, the 
gain recognized under section 1250(a) is lim-
ited to $45,000, the greater of (a) the excess of 
(1) the amount of gain which would be taken 
into account under section 1250(a) if section 
1250(d)(8)(A) did not apply ($225,000), over (2) 
the cost of the replacement section 1250 
property ($180,000), or (b) the amount of gain 
recognized without regard to section 1250 
($25,000). 

(2) Replacement project consisting of 
more than one element. (i) If (a) section 
1250 property is disposed of, (b) any por-
tion of the gain which would have been 
recognized under section 1250(a) is not 
recognized by reason of section 
1250(d)(8)(A), and (c) the cost of the re-
placement section 1250 property con-
structed, reconstructed, or acquired 
during the reinvestment period exceeds 
the net amount realized attributable to 
the section 1250 property disposed of, 
then the section 1250 property shall 
consist of two elements. For purposes 
of this paragraph, the reinvestment ele-
ment is that portion of the section 1250 
property constructed, reconstructed, or 
acquired during the reinvestment pe-
riod the cost of which does not exceed 
the net amount realized attributable to 
the section 1250 property disposed of, 
reduced by any gain recognized with 
respect to such property. The additional 
cost element is that portion of the sec-
tion 1250 property constructed, recon-
structed, or acquired during the rein-
vestment period whose cost exceeds the 
net amount realized attributable to the 
section 1250 property disposed of. 

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

Example 1. (i) Taxpayer B disposes of a 
qualified housing project consisting of sec-
tion 1250 property with an adjusted basis of 
$500,000 and land with a basis of $100,000. The 
amount realized on the disposition is $750,000 
of which $650,000 is attributable to the sec-
tion 1250 property. B constructs a replace-
ment housing project at a cost of $1,000,000 of 
which $850,000 is attributable to section 1250 
property. B elects in accordance with the 
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provisions of section 1039(a) and the regula-
tions there under not to recognize the 
$150,000 gain realized. 

(ii) Under section 1250(d)(8)(A) no gain is 
recognized under section 1250(a). The re-
placement section 1250 property consists of 
the two elements. The reinvestment element 
has a cost of $650,000, i.e., that portion of the 
replacement section 1250 property the cost of 
which does not exceed the amount realized 
attributable to the section 1250 property dis-
posed of ($650,000), reduced by any gain rec-
ognized with respect to such property (zero). 
The additional cost element has a cost of 
$200,000, that is, the excess of the cost of the 
replacement section 1250 property ($850,000) 
over the amount realized attributable to the 
section 1250 property disposed of ($650,000). 

(3) Basis of property acquired. (i) If 
section 1250 property is disposed of and 
gain (determined without regard to 
section 1250) is not recognized in whole 
or in part under section 1039 (relating 
to certain sales of low-income housing 
projects), then the basis of the section 
1250 property and other property ac-
quired in the transaction shall be de-
termined in accordance with the rules 
of this subparagraph. Generally, the 
basis of the property acquired in a 
transaction to which section 1039(a) ap-
plies is its cost reduced by the amount 
of any gain not recognized attributable 
to the property disposed of (see section 
1039(d)). In a case where the replace-
ment section 1250 property con-
structed, reconstructed, or acquired 
within the reinvestment period is 
treated as consisting of more than one 
element under section 1250(d)(8)(e), the 
aggregate basis of the property deter-
mined under section 1039(d) shall be al-
located as follows: first, to the rein-
vestment element of the section 1250 
property, in an amount equal to the 
amount determined under section 
1250(d)(8)(E)(i) reduced by the amount 
of any gain not recognized attributable 
to the section 1250 property disposed of; 
second, to the other replacement prop-
erty (other than section 1250 property) 
in an amount equal to the amount of 
its cost reduced (but not below zero) by 
any remaining amount of gain not rec-
ognized; and finally, to the additional 
cost element of the section 1250 prop-
erty, in an amount equal to the 
amount determined under section 
1250(d)(8)(E)(ii) reduced by any amount 
of gain not recognized which has not 
been taken into account in deter-

mining the basis of the reinvestment 
element and the other replacement 
property that is not section 1250 prop-
erty. See paragraph (h)(2) of this sec-
tion for definition of the terms reinvest-
ment element and additional cost element. 

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

Example 1. The facts are the same as in ex-
ample (1) of subparagraph (1)(ii) of this para-
graph. The basis of the replacement section 
1250 property is $225,000, the amount of the 
reinvestment element ($425,000) minus the 
gain not recognized attributable to the sec-
tion 1250 property disposed of ($200,000). 

Example 2. Taxpayer C disposes of a quali-
fied housing project on January 1, 1971. The 
adjusted basis for the project is $3,800,000, of 
which $3,000,000 is attributable to section 
1250 property and $800,000 is attributable to 
land. The amount realized on the disposition 
is $5,000,000, of which $4,000,000 is attrib-
utable to the section 1250 property and 
$1,000,000 is attributable to the land. The 
gain realized upon the disposition is 
$1,200,000, that is, amount realized ($5,000,000) 
minus adjusted basis ($3,800,000), of which 
$1,000,000 is attributable to the section 1250 
property disposed of. Within the reinvest-
ment period, C purchases another qualified 
housing project at a cost of $5,500,000, of 
which $4,000,000 is attributable to section 
1250 property and $1,500,000 is attributable to 
other property. C makes an election under 
section 1039(a) and the regulations there-
under and none of the $1,200,000 gain realized 
on the disposition is recognized (determined 
without regard to section 1250). Under sec-
tion 1250(d)(8)(A), none of the gain realized is 
recognized under section 1250(a). The basis of 
the replacement section 1250 property is 
$3,000,000, that is, the amount of the rein-
vestment element ($4,000,000) less the 
amount of gain not recognized attributable 
to section 1250 property disposed of 
($1,000,000). The basis of the other property 
acquired is $1,300,000, that is, its cost 
($1,500,000) reduced by the remaining gain 
not recognized ($200,000). 

Example 3. The facts are the same as in ex-
ample (2) except that the cost of the replace-
ment section 1250 property is $4,500,000 and 
the cost of the other property is $1,000,000. 
Thus, the replacement section 1250 property 
consists of two elements under section 
1250(d)(8)(E). The reinvestment element (sec-
tion 1250(d)(8)(E)(i)) has a basis of $3,000,000, 
that is $4,000,000 (that portion of the section 
1250 property acquired the cost of which does 
not exceed the net amount realized attrib-
utable to the section 1250 property disposed 
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of), reduced by $1,000,000 (the gain not recog-
nized attributable to the section 1250 prop-
erty disposed of). The basis of the other prop-
erty is $800,000, that is, its cost ($1,000,000) re-
duced by the remaining gain not recognized 
($200,000). The additional cost element (sec-
tion 1250(d)(8)(E)(ii)) has a basis of $500,000, 
that is, the portion of the section 1250 prop-
erty acquired the cost of which exceeds the 
net amount realized attributable to the sec-
tion 1250 property disposed of. This amount 
($500,000) is not reduced by any amount of 
gain not recognized because all of the gain 
not recognized has already been taken into 
account in determining the basis of the rein-
vestment element and the other replacement 
property that is not section 1250 property. 

(4) Additional depreciation for property 
acquired. (i) If a qualified housing 
project is disposed of in a transaction 
to which section 1039(a) applies, the ad-
ditional depreciation for the replace-
ment property immediately after the 
transaction shall be an amount equal 
to (a) the amount of additional depre-
ciation for the property disposed of, 
minus (b) the amount of additional de-
preciation necessary to produce the 
amount of gain recognized under sec-
tion 1250(a). Thus, if no gain is recog-
nized upon a disposition of a qualified 
housing project, the additional depre-
ciation for the property acquired will 
be the same as for the property dis-
posed of. On the other hand, if upon 
disposition of a project, gain of $40,000 
was recognized under section 1250(a), 
and if the additional depreciation for 
the project and the applicable percent-
age were $100,000 and 80 percent, respec-
tively, the additional depreciation for 
the replacement housing project would 
be $50,000, that is, $100,000 minus 
$50,000, the amount of additional depre-
ciation necessary to produce $40,000 of 
recognized gain where the applicable 
percentage is 80 percent. 

(ii) If the property acquired in the 
transaction consists of more than one 
element of section 1250 property by rea-
son of section 1250(d)(8)(E), the addi-
tional depreciation under subdivision 
(i) of this subparagraph shall be allo-
cated solely to the reinvestment ele-
ment. 

(5) Additional limitation. If, in a trans-
action to which section 1039(a) applies, 
gain is recognized by the taxpayer, the 
amount of gain recognized which is at-
tributable to section 1250 property dis-
posed of is, under section 

1250(d)(8)(F)(i), limited to an amount 
equal to the net amount realized at-
tributable to the section 1250 property 
disposed of reduced by the greater of (i) 
the adjusted basis of the section 1250 
property disposed of, or (ii) the cost of 
the section 1250 property acquired. The 
limitation of section 1250(d)(8)(F)(i) 
may be illustrated by the following ex-
ample: 

Example: Taxpayer D owns property consti-
tuting a qualified housing project under sec-
tion 1039(b)(1). In an approved disposition, 
the project is sold for $225,000. The net 
amount realized on the disposition is $225,000 
of which $175,000 is attributable to the sec-
tion 1250 property disposed of. The adjusted 
basis of such property is $150,000 and thus the 
gain realized upon the disposition of the sec-
tion 1250 property is $25,000. Assume that the 
total gain realized upon disposition of the 
project is $45,000. Within the reinvestment 
period, D purchases another qualified hous-
ing project at a cost of $200,000, of which 
$160,000 is attributable to section 1250 prop-
erty. D elects, in accordance with section 
1039(a) and the regulations thereunder, to 
limit the recognition of gain to $25,000, that 
is, the net amount realized ($225,000), minus 
the cost of the replacement housing project 
($200,000). Under this subparagraph, $15,000 of 
the $25,000 gain recognized is attributable to 
the section 1250 property disposed of, that is, 
the net amount realized attributable to the 
section 1250 property disposed of ($175,000), 
reduced by $160,000, the greater of the ad-
justed basis of the section 1250 property dis-
posed of ($150,000) or the cost of the section 
1250 property acquired ($160,000). 

(6) Allocation rule. (i) If, in a trans-
action to which paragraph (h)(1) of this 
section applies, the section 1250 prop-
erty disposed of is treated as consisting 
of more than one element by reason of 
the application of section 1250(d)(8)(E) 
with respect to a prior transaction, 
then the amount of gain recognized, 
the net amount realized, and the addi-
tional depreciation with respect to 
each such element shall be allocated to 
the elements of the replacement sec-
tion 1250 property in accordance with 
the provisions of this subparagraph. 

(ii) The portion of the net amount re-
alized upon such a disposition which 
shall be allocated to each element of 
the section 1250 property disposed of is 
that amount which bears the same 
ratio to the net amount realized attrib-
utable to all the section 1250 property 
disposed of in the transaction as the 
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additional depreciation for that ele-
ment bears to the total additional de-
preciation for all elements disposed of. 
If any gain is recognized upon disposi-
tion of the section 1250 property, such 
gain shall be allocated to each element 
in the same proportion as the gain re-
alized for that element bears to the 
gain realized for all elements disposed 
of. The additional depreciation for each 
reinvestment element of the replace-
ment section 1250 property shall be the 
same as for the corresponding element 
of the property disposed of, decreased 
by the amount of additional deprecia-
tion necessary to produce the amount 
of gain recognized for such element. 
The additional depreciation for any ad-
ditional cost element shall be zero. 

(iii) The principles of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example: Taxpayer E disposes of a qualified 
housing project in an approved disposition. 
The net amount realized is $1,090,000 of which 
$900,000 is attributable to section 1250 prop-
erty. The section 1250 property consists of (1) 
a reinvestment element with an adjusted 
basis of $300,000, additional depreciation of 
$100,000, and an applicable percentage of 50 
percent, and (2) an additional cost element 
with an adjusted basis of $200,000, additional 
depreciation of $50,000, and an applicable per-
centage of 80 percent. Gain of $400,000 is real-
ized on the disposition of the section 1250 
property, that is, amount realized ($900,000) 
minus adjusted basis ($500,000). Within the 
reinvestment period, E purchases another 
qualified housing project at a cost of 
$1,000,000 of which $840,000 is attributable to 
section 1250 property. E elects, in accordance 
with section 1039 and the regulations there-
under, to limit recognition of gain (deter-
mined without regard to section 1250) to 
$90,000, that is, the excess of the net amount 
realized ($1,090,000) over the cost of the re-
placement project ($1,000,000). Under section 
1250(d)(8)(A), the amount of gain recognized 
under section 1250(a) is limited to $90,000 (see 
subparagraph (1) of this paragraph). Under 
section 1250(d)(8)(F)(ii) and this subpara-
graph, $600,000 of the $900,000 net amount re-
alized attributable to the section 1250 prop-
erty is allocated to the reinvestment ele-
ment, that is, additional depreciation for the 
element ($100,000) over total additional de-
preciation ($150,000) times the net amount re-
alized ($900,000). The remaining $300,000 is al-
located to the additional cost element. Thus, 
the gain realized attributable to the rein-
vestment element is $300,000, that is, net 
amount realized ($600,000) minus adjusted 
basis ($300,000). The gain realized attrib-

utable to the additional cost element is 
$100,000, that is, net amount realized 
($300,000) minus adjusted basis ($200,000). 
Under subparagraph (5) of this paragraph, 
the gain recognized attributable to the sec-
tion 1250 property is limited to $60,000, that 
is, the net amount realized attributable to 
the section 1250 property disposed of 
($900,000) minus the greater of the adjusted 
basis of such property ($500,000) or the cost of 
the section 1250 property acquired in the 
transaction ($840,000). Under section 
1250(d)(8)(F)(ii) and this subparagraph, $45,000 
of the $60,000 gain recognized is attributable 
to the reinvestment element, that is, $60,000 
multiplied by a fraction whose numerator is 
the gain realized attributable to the rein-
vestment element ($300,000) and whose de-
nominator is the total gain realized attrib-
utable to all the section 1250 property 
($400,000). The remaining $15,000 of the gain 
recognized is attributable to the additional 
cost element. The new property acquired has 
no additional cost element. The reinvest-
ment element of the new property acquired 
consists of 2 subelements corresponding to 
the reinvestment element and additional 
cost element of the property disposed of. The 
subelement corresponding to the reinvest-
ment element has additional depreciation of 
$10,000, that is, its additional depreciation 
immediately before the disposition ($100,000), 
minus $90,000, the amount of additional de-
preciation necessary to produce $45,000 of 
section 1250(a) gain where the applicable per-
centage is 50 percent. The subelement cor-
responding to the additional cost element 
has additional depreciation of $31,250, that is, 
its additional depreciation immediately be-
fore the disposition ($50,000), minus $18,750, 
the amount of additional depreciation nec-
essary to produce $15,000 of section 1250(a) 
gain where the applicable percentage is 80 
percent. 

[T.D. 7084, 36 FR 275, Jan. 8, 1971, as amended 
by T.D. 7193, 37 FR 12957, June 30, 1972; T.D. 
7400, 41 FR 5101, Feb. 4, 1976; 41 FR 7095, Feb. 
17, 1976] 

§ 1.1250–4 Holding period. 
(a) General. In general, for purposes 

only of determining the applicable per-
centage (as defined in section 1250 
(1)(C) and (2)(B)) of section 1250 prop-
erty, the holding period of the property 
shall be determined under the rules of 
section 1250(e) and this section and not 
under the rules of section 1223. If the 
property is treated as consisting of two 
or more elements (within the meaning 
of paragraph (c)(1) of § 1.1250–5), see 
paragraph (a)(2)(ii) of § 1.1250–5 for ap-
plication of this section to determina-
tion of holding period of each element. 
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Section 1250(e) does not affect the de-
termination of the amount of addi-
tional depreciation in respect of sec-
tion 1250 property. 

(b) Beginning of holding period. (1) For 
the purpose of determining the applica-
ble percentage, in the case of property 
acquired by the taxpayer (other than 
by means of a transaction referred to 
in paragraph (c) or (d) of this section), 
the holding period of the property shall 
begin on the day after the date of its 
acquisition. See section 1250(e)(1)(A). 
Thus, for example, if a taxpayer pur-
chases section 1250 property on Janu-
ary 1, 1965, the holding period of the 
property begins on January 2, 1965. If 
he sells the property on October 1, 1966, 
the holding period on the day of the 
sale is 21 full months, and, accordingly, 
the applicable percentage is 99 percent. 
This result would not be changed even 
if the property initially had been used 
solely as the taxpayer’s residence for a 
portion of the 21-month period. If, how-
ever, the property were sold on Sep-
tember 30, 1966, the holding period 
would be only 20 full months. 

(2) For the purpose of determining 
the applicable percentage in the case of 
property constructed, reconstructed, or 
erected by the taxpayer, the holding 
period of the property shall begin on 
the first day of the month during 
which the property is placed in service. 
See section 1250(e)(1)(B). Thus, for ex-
ample, if a taxpayer constructs section 
1250 property and places it in service on 
January 15, 1965, its holding period be-
gins on January 1, 1965. If the taxpayer 
sells the property on December 31, 1966, 
its holding period on the day of sale is 
24 full months, and, accordingly, the 
applicable percentage is 96 percent. For 
purposes of this subparagraph, prop-
erty is placed in service on the date on 
which it is first used, whether in a 
trade or business, in the production of 
income, or in a personal activity. Thus, 
for example, a residence constructed by 
a taxpayer for his personal use is 
placed in service on the date it is occu-
pied as a residence. For purposes of de-
termining the date property is placed 
in service, it is immaterial when the 
period begins for depreciation with re-
spect to the property under any depre-
ciation practice under which deprecia-
tion begins in any month other than 

the month in which the property is 
placed in service. If one or more units 
of a single property are placed in serv-
ice on different dates before the com-
pletion of the property, see paragraph 
(c)(3) of § 1.1250–5 (relating to treatment 
of each such unit as an element). 

(c) Property with transferred basis. 
Under section 1250(e)(2), if the basis of 
property acquired in a transaction de-
scribed in this subparagraph is deter-
mined by reference to its basis in the 
hands of the transferor, then the hold-
ing period of the property in the hands 
of the transferee shall include the hold-
ing period of the property in the hands 
of the transferor. The transactions de-
scribed in this subparagraph are: 

(1) A gift described in section 
1250(d)(1). 

(2) Certain transfers at death to the 
extent provided in paragraph (b)(2)(ii) 
of § 1.1250–3. 

(3) Certain tax-free transactions to 
which section 1250(d)(3) applies. For ap-
plication of section 1250 (d)(3) and (e)(2) 
to a distribution by a partnership to a 
partner, see paragraph (f)(1) of § 1.1250– 
3. 

(4) A transfer described in paragraph 
(e)(4) of § 1.1250–3 (relating to trans-
action under section 1081(d)(1)(A)). 

(d) Principal residence acquired in cer-
tain transactions. The holding period of 
a principal residence acquired in a 
transaction to which section 1034 and 
paragraph (g)(6) of § 1.1250–3 apply in-
cludes the holding period of the prin-
cipal residence disposed of in such 
transaction. See section 1250(e)(3). The 
holding period of a principal residence 
acquired does not include the period 
beginning on the day after the date of 
the disposition and ending on the date 
of the acquisition. 

(e) Application of transferred basis and 
principal residence rules. The determina-
tion of holding period under this sec-
tion shall be made without regard to 
whether a transaction occurred prior 
to the effective date of section 1250 and 
without regard to whether there was 
any gain upon the transaction. Thus, 
for example, under paragraph (c) of this 
section a donee’s holding period for 
property includes his donor’s holding 
period notwithstanding that the gift 
occurred on or before December 31, 
1963, or that there was no additional 
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depreciation in respect of the property 
at the time of the gift. 

(f) Qualified low-income housing project 
acquired in certain transactions. The 
holding period of a reinvestment element 
(and of subelements thereof) of section 
1250 property (as defined in paragraph 
(h) (2) of § 1.1250–3) acquired in a trans-
action to which sections 1039(a) and 
1250(d)(8)(A) apply includes the holding 
period of the corresponding element of 
the section 1250 property disposed of. 
See section 1250(e)(4). The holding pe-
riod of the additional cost element (as de-
fined in paragraph (h)(2) of § 1.1250–3) 
begins on the date the replacement 
project is acquired. The holding period 
of a reinvestment element of section 1250 
property does not include the period 
beginning on the day after the date of 
the disposition and ending (1) on the 
date of the acquisition of the replace-
ment housing project, or (2) on the date 
the replacement housing project con-
structed or reconstructed by the tax-
payer is placed in service. 

(g) Cross reference. If the adjusted 
basis of the property in the hands of 
the transferee immediately after a 
transaction to which paragraph (c) or 
(d) of this section applies exceeds its 
adjusted basis in the hands of the 
transferor immediately before the 
transaction, the excess is an addition 
to capital account under paragraph 
(d)(2)(ii) of § 1.1250–5 (relating to prop-
erty with two or more elements). 

[T.D. 7084, 36 FR 281, Jan. 8, 1971, as amended 
by T.D. 7400, 41 FR 5103, Feb. 4, 1976] 

§ 1.1250–5 Property with two or more 
elements. 

(a) Dispositions before January 1, 1970— 
(1) Amount treated as ordinary income. If 
section 1250 property consisting of two 
or more elements (described in para-
graph (c) of this section) is disposed of 
before January 1, 1970, the amount of 
gain taken into account under section 
1250(a)(2) shall be the sum, determined 
in three steps under subparagraphs (2), 
(3), and (4) of this paragraph, of the 
amounts of gain for each element. 

(2) Step 1. The first step is to make 
the following computations: 

(i) In respect of the property as a 
whole, compute the additional depre-
ciation (as defined in section 1250(b)), 
and the gain realized. For purposes of 

this paragraph, in the case of a trans-
action other than a sale, exchange or 
involuntary conversion, the gain real-
ized shall be considered to be the ex-
cess of the fair market value of the 
property over its adjusted basis. 

(ii) In respect of each element as if it 
were a separate property, compute the 
additional depreciation for the ele-
ment, and the applicable percentage 
(as defined in section 1250(a)(2)) for the 
element. For additional depreciation in 
respect of an element of property ac-
quired in certain transactions, see 
paragraph (e) of this section. For pur-
poses of determining additional depre-
ciation, the holding period of an ele-
ment shall be determined under section 
1223, applied by treating the element as 
a separate property. However, for the 
purpose of determining applicable per-
centage, the holding period for an ele-
ment shall, except to the extent pro-
vided in paragraphs (c)(5), (e), and (f) of 
this section, be determined in accord-
ance with the rules prescribed in 
§ 1.1250–4. 

(3) Step 2. The second step is to deter-
mine the amount of gain for each ele-
ment in the following manner: 

(i) If the amount of additional depre-
ciation in respect of the property as a 
whole is equal to the sum of the addi-
tional depreciation in respect of each 
element having additional deprecia-
tion, and if such amount is not more 
than the gain realized, then the 
amount of gain to be taken into ac-
count for an element is the product of 
the additional depreciation for the ele-
ment, multiplied by the applicable per-
centage for the element. 

(ii) If subdivision (i) of this subpara-
graph does not apply, the amount of 
gain to be taken into account for an 
element is the product of: 

(a) The additional depreciation for 
the element, multiplied by 

(b) The applicable percentage for the 
element, and multiplied by 

(c) A ratio, computed by dividing (1) 
the lower of the additional deprecia-
tion in respect of the property as a 
whole or the gain realized, by (2) the 
sum of the additional depreciation in 
respect of each element having addi-
tional depreciation. 

(4) Step 3. The third step is to com-
pute the sum of the amounts of gain 
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for each element, as determined in step 
2. 

(5) Examples. The provisions of this 
subparagraph may be illustrated by the 
following examples: 

Example 1. Gain of $35,000 is realized upon a 
sale, before January 1, 1970, of section 1250 
property which consists of four elements (W, 
X, Y, and Z). Since on the date of the sale 
the amount of additional depreciation in re-
spect of the property as a whole ($24,000) is 
equal to the sum of the additional deprecia-
tion in respect of each element having addi-
tional depreciation and is less than the gain 
realized, the additional depreciation for each 
element is determined under subparagraph 
(3)(i) of this paragraph. The amount of gain 
taken into account under section. 1250(a)(2) 
is $7,500, as determined in the following table 
in accordance with the additional facts as-
sumed. 

Element Additional 
depreciation× 

Applicable 
percentage= 

Gain for 
element 

W ................. $12,000× 0= 0 
X .................. 6,000× 50= $3,000 
Y .................. 0× 63= 0 
Z .................. 6,000× 75= 4,500 

Totals ....... 24,000 7,500 

Example 2. Assume the same facts as in ex-
ample (1), except that in respect of the prop-
erty as a whole the additional depreciation is 
$20,000 because with respect to element Y ad-
ditional depreciation allowed was $4,000 less 
than straight line. Accordingly, the sum of 
the additional depreciation for each element 
having additional depreciation is $24,000, 
that is, $4,000 greater than the additional de-
preciation in respect of the property as a 
whole. Thus, the additional depreciation for 
each element is determined under subpara-
graph (3)(ii) of this paragraph. The ratio re-
ferred to in subparagraph (3)(ii)(c) of this 
paragraph is twenty twenty-fourths, that is, 
the lower of additional depreciation in re-
spect of the property as a whole ($20,000) or 
the gain realized ($35,000), divided by the sum 
of the additional depreciation in respect of 
each element having additional depreciation 
($24,000). The amount of gain taken into ac-
count under section 1250(a)(2) is $6,250, as de-
termined in the following table: 

Element Additional 
depreciation× 

Applicable 
percentage× Ratio= Gain for 

element 

W ........... $12,000× 0× 20:24= 0 
X ............ 6,000× 50× 20:24= $2,500 
Y ............ 0× 63× 20:24= 0 
Z ............ 6,000× 75× 20:24= 3,750 

Totals 24,000 6,250 

(b) Dispositions after December 31, 
1969—(1) Amount treated as ordinary in-

come. If section 1250 property con-
sisting of two or more elements (de-
scribed in paragraph (c) of this section) 
is disposed of after December 31, 1969, 
the amount of gain taken into account 
under section 1250(a) shall be the sum, 
determined in 5 steps under subpara-
graphs (2), (3), (4), (5), and (6) of this 
paragraph, of the amount of gain for 
each element. Steps 3 and 4 are used 
only if the gain realized exceeds the ad-
ditional depreciation attributable to 
periods after December 31, 1969, in re-
spect of the property as a whole. 

(2) Step 1. The first step is to make 
the following computations: 

(i) In respect of the property as a 
whole, compute the additional depre-
ciation (as defined in section 1250(b)) 
attributable to periods after December 
31, 1969, and the gain realized. For pur-
poses of this paragraph, in the case of 
a transaction other than a sale, ex-
change, or involuntary conversion, the 
gain realized shall be considered to be 
the excess of the fair market value of 
the property over its adjusted basis. 

(ii) In respect of each element as if it 
were a separate property, compute the 
additional depreciation for the element 
attributable to periods after December 
31, 1969, and the applicable percentage 
(as defined in section 1250(a)(1)) for the 
element. For additional depreciation in 
respect of an element of property ac-
quired in certain transactions, see 
paragraph (e) of this section. For pur-
poses of determining additional depre-
ciation, the holding period of an ele-
ment shall be determined under section 
1223, applied by treating the element as 
a separate property. However, for the 
purpose of determining applicable per-
centage, the holding period for an ele-
ment shall, except to the extent pro-
vided in paragraphs (c)(5), (e), and (f) of 
this section, be determined in accord-
ance with the rules prescribed in 
§ 1.1250–4. 

(3) Step 2. The second step is to deter-
mine the amount of gain recognized for 
each element under section 1250(a) (1) 
in the following manner: 

(i) If the amount of additional depre-
ciation in respect of the property as a 
whole attributable to periods after De-
cember 31, 1969, is equal to the sum of 
the additional depreciation in respect 
of each element having such additional 
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depreciation, and if such amount is not 
more than the gain realized, then the 
amount of gain to be taken into ac-
count for an element under section 
1250(a)(1) is the product of the addi-
tional depreciation attributable to pe-
riods after December 31, 1960, for the 
element, multiplied by the applicable 
percentage for the element determined 
under section 1250(a)(1). 

(ii) If subdivision (i) of this subpara-
graph does not apply, the amount of 
gain to be taken into account under 
section 1250(a)(1) for an element is the 
product of: 

(a) The additional depreciation at-
tributable to periods after December 
31, 1969, for the element multiplied by 

(b) The applicable percentage for the 
element determined under section 
1250(a)(1) for the element, and multi-
plied by 

(c) A ratio, computed by dividing (1) 
the lower of the additional deprecia-
tion in respect of the property as a 
whole which is attributable to periods 
after December 31, 1969, or the gain re-
alized, by (2) the sum of the additional 
depreciation attributable to periods 
after December 31, 1969, in respect of 
each element having such additional 
depreciation. 

(4) Step (3). If the gain realized ex-
ceeds the additional depreciation in re-
spect of the property as a whole attrib-
utable to periods after December 31, 
1969. 

(i) Compute the additional deprecia-
tion attributable to periods before Jan-
uary 1, 1970, and the remaining gain (or 
remaining potential gain in the case of 
a transaction other than a sale, ex-
change, or involuntary conversion), in 
respect of the property as a whole. 

(ii) Compute the additional deprecia-
tion attributable to periods before Jan-
uary 1, 1970, and the applicable percent-
age determined under section 1250(a)(2) 
in respect of each element as if it were 
a separate property. For additional de-
preciation in respect of an element of 
property acquired in certain trans-
actions, see paragraph (e) of this sec-
tion. For purposes of determining addi-
tional depreciation, the holding period 
of an element shall be determined 
under section 1223, applied by treating 
the element as a separate property. 
However, for the purpose of deter-

mining applicable percentage, the hold-
ing period of an element shall, except 
to the extent provided in paragraphs 
(c)(5), (e), and (f) of this section, be de-
termined in accordance with the rules 
prescribed in § 1.1250–4. 

(5) Step (4). The fourth step is to com-
pute the gain recognized under section 
1250(a)(2) for each element (if computa-
tion was required under step (3)) in the 
following manner: 

(i) If the amount of additional depre-
ciation in respect of the property as a 
whole attributable to periods before 
January 1, 1970, is equal to the sum of 
the additional depreciation in respect 
of each element having such additional 
depreciation, and if such amount is not 
more than the remaining gain (or re-
maining potential gain), then the 
amount of gain to be taken into ac-
count for an element under section 
1250(a)(2) is the product of the addi-
tional depreciation attributable to pe-
riods before January 1, 1970, for the ele-
ment, multiplied by the applicable per-
centage determined under section 
1250(a)(2) for the element. 

(ii) If subdivision (i) of this subpara-
graph does not apply, the amount of 
gain to be taken into account for an 
element under section 1250(a)(2) is the 
product of: 

(a) The additional depreciation at-
tributable to periods before January 1, 
1970, for the element, multiplied by, 

(b) The applicable percentage for the 
element determined under section 
1250(a)(2), and multiplied by, 

(c) A ratio, computed by dividing (1) 
the lower of the additional deprecia-
tion in respect of the property as a 
whole which is attributable to periods 
before January 1, 1970, 
or the remaining gain (or remaining 
potential gain), by (2) the sum of the 
additional depreciation attributable to 
periods before January 1, 1970, in re-
spect of each element having addi-
tional depreciation. 

(6) Step (5). The fifth step is to com-
pute the sum of the amount of gain for 
each element, as determined in steps 
(2) and (4). 

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

Example 1. Gain of $60,000 is realized upon a 
sale, after the December 31, 1969, of section 
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1250 property which was constructed by the 
taxpayer after such date. The property con-
sists of four elements (W, X, Y, and Z). Since 
on the date of sale the amount of additional 
depreciation attributable to periods after 
December 31, 1969, in respect of the property 
as a whole ($32,000), is equal to the sum of 
the additional depreciation in respect of 
each element having such additional depre-
ciation and is less than the gain realized, the 
gain recognized for each element is deter-
mined under subparagraph (3)(i) of this para-
graph. The amount of gain taken into ac-
count under section 1250(a)(1) is $28,500, as 
determined in the following table in accord-
ance with the additional facts assumed: 

Element 
Additional 

depreciation after 
Dec. 31, 1969× 

Applicable 
percentage= 
(1250(a)(1)) 

Gain for 
element 

W ................. $14,000× 80= $11,200 
X .................. 6,000× 90= 5,400 
Y .................. 2,000× 95= 1,900 
Z .................. 10,000× 100= 10,000 

Total ......... 32,000 28,500 

Example 2. Assume the same facts as in ex-
ample (1), except that the property was ac-
quired by the taxpayer before January 1, 
1970. Since the gain realized ($60,000) exceeds 
the additional depreciation attributable to 
periods after December 31, 1969 ($32,000), sec-
tion 1250(a)(2) applies to the remaining gain 
of $28,000. Since the additional depreciation 
in respect of the property as a whole attrib-
utable to periods before January 1, 1970 
($21,000), is equal to the sum of the addi-
tional depreciation in respect of each ele-
ment having such additional depreciation 
and is less than the remaining gain ($28,000), 
the amount of gain recognized for each ele-
ment under section 1250(a)(2) is determined 
under subparagraph (5)(i) of this paragraph. 
The amount of gain taken into account 
under section 1250(a)(1) is $28,500 the same as 
in example (1). The amount of gain taken 
into account under section 1250(a)(2) is $3,900, 
as determined in the following table in ac-
cordance with the additional facts assumed: 

Element 
Additional 

depreciation before 
Jan. 1, 1970× 

Applicable 
percentage= 
(1250(a)(2)) 

Gain for 
element 

1250)(a)(2)) 

W ............ $8,000× 0= $0 
X ............. 6,000× 10= 600 
Y ............. 2,000× 15= 300 
Z ............. 5,000× 60= 3,000 

Total .... 21,000 3,900 

Example 3. (i) The facts are the same as in 
example (2) except that element Y has a def-
icit in additional depreciation attributable 
to periods after December 31, 1969, of $6,000 
and thus the additional depreciation attrib-
utable to periods after December 31, 1969, in 
respect of the property as a whole is $24,000. 

The sum of the additional depreciation for 
each element having additional depreciation 
is $30,000, or $6,000 more than the additional 
depreciation in respect of the property as a 
whole. Thus, the gain recognized for each 
element under section 1250(a)(1) is deter-
mined under subparagraph (3)(ii) of this 
paragraph. The ratio referred to in subpara-
graph (3)(ii) (c) of this paragraph is 24:30, 
that is, the lower of the additional deprecia-
tion in respect of the property as a whole at-
tributable to periods after December 31, 1969 
($24,000), or the gain realized ($60,000), divided 
by the sum of the additional depreciation in 
respect of each element having such addi-
tional depreciation ($30,000). The amount of 
gain taken into account under section 
1250(a)(1) is $21,280, as determined in the fol-
lowing table: 

Element Additional 
depreciation× 

Applicable 
percentage× 
(1250(a)(1)) 

Ratio= Gain for 
element 

W ........... $14,000× 80× 24:30= $8,960 
X ............ 6,000× 90× 24:30= 4,320 
Y ............ (6,000)× 95× 24:30= 0 
Z ............ 10,000× 100× 24:30= 8,000 

Total ... 24,000 
21,280 

(ii) In addition, gain is recognized under 
section 1250(a)(2) since there is a remaining 
potential gain of $36,000, that is, gain real-
ized ($60,000) minus the additional deprecia-
tion attributable to periods after December 
31, 1969 ($24,000). The gain recognized in re-
spect of each element and the gain recog-
nized under section 1250(a)(2) ($3,900) are the 
same as in example (2), since the additional 
depreciation attributable to periods before 
January 1, 1970 ($21,000) is less than the re-
maining gain ($36,000). 

(c) Element—(1) General. For purposes 
of this section, in the case of section 
1250 property there shall be treated as 
separate elements the separate im-
provements, units, remaining property, 
special elements, and low-income hous-
ing elements which are respectively re-
ferred to in paragraphs (c) (2), (3), (4), 
(5), and (6) of this section. 

(2) Separate improvements. There shall 
be treated as an element each separate 
improvement (as defined in paragraph 
(d)(1) of this section) to the property. 

(3) Units. If before completion of sec-
tion 1250 property one or more units 
thereof are placed in service, each such 
unit of the section 1250 property shall 
be treated as an element. 

(4) Remaining property. The remaining 
property which is not taken into ac-
count under subparagraph (2) or (3) of 
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this paragraph shall be treated as an 
element. 

(5) Special elements. (i) If the basis of 
section 1250 property is reduced in the 
manner described in paragraph (b)(2)(ii) 
of § 1.1250–3 (relating to property ac-
quired from a decedent prior to his 
death) or in paragraph (e)(3)(iii) of 
§ 1.1250–3 (relating to basis reduction 
under section 1071 or 1082(a)(2)), then 
such property shall be considered as 
having a special element with addi-
tional depreciation equal to the 
amount of additional depreciation in-
cluded in the depreciation adjustments 
(referred to in paragraph (d)(1) of 
§ 1.1250–2) to which the basis reduction 
is attributable. For purposes of com-
puting applicable percentage, the hold-
ing period of a special element under 
this subdivision shall be determined 
under paragraph (b)(2)(ii) or (e)(3)(iii) 
(whichever is applicable) of § 1.1250–3. 

(ii) If a disposition described in sec-
tion 1250(d)(4)(A) (relating to like kind 
exchanges and involuntary conver-
sions) of a portion of an item of prop-
erty gives rise to an addition to capital 
account (described in the last sentence 
of paragraph (d)(2)(i) of this section) 
which is not a separate improvement, 
then such property shall be considered 
as having a special element with addi-
tional depreciation and, for purposes of 
computing applicable percentage, a 
holding period determined under para-
graph (d)(7) of § 1.1250–3. 

(6) Low-income housing elements. If, in 
an approved disposition of a qualified 
housing project, a replacement quali-
fied housing project is treated as con-
sisting of more than one element of 
section 1250 property by reason of sec-
tion 1250(d)(8)(E) (see paragraph (h)(2) 
of § 1.1250–3), the elements determined 
under such section shall be treated as 
elements for purposes of this section. 
For definition of the terms qualified 
housing project and approved disposition, 
see section 1039(b) and the regulations 
thereunder. 

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

Example 1. A taxpayer constructs an apart-
ment house which he places in service in 
three stages. The total cost is $1 million, of 
which $350,000 is allocable to the first stage, 
$500,000 to the second stage, and $150,000 to 

the third stage. The first stage, which is 
placed in service on January 1, 1965, consists 
of 300 apartments and certain facilities in-
cluding a central heating system and a com-
mon lobby. The second stage, which is placed 
in service on July 15, 1965, consists of 550 
apartments and certain facilities including 
the motor for a central air-conditioning sys-
tem. The third stage, which is placed in serv-
ice on January 19, 1966, consists of the res-
idue of the apartment house. On December 
31, 1968, the taxpayer disposes of the apart-
ment house. On such date, the apartment 
house has three elements which are de-
scribed in the table below: 

Stage Kind of 
element Cost 

Full months 
in holding 

period 

Applicable 
percentage 

1 ...... Unit ............. $350,000 48 72 
2 ...... Unit ............. 500,000 42 78 
3 ...... Remaining 

property.
150,000 36 84 

Example 2. Assume the same facts as in ex-
ample (1) except that on January 1, 1969, two 
new floors, which were added after the apart-
ment house was completed, are placed in 
service and that on July 1, 1972, the taxpayer 
disposes of the building. Assume further that 
the two new floors are one separate improve-
ment (within the meaning of paragraph (d) of 
this section). On the date disposed of, the 
property consists of four elements, that is, 
the three elements described in example (1) 
and the separate improvement. 

(d) Separate improvement—(1) Defini-
tion. For purposes of this section, with 
respect to any section 1250 property, 
the term separate improvement means an 
addition to capital account described in 
subparagraph (2) of this paragraph 
which qualifies as an improvement under 
the 1-year test prescribed in subpara-
graph (3) of this paragraph and which 
satisfies the 36-month test prescribed 
in subparagraph (4) of this paragraph. 

(2) Addition to capital account. (i) In 
the case of any section 1250 property, 
an addition to capital account de-
scribed in this subparagraph is any ad-
dition to capital account in respect of 
such property after its initial acquisi-
tion or completion by the taxpayer or 
by any person who held the property 
during a period included in the tax-
payer’s holding period (see § 1.1250–4) 
for the property. An addition to the 
capital account of section 1250 property 
may arise, for example, if there is an 
expenditure for section 1250 property 
which is an improvement, replacement, 
addition, or alteration to such property 
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(regardless of whether the cost thereof 
is capitalized or charged against the 
depreciation reserve). In such a case, 
the addition to capital account is the 
gross addition, unreduced by amounts 
attributable to replaced property, to 
the net capital account and not the net 
addition to such account. Thus, if a 
roof has an adjusted basis of $20,000, 
and is replaced by constructing a new 
roof at a cost of $50,000, the gross addi-
tion of $50,000 is an addition to capital 
account. (The adjusted basis of the old 
roof is no longer included in the capital 
account for the property.) For purposes 
of this section, the status of an addi-
tion to capital account is not affected 
by whether or not it is treated as a sep-
arate property for purposes of deter-
mining depreciation adjustments. In 
case of an addition to the capital ac-
count of property arising after Decem-
ber 31, 1963, upon a disposition referred 
to in section 1250(d)(4) (relating to like 
kind exchanges and involuntary con-
versions) of a portion of an item of 
such property, the amount of such ad-
dition (and its basis for all purposes of 
the Code) shall be the basis thereof de-
termined under paragraph (d) (2), (3), or 
(4) (whichever is applicable) of § 1.1250– 
3, applied by treating such portion and 
such addition as separate properties. 

(ii) An addition to capital account 
may be attributable to an excess of the 
adjusted basis of section 1250 property 
in the hands of a transferee imme-
diately after a transaction referred to 
in section 1250(e)(2) (relating to holding 
period of property with transferred 
basis) over its adjusted basis in the 
hands of the transferor immediately 
before the transaction. Thus, for exam-
ple, such excess may arise from a gift 
which is in part a sale or exchange (see 
paragraph (a)(2) of § 1.1250–3), from an 
increase in basis due to gift tax paid 
(see section 1015(d)), from a transfer re-
ferred to in paragraph (c)(2) of § 1.1250– 
3 (relating to certain tax-free trans-
actions) in which gain is partially rec-
ognized, or from a distribution by a 
partnership to a partner in which no 
gain is recognized by reason of the ap-
plication of section 731. Similarly, an 
addition to capital account may be at-
tributable to an excess of the adjusted 
basis of a principal residence acquired 
in a transaction referred to in section 

1250(e)(3) over the adjusted basis of the 
principal residence disposed of, as well 
as to any increase in the adjusted basis 
of section 1250 property of a partner-
ship by reason of an optional basis ad-
justment under section 734(b) or 743(b). 

(iii) Whether or not an expenditure 
shall be treated as an addition to cap-
ital account described in this subpara-
graph, as distinguished from a separate 
item of property, may depend on how 
the property or properties are disposed 
of. Thus, for example, if a taxpayer, 
who owns a motel consisting of 10 
buildings with common heating and 
plumbing systems, adds to the motel 
three new buildings which are con-
nected to the common systems, and if 
the taxpayer sells the motel to one per-
son in one transaction, then for pur-
poses of this subparagraph the cost of 
the three new buildings shall be treat-
ed as an addition to the capital ac-
count of the motel and, if the 1-year 
and 36-month tests of subparagraphs (3) 
and (4) of this paragraph are satisfied, 
the motel consists of at least two ele-
ments. If, however, the 10-building 
group and the three-building group 
were individually sold in separate 
transactions to two different people 
each of whom would operate his group 
as a separate business, the motel would 
consist of two items of property. 

(3) One-year test for improvement. (i) 
An addition to capital account of sec-
tion 1250 property for any taxable year 
(including a short taxable year and the 
entire taxable year in which the dis-
position occurs) shall be treated as an 
improvement only if the sum of all ad-
ditions to the capital account of such 
property for such taxable year exceeds 
the greater of: 

(a) $2,000, or 
(b) One percent of the unadjusted 

basis of the property, determined as of 
the beginning (1) of such taxable year, 
or (2) of the holding period (within the 
meaning of § 1.1250–4) of the property, 
whichever is the later. 

(ii) For purposes of this section, the 
term unadjusted basis means the ad-
justed basis of the property, deter-
mined without regard to the adjust-
ments provided in section 1016(a) (2) 
and (3) (relating to adjustments for de-
preciation, amortization, and deple-
tion). For purposes of this paragraph, 
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as of any particular date the 
unadjusted basis of section 1250 prop-
erty (a) includes the cost of any addi-
tion to capital account for the property 
which arises prior to such date (regard-
less of whether such addition qualified 
under this subparagraph as an improve-
ment), and (b) does not include the cost 
of a component retired before such 
date. 

(iii) In respect of a particular disposi-
tion of section 1250 property by a per-
son: 

(a) There shall not be taken into ac-
count under the 1-year test for im-
provements in this subparagraph any 
addition to capital account which 
arises by reason of (or after) such dis-
position or which arises before the be-
ginning of the holding period under 
§ 1.1250–4 of such person for the prop-
erty, and 

(b) Such test shall be made in respect 
of each taxable year of such person 
(and of any prior transferor) any day of 
which is included under § 1.1250–4 in 
such person’s holding period for the 
property, except that (1) such test shall 
be made for a taxable year of such per-
son only if such person actually owned 
the property on at least 1 day of such 
taxable year, and (2) such test shall be 
made for a taxable year of such prior 
transferor only if such prior transferor 
actually owned the property on at least 
1 day of such taxable year. 

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

Example 1. The unadjusted basis of section 
1250 property as of the beginning of January 
1, 1960, is $300,000. During the taxable year 
ending on December 31, 1960, the only addi-
tions to the capital account for the property 
are addition A on January 1, 1960, costing 
$1,000, and addition B on July 1, 1960, costing 
$600. Since the sum of the amounts added to 
capital account for such taxable year is less 
than $2,000, A and B are not treated as im-
provements. This result would not be 
changed if addition C, costing $600, were 
added on December 15, 1960, since although 
the sum of the additions ($1,000 plus $600 plus 
$600, or $2,200) exceeds $2,000, such sum is less 
than 1 percent of the unadjusted basis of the 
property as of the beginning of 1960 ($3,000, 
that is, 1 percent of $300,000). If however, C 
cost $1,500, then A, B, and C would each be 
considered an improvement since the sum of 
the amounts added to capital account $3,100) 
would exceed $3,000. 

Example 2. Green and his son both use the 
calendar year as the taxable year. On Feb-
ruary 1, 1965, Green makes addition A to a 
piece of section 1250 property. On June 15, 
1965, Green transfers such property to his son 
as a gift which is in part a sale (see para-
graph (a) of § 1.1250–3). Addition B arises by 
reason of the transfer. On August 1, 1965, the 
son makes addition C to the property. For 
purposes of determining the amount of gain 
recognized under section 1250(a) to Green 
upon the transfer, the determination of 
whether addition A is an improvement is 
made without taking into account additions 
B and C. For purposes of determining the 
amount of gain recognized under section 
1250(a) upon a subsequent disposition of the 
property by the son, additions B and C would 
be taken into account in the determination 
of whether A is an improvement, and A 
would be taken into account in the deter-
mination of whether B and C are improve-
ments. 

Example 3. Assume the same facts as in ex-
ample (2). Assume further that on September 
15, 1965, the son transfers the property to a 
corporation in exchange for cash and stock 
in the corporation in a transaction quali-
fying under section 351 (see paragraph (c) of 
§ 1.1250–3), and that the corporation uses a 
fiscal year ending November 30. For purposes 
of determining the amount of gain recog-
nized under section 1250(a) upon a subsequent 
disposition by the corporation, the one-year 
test under subdivision (i) of this subpara-
graph is made for the entire taxable year of 
Green and of the son ending on December 31, 
1965, and in respect of the corporation’s tax-
able year ending November 30, 1965. Accord-
ingly, if on December 7, 1965, addition D is 
made by the corporation, then, upon a subse-
quent disposition by the corporation, D is 
taken into account for purposes of the deter-
mination in respect of the entire taxable 
year of Green and of the son ending on De-
cember 31, 1965, and for the corporation’s 
taxable year ending November 30, 1966, but 
not for purposes of the corporation’s taxable 
year ending November 30, 1965. If D were 
made on January 3, 1966, D would still be 
taken into account for purposes of the deter-
mination in respect of the corporation’s tax-
able year ending November 30, 1966. However, 
since neither Green nor his son actually 
owned the property on any day of the taxable 
year ending December 31, 1966, no determina-
tion is made in respect of such taxable year 
of Green or of the son. 

(4) 36-month test for separate improve-
ment. (i) If, during the 36-month period 
ending on the last day of any taxable 
year (including a short taxable year 
and the entire taxable year in which 
the disposition occurs), the sum of the 
amounts treated under subparagraph 
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(3) of this paragraph as improvements 
for such period exceeds the greatest of: 

(a) 25 percent of the adjusted basis of 
the property, 

(b) 10 percent of the unadjusted basis 
(determined under subparagraph (3)(ii) 
of this paragraph) of the property, or 

(c) $5,000, 
Then each such improvement during 
such period shall be treated as a sepa-
rate improvement, and thus as an ele-
ment. For purposes of (a) and (b) of this 
subdivision, the adjusted basis (or 
unadjusted basis) of section 1250 prop-
erty shall be determined as of the be-
ginning of the 36-month period, or as of 
the beginning of the holding period of 
the property (within the meaning of 
§ 1.1250–4), whichever is the later. 

(ii) In respect of a particular disposi-
tion of section 1250 property by a per-
son: 

(a) There shall not be taken into ac-
count under the 36-month test for sepa-
rate improvements in this subpara-
graph any amount treated under sub-
paragraph (3) of this paragraph as an 
improvement which arises by reason of 
(or after) the disposition or which 
arises before the beginning of the hold-
ing period under § 1.1250–4 of such per-
son for the property, and 

(b) Such test shall be made in respect 
of each 36-month period ending on the 
last day of each taxable year of such 
person (and of any prior transferor) if 
at least 1 day of such period is included 
under § 1.1250–4 in such person’s holding 
period for the property, except that (1) 
such test shall be made for a 36-month 
period ending on the last day of a tax-
able year of such person only if such 
person actually owned the property on 
at least 1 day of such period, and (2) 
such test shall be made for a 36-month 
period ending on the last day of a tax-
able year of such prior transferor only 
if such prior transferor actually owned 
the property on at least 1 day of such 
period. 

(iii) For illustration of the principles 
of subdivision (ii) of this subparagraph, 
see examples (2) and (3) in subpara-
graph (3)(iv) of this paragraph. 

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

Example: (i) On December 31, 1967, X, a cal-
endar year taxpayer, purchases an item of 

section 1250 property at a cost of $100,000. In 
the table below, the adjusted basis and 
unadjusted basis of the property are shown 
for the beginning of January 1 of each tax-
able year and it is assumed that each addi-
tion to capital was added on January 1 of the 
year shown. 

Year Adjusted 
basis 

Unadjusted 
basis 

1 percent of 
unadjusted 

basis 
Addition 

1969 .... $94,000 $100,000 $1,000 A–$10,000 
1970 .... 97,030 110,000 1,100 B–4,000 
1971 .... 94,041 114,000 1,140 C–6,000 
1972 .... 92,799 120,000 1,200 ..................
1973 .... 86,158 120,000 1,200 D–18,000 

(ii) Since each addition to capital account 
for the property exceeds the greater of $2,000 
or one percent of unadjusted basis, deter-
mined as of the beginning of the taxable year 
in which made, each addition to capital ac-
count qualifies as an improvement under 
subparagraph (2) of this paragraph. 

(iii) Since the beginning of the holding pe-
riod of the property under § 1.1250–4 (Jan. 1, 
1968) is later than the beginning of the 36- 
month period ending on December 31, 1969, 
the determination as to whether there are 
any separate improvements on the property 
as of December 31, 1969, is made by exam-
ining the adjusted basis (or unadjusted basis) 
of the property as of the beginning of Janu-
ary 1, 1968. As of December 31, 1969, there 
were no separate improvements on the prop-
erty since the only amount treated as an im-
provement for the period beginning on Janu-
ary 1, 1968, and ending on December 31, 1969, 
in addition A (costing $10,000), which is less 
than $25,000, that is, 25 percent of the ad-
justed basis ($100,000) of the property as of 
the beginning of January 1, 1968. 

(iv) As of December 31, 1970, there were no 
separate improvements on the property since 
the sum of the amounts treated as improve-
ments for the 36-month period ending on De-
cember 31, 1970, is $14,000 (that is, $10,000 for 
A, plus $4,000 for B), and this sum is less than 
$25,000, that is, 25 percent of the adjusted 
basis ($100,000) of the property as of the be-
ginning of January 1, 1968. 

(v) As of December 31, 1971, there were no 
separate improvements on the property since 
the sum of the amounts treated as improve-
ments for the 36-month period ending on De-
cember 31, 1971, is $20,000 (that is, $10,000 for 
A, plus $4,000 for B, plus $6,000 for C), and 
this sum is less than $23,500, that is, 25 per-
cent of the adjusted basis ($94,000) of the 
property as of the beginning of January 1, 
1969. 

(vi) As of December 31, 1972, there were no 
separate improvements on the property since 
the sum of the amounts treated as improve-
ments for the 36-month period ending on De-
cember 31, 1972, is $10,000 (that is, $4,000 for B 
plus $6,000 for C), and this sum is less than 
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$24,258 that is, 25 percent of the adjusted 
basis ($97,030) of the property as of the begin-
ning of January 1, 1970. 

(vii) As of December 31, 1973, C and D are 
separate improvements (notwithstanding 
that as of December 31, 1971 and 1972, C was 
not a separate improvement) since the sum 
of the amounts added for the 36-month pe-
riod ending December 31, 1973, is $24,000 (that 
is, $6,000 for C plus $18,000 for D), and this 
sum exceeds the greatest of: 

(a) $23,510, that is, 25 percent of the ad-
justed basis ($94,041) of the section 1250 prop-
erty as of the beginning of January 1, 1971, 

(b) $11,400, that is, 10 percent of the 
unadjusted basis ($114,000) of the property as 
of the beginning of such first day, or 

(c) $5,000. 

(e) Additional depreciation and holding 
period of property acquired in certain 
transactions—(1) Transferred basis. If 
property consisting of two or more ele-
ments is disposed of, and if the holding 
period of the property in the hands of 
the transferee for purposes of com-
puting applicable percentage includes 
the holding period of the transferor by 
reason of the application of paragraph 
(c) (other than subparagraph (2) there-
of) of § 1.1250–4, then the additional de-
preciation for each element of the 
property in the hands of the transferee 
immediately after the transfer shall be 
computed in the manner set forth in 
this subparagraph. First, any element 
having a deficit in additional deprecia-
tion in the hands of the transferor im-
mediately before such transfer shall be 
considered to have the same deficit in 
the hands of the transferee. Second, 
elements having additional deprecia-
tion in the hands of the transferor im-
mediately before the transfer shall be 
considered to have additional deprecia-
tion in the hands of the transferee. The 
sum of the transferee’s additional de-
preciation for all elements of the prop-
erty having additional depreciation in 
the hands of the transferor shall be an 
amount equal to the additional depre-
ciation in respect of the property as a 
whole immediately after the transfer 
increased by the sum of the deficits in 
addition depreciation for all elements 
having such deficits. In case there is 
more than one element having addi-
tional depreciation, the additional de-
preciation for any such element in the 
hands of the transferee shall be com-
puted by multiplying (i) the amount 
computed under the preceding sentence 

by (ii) the additional depreciation for 
such element in the hands of the trans-
feror divided by the sum of the addi-
tional depreciation for all such ele-
ments having additional depreciation 
in the hands of the transferor. For pur-
poses of computing applicable percent-
age, the holding period for an element 
of such property in the hands of the 
transferee shall include the holding pe-
riod of such element in the hands of 
the transferor. 

(2) Example. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following example: 

Example: Section 1250 property has addi-
tional depreciation of $16,000 of which $12,000 
is additional depreciation for element X and 
$4,000 for element Y. The property is trans-
ferred to a corporation in exchange for cash 
of $6,000 and for stock in the corporation. As-
sume that recognition of gain under section 
1250(a) is limited to $6,000 (the amount of 
cash received) by reason of the application of 
section 351(b) (relating to transfer to cor-
poration controlled by transferor) and sec-
tion 1250(d)(3) (relating to limitation on ap-
plication of section 1250 in certain tax-free 
transactions). Under paragraph (c)(3)(i) of 
§ 1.1250–3, the additional depreciation for the 
property in the hands of the corporation im-
mediately after the transfer is $10,000, that 
is, the additional depreciation for the prop-
erty in the hands of the transferor imme-
diately before the transfer ($16,000) minus 
the gain under section 1250(a) recognized 
upon the transfer ($6,000). Under subpara-
graph (1) of this paragraph, in the hands of 
the corporation immediately after the trans-
fer element X has additional depreciation of 
$7,500 (12⁄16 of $10,000) and element Y as addi-
tional depreciation of $2,500 (4⁄16 of $10,000). 
Under paragraph (d)(2)(ii) of this section 
there is an addition of $6,000 to the capital 
account for the property. 

(3) Principal residence. If a principal 
residence consisting of two or more 
elements is disposed of, and if for pur-
poses of computing applicable percent-
age the holding period of the principal 
residence acquired includes the holding 
period of the principal residence dis-
posed of by reason of the application of 
paragraph (d) of § 1.1250–4, then the ad-
ditional depreciation (or a deficit in 
additional depreciation) for an element 
of the principal residence acquired im-
mediately after the transaction shall 
be determined in a manner consistent 
with the principles of subparagraph (1) 
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of this paragraph. For purposes of com-
puting applicable percentage, the hold-
ing period for an element of the prin-
cipal residence acquired includes the 
holding period of such element of the 
principal residence disposed of, but not 
the period beginning on the day after 
the date of the disposition and ending 
on the date of the acquisition. 

(f) Holding period for small separate im-
provements—(1) General. This paragraph 
prescribes a special holding period sole-
ly for the purpose of computing the ap-
plicable percentage of a separate im-
provement (as defined in paragraph (d) 
of this section) which is treated as an 
element. See paragraph (a)(2)(ii) of this 
section for determination of holding 
period under section 1223 for purposes 
of computing additional depreciation. 
In respect of section 1250 property, if 
the amount of a separate improvement 
does not exceed the greater of: 

(i) $2,000, or 
(ii) One percent of the unadjusted 

basis (within the meaning of paragraph 
(d)(3)(ii) of this section) of such prop-
erty, determined as of the beginning of 
the taxable year in which such sepa-
rate improvement was made, 

Then such separate improvement shall 
be treated for purposes of computing 
applicable percentage as placed in serv-
ice on the first day, of a calendar 
month, which is the closest such first 
day to the middle of the taxable year. 
See the last sentence of section 
1250(f)(4)(B). If two such first days are 
equally close to the middle of the tax-
able year, the earliest of such days is 
the applicable day. 

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

Example: (i) The unadjusted basis of section 
1250 property as of the beginning of January 
1, 1960, is $100,000. During the taxable year 
ending on December 31, 1960, the only addi-
tions to the capital account for the property 
are addition A on March 10, 1960, costing 
$1,200 and addition B on September 16, 1960, 
costing $1,400. Since the sum of the additions 
($2,600) exceeds the greater of $2,000 and 1 
percent of unadjusted basis ($1,000, that is, 1 
percent of $100,000), each addition is an im-
provement under the 1-year test of para-
graph (d)(3) of this section. Assume that the 
36-month test of paragraph (d)(4) of this sec-
tion is satisfied and, therefore, each addition 

is a separate improvement treated as an ele-
ment. 

(ii) Since each element is less than $2,000, 
the provisions of this paragraph apply. Since 
there are 366 days in 1960, the middle of the 
year is at the end of 183 days, or July 1. 
Thus, that first day of a calendar month in 
1960, which is the closest first day (of a cal-
endar month) to the middle of the taxable 
year, is July 1, 1960. Accordingly, for pur-
poses of computing applicable percentage, 
elements A and B are each treated as placed 
in service on July 1, 1960. 

[T.D. 7084, 36 FR 275, Jan. 8, 1971, as amended 
by T.D. 7193, 37 FR 12957, June 30, 1972; T.D. 
7400, 41 FR 5103, Feb. 4, 1976] 

§ 1.1251–1 General rule for treatment 
of gain from disposition of property 
used in farming where farm losses 
offset nonfarm income. 

(a) Applicability. The provisions of 
section 1251, this section, and §§ 1.1251– 
2 through 1.1251–4 shall apply with re-
spect to any taxable year beginning 
after December 31, 1969, but only if (1) 
there is a farm net loss (as defined in 
section 1251(e)(2) and paragraph (b) of 
§ 1.1251–3) for the taxable year, or (2) 
there is a balance in the excess deduc-
tions account (as described in § 1251–2) 
as of the close of the taxable year be-
fore subtracting any amount under 
paragraph (c)(1)(i) of § 1251–2. See sec-
tion 1251(a). In general, a taxpayer who 
has a farm net loss and certain other 
taxpayers are required to establish and 
maintain an excess deductions account 
as provided in section 1251(b). Certain 
additions and subtractions are made to 
the excess deductions account, and 
upon the disposition of farm recapture 
property any gain to the extent of the 
balance in the excess deductions ac-
count is recognized as ordinary income 
under section 1251(c)(1). See paragraph 
(b)(1) of this section. Farm recapture 
property is, in general, certain farming 
property (other than section 1250 prop-
erty) described in paragraph (1), (3), or 
(4) of section 1231(b). See paragraph (a) 
of § 1.1251–3. 

(b) Ordinary income—(1) General rule. 
In general, subject to the provisions of 
subparagraphs (2), (3), (4), and (5) of 
this paragraph, upon a disposition of 
an item of farm recapture property 
during a taxable year beginning after 
December 31, 1969, the amount of 
which: 
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(i) In the case of a sale, exchange, or 
involuntary conversion, the amount re-
alized, or 

(ii) In the case of any other disposi-
tion, the fair market value of such 
property 
exceeds the adjusted basis of such prop-
erty shall be recognized under section 
1251(c)(1) as gain from the sale or ex-
change of property which is neither a 
capital asset nor property described in 
section 1231 (that is, shall be recog-
nized as ordinary income). The amount 
of gain recognized as ordinary income 
under section 1251(c)(1) shall be deter-
mined separately for each item of farm 
recapture property in a manner con-
sistent with the principles of subpara-
graphs (4) and (5) of § 1.1245–1(a) (relat-
ing to gain from dispositions of certain 
depreciable property). Generally, such 
ordinary income treatment applies 
even though in the absence of section 
1251(c)(1) no gain would be recognized 
under the Code. For example, if a cor-
poration distributes farm recapture 
property as a dividend gain may be rec-
ognized as ordinary income to the cor-
poration even though, in the absence of 
section 1251(c)(1), section 311(a) would 
preclude any recognition of gain to the 
corporation. For purposes of section 
1251, the term disposition shall have the 
same meaning as in paragraph (a)(3) of 
§ 1.1245–1. For the relation of section 
1251 to other provisions of the Code, see 
paragraph (e) of this section. 

(2) Limitation as to dispositions of 
land—(i) In general. In the case of a dis-
position of land, gain shall be recog-
nized as ordinary income under section 
1251(c)(1) only to the extent of the 
land’s potential gain. See section 
1251(c)(2)(C). 

(ii) Potential gain. For purposes of 
section 1251, the term potential gain 
means in respect of land an amount 
equal to the excess of its fair market 
value over its adjusted basis, but lim-
ited to the extent of the deductions al-
lowable in respect to such land pursu-
ant to an election (if any) under sec-
tions 175 (relating to soil and water 
conservation expenditures) and 182 (re-
lating to expenditures by farmers for 
clearing land) for the taxable year of 
disposition and the four immediately 
preceding taxable years regardless of 
whether any such preceding taxable 

year begins before December 31, 1969. 
See section (e)(5). 

(iii) Cross reference. For additional re-
capture of certain deductions allowed 
under sections 175 and 182 in respect of 
farm land, see section 1252. 

(3) Exceptions and special rules. The 
amount of gain to be recognized as or-
dinary income under section 1251(c)(1) 
after applying subparagraph (2) of this 
paragraph, if applicable, shall be sub-
ject to the exceptions and special rules 
of section 1251(d) and § 1.1251–4. 

(4) Limitation as to amount in excess 
deductions account—(i) In general. The 
aggregate of the amount of gain recog-
nized as ordinary income under section 
1251(c)(1) (after applying subparagraphs 
(2) and (3) of this paragraph, if applica-
ble) shall not exceed the amount in the 
excess deductions account at the close 
of the taxable year after subtracting 
from the account the amount specified 
in section 1251(b)(3)(A) and paragraph 
(c)(1)(i) of § 1.1251–2. See section 
1251(c)(2)(A). For transfer of amount in 
an excess deductions account, see sec-
tion 1251(b)(5). 

(ii) Dispositions taken into account. If 
the aggregate of the amount to which 
section 1251(c)(1) applies is limited for 
any taxable year by the application of 
subdivision (i) of this subparagraph, 
section 1251(c)(1) shall apply in respect 
of dispositions of items of farm recap-
ture property in the order made. See 
section 1251(c)(2)(B). 

(5) Relationship to section 1245. If prop-
erty is disposed of which qualifies as 
both section 1245 property (as defined 
in section 1245(a)(3)) as well as farm re-
capture property, then gain shall be 
recognized as ordinary income under 
section 1251(c)(1) only to the extent 
that the amount of any gain realized 
(in the case of a sale, exchange, or in-
voluntary conversion), or to the extent 
that the excess of the fair market 
value of the property over its adjusted 
basis (in the case of any other disposi-
tion), was not recognized as ordinary 
income under section 1245(a)(1). The 
amount of gain recognized as ordinary 
income under section 1245(a)(1) upon a 
disposition of farm recapture property 
(i) is taken into account under para-
graph (b)(2) of § 1.1251–3 for purposes of 
computing farm net loss (or farm net 
income) and (ii) is not under paragraph 
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(c)(1)(ii) of § 1.1251–2 subtracted from 
the excess deductions account. 

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

Example 1. A, an unmarried individual who 
uses the calendar year as his taxable year, 
makes one disposition of farm recapture 
property during 1970. On June 30, 1970, he 
sells for $75,000 farm recapture property 
(other than land) with an adjusted basis of 
$43,000 for a realized gain of $32,000 none of 
which is recognized under section 1245. The 
balance in A’s excess deductions account is 
$39,000 at the close of 1970 (after making the 
applicable additions and subtractions under 
section 1251(b) (2) and (3)(A)). Hence, the en-
tire gain of $32,000 is recognized as ordinary 
income under section 1251(c)(1), and the bal-
ance remaining in A’s excess deductions ac-
count is $7,000. If, however, the original bal-
ance in the excess deductions account were 
only $15,000, then only $15,000 would be recog-
nized as ordinary income under section 
1251(c)(1) and A’s excess deductions account 
balance would be reduced to zero. The re-
maining gain of $17,000 may be treated as 
gain from the sale or exchange of property 
described in section 1231. 

Example 2. M, a calendar year corporation 
makes one disposition of farm recapture 
property during 1975. On January 15, 1975, M 
distributes as a dividend to its shareholders 
land which it had acquired on March 3, 1970. 
On that date, the excess of the fair market 
value ($67,500) over the adjusted basis of land 
($45,000) is $22,500 and the sum of the deduc-
tions allowable in respect of such land under 
sections 175 and 182 is $5,000 for 1970 and 
$13,000 for the taxable year of disposition and 
the four immediately preceding taxable 
years. Thus, the potential gain (as defined in 
subparagraph (2)(ii) of this paragraph) is lim-
ited to $13,000. At the end of M’s taxable year 
(after making the applicable additions and 
subtractions under section 1251(b) (2) and 
(3)(A) there is a balance of $25,000 in the ex-
cess deductions account of M. Since such bal-
ance exceeds the potential gain, M recog-
nizes $13,000 as ordinary income under sec-
tion 1251(c)(1) even though, in the absence of 
that provision, section 311(a) would preclude 
recognition of gain to M. The balance in M’s 
excess deductions account is reduced by 
$13,000, from $25,000 to $12,000. With respect 
to the treatment of the remaining gain 
($9,500) from the disposition of the land, see 
section 1252 and example (2) of paragraph (e) 
§ 1.1252–1. 

Example 3. Assume the same facts as in ex-
ample (2), except that M makes a second dis-
position of farm recapture property during 
1975. On June 5, 1975. M sells for $55,000 a 
breeding herd of cattle having an adjusted 
basis of $35,000 for a realized gain of $20,000. 

M had acquired the herd on April 1, 1971. As-
sume further that $6,000 of the $20,000 gain 
realized is treated as ordinary income under 
section 1245(a)(1). Thus, the amount of gain 
M would recognize as ordinary income under 
section 1251(c)(1), computed before applying 
the excess deductions account limitation, is 
$14,000. In accordance with the computation 
in example (1) of paragraph (c)(2) of § 1.1251– 
2, the excess deductions account limitations 
limit the maximum amount of gain which 
can be recognized as ordinary income under 
section 1251(c)(1) upon the disposition of the 
land and the breeding herd to $25,000. Under 
subparagraph (4)(ii) of this paragraph, the 
amount of such limitation, $25,000, is as-
signed to each property in the order of dis-
position. Thus, the amount of gain recog-
nized as ordinary income under section 1251 
is $13,000 (as in example (1) of this subpara-
graph) on the disposition of the land and 
$12,000 on the disposition of the breeding 
herd. The remaining gain of $2,000 (i.e., 
$14,000 minus $12,000) on the disposition of 
the breeding herd may be treated as gain 
from the sale or exchange of property de-
scribed in section 1231. 

(c) Instances of nonapplication—(1) In 
general. Section 1251 does not apply 
with respect to dispositions of farm re-
capture property by a taxpayer during 
a taxable year if at the close of such 
year after making the necessary addi-
tions and subtractions under section 
1251(b) (2) and (3)(A), there is no bal-
ance in the taxpayer’s excess deduc-
tions account. 

(2) Losses. Section 1251(c)(1) does not 
apply to losses. Thus, section 1251(c)(1) 
does not apply if a loss is realized upon 
a sale, exchange or involuntary conver-
sion of property, all of which is farm 
recapture property, nor does the sec-
tion apply to a disposition of such 
property other than by way of sale, ex-
change, or involuntary conversion if at 
the time of the disposition the fair 
market value of such property is not 
greater than its adjusted basis. 

(3) Certain dispositions of interests in 
land. Section 1251(c)(1) does not apply 
to dispositions of interests in land with 
respect to which no deductions were al-
lowable pursuant to an election under 
section 175 (relating to soil and water 
conservation expenditures) and 182 (re-
lating to expenditures by farmers for 
clearing land) for the taxable year of 
disposition and the four immediately 
preceding taxable years. For possible 
application of section 1252 in such a 
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case, see example (1) of paragraph (e) of 
§ 1.1252–1. 

(d) Partnerships. [Reserved] 
(e) Relation of section 1251 to other pro-

visions—(1) General. The provisions of 
section 1251 apply (after applying para-
graph (b)(5) of this section, relating to 
section 1245 property) notwithstanding 
any other provision of subtitle A of the 
Code. Thus, unless an exception or spe-
cial rule under section 1251(d) and 
§ 1.1251–4 applies, gain under section 
1251(c)(1) is recognized notwithstanding 
any contrary nonrecognition provision 
or income characterizing provision. 
For example, section 1251 overrides sec-
tion 1231 (relating to property used in a 
trade or business). Accordingly, gain 
recognized under section 1251(c)(1) upon 
a disposition of farm recapture prop-
erty will be treated as ordinary income 
to the extent of the balance in the tax-
payer’s excess deductions account, and 
only the remaining gain, if any, from 
the disposition may be considered as 
gain from the sale or exchange of a 
capital asset if section 1231 is applica-
ble. See example (3) of paragraph (d)(6) 
of this section. 

(2) Nonrecognition sections overridden. 
The nonrecognition of gain provisions 
of subtitle A of the Code which section 
1251 overrides include, but are not lim-
ited to, sections 267(d), 311(a), 336, 337, 
and 512(b)(5). See section 1251(d) and 
§ 1.1251–4 for the extent to which 
1251(c)(1) overrides sections 332, 351, 361, 
371(a), 374(a), 721, 1031, and 1033. 

(3) Treatment of gain not recognized 
under section 1251(c)(1). For treatment 
of gain not recognized under section 
1251(c)(1), the principles of paragraph 
(f) § 1.1251–6 shall be applicable. Thus 
section 1251 does not prevent gain 
which is not recognized under section 
1251 from being considered as gain 
under another provision of the Code, 
such as for example, section 1252(a)(1) 
(relating to treatment of gain from dis-
position of farm land). See example (1) 
of paragraph (e) of § 1.1252–1. 

(4) Exempt income. With regard to ex-
empt income, the principles of para-
graph (e) of § 1.1245–6 shall be applica-
ble. 

(5) Normal retirement of asset in mul-
tiple asset account. Section 1251(c)(1) 
does not require recognition of gain 
upon normal retirements of farm re-

capture property in a multiple asset 
account as long as the taxpayer’s 
method of accounting, as described in 
paragraph (e)(2) of § 1.167(a)–8 (relating 
to accounting treatment of asset re-
tirements), does not require recogni-
tion of such gain. 

(6) Installment method—(i) In general. 
Gain from a disposition to which sec-
tion 1251(c)(1) applies may be reported 
under the installment method if such 
method is otherwise available under 
section 453 of the Code. In such case, 
the income (other than interest) on 
each installment payment shall be 
deemed to consist of gain to which sec-
tion 1251(c)(1) applies until all such 
gain has been reported, and the re-
maining portion (if any) of such in-
come shall be deemed to consist of gain 
to which section 1251(c)(1) does not 
apply. For treatment of amounts as in-
terest on certain deferred payments, 
see section 483. For adjustments in the 
excess deductions account, see para-
graph (c)(1)(ii) of § 1.1251–2. 

(ii) Special rule. If a taxpayer disposes 
of property used in the trade or busi-
ness of farming which qualifies as both 
section 1245 property as well as farm 
recapture property and elects to report 
the gain from such disposition under 
the installment method, then the in-
come (other than interest) on each in-
stallment payment shall (a) first be 
deemed to consist of gain to which sec-
tion 1245(a)(1) applies until all such 
gain has been reported, (b) The remain-
ing portion (if any) of such income 
shall be deemed to consist of gain to 
which section 1251(e)(1) applies until all 
such gain has been reported, and (c) fi-
nally the remaining portion (if any) of 
such income shall be deemed to consist 
of gain to which neither section 
1245(a)(1) nor 1251 (c)(1) applies. See 
paragraph (d)(3) of § 1.1252–1 with re-
spect to the installment method in re-
gard to the disposition of property 
which is both farm recapture property 
as well as farm land (as defined in sec-
tion 1252(a)(2) and paragraph (a)(3)(i) of 
§ 1.1252–1). 

[T.D. 7418, 41 FR 18814, May 7, 1976; 41 FR 
23669, June 11, 1976] 

§ 1.1251–2 Excess deductions account. 
(a) Establishment and maintenance of 

account—(1) General rule. With respect 
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to any taxable year beginning after De-
cember 31, 1969, any taxpayer who: 

(i) Has a farm net loss (as defined in 
section 1251(e)(2) and in paragraph (b) 
of § 1.1251–3) for such a taxable year, or 

(ii) Has an excess deductions account 
balance as of the close of such a tax-
able year 

shall establish (if not previously estab-
lished) and maintain for purposes of 
section 1251 an excess deductions ac-
count. See section 1251(b)(1). Once an 
excess deductions account is estab-
lished (or succeeded to under paragraph 
(e) of this section in the case of certain 
corporate transactions and gifts) all 
entries (including the entries pre-
scribed by paragraph (f) of this section 
with respect to married taxpayers who 
file joint returns) with respect to the 
account must be part of the taxpayer’s 
permanent records for all taxable years 
for which the account must be main-
tained. For purposes of applying sec-
tion 1251 and this section, the term tax-
payer in the case of a partnership 
means each partner of such partnership 
and in the case of an estate or trust 
means the estate or trust regardless of 
whether it is taxable under subpart A 
or E, subchapter J, chapter 1 of the 
Code. 

(2) Distributions from estate or trust. If 
farm recapture property is distributed 
from an estate or trust in a transaction 
to which section 1251(d) (1) or (2) (relat-
ing to exceptions for gifts and transfers 
at death) applies, then the excess de-
ductions account balance of the estate 
or trust shall be succeeded to by the 
distributee in the amount, if any, and 
manner prescribed in paragraph (e)(2) 
of this section. For purposes of the pre-
ceding sentence only, the rules of para-
graph (e)(2) of this section shall be ap-
plied by treating each distribution as a 
gift at the time made. Thus; for exam-
ple, if all of the farm recapture prop-
erty of an estate or trust is distributed 
to a distributee on the date the estate 
or trust terminates, the distributee 
will succeed on that date to the excess 
deductions account balance of the es-
tate or trust. 

(3) Exception. A taxpayer is not re-
quired to maintain an excess deduc-
tions account under subparagraph (1) of 
this paragraph for a taxable year if: 

(i) For such taxable year there would 
be no additions to the taxpayer’s ex-
cess deductions account, and 

(ii) For the immediately preceding 
taxable year the balance in the tax-
payer’s excess deductions account was 
reduced to zero by reason of section 
1251 (b)(3) (relating to subtractions 
from the account) or section 1251(b)(5) 
(relating to transfer of account). 

(b) Additions to account—(1) General 
rule. For each taxable year, there shall 
be added to the excess deductions ac-
count an amount equal to the tax-
payer’s farm net loss. See section 
1251(b)(2)(A). 

(2) Exceptions. In the case of an indi-
vidual and, in the case of an electing 
small business corporation (as defined 
in section 1371(b)), subparagraph (1) of 
this paragraph shall apply for a taxable 
year: 

(i) Only if the taxpayer’s nonfarm ad-
justed gross income (as defined in para-
graph (d) of § 1.1251–3) for such year ex-
ceeds $50,000, and 

(ii) Only to the extent the taxpayer’s 
farm net loss for such year exceeds 
$25,000. 

The limitations of this subparagraph 
apply to a person (other than a trust) 
to whom the tax rates set forth in sec-
tion 1 are applicable and as prescribed 
in subparagraph (3) of this paragraph in 
respect of an electing small business 
corporation. 

(3) Electing small business corporation— 
(i) Taxable years ending before December 
11, 1971. For taxable years ending be-
fore December 11, 1971, in the case of an 
electing small business corporation (as 
defined in section 1371(b): 

(a) For purposes of subparagraph (2) 
of this paragraph, the term the taxpayer 
means such corporation or any one of 
its shareholders, and the term such 
year, in the case of a shareholder, 
means his taxable year with which or 
within which the taxable year of the 
corporation ends (see paragraph (d)(2) 
of § 1.1251–3 for special rules relating to 
the computation of nonfarm adjusted 
gross income of a shareholder of an 
electing small business corporation), 
and 

(b) The limitations in subparagraph 
(2) of this paragraph shall not apply to 
the corporation for a taxable year if on 
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any day of such year there is a tax-
payer who is a shareholder having, for 
his taxable year with which or within 
which the taxable year of such corpora-
tion ends, a farm net loss (as defined in 
paragraph (b) of § 1.1251–3). 

For purposes of determining whether a 
shareholder of such corporation has a 
farm net loss, there shall not be taken 
into account his pro rata share of farm 
net income or loss of any other elect-
ing small business corporation for such 
corporation’s taxable year ending with 
or within his taxable year. 

(c) The provisions of this subdivision 
(i) do not apply for purposes of deter-
mining whether the shareholder must 
make an addition to his excess deduc-
tions account and the amount of such 
addition. 

(ii) Taxable years ending after Decem-
ber 10, 1971. [Reserved] 

(4) Married individuals—(i) Lower limi-
tations for separate returns. If married 
taxpayers file separate returns, then 
for purposes of this paragraph each 
spouse shall be treated as a separate 
individual. However, in such case, (a) 
the amount specified in subparagraph 
(2)(i) of this paragraph shall be $25,000 
in lieu of $50,000, and (b) the amount 
specified in subparagraph (2)(ii) of this 
paragraph shall be $12,500 in lieu of 
$25,000. The lower limitations in the 
preceding sentence shall not apply if 
the spouse of the taxpayer does not 
have any nonfarm adjusted gross in-
come for the taxable year. See section 
1251(b)(2)(C). 

(ii) Joint return. If married taxpayers 
for a taxable year file a joint return 
under section 6013, then for purposes of 
this paragraph they shall for such tax-
able year be treated as a single tax-
payer. For rules applicable to estab-
lishing, maintaining, and allocating a 
joint excess deductions account, see 
paragraph (f) of this section. 

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

Example 1. For 1971, the M Corporation 
which uses the claendar year as its taxable 
year and which is not an electing small busi-
ness corporation has a farm net loss of 
$40,000 and nonfarm taxable income of 
$45,000. Since subparagraph (2) of this para-
graph does not apply to M, it is required to 

make a $40,000 addition to its excess deduc-
tions account. 

Example 2. For 1971, A, an unmarried indi-
vidual who uses the calendar year as his tax-
able year, has a farm net loss of $33,000 and 
nonfarm adjusted gross income of $65,000. 
Under subparagraph (2) of this paragraph, A 
is required to make an addition of $8,000 to 
his excess deductions account (that is, the 
excess of the farm net loss, $33,000, over the 
$25,000 amount referred to in subparagraph 
(2)(ii) of this paragraph). If, however, A were 
a trust, the limitation in subparagraph (2) of 
this paragraph would not apply and such 
trust would be required to add $33,000 (the 
amount of the entire farm net loss) to its ex-
cess deductions account. 

Example 3. H and W each use the calendar 
year as the taxable year. For 1971, H, a mar-
ried taxpayer who files a separate return, 
has a farm net loss of $45,000 and nonfarm ad-
justed gross income of $60,000. H’s spouse W 
does not have any nonfarm adjusted gross in-
come for 1971. Thus, the lower limitations in 
subparagraph (4)(i) of this paragraph do not 
apply. Accordingly, H is required to make an 
addition of $20,000 to his excess deductions 
account (that is, the excess of the farm net 
loss, $45,000, over the $25,000 amount referred 
to in subparagraph (2)(ii) of this paragraph). 

Example 4. Assume the same facts as in ex-
ample (3), except that for 1971 W has a farm 
net loss of $10,000 and nonfarm adjusted gross 
income of $30,000. Thus, the lower limita-
tions in subparagraph (4)(i) of this paragraph 
do apply and H is required to make an addi-
tion of $32,500 to his excess deductions ac-
count (that is, the excess of his farm net 
loss, $45,000, over the $12,500 amount referred 
to in subparagraph (4)(i)(b) of this para-
graph). Since, however, W did not have a 
farm net loss in excess of $12,500, she would 
not be required to make an addition to her 
excess deductions account. For the result if 
H and W were to file a joint return, see ex-
ample (1) of paragraph (f)(6) of this section. 

Example 5. For 1970, the M Corporation, 
which uses the calendar year as its taxable 
year and which is an electing small business 
corporation, has a farm net loss of $35,000 
and nonfarm adjusted gross income of 
$60,000. A, B, and C, the sole equal share-
holders of M, are cash method taxpayers and 
each uses a fiscal year ending on March 31. 
For the taxable year ending March 31, 1971, A 
has a farm net loss of $5,000. Thus, as M’s 
taxable year ends within the taxable year of 
A during which A has a farm net loss, the 
limitations in subparagraph (2) of this para-
graph do not apply with respect to M for 
1970. See subparagraph (1) of this paragraph, 
to add $35,000 to its excess deductions ac-
count. 

Example 6. Assume the same facts as in ex-
ample (5), except that A’s farm net loss oc-
curred in his fiscal year ending March 31, 
1970, and no shareholder of M has a farm net 
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loss for the fiscal year ending March 31, 1971. 
Thus, the limitations in subparagraph (2) of 
this paragraph do apply with respect to M 
for 1970, and accordingly M is required to add 
$10,000 to its excess deductions account for 
1970 (that is, the excess of M’s farm net loss 
$35,000, over the $25,000 amount referred to in 
subparagraph (2)(ii) of this paragraph). 

Example 7. Assume the same facts as in ex-
ample (6), except that M has $45,000 of non-
farm adjusted gross income for 1970 and A, 
for his taxable year ending March 31, 1971, 
has $40,000 of nonfarm adjusted gross income, 
computed without regard to his interest in 
M. Assume the M paid no dividends. Since, 
under paragraph (d)(2) of § 1.1251–3, A’s in-
come from M under section 1373(b) is com-
puted on the basis of M’s nonfarm adjusted 
gross income, A’s gross income from M is 
$15,000 (1⁄3 of $45,000), and A’s total nonfarm 
adjusted gross income is $55,000. Accordingly, 
M would be required to add $10,000 to its ex-
cess deductions account for 1970 for the rea-
sons stated in example (6). 

Example 8. Assume the same facts as in ex-
ample (7). Assume further that A is one of 
two equal shareholders in N, another elect-
ing small business corporation with a tax-
able year ending on January 31, and that N 
for its taxable year ending on January 31, 
1971, has a $42,000 nonfarm loss and farm net 
income of $23,000. Assume that N paid no 
dividends. Thus, A for purposes of subpara-
graph (2)(i) of this paragraph, would only 
have a total of $34,000 of nonfarm adjusted 
gross income ($55,000) computed per example 
(7) minus $21,000 (A’s share of N’s nonfarm 
net operating loss (1⁄2 of $42,000) computed in 
accordance with paragraph (d)(2) of § 1.1251– 

3)). Assuming that no other shareholder of M 
has nonfarm adjusted gross income in excess 
of $50,000, by reason of the $50,000 limitation 
in subparagraph (2)(i) of this paragraph, M 
makes no addition for 1971 to its excess de-
ductions account. (N would make no addition 
to its excess deductions account as it does 
not have a farm net loss.) If, however, N were 
to have a nonfarm loss of only $8,000, A for 
purposes of subparagraph (2)(i) of this para-
graph would have a total of $51,000 of non-
farm adjusted gross income ($51,000 of non-
farm adjusted gross income ($55,000, minus 1⁄2 
of N’s nonfarm loss of $8,000)). Hence, with 
respect to M the result would be the same as 
in example (7) (and N would make no addi-
tion to its excess deductions account since it 
does not have a farm net loss). 

Example 9. D and E are equal individual 
shareholders in corporations X, Y, and Z, the 
stock of each corporation having recently 
been purchased from a different unrelated 
person. X, Y, and Z are electing small busi-
ness corporations. D, E, and the corporations 
all use the calendar year as the taxable year. 
For 1970, the farm net income of D and E (de-
termined without regard to their respective 
pro rata shares of the farm net income or 
loss of X, Y, and Z) are $100,000 and zero, re-
spectively. For 1970, the farm net income or 
loss of the corporations are losses of $80,000 
and $20,000 for X and Z, respectively, and in-
come of $60,000 for Y. For 1970, the deter-
minations under subparagraph (3)(ii) of this 
paragraph as to whether a shareholder of 
corporation X or Z (no determination is nec-
essary with respect to Y since Y does not 
have a farm net loss) has a farm net loss are 
made as follows: 

DETERMINATIONS AS TO WHETHER D OR E HAS A FARM NET LOSS 

As to X As to Z 

D E D E 

Farm net income (determined without regard to X, Y, and Z) .............. $100,000 $0 $100,000 $0 
Pro rata (1⁄2) share of corporation’s farm net income (or loss): 

Of X ................................................................................................. .................... .................... (40,000) (40,000) 
Of Y ................................................................................................. 30,000 30,000 30,000 30,000 
Of Z ................................................................................................. (10,000) (10,000) .................... ....................

Farm net income (or loss) for purposes of determination ...... $120,000 $20,000 $90,000 ($10,000) 

Accordingly, since the determination as to X 
indicates that neither D nor E has a farm net 
loss, the limitations of subparagraph (2) of 
this paragraph apply to X. Thus, assuming 
that X, D, or E has nonfarm adjusted gross 
income in excess of $50,000, X will add $55,000 
to its excess deductions account, i.e., the ex-
cess of the farm net loss, $80,000, over the 
$25,000 amount referred to in subparagraph 
(2)(ii) of this paragraph. Since, however, the 
determination as to Z indicates that E has a 
farm net loss, such limitations do not apply 

to Z. Thus, the addition for 1970 to Z’s excess 
deductions account is the entire amount of 
its farm net loss, $20,000. 

(c) Subtractions from account—(1) Gen-
eral rule. Under section 1251(b)(3), if 
there is any amount in the excess de-
ductions account at the close of a tax-
able year (determined after making 
any addition required under paragraph 
(b) of this section for such year but be-
fore making any reduction under this 
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paragraph for such year), then the ex-
cess deductions account shall be re-
duced (but not below zero) by sub-
tracting: 

(i) An amount equal to (a) the farm 
net income (as defined in section 1251 
(e)(3) and in paragraph (c) of § 1.1251–3) 
for such year, plus (b) the amount (as 
determined in subparagraph (3) of this 
paragraph) necessary to adjust the ac-
count for deductions for any taxable 
year which did not result in a reduc-
tion of the taxpayer’s tax under sub-
title A of the Code for such taxable 
year or any preceding taxable year, and 

(ii) After making any addition to the 
excess deductions account under para-
graph (b) of this section and any reduc-
tion under subdivision (i) of this sub-
paragraph for the taxable year, an 
amount equal to the sum of the 
amounts recognized as ordinary income 
solely by reason of the application of 
section 1251(c)(1). See section 
1251(b)(3)(B). Thus, no amount shall be 
subtracted under this subdivision for 
gain recognized by reason of the appli-

cation of section 1245(a)(1) or 1252(a)(1). 
For effect on computation of farm net 
loss or income of gain recognized under 
section 1245(a)(1) upon a disposition of 
farm recapture property, see paragraph 
(b)(2) of § 1.1251–3. In the case of an in-
stallment sale of farm recapture prop-
erty, the taxpayer’s excess deductions 
account shall be reduced under this 
subdivision in the year of such sale by 
an amount equal to the gain (computed 
in the year of sale) to be recognized as 
ordinary income under section 
1251(c)(1). 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples 
in which it is assumed that there is no 
subtraction for lack of tax benefit 
under subparagraph (3) of this para-
graph: 

Example 1. Assume the same facts as in ex-
ample (3) of paragraph (b)(6) of § 1.1251–1. M’s 
excess deductions account balance as of the 
close of 1975 is computed, in accordance with 
the additional facts assumed, in the table 
below: 

M’S EXCESS DEDUCTIONS ACCOUNT 

(1) Balance January 1, 1975 ..................................................................................................................................... $26,000 
(2) Additions for 1975 ................................................................................................................................................ 0 

(3) Subtotal ................................................................................................................................................................ 26,000 
(4) Subtractions for 1975 (farm net income 1) ........................................................................................................... 1,000 

(5) Excess deductions account limitation on gain recognized as ordinary income under section 1251(c)(1) for 
1975 ....................................................................................................................................................................... 25,000 

(6) Subtraction for disposition of farm recapture property:.
(a) Gain from disposition of land to which section 1251(c)(1) applies (computed be-

fore applying limitation ................................................................................................. $13,000 
(b) Gain from disposition of breeding herd to which section 1251(c)(1) applies (com-

puted before applying limitation) ................................................................................. 14,000 

(c) Sum of lines (a) and (b) ............................................................................................. 27,000 
(d) Excess deductions account limitation (amount in line (5)) ........................................ 25,000 

(e) Gain recognized as ordinary income under section 1251(c)(1) (lower of line (6)(c) or line 
(6)(d) ........................................................................................................................................... ........................ 25,000 

(7) Balance December 31, 1975 ................................................................................................... ........................ 0 

1 Computed by treating the section 1245 gain of $6,000 under paragraph (b)(1)(ii) of § 1.1251–3 as gross income derived from 
the trade or business of farming. 

For allocation of the $25,000 of gain recog-
nized as ordinary income to the land and 
herd, and for treatment of the gain recog-
nized in excess of $25,000 see example (3) of 
paragraph (b)(6) of § 1.1251–1. 

Example 2. A is an unmarried individual 
who uses the calendar year as his taxable 
year. In 1971, A makes a single disposition of 
farm recapture property (other than land) re-
alizing a gain of $46,000 of which $15,000 is 

recognized as ordinary income under section 
1245(a)(1). The gain to which section 1251(c)(1) 
applies (computed before applying the excess 
deductions account limitation in section 
1251(c)(2)(A) and paragraph (b)(4)(i) of 
§ 1.1251–1) is $31,000 (i.e., $46,000 minus 
$15,000). The treatment of the gain realized 
on the disposition in excess of the $15,000 rec-
ognized as ordinary income under section 
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1245(a)(1) and the balance in A’s excess de-
ductions account as of the close of 1971 is 

computed, in accordance with the facts as-
sumed, in the table below: 

A’S EXCESS DEDUCTIONS ACCOUNT 

(1) Balance January 1, 1971 ..................................................................................................................................... $50,000 
(2) Additions for 1971: 

(a) Farm net loss for 1971 1 ............................................................................................ $5,000 
(b) Less amount in paragraph (b)(2)(ii) of this section ................................................... 25,000 
(c) Total additions for 1971 ............................................................................................. ........................ 0 

(3) Subtotal .................................................................................................................................... ........................ 50,000 
(4) Subtractions for 1971 ............................................................................................................... ........................ 0 

(5) Excess deductions account limitation on gain recognized as ordinary income under section 1251(c)(1) for 
1971 ....................................................................................................................................................................... 50,000 

(6) Subtraction for dispositions of farm recapture property: 
(a) Gain to which section 1251(c)(1) applies (computed before applying limitation) ..... 31,000 
(b) Limitation (amount in line (5) ..................................................................................... 50,000 

(c) Gain recognized as ordinary income under section 1251(c)(1) lower of line 6(a) or 
line 6(b) ........................................................................................................................ 31,000 

(7) Balance December 31, 1971 ................................................................................................... 19,000 

1 Computed by treating the section 1245 gain of $15,000 under paragraph (b)(1)(ii) of § 1.1251–3 as gross income derived 
from the trade or business of farming. 

(3) Amount necessary to adjust the ex-
cess deductions account with respect to 
deductions which did not result in a re-
duction of the taxpayer’s tax—(i) In gen-
eral. Under section 1251(b)(3)(A), a sub-
traction is made from the excess de-
ductions account to adjust the account 
for deductions that did not result in a 
reduction of the taxpayer’s tax for the 
taxable year or any preceding taxable 
year. The amounts to be subtracted are 
determined under subdivisions (ii) and 
(iii) of this subparagraph in accordance 
with the rules in subdivision (iv) of this 
subparagraph. This subtraction shall 
be made before determining the 
amount of gain to which section 1251(c) 
applies. The amount subtracted under 
subdivision (ii) of this subparagraph is 
a temporary subtraction made solely 
to determine the amount in the excess 
deductions account for purposes of the 
limitation in section 1251(c)(2). 

(ii) Temporary subtraction. The 
amount temporarily subtracted from 
the excess deductions account for a 
taxable year is the sum of the farm 
portion of (a) any net operating loss for 
such taxable year which does not re-
duce taxable income (computed with-
out regard to the deduction under sec-
tion 172(a)) in a prior year, and (b) any 
net operating loss from a prior taxable 
year which is carried to such taxable 
year but which does not reduce taxable 
income (computed without regard to 

the deduction under section 172(a)) in 
such taxable year. 

(iii) Permanent subtraction. The 
amount permanently subtracted from 
the excess deductions account for a 
taxable year is the excess of the farm 
portion of any net operating loss which 
may be carried to the preceding year 
(reducing by the portion of such loss 
which reduced taxable income (com-
puted without regard to the deduction 
under section 172(a)) for such preceding 
year) over the amount of such loss 
which may be carried to the taxable 
year, but the subtraction shall not be 
made earlier than the taxable year in 
which the excess deductions account is 
increased by reason of such loss. 

(iv) Rules of application. For purposes 
of this subparagraph, the following 
rules shall apply: 

(a) The farm portion of a net oper-
ating loss is that portion of such loss 
attributable to the trade or business of 
farming. Such portion and the remain-
ing portion (hereinafter referred to as 
the nonfarm loss) shall be absorbed pro 
rata. If a farm net loss is not added to 
the excess deductions account in the 
year in which such loss occurs, the net 
operating loss (if any) for such year 
shall be treated as a nonfarm loss. 

(b) In the case of an individual (other 
than a trust), the farm portion of a net 
operating loss shall be decreased by an 
amount, if any, equal to the excess of 
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$25,000 (or the amount determined 
under paragraph (b)(2)(ii) of this sec-
tion) over the nonfarm adjusted gross 
income. Such amount shall be added to 
the nonfarm portion of such net oper-
ating loss. 

(c) The amounts considered as reduc-
ing taxable income under subdivision 
(ii) of this subparagraph in the taxable 
year shall be determined on the basis 
of a tentative computation of taxable 
income for such year in which the gain 
realized from the disposition of prop-
erty to which section 1251(c)(1) applied 
shall be computed without regard to 

the excess deductions account limita-
tion. 

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

Example: A is an unmarried individual who 
uses the calendar year as his taxable year. 
For the years 1970 through 1974, A’s items of 
income and deductions are as shown in the 
table below. A’s personal deductions are dis-
regarded. A had no income or loss for any 
year prior to 1970. Based upon such amounts 
and the computations shown below, A must 
recognize as ordinary income under section 
1251(c)(1), $35,325 for 1971, $10,000 for 1972, 
$3,925 for 1973, and $150,000 for 1974. 

Amounts assumed 1970 1971 1972 1973 1974 

(a) Farm net income .................................. ($250,000) $20,000 $5,000 ($75,000) ($10,000) 
(b) Nonfarm income ................................... 55,000 (82,000) 30,000 10,000 200,000 
(c) Gain which would be recognized as or-

dinary income under 1251(c) (computed 
without regard to the EDA limitation) 
(hereinafter referred to as farm property 
disposition) .............................................. ........................ 88,000 10,000 2,000 150,000 

(d) Personal exemption .............................. 625 675 750 750 750 
(e) Net operating loss (NOL) (computed 

per section 172(c)) ................................. (195,000) ........................ ........................ (45,000) ........................

I. COMPUTATIONS FOR 1971 

1. Excess Deductions Account (EDA) Limitation for 1971: 
a. EDA on December 31, 1970: 

1970 Farm net loss ......................................................................................................... 250,000 
Less .......................................................................................................................... (25,000) 

225,000 225,000 
b. Less farm net income for 1971 .......................................................................................... ........................ (20,000) 

c. EDA before temporary subtraction ..................................................................................... ........................ 205,000 
d. Less temporary subtraction per subdivision (ii)(b): 

Aggregate farm NOL carryover to 1971 ......................................................................... 195,000 
Less tentative farm NOL deduction for 1971: 

Farm net income ................................................................... 20,000 
Nonfarm income .................................................................... (82,000) 
Farm property disposition ..................................................... 88,000 
Exemption ............................................................................. (675) 

Tentative taxable income ...................................................... 25,325 
Tentative NOL reducing taxable income .............................. 25,325 (25,325) 

169,675 (169,675) 

e. EDA limitation for 1971 .................................................................................................................................. 35,325 

2. 1971 Taxable Income: 
a. Farm net income ............................................................................................................................................ 20,000 
b. Nonfarm income ............................................................................................................................................. ($82,000) 
c. Farm property disposition ............................................................................................................................... 88,000 
d. Exemption ...................................................................................................................................................... (675) 
e. Section 1202 deduction: 

Farm property disposition ................................................................................................ $88,000 
Less amount treated as ordinary income under section 1251(c) (lesser of amount of 

gain on line 1(e)) ......................................................................................................... 35,325 

Capital gain ..................................................................................................................... 52,675 
Less 50 percent deduction .............................................................................................. 26,337 (26,338) 

f. 1971 Taxable income .......................................................................................................... ........................ (1,013) 
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Amounts assumed 1970 1971 1972 1973 1974 

II. COMPUTATIONS FOR 1972 

1. Excess Deductions Account Limitation for 1972: 
a. EDA (line 1(c) above) .................................................................................................................................... 205,000 
b. Less recapture in 1971 .................................................................................................................................. (35,325) 
c. Less farm net income for 1972 ...................................................................................................................... (5,000) 
d. Less permanent subtraction per subdivision (iii): 

1970 Farm NOL carryover to 1971 ................................................................................. 195,000 ........................
Less 1970 farm NOL carryover to 1972 (computed per section 172(b)(2)): 

Farm NOL to 1971 ................................................................ $195,000 ........................ ........................
Less 1971 taxable income computed per 

section 172(b)(2): 
Farm net income ................................ $20,000 
Nonfarm income ................................. (82,000) 
Farm property disposition .................. 88,000 

26,000 (26,000) 

Farm NOL carryover to 1972 .................... 169,000 ($169,000) 

26,000 ($26,000) 

e. EDA before making temporary subtractions .................................................................................................. 138,675 
f. Less temporary subtraction per subdivision (ii)(b): 

Farm NOL carryover to 1972 .......................................................................................... 169,000 
Farm net income .......................................................................... 5,000 
Nonfarm income ........................................................................... 30,000 
Farm recapture disposition .......................................................... 10,000 
Exemption .................................................................................... (750) 

Tentative taxable income ............................................................. 44,250 
Tentative NOL reducing taxable income ...................................... 44,250 (44,250) 

124,750 (124,750) 

g. EDA limitation for 1972 .................................................................................................................................. 13,925 

2. Taxable Income for 1972: 
a. Farm net income ............................................................................................................................................ 5,000 
b. Nonfarm income ............................................................................................................................................. 30,000 
c. Farm property disposition ............................................................................................................................... 10,000 
d. Exemption ...................................................................................................................................................... (750) 
e. Section 1202 deduction: 

Farm property disposition ................................................................................................ 10,000 
Less amount treated as ordinary income under section 1251(c) (lesser of amount of 

gain on line 1(g)) ......................................................................................................... 10,000 0 

f. Taxable income before NOL deduction .......................................................................................................... 44,250 
g. Net operating loss deduction ......................................................................................................................... (44,250) 

h. Taxable income for 1972 ............................................................................................................................... 0 

III. COMPUTATIONS FOR 1973 

1. Excess Deductions Account Limitation for 1973: 
a. Line 1(e) above .............................................................................................................................................. 138,675 
b. Less recapture in 1972 .................................................................................................................................. (10,000) 
c. Less permanent subtraction per subdivision (iii): 

1970 Farm NOL carryover to 1972 ..................................................... 169,000 
Less 1970 Farm NOL reducing taxable income in 1972 .................... (44,250) 

124,750 124,750 
Less 1970 Farm NOL carryover to 1973 computed per section 

172(b)(2): 
Farm NOL to 1972 ....................................................................... 169,000 
1972 Taxable income computed per section 172(b)(2): 

Farm net income $5,000 
Nonfarm income 30,000 
Farm recapture disposition 10,000 

45,000 ($45,000) 

Farm NOL carryover to 1973 ....................................................... 124,000 ($124,000) 
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Amounts assumed 1970 1971 1972 1973 1974 

750 ($750) 

d. EDA before making temporary subtractions .................................................................................................. $127,925 
e. Less temporary subtraction per subdivision (ii)(a)– 

zero (since 1973 farm loss treated as nonfarm addi-
tion to NOL per subdivision (iv)(a)) ............................. ........................ ........................ ........................ 0 

f. Less temporary subtraction per subdivision (ii)(b): Ag-
gregate farm NOL carryover to 1973 .......................... ........................ ........................ $124,000 

Less tentative farm NOL deduction for 1973: 
Farm net income .......................................................................... ($75,000) 
Nonfarm income ........................................................................... 10,000 
Farm property disposition ............................................................. 30,000 
Exemption .................................................................................... (750) 

Tentative taxable income ............................................................. (44,250) 
Tentative NOL reducing taxable income ...................................... 0 0 

124,000 (124,000) 

g. EDA limitation for 1973 .................................................................................................................................. 3,925 

2. Taxable Income 1973: 
a. Farm net income ............................................................................................................................................ (75,000) 
b. Nonfarm income ............................................................................................................................................. 10,000 
c. Farm property disposition ............................................................................................................................... 20,000 
d. Exemption ...................................................................................................................................................... (750) 
e. Section 1202 deduction: 

Farm property disposition ................................................................................................ 20,000 
Less amount treated as ordinary income under section 1251(c) (lesser of amount of 

gain on line 1(g)) ......................................................................................................... 3,925 

Capital gain ..................................................................................................................... 16,075 
Less 50 percent deduction .............................................................................................. 8,038 (8,037) 

f. Taxable income for 1973 ................................................................................................................................ (53,787) 

IV. COMPUTATIONS FOR 1974 

1. Excess Deductions Account Limitation for 1974: 
a. Line 1(d) above .............................................................................................................................................. 127,925 
b. Less recapture in 1973 .................................................................................................................................. (13,925) 
c. Farm loss for 1974 ................................................................................. 10,000 

Plus farm NOL deduction (see § 1.1251–3(b)(3)) ............................... 45,000 

55,000 55,000 
Less ............................................................................................................................................... 25,000 

30,000 30,000 
d. Less permanent subtraction per subdivision (iii): 

1970 Farm NOL carryover to 1973 ................................................................................. 124,000 
Less 1970 farm NOL carryover to 1974 per section 172(b)(2) ...................................... 124,000 

0 0 

e. EDA before making temporary subtractions .................................................................................................. 154,000 
f. Less temporary subtraction per subdivision (ii)(b): 

Aggregrate farm NOL carryover to 1974 ........................................................................ 124,000 
Less tentative farm NOL deduction in 1974: 

Farm net income .......................................................................... (10,000) 
Nonfarm income ........................................................................... 200,000 
Farm property disposition ............................................................. 150,000 
Exemption .................................................................................... (750) 

Tentative taxable income ............................................................. 339,250 
Tentative NOL deduction ............................................................. 169,000 

Farm portion of tentative NOL deduction ........................................................................ 124,000 

0 0 

g. EDA limitation for 1974 .................................................................................................................................. $154,000 

2. Taxable Income 1974: 
a. Farm net income ............................................................................................................................................ (10,000) 
b. Nonfarm income ............................................................................................................................................. 200,000 
c. Farm property disposition ............................................................................................................................... 150,000 
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Amounts assumed 1970 1971 1972 1973 1974 

d. Exemption ...................................................................................................................................................... (750) 
e. Section 1202 deduction: 

Farm property disposition ........................................................................................ $150,000 
Less amount treated as ordinary income under section 1251(c) (lesser of amount 

of gain on line 1(g)) .............................................................................................. 150,000 0 

f. Taxable income before NOL deduction .......................................................................................................... 339,250 
g. Net operating loss deduction ......................................................................................................................... (169,000) 

h. Taxable income .............................................................................................................................................. 170,250 

(vi) Electing small business corporation. 
(a) In the case of an electing small 
business corporation, the amounts to 
be subtracted under subdivisions (ii) 
and (iii) of this subparagraph, shall be 
the sum of the amounts under such 
subdivisions computed with respect to 
each shareholder of the corporation for 
the taxable year of the shareholder 
with which or within which the taxable 
year of the corporation ends, by apply-
ing (b) of this subdivision (vi), in lieu of 
subdivision (iv)(a) of this subpara-
graph. 

(b) For purposes of (a) of this subdivi-
sion, the farm portion of a share-
holder’s net operating loss is that por-
tion of the net operating loss of such 
shareholder attributable to the cor-
poration’s farm net loss, and such por-
tion and the remaining portion shall be 
considered to be absorbed pro rata. If a 
corporation’s farm net loss is not added 
to its excess deduction account in the 
year in which such loss occurs, no por-
tion of a shareholder’s net operating 
loss for the taxable year of the share-
holder with which or within which such 
taxable year of the corporation ends 
shall be attributable to such corpora-
tion’s farm net loss. 

(d) Exception for taxpayers using cer-
tain accounting methods—(1) General 
rule. Under section 1251(b)(4), except to 
the extent that a taxpayer has suc-
ceeded to an excess deductions account 
as provided in paragraph (e) of this sec-
tion (relating to receipt of farm recap-
ture property in certain corporate and 
gift transactions), additions to the ac-
count shall not be required by a tax-
payer who elects to compute taxable 
income from the trade or business of 
farming (as defined in paragraph (e)(1) 
of § 1.1251–3: 

(i) By using inventories for all prop-
erty which may be inventoried except 

as to property to which subdivision (ii) 
of this subparagraph applies, and 

(ii) In accordance with subparagraph 
(3) of this paragraph, by charging to 
capital account all expenditures paid 
or incurred which are properly charge-
able to capital account including such 
expenditures which the taxpayer may, 
under chapter 1 of the Code or regula-
tions prescribed thereunder, otherwise 
treat or elect to treat as expenditures 
which are not chargeable to capital ac-
count. 

For rules as to procedure of making 
the election, effect of a change in 
method of accounting upon making the 
election, and conditions for revoking 
the election, see subparagraphs (4), (5), 
and (6), respectively, of this paragraph. 

(2) Inventories. The absence of prop-
erty which may be inventories shall 
not preclude a taxpayer from making 
an election under section 3251(b)(4). 
Any acceptable inventory method will 
satisfy the requirement of subpara-
graph (1)(i) of this paragraph. 

(3) Property chargeable to capital ac-
count—(i) In general. Property subject 
to the capitalization requirement pre-
scribed in subparagraph (1)(ii) of this 
paragraph includes all property de-
scribed in section 1231(b) (1) and (3), 
without regard to any holding period 
therein provided, which is used in the 
trade or business of farming. Thus, for 
example, property subject to the cap-
italization requirement includes prop-
erty used in the trade or business of 
farming of a character subject to the 
allowance for depreciation and real 
property so used regardless of the pe-
riod held, and livestock used in the 
trade or business of farming which is 
held for draft, breeding, dairy, or sport-
ing purposes regardless of the period 
held. 
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(ii) Expenditures which must be capital-
ized. Expenditures subject to the re-
quirement of subparagraph (1)(ii) of 
this paragraph are all expenditures, 
whether direct or indirect, paid or in-
curred, which are properly chargeable 
to capital account. For examples of the 
meaning of the term properly chargeable 
to capital account, see §§ 1.61–4, 1.162–12, 
1.263(a)–1, and 1.263(a)–2, and paragraph 
(a)(4) (ii) and (iii) of § 1.446–1. Other ex-
amples of expenditures referred to in 
subparagraph (1)(ii) of this paragraph 
are expenditures under sections 175 (re-
lating to soil and water conservation), 
180 (relating to fertilizer, etc.), 182 (re-
lating to land clearing), and 266 (relat-
ing to certain carrying charges) which 
(without regard to section 1251) a tax-
payer may treat or elect to treat as ex-
penditures which are not chargeable to 
capital account. Thus, for example, 
with respect to developing a farm, 
ranch, orchard, or grove, amounts 
properly chargeable to capital account 
include amounts paid or incurred for 
upkeep, taxes, interest, and other car-
rying charges, water for irrigation, fer-
tilizing, controlling undergrowth, and 
the cultivating and spraying of trees. 
For a further example, with respect to 
a produced animal, amounts properly 
chargeable to capital account for the 
animal include all expenditures paid or 
incurred for producing the animal, 
such as for stud, breeding, and veteri-
nary services, as well as all amounts 
paid or incurred with respect to the 
brood animal during the gestation pe-
riod of the produced animal including 
all amounts paid or incurred for feed, 
maintenance, utilities, indirect over-
head, depreciation, insurance, and car-
rying charges. Direct and indirect ex-
penditures properly chargeable to cap-
ital account with respect to raising an 
animal may include, in addition to ex-
penditures for feed, maintenance, etc., 
expenditures for training. Direct and 
indirect expenditures with respect to 
feed may include, in the case of a graz-
ing operation, fees for the rental of 
grazing land, and the portion of all 
labor, taxes, interest, fencing costs, 
and carrying charges paid or incurred 
by the taxpayer allocable to grazing. 
For purposes of this subparagraph, rea-
sonable allocations shall be made by 
the taxpayer of items between animals 

held for different purposes and as to 
each animal held. However, all 
amounts allocated to a brood animal 
during the period of gestation are, for 
purposes of this subparagraph, entirely 
chargeable to the capital of the pro-
duced animal. 

(iii) Unharvested crops. With respect 
to unharvested crops to which section 
1231(b)(4) applies, see section 268 and 
paragraph (g) of § 1.1016–5 (relating, re-
spectively, to disallowance of certain 
deductions and to adjustments to 
basis). 

(iv) Changes in character of property. 
If, in a taxable year subsequent to the 
first taxable year to which an election 
under section 1251(b)(4) applies, prop-
erty which was not subject to the re-
quirements of subparagraph (1)(ii) of 
this paragraph becomes subject to such 
requirements, then the following rules 
shall apply: 

(a) The adjusted basis of such prop-
erty at the beginning of the taxable 
year in which it becomes subject to the 
requirements of subparagraph (1)(ii) of 
this paragraph shall be equal to the 
amount its adjusted basis would have 
been on such date had it been ac-
counted for in accordance with such re-
quirements (taking into account, if ap-
plicable, the depreciation which would 
have been allowed as determined by the 
taxpayer using a period, salvage value, 
and methods that would have been 
proper). 

(b) At the beginning of the taxable 
year in which such property becomes 
subject to the requirements of subpara-
graph (1)(ii) of this paragraph: 

(1) If such property was not included 
in the opening inventory, the amount 
equal to the excess of its adjusted basis 
as computed in (a) of this subdivision 
over its adjusted basis as of the close of 
the preceding taxable year, or 

(2) If such property was included in 
the opening inventory, such opening 
inventory shall be reduced by the in-
ventory value of such property in-
cluded therein and the amount of the 
difference between the adjusted basis 
for the property computed in (a) of this 
subdivision and such inventory value, 
Shall be added to gross income for such 
taxable year and shall be treated as 
gross income derived from the trade or 
business of farming under paragraph 
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(b)(1)(ii) of § 1.1251–3, except that if the 
difference in (b)(2) of this subdivision 
represents an excess of such inventory 
value over the adjusted basis for the 
property computed in (a) of this sub-
division then such excess shall be sub-
tracted from gross income for such tax-
able year and shall be treated as a de-
duction allowed which is directly con-
nected with carrying on the trade or 
business of farming under paragraph 
(b)(1)(i) of § 1.1251–3. 

(c) If any deductions for depreciation 
are treated as amounts which would 
have been allowed in a prior taxable 
year or years for purposes of (a) of this 
subdivision, such deduction shall be 
treated as having been allowed for pur-
poses of applying sections 1245 and 1250 
in the same taxable year or years and 
thus included in the amount of adjust-
ments reflected in adjusted basis with-
in the meaning of paragraph (a)(1)(ii) of 
§ 1.1245–2 or depreciation adjustments 
within the meaning of paragraph (d)(1) 
of § 1.1250–2 (as the case may be). 

(d) For purposes of this subparagraph 
(3), if during a taxable year property 
becomes subject to the requirements of 
subparagraph (1)(ii) of this paragraph, 
it shall be considered subject to such 
requirements on each day it is held 
during such year. 

(e) The adjusted basis under (a) of 
this subdivision of property of a char-
acter subject to the allowance for de-
preciation shall be its basis for which 
deductions may be computed under sec-
tion 167. 

(v) Example. The provisions of sub-
division (iv) of this subparagraph may 
be illustrated by the following exam-
ple: 

Example: On January 1, 1974, A, an indi-
vidual taxpayer who in a previous year had 
elected under section 1251(b)(4) to compute 
income from the trade or business of farming 
by using inventories and by charging to cap-
ital account all items properly chargeable to 
capital under the rules of subdivision (ii) of 
this subparagraph, purchases a herd of six- 
month-old feeder calves for $13,000. During 
1974, in connection with such herd, A in-
curred raising costs of $4,000 and carrying 
charges of $1,600 which would have been 
properly chargeable to capital account with-
in the meaning of subparagraph (1)(ii) of this 
paragraph if the herd had not been included 
in inventory. A determines under his unit- 
livestock method that on December 31, 1974, 
the inventory value of the herd is $17,000. On 

March 1, 1975, A decides to use one-half of 
the herd for breeding purposes with such 
part of the herd becoming subject to the cap-
italization requirements. On January 1, 1975, 
the adjusted basis for the animals held for 
breeding purposes, computed under the pro-
visions of subdivision (iv)(a) of this subpara-
graph, is $9,300 (that is, the aggregate of one- 
half of the purchase price of $13,000 for the 
entire herd of feeder calves, $6,500, one-half 
of the carrying charges of $1,600 incurred 
during 1974 in connection with the entire 
herd, $800, and one-half of the $4,000 of rais-
ing costs incurred during 1974 for the entire 
herd, $2,000). There is no adjustment for the 
depreciation which would have been allowed 
since no animal in the herd had reached an 
acceptable breeding age. Therefore, A as of 
January 1, 1975, must under the provisions of 
subdivision (iv)(b)(2) of this subparagraph 
subtract $8,500 from his opening inventory 
value of $17,000. However, A has not changed 
his method of accounting with respect to 
such animals. Under the provisions of sub-
division (iv)(b)(2) of this subparagraph, A for 
1975 will add $800 to his gross income (that is, 
the difference between the adjusted basis for 
the calves to be used for breeding purposes, 
$9,300, over the inventory value of such ani-
mals, $8,500). Such amount under the provi-
sions of subdivision (iv)(b) shall be treated as 
gross income derived from the trade or busi-
ness of farming under paragraph (b)(1) of 
§ 1.1251–3. 

(4) Time and manner of making elec-
tion—(i) In general. The election under 
section 1251(b)(4) for any taxable year 
beginning after December 31, 1969, shall 
be filed within the time prescribed by 
law (including extensions thereof) for 
filing the return for such taxable year. 
Such election shall be made and filed 
by attaching a statement of such elec-
tion signed by the taxpayer to the re-
turn for the first taxable year for 
which the election is made. The state-
ment shall contain a declaration that 
the taxpayer is making an election 
under section 1251(b)(4) of the Code and 
that taxable income from the trade or 
business of farming is computed by 
using inventories for all property, 
which may be inventoried and by 
charging to capital account all expend-
itures paid or incurred which are prop-
erly chargeable to capital account (in-
cluding such expenditures which the 
taxpayer may, under chapter 1 of the 
Code or regulations prescribed there-
under, otherwise treat or elect to treat 
as expenditures which are not properly 
chargeable to capital account). Addi-
tionally, the statement must contain 
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the information prescribed by subpara-
graph (5) of this paragraph, if applica-
ble. 

(ii) Joint return. If for a taxable year 
taxpayers file a joint return under sec-
tion 6013, the election referred to in 
subparagraph (1) of this paragraph 
must be made by both such taxpayers 
in accordance with the provisions of 
subdivision (i) of this subparagraph. If, 
however, in such case either of such 
taxpayers has for a previous taxable 
year made such an election, then only 
the taxpayer who has not made such 
election is required to comply with the 
provisions of subdivision (i) of this sub-
paragraph. The taxpayer who pre-
viously made such an election shall at-
tach a statement to the return speci-
fying the taxable year for which the 
election was made and with whom the 
election was filed. 

(5) Change in method of accounting, 
etc.—(i) In general. If, in order to com-
ply with an election made under sec-
tion 1251(b)(4), a taxpayer must change 
his method of accounting (in com-
puting taxable income from the trade 
or business of farming) by placing in 
inventory a class of items not pre-
viously treated as in an inventory or 
by charging to capital account a class 
of items which had been consistently 
treated as an expense or as part of in-
ventory (see paragraph (e)(2)(ii)(b) of 
§ 1.446–1), the taxpayer will be deemed 
to have obtained the consent of the 
Commissioner as to such change in 
method of accounting solely as to such 
items and there shall be taken into ac-
count in accordance with section 481 of 
the Code and the regulations there-
under those adjustments which are de-
termined to be necessary by reason of 
such change solely as to such items in 
order to prevent amounts from being 
duplicated or omitted. For purposes of 
section 481(a)(2), such change in meth-
od of accounting with respect to only 
such items shall be treated as a change 
not initiated by the taxpayer and, 
thus, under paragraph (a)(2) of § 1.481–1, 
no part of the adjustments required 
under section 481 with respect to such 
items shall be based on amounts which 
are taken into account in computing 
income (or which should have been 
taken into account had the new meth-
od of accounting been used) for taxable 

years beginning before January 1, 1954, 
or ending before August 17, 1954. 

(ii) Additional information. If, in order 
to comply with an election made under 
subparagraph (1) of this paragraph a 
taxpayer (or in the case of a joint re-
turn one or both taxpayers) changes 
his method of accounting, then in addi-
tion to the information required to be 
filed under subparagraph (4) of this 
paragraph the taxpayer must file on 
Form 3115 as part of such election all 
the information described in paragraph 
(e)(3) of § 1.446–1 (relating to change in 
method of accounting), but the time 
prescribed in paragraph (e)(3) of § 1.446– 
1 for filing Form 3115 shall not apply. 

(iii) Election made before May 7, 1976. 
If an election referred to in subpara-
graph (1) of this paragraph was made 
before May 7, 1976, the taxpayer shall 
file not later than August 5, 1976, such 
information referred to in subpara-
graph (4) of this paragraph not pre-
viously required by applicable regula-
tions to be filed in order to make such 
election, and, in addition, if subdivi-
sion (ii) of this subparagraph applies, 
the taxpayer shall file not later than 
August 5, 1976, on Form 3115 the infor-
mation referred to in subdivision (ii) of 
this subparagraph with the district di-
rector, or the director of the internal 
revenue service center, with whom the 
election was filed. For this purpose, 
Form 3115 shall be attached to a state-
ment clearly identifying the election 
referred to in subparagraph (1) of this 
paragraph and the first taxable year to 
which it applied. 

(6) Revocability of election—(i) In gen-
eral. An election referred to in subpara-
graph (1) of this paragraph is binding 
on the taxpayer or in the case of a 
joint return both taxpayers) for the 
taxable year of such election and for 
all subsequent taxable years (regard-
less of whether they continue to file a 
joint return) and may not be revoked 
except with the consent of the Commis-
sioner. Since revocation would con-
stitute a change in method of account-
ing, in order to secure the Commis-
sioner’s consent to the revocation of 
such an election and to a change of the 
taxpayer’s method of accounting, all 
the provisions of paragraph (e)(3) of 
§ 1.446–1 must be met including the re-
quirement that Form 3115 must be filed 
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within 180 days after the beginning of 
the taxable year in which it is desired 
to make the change. See section 481 
and the regulations thereunder (relat-
ing to certain adjustments required by 
such changes). 

(ii) Revocation of elections made prior 
to May 7, 1976. If on or before May 7, 
1976, an election under section 
1251(b)(4) has been made, such election 
may be revoked without permission of 
the Commissioner by filing on or before 
August 5, 1976, with the district direc-
tor or the director of the internal rev-
enue service center with whom the 
election was filed a statement of rev-
ocation of an election under section 
1251(b)(4). If such election to revoke is 
for a period which falls within one or 
more taxable years for which an in-
come tax returns shall be filed for any 
such taxable years for which the com-
putation of taxable income is affected 
by reason of such revocation. 

(e) Transfer of excess deductions ac-
count—(1) Certain corporate trans-
actions—(i) In general. Under section 
1251(b)(5)(A), in the case of a transfer 
described in section 1251(d)(3) and para-
graph (c)(2) of § 1.1251–4 to which sec-
tion 371(a) (relating to exchanges pur-
suant to certain receivership and bank-
ruptcy proceedings), 374(a) (relating to 
exchanges pursuant to certain railroad 
reorganizations), or 381 (relating to 
carryovers in certain corporate acqui-
sitions) applies, the acquiring corpora-
tion shall succeed to and take into ac-
count as of the close of the day of dis-
tribution or transfer the excess deduc-
tions account of the transferor. Deter-
minations under this subdivision shall 
be made under subdivisions (ii), (iii), 
and (iv) of this subparagraph regardless 
of whether section 381 applies. For 
treatment as farm recapture property 
of stock or securities received in cer-
tain transfers to controlled corpora-
tions to which section 1251(d)(3) (but 
not section 1251(b)(5)(A)) applies, see 
section 1251(d)(6) and paragraph (f) of 
§ 1.1251–4. 

(ii) Acquiring corporation. For pur-
poses of subdivision (i) of this subpara-
graph, determinations as to which cor-
poration is the acquiring corporation 
shall be made under paragraph (b)(2) of 
§ 1.381(a)–1. 

(iii) Certain operating rules. For pur-
poses of subdivision (i) of this subpara-
graph, the operating rules of section 
381(b) and § 1.381(b)–1 shall apply. Thus, 
for example, except in the case of a re-
organization qualifying under section 
368(a)(1)(F) (whether or not such reor-
ganization also qualifies under any 
other provision of section 368(a)(1)), the 
amount of the excess deductions ac-
count of the transferor shall be com-
puted, as of the close of the date of dis-
tribution or transfer (as determined 
under paragraph (b) of § 1.381(b)–1), as if 
the taxable year of the transferor 
closed on such date (regardless of 
whether the taxable year actually 
closed). In the case of a reorganization 
qualifying under section 368(a)(1)(F) 
(whether or not such reorganization 
also qualifies under any other provi-
sion of section 368(a)(1)), the acquiring 
corporation’s excess deductions ac-
count shall be treated for purposes of 
section 1251 just as the transferor cor-
poration’s excess deductions account 
would have been treated if there had 
been no reorganization. 

(iv) Excess deductions account balance. 
For purposes of subdivision (i) of this 
subparagraph, the amount in the trans-
feror’s excess deductions account as of 
the close of the date of distribution or 
transfer referred to in subdivision (iii) 
of this subparagraph shall be the 
amount in such account determined 
after making all the applicable addi-
tions and subtractions under section 
1251(b) (other than subtractions under 
paragraph (5)(A) of section 1251(b) and 
this subparagraph) for the taxable year 
ending (or considered ending) on such 
date including a subtraction by reason 
of gain (if any) recognized under sec-
tion 1251(c)(1) by reason of a disposition 
which is in part a sale or exchange and 
in part a gift transaction to which sec-
tion 1251(d)(1) and paragraph (a)(2) of 
§ 1.1251–4 apply. 

(2) Certain gifts—(i) In general. If farm 
recapture property is disposed of by 
gift (including for purposes of this 
paragraph in a transaction which is in 
part a sale or exchange and in part a 
gift or a transaction treated under 
paragraph (a)(2) of this section as a 
gift), and if such gift is made during 
any 1-year period (described in subdivi-
sion (ii) of this subparagraph) for which 
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the potential gain limitation percentage 
(as computed in subdivision (iii) of this 
subparagraph) exceeds 25 percent, then 
the provisions of subdivision (iv) of this 
subparagraph shall apply in respect of 
such gift. 

(ii) One-year period. For purposes of 
this subparagraph, a 1-year period is a 
period of 365 days beginning on the 
date a gift is made by the donor. 

(iii) Potential gain limitation percent-
age. Under this subdivision, the poten-
tial gain limitation percentage for any 
such 1-year period is a percentage 
equal to (a) the sum of the potential 
gains (determined as of the first day of 
such period) on each item of farm re-
capture property held by such taxpayer 
on such first day disposed of by gift by 
the taxpayer during such period, di-
vided by (b) the sum of the potential 
gains (determined as of the first day of 
such period) on all farm recapture 
property held by such taxpayer on such 
first day. 

(iv) Allocation ratio. With respect to 
each gift of property (to which the pro-
visions of this subdivision apply) made 
during a taxable year, each donee shall 
succeed (at the time the first of such 
gifts is made during such taxable year) 
to the same proportion of (a) the do-
nor’s excess deductions account deter-
mined, as of the close of such taxable 
year of the donor, after making all the 
applicable additions and subtractions 
under section 1251(b) (other than sub-
tractions under section 1251(b)(5) and 
this paragraph), as (b) the potential 
gain (determined immediately prior to 
the time the first of such gifts is made 
during such taxable year) on the prop-
erty (held by the donor immediately 
prior to such time) received by such 
donee bears to (c) The aggregate poten-
tial gain (determined immediately 
prior to such time) on all farm recap-
ture property held by the donor imme-
diately prior to such time. 

(v) Definitions and certain special rules. 
For purposes of this subparagraph: 

(a) The term potential gain means an 
amount equal to the excess of the fair 
market value of property over its ad-
justed basis, but, in the case of land, 
limited under paragraph (b)(2)(ii) of 
§ 1.1251–1 to the extent of the deduc-
tions allowable in respect of such land 
pursuant to an election (if any) under 

sections 175 (relating to soil and water 
conservation expenditures) and 182 (re-
lating to expenditures by farmers for 
clearing land) for the taxable year of 
disposition and the four immediately 
preceding taxable years regardless of 
whether any such preceding taxable 
year begins before December 31, 1969. 
See section 1251(e)(5). 

(b) Property held on the first day of 
a one-year period shall include prop-
erty received by gift during such one- 
year period and the potential gain with 
respect to such property, for purposes 
of making the computations under this 
subparagraph, shall be the potential 
gain in the hands of the donor reduced 
by the amount of gain (in the case of 
an exchange which is part a sale and 
part a gift) taken into account by the 
donor. 

(c) Property held by a taxpayer on 
the first day of a one-year period which 
property becomes farm recapture prop-
erty in the hands of such taxpayer dur-
ing such one-year period shall be con-
sidered to be farm recapture property 
on each day of such one-year period. 

(vi) Part-sale-part-gift transaction. If 
property is disposed of in a transaction 
which is in part a sale or exchange and 
in part a gift, then for purposes of sub-
divisions (iii)(a) and (iv)(b) of this sub-
paragraph the potential gain with re-
spect to the property transferred shall 
be reduced by the amount of gain 
taken into account by the transferor. 

(vii) Joint return. For application of 
the provisions of this subparagraph 
with respect to a taxable year for 
which a joint return is filed, see para-
graph (f)(4) of this section. 

(3) Examples. The provisions of sub-
paragraph (2) of this paragraph may be 
illustrated by the following examples 
in which it is assumed that all tax-
payers are unmarried individuals. 

Example 1. The only farm recapture prop-
erty A owns is a farm, consisting of farm 
land and certain farm equipment which is 
farm recapture property. During the period 
involved, there was no deduction allowable 
under section 175 or 182 to any person owning 
an interest in the farm. A, who uses the cal-
endar year as his taxable year, makes a se-
ries of gifts of undivided interests in the 
farm. In these circumstances, computations 
may be made by reference to percentages of 
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undivided interests in the farm. The poten-
tial gain limitation percentages for each ap-
plicable 1-year period are computed, in ac-

cordance with the additional facts assumed, 
in the table below: 

Date Gift to donee 
9/1/70 8/1/71 3/1/72 5/1/73 

C D E F 

(1) Percent of undivided interest in entire farm given as gift by A on date indi-
cated .................................................................................................................... 20% 10% 10% 60% 

(2) Percent of undivided interest in entire farm held by A immediately before gift 100% 80% 70% 60% 
(3) Potential gain:.

(a) On all property held by A on date of gift ............................................ $100,000 $96,000 $140,000 $125,000 
(b) Limitation percentage (sum of amounts in line (1) during 1-year pe-

riod beginning on date of gift divided by line (2)) ................................. 30% 25% 14.28% 100% 

(ii) Under subparagraph (2)(iv) of this para-
graph, C, D, and F each succeed to the pro-
portion of A’s excess deductions account at 

each applicable time as computed in accord-
ance with the additional facts assumed, in 
the table below: 

Taxable year ending— 

Dec. 31, 1970 Dec. 31, 1971 Dec. 32, 1972 Dec. 31, 1973 

Gift to donee to which subparagraph (2)(iv) of this para-
graph applies during taxable year ..................................... C D E F 

(4) Potential gain (determined immediately prior to time first 
gift to which subparagraph (2)(iv) of this paragraph ap-
plies is made): 

(a) On property received by donee to which such 
subparagraph (2)(iv) applies (line (3)(a) multi-
plied by line (1) divided by line (2)) .................... $20,000 $12,000 ........................ $125,000 

(b) Aggregate potential gain on all farm recapture 
property held by donor (line (3)(a)) ..................... $100,000 $96,000 ........................ $125,000 

(5) Allocation ratio (line (4)(a), divided by line (4)(b)) .......... 20% 12.5% ........................ 100% 
(6) Excess deductions account of A:.

(a) At end of previous taxable year ........................ 0 $160,000 $210,000 $200,000 
(b) Net increase (decrease) for taxable year (determined 

before making any subtractions under section 1251(b)(5) 
and this paragraph) ........................................................... $200,000 $80,000 ($10,000) $36,000 

(c) At 12/31 (so determined) .................................. $200,000 $240,000 $200,000 $236,000 
(d) Less: Portion to which donee succeeds (line 

(5), multiplied by line (6)(c)) ................................ $40,000 $30,000 $0 $236,000 
(e) At 12/31 (to line (6)(a) following taxable year) $160,000 $210,000 $200,000 $0 

Since the potential gain limitation per-
centage for the 1-year period beginning on 
September 1, 1970, exceeds 25 percent, a por-
tion of A’s excess deductions account, under 
the provisions of subparagraph (2)(iv) of this 
paragraph, is succeeded to by C and D. Simi-
larly, since such percentage for the 1-year 
period beginning May 1, 1973, exceeds 25 per-
cent, such provisions apply to the gift made 
to F. Since, however, such percentage is 25 
percent or less for all 1-year periods in which 
the gift to E falls (i.e., 25 percent and 14.28 
percent for the 1-year periods beginning, re-
spectively, on August 1, 1971, and March 1, 
1972) such provisions do not apply to the gift 
to E. 

Example: 2. (i) G uses the calendar year as 
his taxable year and H uses a taxable year 

ending June 30. As of the close of 1972, G has 
$100,000 in his excess deductions account, de-
termined before any subtractions under sec-
tion 1251(b)(5) and this paragraph. G owns 
only three items of farm recapture property, 
none of which is land. On May 1, 1972, G 
makes a gift of farm recapture property No. 
1 to his son and on September 1, 1972, G sells 
to H for $80,000 farm recapture property No. 
2 in a transaction which is in part a sale and 
in part a gift. G owns throughout all rel-
evant periods farm recapture property No. 3. 
The potential gain limitation percentage for 
G’s one-year period beginning May 1, 1972, is 
computed in accordance with the additional 
facts assumed in the table below: 

Farm Recapture Property 
Total 

No. 1 No. 2 No. 3 

(1) Fair market value 5/1/72 ..................................................................................... $25,000 $100,000 $800,000 
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Farm Recapture Property 
Total 

No. 1 No. 2 No. 3 

(2) Adjusted basis 5/1/72 ......................................................................................... $10,000 $60,000 $795,000 

(3) Potential gain (line (1), minus line (2)) ............................................................... $15,000 $40,000 $5,000 $60,000 

(4) Sum of potential gains on properties disposed of by gift during period less 
gain taken into account by transferor on part-sale-part-gift .................................. $15,000 $20,000 ................ $35,000 

(5) Potential gain limitation percentage (total line (4), divided by total line (3)) ...... .............. ................ ................ 581⁄3% 

Since the potential gain limitation percent-
age for the one-year period beginning on May 
1, 1972, exceeds 25 percent, the provisions of 
subparagraph (2)(iv) of this paragraph apply 
to the gift to the son and that portion of the 
disposition to H which is a gift. 

(ii) The portion of G’s excess deductions 
account determined, as of the close of 1972, 
before any subtraction under section 
1251(b)(5) and this paragraph, allocated to 
the son and to H as of May 1, 1972, is com-
puted in the table below: 

Property 
Total 

No. 1 No. 2 No. 3 

(1) Potential gain under part (i) of this example (since the first day of the one-year 
period is the same as the time as of which the first gift was made during the tax-
able year) ..................................................................................................................... $15,000 $40,000 $5,000 $60,000 

(2) Potential gain less amount taken into account by transfer on part-sale-part-gift .... 15,000 20,000 ............ ..............
(3) Allocation percentage (line (2), divided by $60,000) ................................................ 25% 331⁄3% ............ ..............
(4) Excess deductions account at close of taxable year (determine before making 

any subtractions under section 1251(b)(5) and this paragraph) ................................. .............. .............. ............ 100,000 
(5) Portion to which donee succeeds on 5/1/72 ............................................................ 25,000 33,333 ............ 58,333 
(6) G’s excess deductions account 12/31/72 ................................................................. .............. .............. ............ $41,667 

Accordingly, the amount of G’s excess deduc-
tion account succeeded to as of May 1, 1972, 
is $25,000 by the son and $33,333 by H. 

(f) Joint return—(1) Joint excess deduc-
tions account. If for a taxable year a 
taxpayer and his spouse file a joint re-
turn under section 6013, then for such 
taxable year each taxpayer shall (if 
necessary) establish and maintain a 
joint excess deductions account. Such 
joint excess deductions account shall 
consist of the aggregate of the sepa-
rately maintained excess deductions 
account of each spouse. A separately 
maintained excess deductions account 
shall be computed under the rules of 
paragraphs (b) and (c) of this section, 
except that for each taxable year a 
joint return is filed: 

(i) The $50,000 amount in the nonfarm 
adjusted gross income limitation in 
paragraph (b)(2)(i) of this section shall 
be considered satisfied if the combined 
nonfarm adjusted gross income of both 
spouses exceeds $50,000, 

(ii) The $25,000 amount in the farm 
net loss exclusion in paragraph 
(b)(2)(ii) of this section shall be allo-
cated between the two spouses in pro-

portion to the farm net loss of each 
spouse having a farm net loss, and 

(iii) The separately maintained ex-
cess deductions account of each spouse 
shall be reduced, if necessary, below 
zero, by the amount of such spouse’s 
farm net income (computed as if a sep-
arate return were filed) plus the 
amount of gain (computed under sub-
paragraph (3) of this paragraph) which 
is recognized as ordinary income under 
section 1251(c)(1) in respect of a disposi-
tion of farm recapture property owned 
by the taxpayer. 

(2) Surviving spouse. For purposes of 
this paragraph, a joint return does not 
include a return of a surviving spouse 
(as defined in section 2 relating to a 
spouse who died during either of his 
two taxable years immediate preceding 
the taxable year) which is treated as a 
joint return of a husband and wife 
under section 6013. 

(3) Application of excess deductions ac-
count limitation in joint return year. In 
the case of a taxable year for which a 
joint return is filed, the aggregate of 
the amount of gain recognized as ordi-
nary income under section 1251(c)(1) 
(after applying paragraph (b) (2)(o) and 
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(3) of § 1.125–1, if applicable) shall not 
exceed the amount in the joint excess 
deductions account (that is, the aggre-
gate of the separately maintained ex-
cess deductions account of each spouse) 
at the close of the taxable year after 
subtracting from each such separately 
maintained account the amount speci-
fied in section 1251(b) (3) (A) and para-
graph (c) (1) (i) of this section as modi-
fied by the rules of this paragraph. For 
the amount of limitation for a taxable 
year for which a separate return is 
filed, see paragraph (b)(4) of this sec-
tion. For determinations as to which 
dispositions are taken into account for 
any taxable year, see paragraph (b)(4) 
of § 1.1251–1. 

(4) Certain gifts—(i) In general. If farm 
recapture property is transferred as a 
gift by a spouse to a person other than 
a spouse during a taxable year for 
which a joint return is filed, the 
spouses shall for purposes of applying 
the provisions of section 1251(b) (5) (B) 
and paragraph (e)(2) of this section be 
treated as a single taxpayer. Thus, 
under paragraph (e)(2) of § 1.1251–2, the 
potential gain limitation percentage 
and the proportion for allocating the 
amount in the joint excess deductions 
account to one or more donees shall be 
determined by treating the spouses as 
a single taxpayer. However, with re-
spect to each gift by a spouse, such 
spouse’s separately maintained excess 
deductions account shall be reduced 
(below zero, if necessary) by the 
amount of the joint excess deductions 
account balance to which the donee of 
such gift succeeded under paragraph 
(e)(2)(iv) of this section. 

(ii) Gift between spouses. If farm re-
capture property is transferred by gift 
by one spouse to another spouse during 
a taxable year for which a joint return 
is filed, such gift shall not affect the 
balance in the joint excess deductions 
account but its effect on the separately 
maintained excess deductions account 
of each spouse shall be determined as if 
separate returns were filed, but only 
after applying subdivision (i) of this 
subparagraph. 

(5) Allocation of joint excess deductions 
account upon filing separate returns—(i) 
In general. If for any reason a taxpayer 
and his spouse cease to file a joint re-
turn, then except as provided in this 
subparagraph the amount of the sepa-
rately maintained excess deductions 
account of each spouse as of the close 
of the last taxable year for which a 
joint return was filed shall be the 
amount of such spouse’s excess deduc-
tions account as of the beginning of the 
first taxable year for which they cease 
filing a joint return. 

(ii) Deficit. If under subparagraph 
(4)(i) of this paragraph one of the 
spouses has a deficit in his separately 
maintained excess deductions account 
as of the close of the last taxable year 
for which a joint return was filed, then 
as of the beginning of the first taxable 
year for which they cease filing a joint 
return: 

(a) The spouse who had such deficit 
shall have an excess deductions ac-
count of zero, and 

(b) The other spouse shall have an ex-
cess deductions account equal to the 
amount prescribed in subdivision (i) of 
this subparagraph minus the amount of 
such deficit. 

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

Example 3. Assume the same facts as in ex-
ample (4) of paragraph (b)(5) of this section, 
except that H and W file a joint return under 
section 6013 and that H has a farm net loss of 
only $40,000. Thus, since the nonfarm ad-
justed gross income for calendar year 1971 
was $60,000 for H and $30,000 for W, their com-
bined nonfarm adjusted gross income exceeds 
$50,000, thereby satisfying under subpara-
graph (1)(i) of this paragraph the $50,000 limi-
tation of paragraph (b)(2)(i) of this section. 
Assume further that for 1971 only W makes a 
dispostion of farm recapture property (other 
than land and section 1245 property). As a re-
sult of such disposition, W realizes a gain of 
$14,000. Accordingly, for 1971, the separately 
maintained excess deductions accounts of H 
and W, their joint excess deductions account, 
and the treatment of the gain realized by W 
on the disposition of the farm recapture 
property are computed, in accordance with 
the facts assumed in the table below: 

EXCESS DEDUCTIONS ACCOUNTS 

H’s W’s Joint 

(1) Balance Jan. 1, 1971 .......................................................... .............. $10,000 .............. $5,000 .............. $15,000 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00510 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



501 

Internal Revenue Service, Treasury § 1.1251–3 

EXCESS DEDUCTIONS ACCOUNTS—Continued 

H’s W’s Joint 

(2) Additions for 1971: 
(a) Farm net loss for 1971 ................................................ $40,000 .............. $10,000 .............. $50,000 ..............
(b) Less amount in paragraph (b)(2)(ii) of this section as 

allocated under subparagraph (1)(ii) of this paragraph 20,000 .............. 5,000 .............. 25,000 ..............

(c) Total additions for 1971 ............................................... .............. 20,000 .............. 5,000 .............. 25,000 

(3) Subtotal ............................................................................... .............. 30,000 10,000 .............. 40,000 
(4) Subtractions for 1971 ......................................................... .............. 0 .............. 0 ..............

(5) Excess deductions account limitation on gain recognized 
as ordinary income under section 1251(e)(1) for 1971 ........ .............. 30,000 .............. 10,000 .............. 40,000 

(6) Subtraction for dispositions of farm recapture property: 
(a) Gain to which section 1251(c)(1) applies (computed 

before applying limitation) .............................................. 0 .............. 14,000 .............. 14,000 ..............
(b) Limitation (amount in line (5)) ..................................... 30,000 .............. 10,000 .............. 40,000 ..............

(c) Gain recognized as ordinary income under section 
1251(c)(1), computed for joint account (lower of line 
6(a) or line 6(b) subject to provisions as to separately 
maintained accounts of subparagraph (1)(iii) ................ .............. .............. .............. 14,000 .............. 14,000 

(7) Balance Dec. 31, 1971 ....................................................... .............. 30,000 .............. (4,000) .............. 26,000 

If for 1972, H and W were to file separate re-
turns, then the separately maintained excess 
deductions account balances as of January 1, 
1972, would be $26,000 and zero respectively. 
See subparagraph (5)(ii) of this paragraph. 

[T.D. 7418, 41 FR 18816, May 7, 1976; 41 FR 
23669, June 11, 1976] 

§ 1.1251–3 Definitions relating to sec-
tion 1251. 

(a) Farm recapture property—(1) In 
general. (i) The term farm recapture 
property means any property (other 
than section 1250 property as defined in 
section 1250(c)) which, in the hands of 
the taxpayer is or was property: 

(a) Which is described in section 
1231(b)(1) (relating to business property 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months for taxable years beginning in 
1977), section 1231(b)(3) (relating to 
livestock), or section 1231(b)(4) (relat-
ing to an unharvested crop), and 

(b) Which, at the time the property 
qualifies under (a) of this subdivision, 
is used in the trade or business of farm-
ing (as defined in paragraph (e) of this 
section). 

(ii) The term farm recapture property 
also includes: 

(a) Property acquired by gift and 
property acquired in a transaction to 
which section 1251(b)(5)(A) applies, if 
such property was farm recapture prop-
erty within the meaning of subdivision 

(i) of this subparagraph in the hands of 
the transferor, and 

(b) Property the basis of which in the 
hands of the taxpayer holding such 
property is determined by reference to 
the basis of other property which in 
the hands of such taxpayer was farm 
recapture property within the meaning 
of subdivision (i) of this paragraph. For 
purposes of (b) of this subdivison (ii) 
property whose basis is determined in 
accordance with the last sentence of 
section 1033(c) shall be considered as 
having as basis determined by ref-
erence to the property whose conver-
sion gave rise to the application of 
such section. 

(iii) Leasehold of farm recapture prop-
erty. If property is farm recapture prop-
erty under this subparagraph, a lease-
hold of such property is also farm re-
capture property is also farm recapture 
property to the same extent as de-
scribed in, and in accordance with the 
principles of paragraph (a)(2) of § 1.1245– 
3. 

(iv) If property described in subdivi-
sion (ii) of this subparagraph is stock 
or securities received in certain cor-
porate transactions described in sec-
tion 1251(d)(6), see paragraph (f) of 
§ 1.1251–4 for determination as to extent 
such stock or securities is farm recap-
ture property. 
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(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following example: 

Example: On December 15, 1971, A, an indi-
vidual calendar year taxpayer engaged in the 
trade or business of farming (as defined in 
paragraph (e) of this section) exchanges in a 
transaction which qualifies under section 
1031(a) (relating to an exchange of property 
held for productive use or investment) trac-
tor No. 1 which A acquired on March 1, 1971, 
for tractor No. 2. Under subparagraph (1)(i) 
of this paragraph, tractor No. 1 is farm re-
capture property as the tractor was used in 
the trade or business of farming and was held 
for a period in excess of 6 months. Under sub-
paragraph (1)(ii) of this paragraph, tractor 
No. 2 is farm recapture property as the basis 
of tractor No. 2 in the hands of A is deter-
mined with reference to the adjusted basis of 
tractor No. 1. 

(b) Farm net loss—(1) In general. The 
term farm net loss means the amount by 
which: 

(i) The deductions allowed or allow-
able for the taxable year by chapter 1 
of subtitle A of the Code which are di-
rectly connected with the carrying on 
of the trade or business of farming, ex-
ceed 

(ii) The gross income derived from 
such trade or business. 

(2) Disposition of farm recapture prop-
erty. For purposes of subparagraph (1) 
of this paragraph, no gain or loss (re-
gardless of how treated) resulting from 
the disposition of farm recapture prop-
erty shall be taken into account, ex-
cept that under subparagraph (1)(ii) of 
this paragraph gain upon disposition of 
such property which is recognized as 
ordinary income by reason of section 
1245(a)(1) shall be taken into account. 
Thus, for example, if land used in the 
trade or business of farming were dis-
posed of and gain of $3,000 was realized, 
then none of such gain would be taken 
into account in computing farm net 
loss and farm net income even if all or 
a portion of such gain is recognized as 
ordinary income by reason of section 
1251(c)(1), section 1252(a)(1), or both. If 
such land were disposed of at a loss, 
the result would be the same. See para-
graph (d)(1)(ii) of this section with re-
spect to the exclusion of gain or loss 
from the disposition of farm recapture 
property from the computation of non-
farm adjusted gross income. 

(3) Amount of deduction under section 
172(a) attributable to farm net loss. (i) If 
all or a portion of a net operating loss 
(within the meaning of section 172(c)) 
for a taxable year is absorbed in an-
other taxable year as a carryover or 
carry back, then for purposes of deter-
mining the amount of deductions re-
ferred to in subparagraph (1)(i) of this 
paragraph for such other taxable year 
the portion of the amount absorbed in 
such other taxable year which is at-
tributable to amounts directly con-
nected with the carrying on of the 
trade or business of farming shall be an 
amount equal to the amount absorbed, 
multiplied by a fraction the numerator 
of which is the amount of the farm net 
loss for the taxable year the net oper-
ating loss arose (but not in excess of 
the net operating loss for such year) 
and the denominator of which is the 
amount of the net operating loss for 
such year. 

(ii) No portion of a farm net loss 
added to the excess deductions account 
in the year a net operating loss arose 
(or which would have been added to 
such account but for the application of 
the $25,000 or $12,500 farm net loss ex-
clusion under paragraph (b) (2)(ii) or 
(4)(i)(b) of § 1.1251–2) shall be taken into 
account under subparagraph (1)(i) of 
this paragraph in any other taxable 
year. Accordingly the same farm net 
loss shall not be added to the excess de-
ductions account more than once and a 
farm net loss for any taxable year shall 
not be subject to the $25,000 or $12,500 
exclusion more than once. 

(iii) If a net operating loss for a cur-
rent taxable year attributable in whole 
or part to a farm net loss is carried 
back and absorbed in a preceding tax-
able year no redetermination shall be 
made with respect to (a) the amount of 
gain recognized as ordinary income 
under section 1251(c)(1) and paragraph 
(b) of § 1.1251–1 in any taxable year pre-
ceding the current taxable year, and (b) 
the amount of the taxpayer’s excess de-
ductions account allocated under para-
graph (e)(2) of § 1.1251–2 to a donee as of 
the close of any taxable year preceding 
the current taxable year. 

(4) Special rules as to estates and trusts. 
In the case of an estate or trust, com-
putations of amounts under this para-
graph shall be made without regard to 
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any deductions under section 651 or 661. 
If on the termination of an estate or 
trust the beneficiaries succeeding to its 
property are allowed a deduction under 
section 642(h) (relating to unused loss 
carryovers and excess deductions on 
termination available to beneficiaries), 
to the extent the carryover or excess 
deduction is attributable to a farm loss 
it shall have the same character in the 
hands of the beneficiary as in the 
hands of the estate or trust. The 
amount of a carryover or of excess de-
ductions from a particular taxable year 
of an estate or trust succeeded to under 
section 642(h) shall be allocated be-
tween amounts attributable to a farm 
net loss and other amounts in the same 
proportion as the farm net loss for such 
year bears to the amount of such car-
ryover or of excess deductions. If there 
is more than one beneficiary, the total 
farm net loss succeeded to by all the 
beneficiaries shall be allocated to each 
beneficiary in proportion to the deduc-
tion of each under section 642(h). 

(c) Farm net income. The term farm 
net income means the amount by which 
the amount referred to in paragraph 
(b)(1)(ii) of this section exceeds the 
amount referred to in paragraph 
(b)(1)(i) of this section. 

(d) Nonfarm adjusted gross income—(1) 
In general. The term nonfarm adjusted 
gross income means adjusted gross in-
come (taxable income in the case of a 
taxpayer other than an individual) 
computed without regard to: 

(i) Income or deductions taken into 
account in computing farm net loss 
and farm net income, 

(ii) Gains and losses (regardless of 
how treated) resulting from the dis-
position of farm recapture property, 
and 

(iii) In the case of an estate or trust, 
the principles of paragraph (b)(4) of 
this section, to the extent applicable, 
shall apply. 

(2) Special rules. The following rules 
in addition to the rules of subpara-
graph (1) of this paragraph, shall apply 
in computing the adjusted gross in-
come of a shareholder of an electing 
small business corporation: 

(i) The amount of any distribution 
described in section 1373 (c)(2) made by 
the corporation shall be disregarded, 

(ii) For purposes of computing the 
amount includible in the gross income 
of a shareholder under section 1373(b), 
the corporation’s undistributable tax-
able income shall equal the corpora-
tion’s nonfarm adjusted gross income 
(as defined in subparagraph (1) of this 
paragraph) minus the amount de-
scribed in section 1373(c)(1), and 

(iii) For purposes of computing a 
shareholder’s deduction under section 
1374, the corporation’s net operating 
loss shall be computed without regard 
to the items referred to in subpara-
graph (1) (i) and (ii) of this paragraph. 

(e) Trade or business of farming—(1) In 
general. For purposes of section 1251, 
the term trade or business of farming in-
cludes any trade or business with re-
spect to which the taxpayer may com-
pute gross income under § 1.61–4, ex-
penses under § 1.162–12, make an elec-
tion under section 175, 180, or 182, or 
use an inventory method referred to in 
§ 1.471–6. Such term does not include 
any activity not engaged in for profit 
within the meaning of section 183 and 
section 183–2. 

(2) Horse racing. If a taxpayer is en-
gaged in the raising of horses, includ-
ing horses which are bred or purchased, 
then for purposes of section 1251 the 
term trade or business of farming also in-
cludes the racing of such horses by the 
taxpayer. Thus, for example, if a tax-
payer purchases a yearling and devel-
ops it to the racing stage, the term 
trade or business of farming includes the 
racing of such horse. 

(3) Several businesses of farming. If a 
taxpayer is engaged in more than one 
trade or business of farming, all such 
trades and businesses shall be treated 
as one trade or business. 

[T.D. 7418, 41 FR 18826, May 7, 1976, as amend-
ed by T.D. 7728, 45 FR 72650, Nov. 3, 1980] 

§ 1.1251–4 Exceptions and limitations. 
(a) Exception for gifts—(1) General rule. 

Section 1251(d)(1) provides that no gain 
shall be recognized under section 
1251(c)(1) upon a disposition by gift. 
For purposes of this paragraph, the 
term gift shall have the same meaning 
as in paragraph (a) of § 1.1245–4 and, 
with respect to the application of this 
paragraph, principles illustrated by the 
examples of paragraph (a)(2) of § 1245–4 
shall apply. For reduction in amount of 
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charitable contribution in case of a gift 
of farm recapture property, see section 
170(e) and § 1.170A–4. 

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of farm recpature property is 
in part a sale or exchange and in part 
a gift, the amount of gain recognized as 
ordinary income under section 
1251(c)(1) shall not exceed: 

(i) In the case of farm recapture prop-
erty other than land, the excess of the 
amount realized over adjusted basis, 
and 

(ii) In the case of land, the lower of 
the amount in subdivision (i) of this 
subparagraph or the potential gain (as 
defined in paragraph (b)(2)(ii) of 
§ 1.1251–1. 

(3) Treatment of land in hand of trans-
feree. See paragraph (g) of this section 
for treatment of transferee in the case 
of a disposition of land to which this 
paragraph applies. 

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

Example 1. A, a calendar year taxpayer, 
makes one disposition of farm recapture 
property during 1976. On March 2, 1976, A 
makes a gift to B (also a calendar year tax-
payer) of a parcel of land which he had on 
January 15, 1971. On the date of such disposi-
tion, the excess of the fair market value 
($65,000) over the adjusted basis of the land 
($40,000) is $25,000 and the sum of the deduc-
tions allowable in respect of such land under 
sections 175 and 182 is $21,000 for 1971 and 
$3,000 (attributable to 1975) for the taxable 
year of disposition and the four immediately 
preceding taxable years. Thus, the potential 
gain (as defined in paragraph (b)(2)(ii) of 
§ 1.1251–1) is limited to $3,000. At the end of 
1976 (after making the applicable additions 
and subtractions under section 1251(b) (2) and 
(3)(A)), there is a balance in A’s excess de-
ductions account of $25,000. However, upon 
making the gift, A recognizes no gain under 
section 1251(c)(1) or section 1252(a)(1). See 
subparagraph (a)(1) of this paragraph and 
paragraph (a)(1) of § 1.1252–2. For treatment 
of the land in the hands of B, see example (1) 
of paragraph (g)(3) of this section. For effect 
of the gift on the excess deductions accounts 
of A and B, see paragraph (e)(2) of § 1.1251–2. 

Example 2. Assume the same facts as in ex-
ample (1), except that A transfers the land to 
B for $50,000. Thus, the gain realized is $10,000 
(amount realized, $50,000, minus adjusted 
basis $40,000), and A has made a gift of $15,000 
(fair market value, $65,000, minus amount re-
alized, $50,000). Since under subparagraph 
(2)(ii) of this paragraph, the potential gain 

($3,000) is lower than the gain realized 
($10,000), the gain to which section 1251(c)(1) 
could apply is limited by subparagraph (2)(ii) 
of this paragraph to $3,000. Thus, as A has 
$25,000 in his excess deductions account, 
$3,000 is recognized as ordinary income under 
section 1251(c)(1). See example (2) of para-
graph (a)(4) of § 1.1252–2 for computation of 
gain of $7,000 which is recognized as ordinary 
income by A under section 1252(a)(1). For 
treatment of the land in the hands of B, see 
example (2) of paragraph (g)(3) of this sec-
tion. 

(b) Exception for transfers at death—(1) 
General rule. Section 1251(d)(2) provides 
that, except as provided in section 691 
(relating to income in respect of a de-
cedent), no gain shall be recognized 
under section 1251(c)(1) upon a transfer 
at death. For purposes of this para-
graph, the term transfer at death shall 
have the same meaning as in paragraph 
(b) of § 1.1245–4 and, with respect to the 
application of this paragraph, prin-
ciples illustrated by the examples of 
paragraph (b)(2) of § 1.1245–4 shall apply. 

(2) Treatment of land in hands of trans-
feree. If as of the date a person acquires 
land which is farm recapture property 
from a decedent such person’s basis is 
determined, by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the 
property on the date of the decedent’s 
death or on the applicable date pro-
vided in section 2032 (relating to alter-
nate valuation date), then on such date 
the potential gain in respect to such 
land is zero. 

(c) Certain corporate transactions—(1) 
Limitation on amount of gain. Under sec-
tion 1251(d)(3), upon a transfer of prop-
erty described in subparagraph (2) of 
this paragraph, the amount of gain rec-
ognized as ordinary income by the 
transferor under section 1251(c)(1) shall 
not exceed an amount equal to the ex-
cess (if any) of (i) the amount of gain 
recognized to the transferor on the 
transfer (determined without regard to 
section 1251) over (ii) the amount (if 
any) of gain recognized as ordinary in-
come under section 1245(a)(1). For pur-
poses of this subparagraph, the prin-
ciples of paragraph (c)(1) of § 1.1245–4 
shall apply. Thus, in case of a transfer 
of both farm recapture property and 
property other than farm recapture 
property in a single transaction, the 
amount realized from the disposition of 
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the farm recapture property (as deter-
mined in a manner consistent with the 
principles of paragraph (a)(5) of § 1.1245– 
1) shall be deemed to consist of that 
portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
such acquired property as the amount 
realized from the disposition of farm 
recapture property bears to the total 
amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the 
total gain (determined without regard 
to section 1251) which is eligible to be 
recognized as ordinary income under 
section 1251(c)(1). Section 1251(d)(3) 
does not apply to a disposition of prop-
erty to an organization (other than a 
cooperative described in section 521) 
which is exempt from the tax imposed 
by chapter 1 of the Code. 

(2) Transfers covered. The transfers re-
ferred to in subparagraphs (1) of this 
paragraph are transfers of farm recap-
ture property in which the basis of 
such property in the hands of the 
transferee is determined by reference 
to its basis in the hands of the trans-
feror by reason of the application of 
any of the following provisions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). For the application of 
section 1251(d)(3) to such a complete 
liquidation, the principles of paragraph 
(c)(3) of § 1.1245–4 shall apply. Thus, for 
example, the provisions of subpara-
graph (1) of this paragraph do not apply 
to a liquidating distribution of farm re-
capture property by an 80-percent-or- 
more controlled subsidiary to its par-
ent if the parent’s basis for the prop-
erty is determined, under section 
334(b)(2), by reference to its basis for 
the stock of the subsidiary. 

(ii) Section 351 (relating to transfer 
to corporation controlled by trans-
feror). 

(iii) Section 351 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(3) Partnerships. For the application 
of section 1251 to partnerships, see 
paragraph (e) of this section. 

(4) Treatment of land in hands of trans-
feree. See paragraph (g) of this section 
for treatment of transferee in the case 
of a disposition of land to which this 
paragraph applies. 

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

Example 1. (i) A, an individual calendar 
year taxpayer, makes one disposition of farm 
recapture property during 1971. On January 
20, 1971. A transfers farm recapture property 
(other than land and section 1245 property), 
having an adjusted basis of $22,000, to cor-
poration M in exchange for stock in M worth 
$35,000 plus $15,000 in cash in a transaction 
qualifying under section 351. Thus, the 
amount realized is $50,000, and the gain real-
ized is the excess of the amount realized, 
$50,000, over the adjusted basis, $22,000, or 
$28,000. Without regard to section 1251, A 
would recognize gain of $15,000 under section 
351(b), and M’s basis for the farm recapture 
property would be determined under section 
362(a) by reference to its basis in the hands 
of A. Assume further that the balance in A’s 
excess deductions account (after making the 
applicable additions and subtractions under 
section 1251(b) (2) and (3)(A)) at the close of 
1971 is $20,000. Thus, since such balance in 
the excess deductions account ($20,000) is 
lower than the gain realized ($28,000), is sub-
paragraph (1) of this paragraph did not 
apply, gain of $20,000 would be recognized as 
ordinary income under section 1251(c)(1). 
However, subparagraph (1) of this paragraph 
limits the amount of gain to be recognized as 
ordinary income under section 1251(c)(1) to 
$15,000. 

(ii) If, however, A transferred the farm re-
capture property to M solely in exchange for 
stock worth $50,000, then, because of the ap-
plication of subparagraph (1) of this para-
graph he would not recognize any gain under 
section 1251(c)(1). If, instead, A transferred 
the farm recapture property to M in ex-
change for stock worth $25,000 and $25,000 
cash, only $20,000 (the amount of such bal-
ance in the excess deductions account) of the 
gain of $25,000 recognized under section 351(b) 
would be recognized as ordinary income 
under section 1251(c)(1). The remaining $5,000 
of gain recognized under section 351(b) may 
be treated as gain from the sale or exchange 
of property described in section 1231. In the 
hands of M, the property received from A is 
farm recapture property under the provisions 
of paragraph (a)(11)(ii) of § 1.1251–3. For treat-
ment of the property received by A in such 
transaction; see section 1251(d)(6) and para-
graph (f) of this section. 
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Example 2. Assume the same facts as in 
subdivision (i) of example (1), except that the 
farm recapture property is section 1245 prop-
erty. Assume further than $5,000 is recog-
nized as ordinary income under section 
1245(a)(1), and that as of the close of 1971, A 
has a balance of $15,000 in his excess deduc-
tions account (after making the applicable 
additions and subtractions under section 
1251(b) (2) and (3)(A) which, under paragraph 
(b) of § 1.1251–3, is computed by treating the 
$5,000 of gain to which section 1245 applies as 
gross income derived from the trade or busi-
ness of farming). The amount of gain recog-
nized as ordinary income under section 
1251(c)(1) is $10,000, computed as follows: 
(1) Amount of gain under section 1251(c)(1) (de-

termined without regard to subparagraph (1) of 
this paragraph):.

(a) Portion of gain realized ($28,000) in 
excess of amount recognized as ordi-
nary income under section 1245(a)(1) 
($5,000) ................................................ $23,000 

(b) Excess deductions account balance 15,000 
(c) Lower of (a) or (b) .............................. 15,000 

(2) Limitation in subparagraph (1) of this para-
graph: 

(a) Gain recognized (determined without 
regard to section 1251) ....................... 15,000 

(b) Minus: Gain recognized as ordinary 
income under section 1245(a)(1) ........ 5,000 

(c) Difference ........................................... 10,000 

(3) Lower of line (1)(c) or line (2)(c) ....... 10,000 

(d) Limitation for like kind exchanges 
and involuntary conversions—(1) General 
rule. Under section 1251(d)(4), if farm 
recapture property is disposed of and 
gain (determined without regard to 
section 1251) is not recognized in whole 
or in part under section 1031 (relating 
to like kind exchanges) or section 1033 
(relating to involuntary conversions), 
then the amount of gain recognized as 
ordinary income by the transferor 
under section 1251(c)(1) shall not exceed 
an amount equal to the excess (if any) 
of (i) the amount of gain recognized on 
such disposition (determined without 
regard to section 1251) or (ii) the 
amount (if any) of gain recognized as 
ordinary income under section 
1245(a)(1). 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. (i) A, an individual calendar 
year taxpayer, owns a herd of breeding cattle 
having an adjusted basis of $75,000 which he 
acquired on March 30, 1970, A receives insur-
ance proceeds of $90,000. Thus, the gain real-
ized is $15,000 (that is, the excess of the 

amount realized, $75,000), A makes no other 
disposition of farm recapture property dur-
ing 1970. Assume that had the herd been sold 
at its fair market value on March 15, 1970, no 
gain would have been recognized as ordinary 
income under section 1245(a)(1). As of the 
close of 1970, A has a balance of $12,000 in his 
excess deductions account (after making the 
applicable additions and subtractions under 
section 1251(b) (2) and (3)(A)). Thus, since the 
balance in the excess deductions account, 
$12,000, is lower than the gain realized, 
$15,000, the amount of gain which would be 
recognized under section 1251(c)(1) (deter-
mined without regard to subparagraph (1) of 
this paragraph) would be $12,000. 

(ii) Assume further that A spends $72,000 of 
the insurance proceeds to purchase another 
breeding herd, $10,000 to purchase stock in 
the acquisition of control of a corporation 
which owns property similar or related in 
service or use to the destroyed breeding 
herd, and retains cash of $8,000. Both of the 
acquisitions by A qualify under section 
1033(a)(3)(A), and A properly elects under sec-
tion 1033(a)(3)(A) and the regulations there-
under to limit recognition of gain to $8,000 
(that is, the amount by which the amount re-
alized from the conversion, $90,000 exceeds 
the cost of the stock and other property ac-
quired to replace the converted property, 
$72,000 plus $10,000). Thus, since $8,000 is the 
amount of gain which would be recognized 
under section 1033(a)(3) (determined without 
regard to section 1251), and since that 
amount is lower than the gain of $12,000 
which would be recognized under section 
1251(c)(1) (determined without regard to sub-
paragraph (1) of this paragraph), under sub-
paragraph (1) of this paragraph the amount 
of gain recognized under section 1251(c)(1) is 
limited to $8,000. The stock purchased for 
$10,000 qualifies under paragraph (a)(1)(ii)(b) 
of § 1.1251–3 as farm recapture property. 

Example 2. (i) A, an individual calendar 
year taxpayer, owns land which he had ac-
quired on March 7, 1970, having an adjusted 
basis of $48,000, and a fair market value of 
$67,500. On January 15, 1975, A, as a result of 
a condemnation action, receives $67,500 (its 
fair market value) for the land. The aggre-
gate of the deductions allowable in respect of 
such land under sections 175 and 182 is 
$18,000, with $5,000 of such aggregate attrib-
utable to 1970 and $13,000 of such aggregate 
attributable to 1970 and $13,000 of such aggre-
gate attributable to 1975 and the four pre-
ceding taxable years. Thus, the potential 
gain (as defined in paragraph (b)(2)(ii) of 
§ 1.1251–1) is limited to $13,000, since that 
amount is lower than $19,500 (the excess of 
the fair market value of the land, $67,500, 
over its adjusted basis, $48,000). The gain re-
alized by A is also $19,500. At the end of A’s 
taxable year (after making the applicable ad-
ditions and subtractions under section 
1251(b) (2) and (3)(A)) there is a balance of 
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$21,000 in the excess deductions account of A. 
Since the potential gain, $13,000, is lower 
than both the excess deductions account bal-
ance, $21,000, and the gain realized, $19,500, A 
would recognize $13,000 as ordinary income 
under section 1251(c)(1) (determined without 
regard to subparagraph (1) of this para-
graph). 

(ii) Assume further that A spends the en-
tire amount received, $67,500, to purchase 
stock in the acquisition of control of a cor-
poration which owns property similar or re-
lated in service or use to A’s condemned land 
which qualifies under section 1033(a)(3)(A), 
and A properly elects under section 
1033(a)(3)(A) and the regulations thereunder 
to limit recognition of gain to zero (that is, 
the amount by which the amount realized 
from the conversion, $67,500, exceeds the cost 
of the stock acquired to replace the con-
verted land, $67,500). Thus, since no gain 
would be recognized under section 1033(a)(3) 
(determined without regard to section 1251), 
under subparagraph (1) of this paragraph, no 
gain is recognized under section 1251(c)(1). 
The stock purchased for $67,500 qualifies 
under paragraph (a)(1)(ii)(b) of § 1.1251–3 as 
farm recapture property. See example (1) of 
paragraph (d)(2) of § 1.1252–2 for a computa-
tion of gain recognized as ordinary income 
under section 1252(a)(1). 

Example 3. B, an individual calendar year 
taxpayer, owns a herd of breeding cattle hav-
ing an adjusted basis of $25,000 which he ac-
quired on March 30, 1970. On March 15, 1976, 
the entire herd is destroyed by a blizzard and 
on March 20, 1976, B receives insurance pro-
ceeds of $90,000. Thus, the gain realized is 
$65,000 (that is, the excess of the amount re-
alized, $90,000, over the adjusted basis, 
$25,000). B makes no other disposition of 
farm recapture property during 1976. B 
spends $60,000 of the insurance proceeds to 
purchase another breeding herd and retains 
cash of $30,000. The acquisition by B qualifies 
under section 1033(a)(3)(A), and B properly 
elects under section 1033(a)(3)(A) and the reg-
ulations thereunder to limit recognition of 
gain to $30,000 (that is, the amount by which 
the amount realized from the conversion, 
$90,000, exceeds the cost of the property ac-
quired to replace the converted property, 
$60,000). Assume that the amount of gain rec-
ognized under section 1245(a)(1) is $20,000, and 
that as of the close of 1976 B has a balance of 
$100,000 in his excess deductions account 
(after making the applicable additions and 
subtractions under section 1251(b) (2) and 
(3)(A) which, under paragraph (b) of § 1.1251– 
3, is computed by treating the $20,000 of gain 
to which section 1245 applies as gross income 
derived from the trade or business of farm-
ing). The amount of gain recognized as ordi-
nary income under section 1251(c)(1) is 
$10,000, computed as follows: 

(1) Amount of gain under section 1251(c)(1) (de-
termined without regard to subparagraph (1) of 
this paragraph): 

(a) Portion of gain realized ($65,000) in 
excess of amount recognized as ordi-
nary income under section 1245(a)(1) 
($20,000) .............................................. $45,000 

(b) Excess deductions account balance 100,000 
(c) Lower of (a) or (b) .............................. 45,000 

(2) Limitation in subparagraph (1) of this para-
graph: 

(a) Gain recognized (determined without 
regard to section 1251) ....................... 30,000 

(b) Minus: Gain recognized as ordinary 
income under section 1245(a)(1) ........ $20,000 

(c) Difference ........................................... 10,000 

(3) Lower of line (1)(c) or line (2)(c) ...................... 10,000 

(3) Application to single disposition of 
farm recapture property of one class and 
property of different class. (i) If upon a 
sale of farm recapture property of one 
class gain would be recognized under 
section 1251(c)(1), and if such farm re-
capture property together with prop-
erty of a different class or classes is 
disposed of in a single transaction in 
which gain is not recognized in whole 
or in part under section 1031 (without 
regard to section 1251(c)(1), then rules 
consistent with the principles of para-
graph (d)(6) of § 1.1250–3 (relating to 
gain from disposition of certain depre-
ciable realty) shall apply for purposes 
of allocating the amount realized to 
each of the classes of property disposed 
of and for purposes of determining 
what property the amount realized for 
each class consists of. 

(ii) For purposes of this subpara-
graph, the classes of property other 
than farm recapture property are (a) 
section 1245 property, (b) section 1250 
property, and (c) other property. 

(iii) For purposes of this subpara-
graph, the classes of farm recapture 
property are (a) hand, (b) farm recap-
ture property other than land which is 
section 1245 property and (c) farm re-
capture property other than land which 
is not section 1245 property. 

(4) Treatment of land received in like 
kind exchange or involuntary conversion. 
The aggregate of the deductions al-
lowed under sections 175 and 182 in re-
spect of land acquired in a transaction 
described in subparagraph (1) of this 
paragraph shall include the aggregate 
of the deductions allowable under sec-
tions 175 and 182 in respect of the land 
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transferred or converted (as the case 
may be) in such transaction minus the 
amount of gain taken into account 
under sections 1251(c) and 1252(a) with 
respect to the land transferred or con-
verted. Upon a subsequent disposition 
of such land, such deductions shall be 
treated as having been allowable in the 
same taxable year as they were allow-
able with respect to the land trans-
ferred or converted. 

(e) Partnerships. [Reserved] 
(f) Property transferred to controlled 

corporation. [Reserved] 
(g) Treatment of land received by a 

transferee in a disposition by gift and cer-
tain tax-free transactions—(1) General 
rule. If farm recapture property which 
is land is disposed of in a transaction 
which is either a gift to which para-
graph (a)(1) of this section applies or a 
completely tax-free transfer to which 
section 1251(b)(5)(A) applies, then for 
purposes of section 1251: 

(i) The aggregate of the deductions 
allowable under sections 175 and 182 in 
respect of the land in the hands of the 
transferee immediately after the dis-
position shall be an amount equal to 
the aggregate of such deductions for 
the taxable year and the four preceding 
taxable years in the hands of the trans-
feror immediately before the disposi-
tion, 

(ii) Upon a subsequent disposition by 
the transferee (including a computa-
tion of potential gain as defined in 
paragraph (b)(2)(ii) of § 1.1251–1), such 
deductions in the hands of the trans-
feree shall be treated as having been 
allowable with respect to the trans-
feree in the same taxable year they 
were allowable to the transferor, and 

(iii) If the taxable years of the trans-
feror and transferee regularly end on 
different dates, then the aggregate of 
such deductions allowable for taxable 
year with respect to the transferor 
shall be treated in the hands of the 
transferee as allowable in the trans-
feree’s taxable year in which the tax-
able year of the transferor regularly 
ends. 

(2) Certain partially tax-free transfers. 
If farm recapture property which is 
land is disposed of in a transaction 
which either is in part a sale or ex-
change and in part a gift to which 
paragraph (a)(2) of this section applies, 

or is a partially tax-free transfer to 
which section 1251(b)(5)(A) applies, then 
for purposes of section 1251: 

(i) The amount determined under 
subparagraph (1)(i) of this paragraph 
shall be reduced by the amount of gain 
taken into account under sections 
1251(c) and 1252(a) to the extent such 
gain is attributable to the sections 175 
and 182 deductions for the taxable year 
and the preceding four taxable years 
(determined by attributing gain under 
section 1252(a) to the oldest years first) 
by the transferor upon the disposition, 
and 

(ii) For purposes of subparagraph 
(1)(ii) of this paragraph, the amount of 
such gain recognized under sections 
1251(c) and 1252(a) shall reduce the ag-
gregate of deductions allowable under 
sections 175 and 182 for the taxable 
year and each of the preceding four 
taxable years on a pro rata basis. 

(3) Examples. The provisions of sub-
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. Assume the same facts as in ex-
ample (1) of paragraph (a)(4) of this section. 
Therefore, on the date B receives the land in 
the gift transaction, under subparagraph (1) 
(i) and (ii) of this paragraph, the aggregate of 
the deductions allowable under sections 175 
and 182 in respect of the land in the hands of 
B is the amount in the hands of A, $24,000, 
and for purposes of applying section 1251 
upon a subsequent disposition by B (includ-
ing the computation of potential gain) such 
deductions in the hands of B shall be treated 
as allowable in the same year as they were 
allowable to A. Thus, in respect to the land 
in the hands of B, the allowable section 175 
and 182 deductions of $3,000 shall be treated 
as allowable in 1975. 

Example 2. Assume the same facts as in ex-
ample (2) of Paragraph (a)(4) of this section. 
Under paragraph (2) of this paragraph, the 
aggregate of the allowable sections 175 and 
182 deductions with respect to the land which 
pass over to B for purposes of section 1251 is 
zero ($3,000 deduction allowable under sec-
tions 175 and 182 for the taxable year and the 
four preceding taxable years minus $3,000 
gain taken into account by A in accordance 
with example (2) of paragraph (a)(4) of this 
section). 

[T.D. 7818, 41 FR 18828, May 7, 1976; 41 FR 
23669, June 11, 1976] 
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§ 1.1252–1 General rule for treatment 
of gain from disposition of farm 
land. 

(a) Ordinary income—(1) General rule. 
(i) Except as otherwise provided in this 
section and § 1.1252–2, if farm land is 
disposed of during a taxable year begin-
ning after December 31, 1969, then 
under section 1252(a)(1) there shall be 
treated as gain from the sale or ex-
change of property which is neither a 
capital asset nor property described in 
section 1231 (that is, shall be recog-
nized as ordinary income) the lower of: 

(a) The applicable percentage of the 
amount computed in subdivision (ii) of 
this subparagraph, or 

(b) The amount computed in subdivi-
sion (iii) of this subparagraph. 

(ii) The amount computed in this 
subdivision is an amount equal to: 

(a) The aggregate of the deductions 
allowed, in any taxable year any day of 
which falls within the period the tax-
payer held (or is considered to have 
held) the farm land, under sections 175 
(relating to soil and water conserva-
tion expenditures) and 182 (relating to 
expenditures by farmers for clearing 
land) for expenditures paid or incurred 
after December 31, 1969, with respect to 
the farm land disposed of, minus 

(b) The amount of gain recognized as 
ordinary income under section 
1251(c)(1) (relating to gain from disposi-
tion of property used in farming where 
farm losses offset nonfarm income) 
upon such disposition of such land. 

(iii) The amount computed in this 
subdivision is an amount equal to: 

(a) The gain realized, that is, the ex-
cess of the amount realized (in the case 
of a sale, exchange, or involuntary con-
version) or the fair market value of the 
farm land (in the case of any other dis-
position), over the adjusted basis of the 
farm land, minus 

(b) The amount of gain recognized as 
ordinary income under section 
1251(c)(1) upon such disposition of such 
land. 

(iv) If a deduction under section 175 is 
allowed in respect of the farm land dis-
posed of for a taxable year every day of 
which falls within the period after the 
taxpayer held (or is considered to have 
held) the farm land, and if the deduc-
tion is attributable to expenditures 
paid or incurred after December 31, 

1969, with respect to such land during 
the period the taxpayer held (or is con-
sidered to have held) the land, then the 
amount of such deduction shall be ap-
plied to increase the amount computed 
(without regard to this subdivision) 
under subdivision (ii)(a) of this sub-
paragraph. 

(2) Application of section. Any gain 
treated as ordinary income under sec-
tion 1252(a)(1) shall be recognized as or-
dinary income notwithstanding any 
other provision of subtitle A of the 
Code. For special rules with respect to 
the application of section 1252, see 
§ 1.1252–2. For the relation of section 
1252 to other provisions see paragraph 
(d) of this section. 

(3) Meaning of terms. For purposes of 
section 1252: 

(i) The term farm land means any 
land with respect to which deductions 
have been allowed under section 175 or 
182. See section 1252(a)(2). 

(ii) The period for which farm land 
shall be considered to be held shall be 
determined under section 1223. 

(iii) The term disposition shall have 
the same meaning as in paragraph 
(a)(3) of § 1.1245–1. 

(iv) The applicable percentage shall 
be determined as follows: 
If the farm land is disposed of— The applicable 

percentage 
is— 

Within 5 years after the date it was acquired 100 percent. 
Within the sixth year after it was acquired 80 percent. 
Within the seventh year after it was acquired 60 percent. 
Within the eighth year after it was acquired. 40 percent. 
Within the ninth year after it was acquired. 20 percent. 
Within the 10th year after it was acquired 

and thereafter. 
0 percent. 

(4) Portion of parcel. The amount of 
gain to be recognized as ordinary in-
come under section 1252(a)(1) shall be 
determined separately for each parcel 
of farm land in a manner consistent 
with the principles of subparagraphs (4) 
and (5) of § 1.1245–1(a) (relating to gain 
from disposition of certain depreciable 
property). If (i) only a portion of a par-
cel of farm land is disposed of in a 
transaction, or if two or more portions 
of a single parcel are disposed of in one 
transaction, and (ii) the aggregate of 
the deductions allowed under sections 
175 and 182 with respect to any such 
portion cannot be established to the 
satisfaction of the Commissioner or his 
delegate, then the aggregate of the de-
ductions in respect of the entire parcel 
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shall be allocated to each portion in 
proportion to the fair market value of 
each at the time of the disposition. 

(b) Instances of non-application—(1) In 
general. Section 1252 does not apply if a 
taxpayer disposes of farm land for 
which the holding period is in excess of 
9 years or with respect to which no de-
ductions have been allowed under sec-
tions 175 and 182. 

(2) Losses. Section 1252(a)(1) does not 
apply to losses. Thus, section 1252(a)(1) 
does not apply if a loss is realized upon 
a sale, exchange, or involuntary con-
version of property, all of which is 
farm land, nor does the section apply 
to a disposition of such property other 
than by way of sale, exchange, or invol-
untary conversion if at the time of the 
disposition the fair market value of 
such property is not greater than its 
adjusted basis. 

(c) Treatment of partnerships and part-
ners. [Reserved] 

(d) Relation of section 1252 to other pro-
visions—(1) General. The provisions of 
section 1252 apply notwithstanding any 
other provisions of subtitle A of the 
Code. Thus, unless an exception or lim-
itation under § 1.1252–2 applies, gain 
under section 1252(a)(1) is recognized 
notwithstanding any contrary non-
recognition provision or income char-
acterizing provision. For example, 
since section 1252 overrides section 1231 
(relating to property used in the trade 
or business), the gain recognized under 
section 1252(a)(1) upon a disposition of 
farm land will be treated as ordinary 
income and only the remaining gain, if 
any, from the disposition may be con-
sidered as gain from the sale or ex-
change of a capital asset if section 1231 
is applicable. See example (1) of para-
graph (e) of this section. 

(2) Nonrecognition sections overridden. 
The nonrecognition of gain provisions 
of subtitle A of the Code which section 
1252 overrides include, but are not lim-
ited to, sections 267(d), 311(a), 336, 337, 
and 512(b)(5). See § 1.1252–2 for the ex-
tent to which section 1252(a)(1) over-
rides sections 332, 351, 361, 371(a), 374(a), 
721, 731, 1031, and 1033. 

(3) Installment method. Gain from a 
disposition to which section 1252(a)(1) 
applies may be reported under the in-
stallment method if such method is 
otherwise available under section 453 of 

the Code. In such case, the income 
(other than interest) on each install-
ment payment shall (i) first be deemed 
to consist of gain to which section 
1251(c)(1) applies (if applicable) until all 
such gain has been reported, (ii) the 
next portion (if any) of such income 
shall be deemed to consist of gain to 
which section 1252(a)(1) applies until 
all such gain has been reported, and 
(iii) finally the remaining portion (if 
any) of such income shall be deemed to 
consist of gain to which neither section 
1251(c)(1) nor 1252(a)(1) applies. For 
treatment of amounts as interest on 
certain deferred payments, see section 
483. 

(4) Exempt income. With regard to ex-
empt income, the principles of para-
graph (e) of § 1.1245–6 shall be applica-
ble. 

(5) Treatment of gain not recognized 
under section 1252(a)(1). For treatment 
of gain not recognized under this sec-
tion, the principles of paragraph (f) of 
§ 1.1245–6 shall be applicable. 

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

Example 1. Individual A uses the calendar 
year as his taxable year. On April 10, 1975, he 
sells for $75,000 a parcel of farm land which 
he had acquired on January 5, 1970, with an 
adjusted basis of $52,500 for a realized gain of 
$22,500. The aggregate of the deductions al-
lowed under sections 175 and 182 with respect 
to such land is $18,000 and all of such amount 
was allowed for 1970. Under the stated facts, 
none of the $22,500 gain realized is recognized 
as ordinary income under section 1251(c)(1) 
as there is no potential gain (as defined in 
section 1251(e)(5)) with respect to the farm 
land. Since no gain is recognized as ordinary 
income under section 1251(c)(1), and since the 
applicable percentage, 80 percent, of the ag-
gregate of the deductions allowed under sec-
tions 175 and 182, $18,000, or $14,400, is lower 
than the gain realized, $22,500, the amount of 
gain recognized as ordinary income under 
section 1252(a)(1) is $14,400. The remaining 
$8,100 of the gain may be treated as gain 
from the sale or exchange of property de-
scribed in section 1231. 

Example 2. Assume the same facts as in ex-
ample (2) of paragraph (b)(6) of § 1.1251–1. As-
sume further that the aggregate of the 
amount of sections 175 and 182 deductions al-
lowable to the M corporation is equal to the 
amount allowed. Under paragraph (a)(1) of 
the section, $5,000 is recognized as ordinary 
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income under section 1252(a)(1) upon the dis-
position of the land as a dividend, computed 
as follows: 
(1) Aggregate of deductions allowed under sec-

tions 175 and 182 .............................................. $18,000 
(2) Minus: Gain recognized as ordinary income 

under section 1251(c)(1) .................................... $13,000 

(3) Difference ......................................................... $5,000 
(4) Multiply: Applicable percentage for property 

disposed of within the fifth year after it was ac-
quired ................................................................. 100% 

(5) Amount in paragraph (a)(1)(i)(a) of this sec-
tion ...................................................................... $5,000 

(6) Gain realized (fair market value $67,500, less 
adjusted basis, $45,000) .................................... $22,500 

(7) Minus: Amount in line (2) ................................. $13,000 

(8) Amount in paragraph (a)(1)(i)(b) of this sec-
tion ...................................................................... $9,500 

(9) Lower of line (5) or line (8) .............................. $5,000 

The gain realized, $22,500, minus the sum of 
the gain recognized as ordinary income 
under section 1251(c)(1), $13,000, and under 
section 1252(a)(1), $5,000, equals $4,500. As-
suming section 311(d) (relating to certain 
distributions of appreciated property to re-
deem stock) does not apply, under section 
311(a) the corporation does not recognize 
gain on account of the $4,500. 

Example 3. Assume the same facts as in ex-
ample (2) of this paragraph, except that M 
contracted to sell the land for $67,500 which 
would be paid in 10 equal payments of $6,750 
each, plus a sufficient amount of interest so 
that section 483 does not apply. Assume fur-
ther that the remaining gain of $4,500 is 
treated as gain from the sale or exchange of 
property described in section 1231. M prop-
erly elects under section 453 to report under 
the installment method gain of $13,000 to 
which section 1251(c)(1) applies, gain of $5,000 
to which section 1252(a)(1) applies, and gain 
of $4,500 to which section 1231 applies. Since 
the total gain realized on the sale was 
$22,500, the gross profit realized on each in-
stallment payment is $2,250, i.e., 
$6,750×($67,500). Accordingly, the treatment 
of the income to be reported on each install-
ment payment is as follows: 

Payment No. 
Applicable sections 

1251 1252 1231 

1 ..................................... $2,250 ................ ................
2 ..................................... 2,250 ................ ................
3 ..................................... 2,250 ................ ................
4 ..................................... 2,250 ................ ................
5 ..................................... 2,250 ................ ................
6 ..................................... 1,750 $500 ................
7 ..................................... ................ 2,250 ................
8 ..................................... ................ 2,250 ................
9 ..................................... ................ ................ $2,250 
10 ................................... ................ ................ 2,250 

Totals ......................... 13,000 5,000 4,500 

[T.D. 7418, 41 FR 18831, May 7, 1976; 41 FR 
23669, June 11, 1976] 

§ 1.1252–2 Special rules. 

(a) Exception for gifts—(1) General rule. 
In general, no gain shall be recognized 
under section 1252(a)(1) upon a disposi-
tion of farm land by gift. For purposes 
of section 1252 and this paragraph, the 
term gift shall have the same meaning 
as in paragraph (a) of § 1.1245–4 and, 
with respect to the application of this 
paragraph, principles illustrated by the 
examples of paragraph (a)(2) of § 1.1245– 
4 shall apply. For reduction in amount 
of charitable contribution in case of a 
gift of farm land, see section 170(e) and 
§ 1.170A–4. 

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of farm land is in part a sale 
or exchange and in part a gift, the 
amount of gain which shall be recog-
nized as ordinary income under section 
1252(a)(1) shall be computed under para-
graph (a)(1) of § 1.1252–1, applied by 
treating the gain realized (for purposes 
of paragraph (a)(1)(iii)(a) of § 1.1252–1) 
as the excess of the amount realized 
over the adjusted basis of the farm 
land. 

(3) Treatment of farm land in hands of 
transferee. See paragraph (f) of this sec-
tion for treatment of the transferee in 
the case of a disposition to which this 
paragraph applies. 

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

Example 1. On March 2, 1976, A, a calendar 
year taxpayer, makes a gift to B of a parcel 
of land having an adjusted basis of $40,000, a 
fair market value of $65,000, and a holding 
period of 6 years (A, having purchased the 
land on January 15, 1971). On the date of such 
gift, the aggregate of the deductions allowed 
to A under sections 175 and 182 with respect 
to the land is $24,000 with $21,000 of such 
amount attributable to 1971. Upon making 
the gift, A recognizes no gain under section 
1251(c)(1) or section 1252(a)(1). See paragraph 
(a)(1) of § 1.1251–4 and subparagraph 1 of this 
paragraph. For treatment of the farm land in 
the hands of B, see example (1) of paragraph 
(f)(3) of this section. For effect of the gift on 
the excess deductions accounts of A and of B, 
see paragraph (e)(2) of § 1.1251–2. 

Example 2. (i) Assume the same facts as in 
example (1), except that A transfers the land 
to B for $50,000. Thus, the gain realized is 
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$10,000 (amount realized, $50,000, minus ad-
justed basis, $40,000), and A has made a gift 
of $15,000 (fair market value, $65,000, minus 
amount realized, $50,000). 

(ii) Upon the transfer of the land to B, A 
recognizes $3,000 of gain under section 
1251(c)(1). See example (2) of paragraph (a)(4) 
of § 1.1251–4. Thus, A recognizes $7,000 as ordi-
nary income under section 1252(a)(1), com-
puted under subparagraph (2) of this para-
graph as follows: 
(1) Aggregate of deductions allowed under sec-

tions 175 and 182 .............................................. $24,000 
(2) Minus: Gain recognized as ordinary income 

under section 1251(c)(1) .................................... $3,000 

(3) Difference ......................................................... $21,000 
(4) Multiply: Applicable percentage for land dis-

posed of within sixth year after it was acquired 80% 

(5) Amount in paragraph (a)(1)(i)(a) of § 1.1252–1 $16,800 

(6) Gain realized (see subdivision (i) of this ex-
ample) ................................................................ $10,000 

(7) Minus: Amount in line (2) ................................. $3,000 

(8) Amount in paragraph (a)(1)(i)(b) of § 1.1252– 
1, applied in accordance with subparagraph (2) 
of this paragraph ................................................ $7,000 

(9) Lower of line (5) or line (8) .............................. $7,000 

Thus, the entire gain realized on the trans-
fer, $10,000, is recognized as ordinary income 
since that amount is equal to the sum of the 
gain recognized as ordinary income under 
section 1251(c)(1), $3,000, and under section 
1252(a)(1), $7,000. For treatment of the farm 
land in the hands of B, see example (2) of 
paragraph (f)(3) of this section. 

(b) Exception for transfers at death—(1) 
In general. Except as provided in sec-
tion 691 (relating to income in respect 
of a decedent), no gain shall be recog-
nized under section 1252(a)(1) upon a 
transfer at death. For purposes of sec-
tion 1252 and this paragraph, the term 
transfer at death shall have the same 
meaning as in paragraph (b) of § 1.1245– 
4 and, with respect to the application 
of this paragraph, principles illustrated 
by the examples of paragraph (b)(2) of 
§ 1.1245–4 shall apply. 

(2) Treatment of farm land in hands of 
transferee. If as of the date a person ac-
quires farm land from a decedent such 
person’s basis is determined, by reason 
of the application of section 1014(a), 
solely by reference to the fair market 
value of the property on the date of the 
decedent’s death or on the applicable 
date provided in section 2032 (relating 
to alternative valuation date), then on 
such date the aggregate of the sections 
175 and 182 deductions allowed with re-

spect to the farm land in the hands of 
such transferee is zero. 

(c) Limitation for certain tax-free trans-
actions—(1) Limitation on amount of 
gain. Upon a transfer of farm land de-
scribed in subparagraph (2) of this 
paragraph, the amount of gain recog-
nized as ordinary income under section 
1252(a)(1) shall not exceed an amount 
equal to the excess (if any) of (i) the 
amount of gain recognized to the trans-
feror on the transfer (determined with-
out regard to section 1252) over (ii) the 
amount (if any) of gain recognized as 
ordinary income under section 
1251(c)(1). For purposes of this subpara-
graph, the principles of paragraph (c)(1) 
of § 1.1245–4 shall apply. Thus, in the 
case of a transfer of farm land and 
property other than farm land in one 
transaction, the amount realized from 
the disposition of the farm land (as de-
termined in a manner consistent with 
the principles of paragraph (a)(5) of 
§ 1.1245–1) shall be deemed to consist of 
that portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
such acquired property as the amount 
realized from the disposition of the 
farm land bears to the total amount re-
alized. The preceding sentence shall be 
applied solely for purposes of com-
puting the portion of the total gain 
(determined without regard to section 
1252) which is eligible to be recognized 
as ordinary income under section 
1252(a)(1). The provisions of this para-
graph do not apply to a disposition of 
property to an organization (other 
than a cooperative described in section 
521) which is exempt from the tax im-
posed by Chapter 1 of the Code. 

(2) Transfers covered. The transfers re-
ferred to in subparagraph (1) of this 
paragraph are transfers of farm land in 
which the basis of such property in the 
hands of the transferee is determined 
by reference to its basis in the hands of 
the transferor by reason of the applica-
tion of any of the following provisions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). For application of sub-
paragraph (1) of this paragraph to such 
a complete liquidation, the principles 
of paragraph (c)(3) of § 1.1245–4 shall 
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apply. Thus, for example, the provi-
sions of subparagraph (1) of this para-
graph do not apply to a liquidating dis-
tribution of farm land by an 80-percent- 
or-more controlled subsidiary to its 
parent if the parent’s basis for the 
property is determined, under section 
334(b)(2), by reference to its basis for 
the stock of the subsidiary. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by trans-
feror). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(vi) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). See paragraph (e) of 
this section. 

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For special carryover of basis rule, see 
paragraph (e) of this section. 

(3) Treatment of farm land in the hands 
of tranferee. See paragraph (f) of this 
section for treatment of the transferee 
in the case of a disposition to which 
this paragraph applies. 

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

Example 1. On January 4, 1975, A, an indi-
vidual calendar year taxpayer, owns a parcel 
of farm land, which he acquired on March 25, 
1970, having an adjusted basis of $15,000 and a 
fair market value of $40,000. On that date he 
transfers the parcel to corporation M in ex-
change for stock in the corporation worth 
$40,000 in a transaction qualifying under sec-
tion 351. On the date of such transfer, the ag-
gregate of the deductions allowed under sec-
tions 175 and 182 with respect to the land is 
$18,000. Without regard to section 1252, A 
would recognize no gain under section 351 
upon the transfer and M’s basis for the land 
would be determined under section 362(a) by 
reference to its basis in the hands of A. Thus, 
as a result of the disposition, no gain is rec-
ognized as ordinary income under section 
1251(c)(1) or section 1252(a)(1) by A since the 
amount of gain recognized under such sec-
tions is limited to the amount of gain which 
is recognized under section 351 (determined 
without regard to sections 1251 and 1252). See 
paragraph (c)(1) of § 1.1251–4 and subpara-
graph (1) of this paragraph. For treatment of 

the farm land in the hands of B, see para-
graph (f)(1) of this section. For effect of the 
transfer on the excess deductions account of 
A and of B, see paragraph (e)(1) of § 1.1251–2. 

Example 2. Assume the same facts in exam-
ple (1), except that A transferred the land to 
M for stock in the corporation worth $32,000 
and $8,000 cash. The gain realized is $25,000 
(amount realized, $40,000, minus adjusted 
basis, $15,000). Without regard to section 1252, 
A would recognize $8,000 of gain under sec-
tion 351(b). Assume further that no gain is 
recognized as ordinary income under section 
1251(c)(1). Therefore, since the applicable per-
centage, 100 percent, of the aggregate of the 
deductions allowed under sections 175 and 
182, $18,000, is lower than the gain realized, 
$25,000, the amount of gain to be recognized 
as ordinary income under section 1252(a)(1) 
would be $18,000 if the provisions of subpara-
graph (1) of this paragraph do not apply. 
Since under section 351(b) gain in the 
amount of $8,000 would be recognized to the 
transferor without regard to section 1252, the 
limitation provided in subparagraph (1) of 
this paragraph limits the gain taken into ac-
count by A under section 1252(a)(1) to $8,000. 

Example 3. Assume the same facts as in ex-
ample (2), except that $5,000 of gain is recog-
nized as ordinary income under section 
1251(c)(1). The amount of gain recognized as 
ordinary income under section 1252(a)(1) is 
$3,000 computed as follows: 
(1) Amount of gain under section 1252(a)(1) (de-

termined without regard to subparagraph (1) of 
this paragraph): 

(a) Aggregate of deductions allowed 
under sections 175 and 182 ................ $18,000 

(b) Minus: Gain recognized as ordinary 
income under section 1251(c)(1) ......... $5,000 

(c) Difference ........................................... $13,000 
(d) Multiply: Applicable percentage for 

property disposed of within the fifth 
year after it was acquired .................... 100% 

(e) Amount in paragraph (a)(1)(i)(a) of 
§ 1.1252–1 ........................................... $13,000 

(f) Gain realized (amount realized 
$40,000, less adjusted basis, $15,000) $25,000 

(g) Minus: Amount in line (b) .................. $5,000 

(h) Amount in paragraph (a)(1)(i)(b) of 
§ 1.1252–1 ........................................... $20,000 

(i) Lower of line (e) or (h) ........................ $13,000 

(2) Limitation in subparagraph (1) of this para-
graph: 

(a) Gain recognized (determined without 
regard to section 1252) ....................... $8,000 

(b) Minus: Gain recognized as ordinary 
income under section 1251(c)(1) ......... $5,000 

(c) Difference ........................................... $3,000 

(3) Lower of line (1)(i) or line (2)(c) ....................... $3,000 

Thus, the entire gain recognized under sec-
tion 351(b) (determined without regard to 
sections 1251 and 1252), $8,000, is recognized as 
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ordinary income since that amount is equal 
to the sum of the gain recognized as ordinary 
income under section 1251(c)(1), $5,000, and 
under section 1252(a)(1), $3,000. 

(d) Limitation for like kind exchanges 
and involuntary conversions—(1) General 
rule. If farm land is disposed of and 
gain (determined without regard to 
section 1252) is not recognized in whole 
or in part under section 1031 (relating 
to like kind exchanges) or section 1033 
(relating to involuntary conversions), 
then the amount of gain recognized as 
ordinary income by the transferor 
under section 1252(a)(1) shall not exceed 
the sum of: 

(i) The excess (if any) of (a) the 
amount of gain recognized on such dis-
position (determined without regard to 
section 1252) over (b) the amount (if 
any) of gain recognized as ordinary in-
come under section 1251(c)(1), plus 

(ii) The fair market value of property 
acquired which is not farm land and 
which is not taken into account under 
subdivision (i) of this subparagraph 
(that is, the fair market value of prop-
erty other than farm land acquired 
which is qualifying property under sec-
tion 1031 or 1033, as the case may be). 

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. (i) Assume the same facts as in 
example (2)(ii) of paragraph (d)(3) of § 1.1251– 
4. Assume further that the aggregate of the 
amount of sections 175 and 182 deductions al-
lowable is equal to the amount allowed. 
Under paragraph (a)(1) of § 1.1252–1, $18,000 
would be recognized as ordinary income 
under section 1252(a)(1) (determined without 
regard to subparagraph (1) of this para-
graph), computed as follows: 
(1) Aggregate of deductions allowed under sec-

tions 175 and 182 .............................................. $18,000 
(2) Minus: Gain recognized as ordinary income 

under section 1251(c)(1) .................................... 0 

(3) Difference ......................................................... $18,000 
(4) Multiply: Applicable percentage for property 

disposed of within the fifth year after it was ac-
quired ................................................................. 100% 

(5) Amount in paragraph (a)(1)(i)(a) of § 1.1252–1 $18,000 

(6) Gain realized (amount realized, $67,500, less 
adjusted basis, $48,000) .................................... $19,500 

(7) Minus: Amount in line (2) ................................. 0 

(8) Amount in paragraph (a)(1)(i)(b) of § 1.1252–1 $19,500 

(9) Lower of line (5) or line (8) .............................. $18,000 

(ii) Although no gain was recognized under 
section 1251(c)(1) and the stock purchased by 

A for $67,500 is farm recapture property for 
purposes of section 1251, it is not farm land 
for purposes of section 1252. Nevertheless, al-
though no gain would be recognized under 
sections 1033(a)(3) and 1251(c)(1) (determined 
without regard to section 1252), the limita-
tion under subparagraph (1) of this para-
graph is $67,500 (that is, the fair market 
value of property other than farm land ac-
quired which is qualifying property under 
section 1033). Since the amount of gain which 
would be recognized as ordinary income 
under section 1252(a)(1) (determined without 
regard to subparagraph (1) of this para-
graph), $18,000 (as computed in subdivision (i) 
of this example), is lower than the amount of 
such limitation, $67,500, accordingly, only 
$18,000 is recognized as ordinary income 
under section 1252(a)(1). For determination of 
basis of the stock acquired, see subparagraph 
(5) of this paragraph. 

Example 2. (i) Assume the same facts as in 
example (1) of this subparagraph, except that 
the cost of the stock was $62,500 (its fair mar-
ket value). Thus, the amount of gain recog-
nized on the disposition under section 
1033(a)(3) (determined without regard to sec-
tions 1251 and 1252) is $5,000, that is, $67,500 
minus $62,500. Assume further that $5,000 (the 
amount of gain recognized under section 
1033(a)(3) (so determined)) was recognized as 
ordinary income under section 1251(c)(1). The 
amount of gain recognized as ordinary in-
come under section 1252(a)(1) is $13,000, com-
puted as follows: 
(1) Amount of gain under section 1252(a)(1) (de-

termined without regard to subparagraph (1) of 
this paragraph): 

(a) Aggregate of deductions allowed 
under sections 175 and 182 ................ $18,000 

(b) Minus: Gain recognized as ordinary 
income under section 1251(c)(1) ......... $5,000 

(c) Difference ........................................... $13,000 
(d) Multiply: Applicable percentage for 

property disposed of within the fifth 
year after it was acquired .................... 100% 

(e) Amount in paragraph (a)(1)(i)(a) of 
§ 1.1252–1 ........................................... $13,000 

(f) Gain realized (amount realized, 
$67,500 (less adjusted basis, 
$48,000)) .............................................. $19,500 

(g) Minus: Amount in line (b) .................. $5,000 

(h) Amount in paragraph (a)(1)(i)(b) of 
§ 1.1252–1 ........................................... $14,500 

(i) Lower of line (e) or (h) ........................ $13,000 

(2) Limitation in subparagraph (1) of this para-
graph: 

(a) Gain recognized (determined without 
regard to section 1252) ....................... $5,000 

(b) Minus: Gain recognized as ordinary 
income under section 1251(c)(1) ......... $5,000 

(c) Difference ........................................... 0 
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(d) Plus; The fair market value of prop-
erty other than farm land acquired 
which is qualifying property under sec-
tion 1033 .............................................. $62,500 

(e) Sum of lines (c) and (d) ..................... $62,500 

(3) Lower of line (1)(i) or line (2)(e) ....................... $13,000 

(3) Application to single disposition of 
farm land and property of different class. 
(i) If upon a sale of farm land gain 
would be recognized under section 
1252(a)(1), and if such land together 
with property of a different class or 
classes is disposed of in one transaction 
in which gain is not recognized in 
whole or in part under section 1031 or 
1033 (without regard to section 
1252(a)(1)), then rules consistent with 
the principles of paragraph (d)(6) of 
§ 1.1250–3 (relating to gain from disposi-
tion of certain depreciable realty) shall 
apply for purposes of allocating the 
amount realized to each of the classes 
of property disposed of and for purposes 
of determining what property the 
amount realized for each class consists 
of. 

(ii) For purposes of this subpara-
graph, the classes of property other 
than farm recapture property (as de-
fined in section 1251(e) and paragraph 
(a)(1) of § 1.1251–3) are (a) section 1245 
property, (b) section 1250 property, and 
(c) other property. 

(iii) For purposes of this subpara-
graph, the classes of farm recapture 
property are (a) land, (b) section 1245 
property, and (c) other property. 

(4) Treatment of farm land received in 
like kind exchange or involuntary conver-
sion. The aggregate of the deductions 
allowed under sections 175 and 182 in 
respect of land acquired in a trans-
action described in subparagraph (1) of 
this paragraph shall include the aggre-
gate of the deductions allowed under 
sections 175 and 182 in respect of the 
land transferred or converted (as the cr 
sections 175 and 182 in respect of land 
acquired in a transaction described in 
subparagraph (1) of this paragraph 
shall include the aggregate of the de-
ductions allowed under sections 175 and 
182 in respect of the land transferred or 
converted (as the case may be) in such 
transaction minus the amount of gain 
taken into account under sections 
1251(c) and 1252(a) with respect to the 
land transferred or converted. Upon a 

subsequent disposition of such land, 
the holding period shall include the 
holding period with respect to the land 
transferred or converted. 

(5) Basis adjustment. In order to re-
flect gain recognized under section 
1252(a)(1) if property is acquired in a 
transaction to which subparagraph (1) 
of this paragraph applies, its basis 
shall be determined under the rules of 
section 1031(d) or 1033(c). 

(e) Partnerships. [Reserved] 
(f) Treatment of farm land received by a 

transferee in a disposition by gift and cer-
tain tax-free transactions—(1) General 
rule. If farm land is disposed of in a 
transaction which is either a gift to 
which paragraph (a)(1) of this section 
applies, or a completely tax-free trans-
fer to which paragraph (c)(1) of this 
section applies, then for purposes of 
section 1252: 

(i) The aggregate of the deductions 
allowed under sections 175 and 182 in 
respect of the land in the hands of the 
tranferee immediately after the dis-
position shall be an amount equal to 
the amount of such aggregate in the 
hands of the transferor immediately 
before the disposition, and 

(ii) For purposes of applying section 
1252 upon a subsequent disposition by 
the transferee (including a computa-
tion of the applicable percentage), the 
holding period of the transferee shall 
include the holding period of the trans-
feror. 

(2) Certain partially tax-free transfers. 
If farm land is disposed of in a trans-
action which either is in part a sale or 
exchange and in part a gift to which 
paragraph (a)(2)of this section applies, 
or is a partially tax-free transfer to 
which paragraph (c)(1) of this section 
applies, then for purposes of section 
1252 the amount determined under sub-
paragraph (1)(i) of this paragraph 
shallbe reduced by the amount of gain 
taken into account under sections 
1251(c) and 1252(a) by the transferor 
upon the disposition. Upon a subse-
quent disposition by the transferee, the 
holding period for purposes of com-
puting the amount under section 
1252(a)(1)(A), with respect to the 175 
and 182 deductions taken by the trans-
feror, shall include the holding period 
of the transferor. With respect to the 
1975 and 182 deductions taken by the 
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transferee, the holding period shall not 
include the holding period of the trans-
feror. 

(3) Examples. The provisions of sub-
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. Assume the same facts as in ex-
ample (1) of paragraph (a)(4) of this section. 
Therefore, on the date B receives the farm 
land in the gift transaction, under subpara-
graph (1) of this paragraph the aggregate of 
the deductions allowed under sections 175 
and 182 in respect of the farm land in the 
hands of B is the amount in the hands of A, 
$24,000, and for purposes of applying section 
1252 upon a subsequent disposition by B (in-
cluding a computation of the applicable per-
centage) the holding period of B includes the 
holding period of A. 

Example 2. Assume the same facts as in ex-
ample (2) of paragraph (a)(4) of this section. 
Under subparagraph (2) of this paragraph, 
the aggregate of the sections 175 and 182 de-
ductions which pass over to B for purposes of 
section 1252 is $14,000 ($24,000 deductions al-
lowable under sections 175 and 182 minus 
$3,000 gain recognized under section 1251(c) in 
accordance with example (2) of paragraph 
(a)(4) of § 1.1251–4, minus $7,000 gain recog-
nized under section 1252(a) in acordance with 
example (2) of paragraph (a)(4) of this sec-
tion), B’s holding period includes the holding 
period of A (i.e., the period back to January 
15, 1971) with respect to A’s deductions. 

(g) Disposition of farm land not specifi-
cally covered. If farm land is disposed of 
in a transaction not specifically cov-
ered under § 1.1252–1 and this section, 
then the principles of section 1245 shall 
apply. 

[T.D. 7418, 41 FR 18832, May 7, 1976; 41 FR 
23669, June 11, 1976] 

§ 1.1254–0 Table of contents for section 
1254 recapture rules. 

This section lists the major captions 
contained in §§ 1.1254–1 through 1.1254–6. 

§ 1.1254–1 Treatment of gain from disposition of 
natural resource recapture property. 

(a) In general. 
(b) Definitions. 
(1) Section 1254 costs. 
(2) Natural resource recapture property. 
(3) Disposition. 
(c) Disposition of a portion of natural re-

source recapture property. 
(1) Disposition of a portion (other than an 

undivided interest) of natural resource re-
capture property. 

(2) Disposition of an undivided interest. 
(3) Alternative allocation rule. 

(d) Installment method. 

§ 1.1254–2 Exceptions and limitations. 

(a) Exception for gifts and section 1041 
transfers. 

(1) General rule. 
(2) Part gift transactions. 
(b) Exception for transfers at death. 
(c) Limitation for certain tax-free trans-

actions. 
(1) General rule. 
(2) Special rule for dispositions to certain 

tax exempt organizations. 
(3) Transfers described. 
(4) Special rules for section 332 transfers. 
(d) Limitation for like kind exchanges and 

involuntary conversions. 
(1) General rule. 
(2) Disposition and acquisition of both nat-

ural resource recapture property and other 
property. 

§ 1.1254–3 Section 1254 costs immediately after 
certain acquisitions. 

(a) Transactions in which basis is deter-
mined by reference to cost or fair market 
value of property transferred. 

(1) Basis determined under section 1012. 
(2) Basis determined under section 301(d), 

334(a), or 358(a)(2). 
(3) Basis determined solely under former 

section 334(b)(2) or former section 334(c). 
(4) Basis determined by reason of the appli-

cation of section 1014(a). 
(b) Gifts and certain tax-free transactions. 
(1) General rule. 
(2) Transactions covered. 
(c) Certain transfers at death. 
(d) Property received in a like kind ex-

change or involuntary conversion. 
(1) General rule. 
(2) Allocation of section 1254 costs among 

multiple natural resource recapture property 
acquired. 

(e) Property transferred in cases to which 
section 1071 or 1081(b) applies. 

§ 1.1254–4 Special rules for S corporations and 
their shareholders. 

(a) In general. 
(b) Determination of gain treated as ordi-

nary income under section 1254 upon a dis-
position of natural resource recapture prop-
erty by an S corporation. 

(1) General rule. 
(2) Examples. 
(c) Character of gain recognized by a share-

holder upon a sale or exchange of S corpora-
tion stock. 

(1) General rule. 
(2) Exceptions. 
(3) Examples. 
(d) Section 1254 costs of a shareholder. 
(e) Section 1254 costs of an acquiring share-

holder after certain acquisitions. 
(1) Basis determined under section 1012. 
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(2) Basis determined under section 1014(a). 
(3) Basis determined under section 

1014(b)(9). 
(4) Gifts and section 1041 transfers. 
(f) Special rules for a corporation that was 

formerly an S corporation or formerly a C 
corporation. 

(1) Section 1254 costs of an S corporation 
that was formerly a C corporation. 

(2) Examples. 
(3) Section 1254 costs of a C corporation 

that was formerly an S corporation. 
(g) Determination of a shareholder’s sec-

tion 1254 costs upon certain stock trans-
actions 

(1) Issuance of stock. 
(2) Natural resource recapture property ac-

quired in exchange for stock. 
(3) Treatment of nonvested stock. 
(4) Exception. 
(5) Aggregate of S corporation share-

holders’ section 1254 costs with respect to 
natural resource recapture property held by 
the S corporation 

(6) Examples. 

§ 1.1254–5 Special rules for partnerships and 
their partners. 

(a) In general. 
(b) Determination of gain treated as ordi-

nary income under section 1254 upon the dis-
position of natural resource recapture prop-
erty by a partnership. 

(1) General rule. 
(2) Exception to partner level recapture in 

the case of abusive allocations. 
(3) Examples. 
(c) Section 1254 costs of a partner. 
(1) General rule. 
(2) Section 1254 costs of a transferee part-

ner after certain acquisitions. 
(d) Property distributed to a partner. 
(1) In general. 
(2) Aggregate of partners’ section 1254 costs 

with respect to natural resource recapture 
property held by a partnership. 

§ 1.1254–6 Effective date of regulations. 

[T.D. 8586, 60 FR 2501, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–1 Treatment of gain from dis-
position of natural resource recap-
ture property. 

(a) In general. Upon any disposition of 
section 1254 property or any disposition 
after December 31, 1975 of oil, gas, or 
geothermal property, gain is treated as 
ordinary income in an amount equal to 
the lesser of the amount of the section 
1254 costs (as defined in paragraph 
(b)(1) of this section) with respect to 
the property, or the amount, if any, by 
which the amount realized on the sale, 

exchange, or involuntary conversion, 
or the fair market value of the prop-
erty on any other disposition, exceeds 
the adjusted basis of the property. 
However, any amount treated as ordi-
nary income under the preceding sen-
tence is not included in the taxpayer’s 
gross income from the property for pur-
poses of section 613. Generally, the 
lesser of the amounts described in this 
paragraph (a) is treated as ordinary in-
come even though, in the absence of 
section 1254(a), no gain would be recog-
nized upon the disposition under any 
other provision of the Internal Revenue 
Code. For the definition of the term 
section 1254 costs, see paragraph (b)(1) of 
this section. For the definition of the 
terms section 1254 property, oil, gas, or 
geothermal property, and natural resource 
recapture property, see paragraph (b)(2) 
of this section. For rules relating to 
the disposition of natural resource re-
capture property, see paragraphs (b)(3), 
(c), and (d) of this section. For excep-
tions and limitations to the applica-
tion of section 1254(a), see § 1.1254–2. 

(b) Definitions—(1) Section 1254 costs— 
(i) Property placed in service after Decem-
ber 31, 1986. With respect to any prop-
erty placed in service by the taxpayer 
after December 31, 1986, the term sec-
tion 1254 costs means— 

(A) The aggregate amount of expendi-
tures that have been deducted by the 
taxpayer or any person under section 
263, 616, or 617 with respect to such 
property and that, but for the deduc-
tion, would have been included in the 
adjusted basis of the property or in the 
adjusted basis of certain depreciable 
property associated with the property; 
and 

(B) The deductions for depletion 
under section 611 that reduced the ad-
justed basis of the property. 

(ii) Property placed in service before 
January 1, 1987. With respect to any 
property placed in service by the tax-
payer before January 1, 1987, the term 
section 1254 costs means— 

(A) The aggregate amount of costs 
paid or incurred after December 31, 
1975, with respect to such property, 
that have been deducted as intangible 
drilling and development costs under 
section 263(c) by the taxpayer or any 
other person (except that section 1254 
costs do not include costs incurred 
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with respect to geothermal wells com-
menced before October 1, 1978) and 
that, but for the deduction, would be 
reflected in the adjusted basis of the 
property or in the adjusted basis of cer-
tain depreciable property associated 
with the property; reduced by 

(B) The amount (if any) by which the 
deduction for depletion allowed under 
section 611 that was computed either 
under section 612 or sections 613 and 
613A, with respect to the property, 
would have been increased if the costs 
(paid or incurred after December 31, 
1975) had been charged to capital ac-
count rather than deducted. 

(iii) Deductions under section 59 and 
section 291. Amounts capitalized pursu-
ant to an election under section 59(e) 
or pursuant to section 291(b) are treat-
ed as section 1254 costs in the year in 
which an amortization deduction is 
claimed under section 59(e)(1) or sec-
tion 291(b)(2). 

(iv) Suspended deductions. If a deduc-
tion of a section 1254 cost has been sus-
pended as of the date of disposition of 
section 1254 property, the deduction is 
not treated as a section 1254 cost if it is 
included in basis for determining gain 
or loss on the disposition. On the other 
hand, if the deduction will eventually 
be claimed, it is a section 1254 cost as 
of the date of disposition. For example, 
a deduction suspended pursuant to the 
65 percent of taxable income limitation 
of section 613A(d)(1) may either be in-
cluded in basis upon disposition of the 
property or may be deducted in a year 
after the year of disposition. See 
§ 1.613A–4(a)(1). If it is included in the 
basis then it is not a section 1254 cost, 
but if it is deductible in a later year it 
is a section 1254 cost as of the date of 
the disposition. 

(v) Previously recaptured amounts. If 
an amount has been previously treated 
as ordinary income pursuant to section 
1254, it is not a section 1254 cost. 

(vi) Nonproductive wells. The aggre-
gate amount of section 1254 costs paid 
or incurred on any property includes 
the amount of intangible drilling and 
development costs incurred on non-
productive wells, but only to the ex-
tent that the taxpayer recognizes in-
come on the foreclosure of a non-
recourse debt the proceeds from which 
were used to finance the section 1254 

costs with respect to the property. For 
this purpose, the term nonproductive 
well means a well that does not 
produce oil or gas in commercial quan-
tities, including a well that is drilled 
for the purpose of ascertaining the ex-
istence, location, or extent of an oil or 
gas reservoir (e.g., a delineation well). 
The term nonproductive well does not 
include an injection well (other than 
an injection well drilled as part of a 
project that does not result in produc-
tion in commercial quantities). 

(vii) Calculation of amount described in 
paragraph (b)(1)(ii)(B) of this section (hy-
pothetical depletion offset)—(A) In gen-
eral. In calculating the amount de-
scribed in paragraph (b)(1)(ii)(B) of this 
section, the taxpayer shall apply the 
following rules. The taxpayer may use 
the 65-percent-of-taxable-income limi-
tation of section 613A(d)(1). If the tax-
payer uses that limitation, the tax-
payer is not required to recalculate the 
effect of such limitation with respect 
to any property not disposed of. That 
is, the taxpayer may assume that the 
hypothetical capitalization of intan-
gible drilling and development costs 
with respect to any property disposed 
of does not affect the allowable deple-
tion with respect to property retained 
by the taxpayer. Any intangible drill-
ing and development costs that, if they 
had not been treated as expenses under 
section 263(c), would have properly 
been capitalized under § 1.612–4(b)(2) 
(relating to items recoverable through 
depreciation under section 167 or cost 
recovery under section 168) are treated 
as costs described in § 1.612–4(b)(1) (re-
lating to items recoverable through de-
pletion). The increase in depletion at-
tributable to the capitalization of in-
tangible drilling and development costs 
is computed by subtracting the amount 
of cost or percentage depletion actu-
ally claimed from the amount of cost 
or percentage depletion that would 
have been allowable if intangible drill-
ing and development costs had been 
capitalized. If the remainder is zero or 
less than zero, the entire amount of in-
tangible drilling and development costs 
attributable to the property is 
recapturable. 

(B) Example. The following example 
illustrates the principles of paragraph 
(b)(1)(vii)(A). 
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Example: Hypothetical depletion offset. In 
1976, A purchased undeveloped property for 
$10,000. During 1977, A incurred $200,000 of 
productive well intangible drilling and devel-
opment costs with respect to the property. A 
deducted the intangible drilling and develop-
ment costs as expenses under section 263(c). 
Estimated reserves of 150,000 barrels of re-
coverable oil were discovered in 1977 and pro-
duction began in 1978. In 1978, A produced 
and sold 30,000 barrels of oil at $8 per barrel, 
resulting in $240,000 of gross income. A had 
no other oil or gas production in 1978. A 
claimed a percentage depletion deduction of 
$52,800 (i.e., 22% of $240,000 gross income from 
the property). If A had capitalized the intan-
gible drilling and development costs, assume 
that $200,000 of the costs would have been al-
located to the depletable property and none 
to depreciable property. A’s cost depletion 
deduction if the intangible drilling and de-
velopment costs had been capitalized would 
have been $42,000 (i.e., (($200,000 intangible 
drilling and development costs + $10,000 ac-
quisition costs) × 30,000 barrels of produc-
tion)/ 150,000 barrels of estimated recoverable 
reserves). Since this amount is less than A’s 
depletion deduction of $52,800 (percentage de-
pletion), no reduction is made to the amount 
of intangible drilling and development costs 
($200,000). On January 1, 1979, A sold the oil 
property to B for $360,000 and calculated sec-
tion 1254 recapture without reference to the 
65-percent-of-taxable-income limitation. A’s 
gain on the sale is the entire $360,000, be-
cause A’s basis in the property at the begin-
ning of 1979 is zero (i.e., $10,000 cost less 
$52,800 depletion deduction for 1978). Since 
the section 1254 costs ($200,000) are less than 
A’s gain on the sale, $200,000 is treated as or-
dinary income under section 1254(a). The re-
maining amount of A’s gain ($160,000) is not 
subject to section 1254(a). 

(2) Natural resource recapture prop-
erty—(i) In general. The term natural re-
source recapture property means section 
1254 property or oil, gas, or geothermal 
property as those terms are defined in 
this section. 

(ii) Section 1254 property. The term 
section 1254 property means any prop-
erty (within the meaning of section 
614) that is placed in service by the tax-
payer after December 31, 1986, if any 
expenditures described in paragraph 
(b)(1)(i)(A) of this section (relating to 
costs under section 263, 616, or 617) are 
properly chargeable to such property, 
or if the adjusted basis of such prop-
erty includes adjustments for deduc-
tions for depletion under section 611. 

(iii) Oil, gas, or geothermal property. 
The term oil, gas, or geothermal property 
means any property (within the mean-

ing of section 614) that was placed in 
service by the taxpayer before January 
1, 1987, if any expenditures described in 
paragraph (b)(1)(ii)(A) of this section 
are properly chargeable to such prop-
erty. 

(iv) Property to which section 1254 costs 
are properly chargeable. (A) An expendi-
ture is properly chargeable to property 
if— 

(1) The property is an operating min-
eral interest with respect to which the 
expenditure has been deducted; 

(2) The property is a nonoperating 
mineral interest (e.g., a net profits in-
terest or an overriding royalty inter-
est) burdening an operating mineral in-
terest if the nonoperating mineral in-
terest is carved out of an operating 
mineral interest described in paragraph 
(b)(2)(iv)(A)(1) of this section; 

(3) The property is a nonoperating 
mineral interest retained by a lessor or 
sublessor if such lessor or sublessor 
held, prior to the lease or sublease, an 
operating mineral interest described in 
paragraph (b)(2)(iv)(A)(1) of this sec-
tion; or 

(4) The property is an operating or a 
nonoperating mineral interest held by 
a taxpayer if a party related to the tax-
payer (within the meaning of section 
267(b) or section 707(b)) held an oper-
ating mineral interest (described in 
paragraph (b)(2)(iv)(A)(1) of this sec-
tion) in the same tract or parcel of 
land that terminated (in whole or in 
part) without being disposed of (e.g., a 
working interest which terminated 
after a specified period of time or a 
given amount of production), but only 
if there exists between the related par-
ties an arrangement or plan to avoid 
recapture under section 1254. In such a 
case, the taxpayer’s section 1254 costs 
with respect to the property include 
those of the related party. 

(B) Example. The following example 
illustrates the provisions of paragraph 
(2)(iv)(A)(4) of this section: 

Example: Arrangement or plan to avoid recap-
ture. C, an individual, owns 100% of the stock 
of both X Co. and Y Co. On January 1, 1998, 
X Co. enters into a standard oil and gas 
lease. X Co. immediately assigns to Y Co. 1% 
of the working interest for one year, and 99% 
of the working interest thereafter. In 1998, X 
Co. and Y Co. expend $300 in intangible drill-
ing and development costs developing the 
tract, of which $297 are deducted by X Co. 
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under section 263(c). On January 1, 1999, Y 
Co. sells its 99% share of the working inter-
est to an unrelated person. Based on all the 
facts and circumstances, the arrangement 
between X Co. and Y Co. is part of a plan or 
arrangement to avoid recapture under sec-
tion 1254. Therefore, Y Co. must include in 
its section 1254 costs the $297 of intangible 
drilling and development costs deducted by 
X Co. 

(v) Property the basis of which includes 
adjustments for depletion deductions. The 
adjusted basis of property includes ad-
justments for depletion under section 
611 if— 

(A) The basis of the property has 
been reduced by reason of depletion de-
ductions; or 

(B) The property has been carved out 
of or is a portion of property the basis 
of which has been reduced by reason of 
depletion deductions. 

(vi) Property held by a transferee. 
Property held by a transferee is nat-
ural resource recapture property if the 
property was natural resource recap-
ture property in the hands of the trans-
feror and the transferee’s basis in the 
property is determined with reference 
to the transferor’s basis in the prop-
erty (e.g., a gift) or is determined 
under section 732. 

(vii) Property held by a transferor. 
Property held by a transferor of nat-
ural resource recapture property is 
natural resource recapture property if 
the transferor’s basis in the property 
received is determined with reference 
to the transferor’s basis in the prop-
erty transferred by the transferor (e.g., 
a like kind exchange). For purposes of 
this paragraph (b)(2), property de-
scribed in this paragraph (b)(2)(vii) is 
treated as placed in service at the time 
the property transferred by the trans-
feror was placed in service by the 
transferor. 

(3) Disposition—(i) General rule. The 
term disposition has the same meaning 
as in section 1245, relating to gain from 
dispositions of certain depreciable 
property. 

(ii) Exceptions. The term disposition 
does not include— 

(A) Any transaction that is merely a 
financing device, such as a mortgage or 
a production payment that is treated 
as a loan under section 636 and the reg-
ulations thereunder; 

(B) Any abandonment (except that an 
abandonment is a disposition to the ex-
tent the taxpayer recognizes income on 
the foreclosure of a nonrecourse debt); 

(C) Any creation of a lease or sub-
lease of natural resource recapture 
property; 

(D) Any termination or election of 
the status of an S corporation; 

(E) Any unitization or pooling ar-
rangement; 

(F) Any expiration or reversion of an 
operating mineral interest that expires 
or reverts by its own terms, in whole or 
in part; or 

(G) Any conversion of an overriding 
royalty interest that, at the option of 
the grantor or successor in interest, 
converts to an operating mineral inter-
est after a certain amount of produc-
tion. 

(iii) Special rule for carrying arrange-
ments. In a carrying arrangement, li-
ability for section 1254 costs attrib-
utable to the entire operating mineral 
interest held by the carrying party 
prior to reversion or conversion re-
mains attributable to the reduced oper-
ating mineral interest retained by the 
carrying party after a portion of the 
operating mineral interest has reverted 
to the carried party or after the con-
version of an overriding royalty inter-
est that, at the option of the grantor or 
successor in interest, converts to an 
operating mineral interest after a cer-
tain amount of production. 

(c) Disposition of a portion of natural 
resource recapture property—(1) Disposi-
tion of a portion (other than an undivided 
interest) of natural resource recapture 
property—(i) Natural resource recapture 
property subject to the general rules of 
§ 1.1254–1. For purposes of section 
1254(a)(1) and paragraph (a) of this sec-
tion, except as provided in paragraphs 
(c) (1)(ii) and (3) of this section, in the 
case of the disposition of a portion 
(that is not an undivided interest) of 
natural resource recapture property, 
the entire amount of the section 1254 
costs with respect to the natural re-
source recapture property is treated as 
allocable to that portion of the prop-
erty to the extent of the amount of 
gain to which section 1254(a)(1) applies. 
If the amount of the gain to which sec-
tion 1254(a)(1) applies is less than the 
amount of the section 1254 costs with 
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respect to the natural resource recap-
ture property, the balance of the sec-
tion 1254 costs remaining after alloca-
tion to the portion of the property that 
was disposed of remains subject to re-
capture by the taxpayer under section 
1254(a)(1) upon disposition of the re-
maining portion of the property. For 
example, assume that A owns an 80- 
acre tract of land with respect to which 
A has deducted intangible drilling and 
development costs under section 263(c). 
If A sells the north 40 acres, the entire 
amount of the section 1254 costs with 
respect to the 80-acre tract is treated 
as allocable to the 40-acre portion sold 
(to the extent of the amount of gain to 
which section 1254(a)(1) applies). 

(ii) Natural resource recapture property 
subject to the exceptions and limitations 
of § 1.1254–2. For purposes of section 
1254(a)(1) and paragraph (a) of this sec-
tion, except as provided in paragraph 
(b)(3) of this section, in the case of the 
disposition of a portion (that is not an 
undivided interest) of natural resource 
recapture property to which section 
1254(a)(1) does not apply by reason of 
the application of § 1.1254–2 (certain 
nonrecognition transactions), the fol-
lowing rule for allocation of costs ap-
plies. An amount of the section 1254 
costs that bears the same ratio to the 
entire amount of such costs with re-
spect to the entire natural resource re-
capture property as the value of the 
property transferred bears to the value 
of the entire natural resource recap-
ture property is treated as allocable to 
the portion of the natural resource re-
capture property transferred. The bal-
ance of the section 1254 costs remain-
ing after allocation to that portion of 
the transferred property remains sub-
ject to recapture by the taxpayer under 
section 1254(a)(1) upon disposition of 
the remaining portion of the property. 
For example, assume that A owns an 
80-acre tract of land with respect to 
which A has deducted intangible drill-
ing and development costs under sec-
tion 263(c). If A gives away the north 40 
acres, and if 60 percent of the value of 
the 80-acre tract were attributable to 
the north 40 acres given away, 60 per-
cent of the section 1254 costs with re-
spect to the 80-acre tract is allocable to 
the north 40 acres given away. 

(2) Disposition of an undivided inter-
est—(i) Natural resource recapture prop-
erty subject to the general rules of 
§ 1.1254–1. For purposes of section 
1254(a)(1), except as provided in para-
graphs (b)(2)(ii) and (b)(3) of this sec-
tion, in the case of the disposition of 
an undivided interest in natural re-
source recapture property (or a portion 
thereof), a proportionate part of the 
section 1254 costs with respect to the 
natural resource recapture property is 
treated as allocable to the transferred 
undivided interest to the extent of the 
amount of gain to which section 
1254(a)(1) applies. For example, assume 
that A owns an 80-acre tract of land 
with respect to which A has deducted 
intangible drilling and development 
costs under section 263(c). If A sells an 
undivided 40 percent interest in the 80- 
acre tract, 40 percent of the section 
1254 costs with respect to the 80-acre 
tract is allocable to the transferred 40 
percent interest in the 80-acre tract. 
However, if the amount of gain recog-
nized on the sale of the 40 percent undi-
vided interest were equal to only 35 
percent of the amount of section 1254 
costs attributable to the 80-acre tract, 
only 35 percent of the section 1254 costs 
would be treated as attributable to the 
undivided 40 percent interest. See para-
graph (c)(3) of this section for an alter-
native allocation rule. 

(ii) Natural resource recapture property 
subject to the exceptions and limitations 
of § 1.1254–2. For purposes of section 
1254(a)(1) and paragraph (a) of this sec-
tion, except as provided in paragraph 
(b)(3) of this section, in the case of a 
disposition of an undivided interest in 
natural resource recapture property (or 
a portion thereof) to which section 1254 
(a)(1) does not apply by reason of 
§ 1.1254–2, a proportionate part of the 
section 1254 costs with respect to the 
natural resource recapture property is 
treated as allocable to the transferred 
undivided interest. See paragraph (c)(3) 
of this section for an alternative allo-
cation rule. 

(3) Alternative allocation rule—(i) In 
general. The rules for the allocation of 
costs set forth in section 1254(a)(2) and 
paragraphs (c) (1) and (2) of this section 
do not apply with respect to section 
1254 costs that the taxpayer establishes 
to the satisfaction of the Commissioner 
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do not relate to the transferred prop-
erty. Except as provided in paragraphs 
(c)(3) (ii) and (iii) of this section, a tax-
payer may satisfy this requirement 
only by receiving a private letter rul-
ing from the Internal Revenue Service 
that the section 1254 costs do not relate 
to the transferred property. 

(ii) Portion of property. Upon the 
transfer of a portion of a natural re-
source recapture property (other than 
an undivided interest) with respect to 
which section 1254 costs have been in-
curred, a taxpayer may treat section 
1254 costs as not relating to the trans-
ferred portion if the transferred por-
tion does not include any part of any 
deposit with respect to which the costs 
were incurred. 

(iii) Undivided interest. Upon the 
transfer of an undivided interest in a 
natural resource recapture property 
with respect to which section 1254 costs 
have been incurred, a taxpayer may 
treat costs as not relating to the trans-
ferred interest if the undivided interest 
is an undivided interest in a portion of 
the natural resource recapture prop-
erty, and the portion would be eligible 
for the alternative allocation rule 
under paragraph (c)(3)(ii) of this sec-
tion. 

(iv) Substantiation. If a taxpayer 
treats section 1254 costs incurred with 
respect to a natural resource recapture 
property as not relating to a trans-
ferred interest in a portion of the prop-
erty, the taxpayer must indicate on his 
or her tax return that the costs do not 
relate to the transferred portion and 
maintain the records and supporting 
evidence that substantiate this posi-
tion. 

(d) Installment method. Gain from a 
disposition to which section 1254(a)(1) 
applies is reported on the installment 
method if that method otherwise ap-
plies under section 453 or 453A of the 
Internal Revenue Code and the regula-
tions thereunder. The portion of each 
installment payment as reported that 
represents income (other than interest) 
is treated as gain to which section 
1254(a)(1) applies until all of the gain 
(to which section 1254(a)(1) applies) has 
been reported, and the remaining por-
tion (if any) of the income is then 
treated as gain to which section 
1254(a)(1) does not apply. For treatment 

of amounts as interest on certain de-
ferred payments, see sections 483, 1274, 
and the regulations thereunder. 

[T.D. 8586, 60 FR 2502, Jan. 10, 1995] 

§ 1.1254–2 Exceptions and limitations. 
(a) Exception for gifts and section 1041 

transfers—(1) General rule. No gain is 
recognized under section 1254(a)(1) upon 
a disposition of natural resource recap-
ture property by a gift or by a transfer 
in which no gain or loss is recognized 
pursuant to section 1041 (relating to 
transfers between spouses). For pur-
poses of this paragraph (a), the term 
gift means, except to the extent that 
paragraph (a)(2) of this section applies, 
a transfer of natural resource recap-
ture property that, in the hands of the 
transferee, has a basis determined 
under the provisions of sections 1015 (a) 
or (d) (relating to basis of property ac-
quired by gift). For rules concerning 
the potential reduction in the amount 
of the charitable contribution in the 
case of natural resource recapture 
property, see section 170(e) and 
§ 1.170A–4. See § 1.1254–3(b)(1) for deter-
mination of potential recapture of sec-
tion 1254 costs on property acquired by 
gift. See § 1.1254–1 (c)(1)(ii) and (c)(2)(ii) 
for apportionment of section 1254 costs 
on a gift of a portion of natural re-
source recapture property. 

(2) Part gift transactions. If a disposi-
tion of natural resource recapture 
property is in part a sale or exchange 
and in part a gift, the gain that is 
treated as ordinary income pursuant to 
section 1254(a)(1) is the lower of the 
section 1254 costs with respect to the 
property or the excess of the amount 
realized upon the disposition of the 
property over the adjusted basis of the 
property. In the case of a transfer sub-
ject to section 1011(b) (relating to bar-
gain sales to charitable organizations), 
the adjusted basis for purposes of the 
preceding sentence is the adjusted 
basis for determining gain or loss 
under section 1011(b). 

(b) Exception for transfers at death. Ex-
cept as provided in section 691 (relating 
to income in respect of a decedent), no 
gain is recognized under section 
1254(a)(1) upon a transfer at death. For 
purposes of this paragraph, the term 
transfer at death means a transfer of 
natural resource recapture property 
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that, in the hands of the transferee, has 
a basis determined under the provi-
sions of section 1014(a) (relating to 
basis of property acquired from a dece-
dent) because of the death of the trans-
feror. See § 1.1254–3 (a)(4) and (c) for the 
determination of potential recapture of 
section 1254 costs on property acquired 
in a transfer at death. 

(c) Limitation for certain tax-free trans-
actions—(1) General rule. Upon a trans-
fer of property described in paragraph 
(c)(3) of this section, the amount of 
gain treated as ordinary income by the 
transferor under section 1254(a)(1) may 
not exceed the amount of gain recog-
nized to the transferor on the transfer 
(determined without regard to section 
1254). In the case of a transfer of both 
natural resource recapture property 
and property that is not natural re-
source recapture property in one trans-
action, the amount realized from the 
disposition of the natural resource re-
capture property is deemed to be equal 
to the amount that bears the same 
ratio to the total amount realized as 
the fair market value of the natural re-
source recapture property bears to the 
aggregate fair market value of all the 
property transferred. The preceding 
sentence is applied solely for purposes 
of computing the portion of the total 
gain (determined without regard to 
section 1254) that may be recognized as 
ordinary income under section 
1254(a)(1). 

(2) Special rule for dispositions to cer-
tain tax-exempt organizations. Paragraph 
(c)(1) of this section does not apply to 
a disposition of natural resource recap-
ture property to an organization (other 
than a cooperative described in section 
521) that is exempt from the tax im-
posed by chapter I of the Internal Rev-
enue Code. The preceding sentence does 
not apply to a disposition of natural re-
source recapture property to an organi-
zation described in section 511 (a)(2) or 
(b)(2) (relating to imposition of tax on 
unrelated business income of chari-
table, etc., organizations) if, imme-
diately after the disposition, the orga-
nization uses the property in an unre-
lated trade or business as defined in 
section 513. If any property with re-
spect to which gain is not recognized 
by reason of the exception of this para-
graph (c)(2) ceases to be used in an un-

related trade or business of the organi-
zation acquiring the property, that or-
ganization is, for purposes of section 
1254, treated as having disposed of the 
property on the date of the cessation. 

(3) Transfers described. The transfers 
referred to in paragraph (c)(1) of this 
section are transfers of natural re-
source recapture property in which the 
basis of the natural resource recapture 
property in the hands of the transferee 
is determined by reference to its basis 
in the hands of the transferor by reason 
of the application of any of the fol-
lowing provisions: 

(i) Section 332 (relating to certain 
liquidations of subsidiaries). See para-
graph (c)(4) of this section. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by trans-
feror). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). 

(v) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For purposes of this paragraph, the 
basis of natural resource recapture 
property distributed by a partnership 
to a partner is deemed to be deter-
mined by reference to the adjusted 
basis of such property to the partner-
ship. 

(4) Special rules for section 332 trans-
fers. In the case of a distribution in 
complete liquidation of a subsidiary to 
which section 332 applies, the limita-
tion provided in this paragraph (c) is 
confined to instances in which the 
basis of the natural resource recapture 
property in the hands of the transferee 
is determined, under section 334(b)(1), 
by reference to its basis in the hands of 
the transferor. Thus, for example, the 
limitation may apply in respect of a 
liquidating distribution of natural re-
source recapture property by a sub-
sidiary corporation to the parent cor-
poration, but does not apply in respect 
of a liquidating distribution of natural 
resource recapture property to a mi-
nority shareholder. This paragraph (c) 
does not apply to a liquidating dis-
tribution of natural resource recapture 
property by a subsidiary to its parent 
if the parent’s basis for the property is 
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determined under section 334(b)(2) (as 
in effect before enactment of the Tax 
Reform Act of 1986), by reference to its 
basis for the stock of the subsidiary. 
This paragraph (c) does not apply to a 
liquidating distribution under section 
332 of natural resource recapture prop-
erty by a subsidiary to its parent if 
gain is recognized and there is a cor-
responding increase in the parent’s 
basis in the property (e.g., certain dis-
tributions to a tax-exempt or foreign 
corporation). 

(d) Limitation for like kind exchanges 
and involuntary conversions—(1) General 
rule. If natural resource recapture 
property is disposed of and gain (deter-
mined without regard to section 1254) 
is not recognized in whole or in part 
under section 1031 (relating to like 
kind exchanges) or section 1033 (relat-
ing to involuntary conversions), the 
amount of gain taken into account by 
the transferor under section 1254(a)(1) 
may not exceed the sum of— 

(i) The amount of gain recognized on 
the disposition (determined without re-
gard to section 1254); plus 

(ii) The fair market value of property 
acquired that is not natural resource 
recapture property (determined with-
out regard to § 1.1254–1(b)(2)(vii)) and is 
not taken into account under para-
graph (d)(1)(i) of this section (that is, 
qualifying property under section 1031 
or 1033 that is not natural resource re-
capture property). 

(2) Disposition and acquisition of both 
natural resource recapture property and 
other property. For purposes of this 
paragraph (d), if both natural resource 
recapture property and property that is 
not natural resource recapture prop-
erty are acquired as the result of one 
disposition in which both natural re-
source recapture property and property 
that is not natural resource recapture 
property are disposed of— 

(i) The total amount realized upon 
the disposition is allocated between the 
natural resource recapture property 
and the property that is not natural re-
source recapture property disposed of 
in proportion to their respective fair 
market values; 

(ii) The amount realized upon the dis-
position of the natural resource recap-
ture property is deemed to consist of so 
much of the fair market value of the 

natural resource recapture property ac-
quired as is not in excess of the amount 
realized from the natural resource re-
capture property disposed of, and the 
remaining portion (if any) of the 
amount realized upon the disposition of 
such property is deemed to consist of 
so much of the fair market value of the 
property that is not natural resource 
recapture property acquired as is not 
in excess of the remaining portion; and 

(iii) The amount realized upon the 
disposition of the property that is not 
natural resource recapture property is 
deemed to consist of so much of the 
fair market value of all the property 
acquired which was not taken into ac-
count under paragraph (d)(2)(ii) of this 
section. Except as provided in section 
1060 and the regulations thereunder, if 
a buyer and seller have adverse inter-
ests as to such allocation of the 
amount realized, any arm’s-length 
agreement between the buyer and sell-
er is used to establish the allocation. 
In the absence of such an agreement, 
the allocation is made by taking into 
account the appropriate facts and cir-
cumstances. 

[T.D. 8586, 60 FR 2505, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–3 Section 1254 costs imme-
diately after certain acquisitions. 

(a) Transactions in which basis is deter-
mined by reference to cost or fair market 
value of property transferred—(1) Basis 
determined under section 1012. If, on the 
date a person acquires natural resource 
recapture property, the person’s basis 
for the property is determined solely 
by reference to its cost (within the 
meaning of section 1012), the amount of 
section 1254 costs with respect to the 
natural resource recapture property in 
the person’s hands is zero on the acqui-
sition date. 

(2) Basis determined under section 
301(d), 334(a), or 358(a)(2). If, on the date 
a person acquires natural resource re-
capture property, the person’s basis for 
the property is determined solely by 
reason of the application of section 
301(d) (relating to basis of property re-
ceived in a corporate distribution), sec-
tion 334(a) (relating to basis of prop-
erty received in a liquidation in which 
gain or loss is recognized), or section 
358(a)(2) (relating to basis of other 
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property received in certain ex-
changes), the amount of the section 
1254 costs with respect to the natural 
resource recapture property in the per-
son’s hands is zero on the acquisition 
date. 

(3) Basis determined solely under former 
section 334(b)(2) or former section 334(c). 
If, on the date a person acquires nat-
ural resource recapture property, the 
person’s basis for the property is deter-
mined solely under the provisions of 
section 334(b)(2) (prior to amendment 
of that section by the Tax Equity and 
Fiscal Responsibility Act of 1982) or (c) 
(prior to repeal of that section by the 
Tax Reform Act of 1986) (relating to 
basis of property received in certain 
corporate liquidations), the amount of 
section 1254 costs with respect to the 
natural resource recapture property in 
the person’s hands is zero on the acqui-
sition date. 

(4) Basis determined by reason of the 
application of section 1014(a). If, on the 
date a person acquires natural resource 
recapture property from a decedent, 
the person’s basis is determined, by 
reason of the application of section 
1014(a), solely by reference to the fair 
market value of the property on the 
date of the decedent’s death or on the 
applicable date provided in section 2032 
(relating to alternate valuation date), 
the amount of section 1254 costs with 
respect to the natural resource recap-
ture property in the person’s hands is 
zero on the acquisition date. See para-
graph (c) of this section for the treat-
ment of certain transfers at death. 

(b) Gifts and certain tax-free trans-
actions—(1) General rule. If natural re-
source recapture property is trans-
ferred in a transaction described in 
paragraph (b)(2) of this section, the 
amount of section 1254 costs with re-
spect to the natural resource recapture 
property in the hands of the transferee 
immediately after the disposition is an 
amount equal to— 

(i) The amount of section 1254 costs 
with respect to the natural resource re-
capture property in the hands of the 
transferor immediately before the dis-
position (and in the case of an S cor-
poration or partnership transferor, the 
section 1254 costs of the shareholders 
or partners with respect to the natural 
resource recapture property); minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254(a)(1) by the transferor 
upon the disposition (and in the case of 
an S corporation or partnership trans-
feror, any such gain taken into account 
as ordinary income by the shareholders 
or partners). 

(2) Transactions covered. The trans-
actions to which paragraph (b)(1) of 
this section apply are— 

(i) A disposition that is a gift or in 
part a sale or exchange and in part a 
gift; 

(ii) A transaction described in section 
1041(a); or 

(iii) A disposition described in 
§ 1.1254–2(c)(3) (relating to certain tax- 
free transactions). 

(c) Certain transfers at death. If nat-
ural resource recapture property is ac-
quired in a transfer at death, the 
amount of section 1254 costs with re-
spect to the natural resource recapture 
property in the hands of the transferee 
immediately after the transfer includes 
the amount, if any, of the section 1254 
costs deducted by the transferee before 
the decedent’s death, to the extent 
that the basis of the natural resource 
recapture property (determined under 
section 1014(a)) is required to be re-
duced under the second sentence of sec-
tion 1014(b)(9) (relating to adjustments 
to basis where the property is acquired 
from a decedent prior to death). 

(d) Property received in a like kind ex-
change or involuntary conversion—(1) 
General rule. If natural resource recap-
ture property is disposed of in a like 
kind exchange under section 1031 or in-
voluntary conversion under section 
1033, then immediately after the dis-
position the amount of section 1254 
costs with respect to any natural re-
source recapture property acquired for 
the property transferred is an amount 
equal to— 

(i) The amount of section 1254 costs 
with respect to the natural resource re-
capture property disposed of (including 
the section 1254 costs of the share-
holders of an S corporation or of the 
partners of a partnership with respect 
to the natural resource recapture prop-
erty); minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254(a)(1) by the transferor 
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upon the disposition (and in the case of 
an S corporation or partnership trans-
feror, any such gain taken into account 
as ordinary income by the shareholders 
or partners). 

(2) Allocation of section 1254 costs 
among multiple natural resource recap-
ture properties acquired. If more than 
one parcel of natural resource recap-
ture property is acquired at the same 
time from the same person in a trans-
action referred to in paragraph (d)(1) of 
this section, the total amount of sec-
tion 1254 costs with respect to the par-
cels is allocated to the parcels in pro-
portion to their respective adjusted 
bases. 

(e) Property transferred in cases to 
which section 1071 or 1081(b) applies. 
Rules similar to the rules of section 
1245(b)(5) shall apply under section 1254. 

[T.D. 8586, 60 FR 2506, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–4 Special rules for S corpora-
tions and their shareholders. 

(a) In general. This section provides 
rules for applying the provisions of sec-
tion 1254 to S corporations and their 
shareholders upon the disposition by 
an S corporation (and a corporation 
that was formerly an S corporation) of 
natural resource recapture property 
and upon the disposition by a share-
holder of stock of an S corporation 
that holds natural resource recapture 
property. 

(b) Determination of gain treated as or-
dinary income under section 1254 upon a 
disposition of natural resource recapture 
property by an S corporation—(1) General 
rule. Upon a disposition of natural re-
source recapture property by an S cor-
poration, the amount of gain treated as 
ordinary income under section 1254 is 
determined at the shareholder level. 
Each shareholder must recognize as or-
dinary income under section 1254 the 
lesser of— 

(i) The shareholder’s section 1254 
costs with respect to the property dis-
posed of; or 

(ii) The shareholder’s share of the 
amount, if any, by which the amount 
realized on the sale, exchange, or invol-
untary conversion, or the fair market 
value of the property upon any other 
disposition (including a distribution), 

exceeds the adjusted basis of the prop-
erty. 

(2) Examples. The following examples 
illustrate the provisions of paragraph 
(b)(1) of this section: 

Example 1. Disposition of natural resource re-
capture property other than oil and gas prop-
erty. A and B are equal shareholders in X, an 
S corporation. On January 1, 1997, X acquires 
for $90,000 an undeveloped mineral property, 
its sole property. During 1997, X expends and 
deducts $100,000 in developing the property. 
On January 15, 1998, X sells the property for 
$250,000 when X’s basis in the property is 
$90,000. Thus, X recognizes gain of $160,000 on 
the sale. A and B’s share of the $160,000 gain 
recognized is $80,000 each. Each shareholder 
has $50,000 of section 1254 costs with respect 
to the property. Under these circumstances, 
A and B each are required to recognize 
$50,000 of the $80,000 of gain on the sale of the 
property as ordinary income under section 
1254. 

Example 2. Disposition of oil and gas property 
the adjusted basis of which is allocated to the 
shareholders under section 613A(c)(11). C and D 
are equal shareholders in Y, an S corpora-
tion. On January 1, 1997, Y acquires for 
$150,000 an undeveloped oil and gas property, 
its sole property. During 1997, Y expends in 
developing the property $40,000 in intangible 
drilling costs which it elects to expense 
under section 263(c). On January 15, 1998, Y 
sells the property for $200,000. C and D’s 
share of the $200,000 amount realized on the 
sale is $100,000 each. C and D each have a 
basis of $75,000 in the property and $20,000 of 
section 1254 costs with respect to the prop-
erty. Under these circumstances, C and D 
each are required to recognize $20,000 of the 
$25,000 gain on the sale of the property as or-
dinary income under section 1254. 

(c) Character of gain recognized by a 
shareholder upon a sale or exchange of S 
corporation stock—(1) General rule. Ex-
cept as provided in paragraph (c)(2) of 
this section, if an S corporation share-
holder recognizes gain upon a sale or 
exchange of stock in the S corporation 
(determined without regard to section 
1254), the gain is treated as ordinary in-
come under section 1254 to the extent 
of the shareholder’s section 1254 costs 
(with respect to the shares sold or ex-
changed). 

(2) Exceptions—(i) Gain not attributable 
to section 1254 costs—(A) General rule. 
Paragraph (c)(1) of this section does 
not apply to any portion of the gain 
recognized on the sale or exchange of 
the stock that the taxpayer establishes 
is not attributable to section 1254 
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costs. The portion of the gain recog-
nized that is not attributable to sec-
tion 1254 costs is that portion of the 
gain recognized that exceeds the 
amount of ordinary income that the 
shareholder would have recognized 
under section 1254 (with respect to the 
shares sold or exchanged) if, imme-
diately prior to the sale or exchange of 
the stock, the corporation had sold at 
fair market value all of the corpora-
tion’s property the disposition of which 
would result in the recognition by the 
shareholder of ordinary income under 
section 1254. 

(B) Substantiation. To establish that a 
portion of the gain recognized is not 
attributable to a shareholder’s section 
1254 costs so as to qualify for the excep-
tion contained in paragraph (c)(2)(i)(A) 
of this section, the shareholder must 
attach to the shareholder’s tax return 
a statement detailing the shareholder’s 
share of the fair market value and 
basis, and the shareholder’s section 
1254 costs, for each of the S corpora-
tion’s natural resource recapture prop-
erties held immediately before the sale 
or exchange of stock. 

(ii) Transactions entered into as part of 
a plan to avoid recognition of ordinary in-
come under section 1254. In the case of a 
contribution of property prior to a sale 
or exchange of stock pursuant to a plan 
a principal purpose of which is to avoid 
recognition of ordinary income under 
section 1254, paragraph (c)(1) of this 
section does not apply. Instead, the 
amount recognized as ordinary income 
under section 1254 is the amount of or-
dinary income the selling or exchang-
ing shareholder would have recognized 
under section 1254 (with respect to the 
shares sold or exchanged) had the S 
corporation sold its natural resource 
recapture property the disposition of 
which would have resulted in the rec-
ognition of ordinary income under sec-
tion 1254. The amount recognized as or-
dinary income under the preceding sen-
tence reduces the amount realized on 
the sale or exchange of the stock. 

This reduced amount realized is used 
in determining any gain or loss on the 
sale or exchange. 

(3) Examples. The following examples 
illustrate the provisions of this para-
graph (c): 

Example 1. Application of general rule upon a 
sale of S corporation stock. C and D are equal 
shareholders in Y, an S corporation. As of 
January 1, 1997, Y holds two mining prop-
erties: Blackacre, with an adjusted basis of 
$5,000 and a fair market value of $35,000, and 
Whiteacre, with an adjusted basis of $20,000 
and a fair market value of $15,000. Y also 
holds securities with a basis of $5,000 and a 
fair market value of $10,000. On January 1, 
1997, D sells 50 percent of D’s Y stock to E for 
$15,000. As of the date of the sale, D’s ad-
justed basis in the Y stock sold is $7,500, and 
D has $18,000 of section 1254 costs with re-
spect to Blackacre and $12,000 of section 1254 
costs with respect to Whiteacre. Under this 
paragraph (c), the gain recognized by D upon 
the sale of Y stock is treated as ordinary in-
come to the extent of D’s section 1254 costs 
with respect to the stock sold, unless D es-
tablishes that a portion of such excess is not 
attributable to D’s section 1254 costs. How-
ever, because D would recognize $7,500 in or-
dinary income under section 1254 with re-
spect to the stock sold if Y sold Blackacre 
(the only asset the disposition of which 
would result in ordinary income to D under 
section 1254), the $7,500 of gain recognized by 
D upon the sale of D’s Y stock is attributable 
to D’s section 1254 costs. Therefore, upon the 
sale of stock to E, D recognizes $7,500 of ordi-
nary income under this paragraph (c). 

Example 2. Sale of S corporation stock where 
gain is not entirely attributable to section 1254 
costs. Assume the same facts as in Example 1, 
except that Blackacre has a fair market 
value of $25,000, and the securities have a fair 
market value of $20,000. Immediately prior to 
the sale of stock to E, if Y had sold 
Blackacre (its only asset the disposition of 
which would result in the recognition of or-
dinary income to D under section 1254), D 
would recognize $5,000 in ordinary income 
with respect to the stock sold under section 
1254. D attaches a statement to D’s tax re-
turn for 1997 detailing D’s share of the fair 
market values and bases, and D’s section 1254 
costs with respect to Blackacre and 
Whiteacre. Therefore, upon the sale of stock 
to E, of the $7,500 gain recognized by D, $5,000 
is ordinary income under this paragraph (c). 

Example 3. Contribution of property prior to 
sale of S corporation stock as part of a plan to 
avoid recognition of ordinary income under sec-
tion 1254. H owns all of the stock of Z, an S 
corporation. As of January 1, 1997, H has 
$3,000 of section 1254 costs with respect to 
property P, which is natural resource recap-
ture property and Z’s only asset. Property P 
has an adjusted basis of $5,000 and a fair mar-
ket value of $8,000. H has a basis of $5,000 in 
Z stock, which has a fair market value of 
$8,000. On January 1, 1997, H contributes se-
curities to Z which have a basis of $7,000 and 
a fair market value of $4,000. On April 15, 
1997, H sells all of the Z stock to J for $12,000. 
On that date, H’s adjusted basis in the Z 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00537 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



528 

26 CFR Ch. I (4–1–11 Edition) § 1.1254–4 

stock is also $12,000. Based on all the facts 
and circumstances, the sale of stock is part 
of a plan (along with the contribution by H 
of the securities to Z) that has a principal 
purpose to avoid recognition of ordinary in-
come under section 1254. Consequently, 
under paragraph (c)(2)(ii) of this section, H 
must recognize $3,000 as ordinary income 
under section 1254, the amount of ordinary 
income that H would recognize as ordinary 
income under section 1254 if property P were 
sold at fair market value. In addition, H re-
duces the amount realized on the sale of the 
stock ($12,000) by $3,000. As a result, H also 
recognizes a $3,000 capital loss on the sale of 
the stock ($9,000 amount realized less $12,000 
adjusted basis). 

(d) Section 1254 costs of a shareholder. 
An S corporation shareholder’s section 
1254 costs with respect to any natural 
resource recapture property held by 
the corporation include all of the 
shareholder’s section 1254 costs with 
respect to the property in the hands of 
the S corporation. See § 1.1254–1(b)(1) 
for the definition of section 1254 costs. 

(e) Section 1254 costs of an acquiring 
shareholder after certain acquisitions—(1) 
Basis determined under section 1012. If 
stock in an S corporation that holds 
natural resource recapture property is 
acquired and the acquiring share-
holder’s basis for the stock is deter-
mined solely by reference to its cost 
(within the meaning of section 1012), 
the amount of section 1254 costs with 
respect to the property held by the cor-
poration in the acquiring shareholder’s 
hands is zero on the acquisition date. 

(2) Basis determined under section 
1014(a). If stock in an S corporation 
that holds natural resource recapture 
property is acquired from a decedent 
and the acquiring shareholder’s basis is 
determined, by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the 
stock on the date of the decedent’s 
death or on the applicable date pro-
vided in section 2032 (relating to alter-
nate valuation date), the amount of 
section 1254 costs with respect to the 
property held by the corporation in the 
acquiring shareholder’s hands is zero 
on the acquisition date. 

(3) Basis determined under section 
1014(b)(9). If stock in an S corporation 
that holds natural resource recapture 
property is acquired before the death of 
the decedent, the amount of section 
1254 costs with respect to the property 

held by the corporation in the acquir-
ing shareholder’s hands includes the 
amount, if any, of the section 1254 
costs deducted by the acquiring share-
holder before the decedent’s death, to 
the extent that the basis of the stock 
(determined under section 1014(a)) is 
required to be reduced under section 
1014(b)(9) (relating to adjustments to 
basis when the property is acquired be-
fore the death of the decedent). 

(4) Gifts and section 1041 transfers. If 
stock is acquired in a transfer that is a 
gift, in a transfer that is a part sale or 
exchange and part gift, or in a transfer 
that is described in section 1041(a), the 
amount of section 1254 costs with re-
spect to the property held by the cor-
poration in the acquiring shareholder’s 
hands immediately after the transfer is 
an amount equal to— 

(i) The amount of section 1254 costs 
with respect to the property held by 
the corporation in the hands of the 
transferor immediately before the 
transfer; minus 

(ii) The amount of any gain recog-
nized as ordinary income under section 
1254 by the transferor upon the trans-
fer. 

(f) Special rules for a corporation that 
was formerly an S corporation or formerly 
a C corporation—(1) Section 1254 costs of 
an S corporation that was formerly a C 
corporation. In the case of a C corpora-
tion that holds natural resource recap-
ture property and that elects to be an 
S corporation, each shareholder’s sec-
tion 1254 costs as of the beginning of 
the corporation’s first taxable year as 
an S corporation include a pro rata 
share of the section 1254 costs of the 
corporation as of the close of the last 
taxable year that the corporation was 
a C corporation. 

(2) Examples. The following examples 
illustrate the application of the provi-
sions of paragraph (f)(1) of this section: 

Example 1. Sale of natural resource recapture 
property held by an S corporation that was for-
merly a C corporation. (i) Y is a C corporation 
that elects to be an S corporation effective 
January 1, 1997. On that date, Y owns Oil 
Well, which is natural resource recapture 
property and a capital asset. Y has section 
1254 costs of $20,000 as of the close of the last 
taxable year that it was a C corporation. On 
January 1, 1997, Oil Well has a value of 
$200,000 and a basis of $100,000. Thus, under 
section 1374, Y’s net unrealized built-in gain 
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is $100,000. Also on that date, Y’s basis in Oil 
Well is allocated to A, Y’s sole shareholder, 
under section 613A(c)(11) and the section 1254 
costs are allocated to A under paragraph 
(f)(1) of this section. In addition, A has a 
basis in A’s Y stock of $100,000. 

(ii) On November 1, 1997, Y sells Oil Well 
for $250,000. During 1997, Y has taxable in-
come greater than $100,000, and no other 
transactions or items treated as recognized 
built-in gain or loss. Under section 1374, Y 
has net recognized built-in gain of $100,000. 
Assuming a tax rate of 35 percent on capital 
gain, Y has a tax of $35,000 under section 
1374. The tax of $35,000 is treated as a capital 
loss under section 1366(f)(2). A has a realized 
gain on the sale of $150,000 ($250,000 minus 
$100,000) of which $20,000 is recognized as or-
dinary income under section 1254, and 
$130,000 is recognized as capital gain. Con-
sequently, A recognizes ordinary income of 
$20,000 and net capital gain of $95,000 ($130,000 
minus $35,000) on the sale. 

Example 2. Sale of stock followed by sale of 
natural resource recapture property held by an 
S corporation that was formerly a C corpora-
tion. (i) Assume the same facts as in Example 
1(i). On November 1, 1997, A sells all of A’s Y 
stock to P for $250,000. A has a realized gain 
on the sale of $150,000 ($250,000 minus $100,000) 
of which $20,000 is recognized as ordinary in-
come under section 1254, and $130,000 is rec-
ognized as capital gain. 

(ii) On November 2, 1997, Y sells Oil Well 
for $250,000. During 1997, Y has taxable in-
come greater than $100,000, and no other 
transactions or items treated as recognized 
built-in gain or loss. Under section 1374, Y 
has net recognized built-in gain of $100,000. 
Assuming a tax rate of 35 percent on capital 
gain, Y has a tax of $35,000 under section 
1374. The tax of $35,000 is treated as a capital 
loss under section 1366(f)(2). P has a realized 
gain on the sale of $150,000 ($250,000 minus 
$100,000), which is recognized as capital gain. 
Consequently, P recognizes net capital gain 
of $115,000 ($150,000 minus $35,000) on the sale. 

(3) Section 1254 costs of a C corporation 
that was formerly an S corporation. In 
the case of an S corporation that be-
comes a C corporation, the C corpora-
tion’s section 1254 costs with respect to 
any natural resource recapture prop-
erty held by the corporation as of the 
beginning of the corporation’s first 
taxable year as a C corporation include 
the sum of its shareholders’ section 
1254 costs with respect to the property 
as of the close of the last taxable year 
that the corporation was an S corpora-
tion. In the case of an S termination 
year as defined in section 1362(e)(4), the 
shareholders’ section 1254 costs are de-
termined as of the close of the S short 

year as defined in section 1362(e)(1)(A). 
See paragraph (g)(5) of this section for 
rules on determining the aggregate 
amount of the shareholders’ section 
1254 costs. 

(g) Determination of a shareholder’s 
section 1254 costs upon certain stock 
transactions—(1) Issuance of stock. Upon 
an issuance of stock (whether such 
stock is newly-issued or had been held 
as treasury stock) by an S corporation 
in a reorganization described in section 
368 or otherwise— 

(i) Each recipient of shares must be 
allocated a pro rata share (determined 
solely with respect to the shares issued 
in the transaction) of the aggregate of 
the S corporation shareholders’ section 
1254 costs with respect to natural re-
source recapture property held by the 
S corporation immediately before the 
issuance (as determined pursuant to 
paragraph (g)(5) of this section); and 

(ii) Each pre-existing shareholder 
must reduce his or her section 1254 
costs with respect to natural resource 
recapture property held by the S cor-
poration immediately before the 
issuance by an amount equal to the 
pre-existing shareholder’s section 1254 
costs immediately before the issuance 
multiplied by the percentage of stock 
of the corporation issued in the trans-
action. 

(2) Natural resource recapture property 
acquired in exchange for stock. If natural 
resource recapture property is trans-
ferred to an S corporation in exchange 
for stock of the S corporation (for ex-
ample, in a section 351 transaction, or 
in a reorganization described in section 
368), the S corporation must allocate to 
its shareholders a pro rata share of the 
S corporation’s section 1254 costs with 
respect to the property immediately 
after the transaction (as determined 
under § 1.1254–3(b)(1)). 

(3) Treatment of nonvested stock. Stock 
issued in connection with the perform-
ance of services that is substantially 
nonvested (within the meaning of 
§ 1.83–3(b)) is treated as issued for pur-
poses of this section at the first time it 
is treated as outstanding stock of the S 
corporation for purposes of section 
1361. 

(4) Exception. Paragraph (g)(1) of this 
section does not apply to stock issued 
in exchange for stock of the same S 
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corporation (as for example, in a re-
capitalization described in section 
368(a)(1)(E)). 

(5) Aggregate of S corporation share-
holders’ section 1254 costs with respect to 
natural resource recapture property held 
by the S corporation—(i) In general. The 
aggregate of S corporation share-
holders’ section 1254 costs is equal to 
the sum of each shareholder’s section 
1254 costs. The S corporation must de-
termine each shareholder’s section 1254 
costs under either paragraph (g)(5)(ii) 
(written data) or paragraph (g)(5)(iii) 
(assumptions) of this section. The S 
corporation may determine the section 
1254 costs of some shareholders under 
paragraph (g)(5)(ii) of this section and 
of others under paragraph (g)(5)(iii) of 
this section. 

(ii) Written data. An S corporation 
may determine a shareholder’s section 
1254 costs by using written data pro-
vided by a shareholder showing the 
shareholder’s section 1254 costs with 
respect to natural resource recapture 
property held by the S corporation un-
less the S corporation knows or has 
reason to know that the written data is 
inaccurate. If an S corporation does 
not receive written data upon which it 
may rely, the S corporation must use 
the assumptions provided in paragraph 
(g)(5)(iii) of this section in determining 
a shareholder’s section 1254 costs. 

(iii) Assumptions. An S corporation 
that does not use written data pursu-
ant to paragraph (g)(5)(ii) of this sec-
tion to determine a shareholder’s sec-
tion 1254 costs must use the following 
assumptions to determine the share-
holder’s section 1254 costs— 

(A) The shareholder deducted his or 
her share of the amount of deductions 
under sections 263(c), 616, and 617 in the 
first year in which the shareholder 
could claim a deduction for such 
amounts, unless in the case of expendi-
tures under sections 263(c) or 616 the S 
corporation elected to capitalize such 
amounts; 

(B) The shareholder was not subject 
to the following limitations with re-
spect to the shareholder’s depletion al-
lowance under section 611, except to 
the extent a limitation applied at the 
corporate level: the taxable income 
limitation of section 613(a); the deplet-
able quantity limitations of section 

613A(c); or the limitations of sections 
613A(d)(2), (3), and (4) (exclusion of re-
tailers and refiners). 

(6) Examples. The following examples 
illustrate the provisions of this para-
graph (g): 

Example 1. Transfer of natural resource re-
capture property to an S corporation in a sec-
tion 351 transaction. As of January 1, 1997, A 
owns all the stock (20 shares) in X, an S cor-
poration. X holds property that is not nat-
ural resource recapture property that has a 
fair market value of $2,000 and an adjusted 
basis of $2,000. On January 1, 1997, B transfers 
natural resource recapture property, Prop-
erty P, to X in exchange for 80 shares of X 
stock in a transaction that qualifies under 
section 351. Property P has a fair market 
value of $8,000 and an adjusted basis of $5,000. 
Pursuant to section 351, B does not recognize 
gain on the transaction. Immediately prior 
to the transaction, B’s section 1254 costs 
with respect to Property P equaled $6,000. 
Under § 1.1254–2(c)(1), B does not recognize 
any gain under section 1254 on the section 351 
transaction and, under § 1.1254–3(b)(1), X’s 
section 1254 costs with respect to Property P 
immediately after the contribution equal 
$6,000. Under paragraph (g)(2) of this section, 
each shareholder is allocated a pro rata 
share of X’s section 1254 costs. The pro rata 
share of X’s section 1254 costs that is allo-
cated to A equals $1,200 (20 percent interest 
in X multiplied by X’s $6,000 of section 1254 
costs). The pro rata share of X’s section 1254 
costs that is allocated to B equals $4,800 (80 
percent interest in X multiplied by X’s $6,000 
of section 1254 costs). 

Example 2. Contribution of money in ex-
change for stock of an S corporation holding 
natural resource recapture property. As of Jan-
uary 1, 1997, A and B each own 50 percent of 
the stock (50 shares each) in X, an S corpora-
tion. X holds natural resource recapture 
property, Property P, which has a fair mar-
ket value of $20,000 and an adjusted basis of 
$14,000. A’s and B’s section 1254 costs with re-
spect to Property P are $4,000 and $1,500, re-
spectively. On January 1, 1997, C contributes 
$20,000 to X in exchange for 100 shares of X’s 
stock. Under paragraph (g)(1)(i) of this sec-
tion, X must allocate to C a pro rata share of 
its shareholders’ section 1254 costs. Using the 
assumptions set forth in paragraph (g)(5)(iii) 
of this section, X determines that A’s section 
1254 costs with respect to natural resource 
recapture property held by X equal $4,500. 
Using written data provided by B, X deter-
mines that B’s section 1254 costs with re-
spect to Property P equal $1,500. Thus, the 
aggregate of X’s shareholders’ section 1254 
costs equals $6,000. C’s pro rata share of the 
$6,000 of section 1254 costs equals $3,000 (C’s 
50 percent interest in X multiplied by $6,000). 
Under paragraph (g)(1)(ii) of this section, A’s 
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section 1254 costs are reduced by $2,000 (A’s 
actual section 1254 costs ($4,000) multiplied 
by 50 percent). B’s section 1254 costs are re-
duced by $750 (B’s actual section 1254 costs 
($1,500) multiplied by 50 percent). 

Example 3. Merger involving an S corporation 
that holds natural resource recapture property. 
X, an S corporation with one shareholder, A, 
holds as its sole asset natural resource re-
capture property that has a fair market 
value of $120,000 and an adjusted basis of 
$40,000. A has section 1254 costs with respect 
to the property of $60,000. For valid business 
reasons, X merges into Y, an S corporation 
with one shareholder, B, in a reorganization 
described in section 368(a)(1)(A). Y holds 
property that is not natural resource recap-
ture property that has a fair market value of 
$120,000 and basis of $120,000. Under para-
graph (c) of this section, A does not recog-
nize ordinary income under section 1254 upon 
the exchange of stock in the merger because 
A did not otherwise recognize gain on the 
merger. Under paragraph (g)(2) of this sec-
tion, Y must allocate to A and B a pro rata 
share of its $60,000 of section 1254 costs. Thus, 
A and B are each allocated $30,000 of section 
1254 costs (50 percent interest in X, each, 
multiplied by $60,000). 

[T.D. 8684, 61 FR 53063, Oct. 10, 1996] 

§ 1.1254–5 Special rules for partner-
ships and their partners. 

(a) In general. This section provides 
rules for applying the provisions of sec-
tion 1254 to partnerships and their 
partners upon the disposition of nat-
ural resource recapture property by the 
partnership and certain distributions 
of property by a partnership. See sec-
tion 751 and the regulations thereunder 
for rules concerning the treatment of 
gain upon the transfer of a partnership 
interest. 

(b) Determination of gain treated as or-
dinary income under section 1254 upon 
the disposition of natural resource recap-
ture property by a partnership—(1) Gen-
eral rule. Upon a disposition of natural 
resource recapture property by a part-
nership, the amount treated as ordi-
nary income under section 1254 is de-
termined at the partner level. Each 
partner must recognize as ordinary in-
come under section 1254 the lesser of— 

(i) The partner’s section 1254 costs 
with respect to the property disposed 
of; or 

(ii) The partner’s share of the 
amount, if any, by which the amount 
realized upon the sale, exchange, or in-
voluntary conversion, or the fair mar-

ket value of the property upon any 
other disposition, exceeds the adjusted 
basis of the property. 

(2) Exception to partner level recapture 
in the case of abusive allocations. Para-
graph (b)(1) of this section does not 
apply in determining the amount treat-
ed as ordinary income under section 
1254 upon a disposition of section 1254 
property by a partnership if the part-
nership has allocated the amount real-
ized or gain recognized from the dis-
position with a principal purpose of 
avoiding the recognition of ordinary 
income under section 1254. In such 
case, the amount of gain on the dis-
position recaptured as ordinary income 
under section 1254 is determined at the 
partnership level. 

(3) Examples. The provisions of para-
graphs (a) and (b) of this section are il-
lustrated by the following examples 
which assume that capital accounts are 
maintained in accordance with section 
704(b) and the regulations thereunder: 

Example 1. Partner level recapture—In gen-
eral. A, B, and C, have equal interests in cap-
ital in Partnership ABC that was formed on 
January 1, 1985. The partnership acquired an 
undeveloped domestic oil property on Janu-
ary 1, 1985, for $120,000. The partnership allo-
cated the property’s basis to each partner in 
proportion to the partner’s interest in part-
nership capital, so each partner was allo-
cated $40,000 of basis. In 1985, the partnership 
incurred $60,000 of productive well intangible 
drilling and development costs with respect 
to the property. The partnership elected to 
deduct the intangible drilling and develop-
ment costs as expenses under section 263(c). 
Each partner deducted $20,000 of the intan-
gible drilling and development costs. Assume 
that depletion allowable under section 
613A(c)(7)(D) for each partner for 1985 was 
$10,000. On January 1, 1986, the partnership 
sold the oil property to an unrelated third 
party for $210,000. Each partner’s allocable 
share of the amount realized is $70,000. Each 
partner’s basis in the oil property at the end 
of 1985 is $30,000 ($40,000 cost—$10,000 deple-
tion deductions claimed). Each partner has a 
gain of $40,000 on the sale of the oil property 
($70,000 amount realized—$30,000 adjusted 
basis in the oil property). Assume that each 
partner’s depletion allowance would not have 
been increased if the intangible drilling and 
development costs had been capitalized. 
Each partner’s section 1254 costs with re-
spect to the property are $20,000. Thus, A, B, 
and C each must treat $20,000 of gain recog-
nized as ordinary income under section 
1254(a). 
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Example 2. Special allocation of intangible 
drilling and development costs. K and L form a 
partnership on January 1, 1997, to acquire 
and develop a geothermal property as de-
fined under section 613(e)(2). The partnership 
agreement provides that all intangible drill-
ing and development costs will be allocated 
to partner K, and that all other items of in-
come, gain, or loss will be allocated equally 
between the two partners. Assume these al-
locations have substantial economic effect 
under section 704(b) and the regulations 
thereunder. The partnership acquires a lease 
covering undeveloped acreage located in the 
United States for $50,000. In 1997, the partner-
ship incurs $50,000 of intangible drilling and 
development costs that are allocated to part-
ner K. The partnership also has $30,000 of de-
pletion deductions, which are allocated 
equally between K and L. On January 1, 1998, 
the partnership sells the geothermal prop-
erty to an unrelated third party for $160,000 
and recognizes a gain of $140,000 ($160,000 
amount realized less $20,000 adjusted basis 
($50,000 unadjusted basis less $30,000 deple-
tion deductions)). This gain is allocated 
equally between K and L. Because K’s sec-
tion 1254 costs are $65,000 and L’s section 1254 
costs are $15,000, K recognizes $65,000 as ordi-
nary income under section 1254(a) and L rec-
ognizes $15,000 as ordinary income under sec-
tion 1254(a). The remaining $5,000 of gain al-
located to K and $55,000 of gain allocated to 
L is characterized without regard to section 
1254. 

Example 3. Section 59(e) election to capitalize 
intangible drilling and development costs. Part-
nership DK has 50 equal partners. On Janu-
ary 1, 1995, the partnership purchases an un-
developed oil and gas property for $100,000. 
The partnership allocates the property’s 
basis equally among the partners, so each 
partner is allocated $2,000 of basis. In Janu-
ary 1995, the partnership incurs $240,000 of in-
tangible drilling and development costs with 
respect to the property. The partnership 
elects to deduct the intangible drilling and 
development costs as expenses under section 
263(c). Each partner is allocated $4,800 of in-
tangible drilling and development costs. One 
of the partners, H, elects under section 59(e) 
to capitalize his $4,800 share of intangible 
drilling and development costs. Therefore, H 
is permitted to amortize his $4,800 share of 
intangible drilling and development costs 
over 60 months. H takes a $960 amortization 
deduction in 1995. Each of the remaining 49 
partners deducts his $4,800 share of intan-
gible drilling and development costs in 1995. 
Assume that depletion allowable for each 
partner under section 613A(c)(7)(D) for 1995 is 
$1,000. On December 31, 1995, the partnership 
sells the property for $300,000. Each partner 
is allocated $6,000 of amount realized. Each 
partner that deducted the intangible drilling 
and development costs has a basis in the oil 
property at the end of 1995 of $1,000 ($2,000 

cost ¥ $1,000 depletion deductions claimed). 
Each of these partners has a gain of $5,000 on 
the sale of the oil property ($6,000 amount re-
alized ¥ $1,000 adjusted basis in the prop-
erty). The section 1254 costs of each partner 
that deducted intangible drilling and devel-
opment costs are $5,800 ($4,800 intangible 
drilling and development costs deducted + 
$1,000 depletion deductions claimed). Because 
each partner’s section 1254 costs ($5,800) ex-
ceed each partner’s share of amount realized 
less each partner’s adjusted basis ($5,000), 
each partner must treat his $5,000 gain recog-
nized on the sale of the oil property as ordi-
nary income under section 1254(a). Because H 
elected under section 59(e) to capitalize the 
$4,800 of intangible drilling and development 
costs and amortized only $960 of the costs in 
1995, the $3,840 of unamortized intangible 
drilling and development costs are included 
in H’s basis in the oil property. Therefore, at 
the end of 1995 H’s basis in the oil property 
is $4,840 (($2,000 cost + $4,800 capitalized in-
tangible drilling and development costs) ¥ 

($960 intangible drilling and development 
costs amortized + $1,000 depletion deduction 
claimed)). H’s gain on the sale of the oil 
property is $1,160 ($6,000 amount realized ¥ 

$4,840 adjusted basis). H’s section 1254 costs 
are $1,960 ($960 intangible drilling and devel-
opment costs amortized + $1,000 depletion de-
ductions claimed). Because H’s section 1254 
costs ($1,960) exceed H’s share of amount re-
alized less H’s adjusted basis ($1,160), H must 
treat the $1,160 of gain recognized as ordi-
nary income under section 1254(a). 

(c) Section 1254 costs of a partner—(1) 
General rule. A partner’s section 1254 
costs with respect to property held by 
a partnership include all of the part-
ner’s section 1254 costs with respect to 
the property in the hands of the part-
nership. In the case of property con-
tributed to a partnership in a trans-
action described in section 721, a part-
ner’s section 1254 costs include all of 
the partner’s section 1254 costs with re-
spect to the property prior to contribu-
tion. Section 1.1254–1(b)(1)(iv), which 
provides rules concerning the treat-
ment of suspended deductions, applies 
to amounts not deductible pursuant to 
section 704(d). 

(2) Section 1254 costs of a transferee 
partner after certain acquisitions—(i) 
Basis determined under section 1012. If a 
person acquires an interest in a part-
nership that holds natural resource re-
capture property (transferee partner) 
and the transferee partner’s basis for 
the interest is determined by reference 
to its cost (within the meaning of sec-
tion 1012), the amount of the transferee 
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partner’s section 1254 costs with re-
spect to the property held by the part-
nership is zero on the acquisition date. 

(ii) Basis determined by reason of the 
application of section 1014(a). If a trans-
feree partner acquires an interest in a 
partnership that holds natural resource 
recapture property from a decedent and 
the transferee partner’s basis is deter-
mined, by reason of the application of 
section 1014(a), solely by reference to 
the fair market value of the partner-
ship interest on the date of the dece-
dent’s death or on the applicable date 
provided in section 2032 (relating to al-
ternate valuation date), the amount of 
the transferee partner’s section 1254 
costs with respect to property held by 
the partnership is zero on the acquisi-
tion date. 

(iii) Basis determined by reason of the 
application of section 1014(b)(9). If an in-
terest in a partnership that holds nat-
ural resource recapture property is ac-
quired before the death of the decedent, 
the amount of the transferee partner’s 
section 1254 costs with respect to prop-
erty held by the partnership shall in-
clude the amount, if any, of the section 
1254 costs deducted by the transferee 
partner before the decedent’s death, to 
the extent that the basis of the part-
ner’s interest (determined under sec-
tion 1014(a)) is required to be reduced 
under section 1014(b)(9) (relating to ad-
justments to basis when the property is 
acquired before the death of the dece-
dent). 

(iv) Gifts and section 1041 transfers. If 
an interest in a partnership is trans-
ferred in a transfer that is a gift, a part 
sale or exchange and part gift, or a 
transfer that is described in section 
1041(a), the amount of the transferee 
partner’s section 1254 costs with re-
spect to property held by the partner-
ship immediately after the transfer is 
an amount equal to— 

(A) The amount of the transferor 
partner’s section 1254 costs with re-
spect to the property immediately be-
fore the transfer; minus 

(B) The amount of any gain recog-
nized as ordinary income under section 
1254 by the transferor partner upon the 
transfer. 

(d) Property distributed to a partner— 
(1) In general. The section 1254 costs for 
any natural resource recapture prop-

erty received by a partner in a dis-
tribution with respect to part or all of 
an interest in a partnership include— 

(i) The aggregate of the partners’ sec-
tion 1254 costs with respect to the nat-
ural resource recapture property im-
mediately prior to the distribution; re-
duced by 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 751 by the partnership or the 
partners (as constituted after the dis-
tribution) on the distribution of the 
natural resource recapture property. 

(2) Aggregate of partners’ section 1254 
costs with respect to natural resource re-
capture property held by a partnership— 
(i) In general. The aggregate of part-
ners’ section 1254 costs is equal to the 
sum of each partner’s section 1254 
costs. The partnership must determine 
each partner’s section 1254 costs under 
either paragraph (d)(2)(i)(A) (written 
data) or paragraph (d)(2)(i)(B) (assump-
tions) of this section. The partnership 
may determine the section 1254 costs of 
some of the partners under paragraph 
(d)(2)(i)(A) of this section and of others 
under paragraph (d)(2)(i)(B) of this sec-
tion. 

(A) Written data. A partnership may 
determine a partner’s section 1254 costs 
by using written data provided by a 
partner showing the partner’s section 
1254 costs with respect to natural re-
source recapture property held by the 
partnership unless the partnership 
knows or has reason to know that the 
written data is inaccurate. If a partner-
ship does not receive written data upon 
which it may rely, the partnership 
must use the assumptions provided in 
paragraph (d)(2)(i)(B) of this section in 
determining a partner’s section 1254 
costs. 

(B) Assumptions. A partnership that 
does not use written data pursuant to 
paragraph (d)(2)(i)(A) of this section to 
determine a partner’s section 1254 costs 
must use the following assumptions to 
determine the partner’s section 1254 
costs: 

(1) The partner deducted his or her 
share of deductions under section 
263(c), 616, or 617 for the first year in 
which the partner could claim a deduc-
tion for such amounts, unless in the 
case of expenditures under section 
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263(c) or 616, the partnership elected to 
capitalize such amounts; 

(2) The partner was not subject to the 
following limitations with respect to 
the partner’s depletion allowance 
under section 611, except to the extent 
a limitation applied at the partnership 
level: the taxable income limitation of 
section 613(a); the depletable quantity 
limitations of section 613A(c); or the 
limitations of section 613A(d)(2), (3), 
and (4) (exclusion of retailers and refin-
ers). 

[T.D. 8586, 60 FR 2507, Jan. 10, 1995] 

§ 1.1254–6 Effective date of regula-
tions. 

Sections 1.1254–1 through 1.1254–3 and 
§ 1.1254–5 are effective with respect to 
any disposition of natural resource re-
capture property occurring after March 
13, 1995. The rule in § 1.1254– 
1(b)(2)(iv)(A)(2), relating to a nonop-
erating mineral interest carved out of 
an operating mineral interest with re-
spect to which an expenditure has been 
deducted, is effective with respect to 
any disposition occurring after March 
13, 1995 of property (within the mean-
ing of section 614) that is placed in 
service by the taxpayer after December 
31, 1986. Section 1.1254–4 applies to dis-
positions of natural resource recapture 
property by an S corporation (and a 
corporation that was formerly an S 
corporation) and dispositions of S cor-
poration stock occurring on or after 
October 10, 1996. Sections 1.1254– 
2(d)(1)(ii) and 1.1254–3 (b)(1) (i) and (ii) 
and (d)(1) (i) and (ii) are effective for 
dispositions of property occurring on 
or after October 10, 1996. 

[T.D. 8586, 60 FR 2508, Jan. 10, 1995, as amend-
ed by T.D. 8684, 61 FR 53066, Oct. 10, 1996] 

§ 1.1256(e)–1 Identification of hedging 
transactions. 

(a) Identification and recordkeeping re-
quirements. Under section 1256(e)(2), a 
taxpayer that enters into a hedging 
transaction must identify the trans-
action as a hedging transaction before 
the close of the day on which the tax-
payer enters into the transaction. 

(b) Requirements for identification. The 
identification of a hedging transaction 
for purposes of section 1256(e)(2) must 
satisfy the requirements of § 1.1221– 

2(f)(1). Solely for purposes of section 
1256(f)(1), however, an identification 
that does not satisfy all of the require-
ments of § 1.1221–2(f)(1) is nevertheless 
treated as an identification under sec-
tion 1256(e)(2). 

(c) Consistency with § 1.1221–2. Any 
identification for purposes of § 1.1221– 
2(f)(1) is also an identification for pur-
poses of this section. If a taxpayer sat-
isfies the requirements of § 1.1221– 
2(g)(1)(ii), the transaction is treated as 
if it were not identified as a hedging 
transaction for purposes of section 
1256(e)(2). 

(d) Effective date. The rules of this 
section apply to transactions entered 
into on or after March 20, 2002. 

[T.D. 8985, 67 FR 12870, Mar. 20, 2002; 67 FR 
31955, May 13, 2002] 

§ 1.1258–1 Netting rule for certain con-
version transactions. 

(a) Purpose. The purpose of this sec-
tion is to provide taxpayers with a 
method to net certain gains and losses 
from positions of the same conversion 
transaction before determining the 
amount of gain treated as ordinary in-
come under section 1258(a). 

(b) Netting of gain and loss for identi-
fied transactions—(1) In general. If a tax-
payer disposes of or terminates all the 
positions of an identified netting trans-
action (as defined in paragraph (b)(2) of 
this section) within a 14-day period in a 
single taxable year, all gains and losses 
on those positions taken into account 
for Federal tax purposes within that 
period (other than built-in losses as de-
fined in paragraph (c) of this section) 
are netted solely for purposes of deter-
mining the amount of gain treated as 
ordinary income under section 1258(a). 
For purposes of the preceding sentence, 
a taxpayer is treated as disposing of 
any position that is treated as sold 
under any provision of the Code or reg-
ulations thereunder (for example, 
under section 1256(a)(1)). 

(2) Identified netting transaction. For 
purposes of this section, an identified 
netting transaction is a conversion 
transaction (as defined in section 
1258(c)) that the taxpayer identifies as 
an identified netting transaction on its 
books and records. Identification of 
each position of the conversion trans-
action must be made before the close of 
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the day on which the position becomes 
part of the conversion transaction. No 
particular form of identification is nec-
essary, but all the positions of a single 
conversion transaction must be identi-
fied as part of the same transaction 
and must be distinguished from all 
other positions. 

(c) Definition of built-in loss. For pur-
poses of this section, built-in loss 
means— 

(1) Built-in loss as defined in section 
1258(d)(3)(B); and 

(2) If a taxpayer realizes gain or loss 
on any one position of a conversion 
transaction (for example, under section 
1256), as of the date that gain or loss is 
realized, any unrecognized loss in any 
other position of the conversion trans-
action that is not disposed of, termi-
nated, or treated as sold under any pro-
vision of the Code or regulations there-
under within 14 days of and within the 
same taxable year as the realization 
event. 

(d) Examples. These examples illus-
trate this section: 

Example 1. Identified netting transaction 
with simultaneous actual dispositions. (i) On 
December 1, 1995, A purchases 1,000 shares of 
XYZ stock for $100,000 and enters into a for-
ward contract to sell 1,000 shares of XYZ 
stock on November 30, 1997, for $110,000. The 
XYZ stock is actively traded as defined in 
§ 1.1092(d)–1(a) and is a capital asset in A’s 
hands. A maintains books and records on 
which, on December 1, 1995, it identifies the 
two positions as all the positions of a single 
conversion transaction. A owns no other 
XYZ stock. On December 1, 1996, when the 
applicable imputed income amount for the 
transaction is $7,000, A sells the 1,000 shares 
of XYZ stock for $95,000. On the same day, A 
terminates its forward contract with its 
counterparty, receiving $10,200. No dividends 
were received on the stock during the time it 
was part of the conversion transaction. 

(ii) The XYZ stock and forward contract 
are positions of a conversion transaction. 
Under section 1258(c)(1), substantially all of 
A’s expected return from the overall trans-
action is attributable to the time value of 
the net investment in the transaction. Under 
section 1258(c)(2)(B), the transaction is an ap-
plicable straddle as defined in section 
1258(d)(1). 

(iii) A disposed of or terminated all the po-
sitions of the conversion transaction within 
14 days and within the same taxable year as 
required by paragraph (b)(1) of this section. 
The transaction is an identified netting 
transaction because it meets the identifica-
tion requirement of paragraph (b)(2) of this 

section. Solely for purposes of section 
1258(a), the $5,000 loss realized ($100,000 basis 
less $95,000 amount realized) on the disposi-
tion of the XYZ stock is netted against the 
$10,200 gain recognized on the disposition of 
the forward contract. Thus, the net gain 
from the conversion transaction for purposes 
of section 1258(a) is $5,200 ($10,200 gain less 
$5,000 loss). Only the $5,200 net gain is re-
characterized as ordinary income under sec-
tion 1258(a) even though the applicable im-
puted income amount is $7,000. For Federal 
tax purposes other than section 1258(a), A 
has recognized a $10,200 gain on the disposi-
tion of the forward contract ($5,200 of which 
is treated as ordinary income) and realized a 
separate $5,000 loss on the sale of the XYZ 
stock. 

Example 2. Identified netting transaction with 
built-in loss. (i) The facts are the same as in 
Example 1, except that A had purchased the 
XYZ stock for $104,000 on May 15, 1995. The 
XYZ stock had a fair market value of $100,000 
on December 1, 1995, the date it became part 
of a conversion transaction. 

(ii) The results are the same as in Example 
1, except that A has built-in loss (in addition 
to the $5,000 loss that arose economically 
during the period of the conversion trans-
action), as defined in section 1258(d)(3)(B), of 
$4,000 on the XYZ stock. That $4,000 built-in 
loss is not netted against the $10,200 gain on 
the forward contract for purposes of section 
1258(a). Thus, the net gain from the conver-
sion transaction for purposes of section 
1258(a) is $5,200, the same as in Example 1. 
The $4,000 built-in loss is recognized and has 
a character determined without regard to 
section 1258. 

(e) Effective date and transition rule— 
(1) In general. These regulations are ef-
fective for conversion transactions 
that are outstanding on or after De-
cember 21, 1995. 

(2) Transition rule for identification re-
quirements. In the case of a conversion 
transaction entered into before Feb-
ruary 20, 1996, paragraph (b)(2) of this 
section is treated as satisfied if the 
identification is made before the close 
of business on February 20, 1996. 

[T.D. 8649, 60 FR 66084, Dec. 21, 1995] 

§ 1.1271–0 Original issue discount; ef-
fective date; table of contents. 

(a) Effective date. Except as otherwise 
provided, §§ 1.1271–1 through 1.1275–5 
apply to debt instruments issued on or 
after April 4, 1994. Taxpayers, however, 
may rely on these sections (as con-
tained in 26 CFR part 1 revised April 1, 
1996) for debt instruments issued after 
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December 21, 1992, and before April 4, 
1994. 

(b) Table of contents. This section lists 
captioned paragraphs contained in 
§§ 1.1271–1 through 1.1275–7T. 

§ 1.1271–1 Special rules applicable to amounts re-
ceived on retirement, sale, or exchange of debt 
instruments. 

(a) Intention to call before maturity. 
(1) In general. 
(2) Exceptions. 
(b) Short-term obligations. 
(1) In general. 
(2) Method of making elections. 
(3) Counting conventions. 

§ 1.1272–1 Current inclusion of OID in income. 

(a) Overview. 
(1) In general. 
(2) Debt instruments not subject to OID in-

clusion rules. 
(b) Accrual of OID. 
(1) Constant yield method. 
(2) Exceptions. 
(3) Modifications. 
(4) Special rules for determining the OID 

allocable to an accrual period. 
(c) Yield and maturity of certain debt in-

struments subject to contingencies. 
(1) Applicability. 
(2) Payment schedule that is significantly 

more likely than not to occur. 
(3) Mandatory sinking fund provision. 
(4) Consistency rule. [Reserved] 
(5) Treatment of certain options. 
(6) Subsequent adjustments. 
(7) Effective date. 
(d) Certain debt instruments that provide 

for a fixed yield. 
(e) Convertible debt instruments. 
(f) Special rules to determine whether a 

debt instrument is a short-term obligation. 
(1) Counting of either the issue date or ma-

turity date. 
(2) Coordination with paragraph (c) of this 

section for certain sections of the Internal 
Revenue Code. 

(g) Basis adjustment. 
(h) Debt instruments denominated in a 

currency other than the U.S. dollar. 
(i) [Reserved] 
(j) Examples. 

§ 1.1272–2 Treatment of debt instruments 
purchased at a premium. 

(a) In general. 
(b) Definitions and special rules. 
(1) Purchase. 
(2) Premium. 
(3) Acquisition premium. 
(4) Acquisition premium fraction. 
(5) Election to accrue discount on a con-

stant yield basis. 
(6) Special rules for determining basis. 

(c) Examples. 

§ 1.1272–3 Election by a holder to treat all 
interest on a debt instrument as OID. 

(a) Election. 
(b) Scope of election. 
(1) In general. 
(2) Exceptions, limitations, and special 

rules. 
(c) Mechanics of the constant yield meth-

od. 
(1) In general. 
(2) Special rules to determine adjusted 

basis. 
(d) Time and manner of making the elec-

tion. 
(e) Revocation of election. 
(f) Effective date. 

§ 1.1273–1 Definition of OID. 

(a) In general. 
(b) Stated redemption price at maturity. 
(c) Qualified stated interest. 
(1) Definition. 
(2) Debt instruments subject to contin-

gencies. 
(3) Variable rate debt instrument. 
(4) Stated interest in excess of qualified 

stated interest. 
(5) Short-term obligations. 
(d) De minimis OID. 
(1) In general. 
(2) De minimis amount. 
(3) Installment obligations. 
(4) Special rule for interest holidays, teas-

er rates, and other interest shortfalls. 
(5) Treatment of de minimis OID by hold-

ers. 
(e) Definitions. 
(1) Installment obligation. 
(2) Self-amortizing installment obligation. 
(3) Weighted average maturity. 
(f) Examples. 

§ 1.1273–2 Determination of issue price and issue 
date. 

(a) Debt instruments issued for money. 
(1) Issue price. 
(2) Issue date. 
(b) Publicly traded debt instruments issued 

for property. 
(1) Issue price. 
(2) Issue date. 
(c) Debt instruments issued for publicly 

traded property. 
(1) Issue price. 
(2) Issue date. 
(d) Other debt instruments. 
(1) Issue price. 
(2) Issue date. 
(e) Special rule for certain sales to bond 

houses, brokers, or similar persons. 
(f) Traded on an established market (pub-

licly traded). 
(1) In general. 
(2) Exchange listed property. 
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(3) Market traded property. 
(4) Property appearing on a quotation me-

dium. 
(5) Readily quotable debt instruments. 
(6) Effect of certain temporary restrictions 

on trading. 
(7) Convertible debt instruments. 
(g) Treatment of certain cash payments in-

cident to lending transactions. 
(1) Applicability. 
(2) Payments from borrower to lender. 
(3) Payments from lender to borrower. 
(4) Payments between lender and third 

party. 
(5) Examples. 
(h) Investment units. 
(1) In general. 
(2) Consistent allocation by holders and 

issuer. 
(i) [Reserved] 
(j) Convertible debt instruments. 
(k) Below-market loans subject to section 

7872(b). 
(l) [Reserved] 
(m) Treatment of amounts representing 

pre-issuance accrued interest. 
(1) Applicability. 
(2) Exclusion of pre-issuance accrued inter-

est from issue price. 
(3) Example. 

§ 1.1274–1 Debt instruments to which section 1274 
applies. 

(a) In general. 
(b) Exceptions. 
(1) Debt instrument with adequate stated 

interest and no OID . 
(2) Exceptions under sections 1274(c)(1)(B), 

1274(c)(3), 1274A(c), and 1275(b)(1). 
(3) Other exceptions to section 1274. 
(c) Examples. 

§ 1.1274–2 Issue price of debt instruments to 
which section 1274 applies. 

(a) In general. 
(b) Issue price. 
(1) Debt instruments that provide for ade-

quate stated interest; stated principal 
amount. 

(2) Debt instruments that do not provide 
for adequate stated interest; imputed prin-
cipal amount. 

(3) Debt instruments issued in a poten-
tially abusive situation; fair market value. 

(c) Determination of whether a debt instru-
ment provides for adequate stated interest. 

(1) In general. 
(2) Determination of present value. 
(d) Treatment of certain options. 
(e) Mandatory sinking funds. 
(f) Treatment of variable rate debt instru-

ments. 
(1) Stated interest at a qualified floating 

rate. 
(2) Stated interest at a single objective 

rate. 

(g) Treatment of contingent payment debt 
instruments. 

(h) Examples. 
(i) [Reserved] 
(j) Special rules for tax-exempt obliga-

tions. 
(1) Certain variable rate debt instruments. 
(2) Contingent payment debt instruments. 
(3) Effective date. 

§ 1.1274–3 Potentially abusive situations defined. 

(a) In general. 
(b) Operating rules. 
(1) Debt instrument exchanged for non-

recourse financing. 
(2) Nonrecourse debt with substantial down 

payment. 
(3) Clearly excessive interest. 
(c) Other situations to be specified by Com-

missioner. 
(d) Consistency rule. 

§ 1.1274–4 Test rate. 

(a) Determination of test rate of interest. 
(1) In general. 
(2) Test rate for certain debt instruments. 
(b) Applicable Federal rate. 
(c) Special rules to determine the term of 

a debt instrument for purposes of deter-
mining the applicable Federal rate. 

(1) Installment obligations. 
(2) Certain variable rate debt instruments. 
(3) Counting of either the issue date or the 

maturity date. 
(4) Certain debt instruments that provide 

for principal payments uncertain as to time. 
(d) Foreign currency loans. 
(e) Examples. 

§ 1.1274–5 Assumptions. 

(a) In general. 
(b) Modifications of debt instruments. 
(1) In general. 
(2) Election to treat buyer as modifying 

the debt instrument. 
(c) Wraparound indebtedness. 
(d) Consideration attributable to assumed 

debt. 

§ 1.1274A–1 Special rules for certain transactions 
where stated principal amount does not ex-
ceed $2,800,000. 

(a) In general. 
(b) Rules for both qualified and cash meth-

od debt instruments. 
(1) Sale-leaseback transactions. 
(2) Debt instruments calling for contingent 

payments. 
(3) Aggregation of transactions. 
(4) Inflation adjustment of dollar amounts. 
(c) Rules for cash method debt instru-

ments. 
(1) Time and manner of making cash meth-

od election. 
(2) Successors of electing parties. 
(3) Modified debt instrument. 
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(4) Debt incurred or continued to purchase 
or carry a cash method debt instrument. 

§ 1.1275–1 Definitions. 

(a) Applicability. 
(b) Adjusted issue price. 
(1) In general. 
(2) Adjusted issue price for subsequent 

holders. 
(c) OID. 
(d) Debt instrument. 
(e) Tax-exempt obligations. 
(f) Issue. 
(1) Debt instruments issued on or after March 

13, 2001. 
(2) Debt instruments issued before March 13, 

2001. 
(3) Transition rule. 
(4) Cross-references for reopening and aggre-

gation rules. 
(g) Debt instruments issued by a natural 

person. 
(h) Publicly offered debt instrument. 
(i) [Reserved] 
(j) Life annuity exception under section 

1275(a)(1)(B)(i). 
(k) Exception under section 1275(a)(1)(B)(ii) 

for annuities issued by an insurance com-
pany subject to tax under subchapter L of 
the Internal Revenue Code. 

(1) Rule. 
(2) Examples. 
(3) Effective date. 
(1) Purpose. 
(2) General rule. 
(3) Availability of a cash surrender option. 
(4) Availability of a loan secured by the 

contract. 
(5) Minimum payout provision. 
(6) Maximum payout provision. 
(7) Decreasing payout provision. 
(8) Effective dates. 

§ 1.1275–2 Special rules relating to debt 
instruments. 

(a) Payment ordering rule. 
(1) In general. 
(2) Exceptions. 
(b) Debt instruments distributed by cor-

porations with respect to stock. 
(1) Treatment of distribution. 
(2) Issue date. 
(c) Aggregation of debt instruments. 
(1) General rule. 
(2) Exception if separate issue price estab-

lished. 
(3) Special rule for debt instruments that 

provide for the issuance of additional debt 
instruments. 

(4) Examples. 
(d) Special rules for Treasury securities. 
(1) Issue price and issue date. 
(2) Reopenings of Treasury securities. 
(e) Disclosure of certain information to 

holders. 
(f) Treatment of pro rata prepayments. 

(1) Treatment as retirement of separate 
debt instrument. 

(2) Definition of pro rata prepayment. 
(g) Anti-abuse rule. 
(1) In general. 
(2) Unreasonable result. 
(3) Examples. 
(4) Effective date. 
(h) Remote and incidental contingencies. 
(1) In general. 
(2) Remote contingencies. 
(3) Incidental contingencies. 
(4) Aggregation rule. 
(5) Consistency rule. 
(6) Subsequent adjustments. 
(7) Effective date. 
(i) [Reserved] 
(j) Treatment of certain modifications. 
(k) Reopenings. 
(1) In general. 
(2) Definitions. 
(3) Qualified reopening. 
(4) Issuer’s treatment of a qualified reopening. 
(5) Effective date. 

§ 1.1275–3 OID information reporting 
requirements. 

(a) In general. 
(b) Information required to be set forth on 

face of debt instruments that are not pub-
licly offered. 

(1) In general. 
(2) Time for legending. 
(3) Legend must survive reissuance upon 

transfer. 
(4) Exceptions. 
(c) Information required to be reported to 

Secretary upon issuance of publicly offered 
debt instruments. 

(1) In general. 
(2) Time for filing information return. 
(3) Exceptions. 
(d) Application to foreign issuers and U.S. 

issuers of foreigntargeted debt instruments. 
(e) Penalties. 
(f) Effective date. 

§ 1.1275–4 Contingent payment debt instruments. 

(a) Applicability. 
(1) In general. 
(2) Exceptions. 
(3) Insolvency and default. 
(4) Convertible debt instruments. 
(5) Remote and incidental contingencies. 
(b) Noncontingent bond method. 
(1) Applicability. 
(2) In general. 
(3) Description of method. 
(4) Comparable yield and projected pay-

ment schedule. 
(5) Qualified stated interest. 
(6) Adjustments. 
(7) Adjusted issue price, adjusted basis, and 

retirement. 
(8) Character on sale, exchange, or retire-

ment. 
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(9) Operating rules. 
(c) Method for debt instruments not sub-

ject to the noncontingent bond method. 
(1) Applicability. 
(2) Separation into components. 
(3) Treatment of noncontingent payments. 
(4) Treatment of contingent payments. 
(5) Basis different from adjusted issue 

price. 
(6) Treatment of a holder on sale, ex-

change, or retirement. 
(7) Examples. 
(d) Rules for tax-exempt obligations. 
(1) In general. 
(2) Certain tax-exempt obligations with in-

terest-based or revenue-based payments 
(3) All other tax-exempt obligations. 
(4) Basis different from adjusted issue 

price. 
(e) Amounts treated as interest under this 

section. 
(f) Effective date. 

§ 1.1275–5 Variable rate debt instruments. 

(a) Applicability. 
(1) In general. 
(2) Principal payments. 
(3) Stated interest. 
(4) Current value. 
(5) No contingent principal payments. 
(6) Special rule for debt instruments issued 

for nonpublicly traded property. 
(b) Qualified floating rate. 
(1) In general. 
(2) Certain rates based on a qualified float-

ing rate. 
(3) Restrictions on the stated rate of inter-

est. 
(c) Objective rate. 
(1) Definition. 
(2) Other objective rates to be specified by 

Commissioner. 
(3) Qualified inverse floating rate. 
(4) Significant front-loading or back-load-

ing of interest. 
(5) Tax-exempt obligations. 
(d) Examples. 
(e) Qualified stated interest and OID with 

respect to a variable rate debt instrument. 
(1) In general. 
(2) Variable rate debt instrument that pro-

vides for annual payments of interest at a 
single variable rate. 

(3) All other variable rate debt instruments 
except for those that provide for a fixed rate. 

(4) Variable rate debt instrument that pro-
vides for a single fixed rate. 

(f) Special rule for certain reset bonds. 

§ 1.1275–6 Integration of qualifying debt 
instruments. 

(a) In general. 
(b) Definitions. 
(1) Qualifying debt instrument. 
(2) Section 1.1275–6 hedge. 
(3) Financial instrument. 

(4) Synthetic debt instrument. 
(c) Integrated transaction. 
(1) Integration by taxpayer. 
(2) Integration by Commissioner. 
(d) Special rules for legging into and leg-

ging out of an integrated transaction. 
(1) Legging into. 
(2) Legging out. 
(e) Identification requirements. 
(f) Taxation of integrated transactions. 
(1) General rule. 
(2) Issue date. 
(3) Term. 
(4) Issue price. 
(5) Adjusted issue price. 
(6) Qualified stated interest. 
(7) Stated redemption price at maturity. 
(8) Source of interest income and alloca-

tion of expense. 
(9) Effectively connected income. 
(10) Not a short-term obligation. 
(11) Special rules in the event of integra-

tion by the Commissioner. 
(12) Retention of separate transaction rules 

for certain purposes. 
(13) Coordination with consolidated return 

rules. 
(g) Predecessors and successors. 
(h) Examples. 
(i) [Reserved] 
(j) Effective date. 

§ 1.1275–7 Inflation-indexed debt instruments. 

(a) Overview. 
(b) Applicability. 
(1) In general. 
(2) Exceptions. 
(c) Definitions. 
(1) Inflation-indexed debt instrument. 
(2) Reference index. 
(3) Qualified inflation index. 
(4) Inflation-adjusted principal amount. 
(5) Minimum guarantee payment. 
(d) Coupon bond method. 
(1) In general. 
(2) Applicability. 
(3) Qualified stated interest. 
(4) Inflation adjustments. 
(5) Example. 
(e) Discount bond method. 
(1) In general. 
(2) No qualified stated interest. 
(3) OID. 
(4) Example. 
(f) Special rules. 
(1) Deflation adjustments. 
(2) Adjusted basis. 
(3) Subsequent holders. 
(4) Minimum guarantee. 
(5) Temporary unavailability of a qualified 

inflation index. 
(g) Reopenings. 
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(h) Effective date. 

[T.D. 8517, 59 FR 4808, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30139, June 14, 1996; 
T.D. 8709, 62 FR 617, Jan. 6, 1997; T.D. 8754, 63 
FR 1057, Jan. 8, 1998; T.D. 8838, 64 FR 48547, 
Sept. 7, 1999; T.D. 8840, 64 FR 60343, Nov. 5, 
1999; T.D. 8934, 66 FR 2815, Jan. 12, 2001; T.D. 
8993, 67 FR 30548, May 7, 2002] 

§ 1.1271–1 Special rules applicable to 
amounts received on retirement, 
sale, or exchange of debt instru-
ments. 

(a) Intention to call before maturity—(1) 
In general. For purposes of section 
1271(a)(2), all or a portion of gain real-
ized on a sale or exchange of a debt in-
strument to which section 1271 applies 
is treated as interest income if there 
was an intention to call the debt in-
strument before maturity. An inten-
tion to call a debt instrument before 
maturity means a written or oral 
agreement or understanding not pro-
vided for in the debt instrument be-
tween the issuer and the original hold-
er of the debt instrument that the 
issuer will redeem the debt instrument 
before maturity. In the case of debt in-
struments that are part of an issue, the 
agreement or understanding must be 
between the issuer and the original 
holders of a substantial amount of the 
debt instruments in the issue. An in-
tention to call before maturity can 
exist even if the intention is condi-
tional (e.g., the issuer’s decision to call 
depends on the financial condition of 
the issuer on the potential call date) or 
is not legally binding. For purposes of 
this section, original holder means the 
first holder (other than an underwriter 
or dealer that purchased the debt in-
strument for resale in the ordinary 
course of its trade or business). 

(2) Exceptions. In addition to the ex-
ceptions provided in sections 
1271(a)(2)(B) and 1271(b), section 
1271(a)(2) does not apply to— 

(i) A debt instrument that is publicly 
offered (as defined in § 1.1275–1(h)); 

(ii) A debt instrument to which sec-
tion 1272(a)(6) applies (relating to cer-
tain interests in or mortgages held by 
a REMIC, and certain other debt in-
struments with payments subject to 
acceleration); or 

(iii) A debt instrument sold pursuant 
to a private placement memorandum 
that is distributed to more than ten 

offerees and that is subject to the sanc-
tions of section 12(2) of the Securities 
Act of 1933 (15 U.S.C. 77l) or the prohi-
bitions of section 10(b) of the Securities 
Exchange Act of 1934 (15 U.S.C. 78j). 

(b) Short-term obligations—(1) In gen-
eral. Under sections 1271 (a)(3) and 
(a)(4), all or a portion of the gain real-
ized on the sale or exchange of a short- 
term government or nongovernment 
obligation is treated as interest in-
come. Sections 1271 (a)(3) and (a)(4), 
however, do not apply to any short- 
term obligation subject to section 1281. 
See § 1.1272–1(f) for rules to determine if 
an obligation is a short-term obliga-
tion. 

(2) Method of making elections. Elec-
tions to accrue on a constant yield 
basis under sections 1271 (a)(3)(E) and 
(a)(4)(D) are made on an obligation-by- 
obligation basis by reporting the trans-
action on the basis of daily 
compounding on the taxpayer’s timely 
filed Federal income tax return for the 
year of the sale or exchange. These 
elections are irrevocable. 

(3) Counting conventions. In com-
puting the ratable share of acquisition 
discount under section 1271(a)(3) or OID 
under section 1271(a)(4), any reasonable 
counting convention may be used (e.g., 
30 days per month/360 days per year). 

[T.D. 8517, 59 FR 4809, Feb. 2, 1994] 

§ 1.1272–1 Current inclusion of OID in 
income. 

(a) Overview—(1) In general. Under 
section 1272(a)(1), a holder of a debt in-
strument includes accrued OID in gross 
income (as interest), regardless of the 
holder’s regular method of accounting. 
A holder includes qualified stated in-
terest (as defined in § 1.1273–1(c)) in in-
come under the holder’s regular meth-
od of accounting. See §§ 1.446–2 and 
1.451–1. 

(2) Debt instruments not subject to OID 
inclusion rules. Sections 1272(a)(2) and 
1272(c) list exceptions to the general in-
clusion rule of section 1272(a)(1). For 
purposes of section 1272(a)(2)(E) (relat-
ing to certain loans between natural 
persons), a loan does not include a 
stripped bond or stripped coupon with-
in the meaning of section 1286(e), and 
the rule in section 1272(a)(2)(E)(iii), 
which treats a husband and wife as 1 
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person, does not apply to loans made 
between a husband and wife. 

(b) Accrual of OID—(1) Constant yield 
method. Except as provided in para-
graphs (b)(2) and (b)(3) of this section, 
the amount of OID includible in the in-
come of a holder of a debt instrument 
for any taxable year is determined 
using the constant yield method as de-
scribed under this paragraph (b)(1). 

(i) Step one: Determine the debt instru-
ment’s yield to maturity. The yield to 
maturity or yield of a debt instrument 
is the discount rate that, when used in 
computing the present value of all 
principal and interest payments to be 
made under the debt instrument, pro-
duces an amount equal to the issue 
price of the debt instrument. The yield 
must be constant over the term of the 
debt instrument and, when expressed 
as a percentage, must be calculated to 
at least two decimal places. See para-
graph (c) of this section for rules relat-
ing to the yield of certain debt instru-
ments subject to contingencies. 

(ii) Step two: Determine the accrual pe-
riods. An accrual period is an interval 
of time over which the accrual of OID 
is measured. Accrual periods may be of 
any length and may vary in length 
over the term of the debt instrument, 
provided that each accrual period is no 
longer than 1 year and each scheduled 
payment of principal or interest occurs 
either on the final day of an accrual pe-
riod or on the first day of an accrual 
period. In general, the computation of 
OID is simplest if accrual periods cor-
respond to the intervals between pay-
ment dates provided by the terms of 
the debt instrument. In computing the 
length of accrual periods, any reason-
able counting convention may be used 
(e.g., 30 days per month/360 days per 
year). 

(iii) Step three: Determine the OID allo-
cable to each accrual period. Except as 
provided in paragraph (b)(4) of this sec-
tion, the OID allocable to an accrual 
period equals the product of the ad-
justed issue price of the debt instru-
ment (as defined in § 1.1275–1(b)) at the 
beginning of the accrual period and the 
yield of the debt instrument, less the 
amount of any qualified stated interest 
allocable to the accrual period. In per-
forming this calculation, the yield 
must be stated appropriately taking 

into account the length of the par-
ticular accrual period. Example 1 in 
paragraph (j) of this section provides a 
formula for converting a yield based 
upon an accrual period of one length to 
an equivalent yield based upon an ac-
crual period of a different length. 

(iv) Step four: Determine the daily por-
tions of OID. The daily portions of OID 
are determined by allocating to each 
day in an accrual period the ratable 
portion of the OID allocable to the ac-
crual period. The holder of the debt in-
strument includes in income the daily 
portions of OID for each day during the 
taxable year on which the holder held 
the debt instrument. 

(2) Exceptions. Paragraph (b)(1) of this 
section does not apply to— 

(i) A debt instrument to which sec-
tion 1272(a)(6) applies (certain interests 
in or mortgages held by a REMIC, and 
certain other debt instruments with 
payments subject to acceleration); 

(ii) A debt instrument that provides 
for contingent payments, other than a 
debt instrument described in paragraph 
(c) or (d) of this section or except as 
provided in § 1.1275–4; or 

(iii) A variable rate debt instrument 
to which § 1.1275–5 applies, except as 
provided in § 1.1275–5. 

(3) Modifications. The amount of OID 
includible in income by a holder under 
paragraph (b)(1) of this section is ad-
justed if— 

(i) The holder purchased the debt in-
strument at a premium or an acquisi-
tion premium (within the meaning of 
§ 1.1272–2); or 

(ii) The holder made an election for 
the debt instrument under § 1.1272–3 to 
treat all interest as OID. 

(4) Special rules for determining the 
OID allocable to an accrual period. The 
following rules apply to determine the 
OID allocable to an accrual period 
under paragraph (b)(1)(iii) of this sec-
tion. 

(i) Unpaid qualified stated interest allo-
cable to an accrual period. In deter-
mining the OID allocable to an accrual 
period, if an interval between pay-
ments of qualified stated interest con-
tains more than 1 accrual period— 

(A) The amount of qualified stated 
interest payable at the end of the in-
terval (including any qualified stated 
interest that is payable on the first day 
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of the accrual period immediately fol-
lowing the interval) is allocated on a 
pro rata basis to each accrual period in 
the interval; and 

(B) The adjusted issue price at the 
beginning of each accrual period in the 
interval must be increased by the 
amount of any qualified stated interest 
that has accrued prior to the first day 
of the accrual period but that is not 
payable until the end of the interval. 
See Example 2 of paragraph (j) of this 
section for an example illustrating the 
rules in this paragraph (b)(4)(i). 

(ii) Final accrual period. The OID allo-
cable to the final accrual period is the 
difference between the amount payable 
at maturity (other than a payment of 
qualified stated interest) and the ad-
justed issue price at the beginning of 
the final accrual period. 

(iii) Initial short accrual period. If all 
accrual periods are of equal length, ex-
cept for either an initial shorter ac-
crual period or an initial and a final 
shorter accrual period, the amount of 
OID allocable to the initial accrual pe-
riod may be computed using any rea-
sonable method. See Example 3 in para-
graph (j) of this section. 

(iv) Payment on first day of an accrual 
period. The adjusted issue price at the 
beginning of an accrual period is re-
duced by the amount of any payment 
(other than a payment of qualified 
stated interest) that is made on the 
first day of the accrual period. 

(c) Yield and maturity of certain debt 
instruments subject to contingencies—(1) 
Applicability. This paragraph (c) pro-
vides rules to determine the yield and 
maturity of certain debt instruments 
that provide for an alternative pay-
ment schedule (or schedules) applicable 
upon the occurrence of a contingency 
(or contingencies). This paragraph (c) 
applies, however, only if the timing 
and amounts of the payments that 
comprise each payment schedule are 
known as of the issue date and the debt 
instrument is subject to paragraph 
(c)(2), (3), or (5) of this section. A debt 
instrument does not provide for an al-
ternative payment schedule merely be-
cause there is a possibility of impair-
ment of a payment (or payments) by 
insolvency, default, or similar cir-
cumstances. See § 1.1275–4 for the treat-
ment of a debt instrument that pro-

vides for a contingency that is not de-
scribed in this paragraph (c). See 
§ 1.1273–1(c) to determine whether stat-
ed interest on a debt instrument sub-
ject to this paragraph (c) is qualified 
stated interest. 

(2) Payment schedule that is signifi-
cantly more likely than not to occur. If, 
based on all the facts and cir-
cumstances as of the issue date, a sin-
gle payment schedule for a debt instru-
ment, including the stated payment 
schedule, is significantly more likely 
than not to occur, the yield and matu-
rity of the debt instrument are com-
puted based on this payment schedule. 

(3) Mandatory sinking fund provision. 
Notwithstanding paragraph (c)(2) of 
this section, if a debt instrument is 
subject to a mandatory sinking fund 
provision, the provision is ignored for 
purposes of computing the yield and 
maturity of the debt instrument if the 
use and terms of the provision meet 
reasonable commercial standards. For 
purposes of the preceding sentence, a 
mandatory sinking fund provision is a 
provision that meets the following re-
quirements: 

(i) The provision requires the issuer 
to redeem a certain amount of debt in-
struments in an issue prior to matu-
rity. 

(ii) The debt instruments actually re-
deemed are chosen by lot or purchased 
by the issuer either in the open market 
or pursuant to an offer made to all 
holders (with any proration determined 
by lot). 

(iii) On the issue date, the specific 
debt instruments that will be redeemed 
on any date prior to maturity cannot 
be identified. 

(4) Consistency rule. [Reserved] 
(5) Treatment of certain options. Not-

withstanding paragraphs (c) (2) and (3) 
of this section, the rules of this para-
graph (c)(5) determine the yield and 
maturity of a debt instrument that 
provides the holder or issuer with an 
unconditional option or options, exer-
cisable on one or more dates during the 
term of the debt instrument, that, if 
exercised, require payments to be made 
on the debt instrument under an alter-
native payment schedule or schedules 
(e.g., an option to extend or an option 
to call a debt instrument at a fixed pre-
mium). Under this paragraph (c)(5), an 
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issuer is deemed to exercise or not ex-
ercise an option or combination of op-
tions in a manner that minimizes the 
yield on the debt instrument, and a 
holder is deemed to exercise or not ex-
ercise an option or combination of op-
tions in a manner that maximizes the 
yield on the debt instrument. If both 
the issuer and the holder have options, 
the rules of this paragraph (c)(5) are 
applied to the options in the order that 
they may be exercised. See paragraph 
(j) Example 5 through Example 8 of this 
section. 

(6) Subsequent adjustments. If a con-
tingency described in this paragraph 
(c) (including the exercise of an option 
described in paragraph (c)(5) of this 
section) actually occurs or does not 
occur, contrary to the assumption 
made pursuant to this paragraph (c) (a 
change in circumstances), then, solely 
for purposes of sections 1272 and 1273, 
the debt instrument is treated as re-
tired and then reissued on the date of 
the change in circumstances for an 
amount equal to its adjusted issue 
price on that date. See paragraph (j) 
Example 5 and Example 7 of this section. 
If, however, the change in cir-
cumstances results in a substantially 
contemporaneous pro-rata prepayment 
as defined in § 1.1275–2(f)(2), the pro-rata 
prepayment is treated as a payment in 
retirement of a portion of the debt in-
strument, which may result in gain or 
loss to the holder. See paragraph (j) Ex-
ample 6 and Example 8 of this section. 

(7) Effective date. This paragraph (c) 
applies to debt instruments issued on 
or after August 13, 1996. 

(d) Certain debt instruments that pro-
vide for a fixed yield. If a debt instru-
ment provides for one or more contin-
gent payments but all possible pay-
ment schedules under the terms of the 
instrument result in the same fixed 
yield, the yield of the debt instrument 
is the fixed yield. For example, the 
yield of a debt instrument with prin-
cipal payments that are fixed in total 
amount but that are uncertain as to 
time (such as a demand loan) is the 
stated interest rate if the issue price of 
the instrument is equal to the stated 
principal amount and interest is paid 
or compounded at a fixed rate over the 
entire term of the instrument. This 
paragraph (d) applies to debt instru-

ments issued on or after August 13, 
1996. 

(e) Convertible debt instruments. For 
purposes of section 1272, an option is 
ignored if it is an option to convert a 
debt instrument into the stock of the 
issuer, into the stock or debt of a re-
lated party (within the meaning of sec-
tion 267(b) or 707(b)(1)), or into cash or 
other property in an amount equal to 
the approximate value of such stock or 
debt. 

(f) Special rules to determine whether a 
debt instrument is a short-term obliga-
tion—(1) Counting of either the issue date 
or maturity date. For purposes of deter-
mining whether a debt instrument is a 
short-term obligation (i.e., a debt in-
strument with a fixed maturity date 
that is not more than 1 year from the 
date of issue), the term of the debt in-
strument includes either the issue date 
or the maturity date, but not both 
dates. 

(2) Coordination with paragraph (c) of 
this section for certain sections of the In-
ternal Revenue Code. Notwithstanding 
paragraph (c) of this section, solely for 
purposes of determining whether a debt 
instrument is a short-term obligation 
under sections 871(g)(1)(B)(i), 881, 
1271(a)(3), 1271(a)(4), 1272(a)(2)(C), and 
1283(a)(1), the maturity date of a debt 
instrument is the last possible date 
that the instrument could be out-
standing under the terms of the instru-
ment. For purposes of the preceding 
sentence, the last possible date that 
the debt instrument could be out-
standing is determined without regard 
to § 1.1275–2(h) (relating to payments 
subject to remote or incidental contin-
gencies). 

(g) Basis adjustment. The basis of a 
debt instrument in the hands of the 
holder is increased by the amount of 
OID included in the holder’s gross in-
come and decreased by the amount of 
any payment from the issuer to the 
holder under the debt instrument other 
than a payment of qualified stated in-
terest. See, however, § 1.1275–2(f) for 
rules regarding basis adjustments on a 
pro rata prepayment. 

(h) Debt instruments denominated in a 
currency other than the U.S. dollar. Sec-
tion 1272 and this section apply to a 
debt instrument that provides for all 
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payments denominated in, or deter-
mined by reference to, the functional 
currency of the taxpayer or qualified 
business unit of the taxpayer (even if 
that currency is other than the U.S. 
dollar). See § 1.988–2(b) to determine in-
terest income or expense for debt in-
struments that provide for payments 
denominated in, or determined by ref-
erence to, a nonfunctional currency. 

(i) [Reserved] 
(j) Examples. The following examples 

illustrate the rules of this section. 
Each example assumes that all tax-
payers use the calendar year as the 
taxable year. In addition, each example 
assumes a 30-day month, 360-day year, 
and that the initial accrual period be-
gins on the issue date and the final ac-
crual period ends on the day before the 
stated maturity date. Although, for 
purposes of simplicity, the yield as 
stated is rounded to two decimal 
places, the computations do not reflect 
any such rounding convention. 

Example 1. Accrual of OID on zero coupon 
debt instrument; choice of accrual periods. (i) 
Facts. On July 1, 1994, A purchases at original 
issue, for $675,564.17, a debt instrument that 
matures on July 1, 1999, and provides for a 
single payment of $1,000,000 at maturity. 

(ii) Determination of yield. Under paragraph 
(b)(1)(i) of this section, the yield of the debt 
instrument is 8 percent, compounded semi-
annually. 

(iii) Determination of accrual period. Under 
paragraph (b)(1)(ii) of this section, accrual 
periods may be of any length, provided that 
each accrual period is no longer than 1 year 
and each scheduled payment of principal or 
interest occurs either on the first or final 
day of an accrual period. The yield to matu-
rity to be used in computing OID accruals in 
any accrual period, however, must reflect 
the length of the accrual period chosen. A 
yield based on compounding b times per year 
is equivalent to a yield based on 
compounding c times per year as indicated 
by the following formula: 

r = c{(1+i/b)b⁄c¥1} 

In which: 

i = The yield based on compounding b times 
per year expressed as a decimal 

r = The equivalent yield based on 
compounding c times per year expressed as 
a decimal 

b = The number of compounding periods in a 
year on which i is based (for example, 12, if 
i is based on monthly compounding) 

c = The number of compounding periods in a 
year on which r is based 

(iv) Determination of OID allocable to each 
accrual period. Assume that A decides to 
compute OID on the debt instrument using 
semiannual accrual periods. Under paragraph 
(b)(1)(iii) of this section, the OID allocable to 
the first semiannual accrual period is 
$27,022.56: the product of the issue price 
($675,564.17) and the yield properly adjusted 
for the length of the accrual period (8 per-
cent/2), less qualified stated interest allo-
cable to the accrual period ($0). The daily 
portion of OID for the first semiannual ac-
crual period is $150.13 ($27,022.56/180). 

(v) Determination of OID if monthly accrual 
periods are used. Alternatively, assume that 
A decides to compute OID on the debt instru-
ment using monthly accrual periods. Using 
the above formula, the yield on the debt in-
strument reflecting monthly compounding is 
7.87 percent, compounded monthly (12{(1+.08/ 
2)2⁄12¥1}). Under paragraph (b)(1)(iii) of this 
section, the OID allocable to the first month-
ly accrual period is $4,430.48: the product of 
the issue price ($675,564.17) and the yield 
properly adjusted for the length of the ac-
crual period (7.87 percent/12), less qualified 
stated interest allocable to the accrual pe-
riod ($0). The daily portion of OID for the 
first monthly accrual period is $147.68 
($4,430.48/30). 

Example 2. Accrual of OID on debt instrument 
with qualified stated interest. (i) Facts. On Sep-
tember 1, 1994, A purchases at original issue, 
for $90,000, B corporation’s debt instrument 
that matures on September 1, 2004, and has a 
stated principal amount of $100,000, payable 
on that date. The debt instrument provides 
for semiannual payments of interest of 
$3,000, payable on September 1 and March 1 
of each year, beginning on March 1, 1995. 

(ii) Determination of yield. The debt instru-
ment is a 10-year debt instrument with an 
issue price of $90,000 and a stated redemption 
price at maturity of $100,000. The semiannual 
payments of $3,000 are qualified stated inter-
est payments. Under paragraph (b)(1)(i) of 
this section, the yield is 7.44 percent, com-
pounded semiannually. 

(iii) Accrual of OID if semiannual accrual pe-
riods are used. Assume that A decides to com-
pute OID on the debt instrument using semi-
annual accrual periods. Under paragraph 
(b)(1)(iii) of this section, the OID allocable to 
the first semiannual accrual period equals 
the product of the issue price ($90,000) and 
the yield properly adjusted for the length of 
the accrual period (7.44 percent/2), less quali-
fied stated interest allocable to the accrual 
period ($3,000). Therefore, the amount of OID 
for the first semiannual accrual period is 
$345.78 ($3,345.78–$3,000). 

(iv) Adjustment for accrued but unpaid quali-
fied stated interest if monthly accrual periods 
are used. Assume, alternatively, that A de-
cides to compute OID on the debt instrument 
using monthly accrual periods. The yield, 
compounded monthly, is 7.32 percent. Under 
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paragraph (b)(1)(iii) of this section, the OID 
allocable to the first monthly accrual period 
is the product of the issue price ($90,000) and 
the yield properly adjusted for the length of 
the accrual period (7.32 percent/12), less 
qualified stated interest allocable to the ac-
crual period. Under paragraph (b)(4)(i)(A) of 
this section, the qualified stated interest al-
locable to the first monthly accrual period is 
the pro rata amount of qualified stated in-
terest allocable to the interval between pay-
ment dates ($3,000×1⁄6, or $500). Therefore, the 
amount of OID for the first monthly accrual 
period is $49.18 ($549.18–$500). Under para-
graph (b)(4)(i)(B) of this section, the adjusted 
issue price of the debt instrument for pur-
poses of determining the amount of OID for 
the second monthly accrual period is 
$90,549.18 ($90,000 + $49.18 + $500). Although 
the adjusted issue price of the debt instru-
ment for this purpose includes the amount of 
qualified stated interest allocable to the 
first monthly accrual period, A includes the 
qualified stated interest in income based on 
A’s regular method of accounting (e.g., an 
accrual method or the cash receipts and dis-
bursements method). 

Example 3. Accrual of OID for debt instru-
ment with initial short accrual period. (i) Facts. 
On May 1, 1994, G purchases at original issue, 
for $80,000, H corporation’s debt instrument 
maturing on July 1, 2004. The debt instru-
ment provides for a single payment at matu-
rity of $250,000. G computes its OID using 6- 
month accrual periods ending on January 1 
and July 1 of each year and an initial short 
2-month accrual period from May 1, 1994, 
through June 30, 1994. 

(ii) Determination of yield. The yield on the 
debt instrument is 11.53 percent, compounded 
semiannually. 

(iii) Determination of OID allocable to initial 
short accrual period. Under paragraph 
(b)(4)(iii) of this section, G may use any rea-
sonable method to compute OID for the ini-
tial short accrual period. One reasonable 
method is to calculate the amount of OID 
pursuant to the following formula: 

OIDshort = IP×(i/k)×f 

In which: 

OIDshort = The amount of OID allocable to the 
initial short accrual period 

IP = The issue price of the debt instrument 
i = The yield to maturity expressed as a dec-

imal 
k = The number of accrual periods in a year 
f = A fraction whose numerator is the num-

ber of days in the initial short accrual pe-
riod, and whose denominator is the number 
of days in a full accrual period 

(iv) Amount of OID for the initial short ac-
crual period. Under this method, the amount 
of OID for the initial short accrual period is 
$1,537 ($80,000×(11.53 percent/2) × (60/180)). 

(v) Alternative method. Another reasonable 
method is to calculate the amount of OID for 
the initial short accrual period using the 
yield based on bi-monthly compounding, 
computed pursuant to the formula set forth 
in Example 1 of paragraph (j) of this section. 
Under this method, the amount of OID for 
the initial short accrual period is $1,508.38 
($80,000×(11.31 percent/6)). 

Example 4. Impermissible accrual of OID 
using a method other than constant yield meth-
od. (i) Facts. On July 1, 1994, B purchases at 
original issue, for $100,000, C corporation’s 
debt instrument that matures on July 1, 
1999, and has a stated principal amount of 
$100,000. The debt instrument provides for a 
single payment at maturity of $148,024.43. 
The yield of the debt instrument is 8 percent, 
compounded semiannually. 

(ii) Determination of yield. Assume that C 
uses 6 monthly accrual periods to compute 
its OID for 1994. The yield must reflect 
monthly compounding (as determined using 
the formula described in Example 1 of para-
graph (j) of this section). As a result, the 
monthly yield of the debt instrument is 7.87 
percent, divided by 12. C may not compute 
its monthly yield for the last 6 months in 
1994 by dividing 8 percent by 12. 

Example 5. Debt instrument subject to put op-
tion. (i) Facts. On January 1, 1995, G pur-
chases at original issue, for $70,000, H cor-
poration’s debt instrument maturing on Jan-
uary 1, 2010, with a stated principal amount 
of $100,000, payable at maturity. The debt in-
strument provides for semiannual payments 
of interest of $4,000, payable on January 1 
and July 1 of each year, beginning on July 1, 
1995. The debt instrument gives G an uncon-
ditional right to put the bond back to H, ex-
ercisable on January 1, 2005, in return for 
$85,000 (exclusive of the $4,000 of stated inter-
est payable on that date). 

(ii) Determination of yield and maturity. 
Yield determined without regard to the put 
option is 12.47 percent, compounded semi-
annually. Yield determined by assuming that 
the put option is exercised (i.e., by using 
January 1, 2005, as the maturity date and 
$85,000 as the stated principal amount pay-
able on that date) is 12.56 percent, com-
pounded semiannually. Thus, under para-
graph (c)(5) of this section, it is assumed 
that G will exercise the put option, because 
exercise of the option would increase the 
yield of the debt instrument. Thus, for pur-
poses of calculating OID, the debt instru-
ment is assumed to be a 10-year debt instru-
ment with an issue price of $70,000, a stated 
redemption price at maturity of $85,000, and 
a yield of 12.56 percent, compounded semi-
annually. 

(iii) Consequences if put option is, in fact, not 
exercised. If the put option is, in fact, not ex-
ercised, then, under paragraph (c)(6) of this 
section, the debt instrument is treated, sole-
ly for purposes of sections 1272 and 1273, as if 
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it were reissued on January 1, 2005, for an 
amount equal to its adjusted issue price on 
that date, $85,000. The new debt instrument 
matures on January 1, 2010, with a stated 
principal amount of $100,000 payable on that 
date and provides for semiannual payments 
of interest of $4,000. The yield of the new 
debt instrument is 12.08 percent, compounded 
semiannually. 

Example 6. Debt instrument subject to partial 
call option. (i) Facts. On January 1, 1995, H 
purchases at original issue, for $95,000, J cor-
poration’s debt instrument that matures on 
January 1, 2000, and has a stated principal 
amount of $100,000, payable on that date. The 
debt instrument provides for semiannual 
payments of interest of $4,000, payable on 
January 1 and July 1 of each year, beginning 
on July 1, 1995. On January 1, 1998, J has an 
unconditional right to call 50 percent of the 
principal amount of the debt instrument for 
$55,000 (exclusive of the $4,000 of stated inter-
est payable on that date). If the call is exer-
cised, the semiannual payments of interest 
made after the call date will be reduced to 
$2,000. 

(ii) Determination of yield and maturity. 
Yield determined without regard to the call 
option is 9.27 percent, compounded semi-
annually. Yield determined by assuming J 
exercises its call option is 10.75 percent, com-
pounded semiannually. Thus, under para-
graph (c)(5) of this section, it is assumed 
that J will not exercise the call option be-
cause exercise of the option would increase 
the yield of the debt instrument. Thus, for 
purposes of calculating OID, the debt instru-
ment is assumed to be a 5-year debt instru-
ment with a single principal payment at ma-
turity of $100,000, and a yield of 9.27 percent, 
compounded semiannually. 

(iii) Consequences if the call option is, in fact, 
exercised. If the call option is, in fact, exer-
cised, then under paragraph (c)(6) of this sec-
tion, the debt instrument is treated as if the 
issuer made a pro rata prepayment of $55,000 
that is subject to § 1.1275–2(f). Consequently, 
under § 1.1275–2(f)(1), the instrument is treat-
ed as consisting of two debt instruments, one 
that is retired on the call date and one that 
remains outstanding after the call date. The 
adjusted issue price, adjusted basis in the 
hands of the holder, and accrued OID of the 
original debt instrument is allocated be-
tween the two instruments based on the por-
tion of the original instrument treated as re-
tired. Since each payment remaining to be 
made after the call date is reduced by one- 
half, one-half of the adjusted issue price, ad-
justed basis, and accrued OID is allocated to 
the debt instrument that is treated as re-
tired. The adjusted issue price of the original 
debt instrument immediately prior to the 
call date is $97,725.12, which equals the issue 
price of the original debt instrument ($95,000) 
increased by the OID previously includible in 
gross income ($2,725.12). One-half of this ad-

justed issue price is allocated to the debt in-
strument treated as retired, and the other 
half is allocated to the debt instrument that 
is treated as remaining outstanding. Thus, 
the debt instrument treated as remaining 
outstanding has an adjusted issue price im-
mediately after the call date of $97,725.12/2, 
or $48,862.56. The yield of this debt instru-
ment continues to be 9.27 percent, com-
pounded semiannually. In addition, the por-
tion of H’s adjusted basis allocated to the 
debt instrument treated as retired is 
$97,725.12/2 or $48,862.56. Accordingly, under 
section 1271, H realizes a gain on the deemed 
retirement equal to $6,137.44 ($55,000 ¥ 

$48,862.56). 
Example 7. Debt instrument issued at par that 

provides for payment of interest in kind. (i) 
Facts. On January 1, 1995, A purchases at 
original issue, for $100,000, X corporation’s 
debt instrument maturing on January 1, 
2000, at a stated principal amount of $100,000, 
payable on that date. The debt instrument 
provides for annual payments of interest of 
$6,000 on January 1 of each year, beginning 
on January 1, 1996. The debt instrument 
gives X the unconditional right to issue, in 
lieu of the first interest payment, a second 
debt instrument (PIK instrument) maturing 
on January 1, 2000, with a stated principal 
amount of $6,000. The PIK instrument, if 
issued, would provide for annual payments of 
interest of $360 on January 1 of each year, be-
ginning on January 1, 1997. 

(ii) Aggregation of PIK instrument with origi-
nal debt instrument. Under § 1.1275–2(c)(3), the 
issuance of the PIK instrument is not consid-
ered a payment made on the original debt in-
strument, and the PIK instrument is aggre-
gated with the original debt instrument. The 
issue date of the PIK instrument is the same 
as the original debt instrument. 

(iii) Determination of yield and maturity. The 
right to issue the PIK instrument is treated 
as an option to defer the initial interest pay-
ment until maturity. Yield determined with-
out regard to the option is 6 percent, com-
pounded annually, Yield determined by as-
suming X exercises the option is 6 percent, 
compounded annually. Thus, under para-
graph (c)(5) of this section, it is assumed 
that X will not exercise the option by issuing 
the PIK instrument because exercise of the 
option would not decrease the yield of the 
debt instrument. For purposes of calculating 
OID, the debt instrument is assumed to be a 
5-year debt instrument with a single prin-
cipal payment at maturity of $100,000 and ten 
semiannual interest payments of $6,000, be-
ginning on January 1, 1996. As a result, the 
debt instrument’s yield is 6 percent, com-
pounded annually. 

(iv) Determination of OID. Under the pay-
ment schedule that would result if the op-
tion was exercised, none of the interest on 
the debt instrument would be qualified stat-
ed interest. Accordingly, under § 1.1273– 
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1(c)(2), no payments on the debt instrument 
are qualified stated interest payments. Thus, 
$6,000 of OID accrues during the first annual 
accrual period. If the PIK instrument is not 
issued, $6,000 of OID accrues during each an-
nual accrual period. 

(v) Consequences if the PIK instrument is 
issued. Under paragraph (c)(6) of this section, 
if X issues the PIK instrument on January 1, 
1996, the issuance of the PIK instrument is 
not a payment on the debt instrument. Sole-
ly for purposes of sections 1272 and 1273, the 
debt instrument is deemed reissued on Janu-
ary 1, 1996, for an issue price of $106,000. The 
recomputed yield is 6 percent, compounded 
annually. The OID for the first annual ac-
crual period after the deemed reissuance is 
$6,360. The adjusted issue price of the debt 
instrument at the beginning of the next an-
nual accrual period is $106,000 ($106,000 + 
$6,360 ¥ $6,360). The OID for each of the four 
remaining annual accrual periods is $6,360. 

Example 8. Debt instrument issued at a dis-
count that provides for payment of interest in 
kind. (i) Facts. On January 1, 1995, T pur-
chases at original issue, for $75,500, U cor-
poration’s debt instrument maturing on Jan-
uary 1, 2000, at a stated principal amount of 
$100,000, payable on that date. The debt in-
strument provides for annual payments of 
interest of $4,000 on January 1 of each year, 
beginning on January 1, 1996. The debt in-
strument gives U the unconditional right to 
issue, in lieu of the first interest payment, a 
second debt instrument (PIK instrument) 
maturing on January 1, 2000, with a stated 
principal amount of $4,000. The PIK instru-
ment, if issued, would provide for annual 
payments of interest of $160 on January 1 of 
each year, beginning on January 1, 1997. 

(ii) Aggregation of PIK instrument with origi-
nal debt instrument. Under § 1.1275–2(c)(3), the 
issuance of the PIK instrument is not consid-
ered a payment made on the original debt in-
strument, and the PIK instrument is aggre-
gated with the original debt instrument. The 
issue date of the PIK instrument is the same 
as the original debt instrument. 

(iii) Determination of yield and maturity. The 
right to issue the PIK instrument is treated 
as an option to defer the initial interest pay-
ment until maturity. Yield determined with-
out regard to the option is 10.55 percent, 
compounded annually. Yield determined by 
assuming U exercises the option is 10.32 per-
cent, compounded annually. Thus, under 
paragraph (c)(5) of this section, it is assumed 
that U will exercise the option by issuing the 
PIK instrument because exercise of the op-
tion would decrease the yield of the debt in-
strument. For purposes of calculating OID, 
the debt instrument is assumed to be a 5- 
year debt instrument with a single principal 
payment at maturity of $104,000 and four an-
nual interest payments of $4,160, beginning 
on January 1, 1997. As a result, the yield is 
10.32 percent, compounded annually. 

(iv) Consequences if the PIK instrument is not 
issued. Assume that T chooses to compute 
OID accruals on the basis of an annual ac-
crual period. On January 1, 1996, the adjusted 
issue price of the debt instrument, and T’s 
adjusted basis in the instrument, is 
$83,295.15. Under paragraph (c)(6) of this sec-
tion, if U actually makes the $4,000 interest 
payment on January 1, 1996, the debt instru-
ment is treated as if U made a pro rata pre-
payment (within the meaning of § 1.1275– 
2(f)(2)) of $4,000, which reduces the amount of 
each payment remaining on the instrument 
by a factor of 4/104, or 1/26. Thus, under 
§ 1.1275–2(f)(1) and section 1271, T realizes a 
gain of $796.34 ($4,000 ¥($83,295.15/26)). The ad-
justed issue price of the debt instrument and 
T’s adjusted basis immediately after the pay-
ment is $80,091.49 ($83,295.15 × 25/26) and the 
yield continues to be 10.32 percent, com-
pounded annually. 

Example 9. Debt instrument with stepped in-
terest rate. (i) Facts. On July 1, 1994, G pur-
chases at original issue, for $85,000, H cor-
poration’s debt instrument maturing on July 
1, 2004. The debt instrument has a stated 
principal amount of $100,000, payable on the 
maturity date and provides for semiannual 
interest payments on January 1 and July 1 of 
each year, beginning on January 1, 1995. The 
amount of each payment is $2,000 for the 
first 5 years and $5,000 for the final 5 years. 

(ii) Determination of OID. Assume that G 
computes its OID using 6-month accrual pe-
riods ending on January 1 and July 1 of each 
year. The yield of the debt instrument, de-
termined under paragraph (b)(1)(i) of this 
section, is 8.65 percent, compounded semi-
annually. Interest is unconditionally payable 
at a fixed rate of at least 4 percent, com-
pounded semiannually, for the entire term of 
the debt instrument. Consequently, under 
§ 1.1273–1(c)(1), the semiannual payments are 
qualified stated interest payments to the ex-
tent of $2,000. The amount of OID for the 
first 6-month accrual period is $1,674.34 (the 
issue price of the debt instrument ($85,000) 
times the yield of the debt instrument for 
that accrual period (.0865/2) less the amount 
of any qualified stated interest allocable to 
that accrual period ($2,000)). 

Example 10. Debt instrument payable on de-
mand that provides for interest at a constant 
rate. (i) Facts. On January 1, 1995, V pur-
chases at original issue, for $100,000, W cor-
poration’s debt instrument. The debt instru-
ment calls for interest to accrue at a rate of 
9 percent, compounded annually. The debt 
instrument is redeemable at any time at the 
option of V for an amount equal to $100,000, 
plus accrued interest. V uses annual accrual 
periods to accrue OID on the debt instru-
ment. 

(ii) Amount of OID. Pursuant to paragraph 
(d) of this section, the yield of the debt in-
strument is 9 percent, compounded annually. 
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If the debt instrument is not redeemed dur-
ing 1995, the amount of OID allocable to the 
year is $9,000. 

[T.D. 8517, 59 FR 4810, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30140, June 14, 1996] 

§ 1.1272–2 Treatment of debt instru-
ments purchased at a premium. 

(a) In general. Under section 
1272(c)(1), if a holder purchases a debt 
instrument at a premium, the holder 
does not include any OID in gross in-
come. Under section 1272(a)(7), if a 
holder purchases a debt instrument at 
an acquisition premium, the holder re-
duces the amount of OID includible in 
gross income by the fraction deter-
mined under paragraph (b)(4) of this 
section. 

(b) Definitions and special rules—(1) 
Purchase. For purposes of section 1272 
and this section, purchase means any 
acquisition of a debt instrument, in-
cluding the acquisition of a newly 
issued debt instrument in a debt-for- 
debt exchange or the acquisition of a 
debt instrument from a donor. 

(2) Premium. A debt instrument is 
purchased at a premium if its adjusted 
basis, immediately after its purchase 
by the holder (including a purchase at 
original issue), exceeds the sum of all 
amounts payable on the instrument 
after the purchase date other than pay-
ments of qualified stated interest (as 
defined in § 1.1273–1(c)). 

(3) Acquisition premium. A debt instru-
ment is purchased at an acquisition 
premium if its adjusted basis, imme-
diately after its purchase (including a 
purchase at original issue), is— 

(i) Less than or equal to the sum of 
all amounts payable on the instrument 
after the purchase date other than pay-
ments of qualified stated interest (as 
defined in § 1.1273–1(c)); and 

(ii) Greater than the instrument’s ad-
justed issue price (as defined in § 1.1275– 
1(b)). 

(4) Acquisition premium fraction. In ap-
plying section 1272(a)(7), the cost of a 
debt instrument is its adjusted basis 
immediately after its acquisition by 
the purchaser. Thus, the numerator of 
the fraction determined under section 
1272(a)(7)(B) is the excess of the ad-
justed basis of the debt instrument im-
mediately after its acquisition by the 
purchaser over the adjusted issue price 

of the debt instrument. The denomi-
nator of the fraction determined under 
section 1272(a)(7)(B) is the excess of the 
sum of all amounts payable on the debt 
instrument after the purchase date, 
other than payments of qualified stat-
ed interest, over the instrument’s ad-
justed issue price. 

(5) Election to accrue discount on a con-
stant yield basis. Rather than applying 
the acquisition premium fraction, a 
holder of a debt instrument purchased 
at an acquisition premium may elect 
under § 1.1272–3 to compute OID accru-
als by treating the purchase as a pur-
chase at original issuance and applying 
the mechanics of the constant yield 
method. 

(6) Special rules for determining basis— 
(i) Debt instruments acquired in exchange 
for other property. For purposes of sec-
tion 1272(a)(7), section 1272(c)(1), and 
this section, if a debt instrument is ac-
quired in an exchange for other prop-
erty (other than in a reorganization de-
fined in section 368) and the basis of 
the debt instrument is determined, in 
whole or in part, by reference to the 
basis of the other property, the basis of 
the debt instrument may not exceed its 
fair market value immediately after 
the exchange. For example, if a debt 
instrument is distributed by a partner-
ship to a partner in a liquidating dis-
tribution and the partner’s basis in the 
debt instrument would otherwise be de-
termined under section 732, the part-
ner’s basis in the debt instrument may 
not exceed its fair market value for 
purposes of this section. 

(ii) Acquisition by gift. For purposes of 
this section, a donee’s adjusted basis in 
a debt instrument is the donee’s basis 
for determining gain under section 
1015(a). 

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

Example 1. Debt instrument purchased at an 
acquisition premium. (i) Facts. On July 1, 1994, 
A purchased at original issue, for $500, a debt 
instrument issued by Corporation X. The 
debt instrument matures on July 1, 1999, and 
calls for a single payment at maturity of 
$1,000. Under section 1273(a), the debt instru-
ment has a stated redemption price at matu-
rity of $1,000 and, thus, OID of $500. On July 
1, 1996, when the debt instrument’s adjusted 
issue price is $659.75, A sells the debt instru-
ment to B for $750 in cash. 
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(ii) Acquisition premium fraction. Because 
the cost to B of the debt instrument is less 
than the amount payable on the debt instru-
ment after the purchase date, but is greater 
than the debt instrument’s adjusted issue 
price, B has paid an acquisition premium for 
the debt instrument. Accordingly, the daily 
portion of OID for any day that B holds the 
debt instrument is reduced by a fraction, the 
numerator of which is $90.25 (the excess of 
the cost of the debt instrument over its ad-
justed issue price) and the denominator of 
which is $340.25 (the excess of the sum of all 
payments after the purchase date over its 
adjusted issue price). 

Example 2. Debt-for-debt exchange where 
holder is considered to purchase new debt in-
strument at a premium. (i) Facts. On January 
1, 1995, H purchases at original issue, for 
$1,000, a debt instrument issued by Corpora-
tion X. On July 1, 1997, when H’s adjusted 
basis in the debt instrument is $1,000, Cor-
poration X issues a new debt instrument 
with a stated redemption price at maturity 
of $750 to H in exchange for the old debt in-
strument. Assume that the issue price of the 
new debt instrument is $600. Thus, under sec-
tion 1273(a), the debt instrument has OID of 
$150. The exchange qualifies as a recapital-
ization under section 368(a)(1)(E), with the 
consequence that, under sections 354 and 358, 
H recognizes no loss on the exchange and has 
an adjusted basis in the new debt instrument 
of $1,000. 

(ii) Application of section 1272(c)(1). Under 
paragraphs (b)(1) and (b)(2) of this section, H 
purchases the new debt instrument at a pre-
mium of $250. Accordingly, under section 
1272(c)(1), H is not required to include OID in 
income with respect to the new debt instru-
ment. 

Example 3. Debt-for-debt exchange where 
holder is considered to purchase new debt in-
strument at an acquisition premium. (i) Facts. 
The facts are the same as in Example 2 of 
paragraph (c) of this section, except that H 
purchases the old debt instrument from an-
other holder on July 1, 1995, and on July 1, 
1997, H’s adjusted basis in the old debt in-
strument is $700. Under section 1273(a), the 
new debt instrument is issued with OID of 
$150. 

(ii) Application of section 1272(a)(7). Under 
paragraphs (b)(1) and (b)(3) of this section, H 
purchases the new debt instrument at an ac-
quisition premium of $100. Accordingly, the 
daily portion of OID that is includible in H’s 
income is reduced by the fraction deter-
mined under section 1272(a)(7). 

Example 4. Treatment of acquisition premium 
for debt instrument acquired by gift. (i) Facts. 
On July 1, 1994, D receives as a gift a debt in-
strument with a stated redemption price at 
maturity of $1,000 and an adjusted issue price 
of $800. On that date, the fair market value 
of the debt instrument is $900 and the donor’s 
adjusted basis in the debt instrument is $950. 

(ii) Application of section 1272(a)(7). Under 
paragraphs (b)(1), (b)(3), and (b)(6)(ii) of this 
section, D is considered to have purchased 
the debt instrument at an acquisition pre-
mium of $150. Accordingly, the daily portion 
of OID that is includible in D’s income is re-
duced by the fraction determined under sec-
tion 1272(a)(7). 

[T.D. 8517, 59 FR 4814, Feb. 2, 1994] 

§ 1.1272–3 Election by a holder to treat 
all interest on a debt instrument as 
OID. 

(a) Election. A holder of a debt instru-
ment may elect to include in gross in-
come all interest that accrues on the 
instrument by using the constant yield 
method described in paragraph (c) of 
this section. For purposes of this elec-
tion, interest includes stated interest, 
acquisition discount, OID, de minimis 
OID, market discount, de minimis mar-
ket discount, and unstated interest, as 
adjusted by any amortizable bond pre-
mium or acquisition premium. 

(b) Scope of election—(1) In general. 
Except as provided in paragraph (b)(2) 
of this section, a holder may make the 
election for any debt instrument. 

(2) Exceptions, limitations, and special 
rules—(i) Debt instrument with amortiz-
able bond premium (as determined under 
section 171). (A) A holder may make the 
election for a debt instrument with 
amortizable bond premium only if the 
instrument qualifies as a bond under 
section 171(d). 

(B) If a holder makes the election 
under this section for a debt instru-
ment with amortizable bond premium, 
the holder is deemed to have made the 
election under section 171(c)(2) for the 
taxable year in which the instrument 
was acquired. If the holder has pre-
viously made the election under sec-
tion 171(c)(2), the requirements of that 
election with respect to any debt in-
strument are satisfied by electing to 
amortize the bond premium under the 
rules provided by this section. 

(ii) Debt instrument with market dis-
count. (A) A holder may make the elec-
tion under this section for a debt in-
strument with market discount only if 
the holder is eligible to make an elec-
tion under section 1278(b). 

(B) If a holder makes the election 
under this section for a debt instru-
ment with market discount, the holder 
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is deemed to have made both the elec-
tion under section 1276(b)(2) for that in-
strument and the election under sec-
tion 1278(b) for the taxable year in 
which the instrument was acquired. If 
the holder has previously made the 
election under section 1278(b), the re-
quirements of that election with re-
spect to any debt instrument are satis-
fied by electing to include the market 
discount in income in accordance with 
the rules provided by this section. 

(iii) Tax-exempt debt instrument. A 
holder may not make the election for a 
tax-exempt obligation as defined in 
section 1275(a)(3). 

(c) Mechanics of the constant yield 
method—(1) In general. For purposes of 
this section, the amount of interest 
that accrues during an accrual period 
is determined under rules similar to 
those under section 1272 (the constant 
yield method). In applying the con-
stant yield method, however, a debt in-
strument subject to the election is 
treated as if— 

(i) The instrument is issued for the 
holder’s adjusted basis immediately 
after its acquisition by the holder; 

(ii) The instrument is issued on the 
holder’s acquisition date; and 

(iii) None of the interest payments 
provided for in the instrument are 
qualified stated interest payments. 

(2) Special rules to determine adjusted 
basis. For purposes of paragraph 
(c)(1)(i) of this section— 

(i) If the debt instrument is acquired 
in an exchange for other property 
(other than in a reorganization defined 
in section 368) and the basis of the debt 
instrument is determined, in whole or 
in part, by reference to the basis of the 
other property, the adjusted basis of 
the debt instrument may not exceed its 
fair market value immediately after 
the exchange; and 

(ii) If the debt instrument was ac-
quired with amortizable bond premium 
(as determined under section 171), the 
adjusted basis of the debt instrument is 
reduced by an amount equal to the 
value attributable to any conversion 
feature. 

(d) Time and manner of making the 
election. The election must be made for 
the taxable year in which the holder 
acquires the debt instrument. A holder 
makes the election by attaching to the 

holder’s timely filed Federal income 
tax return a statement that the holder 
is making an election under this sec-
tion and that identifies the debt instru-
ments subject to the election. A holder 
may make the election for a class or 
group of debt instruments by attaching 
a statement describing the type or 
types of debt instruments being des-
ignated for the election. 

(e) Revocation of election. The election 
may not be revoked unless approved by 
the Commissioner. 

(f) Effective date. This section applies 
to debt instruments acquired on or 
after April 4, 1994. 

[T.D. 8517, 59 FR 4815, Feb. 2, 1994] 

§ 1.1273–1 Definition of OID. 
(a) In general. Section 1273(a)(1) de-

fines OID as the excess of a debt instru-
ment’s stated redemption price at ma-
turity over its issue price. Section 
1.1273–2 defines issue price, and para-
graph (b) of this section defines stated 
redemption price at maturity. Para-
graph (d) of this section provides rules 
for de minimis amounts of OID. Al-
though the total amount of OID for a 
debt instrument may be indeterminate, 
§ 1.1272–1(d) provides a rule to deter-
mine OID accruals on certain debt in-
struments that provide for a fixed 
yield. See Example 10 in § 1.1272–1(j). 

(b) Stated redemption price at maturity. 
A debt instrument’s stated redemption 
price at maturity is the sum of all pay-
ments provided by the debt instrument 
other than qualified stated interest 
payments. If the payment schedule of a 
debt instrument is determined under 
§ 1.1272–1(c) (relating to certain debt in-
struments subject to contingencies), 
that payment schedule is used to deter-
mine the instrument’s stated redemp-
tion price at maturity. 

(c) Qualified stated interest—(1) Defini-
tion—(i) In general. Qualified stated in-
terest is stated interest that is uncon-
ditionally payable in cash or in prop-
erty (other than debt instruments of 
the issuer), or that will be construc-
tively received under section 451, at 
least annually at a single fixed rate 
(within the meaning of paragraph 
(c)(1)(iii) of this section). 

(ii) Unconditionally payable. Interest 
is unconditionally payable only if rea-
sonable legal remedies exist to compel 
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timely payment or the debt instrument 
otherwise provides terms and condi-
tions that make the likelihood of late 
payment (other than a late payment 
that occurs within a reasonable grace 
period) or nonpayment a remote con-
tingency (within the meaning of 
§ 1.1275–2(h)). For purposes of the pre-
ceding sentence, remedies or other 
terms and conditions are not taken 
into account if the lending transaction 
does not reflect arm’s length dealing 
and the holder does not intend to en-
force the remedies or other terms and 
conditions. For purposes of deter-
mining whether interest is uncondi-
tionally payable, the possibility of non-
payment due to default, insolvency, or 
similar circumstances, or due to the 
exercise of a conversion option de-
scribed in § 1.1272–1(e) is ignored. This 
paragraph (c)(1)(ii) applies to debt in-
struments issued on or after August 13, 
1996. 

(iii) Single fixed rate—(A) In general. 
Interest is payable at a single fixed 
rate only if the rate appropriately 
takes into account the length of the in-
terval between payments. Thus, if the 
interval between payments varies dur-
ing the term of the debt instrument, 
the value of the fixed rate on which a 
payment is based generally must be ad-
justed to reflect a compounding as-
sumption that is consistent with the 
length of the interval preceding the 
payment. See Example 1 in paragraph 
(f) of this section. 

(B) Special rule for certain first and 
final payment intervals. Notwith-
standing paragraph (c)(1)(iii)(A) of this 
section, if a debt instrument provides 
for payment intervals that are equal in 
length throughout the term of the in-
strument, except that the first or final 
payment interval differs in length from 
the other payment intervals, the first 
or final interest payment is considered 
to be made at a fixed rate if the value 
of the rate on which the payment is 
based is adjusted in any reasonable 
manner to take into account the 
length of the interval. See Example 2 of 
paragraph (f) of this section. The rule 
in this paragraph (c)(1)(iii)(B) also ap-
plies if the lengths of both the first and 
final payment intervals differ from the 
length of the other payment intervals. 

(2) Debt instruments subject to contin-
gencies. The determination of whether 
a debt instrument described in § 1.1272– 
1(c) (a debt instrument providing for an 
alternative payment schedule (or 
schedules) upon the occurrence of one 
or more contingencies) provides for 
qualified stated interest is made by 
analyzing each alternative payment 
schedule (including the stated payment 
schedule) as if it were the debt instru-
ment’s sole payment schedule. Under 
this analysis, the debt instrument pro-
vides for qualified stated interest to 
the extent of the lowest fixed rate at 
which qualified stated interest would 
be payable under any payment sched-
ule. See Example (4) of paragraph (f) of 
this section. 

(3) Variable rate debt instrument. In 
the case of a variable rate debt instru-
ment, qualified stated interest is deter-
mined under § 1.1275–5(e). 

(4) Stated interest in excess of qualified 
stated interest. To the extent that stat-
ed interest payable under a debt instru-
ment exceeds qualified stated interest, 
the excess is included in the debt in-
strument’s stated redemption price at 
maturity. 

(5) Short-term obligations. In the case 
of a debt instrument with a term that 
is not more than 1 year from the date 
of issue, no payments of interest are 
treated as qualified stated interest 
payments. 

(d) De minimis OID—(1) In general. If 
the amount of OID with respect to a 
debt instrument is less than the de 
minimis amount, the amount of OID is 
treated as zero, and all stated interest 
(including stated interest that would 
otherwise be characterized as OID) is 
treated as qualified stated interest. 

(2) De minimis amount. The de mini-
mis amount is an amount equal to 
0.0025 multiplied by the product of the 
stated redemption price at maturity 
and the number of complete years to 
maturity from the issue date. 

(3) Installment obligations. In the case 
of an installment obligation (as defined 
in paragraph (e)(1) of this section), 
paragraph (d)(2) of this section is ap-
plied by substituting for the number of 
complete years to maturity the weight-
ed average maturity (as defined in 
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paragraph (e)(3) of this section). Alter-
natively, in the case of a debt instru-
ment that provides for payments of 
principal no more rapidly than a self- 
amortizing installment obligation (as 
defined in paragraph (e)(2) of this sec-
tion), the de minimis amount defined 
in paragraph (d)(2) of this section may 
be calculated by substituting 0.00167 for 
0.0025. 

(4) Special rule for interest holidays, 
teaser rates, and other interest short-
falls—(i) In general. This paragraph 
(d)(4) provides a special rule to deter-
mine whether a debt instrument with a 
teaser rate (or rates), an interest holi-
day, or any other interest shortfall has 
de minimis OID. This rule applies if— 

(A) The amount of OID on the debt 
instrument is more than the de mini-
mis amount as otherwise determined 
under paragraph (d) of this section; and 

(B) All stated interest provided for in 
the debt instrument would be qualified 
stated interest under paragraph (c) of 
this section except that for 1 or more 
accrual periods the interest rate is 
below the rate applicable for the re-
mainder of the instrument’s term (e.g., 
if as a result of an interest holiday, 
none of the stated interest is qualified 
stated interest). 

(ii) Redetermination of OID for pur-
poses of the de minimis test. For purposes 
of determining whether a debt instru-
ment described in paragraph (d)(4)(i) of 
this section has de minimis OID, the 
instrument’s stated redemption price 
at maturity is treated as equal to the 
instrument’s issue price plus the great-
er of the amount of foregone interest 
or the excess (if any) of the instru-
ment’s stated principal amount over 
its issue price. The amount of foregone 
interest is the amount of additional 
stated interest that would be required 
to be payable on the debt instrument 
during the period of the teaser rate, 
holiday, or shortfall so that all stated 
interest would be qualified stated in-
terest under paragraph (c) of this sec-
tion. See Example 5 and Example 6 of 
paragraph (f) of this section. In addi-
tion, for purposes of computing the de 
minimis amount of OID, the weighted 
average maturity of the debt instru-
ment is determined by treating all 
stated interest payments as qualified 
stated interest payments. 

(5) Treatment of de minimis OID by 
holders—(i) Allocation of de minimis OID 
to principal payments. The holder of a 
debt instrument includes any de mini-
mis OID (other than de minimis OID 
treated as qualified stated interest 
under paragraph (d)(1) of this section, 
such as de minimis OID attributable to 
a teaser rate or interest holiday) in in-
come as stated principal payments are 
made. The amount includible in in-
come with respect to each principal 
payment equals the product of the 
total amount of de minimis OID on the 
debt instrument and a fraction, the nu-
merator of which is the amount of the 
principal payment made and the de-
nominator of which is the stated prin-
cipal amount of the instrument. 

(ii) Character of de minimis OID—(A) 
De minimis OID treated as gain recog-
nized on retirement. Any amount of de 
minimis OID includible in income 
under this paragraph (d)(5) is treated as 
gain recognized on retirement of the 
debt instrument. See section 1271 to de-
termine whether a retirement is treat-
ed as an exchange of the debt instru-
ment. 

(B) Treatment of de minimis OID on 
sale or exchange. Any gain attributable 
to de minimis OID that is recognized 
on the sale or exchange of a debt in-
strument is capital gain if the debt in-
strument is a capital asset in the hands 
of the seller. 

(iii) Treatment of subsequent holders. If 
a subsequent holder purchases a debt 
instrument issued with de minimis OID 
at a premium (as defined in § 1.1272– 
2(b)(2)), the subsequent holder does not 
include the de minimis OID in income. 
Otherwise, a subsequent holder in-
cludes any discount in income under 
the market discount rules (sections 
1276 through 1278) rather than under 
the rules of this paragraph (d)(5). 

(iv) Cross-reference. See § 1.1272–3 for 
an election by a holder to treat de 
minimis OID as OID. 

(e) Definitions—(1) Installment obliga-
tion. An installment obligation is a 
debt instrument that provides for the 
payment of any amount other than 
qualified stated interest before matu-
rity. 

(2) Self-amortizing installment obliga-
tion. A self-amortizing installment ob-
ligation is an obligation that provides 
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for equal payments composed of prin-
cipal and qualified stated interest that 
are unconditionally payable at least 
annually during the entire term of the 
debt instrument with no significant ad-
ditional payment required at maturity. 

(3) Weighted average maturity. The 
weighted average maturity of a debt 
instrument is the sum of the following 
amounts determined for each payment 
under the instrument (other than a 
payment of qualified stated interest)— 

(i) The number of complete years 
from the issue date until the payment 
is made; multiplied by 

(ii) A fraction, the numerator of 
which is the amount of the payment 
and the denominator of which is the 
debt instrument’s stated redemption 
price at maturity. 

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

Example 1. Qualified stated interest. (i) Facts. 
On January 1, 1995, A purchases at original 
issue, for $100,000, a debt instrument that 
matures on January 1, 1999, and has a stated 
principal amount of $100,000, payable at ma-
turity. The debt instrument provides for in-
terest payments of $8,000 on January 1, 1996, 
and January 1, 1997, and quarterly interest 
payments of $1,942.65, beginning on April 1, 
1997. 

(ii) Amount of qualified stated interest. The 
annual payments of $8,000 and the quarterly 
payments of $1,942.65 are payable at a single 
fixed rate because 8 percent, compounded an-
nually, is equivalent to 7.77 percent, com-
pounded quarterly. Consequently, all stated 
interest payments under the debt instrument 
are qualified stated interest payments. 

Example 2. Qualified stated interest with 
short initial payment interval. On October 1, 
1994, A purchases at original issue, for 
$100,000, a debt instrument that matures on 
January 1, 1998, and has a stated principal 
amount of $100,000, payable at maturity. The 
debt instrument provides for an interest pay-
ment of $2,000 on January 1, 1995, and inter-
est payments of $8,000 on January 1, 1996, 
January 1, 1997, and January 1, 1998. Under 
paragraph (c)(1)(iii)(B) of this section, all 
stated interest payments on the debt instru-
ment are computed at a single fixed rate and 
are qualified stated interest payments. 

Example 3. Stated interest in excess of quali-
fied stated interest. (i) Facts. On January 1, 
1995, B purchases at original issue, for 
$100,000, C corporation’s 5-year debt instru-
ment. The debt instrument provides for a 
principal payment of $100,000, payable at ma-
turity, and calls for annual interest pay-
ments of $10,000 for the first 3 years and an-

nual interest payments of $10,600 for the last 
2 years. 

(ii) Payments in excess of qualified stated in-
terest. All of the first three interest pay-
ments and $10,000 of each of the last two in-
terest payments are qualified stated interest 
payments within the meaning of paragraph 
(c)(1) of this section. Under paragraph (c)(4) 
of this section, the remaining $600 of each of 
the last two interest payments is included in 
the stated redemption price at maturity, so 
that the stated redemption price at maturity 
is $101,200. Pursuant to paragraph (e)(3) of 
this section, the weighted average maturity 
of the debt instrument is 4.994 years [(4 
years×$600/$101,200)+(5 years×$100,600/ 
$101,200)]. The de minimis amount, or one- 
fourth of 1 percent of the stated redemption 
price at maturity multiplied by the weighted 
average maturity, is $1,263.50. Because the 
actual amount of discount, $1,200, is less 
than the de minimis amount, the instrument 
is treated as having no OID, and, under para-
graph (d)(1) of this section, all of the interest 
payments are treated as qualified stated in-
terest payments. 

Example 4. Qualified stated interest on a debt 
instrument that is subject to an option. (i) 
Facts. On January 1, 1997, A issues, for 
$100,000, a 10-year debt instrument that pro-
vides for a $100,000 principal payment at ma-
turity and for annual interest payments of 
$10,000. Under the terms of the debt instru-
ment, A has the option, exercisable on Janu-
ary 1, 2002, to lower the annual interest pay-
ments to $8,000. In addition, the debt instru-
ment gives the holder an unconditional right 
to put the debt instrument back to A, exer-
cisable on January 1, 2002, in return for 
$100,000. 

(ii) Amount of qualified stated interest. Under 
paragraph (c)(2) of this section, the debt in-
strument provides for qualified stated inter-
est to the extent of the lowest fixed rate at 
which qualified stated interest would be pay-
able under any payment schedule. If the pay-
ment schedule determined by assuming that 
the issuer’s option will be exercised and the 
put option will not be exercised were treated 
as the debt instrument’s sole payment sched-
ule, only $8,000 of each annual interest pay-
ment would be qualified stated interest. 
Under any other payment schedule, the debt 
instrument would provide for annual quali-
fied stated interest payments of $10,000. Ac-
cordingly, only $8,000 of each annual interest 
payment is qualified stated interest. Any ex-
cess of each annual interest payment over 
$8,000 is included in the debt instrument’s 
stated redemption price at maturity. 

Example 5. De minimis OID; interest holiday. 
(i) Facts. On January 1, 1995, C purchases at 
original issue, for $97,561, a debt instrument 
that matures on January 1, 2007, and has a 
stated principal amount of $100,000, payable 
at maturity. The debt instrument provides 
for an initial interest holiday of 1 quarter 
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and quarterly interest payments of $2,500 
thereafter (beginning on July 1, 1995). The 
issue price of the debt instrument is $97,561. 
C chooses to accrue OID based on quarterly 
accrual periods. 

(ii) De minimis amount of OID. But for the 
interest holiday, all stated interest on the 
debt instrument would be qualified stated in-
terest. Under paragraph (d)(4) of this section, 
for purposes of determining whether the debt 
instrument has de minimis OID, the stated 
redemption price at maturity of the instru-
ment is $100,061 ($97,561 (issue price) plus 
$2,500 (the greater of the amount of foregone 
interest ($2,500) and the amount equal to the 
excess of the instrument’s stated principal 
amount over its issue price ($2,439)). Thus, 
the debt instrument is treated as having OID 
of $2,500 ($100,061 minus $97,561). Because this 
amount is less than the de minimis amount 
of $3,001.83 (0.0025 multiplied by $100,061 mul-
tiplied by 12 complete years to maturity), 
the debt instrument is treated as having no 
OID, and all stated interest is treated as 
qualified stated interest. 

Example 6. De minimis OID; teaser rate. (i) 
Facts. The facts are the same as in Example 
5 of this paragraph (f) except that C uses an 
initial semiannual accrual period rather 
than an initial quarterly accrual period. 

(ii) De minimis amount of OID. The debt in-
strument provides for an initial teaser rate 
because the interest rate for the semiannual 
accrual period is less than the interest rate 
applicable to the subsequent quarterly ac-
crual periods. But for the initial teaser rate, 
all stated interest on the debt instrument 
would be qualified stated interest. Under 
paragraph (d)(4) of this section, for purposes 
of determining whether the debt instrument 
has de minimis OID, the stated redemption 
price at maturity of the instrument is 
$100,123.50 ($97,561 (issue price) plus $2,562.50 
(the greater of the amount of foregone inter-
est ($2,562.50) and the amount equal to the 
excess of the instrument’s stated principal 
amount over its issue price ($2,439)). Thus, 
the debt instrument is treated as having OID 
of $2,562.50 ($100,123.50 minus $97,561). Because 
this amount is less than the de minimis 
amount of $3,003.71 (0.0025 multiplied by 
$100,123.50 multiplied by 12 complete years to 
maturity), the debt instrument is treated as 
having no OID, and all stated interest is 
treated as qualified stated interest. 

[T.D. 8517, 59 FR 4815, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30141, June 14, 1996] 

§ 1.1273–2 Determination of issue price 
and issue date. 

(a) Debt instruments issued for money— 
(1) Issue price. If a substantial amount 
of the debt instruments in an issue is 
issued for money, the issue price of 
each debt instrument in the issue is 

the first price at which a substantial 
amount of the debt instruments is sold 
for money. Thus, if an issue consists of 
a single debt instrument that is issued 
for money, the issue price of the debt 
instrument is the amount paid for the 
instrument. For example, in the case of 
a debt instrument evidencing a loan to 
a natural person, the issue price of the 
instrument is the amount loaned. See 
§ 1.1275–2(d) for rules regarding Treas-
ury securities. For purposes of this 
paragraph (a), money includes func-
tional currency and, in certain cir-
cumstances, nonfunctional currency. 
See § 1.988–2(b)(2) for circumstances 
when nonfunctional currency is treated 
as money rather than as property. 

(2) Issue date. The issue date of an 
issue described in paragraph (a)(1) of 
this section is the first settlement date 
or closing date, whichever is applica-
ble, on which a substantial amount of 
the debt instruments in the issue is 
sold for money. 

(b) Publicly traded debt instruments 
issued for property—(1) Issue price. If a 
substantial amount of the debt instru-
ments in an issue is traded on an estab-
lished market (within the meaning of 
paragraph (f) of this section) and the 
issue is not described in paragraph 
(a)(1) of this section, the issue price of 
each debt instrument in the issue is 
the fair market value of the debt in-
strument, determined as of the issue 
date (as defined in paragraph (b)(2) of 
this section). 

(2) Issue date. The issue date of an 
issue described in paragraph (b)(1) of 
this section is the first date on which a 
substantial amount of the traded debt 
instruments in the issue is issued. 

(c) Debt instruments issued for publicly 
traded property—(1) Issue price. If a sub-
stantial amount of the debt instru-
ments in an issue is issued for property 
that is traded on an established market 
(within the meaning of paragraph (f) of 
this section) and the issue is not de-
scribed in paragraph (a)(1) or (b)(1) of 
this section, the issue price of each 
debt instrument in the issue is the fair 
market value of the property, deter-
mined as of the issue date (as defined 
in paragraph (c)(2) of this section). For 
purposes of the preceding sentence, 
property means a debt instrument, 
stock, security, contract, commodity, 
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or nonfunctional currency. But see 
§ 1.988–2(b)(2) for circumstances when 
nonfunctional currency is treated as 
money rather than as property. 

(2) Issue date. The issue date of an 
issue described in paragraph (c)(1) of 
this section is the first date on which a 
substantial amount of the debt instru-
ments in the issue is issued for traded 
property. 

(d) Other debt instruments—(1) Issue 
price. If an issue of debt instruments is 
not described in paragraph (a)(1), (b)(1), 
or (c)(1) of this section, the issue price 
of each debt instrument in the issue is 
determined as if the debt instrument 
were a separate issue. If the issue price 
of a debt instrument that is treated as 
a separate issue under the preceding 
sentence is not determined under para-
graph (a)(1), (b)(1), or (c)(1) of this sec-
tion, and if section 1274 applies to the 
debt instrument, the issue price of the 
instrument is determined under section 
1274. Otherwise, the issue price of the 
debt instrument is its stated redemp-
tion price at maturity under section 
1273(b)(4). See section 1274(c) and 
§ 1.1274–1 to determine if section 1274 
applies to a debt instrument. 

(2) Issue date. The issue date of an 
issue described in paragraph (d)(1) of 
this section is the date on which the 
debt instrument is issued for money or 
in a sale or exchange. 

(e) Special rule for certain sales to bond 
houses, brokers, or similar persons. For 
purposes of determining the issue price 
and issue date of a debt instrument 
under this section, sales to bond 
houses, brokers, or similar persons or 
organizations acting in the capacity of 
underwriters, placement agents, or 
wholesalers are ignored. 

(f) Traded on an established market 
(publicly traded)—(1) In general. Prop-
erty (including a debt instrument de-
scribed in paragraph (b)(1) of this sec-
tion) is traded on an established mar-
ket for purposes of this section if, at 
any time during the 60-day period end-
ing 30 days after the issue date, the 
property is described in paragraph 
(f)(2), (f)(3), (f)(4), or (f)(5) of this sec-
tion. 

(2) Exchange listed property. Property 
is described in this paragraph (f)(2) if it 
is listed on— 

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

(ii) An interdealer quotation system 
sponsored by a national securities asso-
ciation registered under section 15A of 
the Securities Exchange Act of 1934 (15 
U.S.C. 78o–3); or 

(iii) The International Stock Ex-
change of the United Kingdom and the 
Republic of Ireland, Limited, the 
Frankfurt Stock Exchange, the Tokyo 
Stock Exchange, or any other foreign 
exchange or board of trade that is des-
ignated by the Commissioner in the In-
ternal Revenue Bulletin (see 
§ 601.601(d)(2)(ii) of this chapter). 

(3) Market traded property. Property is 
described in this paragraph (f)(3) if it is 
property of a kind that is traded either 
on a board of trade designated as a con-
tract market by the Commodities Fu-
tures Trading Commission or on an 
interbank market. 

(4) Property appearing on a quotation 
medium. Property is described in this 
paragraph (f)(4) if it appears on a sys-
tem of general circulation (including a 
computer listing disseminated to sub-
scribing brokers, dealers, or traders) 
that provides a reasonable basis to de-
termine fair market value by dissemi-
nating either recent price quotations 
(including rates, yields, or other pric-
ing information) of one or more identi-
fied brokers, dealers, or traders or ac-
tual prices (including rates, yields, or 
other pricing information) of recent 
sales transactions (a quotation me-
dium). A quotation medium does not 
include a directory or listing of bro-
kers, dealers, or traders for specific se-
curities, such as yellow sheets, that 
provides neither price quotations nor 
actual prices of recent sales trans-
actions. 

(5) Readily quotable debt instruments— 
(i) In general. A debt instrument is de-
scribed in this paragraph (f)(5) if price 
quotations are readily available from 
dealers, brokers, or traders. 

(ii) Safe harbors. A debt instrument is 
not considered to be described in para-
graph (f)(5)(i) of this section if— 

(A) No other outstanding debt instru-
ment of the issuer (or of any person 
who guarantees the debt instrument) is 
described in paragraph (f)(2), (f)(3), or 
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(f)(4) of this section (other traded 
debt); 

(B) The original stated principal 
amount of the issue that includes the 
debt instrument does not exceed $25 
million; 

(C) The conditions and covenants re-
lating to the issuer’s performance with 
respect to the debt instrument are ma-
terially less restrictive than the condi-
tions and covenants included in all of 
the issuer’s other traded debt (e.g., the 
debt instrument is subject to an eco-
nomically significant subordination 
provision whereas the issuer’s other 
traded debt is senior); or 

(D) The maturity date of the debt in-
strument is more than 3 years after the 
latest maturity date of the issuer’s 
other traded debt. 

(6) Effect of certain temporary restric-
tions on trading. If there is any tem-
porary restriction on trading a purpose 
of which is to avoid the characteriza-
tion of the property as one that is trad-
ed on an established market for Fed-
eral income tax purposes, then the 
property is treated as traded on an es-
tablished market. For purposes of the 
preceding sentence, a temporary re-
striction on trading need not be im-
posed by the issuer. 

(7) Convertible debt instruments. A debt 
instrument is not treated as traded on 
an established market solely because 
the debt instrument is convertible into 
property that is so traded. 

(g) Treatment of certain cash payments 
incident to lending transactions—(1) Ap-
plicability. The provisions of this para-
graph (g) apply to cash payments made 
incident to private lending trans-
actions (including seller financing). 

(2) Payments from borrower to lender— 
(i) Money lending transaction. In a lend-
ing transaction to which section 
1273(b)(2) applies, a payment from the 
borrower to the lender (other than a 
payment for property or for services 
provided by the lender, such as com-
mitment fees or loan processing costs) 
reduces the issue price of the debt in-
strument evidencing the loan. How-
ever, solely for purposes of determining 
the tax consequences to the borrower, 
the issue price is not reduced if the 
payment is deductible under section 
461(g)(2). 

(ii) Section 1274 transaction. In a lend-
ing transaction to which section 1274 
applies, a payment from the buyer-bor-
rower to the seller-lender that is des-
ignated as interest or points reduces 
the stated principal amount of the debt 
instrument evidencing the loan, but is 
included in the purchase price of the 
property. If the payment is deductible 
under section 461(g)(2), however, the 
issue price of the debt instrument (as 
otherwise determined under section 
1274 and the rule in the preceding sen-
tence) is increased by the amount of 
the payment to compute the buyer-bor-
rower’s interest deductions under sec-
tion 163. 

(3) Payments from lender to borrower. A 
payment from the lender to the bor-
rower in a lending transaction is treat-
ed as an amount loaned. 

(4) Payments between lender and third 
party. If, as part of a lending trans-
action, a party other than the borrower 
(the third party) makes a payment to 
the lender, that payment is treated in 
appropriate circumstances as made 
from the third party to the borrower 
followed by a payment in the same 
amount from the borrower to the lend-
er and governed by the provisions of 
paragraph (g)(2) of this section. If, as 
part of a lending transaction, the lend-
er makes a payment to a third party, 
that payment is treated in appropriate 
circumstances as an additional amount 
loaned to the borrower and then paid 
by the borrower to the third party. The 
character of the deemed payment be-
tween the borrower and the third party 
depends on the substance of the trans-
action. 

(5) Examples. The following examples 
illustrate the rules of this paragraph 
(g). 

Example 1. Payments from borrower to lender 
in a cash transaction. (i) Facts. A lends 
$100,000 to B for a term of 10 years. At the 
time the loan is made, B pays $4,000 in points 
to A. Assume that the points are not deduct-
ible by B under section 461(g)(2) and that the 
stated redemption price at maturity of the 
debt instrument is $100,000. 

(ii) Payment results in OID. Under para-
graph (g)(2)(i) of this section, the issue price 
of B’s debt instrument evidencing the loan is 
$96,000. Because the amount of OID on the 
debt instrument ($4,000) is more than a de 
minimis amount of OID, A accounts for the 
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OID under § 1.1272–1. B accounts for the OID 
under § 1.163–7. 

Example 2. Payments from borrower to lender 
in a section 1274 transaction. (i) Facts. A sells 
property to B for $1,000,000 in a transaction 
that is not a potentially abusive situation 
(within the meaning of § 1.1274–3). In consid-
eration for the property, B gives A $300,000 
and issues a 5-year debt instrument that has 
a stated principal amount of $700,000, payable 
at maturity, and that calls for semiannual 
payments of interest at a rate of 8.5 percent. 
In addition to the cash downpayment, B pays 
A $14,000 designated as points on the loan. 
Assume that the points are not deductible 
under section 461(g)(2). 

(ii) Issue price. Under paragraph (g)(2)(ii) of 
this section, the stated principal amount of 
B’s debt instrument is ¥$686,000 ($700,000 
minus $14,000). Assuming a test rate of 9 per-
cent, compounded semiannually, the im-
puted principal amount of B’s debt instru-
ment under § 1.1274–2(c)(1) is $686,153. Under 
§ 1.1274–2(b)(1), the issue price of B’s debt in-
strument is the stated principal amount of 
$686,000. Because the amount of OID on the 
debt instrument ($700,000¥$686,000, or $14,000) 
is more than a de minimis amount of OID, A 
accounts for the OID under § 1.1272–1 and B 
accounts for the OID under § 1.163–7. B’s basis 
in the property purchased is $1,000,000 
($686,000 debt instrument plus $314,000 cash 
payments). 

Example 3. Payments between lender and 
third party (seller-paid points). (i) Facts. A 
sells real property to B for $500,000 in a 
transaction that is not a potentially abusive 
situation (within the meaning of § 1.1274–3). B 
makes a cash down payment of $100,000 and 
borrows $400,000 of the purchase price from a 
lender, L, repayable in annual installments 
over a term of 15 years calling for interest at 
a rate of 9 percent, compounded annually. As 
part of the transaction, A makes a payment 
of $8,000 to L to facilitate the loan to B. 

(ii) Payment results in a de minimis amount 
of OID. Under the provisions of paragraphs 
(g)(2)(i) and (g)(4) of this section, B is treated 
as having made an $8,000 payment directly to 
L and a payment of only $492,000 to A for the 
property. Thus, B’s basis in the property is 
$492,000. The payment to L reduces the issue 
price of B’s debt instrument to $392,000, re-
sulting in $8,000 of OID ($400,000¥$392,000). 
Because the amount of OID is de minimis 
under § 1.1273–1(d), L accounts for the de 
minimis OID under § 1.1273–1(d)(5). But see 
§ 1.1272–3 (election to treat de minimis OID as 
OID). B accounts for the de minimis OID 
under § 1.163–7. 

(h) Investment units—(1) In general. 
Under section 1273(c)(2), an investment 
unit is treated as if the investment 
unit were a debt instrument. The issue 
price of the investment unit is deter-
mined under paragraph (a)(1), (b)(1), or 

(c)(1) of this section, if applicable. The 
issue price of the investment unit is 
then allocated between the debt instru-
ment and the property right (or rights) 
that comprise the unit based on their 
relative fair market values. If para-
graphs (a)(1), (b)(1), and (c)(1) of this 
section are not applicable, however, 
the issue price of the debt instrument 
that is part of the investment unit is 
determined under section 1273(b)(4) or 
1274, whichever is applicable. 

(2) Consistent allocation by holders and 
issuer. The issuer’s allocation of the 
issue price of the investment unit is 
binding on all holders of the invest-
ment unit. However, the issuer’s deter-
mination is not binding on a holder 
that explicitly discloses that its alloca-
tion is different from the issuer’s allo-
cation. Unless otherwise provided by 
the Commissioner, the disclosure must 
be made on a statement attached to 
the holder’s timely filed Federal in-
come tax return for the taxable year 
that includes the acquisition date of 
the investment unit. See § 1.1275–2(e) 
for rules relating to the issuer’s obliga-
tion to disclose certain information to 
holders. 

(i) [Reserved] 
(j) Convertible debt instruments. The 

issue price of a debt instrument in-
cludes any amount paid for an option 
to convert the instrument into stock 
(or another debt instrument) of either 
the issuer or a related party (within 
the meaning of section 267(b) or 
707(b)(1)) or into cash or other property 
in an amount equal to the approximate 
value of such stock (or debt instru-
ment). 

(k) Below-market loans subject to sec-
tion 7872(b). The issue price of a below- 
market loan subject to section 7872(b) 
(a term loan other than a gift loan) is 
the issue price determined under this 
section, reduced by the excess amount 
determined under section 7872(b)(1). 

(l) [Reserved] 
(m) Treatment of amounts representing 

pre-issuance accrued interest—(1) Appli-
cability. Paragraph (m)(2) of this sec-
tion provides an alternative to the gen-
eral rule of this section for deter-
mining the issue price of a debt instru-
ment if— 

(i) A portion of the initial purchase 
price of the instrument is allocable to 
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interest that has accrued prior to the 
issue date (pre-issuance accrued inter-
est); and 

(ii) The instrument provides for a 
payment of stated interest on the first 
payment date within 1 year of the issue 
date that equals or exceeds the amount 
of the pre-issuance accrued interest. 

(2) Exclusion of pre-issuance accrued 
interest from issue price. If a debt instru-
ment meets the requirements of para-
graph (m)(1) of this section, the instru-
ment’s issue price may be computed by 
subtracting from the issue price (as 
otherwise computed under this section) 
the amount of pre-issuance accrued in-
terest. If the issue price of the debt in-
strument is computed in this manner, 
a portion of the stated interest payable 
on the first payment date must be 
treated as a return of the excluded pre- 
issuance accrued interest, rather than 
as an amount payable on the instru-
ment. 

(3) Example. The following example il-
lustrates the rule of paragraph (m) of 
this section. 

Example: (i) Facts. On January 15, 1995, A 
purchases at original issue, for $1,005, B cor-
poration’s debt instrument. The debt instru-
ment provides for a payment of principal of 
$1,000 on January 1, 2005, and provides for 
semiannual interest payments of $60 on Jan-
uary 1 and July 1 of each year, beginning on 
July 1, 1995. 

(ii) Determination of pre-issuance accrued in-
terest. Under paragraphs (m)(1) and (m)(2) of 
this section, $5 of the $1,005 initial purchase 
price of the debt instrument is allocable to 
pre-issuance accrued interest. Accordingly, 
the debt instrument’s issue price may be 
computed by subtracting the amount of pre- 
issuance accrued interest ($5) from the issue 
price otherwise computed under this section 
($1,005), resulting in an issue price of $1,000. 
If the issue price is computed in this manner, 
$5 of the $60 payment made on July 1, 1995, 
must be treated as a repayment by B of the 
pre-issuance accrued interest. 

[T.D. 8517, 59 FR 4817, Feb. 2, 1994] 

§ 1.1274–1 Debt instruments to which 
section 1274 applies. 

(a) In general. Subject to the excep-
tions and limitations in paragraph (b) 
of this section, section 1274 and this 
section apply to any debt instrument 
issued in consideration for the sale or 
exchange of property. For purposes of 
section 1274, property includes debt in-
struments and investment units, but 

does not include money, services, or 
the right to use property. For the 
treatment of certain obligations given 
in exchange for services or the use of 
property, see sections 404 and 467. For 
purposes of this paragraph (a), money 
includes functional currency and, in 
certain circumstances, nonfunctional 
currency. See § 1.988–2(b)(2) for cir-
cumstances when nonfunctional cur-
rency is treated as money rather than 
as property. 

(b) Exceptions—(1) Debt instrument 
with adequate stated interest and no OID. 
Section 1274 does not apply to a debt 
instrument if— 

(i) All interest payable on the instru-
ment is qualified stated interest; 

(ii) The stated rate of interest is at 
least equal to the test rate of interest 
(as defined in § 1.1274–4); 

(iii) The debt instrument is not 
issued in a potentially abusive situa-
tion (as defined in § 1.1274–3); and 

(iv) No payment from the buyer-bor-
rower to the seller-lender designated as 
points or interest is made at the time 
of issuance of the debt instrument. 

(2) Exceptions under sections 
1274(c)(1)(B), 1274(c)(3), 1274A(c), and 
1275(b)(1)—(i) In general. Sections 
1274(c)(1)(B), 1274(c)(3), 1274A(c), and 
1275(b)(1) describe certain transactions 
to which section 1274 does not apply. 
This paragraph (b)(2) provides certain 
rules to be used in applying those ex-
ceptions. 

(ii) Special rules for certain exceptions 
under section 1274(c)(3)—(A) Determina-
tion of sales price for certain sales of 
farms. For purposes of section 
1274(c)(3)(A), the determination as to 
whether the sales price cannot exceed 
$1,000,000 is made without regard to any 
other exception to, or limitation on, 
the applicability of section 1274 (e.g., 
without regard to the special rules re-
garding sales of principal residences 
and land transfers between related per-
sons). In addition, the sales price is de-
termined without regard to section 1274 
and without regard to any stated inter-
est. The sales price includes the 
amount of any liability included in the 
amount realized from the sale or ex-
change. See § 1.1001–2. 

(B) Sales involving total payments of 
$250,000 or less. Under section 
1274(c)(3)(C), the determination of the 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00568 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



559 

Internal Revenue Service, Treasury § 1.1274–2 

amount of payments due under all debt 
instruments and the amount of other 
consideration to be received is made as 
of the date of the sale or exchange or, 
if earlier, the contract date. If the pre-
cise amount due under any debt instru-
ment or the precise amount of any 
other consideration to be received can-
not be determined as of that date, sec-
tion 1274(c)(3)(C) applies only if it can 
be determined that the maximum of 
the aggregate amount of payments due 
under the debt instruments and other 
consideration to be received cannot ex-
ceed $250,000. For purposes of section 
1274(c)(3)(C), if a liability is assumed or 
property is taken subject to a liability, 
the aggregate amount of payments due 
includes the outstanding principal bal-
ance or adjusted issue price (in the case 
of an obligation originally issued at a 
discount) of the obligation. 

(C) Coordination with section 1273 and 
§ 1.1273–2. In accordance with section 
1274(c)(3)(D), section 1274 and this sec-
tion do not apply if the issue price of a 
debt instrument issued in consider-
ation for the sale or exchange of prop-
erty is determined under paragraph 
(a)(1), (b)(1), or (c)(1) of § 1.1273–2. 

(3) Other exceptions to section 1274—(i) 
Holders of certain below-market instru-
ments. Section 1274 does not apply to 
any holder of a debt instrument that is 
issued in consideration for the sale or 
exchange of personal use property 
(within the meaning of section 
1275(b)(3)) in the hands of the issuer 
and that evidences a below-market 
loan described in section 7872(c)(1). 

(ii) Transactions involving certain de-
mand loans. Section 1274 does not apply 
to any debt instrument that evidences 
a demand loan that is a below-market 
loan described in section 7872(c)(1). 

(iii) Certain transfers subject to section 
1041. Section 1274 does not apply to any 
debt instrument issued in consider-
ation for a transfer of property subject 
to section 1041 (relating to transfers of 
property between spouses or incident 
to divorce). 

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

Example 1. Single stated rate paid semiannu-
ally. A debt instrument issued in consider-
ation for the sale of nonpublicly traded prop-
erty in a transaction that is not a poten-
tially abusive situation calls for the pay-

ment of a principal amount of $1,000,000 at 
the end of a 10-year term and 20 semiannual 
interest payments of $60,000. Assume that 
the test rate of interest is 12 percent, com-
pounded semiannually. The debt instrument 
is not subject to section 1274 because it pro-
vides for interest equal to the test rate and 
all interest payable on the instrument is 
qualified stated interest. 

Example 2. Sale of farm for debt instrument 
with contingent interest. (i) Facts. On July 1, 
1995, A, an individual, sells to B land used as 
a farm within the meaning of section 
6420(c)(2). As partial consideration for the 
sale, B issues a debt instrument calling for a 
single $500,000 payment due in 10 years unless 
profits from the land in each of the 10 years 
preceding maturity of the debt instrument 
exceed a specified amount, in which case B is 
to make a payment of $1,200,000. The debt in-
strument does not provide for interest. 

(ii) Total payments may exceed $1,000,000. 
Even though the total payments ultimately 
payable under the contract may be less than 
$1,000,000, at the time of the sale or exchange 
it cannot be determined that the sales price 
cannot exceed $1,000,000. Thus, the sale of the 
land used as a farm is not an excepted trans-
action described in section 1274(c)(3)(A). 

Example 3. Sale between related parties sub-
ject to section 483(e). (i) Facts. On July 1, 1995, 
A, an individual, sells land (not used as a 
farm within the meaning of section 
6420(c)(2)) to A’s child B for $650,000. In con-
sideration for the sale, B issues a 10-year 
debt instrument to A that calls for a pay-
ment of $650,000. No other consideration is 
given. The debt instrument does not provide 
for interest. 

(ii) Treatment of debt instrument. For pur-
poses of section 483(e), the $650,000 debt in-
strument is treated as two separate debt in-
struments: a $500,000 debt instrument and a 
$150,000 debt instrument. The $500,000 debt in-
strument is subject to section 483(e), and ac-
cordingly is covered by the exception from 
section 1274 described in section 1274(c)(3)(F). 
Because the amount of the payments due as 
consideration for the sale exceeds $250,000, 
however, the $150,000 debt instrument is sub-
ject to section 1274. 

[T.D. 8517, 59 FR 4820, Feb. 2, 1994] 

§ 1.1274–2 Issue price of debt instru-
ments to which section 1274 ap-
plies. 

(a) In general. If section 1274 applies 
to a debt instrument, section 1274 and 
this section determine the issue price 
of the debt instrument. For rules relat-
ing to the determination of the amount 
and timing of OID to be included in in-
come, see section 1272 and the regula-
tions thereunder. 
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(b) Issue price—(1) Debt instruments 
that provide for adequate stated interest; 
stated principal amount. The issue price 
of a debt instrument that provides for 
adequate stated interest is the stated 
principal amount of the debt instru-
ment. For purposes of section 1274, the 
stated principal amount of a debt in-
strument is the aggregate amount of 
all payments due under the debt in-
strument, excluding any amount of 
stated interest. Under § 1.1273– 
2(g)(2)(ii), however, the stated principal 
amount of a debt instrument is reduced 
by any payment from the buyer- bor-
rower to the seller-lender that is des-
ignated as interest or points. See Exam-
ple 2 of § 1.1273–2(g)(5). 

(2) Debt instruments that do not provide 
for adequate stated interest; imputed prin-
cipal amount. The issue price of a debt 
instrument that does not provide for 
adequate stated interest is the imputed 
principal amount of the debt instru-
ment. 

(3) Debt instruments issued in a poten-
tially abusive situation; fair market value. 
Notwithstanding paragraphs (b)(1) and 
(b)(2) of this section, in the case of a 
debt instrument issued in a potentially 
abusive situation (as defined in § 1.1274– 
3), the issue price of the debt instru-
ment is the fair market value of the 
property received in exchange for the 
debt instrument, reduced by the fair 
market value of any consideration 
other than the debt instrument issued 
in consideration for the sale or ex-
change. 

(c) Determination of whether a debt in-
strument provides for adequate stated in-
terest—(1) In general. A debt instrument 
provides for adequate stated interest if 
its stated principal amount is less than 
or equal to its imputed principal 
amount. Imputed principal amount 
means the sum of the present values, 
as of the issue date, of all payments, 
including payments of stated interest, 
due under the debt instrument (deter-
mined by using a discount rate equal to 
the test rate of interest as determined 
under § 1.1274–4). If a debt instrument 
has a single fixed rate of interest that 
is paid or compounded at least annu-
ally, and that rate is equal to or great-
er than the test rate, the debt instru-
ment has adequate stated interest. 

(2) Determination of present value. The 
present value of a payment is deter-
mined by discounting the payment 
from the date it becomes due to the 
date of the sale or exchange at the test 
rate of interest. To determine present 
value, a compounding period must be 
selected, and the test rate must be 
based on the same compounding period. 

(d) Treatment of certain options. This 
paragraph (d) provides rules for deter-
mining the issue price of a debt instru-
ment to which section 1274 applies 
(other than a debt instrument issued in 
a potentially abusive situation) that is 
subject to one or more options de-
scribed in both paragraphs (c)(1) and 
(c)(5) of § 1.1272–1. Under this paragraph 
(d), an issuer will be deemed to exercise 
or not exercise an option or combina-
tion of options in a manner that mini-
mizes the instrument’s imputed prin-
cipal amount, and a holder will be 
deemed to exercise or not exercise an 
option or combination of options in a 
manner that maximizes the instru-
ment’s imputed principal amount. If 
both the issuer and the holder have op-
tions, the rules of this paragraph (d) 
are applied to the options in the order 
that they may be exercised. Thus, the 
deemed exercise of one option may 
eliminate other options that are later 
in time. See § 1.1272–1(c)(5) to determine 
the debt instrument’s yield and matu-
rity for purposes of determining the ac-
crual of OID with respect to the instru-
ment. 

(e) Mandatory sinking funds. In deter-
mining the issue price of a debt instru-
ment to which section 1274 applies 
(other than a debt instrument issued in 
a potentially abusive situation) and 
that is subject to a mandatory sinking 
fund provision described in § 1.1272– 
1(c)(3), the mandatory sinking fund 
provision is ignored. 

(f) Treatment of variable rate debt in-
struments—(1) Stated interest at a quali-
fied floating rate—(i) In general. For pur-
poses of paragraph (c) of this section, 
the imputed principal amount of a 
variable rate debt instrument (within 
the meaning of § 1.1275–5(a)) that pro-
vides for stated interest at a qualified 
floating rate (or rates) is determined 
by assuming that the instrument pro-
vides for a fixed rate of interest for 
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each accrual period to which a quali-
fied floating rate applies. For purposes 
of the preceding sentence, the assumed 
fixed rate in each accrual period is the 
greater of— 

(A) The value of the applicable quali-
fied floating rate as of the first date on 
which there is a binding written con-
tract that substantially sets forth the 
terms under which the sale or exchange 
is ultimately consummated; or 

(B) The value of the applicable quali-
fied floating rate as of the date on 
which the sale or exchange occurs. 

(ii) Interest rate restrictions. Notwith-
standing paragraph (f)(1)(i) of this sec-
tion, if, as a result of interest rate re-
strictions (such as an interest rate 
cap), the expected yield of the debt in-
strument taking the restrictions into 
account is significantly less than the 
expected yield of the debt instrument 
without regard to the restrictions, the 
interest payments on the debt instru-
ment (other than any fixed interest 
payments) are treated as contingent 
payments. Reasonably symmetric in-
terest rate caps and floors, or reason-
ably symmetric governors, that are 
fixed throughout the term of the debt 
instrument do not result in the debt in-
strument being subject to this rule. 

(2) Stated interest at a single objective 
rate. For purposes of paragraph (c) of 
this section, the imputed principal 
amount of a variable rate debt instru-
ment (within the meaning of § 1.1275– 
5(a)) that provides for stated interest 
at a single objective rate is determined 
by treating the interest payments as 
contingent payments. 

(g) Treatment of contingent payment 
debt instruments. Notwithstanding para-
graph (b) of this section, if a debt in-
strument subject to section 1274 pro-
vides for one or more contingent pay-
ments, the issue price of the debt in-
strument is the lesser of the instru-
ment’s noncontingent principal pay-
ments and the sum of the present val-
ues of the noncontingent payments (as 
determined under paragraph (c) of this 
section). However, if the debt instru-
ment is issued in a potentially abusive 
situation, the issue price of the debt in-
strument is the fair market value of 
the noncontingent payments. For addi-
tional rules relating to a debt instru-
ment that provides for one or more 

contingent payments, see § 1.1275–4. 
This paragraph (g) applies to debt in-
struments issued on or after August 13, 
1996. 

(h) Examples. The following examples 
illustrate the rules of this section. 
Each example assumes a 30-day month, 
360-day year. In addition, each example 
assumes that the debt instrument is 
not a qualified debt instrument (as de-
fined in section 1274A(b)) and is not 
issued in a potentially abusive situa-
tion. 

Example 1. Debt instrument without a fixed 
rate over its entire term. (i) Facts. On January 
1, 1995, A sells nonpublicly traded property 
to B for a stated purchase price of $3,500,000. 
In consideration for the sale, B makes a 
down payment of $500,000 and issues a 10-year 
debt instrument with a stated principal 
amount of $3,000,000, payable at maturity. 
The debt instrument calls for no interest in 
the first 2 years and interest at a rate of 15 
percent payable annually over the remaining 
8 years of the debt instrument. The first in-
terest payment of $450,000 is due on Decem-
ber 31, 1997, and the last interest payment is 
due on December 31, 2004, together with the 
$3,000,000 payment of principal. Assume that 
the test rate of interest applicable to the 
debt instrument is 10.5 percent, compounded 
annually. 

(ii) Applicability of section 1274. Because the 
debt instrument does not provide for any in-
terest during the first 2 years, none of the in-
terest on the debt instrument is qualified 
stated interest. Therefore, the issue price of 
the debt instrument is determined under sec-
tion 1274. See § 1.1274–1(b)(1). If the debt in-
strument has adequate stated interest, the 
issue price of the instrument is its stated 
principal amount. Otherwise, the issue price 
of the debt instrument is its imputed prin-
cipal amount. The debt instrument has ade-
quate stated interest only if the stated prin-
cipal amount is less than or equal to the im-
puted principal amount. 

(iii) Determination of imputed principal 
amount. To compute the imputed principal 
amount of the debt instrument, all payments 
due under the debt instrument are dis-
counted back to the issue date at 10.5 per-
cent, compounded annually, as follows: 

(A) The present value of the $3,000,000 prin-
cipal payment payable on December 31, 2004, 
is $1,105,346.59, determined as follows: 

$1, , .
$3, ,

( . / )
105 346 59

000 000

1 105 1
10

=
+

(B) The present value of the eight interest 
payments of $450,000 as of January 1, 1997, is 
$2,357,634.55, determined as follows: 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00571 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094 er
02

fe
94

.0
00

<
/G

P
H

>

W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



562 

26 CFR Ch. I (4–1–11 Edition) § 1.1274–2 

$2, , . $450,
( . / )

(. / )
357 634 55 000

1 1 105 1

105 1

8

= ×
− + −

(C) The present value of this interim 
amount as of January 1, 1995, is $1,930,865.09, 
determined as follows: 

$1, , .
$2, , .

( . / )
930 865 09

357 634 55

1 105 1
2

=
+

(iv) Determination of issue price. The debt 
instrument’s imputed principal amount (that 
is, the present value of all payments due 
under the debt instrument) is $3,036,211.68 
($1,105,346.59+$1,930,865.09). Because the stat-
ed principal amount ($3,000,000) is less than 
the imputed principal amount, the debt in-
strument provides for adequate stated inter-
est. Therefore, the issue price of the debt in-
strument is its stated principal amount 
($3,000,000). 

Example 2. Debt instrument subject to issuer 
call option. (i) Facts. On January 1, 1995, in 
partial consideration for the sale of nonpub-
licly traded property, H corporation issues to 
G a 10-year debt instrument, maturing on 
January 1, 2005, with a stated principal 
amount of $10,000,000, payable on that date. 
The debt instrument provides for annual 
payments of interest of 8 percent for the first 
5 years and 14 percent for the final 5 years, 
payable on January 1 of each year, beginning 
on January 1, 1996. In addition the debt in-
strument provides H with the unconditional 
option to call (prepay) the debt instrument 
at the end of 5 years for its stated principal 
amount of $10,000,000. Assume that the Fed-
eral mid-term and long-term rates applicable 
to the sale based on annual compounding are 
9 percent and 10 percent, respectively. 

(ii) Option presumed exercised. Assuming ex-
ercise of the call option, the imputed prin-
cipal amount as determined under paragraph 
(d) of this section is $9,611,034.87 (the present 
value of all of the payments due within a 5- 
year term discounted at a test rate of 9 per-
cent, compounded annually). Assuming non-
exercise of the call option, the imputed prin-
cipal amount is $10,183,354.78 (the present 
value of all of the payments due within a 10- 
year term discounted at a test rate of 10 per-
cent, compounded annually). For purposes of 
determining the imputed principal amount, 
the option is presumed exercised because the 
imputed principal amount, assuming exer-
cise of the option, is less than the imputed 
principal amount, assuming the option is not 
exercised. Because the option is presumed 
exercised, the debt instrument fails to pro-
vide for adequate stated interest because the 
imputed principal amount ($9,611,034.87) is 
less than the stated principal amount 
($10,000,000). Thus, the issue price of the debt 
instrument is $9,611,034.87. 

Example 3. Variable rate debt instrument with 
a single rate over its entire term. (i) Facts. On 
January 1, 1995, A sells B nonpublicly traded 
property. In partial consideration for the 
sale, B issues a debt instrument in the prin-
cipal amount of $1,000,000, payable in 5 years. 
The debt instrument calls for interest pay-
able monthly at a rate of 1 percentage point 
above the average prime lending rate of a 
major bank for the month preceding the 
month of the interest payment. Assume that 
the test rate of interest applicable to the 
debt instrument is 10.5 percent, compounded 
monthly. Assume also that 1 percentage 
point above the prime lending rate of the 
designated bank on the date of the sale is 
12.5 percent, compounded monthly, which is 
greater than 1 percentage point above the 
prime lending rate of the designated bank on 
the first date on which there is a binding 
written contract that substantially sets 
forth the terms under which the sale is con-
summated. 

(ii) Debt instrument has adequate stated in-
terest. The debt instrument is a variable rate 
debt instrument (within the meaning of 
§ 1.1275–5) that provides for stated interest at 
a qualified floating rate. Under paragraph 
(f)(1)(i) of this section, the debt instrument 
is treated as if it provided for a fixed rate of 
interest equal to 12.5 percent, compounded 
monthly. Because the test rate of interest is 
10.5 percent, compounded monthly, the debt 
instrument provides for adequate stated in-
terest. 

Example 4. Debt instrument with a capped 
variable rate. On July 1, 1995, A sells nonpub-
licly traded property to B in return for a 
debt instrument with a stated principal 
amount of $10,000,000, payable on July 1, 2005. 
Interest is payable on July 1 of each year, 
beginning on July 1, 1996, at the Federal 
short-term rate for June of the same year. 
The debt instrument provides, however, that 
the interest rate cannot rise above 8.5 per-
cent, compounded annually. Assume that, as 
of the date the test rate of interest for the 
debt instrument is determined, the Federal 
short-term rate is 8 percent, compounded an-
nually. Assume further that, as a result of 
the interest rate cap of 8.5 percent, com-
pounded annually, the expected yield of the 
debt instrument is significantly less than 
the expected yield of the debt instrument if 
it did not include the interest rate cap. 
Under paragraph (f)(1)(ii) of this section, the 
variable payments are treated as contingent 
payments for purposes of this section. 

(i) [Reserved] 
(j) Special rules for tax-exempt obliga-

tions—(1) Certain variable rate debt in-
struments. Notwithstanding paragraph 
(b) of this section, if a tax-exempt obli-
gation (as defined in section 1275(a)(3)) 
is a variable rate debt instrument 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00572 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094 er
02

fe
94

.0
01

<
/G

P
H

>
er

02
fe

94
.0

02
<

/G
P

H
>

W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



563 

Internal Revenue Service, Treasury § 1.1274–4 

(within the meaning of § 1.1275–5) that 
pays interest at an objective rate and 
is subject to section 1274, the issue 
price of the obligation is the greater of 
the obligation’s fair market value and 
its stated principal amount. 

(2) Contingent payment debt instru-
ments. Notwithstanding paragraphs (b) 
and (g) of this section, if a tax-exempt 
obligation (as defined in section 
1275(a)(3)) is subject to section 1274 and 
§ 1.1275–4, the issue price of the obliga-
tion is the fair market value of the ob-
ligation. However, in the case of a tax- 
exempt obligation that is subject to 
§ 1.1275–4(d)(2) (an obligation that pro-
vides for interest-based or revenue- 
based payments), the issue price of the 
obligation is the greater of the obliga-
tion’s fair market value and its stated 
principal amount. 

(3) Effective date. This paragraph (j) 
applies to debt instruments issued on 
or after August 13, 1996. 

[T.D. 8517, 59 FR 4821, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30141, June 14, 1996] 

§ 1.1274–3 Potentially abusive situa-
tions defined. 

(a) In general. For purposes of section 
1274, a potentially abusive situation 
means-— 

(1) A tax shelter (as defined in sec-
tion 6662(d)(2)(C)(ii)); or 

(2) Any other situation involving— 
(i) A recent sales transaction; 
(ii) Nonrecourse financing; 
(iii) Financing with a term in excess 

of the useful life of the property; or 
(iv) A debt instrument with clearly 

excessive interest. 
(b) Operating rules—(1) Debt instru-

ment exchanged for nonrecourse financ-
ing. Nonrecourse financing does not in-
clude an exchange of a nonrecourse 
debt instrument for an outstanding re-
course or nonrecourse debt instrument. 

(2) Nonrecourse debt with substantial 
down payment. Nonrecourse financing 
does not include a sale or exchange of 
a real property interest financed by a 
nonrecourse debt instrument if, in ad-
dition to the nonrecourse debt instru-
ment, the purchaser makes a down 
payment in money that equals or ex-
ceeds 20 percent of the total stated pur-
chase price of the real property inter-
est. For purposes of the preceding sen-
tence, a real property interest means 

any interest, other than an interest 
solely as a creditor, in real property. 

(3) Clearly excessive interest. Interest 
on a debt instrument is clearly exces-
sive if the interest, in light of the 
terms of the debt instrument and the 
creditworthiness of the borrower, is 
clearly greater than the arm’s length 
amount of interest that would have 
been charged in a cash lending trans-
action between the same two parties. 

(c) Other situations to be specified by 
Commissioner. The Commissioner may 
designate in the Internal Revenue Bul-
letin situations that, although de-
scribed in paragraph (a)(2) of this sec-
tion, will not be treated as potentially 
abusive because they do not have the 
effect of significantly misstating basis 
or amount realized (see § 601.601(d)(2)(ii) 
of this chapter). 

(d) Consistency rule. The issuer’s de-
termination that the debt instrument 
is or is not issued in a potentially abu-
sive situation is binding on all holders 
of the debt instrument. However, the 
issuer’s determination is not binding 
on a holder who explicitly discloses a 
position that is inconsistent with the 
issuer’s determination. Unless other-
wise prescribed by the Commissioner, 
the disclosure must be made on a state-
ment attached to the holder’s timely 
filed Federal income tax return for the 
taxable year that includes the acquisi-
tion date of the debt instrument. See 
§ 1.1275–2(e) for rules relating to the 
issuer’s obligation to disclose certain 
information to holders. 

[T.D. 8517, 59 FR 4822, Feb. 2, 1994] 

§ 1.1274–4 Test rate. 
(a) Determination of test rate of inter-

est—(1) In general—(i) Test rate is the 3- 
month rate. Except as provided in para-
graph (a)(2) of this section, the test 
rate of interest for a debt instrument 
issued in consideration for the sale or 
exchange of property is the 3-month 
rate. 

(ii) The 3-month rate. Except as pro-
vided in paragraph (a)(1)(iii) of this sec-
tion, the 3-month rate is the lower of— 

(A) The lowest applicable Federal 
rate (based on the appropriate 
compounding period) in effect during 
the 3-month period ending with the 
first month in which there is a binding 
written contract that substantially 
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sets forth the terms under which the 
sale or exchange is ultimately con-
summated; or 

(B) The lowest applicable Federal 
rate (based on the appropriate 
compounding period) in effect during 
the 3-month period ending with the 
month in which the sale or exchange 
occurs. 

(iii) Special rule if there is no binding 
written contract. If there is no binding 
written contract that substantially 
sets forth the terms under which the 
sale or exchange is ultimately con-
summated, the 3-month rate is the low-
est applicable Federal rate (based on 
the appropriate compounding period) 
in effect during the 3-month period 
ending with the month in which the 
sale or exchange occurs. 

(2) Test rate for certain debt instru-
ments—(i) Sale-leaseback transactions. 
Under section 1274(e) (relating to cer-
tain sale-leaseback transactions), the 
test rate is 110 percent of the 3-month 
rate determined under paragraph (a)(1) 
of this section. For purposes of section 
1274(e)(3), related party means a person 
related to the transferor within the 
meaning of section 267(b) or 707(b)(1). 

(ii) Qualified debt instrument. Under 
section 1274A(a), the test rate for a 
qualified debt instrument is no greater 
than 9 percent, compounded semiannu-
ally, or an equivalent rate based on an 
appropriate compounding period. 

(iii) Alternative test rate for short-term 
obligations—(A) Requirements. This 
paragraph (a)(2)(iii)(A) provides an al-
ternative test rate under section 
1274(d)(1)(D) for a debt instrument with 
a maturity of 1 year or less. This alter-
native test rate applies, however, only 
if the debt instrument provides for ade-
quate stated interest using the alter-
native test rate, the issuer provides on 
the face of the debt instrument that 
the instrument qualifies as having ade-
quate stated interest under section 
1274(d)(1)(D), and the issuer and holder 
treat or agree to treat the instrument 
as having adequate stated interest. 

(B) Alternative test rate. For purposes 
of paragraph (a)(2)(iii)(A), the alter-
native test rate is the market yield on 
U.S. Treasury bills with the same ma-
turity date as the debt instrument. If 
the same maturity date is not avail-
able, the market yield on U.S. Treas-

ury bills that mature in the same week 
or month as the debt instrument is 
used. The alternative test rate is deter-
mined as of the date on which there is 
a binding written contract that sub-
stantially sets forth the terms under 
which the sale or exchange is ulti-
mately consummated or as of the date 
of the sale or exchange, whichever date 
results in a lower rate. If there is no 
binding written contract, however, the 
alternative test rate is determined as 
of the date of the sale or exchange. 

(b) Applicable Federal rate. Except as 
otherwise provided in this section, the 
applicable Federal rate for a debt in-
strument is based on the term of the 
instrument (i.e., short-term, mid-term, 
or long-term). See section 1274(d)(1). 
The Internal Revenue Service publishes 
the applicable Federal rates for each 
month in the Internal Revenue Bul-
letin (see § 601.601(d)(2)(ii) of this chap-
ter). The applicable Federal rates are 
based on the yield to maturity of out-
standing marketable obligations of the 
United States of similar maturities 
during the one month period ending on 
the 14th day of the month preceding 
the month for which the rates are ap-
plicable. 

(c) Special rules to determine the term 
of a debt instrument for purposes of deter-
mining the applicable Federal rate—(1) 
Installment obligation. If a debt instru-
ment is an installment obligation (as 
defined in § 1.1273–1(e)(1)), the term of 
the instrument is the instrument’s 
weighted average maturity (as defined 
in § 1.1273–1(e)(3)). 

(2) Certain variable rate debt instru-
ments—(i) In general. Except as other-
wise provided in paragraph (c)(2)(ii) of 
this section, if a variable rate debt in-
strument (as defined in § 1.1275–5(a)) 
provides for stated interest at a quali-
fied floating rate (or rates), the term of 
the instrument is determined by ref-
erence to the longest interval between 
interest adjustment dates, or, if the 
variable rate debt instrument provides 
for a fixed rate, the interval between 
the issue date and the last day on 
which the fixed rate applies, if this in-
terval is longer. 

(ii) Restrictions on adjustments. If, due 
to significant restrictions on vari-
ations in a qualified floating rate or 
the use of certain formulae pursuant to 
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§ 1.1275–5(b)(2) (e.g., 15 percent of 1-year 
LIBOR, plus 800 basis points), the rate 
in substance resembles a fixed rate, the 
applicable Federal rate is determined 
by reference to the term of the debt in-
strument. 

(3) Counting of either the issue date or 
the maturity date. The term of a debt in-
strument includes either the issue date 
or the maturity date, but not both 
dates. 

(4) Certain debt instruments that pro-
vide for principal payments uncertain as 
to time. If a debt instrument provides 
for principal payments that are fixed in 
total amount but uncertain as to time, 
the term of the instrument is deter-
mined by reference to the latest pos-
sible date on which a principal pay-
ment can be made or, in the case of an 
installment obligation, by reference to 
the longest weighted average maturity 
under any possible payment schedule. 

(d) Foreign currency loans. If all of the 
payments of a debt instrument are de-
nominated in, or determined by ref-
erence to, a currency other than the 
U.S. dollar, the applicable Federal rate 
for the debt instrument is a foreign 
currency rate of interest that is analo-
gous to the applicable Federal rate de-
scribed in this section. For this pur-
pose, an analogous rate of interest is a 
rate based on yields (with the appro-
priate compounding period) of the 
highest grade of outstanding market-
able obligations denominated in such 
currency (excluding any obligations 
that benefit from special tax exemp-
tions or preferential tax rates not 
available to debt instruments gen-
erally) with due consideration given to 
the maturities of the obligations. 

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

Example 1. Variable rate debt instrument that 
limits the amount of increase and decrease in 
the rate. (i) Facts. On July 1, 1996, A sells non-
publicly traded property to B in return for a 
5-year debt instrument that provides for in-
terest to be paid on July 1 of each year, be-
ginning on July 1, 1997, based on the prime 
rate of a local bank on that date. However, 
the interest rate cannot increase or decrease 
from one year to the next by more than .25 
percentage points (25 basis points). 

(ii) Significant restriction. The debt instru-
ment is a variable rate debt instrument (as 
defined in § 1.1275–5) that provides for stated 
interest at a qualified floating rate. Assume 

that based on all the facts and cir-
cumstances, the restriction is a significant 
restriction on the variations in the rate of 
interest. Under paragraph (c)(2)(ii) of this 
section, the applicable Federal rate is deter-
mined by reference to the term of the debt 
instrument, and the applicable Federal rate 
is the Federal mid-term rate. 

Example 2. Installment obligation. (i) Facts. 
On January 1, 1996, A sells nonpublicly trad-
ed property to B in exchange for a debt in-
strument that calls for a payment of $500,000 
on January 1, 2001, and a payment of 
$1,000,000 on January 1, 2006. The debt instru-
ment does not provide for any stated inter-
est. 

(ii) Determination of term. The debt instru-
ment is an installment obligation. Under 
paragraph (c)(1) of this section, the term of 
the debt instrument is its weighted average 
maturity (as defined in § 1.1273–1(e)(3)). The 
debt instrument’s weighted average matu-
rity is 8.33 years, which is the sum of (A) the 
ratio of the first payment to total payments 
(500,000/1,500,000), multiplied by the number 
of complete years from the issue date until 
the payment is due (5 years), and (B) the 
ratio of the second payment to total pay-
ments (1,000,000/1,500,000), multiplied by the 
number of complete years from the issue 
date until the second payment is due (10 
years). 

(iii) Applicable Federal rate. Based on the 
calculation in paragraph (ii) of this example, 
the term of the debt instrument is treated as 
8.33 years. Consequently, the applicable Fed-
eral rate is the Federal mid-term rate. 

[T.D. 8517, 59 FR 4823, Feb. 2, 1994] 

§ 1.1274–5 Assumptions. 
(a) In general. Section 1274 does not 

apply to a debt instrument if the debt 
instrument is assumed, or property is 
taken subject to the debt instrument, 
in connection with a sale or exchange 
of property, unless the terms of the 
debt instrument, as part of the sale or 
exchange, are modified in a manner 
that would constitute an exchange 
under section 1001. 

(b) Modifications of debt instruments— 
(1) In general. Except as provided in 
paragraph (b)(2) of this section, if a 
debt instrument is assumed, or prop-
erty is taken subject to a debt instru-
ment, in connection with a sale or ex-
change of property, the terms of the 
debt instrument are modified as part of 
the sale or exchange, and the modifica-
tion triggers an exchange under section 
1001, the modification is treated as a 
separate transaction taking place im-
mediately before the sale or exchange 
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and is attributed to the seller of the 
property. For purposes of this para-
graph (b), a debt instrument is not con-
sidered to be modified as part of the 
sale or exchange unless the seller knew 
or had reason to know about the modi-
fication. 

(2) Election to treat buyer as modifying 
the debt instrument—(i) In general. Rath-
er than having the rules in paragraph 
(b)(1) of this section apply, the seller 
and buyer may jointly elect to treat 
the transaction as one in which the 
buyer first assumed the original (un-
modified) debt instrument and then 
subsequently modified the debt instru-
ment. For this purpose, the modifica-
tion is treated as a separate trans-
action taking place immediately after 
the sale or exchange. 

(ii) Time and manner of making the 
election. The buyer and seller make the 
election under paragraph (b)(2)(i) of 
this section by jointly signing a state-
ment that includes the names, address-
es, and taxpayer identification num-
bers of the seller and buyer, and a clear 
indication that the election is being 
made under paragraph (b)(2)(i) of this 
section. Both the buyer and the seller 
must sign this statement not later 
than the earlier of the last day (includ-
ing extensions) for filing the Federal 
income tax return of the buyer or sell-
er for the taxable year in which the 
sale or exchange of the property oc-
curs. The buyer and seller should at-
tach this signed statement (or a copy 
thereof) to their timely filed Federal 
income tax returns. 

(c) Wraparound indebtedness. For pur-
poses of paragraph (a) of this section, 
the issuance of wraparound indebted-
ness is not considered an assumption. 

(d) Consideration attributable to as-
sumed debt. If, as part of the consider-
ation for the sale or exchange of prop-
erty, the buyer assumes, or takes the 
property subject to, an indebtedness 
that was issued with OID (including a 
debt instrument issued in a prior sale 
or exchange to which section 1274 ap-
plied), the portion of the buyer’s basis 
in the property and the seller’s amount 
realized attributable to the debt in-
strument equals the adjusted issue 
price of the debt instrument as of the 
date of the sale or exchange. 

[T.D. 8517, 59 FR 4824, Feb. 2, 1994] 

§ 1.1274A–1 Special rules for certain 
transactions where stated principal 
amount does not exceed $2,800,000. 

(a) In general. Section 1274A allows 
the use of a lower test rate for purposes 
of sections 483 and 1274 in the case of a 
qualified debt instrument (as defined in 
section 1274A(b)) and, if elected by the 
borrower and the lender, the use of the 
cash receipts and disbursements meth-
od of accounting for interest on a cash 
method debt instrument (as defined in 
section 1274A(c)(2)). This section pro-
vides special rules for qualified debt in-
struments and cash method debt in-
struments. 

(b) Rules for both qualified and cash 
method debt instruments—(1) Sale-lease-
back transactions. A debt instrument 
issued in a sale-leaseback transaction 
(within the meaning of section 1274(e)) 
cannot be either a qualified debt in-
strument or a cash method debt instru-
ment. 

(2) Debt instruments calling for contin-
gent payments. A debt instrument that 
provides for contingent payments can-
not be a qualified debt instrument un-
less it can be determined at the time of 
the sale or exchange that the max-
imum stated principal amount due 
under the debt instrument cannot ex-
ceed the amount specified in section 
1274A(b). Similarly, a debt instrument 
that provides for contingent payments 
cannot be a cash method debt instru-
ment unless it can be determined at 
the time of the sale or exchange that 
the maximum stated principal amount 
due under the debt instrument cannot 
exceed the amount specified in section 
1274A(c)(2)(A). 

(3) Aggregation of transactions—(i) 
General rule. The aggregation rules of 
section 1274A(d)(1) are applied using a 
facts and circumstances test. 

(ii) Examples. The following examples 
illustrate the application of section 
1274A(d)(1) and paragraph (b)(3)(i) of 
this section. 

Example 1. Aggregation of two sales to a sin-
gle person. In two transactions evidenced by 
separate sales agreements, A sells undivided 
half interests in Blackacre to B. The sales 
are pursuant to a plan for the sale of a 100 
percent interest in Blackacre to B. These 
sales or exchanges are part of a series of re-
lated transactions and, thus, are treated as a 
single sale for purposes of section 1274A. 
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Example 2. Aggregation of two purchases by 
unrelated individuals. Pursuant to a plan, un-
related individuals X and Y purchase undi-
vided half interests in Blackacre from A and 
subsequently contribute these interests to a 
partnership in exchange for equal interests 
in the partnership. These purchases are 
treated as part of the same transaction and, 
thus, are treated as a single sale for purposes 
of section 1274A. 

Example 3. Aggregation of sales made pursu-
ant to a tender offer. Fifteen unrelated indi-
viduals own all of the stock of X Corpora-
tion. Y Corporation makes a tender offer to 
these 15 shareholders. The terms offered to 
each shareholder are identical. Shareholders 
holding a majority of the shares of X Cor-
poration elect to tender their shares pursu-
ant to Y Corporation’s offer. These sales are 
part of the same transaction and, thus, are 
treated as a single sale for purposes of sec-
tion 1274A. 

Example 4. No aggregation for separate sales 
of similar property to unrelated persons. Pursu-
ant to a newspaper advertisement, X Cor-
poration offers for sale similar condomin-
iums in a single building. The prices of the 
units vary due to a variety of factors, but 
the financing terms offered by X Corporation 
to all buyers are identical. The units are pur-
chased by unrelated buyers who decided 
whether to purchase units in the building at 
the price and on the terms offered by X Cor-
poration, without regard to the actions of 
other buyers. Because each buyer acts indi-
vidually, the sales are not part of the same 
transaction or a series of related trans-
actions and, thus, are treated as separate 
sales. 

(4) Inflation adjustment of dollar 
amounts. Under section 1274A(d)(2), the 
dollar amounts specified in sections 
1274A(b) and 1274A(c)(2)(A) are adjusted 
for inflation. The dollar amounts, ad-
justed for inflation, are published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii) of this chapter). 

(c) Rules for cash method debt instru-
ments—(1) Time and manner of making 
cash method election. The borrower and 
lender make the election described in 
section 1274A(c)(2)(D) by jointly signing 
a statement that includes the names, 
addresses, and taxpayer identification 
numbers of the borrower and lender, a 
clear indication that an election is 
being made under section 1274A(c)(2), 
and a declaration that the debt instru-
ment with respect to which the elec-
tion is being made fulfills the require-
ments of a cash method debt instru-
ment. Both the borrower and the lend-
er must sign this statement not later 

than the earlier of the last day (includ-
ing extensions) for filing the Federal 
income tax return of the borrower or 
lender for the taxable year in which 
the debt instrument is issued. The bor-
rower and lender should attach this 
signed statement (or a copy thereof) to 
their timely filed Federal income tax 
returns. 

(2) Successors of electing parties. Ex-
cept as otherwise provided in this para-
graph (c)(2), the cash method election 
under section 1274A(c) applies to any 
successor of the electing lender or bor-
rower. Thus, for any period after the 
transfer of a cash method debt instru-
ment, the successor takes into account 
the interest (including unstated inter-
est) on the instrument under the cash 
receipts and disbursements method of 
accounting. Nevertheless, if the lender 
(or any successor thereof) transfers the 
cash method debt instrument to a tax-
payer who uses an accrual method of 
accounting, section 1272 rather than 
section 1274A(c) applies to the suc-
cessor of the lender with respect to the 
debt instrument for any period after 
the date of the transfer. The borrower 
(or any successor thereof), however, re-
mains on the cash receipts and dis-
bursements method of accounting with 
respect to the cash method debt instru-
ment. 

(3) Modified debt instrument. In the 
case of a debt instrument issued in a 
debt-for-debt exchange that qualifies 
as an exchange under section 1001, the 
debt instrument is eligible for the elec-
tion to be a cash method debt instru-
ment if the other prerequisites to mak-
ing the election in section 1274A(c) are 
met. However, if a principal purpose of 
the modification is to defer interest in-
come or deductions through the use of 
the election, then the debt instrument 
is not eligible for the election. 

(4) Debt incurred or continued to pur-
chase or carry a cash method debt instru-
ment. If a debt instrument is incurred 
or continued to purchase or carry a 
cash method debt instrument, rules 
similar to those under section 1277 
apply to determine the timing of the 
interest deductions for the debt instru-
ment. For purposes of the preceding 
sentence, rules similar to those under 
section 265(a)(2) apply to determine 
whether a debt instrument is incurred 
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or continued to purchase or carry a 
cash method debt instrument. 

[T.D. 8517, 59 FR 4824, Feb. 2, 1994] 

§ 1.1275–1 Definitions. 
(a) Applicability. The definitions con-

tained in this section apply for pur-
poses of sections 163(e) and 1271 
through 1275 and the regulations there-
under. 

(b) Adjusted issue price—(1) In general. 
The adjusted issue price of a debt in-
strument at the beginning of the first 
accrual period is the issue price. There-
after, the adjusted issue price of the 
debt instrument is the issue price of 
the debt instrument— 

(i) Increased by the amount of OID 
previously includible in the gross in-
come of any holder (determined with-
out regard to section 1272(a)(7) and sec-
tion 1272(c)(1)); and 

(ii) Decreased by the amount of any 
payment previously made on the debt 
instrument other than a payment of 
qualified stated interest. See § 1.1275– 
2(f) for rules regarding adjustments to 
adjusted issue price on a pro rata pre-
payment. 

(2) Bond issuance premium. If a debt 
instrument is issued with bond 
issuance premium (as defined in § 1.163– 
13(c)), for purposes of determining the 
issuer’s adjusted issue price, the ad-
justed issue price determined under 
paragraph (b)(1) of this section is also 
decreased by the amount of bond 
issuance premium previously allocable 
under § 1.163–13(d)(3). 

(3) Adjusted issue price for subsequent 
holders. For purposes of calculating 
OID accruals, acquisition premium, or 
market discount, a holder (other than 
a purchaser at original issuance) deter-
mines adjusted issue price in any man-
ner consistent with the regulations 
under sections 1271 through 1275. 

(c) OID. OID means original issue dis-
count (as defined in section 1273(a) and 
§ 1.1273–1). 

(d) Debt instrument. Except as pro-
vided in section 1275(a)(1)(B) (relating 
to certain annuity contracts; see para-
graph (j) of this section), debt instru-
ment means any instrument or con-
tractual arrangement that constitutes 
indebtedness under general principles 
of Federal income tax law (including, 
for example, a certificate of deposit or 

a loan). Nothing in the regulations 
under sections 163(e), 483, and 1271 
through 1275, however, shall influence 
whether an instrument constitutes in-
debtedness for Federal income tax pur-
poses. 

(e) Tax-exempt obligations. For pur-
poses of section 1275(a)(3)(B), exempt 
from tax means exempt from Federal 
income tax. 

(f) Issue. (1) Debt instruments issued on 
or after March 13, 2001. 

(2) Debt instruments issued before 
March 13, 2001. 

(3) Transition rule. 
(4) Cross-references for reopening and 

aggregation rules. 
(g) Debt instruments issued by a nat-

ural person. If an entity is a primary 
obligor under a debt instrument, the 
debt instrument is considered to be 
issued by the entity and not by a nat-
ural person even if a natural person is 
a co-maker and is jointly liable for the 
debt instrument’s repayment. A debt 
instrument issued by a partnership is 
considered to be issued by the partner-
ship as an entity even if the partner-
ship is composed entirely of natural 
persons. 

(h) Publicly offered debt instrument. A 
debt instrument is publicly offered if it 
is part of an issue of debt instruments 
the initial offering of which— 

(1) Is registered with the Securities 
and Exchange Commission; or 

(2) Would be required to be registered 
under the Securities Act of 1933 (15 
U.S.C. 77a et seq.) but for an exemption 
from registration— 

(i) Under section 3 of the Securities 
Act of 1933 (relating to exempted secu-
rities); 

(ii) Under any law (other than the Se-
curities Act of 1933) because of the 
identity of the issuer or the nature of 
the security; or 

(iii) Because the issue is intended for 
distribution to persons who are not 
United States persons. 

(i) [Reserved] 
(j) Life annuity exception under section 

1275(a)(1)(B)(i)—(1) Purpose. Section 
1275(a)(1)(B)(i) excepts an annuity con-
tract from the definition of debt instru-
ment if section 72 applies to the con-
tract and the contract depends (in 
whole or in substantial part) on the life 
expectancy of one or more individuals. 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00578 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



569 

Internal Revenue Service, Treasury § 1.1275–1 

This paragraph (j) provides rules to en-
sure that an annuity contract qualifies 
for the exception in section 
1275(a)(1)(B)(i) only in cases where the 
life contingency under the contract is 
real and significant. 

(2) General rule—(i) Rule. For purposes 
of section 1275(a)(1)(B)(i), an annuity 
contract depends (in whole or in sub-
stantial part) on the life expectancy of 
one or more individuals only if— 

(A) The contract provides for periodic 
distributions made not less frequently 
than annually for the life (or joint 
lives) of an individual (or a reasonable 
number of individuals); and 

(B) The contract does not contain 
any terms or provisions that can sig-
nificantly reduce the probability that 
total distributions under the contract 
will increase commensurately with the 
longevity of the annuitant (or annu-
itants). 

(ii) Terminology. For purposes of this 
paragraph (j): 

(A) Contract. The term contract in-
cludes all written or unwritten under-
standings among the parties as well as 
any person or persons acting in concert 
with one or more of the parties. 

(B) Annuitant. The term annuitant re-
fers to the individual (or reasonable 
number of individuals) referred to in 
paragraph (j)(2)(i)(A) of this section. 

(C) Terminating death. The phrase ter-
minating death refers to the annuitant 
death that can terminate periodic dis-
tributions under the contract. (See 
paragraph (j)(2)(i)(A) of this section.) 
For example, if a contract provides for 
periodic distributions until the later of 
the death of the last-surviving annu-
itant or the end of a term certain, the 
terminating death is the death of the 
last-surviving annuitant. 

(iii) Coordination with specific rules. 
Paragraphs (j) (3) through (7) of this 
section describe certain terms and con-
ditions that can significantly reduce 
the probability that total distributions 
under the contract will increase com-
mensurately with the longevity of the 
annuitant (or annuitants). If a term or 
provision is not specifically described 
in paragraphs (j) (3) through (7) of this 
section, the annuity contract must be 
tested under the general rule of para-
graph (j)(2)(i) of this section to deter-
mine whether it depends (in whole or in 

substantial part) on the life expectancy 
of one or more individuals. 

(3) Availability of a cash surrender op-
tion—(i) Impact on life contingency. The 
availability of a cash surrender option 
can significantly reduce the prob-
ability that total distributions under 
the contract will increase commen-
surately with the longevity of the an-
nuitant (or annuitants). Thus, the 
availability of any cash surrender op-
tion causes the contract to fail to be 
described in section 1275(a)(1)(B)(i). A 
cash surrender option is available if 
there is reason to believe that the 
issuer (or a person acting in concert 
with the issuer) will be willing to ter-
minate or purchase all or a part of the 
annuity contract by making one or 
more payments of cash or property 
(other than an annuity contract de-
scribed in this paragraph (j)). 

(ii) Examples. The following examples 
illustrate the rules of this paragraph 
(j)(3): 

Example 1. (i) Facts. On March 1, 1998, X 
issues a contract to A for cash. The contract 
provides that, effective on any date chosen 
by A (the annuity starting date), X will 
begin equal monthly distributions for A’s 
life. The amount of each monthly distribu-
tion will be no less than an amount based on 
the contract’s account value as of the annu-
ity starting date, A’s age on that date, and 
permanent purchase rate guarantees con-
tained in the contract. The contract also 
provides that, at any time before the annu-
ity starting date, A may surrender the con-
tract to X for the account value less a sur-
render charge equal to a declining percent-
age of the account value. For this purpose, 
the initial account value is equal to the cash 
invested. Thereafter, the account value in-
creases annually by at least a minimum 
guaranteed rate. 

(ii) Analysis. The ability to obtain the ac-
count value less the surrender charge, if any, 
is a cash surrender option. This ability can 
significantly reduce the probability that 
total distributions under the contract will 
increase commensurately with A’s longevity. 
Thus, the contract fails to be described in 
section 1275(a)(1)(B)(i). 

Example 2. (i) Facts. On March 1, 1998, X 
issues a contract to B for cash. The contract 
provides that beginning on March 1, 1999, X 
will distribute to B a fixed amount of cash 
each month for B’s life. Based on X’s adver-
tisements, marketing literature, or illustra-
tions or on oral representations by X’s sales 
personnel, there is reason to believe that an 
affiliate of X stands ready to purchase B’s 
contract for its commuted value. 
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(ii) Analysis. Because there is reason to be-
lieve that an affiliate of X stands ready to 
purchase B’s contract for its commuted 
value, a cash surrender option is available 
within the meaning of paragraph (j)(3)(i) of 
this section. This availability can signifi-
cantly reduce the probability that total dis-
tributions under the contract will increase 
commensurately with B’s longevity. Thus, 
the contract fails to be described in section 
1275(a)(1)(B)(i). 

(4) Availability of a loan secured by the 
contract—(i) Impact on life contingency. 
The availability of a loan secured by 
the contract can significantly reduce 
the probability that total distributions 
under the contract will increase com-
mensurately with the longevity of the 
annuitant (or annuitants). Thus, the 
availability of any such loan causes the 
contract to fail to be described in sec-
tion 1275(a)(1)(B)(i). A loan secured by 
the contract is available if there is rea-
son to believe that the issuer (or a per-
son acting in concert with the issuer) 
will be willing to make a loan that is 
directly or indirectly secured by the 
annuity contract. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(j)(4): 

Example: (i) Facts. On March 1, 1998, X 
issues a contract to C for $100,000. The con-
tract provides that, effective on any date 
chosen by C (the annuity starting date), X 
will begin equal monthly distributions for 
C’s life. The amount of each monthly dis-
tribution will be no less than an amount 
based on the contract’s account value as of 
the annuity starting date, C’s age on that 
date, and permanent purchase rate guaran-
tees contained in the contract. From mar-
keting literature circulated by Y, there is 
reason to believe that, at any time before 
the annuity starting date, C may pledge the 
contract to borrow up to $75,000 from Y. Y is 
acting in concert with X. 

(ii) Analysis. Because there is reason to be-
lieve that Y, a person acting in concert with 
X, is willing to lend money against C’s con-
tract, a loan secured by the contract is avail-
able within the meaning of paragraph (j)(4)(i) 
of this section. This availability can signifi-
cantly reduce the probability that total dis-
tributions under the contract will increase 
commensurately with C’s longevity. Thus, 
the contract fails to be described in section 
1275(a)(1)(B)(i). 

(5) Minimum payout provision—(i) Im-
pact on life contingency. The existence 
of a minimum payout provision can 
significantly reduce the probability 

that total distributions under the con-
tract will increase commensurately 
with the longevity of the annuitant (or 
annuitants). Thus, the existence of any 
minimum payout provision causes the 
contract to fail to be described in sec-
tion 1275(a)(1)(B)(i). 

(ii) Definition of minimum payout pro-
vision. A minimum payout provision is 
a contractual provision (for example, 
an agreement to make distributions 
over a term certain) that provides for 
one or more distributions made— 

(A) After the terminating death 
under the contract; or 

(B) By reason of the death of any in-
dividual (including distributions trig-
gered by or increased by terminal or 
chronic illness, as defined in section 
101(g)(1) (A) and (B)). 

(iii) Exceptions for certain minimum 
payouts—(A) Recovery of consideration 
paid for the contract. Notwithstanding 
paragraphs (j)(2)(i)(A) and (j)(5)(i) of 
this section, a contract does not fail to 
be described in section 1275(a)(1)(B)(i) 
merely because it provides that, after 
the terminating death, there will be 
one or more distributions that, in the 
aggregate, do not exceed the consider-
ation paid for the contract less total 
distributions previously made under 
the contract. 

(B) Payout for one-half of life expect-
ancy. Notwithstanding paragraphs 
(j)(2)(i)(A) and (j)(5)(i) of this section, a 
contract does not fail to be described in 
section 1275(a)(1)(B)(i) merely because 
it provides that, if the terminating 
death occurs after the annuity starting 
date, distributions under the contract 
will continue to be made after the ter-
minating death until a date that is no 
later than the halfway date. This ex-
ception does not apply unless the 
amounts distributed in each contract 
year will not exceed the amounts that 
would have been distributed in that 
year if the terminating death had not 
occurred until the expected date of the 
terminating death, determined under 
paragraph (j)(5)(iii)(C) of this section. 

(C) Definition of halfway date. For 
purposes of this paragraph (j)(5)(iii), 
the halfway date is the date halfway 
between the annuity starting date and 
the expected date of the terminating 
death, determined as of the annuity 
starting date, with respect to all then- 
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surviving annuitants. The expected 
date of the terminating death must be 
determined by reference to the applica-
ble mortality table prescribed under 
section 417(e)(3)(A)(ii)(I). 

(iv) Examples. The following examples 
illustrate the rules of this paragraph 
(j)(5): 

Example 1. (i) Facts. On March 1, 1998, X 
issues a contract to D for cash. The contract 
provides that, effective on any date D choos-
es (the annuity starting date), X will begin 
equal monthly distributions for the greater 
of D’s life or 10 years, regardless of D’s age as 
of the annuity starting date. The amount of 
each monthly distribution will be no less 
than an amount based on the contract’s ac-
count value as of the annuity starting date, 
D’s age on that date, and permanent pur-
chase rate guarantees contained in the con-
tract. 

(ii) Analysis. A minimum payout provision 
exists because, if D dies within 10 years of 
the annuity starting date, one or more dis-
tributions will be made after D’s death. The 
minimum payout provision does not qualify 
for the exception in paragraph (j)(5)(iii)(B) of 
this section because D may defer the annuity 
starting date until his remaining life expect-
ancy is less than 20 years. If, on the annuity 
starting date, D’s life expectancy is less than 
20 years, the minimum payout period (10 
years) will last beyond the halfway date. The 
minimum payout provision, therefore, can 
significantly reduce the probability that 
total distributions under the contract will 
increase commensurately with D’s longevity. 
Thus, the contract fails to be described in 
section 1275(a)(1)(B)(i). 

Example 2. (i) Facts. The facts are the same 
as in Example 1 of this paragraph (j)(5)(iv) ex-
cept that the monthly distributions will last 
for the greater of D’s life or a term certain. 
D may choose the length of the term certain 
subject to the restriction that, on the annu-
ity starting date, the term certain must not 
exceed one-half of D’s life expectancy as of 
the annuity starting date. The contract also 
does not provide for any adjustment in the 
amount of distributions by reason of the 
death of D or any other individual, except for 
a refund of D’s aggregate premium payments 
less the sum of all prior distributions under 
the contract. 

(ii) Analysis. The minimum payout provi-
sion qualifies for the exception in paragraph 
(j)(5)(iii)(B) of this section because distribu-
tions under the minimum payout provision 
will not continue past the halfway date and 
the contract does not provide for any adjust-
ments in the amount of distributions by rea-
son of the death of D or any other individual, 
other than a guaranteed death benefit de-
scribed in paragraph (j)(5)(iii)(A) of this sec-
tion. Accordingly, the existence of this min-

imum payout provision does not prevent the 
contract from being described in section 
1275(a)(1)(B)(i). 

(6) Maximum payout provision—(i) Im-
pact on life contingency. The existence 
of a maximum payout provision can 
significantly reduce the probability 
that total distributions under the con-
tract will increase commensurately 
with the longevity of the annuitant (or 
annuitants). Thus, the existence of any 
maximum payout provision causes the 
contract to fail to be described in sec-
tion 1275(a)(1)(B)(i). 

(ii) Definition of maximum payout pro-
vision. A maximum payout provision is 
a contractual provision that provides 
that no distributions under the con-
tract may be made after some date (the 
termination date), even if the termi-
nating death has not yet occurred. 

(iii) Exception. Notwithstanding para-
graphs (j)(2)(i)(A) and (j)(6)(i) of this 
section, an annuity contract does not 
fail to be described in section 
1275(a)(1)(B)(i) merely because the con-
tract contains a maximum payout pro-
vision, provided that the period of time 
from the annuity starting date to the 
termination date is at least twice as 
long as the period of time from the an-
nuity starting date to the expected 
date of the terminating death, deter-
mined as of the annuity starting date, 
with respect to all then-surviving an-
nuitants. The expected date of the ter-
minating death must be determined by 
reference to the applicable mortality 
table prescribed under section 
417(e)(3)(A)(ii)(I). 

(iv) Example. The following example 
illustrates the rules of this paragraph 
(j)(6): 

Example: (i) Facts. On March 1, 1998, X 
issues a contract to E for cash. The contract 
provides that beginning on April 1, 1998, X 
will distribute to E a fixed amount of cash 
each month for E’s life but that no distribu-
tions will be made after April 1, 2018. On 
April 1, 1998, E’s life expectancy is 9 years. 

(ii) Analysis. A maximum payout provision 
exists because if E survives beyond April 1, 
2018, E will receive no further distributions 
under the contract. The period of time from 
the annuity starting date (April 1, 1998) to 
the termination date (April 1, 2018) is 20 
years. Because this 20-year period is more 
than twice as long as E’s life expectancy on 
April 1, 1998, the maximum payout provision 
qualifies for the exception in paragraph 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00581 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



572 

26 CFR Ch. I (4–1–11 Edition) § 1.1275–1 

(j)(6)(iii) of this section. Accordingly, the ex-
istence of this maximum payout provision 
does not prevent the contract from being de-
scribed in section 1275(a)(1)(B)(i). 

(7) Decreasing payout provision—(i) 
General rule. If the amount of distribu-
tions during any contract year (other 
than the last year during which dis-
tributions are made) may be less than 
the amount of distributions during the 
preceding year, this possibility can sig-
nificantly reduce the probability that 
total distributions under the contract 
will increase commensurately with the 
longevity of the annuitant (or annu-
itants). Thus, the existence of this pos-
sibility causes the contract to fail to 
be described in section 1275(a)(1)(B)(i). 

(ii) Exception for certain variable dis-
tributions. Notwithstanding paragraph 
(j)(7)(i) of this section, if an annuity 
contract provides that the amount of 
each distribution must increase and de-
crease in accordance with investment 
experience, cost of living indices, or 
similar fluctuating criteria, then the 
possibility that the amount of a dis-
tribution may decrease for this reason 
does not significantly reduce the prob-
ability that the distributions under the 
contract will increase commensurately 
with the longevity of the annuitant (or 
annuitants). 

(iii) Examples. The following exam-
ples illustrate the rules of this para-
graph (j)(7): 

Example 1. (i) Facts. On March 1, 1998, X 
issues a contract to F for $100,000. The con-
tract provides that beginning on March 1, 
1999, X will make distributions to F each 
year until F’s death. Prior to March 1, 2009, 
distributions are to be made at a rate of 
$12,000 per year. Beginning on March 1, 2009, 
distributions are to be made at a rate of 
$3,000 per year. 

(ii) Analysis. If F is alive in 2009, the 
amount distributed in 2009 ($3,000) will be 
less than the amount distributed in 2008 
($12,000). The exception in paragraph (j)(7)(ii) 
of this section does not apply. The decrease 
in the amount of any distributions made on 
or after March 1, 2009, can significantly re-
duce the probability that total distributions 
under the contract will increase commen-
surately with F’s longevity. Thus, the con-
tract fails to be described in section 
1275(a)(1)(B)(i). 

Example 2. (i) Facts. On March 1, 1998, X 
issues a contract to G for cash. The contract 
provides that, effective on any date G choos-
es (the annuity starting date), X will begin 
monthly distributions to G for G’s life. Prior 

to the annuity starting date, the account 
value of the contract reflects the investment 
return, including changes in the market 
value, of an identifiable pool of assets. When 
G chooses the annuity starting date, G must 
also choose whether the distributions are to 
be fixed or variable. If fixed, the amount of 
each monthly distribution will remain con-
stant at an amount that is no less than an 
amount based on the contract’s account 
value as of the annuity starting date, G’s age 
on that date, and permanent purchase rate 
guarantees contained in the contract. If vari-
able, the monthly distributions will fluc-
tuate to reflect the investment return, in-
cluding changes in the market value, of the 
pool of assets. The monthly distributions 
under the contract will not otherwise decline 
from year to year. 

(ii) Analysis. Because the only possible 
year-to-year declines in annuity distribu-
tions are described in paragraph (j)(7)(ii) of 
this section, the possibility that the amount 
of distributions may decline from the pre-
vious year does not reduce the probability 
that total distributions under the contract 
will increase commensurately with G’s lon-
gevity. Thus, the potential fluctuation in the 
annuity distributions does not cause the con-
tract to fail to be described in section 
1275(a)(1)(B)(i). 

(8) Effective dates—(i) In general. Ex-
cept as provided in paragraph (j)(8) (ii) 
and (iii) of this section, this paragraph 
(j) is applicable for interest accruals on 
or after February 9, 1998 on annuity 
contracts held on or after February 9, 
1998. 

(ii) Grandfathered contracts. This 
paragraph (j) does not apply to an an-
nuity contract that was purchased be-
fore April 7, 1995. For purposes of this 
paragraph (j)(8), if any additional in-
vestment in such a contract is made on 
or after April 7, 1995, and the additional 
investment is not required to be made 
under a binding contractual obligation 
that was entered into before April 7, 
1995, then the additional investment is 
treated as the purchase of a contract 
after April 7, 1995. 

(iii) Contracts consistent with the pro-
visions of FI–33–94, published at 1995–1 
C.B. 920. See § 601.601(d)(2)(ii)(b) of this 
chapter. This paragraph (j) does not 
apply to a contract purchased on or 
after April 7, 1995, and before February 
9, 1998, if all payments under the con-
tract are periodic payments that are 
made at least annually for the life (or 
lives) of one or more individuals, do 
not increase at any time during the 
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term of the contract, and are part of a 
series of distributions that begins with-
in one year of the date of the initial in-
vestment in the contract. An annuity 
contract that is otherwise described in 
the preceding sentence does not fail to 
be described therein merely because it 
also provides for a payment (or pay-
ments) made by reason of the death of 
one or more individuals. 

(k) Exception under section 
1275(a)(1)(B)(ii) for annuities issued by an 
insurance company subject to tax under 
subchapter L of the Internal Revenue 
Code—(1) Rule. For purposes of section 
1275(a)(1)(B)(ii), an annuity contract 
issued by a foreign insurance company 
is considered as issued by an insurance 
company subject to tax under sub-
chapter L if the insurance company is 
subject to tax under subchapter L with 
respect to income earned on the annu-
ity contract. 

(2) Examples. The following examples 
illustrate the rule of paragraph (k)(1) 
of this section. Each example assumes 
that the annuity contract is a contract 
to which section 72 applies and was 
issued in a transaction where there is 
no consideration other than cash or an-
other qualifying annuity contract, pur-
suant to the exercise of an election 
under an insurance contract by a bene-
ficiary thereof on the death of the in-
sured party, or in a transaction involv-
ing a qualified pension or employee 
benefit plan. The examples are as fol-
lows: 

Example 1. Company X is an insurance com-
pany that is organized, licensed and doing 
business in Country Y. Company X does not 
have a U.S. trade or business and is not, 
under section 842, subject to U.S. income tax 
under subchapter L with respect to income 
earned on annuity contracts. A, a U.S. tax-
payer, purchases an annuity contract from 
Company X in Country Y. The annuity con-
tract is not excepted from the definition of a 
debt instrument by section 1275(a)(1)(B)(ii). 

Example 2. The facts are the same as in Ex-
ample 1, except that Company X has a U.S. 
trade or business. A purchased the annuity 
from Company X’s U.S. trade or business. 
Under section 842(a), Company X is subject 
to tax under subchapter L with respect to in-
come earned on the annuity contract. Under 
these facts, the annuity contract is excepted 
from the definition of a debt instrument by 
section 1275(a)(1)(B)(ii). 

Example 3. The facts are the same as in Ex-
ample 2, except that there is a tax treaty be-

tween Country Y and the United States. 
Company X is a resident of Country Y for 
purposes of the U.S.-Country Y tax treaty. 
Company X’s activities in the U.S. do not 
constitute a permanent establishment under 
the U.S.-Country Y tax treaty. Because Com-
pany X does not have a U.S. permanent es-
tablishment, Company X is not subject to 
tax under subchapter L with respect to in-
come earned on the annuity contract. Thus, 
the annuity contract is not excepted from 
the definition of a debt instrument by sec-
tion 1275(a)(1)(B)(ii). 

Example 4. The facts are the same as in Ex-
ample 1, except that Company X is a foreign 
insurance corporation controlled by a U.S. 
shareholder. Company X does not make an 
election 1 under section 953(d) to be treated 
as a domestic corporation. The controlling 
U.S. shareholder is required under sections 
953 and 954 to include income earned on the 
annuity contract in its taxable income under 
subpart F. However, Company X is not sub-
ject to tax under subchapter L with respect 
to income earned on the annuity contract. 
Thus, the annuity contract is not excepted 
from the definition of a debt instrument by 
section 1275(a)(1)(B)(ii). 

Example 5. The facts are the same as in Ex-
ample 4, except that Company X properly 
elects under section 953(d) to be treated as a 
domestic corporation. By reason of its elec-
tion, Company X is subject to tax under sub-
chapter L with respect to income earned on 
the annuity contract. Thus, the annuity con-
tract is excepted from the definition of a 
debt instrument by section 1275(a)(1)(B)(ii). 

(3) Effective date. This paragraph (k) 
is applicable for interest accruals on or 
after June 6, 2002. This paragraph (k) 
does not apply to an annuity contract 
that was purchased before January 12, 
2001. For purposes of this paragraph 
(k), if any additional investment in a 
contract purchased before January 12, 
2001, is made on or after January 12, 
2001, and the additional investment is 
not required to be made under a bind-
ing written contractual obligation that 
was entered into before that date, then 
the additional investment is treated as 
the purchase of a contract after Janu-
ary 12, 2001. 

[T.D. 8517, 59 FR 4825, Feb. 2, 1994, as amend-
ed by T.D. 8746, 62 FR 68183, Dec. 31, 1997; 
T.D. 8754, 63 FR 1057, Jan. 8, 1998; T.D. 8934, 
66 FR 2815, Jan. 12, 2001; T.D. 8993, 67 FR 
30548, May 7, 2002] 

§ 1.1275–2 Special rules relating to 
debt instruments. 

(a) Payment ordering rule—(1) In gen-
eral. Except as provided in paragraph 
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(a)(2) of this section, each payment 
under a debt instrument is treated first 
as a payment of OID to the extent of 
the OID that has accrued as of the date 
the payment is due and has not been 
allocated to prior payments, and sec-
ond as a payment of principal. Thus, no 
portion of any payment is treated as 
prepaid interest. 

(2) Exceptions. The rule in paragraph 
(a)(1) of this section does not apply to— 

(i) A payment of qualified stated in-
terest; 

(ii) A payment of points deductible 
under section 461(g)(2), in the case of 
the issuer; 

(iii) A pro rata prepayment described 
in paragraph (f)(2) of this section; or 

(iv) A payment of additional interest 
or a similar charge provided with re-
spect to amounts that are not paid 
when due. 

(b) Debt instruments distributed by cor-
porations with respect to stock—(1) Treat-
ment of distribution. For purposes of de-
termining the issue price of a debt in-
strument distributed by a corporation 
with respect to its stock, the instru-
ment is treated as issued by the cor-
poration for property. See section 
1275(a)(4). Thus, under section 
1273(b)(3), the issue price of a distrib-
uted debt instrument that is traded on 
an established market is its fair mar-
ket value. The issue price of a distrib-
uted debt instrument that is not traded 
on an established market is determined 
under section 1274 or section 1273(b)(4). 

(2) Issue date. The issue date of a debt 
instrument distributed by a corpora-
tion with respect to its stock is the 
date of the distribution. 

(c) Aggregation of debt instruments—(1) 
General rule. Except as provided in 
paragraph (c)(2) of this section, debt in-
struments issued in connection with 
the same transaction or related trans-
actions (determined based on all the 
facts and circumstances) are treated as 
a single debt instrument for purposes 
of sections 1271 through 1275 and the 
regulations thereunder. This rule ordi-
narily applies only to debt instruments 
of a single issuer that are issued to a 
single holder. The Commissioner may, 
however, aggregate debt instruments 
that are issued by more than one issuer 
or that are issued to more than one 
holder if the debt instruments are 

issued in an arrangement that is de-
signed to avoid the aggregation rule 
(e.g., debt instruments issued by or to 
related parties or debt instruments 
originally issued to different holders 
with the understanding that the debt 
instruments will be transferred to a 
single holder). 

(2) Exception if separate issue price es-
tablished. Paragraph (c)(1) of this sec-
tion does not apply to a debt instru-
ment if— 

(i) The debt instrument is part of an 
issue a substantial portion of which is 
traded on an established market within 
the meaning of § 1.1273–2(f); or 

(ii) The debt instrument is part of an 
issue a substantial portion of which is 
issued for money (or for property trad-
ed on an established market within the 
meaning of § 1.1273–2(f)) to parties who 
are not related to the issuer or holder 
and who do not purchase other debt in-
struments of the same issuer in con-
nection with the same transaction or 
related transactions. 

(3) Special rule for debt instruments 
that provide for the issuance of additional 
debt instruments. If, under the terms of 
a debt instrument (the original debt in-
strument), the holder may receive one 
or more additional debt instruments of 
the issuer, the additional debt instru-
ment or instruments are aggregated 
with the original debt instrument. 
Thus, the payments made pursuant to 
an additional debt instrument are 
treated as made on the original debt 
instrument, and the distribution by the 
issuer of the additional debt instru-
ment is not considered to be a payment 
made on the original debt instrument. 
This paragraph (c)(3) applies regardless 
of whether the right to receive an addi-
tional debt instrument is fixed as of 
the issue date or is contingent upon 
subsequent events. See § 1.1272–1(c) for 
the treatment of certain rights to issue 
additional debt instruments in lieu of 
cash payments. 

(4) Examples. The following examples 
illustrate the rules set forth in para-
graphs (c)(1) and (c)(2) of this section. 

Example 1. Exception for debt instruments 
issued separately to other purchasers. On Janu-
ary 1, 1995, Corporation M issues two series 
of bonds, Series A and Series B. The two se-
ries are sold for cash and have different 
terms. Although some holders purchase 
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bonds from both series, a substantial portion 
of the bonds is issued to different holders. H 
purchases bonds from both series. Under the 
exception in paragraph (c)(2)(ii) of this sec-
tion, the Series A and Series B bonds pur-
chased by H are not aggregated. 

Example 2. Tiered REMICs. Z forms a dual 
tier real estate mortgage investment conduit 
(REMIC). In the dual tier structure, Z forms 
REMIC A to acquire a pool of real estate 
mortgages and to issue a residual interest 
and several classes of regular interests. Con-
temporaneously, Z forms REMIC B to ac-
quire as qualified mortgages all of the reg-
ular interests in REMIC A. REMIC B issues 
several classes of regular interests and a re-
sidual interest, and Z sells all of those inter-
ests to unrelated parties in a public offering. 
Under the general rule set out in paragraph 
(c)(1) of this section, all of the regular inter-
ests issued by REMIC A and held by REMIC 
B are treated as a single debt instrument for 
purposes of sections 1271 through 1275. 

(d) Special rules for Treasury securi-
ties—(1) Issue price and issue date. The 
issue price of an issue of Treasury secu-
rities is the average price of the securi-
ties sold. The issue date of an issue of 
Treasury securities is the first settle-
ment date on which a substantial 
amount of the securities in the issue is 
sold. For an issue of Treasury securi-
ties sold from November 1, 1998, to 
March 13, 2001, the issue price of the 
issue is the price of the securities sold 
at auction. 

(2) Reopenings of Treasury securities— 
(i) Treatment of additional Treasury secu-
rities. Notwithstanding § 1.1275–1(f), ad-
ditional Treasury securities issued in a 
qualified reopening are part of the 
same issue as the original Treasury se-
curities. As a result, the additional 
Treasury securities have the same 
issue price, issue date, and (with re-
spect to holders) the same adjusted 
issue price as the original Treasury se-
curities. This paragraph (d)(2) applies 
to qualified reopenings that occur on 
or after March 25, 1992. 

(ii) Definitions—(A) Additional Treas-
ury securities. Additional Treasury se-
curities are Treasury securities with 
terms that are in all respects identical 
to the terms of the original Treasury 
securities. 

(B) Original Treasury securities. Origi-
nal Treasury securities are securities 
comprising any issue of outstanding 
Treasury securities. 

(C) Qualified reopening—reopenings on 
or after March 13, 2001. For a reopening 
of Treasury securities that occurs on 
or after March 13, 2001, a qualified re-
opening is a reopening that occurs not 
more than one year after the original 
Treasury securities were first issued to 
the public or, under paragraph 
(k)(3)(iii) of this section, a reopening in 
which the additional Treasury securi-
ties are issued with no more than a de 
minimis amount of OID. 

(D) Qualified reopening—reopenings be-
fore March 13, 2001. For a reopening of 
Treasury securities that occurs before 
March 13, 2001, a qualified reopening is 
a reopening that occurs not more than 
one year after the original Treasury se-
curities were first issued to the public. 
However, for a reopening of Treasury 
securities (other than Treasury Infla-
tion-Indexed Securities) that occurred 
prior to November 5, 1999, a qualified 
reopening is a reopening of Treasury 
securities that satisfied the preceding 
sentence and that was intended to al-
leviate an acute, protracted shortage of 
the original Treasury securities. 

(e) Disclosure of certain information to 
holders. Certain provisions of the regu-
lations under section 163(e) and sec-
tions 1271 through 1275 provide that the 
issuer’s determination of an item con-
trols the holder’s treatment of the 
item. In such a case, the issuer must 
provide the relevant information to the 
holder in a reasonable manner. For ex-
ample, the issuer may provide the 
name or title and either the address or 
telephone number of a representative 
of the issuer who will make available 
to holders upon request the informa-
tion required for holders to comply 
with these provisions of the regula-
tions. 

(f) Treatment of pro rata prepayments— 
(1) Treatment as retirement of separate 
debt instrument. A pro rata prepayment 
is treated as a payment in retirement 
of a portion of a debt instrument, 
which may result in a gain or loss to 
the holder. Generally, the gain or loss 
is calculated by assuming that the 
original debt instrument consists of 
two instruments, one that is retired 
and one that remains outstanding. The 
adjusted issue price, holder’s adjusted 
basis, and accrued but unpaid OID of 
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the original debt instrument, deter-
mined immediately before the pro rata 
prepayment, are allocated between 
these two instruments based on the 
portion of the instrument that is treat-
ed as retired by the pro rata prepay-
ment. 

(2) Definition of pro rata prepayment. 
For purposes of paragraph (f)(1) of this 
section, a pro rata prepayment is a 
payment on a debt instrument made 
prior to maturity that— 

(i) Is not made pursuant to the in-
strument’s payment schedule (includ-
ing a payment schedule determined 
under § 1.1272–1(c)); and 

(ii) Results in a substantially pro 
rata reduction of each payment re-
maining to be paid on the instrument. 

(g) Anti-abuse rule—(1) In general. If a 
principal purpose in structuring a debt 
instrument or engaging in a trans-
action is to achieve a result that is un-
reasonable in light of the purposes of 
section 163(e), sections 1271 through 
1275, or any related section of the Code, 
the Commissioner can apply or depart 
from the regulations under the applica-
ble sections as necessary or appro-
priate to achieve a reasonable result. 
For example, if this paragraph (g) ap-
plies to a debt instrument that pro-
vides for a contingent payment, the 
Commissioner can treat the contin-
gency as if it were a separate position. 
See also § 1.988–2(b)(18) for debt instru-
ments with payments denominated in 
(or determined by reference to) a cur-
rency other than the taxpayer’s func-
tional currency. 

(2) Unreasonable result. Whether a re-
sult is unreasonable is determined 
based on all the facts and cir-
cumstances. In making this determina-
tion, a significant fact is whether the 
treatment of the debt instrument is ex-
pected to have a substantial effect on 
the issuer’s or a holder’s U.S. tax li-
ability. In the case of a contingent pay-
ment debt instrument, another signifi-
cant fact is whether the result is ob-
tainable without the application of 
§ 1.1275–4 and any related provisions 
(e.g., if the debt instrument and the 
contingency were entered into sepa-
rately). A result will not be considered 
unreasonable, however, in the absence 
of an expected substantial effect on the 

present value of a taxpayer’s tax liabil-
ity. 

(3) Examples. The following examples 
illustrate the provisions of this para-
graph (g): 

Example 1. A issues a current-pay, increas-
ing-rate note that provides for an early call 
option. Although the option is deemed exer-
cised on the call date under § 1.1272–1(c)(5), 
the option is not expected to be exercised by 
A. In addition, a principal purpose of includ-
ing the option in the terms of the note is to 
limit the amount of interest income includ-
ible by the holder in the period prior to the 
call date by virtue of the option rules in 
§ 1.1272–1(c)(5). Moreover, the application of 
the option rules is expected to substantially 
reduce the present value of the holder’s tax 
liability. Based on these facts, the applica-
tion of § 1.1272–1(c)(5) produces an unreason-
able result. Therefore, under this paragraph 
(g), the Commissioner can apply the regula-
tions (in whole or in part) to the note with-
out regard to § 1.1272–1(c)(5). 

Example 2. C, a foreign corporation not sub-
ject to U.S. taxation, issues to a U.S. holder 
a debt instrument that provides for a contin-
gent payment. The debt instrument is issued 
for cash and is subject to the noncontingent 
bond method in § 1.1275–4(b). Six months after 
issuance, C and the holder modify the debt 
instrument so that there is a deemed 
reissuance of the instrument under section 
1001. The new debt instrument is subject to 
the rules of § 1.1275–4(c) rather than § 1.1275– 
4(b). The application of § 1.1275–4(c) is ex-
pected to substantially reduce the present 
value of the holder’s tax liability as com-
pared to the application of § 1.1275–4(b). In ad-
dition, a principal purpose of the modifica-
tion is to substantially reduce the present 
value of the holder’s tax liability through 
the application of § 1.1275–4(c). Based on these 
facts, the application of § 1.1275–4(c) produces 
an unreasonable result. Therefore, under this 
paragraph (g), the Commissioner can apply 
the noncontingent bond method to the modi-
fied debt instrument. 

Example 3. D issues a convertible debt in-
strument rather than an economically equiv-
alent investment unit consisting of a debt 
instrument and a warrant. The convertible 
debt instrument is issued at par and provides 
for annual payments of interest. D issues the 
convertible debt instrument rather than the 
investment unit so that the debt instrument 
would not have OID. See § 1.1273–2(j). In gen-
eral, this is a reasonable result in light of 
the purposes of the applicable statutes. 
Therefore, the Commissioner generally will 
not use the authority under this paragraph 
(g) to depart from the application of § 1.1273- 
2(j) in this case. 
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(4) Effective date. This paragraph (g) 
applies to debt instruments issued on 
or after August 13, 1996. 

(h) Remote and incidental contin-
gencies—(1) In general. This paragraph 
(h) applies to a debt instrument if one 
or more payments on the instrument 
are subject to either a remote or inci-
dental contingency. Whether a contin-
gency is remote or incidental is deter-
mined as of the issue date of the debt 
instrument, including any date there is 
a deemed reissuance of the debt instru-
ment under paragraph (h)(6) (ii) or (j) 
of this section or § 1.1272–1(c)(6). Except 
as otherwise provided, the treatment of 
the contingency under this paragraph 
(h) applies for all purposes of sections 
163(e) (other than sections 163(e)(5)) and 
1271 through 1275 and the regulations 
thereunder. For purposes of this para-
graph (h), the possibility of impair-
ment of a payment by insolvency, de-
fault, or similar circumstances is not a 
contingency. 

(2) Remote contingencies. A contin-
gency is remote if there is a remote 
likelihood either that the contingency 
will occur or that the contingency will 
not occur. If there is a remote likeli-
hood that the contingency will occur, 
it is assumed that the contingency will 
not occur. If there is a remote likeli-
hood that the contingency will not 
occur, it is assumed that the contin-
gency will occur. 

(3) Incidental contingencies—(i) Contin-
gency relating to amount. A contingency 
relating to the amount of a payment is 
incidental if, under all reasonably ex-
pected market conditions, the poten-
tial amount of the payment is insig-
nificant relative to the total expected 
amount of the remaining payments on 
the debt instrument. If a payment on a 
debt instrument is subject to an inci-
dental contingency described in this 
paragraph (h)(3)(i), the payment is ig-
nored until the payment is made. How-
ever, see paragraph (h)(6)(i)(B) of this 
section for the treatment of the debt 
instrument if a change in cir-
cumstances occurs prior to the date 
the payment is made. 

(ii) Contingency relating to time. A 
contingency relating to the timing of a 
payment is incidental if, under all rea-
sonably expected market conditions, 
the potential difference in the timing 

of the payment (from the earliest date 
to the latest date) is insignificant. If a 
payment on a debt instrument is sub-
ject to an incidental contingency de-
scribed in this paragraph (h)(3)(ii), the 
payment is treated as made on the ear-
liest date that the payment could be 
made pursuant to the contingency. If 
the payment is not made on this date, 
a taxpayer makes appropriate adjust-
ments to take into account the delay 
in payment. However, see paragraph 
(h)(6)(i)(C) of this section for the treat-
ment of the debt instrument if the 
delay is not insignificant. 

(4) Aggregation rule. For purposes of 
paragraph (h)(2) of this section, if a 
debt instrument provides for multiple 
contingencies each of which has a re-
mote likelihood of occurring but, when 
all of the contingencies are considered 
together, there is a greater than re-
mote likelihood that at least one of the 
contingencies will occur, none of the 
contingencies is treated as a remote 
contingency. For purposes of paragraph 
(h)(3)(i) of this section, if a debt instru-
ment provides for multiple contin-
gencies each of which is incidental but 
the potential total amount of all of the 
payments subject to the contingencies 
is not, under reasonably expected mar-
ket conditions, insignificant relative 
to the total expected amount of the re-
maining payments on the debt instru-
ment, none of the contingencies is 
treated as incidental. 

(5) Consistency rule. For purposes of 
paragraphs (h) (2) and (3) of this sec-
tion, the issuer’s determination that a 
contingency is either remote or inci-
dental is binding on all holders. How-
ever, the issuer’s determination is not 
binding on a holder that explicitly dis-
closes that its determination is dif-
ferent from the issuer’s determination. 
Unless otherwise prescribed by the 
Commissioner, the disclosure must be 
made on a statement attached to the 
holder’s timely filed Federal income 
tax return for the taxable year that in-
cludes the acquisition date of the debt 
instrument. See § 1.1275–2(e) for rules 
relating to the issuer’s obligation to 
disclose certain information to holders. 

(6) Subsequent adjustments—(i) Appli-
cability. This paragraph (h)(6) applies 
to a debt instrument when there is a 
change in circumstances. For purposes 
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of the preceding sentence, there is a 
change in circumstances if— 

(A) A remote contingency actually 
occurs or does not occur, contrary to 
the assumption made in paragraph 
(h)(2) of this section; 

(B) A payment subject to an inci-
dental contingency described in para-
graph (h)(3)(i) of this section becomes 
fixed in an amount that is not insig-
nificant relative to the total expected 
amount of the remaining payments on 
the debt instrument; or 

(C) A payment subject to an inci-
dental contingency described in para-
graph (h)(3)(ii) of this section becomes 
fixed such that the difference between 
the assumed payment date and the due 
date of the payment is not insignifi-
cant. 

(ii) In general. If a change in cir-
cumstances occurs, solely for purposes 
of sections 1272 and 1273, the debt in-
strument is treated as retired and then 
reissued on the date of the change in 
circumstances for an amount equal to 
the instrument’s adjusted issue price 
on that date. 

(iii) Contingent payment debt instru-
ments. Notwithstanding paragraph 
(h)(6)(ii) of this section, in the case of 
a contingent payment debt instrument 
subject to § 1.1275–4, if a change in cir-
cumstances occurs, no retirement or 
reissuance is treated as occurring, but 
any payment that is fixed as a result of 
the change in circumstances is gov-
erned by the rules in § 1.1275–4 that 
apply when the amount of a contingent 
payment becomes fixed. 

(7) Effective date. This paragraph (h) 
applies to debt instruments issued on 
or after August 13, 1996. 

(i) [Reserved] 
(j) Treatment of certain modifications. 

If the terms of a debt instrument are 
modified to defer one or more pay-
ments, and the modification does not 
cause an exchange under section 1001, 
then, solely for purposes of sections 
1272 and 1273, the debt instrument is 
treated as retired and then reissued on 
the date of the modification for an 
amount equal to the instrument’s ad-
justed issue price on that date. This 
paragraph (j) applies to debt instru-
ments issued on or after August 13, 
1996. 

(k) Reopenings—(1) In general. Not-
withstanding § 1.1275–1(f), additional 
debt instruments issued in a qualified 
reopening are part of the same issue as 
the original debt instruments. As a re-
sult, the additional debt instruments 
have the same issue date, the same 
issue price, and (with respect to hold-
ers) the same adjusted issue price as 
the original debt instruments. 

(2) Definitions—(i) Original debt instru-
ments. Original debt instruments are 
debt instruments comprising any sin-
gle issue of outstanding debt instru-
ments. For purposes of determining 
whether a particular reopening is a 
qualified reopening, debt instruments 
issued in prior qualified reopenings are 
treated as original debt instruments 
and debt instruments issued in the par-
ticular reopening are not so treated. 

(ii) Additional debt instruments. Addi-
tional debt instruments are debt in-
struments that, without the applica-
tion of this paragraph (k)— 

(A) Are part of a single issue of debt 
instruments; 

(B) Are not part of the same issue as 
the original debt instruments; and 

(C) Have terms that are in all re-
spects identical to the terms of the 
original debt instruments as of the re-
opening date. 

(iii) Reopening date. The reopening 
date is the issue date of the additional 
debt instruments (determined without 
the application of this paragraph (k)). 

(iv) Announcement date. The an-
nouncement date is the later of seven 
days before the date on which the price 
of the additional debt instruments is 
established or the date on which the 
issuer’s intent to reopen a security is 
publicly announced through one or 
more media, including an announce-
ment reported on the standard elec-
tronic news services used by security 
broker-dealers (for example, Reuters, 
Telerate, or Bloomberg). 

(3) Qualified reopening—(i) Definition. 
A qualified reopening is a reopening of 
original debt instruments that is de-
scribed in paragraph (k)(3)(ii) or (iii) of 
this section. In addition, see paragraph 
(d)(2) of this section to determine if a 
reopening of Treasury securities is a 
qualified reopening. 
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(ii) Reopening within six months. A re-
opening is described in this paragraph 
(k)(3)(ii) if— 

(A) The original debt instruments are 
publicly traded (within the meaning of 
§ 1.1273–2(f)); 

(B) The reopening date of the addi-
tional debt instruments is not more 
than six months after the issue date of 
the original debt instruments; and 

(C) On the date on which the price of 
the additional debt instruments is es-
tablished (or, if earlier, the announce-
ment date), the yield of the original 
debt instruments (based on their fair 
market value) is not more than 110 per-
cent of the yield of the original debt in-
struments on their issue date (or, if the 
original debt instruments were issued 
with no more than a de minimis 
amount of OID, the coupon rate). 

(iii) Reopening with de minimis OID. A 
reopening (including a reopening of 
Treasury securities) is described in this 
paragraph (k)(3)(iii) if— 

(A) The original debt instruments are 
publicly traded (within the meaning of 
§ 1.1273–2(f)); and 

(B) The additional debt instruments 
are issued with no more than a de 
minimis amount of OID (determined 
without the application of this para-
graph (k)). 

(iv) Exceptions. This paragraph (k)(3) 
does not apply to a reopening of tax-ex-
empt obligations (as defined in section 
1275(a)(3)) or contingent payment debt 
instruments (within the meaning of 
§ 1.1275–4). 

(4) Issuer’s treatment of a qualified re-
opening. See § 1.163–7(e) for the issuer’s 
treatment of the debt instruments that 
are part of a qualified reopening. 

(5) Effective date. This paragraph (k) 
applies to debt instruments that are 
part of a reopening where the reopen-
ing date is on or after March 13, 2001. 

[T.D. 8517, 59 FR 4826, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30142, June 14, 1996; 
T.D. 8840, 64 FR 60343, Nov. 5, 1999; T.D. 8934, 
66 FR 2816, Jan 12, 2001; T.D. 9157, 69 FR 52829, 
Aug. 30, 2004] 

§ 1.1275–3 OID information reporting 
requirements. 

(a) In general. This section provides 
legending and information reporting 
requirements intended to facilitate the 
reporting of OID. 

(b) Information required to be set forth 
on face of debt instruments that are not 
publicly offered—(1) In general. Except 
as provided in paragraph (b)(4) or para-
graph (d) of this section, this para-
graph (b) applies to any debt instru-
ment that is not publicly offered (with-
in the meaning of § 1.1275–1(h)), is 
issued in physical form, and has OID. 
The issuer of any such debt instrument 
must legend the instrument by stating 
on the face of the instrument that the 
debt instrument was issued with OID. 
In addition, the issuer must either— 

(i) Set forth on the face of the debt 
instrument the issue price, the amount 
of OID, the issue date, the yield to ma-
turity, and, in the case of a debt in-
strument subject to the rules of 
§ 1.1275–4(b), the comparable yield and 
projected payment schedule; or 

(ii) Provide the name or title and ei-
ther the address or telephone number 
of a representative of the issuer who 
will, beginning no later than 10 days 
after the issue date, promptly make 
available to holders upon request the 
information described in paragraph 
(b)(1)(i) of this section. 

(2) Time for legending. An issuer may 
satisfy the requirements of this para-
graph (b) by legending the debt instru-
ment when it is first issued in physical 
form. Legending is not required, how-
ever, before the first holder of the debt 
instrument disposes of the instrument. 

(3) Legend must survive reissuance 
upon transfer. Any new physical secu-
rity that is issued (for example, upon 
registration of transfer of ownership) 
must contain any required legend. 

(4) Exceptions. Paragraph (b)(1) of this 
section does not apply to debt instru-
ments described in section 1272(a)(2) 
(relating to debt instruments not sub-
ject to the periodic OID inclusion 
rules), debt instruments issued by nat-
ural persons (as defined in § 1.6049– 
4(f)(2)), REMIC regular interests or 
other debt instruments subject to sec-
tion 1272(a)(6), or stripped bonds and 
coupons within the meaning of section 
1286. 

(c) Information required to be reported 
to Secretary upon issuance of publicly of-
fered debt instruments—(1) In general. 
Except as provided in paragraph (c)(3) 
or paragraph (d) of this section, the in-
formation reporting requirements of 
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this paragraph (c) apply to any debt in-
strument that is publicly offered and 
has original issue discount. The issuer 
of any such debt instrument must 
make an information return on the 
form prescribed by the Commissioner 
(Form 8281, as of September 2, 1992). 
The prescribed form must be filed with 
the Internal Revenue Service in the 
manner specified on the form. The tax-
payer must use the prescribed form 
even if other information returns are 
filed using other methods (e.g., elec-
tronic media), unless the Commis-
sioner announces otherwise in a rev-
enue procedure. 

(2) Time for filing information return. 
The prescribed form must be filed for 
each issue of publicly offered debt in-
struments within 30 days after the 
issue date of the issue. 

(3) Exceptions. The rules of paragraph 
(c)(1) of this section do not apply to 
debt instruments described in section 
1272(a)(2), debt instruments issued by 
natural persons (as defined in § 1.6049– 
4(f)(2)), certificates of deposit, REMIC 
regular interests or other debt instru-
ments subject to section 1272(a)(6), or 
(unless otherwise required by the Com-
missioner pursuant to a revenue ruling 
or revenue procedure) stripped bonds 
and coupons (within the meaning of 
section 1286). 

(d) Application to foreign issuers and 
U.S. issuers of foreign-targeted debt in-
struments. A foreign or domestic issuer 
is subject to the rules of this section 
with respect to an issue of debt instru-
ments unless the issue is not offered 
for sale or resale in the United States 
in connection with its original 
issuance. 

(e) Penalties. See section 6706 for rules 
relating to the penalty imposed for 
failure to meet the information report-
ing requirements imposed by this sec-
tion. 

(f) Effective date. Paragraphs (c), (d), 
and (e) of this section are effective for 
an issue of debt instruments issued 
after September 2, 1992. 

[T.D. 8431, 57 FR 40322, Sept. 3, 1992; 57 FR 
46243, Oct. 7, 1992, as amended by T.D. 8517, 59 
FR 4827, Feb. 2, 1994; T.D. 8674, 61 FR 30143, 
June 14, 1996] 

§ 1.1275–4 Contingent payment debt in-
struments. 

(a) Applicability—(1) In general. Ex-
cept as provided in paragraph (a)(2) of 
this section, this section applies to any 
debt instrument that provides for one 
or more contingent payments. In gen-
eral, paragraph (b) of this section ap-
plies to a contingent payment debt in-
strument that is issued for money or 
publicly traded property and paragraph 
(c) of this section applies to a contin-
gent payment debt instrument that is 
issued for nonpublicly traded property. 
Paragraph (d) of this section provides 
special rules for tax-exempt obliga-
tions. See § 1.1275–6 for a taxpayer’s 
treatment of a contingent payment 
debt instrument and a hedge. 

(2) Exceptions. This section does not 
apply to— 

(i) A debt instrument that has an 
issue price determined under section 
1273(b)(4) (e.g., a debt instrument sub-
ject to section 483); 

(ii) A variable rate debt instrument 
(as defined in § 1.1275–5); 

(iii) A debt instrument subject to 
§ 1.1272–1(c) (a debt instrument that 
provides for certain contingencies) or 
§ 1.1272–1(d) (a debt instrument that 
provides for a fixed yield); 

(iv) A debt instrument subject to sec-
tion 988 (except as provided in § 1.988–6); 

(v) A debt instrument to which sec-
tion 1272(a)(6) applies (certain interests 
in or mortgages held by a REMIC, and 
certain other debt instruments with 
payments subject to acceleration); 

(vi) A debt instrument (other than a 
tax-exempt obligation) described in 
section 1272(a)(2) (e.g., U.S. savings 
bonds, certain loans between natural 
persons, and short-term taxable obliga-
tions); 

(vii) An inflation-indexed debt in-
strument (as defined in § 1.1275–7); or 

(viii) A debt instrument issued pursu-
ant to a plan or arrangement if— 

(A) The plan or arrangement is cre-
ated by a state statute; 

(B) A primary objective of the plan or 
arrangement is to enable the partici-
pants to pay for the costs of post-sec-
ondary education for themselves or 
their designated beneficiaries; and 

(C) Contingent payments on the debt 
instrument are related to such objec-
tive. 
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(3) Insolvency and default. A payment 
is not contingent merely because of the 
possibility of impairment by insol-
vency, default, or similar cir-
cumstances. 

(4) Convertible debt instruments. A debt 
instrument does not provide for contin-
gent payments merely because it pro-
vides for an option to convert the debt 
instrument into the stock of the issuer, 
into the stock or debt of a related 
party (within the meaning of section 
267(b) or 707(b)(1)), or into cash or other 
property in an amount equal to the ap-
proximate value of such stock or debt. 

(5) Remote and incidental contin-
gencies. A payment is not a contingent 
payment merely because of a contin-
gency that, as of the issue date, is ei-
ther remote or incidental. See § 1.1275– 
2(h) for the treatment of remote and 
incidental contingencies. 

(b) Noncontingent bond method—(1) 
Applicability. The noncontingent bond 
method described in this paragraph (b) 
applies to a contingent payment debt 
instrument that has an issue price de-
termined under § 1.1273–2 (e.g., a contin-
gent payment debt instrument that is 
issued for money or publicly traded 
property). 

(2) In general. Under the noncontin-
gent bond method, interest on a debt 
instrument must be taken into account 
whether or not the amount of any pay-
ment is fixed or determinable in the 
taxable year. The amount of interest 
that is taken into account for each ac-
crual period is determined by con-
structing a projected payment schedule 
for the debt instrument and applying 
rules similar to those for accruing OID 
on a noncontingent debt instrument. If 
the actual amount of a contingent pay-
ment is not equal to the projected 
amount, appropriate adjustments are 
made to reflect the difference. 

(3) Description of method. The fol-
lowing steps describe how to compute 
the amount of income, deductions, 
gain, and loss under the noncontingent 
bond method: 

(i) Step one: Determine the comparable 
yield. Determine the comparable yield 
for the debt instrument under the rules 
of paragraph (b)(4) of this section. The 
comparable yield is determined as of 
the debt instrument’s issue date. 

(ii) Step two: Determine the projected 
payment schedule. Determine the pro-
jected payment schedule for the debt 
instrument under the rules of para-
graph (b)(4) of this section. The pro-
jected payment schedule is determined 
as of the issue date and remains fixed 
throughout the term of the debt instru-
ment (except under paragraph (b)(9)(ii) 
of this section, which applies to a pay-
ment that is fixed more than 6 months 
before it is due). 

(iii) Step three: Determine the daily 
portions of interest. Determine the daily 
portions of interest on the debt instru-
ment for a taxable year as follows. The 
amount of interest that accrues in each 
accrual period is the product of the 
comparable yield of the debt instru-
ment (properly adjusted for the length 
of the accrual period) and the debt in-
strument’s adjusted issue price at the 
beginning of the accrual period. See 
paragraph (b)(7)(ii) of this section to 
determine the adjusted issue price of 
the debt instrument. The daily por-
tions of interest are determined by al-
locating to each day in the accrual pe-
riod the ratable portion of the interest 
that accrues in the accrual period. Ex-
cept as modified by paragraph (b)(3)(iv) 
of this section, the daily portions of in-
terest are includible in income by a 
holder for each day in the holder’s tax-
able year on which the holder held the 
debt instrument and are deductible by 
the issuer for each day during the 
issuer’s taxable year on which the 
issuer was primarily liable on the debt 
instrument. 

(iv) Step four: Adjust the amount of in-
come or deductions for differences be-
tween projected and actual contingent 
payments. Make appropriate adjust-
ments to the amount of income or de-
ductions attributable to the debt in-
strument in a taxable year for any dif-
ferences between projected and actual 
contingent payments. See paragraph 
(b)(6) of this section to determine the 
amount of an adjustment and the 
treatment of the adjustment. 

(4) Comparable yield and projected pay-
ment schedule. This paragraph (b)(4) 
provides rules for determining the 
comparable yield and projected pay-
ment schedule for a debt instrument. 
The comparable yield and projected 
payment schedule must be supported 
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by contemporaneous documentation 
showing that both are reasonable, are 
based on reliable, complete, and accu-
rate data, and are made in good faith. 

(i) Comparable yield—(A) In general. 
Except as provided in paragraph 
(b)(4)(i)(B) of this section, the com-
parable yield for a debt instrument is 
the yield at which the issuer would 
issue a fixed rate debt instrument with 
terms and conditions similar to those 
of the contingent payment debt instru-
ment (the comparable fixed rate debt 
instrument), including the level of sub-
ordination, term, timing of payments, 
and general market conditions. For ex-
ample, if a § 1.1275–6 hedge (or the sub-
stantial equivalent) is available, the 
comparable yield is the yield on the 
synthetic fixed rate debt instrument 
that would result if the issuer entered 
into the § 1.1275–6 hedge. If a § 1.1275–6 
hedge (or the substantial equivalent) is 
not available, but similar fixed rate 
debt instruments of the issuer trade at 
a price that reflects a spread above a 
benchmark rate, the comparable yield 
is the sum of the value of the bench-
mark rate on the issue date and the 
spread. In determining the comparable 
yield, no adjustments are made for the 
riskiness of the contingencies or the li-
quidity of the debt instrument. The 
comparable yield must be a reasonable 
yield for the issuer and must not be 
less than the applicable Federal rate 
(based on the overall maturity of the 
debt instrument). 

(B) Presumption for certain debt instru-
ments. This paragraph (b)(4)(i)(B) ap-
plies to a debt instrument if the instru-
ment provides for one or more contin-
gent payments not based on market in-
formation and the instrument is part 
of an issue that is marketed or sold in 
substantial part to persons for whom 
the inclusion of interest under this 
paragraph (b) is not expected to have a 
substantial effect on their U.S. tax li-
ability. If this paragraph (b)(4)(i)(B) ap-
plies to a debt instrument, the instru-
ment’s comparable yield is presumed 
to be the applicable Federal rate (based 
on the overall maturity of the debt in-
strument). A taxpayer may overcome 
this presumption only with clear and 
convincing evidence that the com-
parable yield for the debt instrument 
should be a specific yield (determined 

using the principles in paragraph 
(b)(4)(i)(A) of this section) that is high-
er than the applicable Federal rate. 
The presumption may not be overcome 
with appraisals or other valuations of 
nonpublicly traded property. Evidence 
used to overcome the presumption 
must be specific to the issuer and must 
not be based on comparable issuers or 
general market conditions. 

(ii) Projected payment schedule. The 
projected payment schedule for a debt 
instrument includes each noncontin-
gent payment and an amount for each 
contingent payment determined as fol-
lows: 

(A) Market-based payments. If a con-
tingent payment is based on market in-
formation (a market-based payment), 
the amount of the projected payment is 
the forward price of the contingent 
payment. The forward price of a con-
tingent payment is the amount one 
party would agree, as of the issue date, 
to pay an unrelated party for the right 
to the contingent payment on the set-
tlement date (e.g., the date the contin-
gent payment is made). For example, if 
the right to a contingent payment is 
substantially similar to an exchange- 
traded option, the forward price is the 
spot price of the option (the option pre-
mium) compounded at the applicable 
Federal rate from the issue date to the 
date the contingent payment is due. 

(B) Other payments. If a contingent 
payment is not based on market infor-
mation (a non-market-based payment), 
the amount of the projected payment is 
the expected value of the contingent 
payment as of the issue date. 

(C) Adjustments to the projected pay-
ment schedule. The projected payment 
schedule must produce the comparable 
yield. If the projected payment sched-
ule does not produce the comparable 
yield, the schedule must be adjusted 
consistent with the principles of this 
paragraph (b)(4) to produce the com-
parable yield. For example, the ad-
justed amounts of non-market-based 
payments must reasonably reflect the 
relative expected values of the pay-
ments and must not be set to accel-
erate or defer income or deductions. If 
the debt instrument contains both 
market-based and non-market-based 
payments, adjustments are generally 
made first to the non-market-based 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00592 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



583 

Internal Revenue Service, Treasury § 1.1275–4 

payments because more objective in-
formation is available for the market- 
based payments. 

(iii) Market information. For purposes 
of this paragraph (b), market informa-
tion is any information on which an 
objective rate can be based under 
§ 1.1275–5(c) (1) or (2). 

(iv) Issuer/holder consistency. The 
issuer’s projected payment schedule is 
used to determine the holder’s interest 
accruals and adjustments. The issuer 
must provide the projected payment 
schedule to the holder in a manner con-
sistent with the issuer disclosure rules 
of § 1.1275–2(e). If the issuer does not 
create a projected payment schedule 
for a debt instrument or the issuer’s 
projected payment schedule is unrea-
sonable, the holder of the debt instru-
ment must determine the comparable 
yield and projected payment schedule 
for the debt instrument under the rules 
of this paragraph (b)(4). A holder that 
determines its own projected payment 
schedule must explicitly disclose this 
fact and the reason why the holder set 
its own schedule (e.g., why the issuer’s 
projected payment schedule is unrea-
sonable). Unless otherwise prescribed 
by the Commissioner, the disclosure 
must be made on a statement attached 
to the holder’s timely filed Federal in-
come tax return for the taxable year 
that includes the acquisition date of 
the debt instrument. 

(v) Issuer’s determination respected— 
(A) In general. If the issuer maintains 
the contemporaneous documentation 
required by this paragraph (b)(4), the 
issuer’s determination of the com-
parable yield and projected payment 
schedule will be respected unless either 
is unreasonable. 

(B) Unreasonable determination. For 
purposes of paragraph (b)(4)(v)(A) of 
this section, a comparable yield or pro-
jected payment schedule generally will 
be considered unreasonable if it is set 
with a purpose to overstate, under-
state, accelerate, or defer interest ac-
cruals on the debt instrument. In a de-
termination of whether a comparable 
yield or projected payment schedule is 
unreasonable, consideration will be 
given to whether the treatment of the 
debt instrument under this section is 
expected to have a substantial effect on 
the issuer’s or holder’s U.S. tax liabil-

ity. For example, if a taxable issuer 
markets a debt instrument to a holder 
not subject to U.S. taxation, the com-
parable yield will be given close scru-
tiny and will not be respected unless 
contemporaneous documentation 
shows that the yield is not too high. 

(C) Exception. Paragraph (b)(4)(v)(A) 
of this section does not apply to a debt 
instrument subject to paragraph 
(b)(4)(i)(B) of this section (concerning a 
yield presumption for certain debt in-
struments that provide for non-mar-
ket-based payments). 

(vi) Examples. The following examples 
illustrate the provisions of this para-
graph (b)(4). In each example, assume 
that the instrument described is a debt 
instrument for Federal income tax pur-
poses. No inference is intended, how-
ever, as to whether the instrument is a 
debt instrument for Federal income tax 
purposes. 

Example 1. Market-based payment. (i) Facts. 
On December 31, 1996, X corporation issues 
for $1,000,000 a debt instrument that matures 
on December 31, 2006. The debt instrument 
provides for annual payments of interest, be-
ginning in 1997, at the rate of 6 percent and 
for a payment at maturity equal to $1,000,000 
plus the excess, if any, of the price of 10,000 
shares of publicly traded stock in an unre-
lated corporation on the maturity date over 
$350,000, or less the excess, if any, of $350,000 
over the price of 10,000 shares of the stock on 
the maturity date. On the issue date, the for-
ward price to purchase 10,000 shares of the 
stock on December 31, 2006, is $350,000. 

(ii) Comparable yield. Under paragraph 
(b)(4)(i) of this section, the debt instrument’s 
comparable yield is the yield on the syn-
thetic debt instrument that would result if X 
corporation entered into a § 1.1275–6 hedge. A 
§ 1.1275–6 hedge in this case is a forward con-
tract to purchase 10,000 shares of the stock 
on December 31, 2006. If X corporation en-
tered into this hedge, the resulting synthetic 
debt instrument would yield 6 percent, com-
pounded annually. Thus, the comparable 
yield on the debt instrument is 6 percent, 
compounded annually. 

(iii) Projected payment schedule. Under para-
graph (b)(4)(ii) of this section, the projected 
payment schedule for the debt instrument 
consists of 10 annual payments of $60,000 and 
a projected amount for the contingent pay-
ment at maturity. Because the right to the 
contingent payment is based on market in-
formation, the projected amount of the con-
tingent payment is the forward price of the 
payment. The right to the contingent pay-
ment is substantially similar to a right to a 
payment of $1,000,000 combined with a cash- 
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settled forward contract for the purchase of 
10,000 shares of the stock for $350,000 on De-
cember 31, 2006. Because the forward price to 
purchase 10,000 shares of the stock on De-
cember 31, 2006, is $350,000, the amount to be 
received or paid under the forward contract 
is projected to be zero. As a result, the pro-
jected amount of the contingent payment at 
maturity is $1,000,000, consisting of the 
$1,000,000 base amount and no additional 
amount to be received or paid under the for-
ward contract. 

(A) Assume, alternatively, that on the 
issue date the forward price to purchase 
10,000 shares of the stock on December 31, 
2006, is $370,000. If X corporation entered into 
a § 1.1275–6 hedge (a forward contract to pur-
chase the shares for $370,000), the resulting 
synthetic debt instrument would yield 6.15 
percent, compounded annually. Thus, the 
comparable yield on the debt instrument is 
6.15 percent, compounded annually. The pro-
jected payment schedule for the debt instru-
ment consists of 10 annual payments of 
$60,000 and a projected amount for the con-
tingent payment at maturity. The projected 
amount of the contingent payment is 
$1,020,000, consisting of the $1,000,000 base 
amount plus the excess $20,000 of the forward 
price of the stock over the purchase price of 
the stock under the forward contract. 

(B) Assume, alternatively, that on the 
issue date the forward price to purchase 
10,000 shares of the stock on December 31, 
2006, is $330,000. If X corporation entered into 
a § 1.1275–6 hedge, the resulting synthetic 
debt instrument would yield 5.85 percent, 
compounded annually. Thus, the comparable 
yield on the debt instrument is 5.85 percent, 
compounded annually. The projected pay-
ment schedule for the debt instrument con-
sists of 10 annual payments of $60,000 and a 
projected amount for the contingent pay-
ment at maturity. The projected amount of 
the contingent payment is $980,000, con-
sisting of the $1,000,000 base amount minus 
the excess $20,000 of the purchase price of the 
stock under the forward contract over the 
forward price of the stock. 

Example 2. Non-market-based payments. (i) 
Facts. On December 31, 1996, Y issues to Z for 
$1,000,000 a debt instrument that matures on 
December 31, 2000. The debt instrument has a 
stated principal amount of $1,000,000, payable 
at maturity, and provides for payments on 
December 31 of each year, beginning in 1997, 
of $20,000 plus 1 percent of Y’s gross receipts, 
if any, for the year. On the issue date, Y has 
outstanding fixed rate debt instruments with 
maturities of 2 to 10 years that trade at a 
price that reflects an average of 100 basis 
points over Treasury bonds. These debt in-
struments have terms and conditions similar 
to those of the debt instrument. Assume that 
on December 31, 1996, 4-year Treasury bonds 
have a yield of 6.5 percent, compounded an-
nually, and that no § 1.1275–6 hedge is avail-

able for the debt instrument. In addition, as-
sume that the interest inclusions attrib-
utable to the debt instrument are expected 
to have a substantial effect on Z’s U.S. tax 
liability. 

(ii) Comparable yield. The comparable yield 
for the debt instrument is equal to the value 
of the benchmark rate (i.e., the yield on 4- 
year Treasury bonds) on the issue date plus 
the spread. Thus, the debt instrument’s com-
parable yield is 7.5 percent, compounded an-
nually. 

(iii) Projected payment schedule. Y antici-
pates that it will have no gross receipts in 
1997, but that it will have gross receipts in 
later years, and those gross receipts will 
grow each year for the next three years. 
Based on its business projections, Y believes 
that it is not unreasonable to expect that its 
gross receipts in 1999 and each year there-
after will grow by between 6 percent and 13 
percent over the prior year. Thus, Y must 
take these expectations into account in es-
tablishing a projected payment schedule for 
the debt instrument that results in a yield of 
7.5 percent, compounded annually. Accord-
ingly, Y could reasonably set the following 
projected payment schedule for the debt in-
strument: 

Date Noncontingent 
payment 

Contingent 
payment 

12/31/1997 ......................... $20,000 $0 
12/31/1998 ......................... 20,000 70,000 
12/31/1999 ......................... 20,000 75,600 
12/31/2000 ......................... 1,020,000 83,850 

(5) Qualified stated interest. No 
amounts payable on a debt instrument 
to which this paragraph (b) applies are 
qualified stated interest within the 
meaning of § 1.1273–1(c). 

(6) Adjustments. This paragraph (b)(6) 
provides rules for the treatment of 
positive and negative adjustments 
under the noncontingent bond method. 
A taxpayer takes into account only 
those adjustments that occur during a 
taxable year while the debt instrument 
is held by the taxpayer or while the 
taxpayer is primarily liable on the debt 
instrument. 

(i) Determination of positive and nega-
tive adjustments. If the amount of a con-
tingent payment is more than the pro-
jected amount of the contingent pay-
ment, the difference is a positive ad-
justment on the date of the payment. If 
the amount of a contingent payment is 
less than the projected amount of the 
contingent payment, the difference is a 
negative adjustment on the date of the 
payment (or on the scheduled date of 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00594 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



585 

Internal Revenue Service, Treasury § 1.1275–4 

the payment if the amount of the pay-
ment is zero). 

(ii) Treatment of net positive adjust-
ments. The amount, if any, by which 
total positive adjustments on a debt in-
strument in a taxable year exceed the 
total negative adjustments on the debt 
instrument in the taxable year is a net 
positive adjustment. A net positive ad-
justment is treated as additional inter-
est for the taxable year. 

(iii) Treatment of net negative adjust-
ments. The amount, if any, by which 
total negative adjustments on a debt 
instrument in a taxable year exceed 
the total positive adjustments on the 
debt instrument in the taxable year is 
a net negative adjustment. A tax-
payer’s net negative adjustment on a 
debt instrument for a taxable year is 
treated as follows: 

(A) Reduction of interest accruals. A 
net negative adjustment first reduces 
interest for the taxable year that the 
taxpayer would otherwise account for 
on the debt instrument under para-
graph (b)(3)(iii) of this section. 

(B) Ordinary income or loss. If the net 
negative adjustment exceeds the inter-
est for the taxable year that the tax-
payer would otherwise account for on 
the debt instrument under paragraph 
(b)(3)(iii) of this section, the excess is 
treated as ordinary loss by a holder 
and ordinary income by an issuer. How-
ever, the amount treated as ordinary 
loss by a holder is limited to the 
amount by which the holder’s total in-
terest inclusions on the debt instru-
ment exceed the total amount of the 
holder’s net negative adjustments 
treated as ordinary loss on the debt in-
strument in prior taxable years. The 
amount treated as ordinary income by 
an issuer is limited to the amount by 
which the issuer’s total interest deduc-
tions on the debt instrument exceed 
the total amount of the issuer’s net 
negative adjustments treated as ordi-
nary income on the debt instrument in 
prior taxable years. 

(C) Carryforward. If the net negative 
adjustment exceeds the sum of the 
amounts treated by the taxpayer as a 
reduction of interest and as ordinary 
income or loss (as the case may be) on 
the debt instrument for the taxable 
year, the excess is a negative adjust-
ment carryforward for the taxable 

year. In general, a taxpayer treats a 
negative adjustment carryforward for a 
taxable year as a negative adjustment 
on the debt instrument on the first day 
of the succeeding taxable year. How-
ever, if a holder of a debt instrument 
has a negative adjustment 
carryforward on the debt instrument in 
a taxable year in which the debt in-
strument is sold, exchanged, or retired, 
the negative adjustment carryforward 
reduces the holder’s amount realized 
on the sale, exchange, or retirement. If 
an issuer of a debt instrument has a 
negative adjustment carryforward on 
the debt instrument for a taxable year 
in which the debt instrument is re-
tired, the issuer takes the negative ad-
justment carryforward into account as 
ordinary income. 

(D) Treatment under section 67. A net 
negative adjustment is not subject to 
section 67 (the 2-percent floor on mis-
cellaneous itemized deductions). 

(iv) Cross-references. If a holder has a 
basis in a debt instrument that is dif-
ferent from the debt instrument’s ad-
justed issue price, the holder may have 
additional positive or negative adjust-
ments under paragraph (b)(9)(i) of this 
section. If the amount of a contingent 
payment is fixed more than 6 months 
before the date it is due, the amount 
and timing of the adjustment are de-
termined under paragraph (b)(9)(ii) of 
this section. 

(7) Adjusted issue price, adjusted basis, 
and retirement—(i) In general. If a debt 
instrument is subject to the noncontin-
gent bond method, this paragraph (b)(7) 
provides rules to determine the ad-
justed issue price of the debt instru-
ment, the holder’s basis in the debt in-
strument, and the treatment of any 
scheduled or unscheduled retirements. 
In general, because any difference be-
tween the actual amount of a contin-
gent payment and the projected 
amount of the payment is taken into 
account as an adjustment to income or 
deduction, the projected payments are 
treated as the actual payments for pur-
poses of making adjustments to issue 
price and basis and determining the 
amount of any contingent payment 
made on a scheduled retirement. 
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(ii) Definition of adjusted issue price. 
The adjusted issue price of a debt in-
strument is equal to the debt instru-
ment’s issue price, increased by the in-
terest previously accrued on the debt 
instrument under paragraph (b)(3)(iii) 
of this section (determined without re-
gard to any adjustments taken into ac-
count under paragraph (b)(3)(iv) of this 
section), and decreased by the amount 
of any noncontingent payment and the 
projected amount of any contingent 
payment previously made on the debt 
instrument. See paragraph (b)(9)(ii) of 
this section for special rules that apply 
when a contingent payment is fixed 
more than 6 months before it is due. 

(iii) Adjustments to basis. A holder’s 
basis in a debt instrument is increased 
by the interest previously accrued by 
the holder on the debt instrument 
under paragraph (b)(3)(iii) of this sec-
tion (determined without regard to any 
adjustments taken into account under 
paragraph (b)(3)(iv) of this section), 
and decreased by the amount of any 
noncontingent payment and the pro-
jected amount of any contingent pay-
ment previously made on the debt in-
strument to the holder. See paragraph 
(b)(9)(i) of this section for special rules 
that apply when basis is different from 
adjusted issue price and paragraph 
(b)(9)(ii) of this section for special rules 
that apply when a contingent payment 
is fixed more than 6 months before it is 
due. 

(iv) Scheduled retirements. For pur-
poses of determining the amount real-
ized by a holder and the repurchase 
price paid by the issuer on the sched-
uled retirement of a debt instrument, a 
holder is treated as receiving, and the 
issuer is treated as paying, the pro-
jected amount of any contingent pay-
ment due at maturity. If the amount 
paid or received is different from the 
projected amount, see paragraph (b)(6) 
of this section for the treatment of the 
difference by the taxpayer. Under para-
graph (b)(6)(iii)(C) of this section, the 
amount realized by a holder on the re-
tirement of a debt instrument is re-
duced by any negative adjustment 
carryforward determined in the taxable 
year of the retirement. 

(v) Unscheduled retirements. An un-
scheduled retirement of a debt instru-
ment (or the receipt of a pro-rata pre-

payment that is treated as a retire-
ment of a portion of a debt instrument 
under § 1.1275–2(f)) is treated as a repur-
chase of the debt instrument (or a pro- 
rata portion of the debt instrument) by 
the issuer from the holder for the 
amount paid by the issuer to the hold-
er. 

(vi) Examples. The following examples 
illustrate the provisions of paragraphs 
(b) (6) and (7) of this section. In each 
example, assume that the instrument 
described is a debt instrument for Fed-
eral income tax purposes. No inference 
is intended, however, as to whether the 
instrument is a debt instrument for 
Federal income tax purposes. 

Example 1. Treatment of positive and negative 
adjustments. (i) Facts. On December 31, 1996, 
Z, a calendar year taxpayer, purchases a debt 
instrument subject to this paragraph (b) at 
original issue for $1,000. The debt instru-
ment’s comparable yield is 10 percent, com-
pounded annually, and the projected pay-
ment schedule provides for payments of $500 
on December 31, 1997 (consisting of a non-
contingent payment of $375 and a projected 
amount of $125) and $660 on December 31, 1998 
(consisting of a noncontingent payment of 
$600 and a projected amount of $60). The debt 
instrument is a capital asset in the hands of 
Z. 

(ii) Adjustment in 1997. Based on the pro-
jected payment schedule, Z’s total daily por-
tions of interest on the debt instrument are 
$100 for 1997 (issue price of $1,000 × 10 per-
cent). Assume that the payment actually 
made on December 31, 1997, is $375, rather 
than the projected $500. Under paragraph 
(b)(6)(i) of this section, Z has a negative ad-
justment of $125 on December 31, 1997, attrib-
utable to the difference between the amount 
of the actual payment and the amount of the 
projected payment. Because Z has no posi-
tive adjustments for 1997, Z has a net nega-
tive adjustment of $125 on the debt instru-
ment for 1997. This net negative adjustment 
reduces to zero the $100 total daily portions 
of interest Z would otherwise include in in-
come in 1997. Accordingly, Z has no interest 
income on the debt instrument for 1997. Be-
cause Z had no interest inclusions on the 
debt instrument for prior taxable years, the 
remaining $25 of the net negative adjustment 
is a negative adjustment carryforward for 
1997 that results in a negative adjustment of 
$25 on January 1, 1998. 

(iii) Adjustment to issue price and basis. Z’s 
total daily portions of interest on the debt 
instrument are $100 for 1997. The adjusted 
issue price of the debt instrument and Z’s ad-
justed basis in the debt instrument are in-
creased by this amount, despite the fact that 
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Z does not include this amount in income be-
cause of the net negative adjustment for 
1997. In addition, the adjusted issue price of 
the debt instrument and Z’s adjusted basis in 
the debt instrument are decreased on Decem-
ber 31, 1997, by the projected amount of the 
payment on that date ($500). Thus, on Janu-
ary 1, 1998, Z’s adjusted basis in the debt in-
strument and the adjusted issue price of the 
debt instrument are $600. 

(iv) Adjustments in 1998. Based on the pro-
jected payment schedule, Z’s total daily por-
tions of interest are $60 for 1998 (adjusted 
issue price of $600 × 10 percent). Assume that 
the payment actually made on December 31, 
1998, is $700, rather than the projected $660. 
Under paragraph (b)(6)(i) of this section, Z 
has a positive adjustment of $40 on December 
31, 1998, attributable to the difference be-
tween the amount of the actual payment and 
the amount of the projected payment. Be-
cause Z also has a negative adjustment of $25 
on January 1, 1998, Z has a net positive ad-
justment of $15 on the debt instrument for 
1998 (the excess of the $40 positive adjust-
ment over the $25 negative adjustment). As a 
result, Z has $75 of interest income on the 
debt instrument for 1998 (the $15 net positive 
adjustment plus the $60 total daily portions 
of interest that are taken into account by Z 
in that year). 

(v) Retirement. Based on the projected pay-
ment schedule, Z’s adjusted basis in the debt 
instrument immediately before the payment 
at maturity is $660 ($600 plus $60 total daily 
portions of interest for 1998). Even though Z 
receives $700 at maturity, for purposes of de-
termining the amount realized by Z on re-
tirement of the debt instrument, Z is treated 
as receiving the projected amount of the con-
tingent payment on December 31, 1998. 
Therefore, Z is treated as receiving $660 on 
December 31, 1998. Because Z’s adjusted basis 
in the debt instrument immediately before 
its retirement is $660, Z recognizes no gain or 
loss on the retirement. 

Example 2. Negative adjustment carryforward 
for year of sale. (i) Facts. Assume the same 
facts as in Example 1 of this paragraph 
(b)(7)(vi), except that Z sells the debt instru-
ment on January 1, 1998, for $630. 

(ii) Gain on sale. On the date the debt in-
strument is sold, Z’s adjusted basis in the 
debt instrument is $600. Because Z has a neg-
ative adjustment of $25 on the debt instru-
ment on January 1, 1998, and has no positive 
adjustments on the debt instrument in 1998, 
Z has a net negative adjustment for 1998 of 
$25. Because Z has not included in income 
any interest on the debt instrument, the en-
tire $25 net negative adjustment is a nega-
tive adjustment carryforward for the taxable 
year of the sale. Under paragraph 
(b)(6)(iii)(C) of this section, the $25 negative 
adjustment carryforward reduces the 
amount realized by Z on the sale of the debt 
instrument from $630 to $605. Thus, Z has a 

gain on the sale of $5 ($605¥$600). Under 
paragraph (b)(8)(i) of this section, the gain is 
treated as interest income. 

Example 3. Negative adjustment carryforward 
for year of retirement. (i) Facts. Assume the 
same facts as in Example 1 of this paragraph 
(b)(7)(vi), except that the payment actually 
made on December 31, 1998, is $615, rather 
than the projected $660. 

(ii) Adjustments in 1998. Under paragraph 
(b)(6)(i) of this section, Z has a negative ad-
justment of $45 on December 31, 1998, attrib-
utable to the difference between the amount 
of the actual payment and the amount of the 
projected payment. In addition, Z has a neg-
ative adjustment of $25 on January 1, 1998. 
See Example 1(ii) of this paragraph (b)(7)(vi). 
Because Z has no positive adjustments in 
1998, Z has a net negative adjustment of $70 
for 1998. This net negative adjustment re-
duces to zero the $60 total daily portions of 
interest Z would otherwise include in income 
for 1998. Therefore, Z has no interest income 
on the debt instrument for 1998. Because Z 
had no interest inclusions on the debt instru-
ment for 1997, the remaining $10 of the net 
negative adjustment is a negative adjust-
ment carryforward for 1998 that reduces the 
amount realized by Z on retirement of the 
debt instrument. 

(iii) Loss on retirement. Immediately before 
the payment at maturity, Z’s adjusted basis 
in the debt instrument is $660. Under para-
graph (b)(7)(iv) of this section, Z is treated as 
receiving the projected amount of the con-
tingent payment, or $660, as the payment at 
maturity. Under paragraph (b)(6)(iii)(C) of 
this section, however, this amount is reduced 
by any negative adjustment carryforward de-
termined for the taxable year of retirement 
to calculate the amount Z realizes on retire-
ment of the debt instrument. Thus, Z has a 
loss of $10 on the retirement of the debt in-
strument, equal to the amount by which Z’s 
adjusted basis in the debt instrument ($660) 
exceeds the amount Z realizes on the retire-
ment of the debt instrument ($660 minus the 
$10 negative adjustment carryforward). 
Under paragraph (b)(8)(ii) of this section, the 
loss is a capital loss. 

(8) Character on sale, exchange, or re-
tirement—(i) Gain. Any gain recognized 
by a holder on the sale, exchange, or 
retirement of a debt instrument sub-
ject to this paragraph (b) is interest in-
come. 

(ii) Loss. Any loss recognized by a 
holder on the sale, exchange, or retire-
ment of a debt instrument subject to 
this paragraph (b) is ordinary loss to 
the extent that the holder’s total inter-
est inclusions on the debt instrument 
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exceed the total net negative adjust-
ments on the debt instrument the hold-
er took into account as ordinary loss. 
Any additional loss is treated as loss 
from the sale, exchange, or retirement 
of the debt instrument. However, any 
loss that would otherwise be ordinary 
under this paragraph (b)(8)(ii) and that 
is attributable to the holder’s basis 
that could not be amortized under sec-
tion 171(b)(4) is loss from the sale, ex-
change, or retirement of the debt in-
strument. 

(iii) Special rule if there are no remain-
ing contingent payments on the debt in-
strument—(A) In general. Notwith-
standing paragraphs (b)(8) (i) and (ii) of 
this section, if, at the time of the sale, 
exchange, or retirement of the debt in-
strument, there are no remaining con-
tingent payments due on the debt in-
strument under the projected payment 
schedule, any gain or loss recognized 
by the holder is gain or loss from the 
sale, exchange, or retirement of the 
debt instrument. See paragraph 
(b)(9)(ii) of this section to determine 
whether there are no remaining contin-
gent payments on a debt instrument 
that provides for fixed but deferred 
contingent payments. 

(B) Exception for certain positive ad-
justments. Notwithstanding paragraph 
(b)(8)(iii)(A) of this section, if a posi-
tive adjustment on a debt instrument 
is spread under paragraph (b)(9)(ii) (F) 
or (G) of this section, any gain recog-
nized by the holder on the sale, ex-
change, or retirement of the instru-
ment is treated as interest income to 
the extent of the positive adjustment 
that has not yet been accrued and in-
cluded in income by the holder. 

(iv) Examples. The following examples 
illustrate the provisions of this para-
graph (b)(8). In each example, assume 
that the instrument described is a debt 
instrument for Federal income tax pur-
poses. No inference is intended, how-
ever, as to whether the instrument is a 
debt instrument for Federal income tax 
purposes. 

Example 1. Gain on sale. (i) Facts. On Janu-
ary 1, 1998, D, a calendar year taxpayer, sells 
a debt instrument that is subject to para-
graph (b) of this section for $1,350. The pro-
jected payment schedule for the debt instru-
ment provides for contingent payments after 
January 1, 1998. On January 1, 1998, D has an 
adjusted basis in the debt instrument of 

$1,200. In addition, D has a negative adjust-
ment carryforward of $50 for 1997 that, under 
paragraph (b)(6)(iii)(C) of this section, re-
sults in a negative adjustment of $50 on Jan-
uary 1, 1998. D has no positive adjustments 
on the debt instrument on January 1, 1998. 

(ii) Character of gain. Under paragraph 
(b)(6) of this section, the $50 negative adjust-
ment on January 1, 1998, results in a nega-
tive adjustment carryforward for 1998, the 
taxable year of the sale of the debt instru-
ment. Under paragraph (b)(6)(iii)(C) of this 
section, the negative adjustment 
carryforward reduces the amount realized by 
D on the sale of the debt instrument from 
$1,350 to $1,300. As a result, D realizes a $100 
gain on the sale of the debt instrument, 
equal to the $1,300 amount realized minus D’s 
$1,200 adjusted basis in the debt instrument. 
Under paragraph (b)(8)(i) of this section, the 
gain is interest income to D. 

Example 2. Loss on sale. (i) Facts. On Decem-
ber 31, 1996, E, a calendar year taxpayer, pur-
chases a debt instrument at original issue 
for $1,000. The debt instrument is a capital 
asset in the hands of E. The debt instrument 
provides for a single payment on December 
31, 1998 (the maturity date of the instru-
ment), of $1,000 plus an amount based on the 
increase, if any, in the price of a specified 
commodity over the term of the instrument. 
The comparable yield for the debt instru-
ment is 9.54 percent, compounded annually, 
and the projected payment schedule provides 
for a payment of $1,200 on December 31, 1998. 
Based on the projected payment schedule, 
the total daily portions of interest are $95 for 
1997 and $105 for 1998. 

(ii) Ordinary loss. Assume that E sells the 
debt instrument for $1,050 on December 31, 
1997. On that date, E has an adjusted basis in 
the debt instrument of $1,095 ($1,000 original 
basis, plus total daily portions of $95 for 
1997). Therefore, E realizes a $45 loss on the 
sale of the debt instrument ($1,050–$1,095). 
The loss is ordinary to the extent E’s total 
interest inclusions on the debt instrument 
($95) exceed the total net negative adjust-
ments on the instrument that E took into 
account as an ordinary loss. Because E has 
not had any net negative adjustments on the 
debt instrument, the $45 loss is an ordinary 
loss. 

(iii) Capital loss. Alternatively, assume 
that E sells the debt instrument for $990 on 
December 31, 1997. E realizes a $105 loss on 
the sale of the debt instrument ($990 ¥ 

$1,095). The loss is ordinary to the extent E’s 
total interest inclusions on the debt instru-
ment ($95) exceed the total net negative ad-
justments on the instrument that E took 
into account as an ordinary loss. Because E 
has not had any net negative adjustments on 
the debt instrument, $95 of the $105 loss is an 
ordinary loss. The remaining $10 of the $105 
loss is a capital loss. 
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(9) Operating rules. The rules of this 
paragraph (b)(9) apply to a debt instru-
ment subject to the noncontingent 
bond method notwithstanding any 
other rule of this paragraph (b). 

(i) Basis different from adjusted issue 
price. This paragraph (b)(9)(i) provides 
rules for a holder whose basis in a debt 
instrument is different from the ad-
justed issue price of the debt instru-
ment (e.g., a subsequent holder that 
purchases the debt instrument for 
more or less than the instrument’s ad-
justed issue price). 

(A) General rule. The holder accrues 
interest under paragraph (b)(3)(iii) of 
this section and makes adjustments 
under paragraph (b)(3)(iv) of this sec-
tion based on the projected payment 
schedule determined as of the issue 
date of the debt instrument. However, 
upon acquiring the debt instrument, 
the holder must reasonably allocate 
any difference between the adjusted 
issue price and the basis to daily por-
tions of interest or projected payments 
over the remaining term of the debt in-
strument. Allocations are taken into 
account under paragraphs (b)(9)(i) (B) 
and (C) of this section. 

(B) Basis greater than adjusted issue 
price. If the holder’s basis in the debt 
instrument exceeds the debt instru-
ment’s adjusted issue price, the 
amount of the difference allocated to a 
daily portion of interest or to a pro-
jected payment is treated as a negative 
adjustment on the date the daily por-
tion accrues or the payment is made. 
On the date of the adjustment, the 
holder’s adjusted basis in the debt in-
strument is reduced by the amount the 
holder treats as a negative adjustment 
under this paragraph (b)(9)(i)(B). See 
paragraph (b)(9)(ii)(E) of this section 
for a special rule that applies when a 
contingent payment is fixed more than 
6 months before it is due. 

(C) Basis less than adjusted issue price. 
If the holder’s basis in the debt instru-
ment is less than the debt instrument’s 
adjusted issue price, the amount of the 
difference allocated to a daily portion 
of interest or to a projected payment is 
treated as a positive adjustment on the 
date the daily portion accrues or the 
payment is made. On the date of the 
adjustment, the holder’s adjusted basis 
in the debt instrument is increased by 

the amount the holder treats as a posi-
tive adjustment under this paragraph 
(b)(9)(i)(C). See paragraph (b)(9)(ii)(E) 
of this section for a special rule that 
applies when a contingent payment is 
fixed more than 6 months before it is 
due. 

(D) Premium and discount rules do not 
apply. The rules for accruing premium 
and discount in sections 171, 1272(a)(7), 
1276, and 1281 do not apply. Other rules 
of those sections, such as section 
171(b)(4), continue to apply to the ex-
tent relevant. 

(E) Safe harbor for exchange listed debt 
instruments. If the debt instrument is 
exchange listed property (within the 
meaning of § 1.1273–2(f)(2)), it is reason-
able for the holder to allocate any dif-
ference between the holder’s basis and 
the adjusted issue price of the debt in-
strument pro-rata to daily portions of 
interest (as determined under para-
graph (b)(3)(iii) of this section) over the 
remaining term of the debt instrument. 
A pro-rata allocation is not reasonable, 
however, to the extent the holder’s 
yield on the debt instrument, deter-
mined after taking into account the 
amounts allocated under this para-
graph (b)(9)(i)(E), is less than the appli-
cable Federal rate for the instrument. 
For purposes of the preceding sentence, 
the applicable Federal rate for the debt 
instrument is determined as if the pur-
chase date were the issue date and the 
remaining term of the instrument were 
the term of the instrument. 

(F) Examples. The following examples 
illustrate the provisions of this para-
graph (b)(9)(i). In each example, assume 
that the instrument described is a debt 
instrument for Federal income tax pur-
poses. No inference is intended, how-
ever, as to whether the instrument is a 
debt instrument for Federal income tax 
purposes. In addition, assume that each 
instrument is not exchange listed prop-
erty. 

Example 1. Basis greater than adjusted issue 
price. (i) Facts. On July 1, 1998, Z purchases 
for $1,405 a debt instrument that matures on 
December 31, 1999, and promises to pay on 
the maturity date $1,000 plus the increase, if 
any, in the price of a specified amount of a 
commodity from the issue date to the matu-
rity date. The debt instrument was origi-
nally issued on December 31, 1996, for an 
issue price of $1,000. The comparable yield for 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00599 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



590 

26 CFR Ch. I (4–1–11 Edition) § 1.1275–4 

the debt instrument is 10.25 percent, com-
pounded semiannually, and the projected 
payment schedule for the debt instrument 
(determined as of the issue date) provides for 
a single payment at maturity of $1,350. At 
the time of the purchase, the debt instru-
ment has an adjusted issue price of $1,162, as-
suming semiannual accrual periods ending 
on December 31 and June 30 of each year. 
The increase in the value of the debt instru-
ment over its adjusted issue price is due to 
an increase in the expected amount of the 
contingent payment and not to a decrease in 
market interest rates. The debt instrument 
is a capital asset in the hands of Z. Z is a cal-
endar year taxpayer. 

(ii) Allocation of the difference between basis 
and adjusted issue price. Z’s basis in the debt 
instrument on July 1, 1998, is $1,405. Under 
paragraph (b)(9)(i)(A) of this section, Z allo-
cates the $243 difference between basis 
($1,405) and adjusted issue price ($1,162) to 
the contingent payment at maturity. Z’s al-
location of the difference between basis and 
adjusted issue price is reasonable because 
the increase in the value of the debt instru-
ment over its adjusted issue price is due to 
an increase in the expected amount of the 
contingent payment. 

(iii) Treatment of debt instrument for 1998. 
Based on the projected payment schedule, $60 
of interest accrues on the debt instrument 
from July 1, 1998 to December 31, 1998 (the 
product of the debt instrument’s adjusted 
issue price on July 1, 1998 ($1,162) and the 
comparable yield properly adjusted for the 
length of the accrual period (10.25 percent/2)). 
Z has no net negative or positive adjust-
ments for 1998. Thus, Z includes in income 
$60 of total daily portions of interest for 1998. 
On December 31, 1998, Z’s adjusted basis in 
the debt instrument is $1,465 ($1,405 original 
basis, plus total daily portions of $60 for 
1998). 

(iv) Effect of allocation to contingent pay-
ment at maturity. Assume that the payment 
actually made on December 31, 1999, is $1,400, 
rather than the projected $1,350. Thus, under 
paragraph (b)(6)(i) of this section, Z has a 
positive adjustment of $50 on December 31, 
1999. In addition, under paragraph (b)(9)(i)(B) 
of this section, Z has a negative adjustment 
of $243 on December 31, 1999, which is attrib-
utable to the difference between Z’s basis in 
the debt instrument on July 1, 1998, and the 
instrument’s adjusted issue price on that 
date. As a result, Z has a net negative ad-
justment of $193 for 1999. This net negative 
adjustment reduces to zero the $128 total 
daily portions of interest Z would otherwise 
include in income in 1999. Accordingly, Z has 
no interest income on the debt instrument 
for 1999. Because Z had $60 of interest inclu-
sions for 1998, $60 of the remaining $65 net 
negative adjustment is treated by Z as an or-
dinary loss for 1999. The remaining $5 of the 
net negative adjustment is a negative adjust-

ment carryforward for 1999 that reduces the 
amount realized by Z on the retirement of 
the debt instrument from $1,350 to $1,345. 

(v) Loss at maturity. On December 31, 1999, 
Z’s basis in the debt instrument is $1,350 
($1,405 original basis, plus total daily por-
tions of $60 for 1998 and $128 for 1999, minus 
the negative adjustment of $243). As a result, 
Z realizes a loss of $5 on the retirement of 
the debt instrument (the difference between 
the amount realized on the retirement 
($1,345) and Z’s adjusted basis in the debt in-
strument ($1,350)). Under paragraph (b)(8)(ii) 
of this section, the $5 loss is treated as loss 
from the retirement of the debt instrument. 
Consequently, Z realizes a total loss of $65 on 
the debt instrument for 1999 (a $60 ordinary 
loss and a $5 capital loss). 

Example 2. Basis less than adjusted issue 
price. (i) Facts. On January 1, 1999, Y pur-
chases for $910 a debt instrument that pays 7 
percent interest semiannually on June 30 
and December 31 of each year, and that 
promises to pay on December 31, 2001, $1,000 
plus or minus $10 times the positive or nega-
tive difference, if any, between a specified 
amount and the value of an index on Decem-
ber 31, 2001. However, the payment on De-
cember 31, 2001, may not be less than $650. 
The debt instrument was originally issued on 
December 31, 1996, for an issue price of $1,000. 
The comparable yield for the debt instru-
ment is 9.80 percent, compounded semiannu-
ally, and the projected payment schedule for 
the debt instrument (determined as of the 
issue date) provides for semiannual pay-
ments of $35 and a contingent payment at 
maturity of $1,175. On January 1, 1999, the 
debt instrument has an adjusted issue price 
of $1,060, assuming semiannual accrual peri-
ods ending on December 31 and June 30 of 
each year. Y is a calendar year taxpayer. 

(ii) Allocation of the difference between basis 
and adjusted issue price. Y’s basis in the debt 
instrument on January 1, 1999, is $910. Under 
paragraph (b)(9)(i)(A) of this section, Y must 
allocate the $150 difference between basis 
($910) and adjusted issue price ($1,060) to 
daily portions of interest or to projected 
payments. These amounts will be positive 
adjustments taken into account at the time 
the daily portions accrue or the payments 
are made. 

(A) Assume that, because of a decrease in 
the relevant index, the expected value of the 
payment at maturity has declined by about 
9 percent. Based on forward prices on Janu-
ary 1, 1999, Y determines that approximately 
$105 of the difference between basis and ad-
justed issue price is allocable to the contin-
gent payment. Y allocates the remaining $45 
to daily portions of interest on a pro-rata 
basis (i.e., the amount allocated to an ac-
crual period equals the product of $45 and a 
fraction, the numerator of which is the total 
daily portions for the accrual period and the 
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denominator of which is the total daily por-
tions remaining on the debt instrument on 
January 1, 1999). This allocation is reason-
able. 

(B) Assume alternatively that, based on 
yields of comparable debt instruments and 
its purchase price for the debt instrument, Y 
determines that an appropriate yield for the 
debt instrument is 13 percent, compounded 
semiannually. Based on this determination, 
Y allocates $55.75 of the difference between 
basis and adjusted issue price to daily por-
tions of interest as follows: $15.19 to the 
daily portions of interest for the taxable 
year ending December 31, 1999; $18.40 to the 
daily portions of interest for the taxable 
year ending December 31, 2000; and $22.16 to 
the daily portions of interest for the taxable 
year ending December 31, 2001. Y allocates 
the remaining $94.25 to the contingent pay-
ment at maturity. This allocation is reason-
able. 

(ii) Fixed but deferred contingent pay-
ments. This paragraph (b)(9)(ii) provides 
rules that apply when the amount of a 
contingent payment becomes fixed be-
fore the payment is due. For purposes 
of paragraph (b) of this section, if a 
contingent payment becomes fixed 
within the 6-month period ending on 
the due date of the payment, the pay-
ment is treated as a contingent pay-
ment even after the payment is fixed. 
If a contingent payment becomes fixed 
more than 6 months before the pay-
ment is due, the following rules apply 
to the debt instrument. 

(A) Determining adjustments. The 
amount of the adjustment attributable 
to the contingent payment is equal to 
the difference between the present 
value of the amount that is fixed and 
the present value of the projected 
amount of the contingent payment. 
The present value of each amount is 
determined by discounting the amount 
from the date the payment is due to 
the date the payment becomes fixed, 
using a discount rate equal to the com-
parable yield on the debt instrument. 
The adjustment is treated as a positive 
or negative adjustment, as appropriate, 
on the date the contingent payment be-
comes fixed. See paragraph (b)(9)(ii)(G) 
of this section to determine the timing 
of the adjustment if all remaining con-
tingent payments on the debt instru-
ment become fixed substantially con-
temporaneously. 

(B) Payment schedule. The contingent 
payment is no longer treated as a con-

tingent payment after the date the 
amount of the payment becomes fixed. 
On the date the contingent payment 
becomes fixed, the projected payment 
schedule for the debt instrument is 
modified prospectively to reflect the 
fixed amount of the payment. There-
fore, no adjustment is made under 
paragraph (b)(3)(iv) of this section 
when the contingent payment is actu-
ally made. 

(C) Accrual period. Notwithstanding 
the determination under § 1.1272– 
1(b)(1)(ii) of accrual periods for the 
debt instrument, an accrual period 
ends on the day the contingent pay-
ment becomes fixed, and a new accrual 
period begins on the day after the day 
the contingent payment becomes fixed. 

(D) Adjustments to basis and adjusted 
issue price. The amount of any positive 
adjustment on a debt instrument deter-
mined under paragraph (b)(9)(ii)(A) of 
this section increases the adjusted 
issue price of the instrument and the 
holder’s adjusted basis in the instru-
ment. Similarly, the amount of any 
negative adjustment on a debt instru-
ment determined under paragraph 
(b)(9)(ii)(A) of this section decreases 
the adjusted issue price of the instru-
ment and the holder’s adjusted basis in 
the instrument. 

(E) Basis different from adjusted issue 
price. If a holder’s basis in a debt in-
strument exceeds the debt instru-
ment’s adjusted issue price, the 
amount allocated to a projected pay-
ment under paragraph (b)(9)(i) of this 
section is treated as a negative adjust-
ment on the date the payment becomes 
fixed. If a holder’s basis in a debt in-
strument is less than the debt instru-
ment’s adjusted issue price, the 
amount allocated to a projected pay-
ment under paragraph (b)(9)(i) of this 
section is treated as a positive adjust-
ment on the date the payment becomes 
fixed. 

(F) Special rule for certain contingent 
interest payments. Notwithstanding 
paragraph (b)(9)(ii)(A) of this section, 
this paragraph (b)(9)(ii)(F) applies to 
contingent stated interest payments 
that are adjusted to compensate for 
contingencies regarding the reason-
ableness of the debt instrument’s stat-
ed rate of interest. For example, this 
paragraph (b)(9)(ii)(F) applies to a debt 
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instrument that provides for an in-
crease in the stated rate of interest if 
the credit quality of the issuer or li-
quidity of the debt instrument deterio-
rates. Contingent stated interest pay-
ments of this type are recognized over 
the period to which they relate in a 
reasonable manner. 

(G) Special rule when all contingent 
payments become fixed. Notwithstanding 
paragraph (b)(9)(ii)(A) of this section, if 
all the remaining contingent payments 
on a debt instrument become fixed sub-
stantially contemporaneously, any 
positive or negative adjustments on 
the instrument are taken into account 
in a reasonable manner over the period 
to which they relate. For purposes of 
the preceding sentence, a payment is 
treated as a fixed payment if all re-
maining contingencies with respect to 
the payment are remote or incidental 
(within the meaning of § 1.1275–2(h)). 

(H) Example. The following example 
illustrates the provisions of this para-
graph (b)(9)(ii). In this example, as-
sume that the instrument described is 
a debt instrument for Federal income 
tax purposes. No inference is intended, 
however, as to whether the instrument 
is a debt instrument for Federal in-
come tax purposes. 

Example: Fixed but deferred payments. (i) 
Facts. On December 31, 1996, B, a calendar 
year taxpayer, purchases a debt instrument 
at original issue for $1,000. The debt instru-
ment matures on December 31, 2002, and pro-
vides for a payment of $1,000 at maturity. In 
addition, on December 31, 1999, and December 
31, 2002, the debt instrument provides for 
payments equal to the excess of the average 
daily value of an index for the 6-month pe-
riod ending on September 30 of the preceding 
year over a specified amount. The debt in-
strument’s comparable yield is 10 percent, 
compounded annually, and the instrument’s 
projected payment schedule consists of a 
payment of $250 on December 31, 1999, and a 
payment of $1,439 on December 31, 2002. B 
uses annual accrual periods. 

(ii) Interest accrual for 1997. Based on the 
projected payment schedule, B includes a 
total of $100 of daily portions of interest in 
income in 1997. B’s adjusted basis in the debt 
instrument and the debt instrument’s ad-
justed issue price on December 31, 1997, is 
$1,100. 

(iii) Interest accrual for 1998—(A) Adjust-
ment. Based on the projected payment sched-
ule, B would include $110 of total daily por-
tions of interest in income in 1998. However, 
assume that on September 30, 1998, the pay-

ment due on December 31, 1999, fixes at $300, 
rather than the projected $250. Thus, on Sep-
tember 30, 1998, B has an adjustment equal to 
the difference between the present value of 
the $300 fixed amount and the present value 
of the $250 projected amount of the contin-
gent payment. The present values of the two 
payments are determined by discounting 
each payment from the date the payment is 
due (December 31, 1999) to the date the pay-
ment becomes fixed (September 30, 1998), 
using a discount rate equal to 10 percent, 
compounded annually. The present value of 
the fixed payment is $266.30 and the present 
value of the projected amount of the contin-
gent payment is $221.91. Thus, on September 
30, 1998, B has a positive adjustment of $44.39 
($266.30–$221.91). 

(B) Effect of adjustment. Under paragraph 
(b)(9)(ii)(C) of this section, B’s accrual period 
ends on September 30, 1998. The daily por-
tions of interest on the debt instrument for 
the period from January 1, 1998 to September 
30, 1998 total $81.51. The adjusted issue price 
of the debt instrument and B’s adjusted basis 
in the debt instrument are thus increased 
over this period by $125.90 (the sum of the 
daily portions of interest of $81.51 and the 
positive adjustment of $44.39 made at the end 
of the period) to $1,225.90. For purposes of all 
future accrual periods, including the new ac-
crual period from October 1, 1998, to Decem-
ber 31, 1998, the debt instrument’s projected 
payment schedule is modified to reflect a 
fixed payment of $300 on December 31, 1999. 
Based on the new adjusted issue price of the 
debt instrument and the new projected pay-
ment schedule, the yield on the debt instru-
ment does not change. 

(C) Interest accrual for 1998. Based on the 
modified projected payment schedule, $29.56 
of interest accrues during the accrual period 
that ends on December 31, 1998. Because B 
has no other adjustments during 1998, the 
$44.39 positive adjustment on September 30, 
1998, results in a net positive adjustment for 
1998, which is additional interest for that 
year. Thus, B includes $155.46 
($81.51+$29.56+$44.39) of interest in income in 
1998. B’s adjusted basis in the debt instru-
ment and the debt instrument’s adjusted 
issue price on December 31, 1998, is $1,255.46 
($1,225.90 from the end of the prior accrual 
period plus $29.56 total daily portions for the 
current accrual period). 

(iii) Timing contingencies. This para-
graph (b)(9)(iii) provides rules for debt 
instruments that have payments that 
are contingent as to time. 

(A) Treatment of certain options. If a 
taxpayer has an unconditional option 
to put or call the debt instrument, to 
exchange the debt instrument for other 
property, or to extend the maturity 
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date of the debt instrument, the pro-
jected payment schedule is determined 
by using the principles of § 1.1272– 
1(c)(5). 

(B) Other timing contingencies. [Re-
served] 

(iv) Cross-border transactions—(A) Al-
location of deductions. For purposes of 
§ 1.861–8, the holder of a debt instru-
ment shall treat any deduction or loss 
treated as an ordinary loss under para-
graph (b)(6)(iii)(B) or (b)(8)(ii) of this 
section as a deduction that is defi-
nitely related to the class of gross in-
come to which income from such debt 
instrument belongs. Accordingly, if a 
U.S. person holds a debt instrument 
issued by a related controlled foreign 
corporation and, pursuant to section 
904(d)(3) and the regulations there-
under, any interest accrued by such 
U.S. person with respect to such debt 
instrument would be treated as foreign 
source general limitation income, any 
deductions relating to a net negative 
adjustment will reduce the U.S. per-
son’s foreign source general limitation 
income. The holder shall apply the gen-
eral rules relating to allocation and ap-
portionment of deductions to any other 
deduction or loss realized by the holder 
with respect to the debt instrument. 

(B) Investments in United States real 
property. Notwithstanding paragraph 
(b)(8)(i) of this section, gain on the 
sale, exchange, or retirement of a debt 
instrument that is a United States real 
property interest is treated as gain for 
purposes of sections 897, 1445, and 6039C. 

(v) Coordination with subchapter M 
and related provisions. For purposes of 
sections 852(c)(2) and 4982 and § 1.852–11, 
any positive adjustment, negative ad-
justment, income, or loss on a debt in-
strument that occurs after October 31 
of a taxable year is treated in the same 
manner as foreign currency gain or loss 
that is attributable to a section 988 
transaction. 

(vi) Coordination with section 1092. A 
holder treats a negative adjustment 
and an issuer treats a positive adjust-
ment as a loss with respect to a posi-
tion in a straddle if the debt instru-
ment is a position in a straddle and the 
contingency (or any portion of the con-
tingency) to which the adjustment re-
lates would be part of the straddle if 
entered into as a separate position. 

(c) Method for debt instruments not 
subject to the noncontingent bond meth-
od—(1) Applicability. This paragraph (c) 
applies to a contingent payment debt 
instrument (other than a tax-exempt 
obligation) that has an issue price de-
termined under § 1.1274–2. For example, 
this paragraph (c) generally applies to 
a contingent payment debt instrument 
that is issued for nonpublicly traded 
property. 

(2) Separation into components. If para-
graph (c) of this section applies to a 
debt instrument (the overall debt in-
strument), the noncontingent pay-
ments are subject to the rules in para-
graph (c)(3) of this section, and the 
contingent payments are accounted for 
separately under the rules in paragraph 
(c)(4) of this section. 

(3) Treatment of noncontingent pay-
ments. The noncontingent payments 
are treated as a separate debt instru-
ment. The issue price of the separate 
debt instrument is the issue price of 
the overall debt instrument, deter-
mined under § 1.1274–2(g). No interest 
payments on the separate debt instru-
ment are qualified stated interest pay-
ments (within the meaning of § 1.1273– 
1(c)) and the de minimis rules of sec-
tion 1273(a)(3) and § 1.1273–1(d) do not 
apply to the separate debt instrument. 

(4) Treatment of contingent payments— 
(i) In general. Except as provided in 
paragraph (c)(4)(iii) of this section, the 
portion of a contingent payment treat-
ed as interest under paragraph (c)(4)(ii) 
of this section is includible in gross in-
come by the holder and deductible 
from gross income by the issuer in 
their respective taxable years in which 
the payment is made. 

(ii) Characterization of contingent pay-
ments as principal and interest—(A) Gen-
eral rule. A contingent payment is 
treated as a payment of principal in an 
amount equal to the present value of 
the payment, determined by dis-
counting the payment at the test rate 
from the date the payment is made to 
the issue date. The amount of the pay-
ment in excess of the amount treated 
as principal under the preceding sen-
tence is treated as a payment of inter-
est. 

(B) Test rate. The test rate used for 
purposes of paragraph (c)(4)(ii)(A) of 
this section is the rate that would be 
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the test rate for the overall debt in-
strument under § 1.1274–4 if the term of 
the overall debt instrument began on 
the issue date of the overall debt in-
strument and ended on the date the 
contingent payment is made. However, 
in the case of a contingent payment 
that consists of a payment of stated 
principal accompanied by a payment of 
stated interest at a rate that exceeds 
the test rate determined under the pre-
ceding sentence, the test rate is the 
stated interest rate. 

(iii) Certain delayed contingent pay-
ments—(A) General rule. Notwith-
standing paragraph (c)(4)(ii) of this sec-
tion, if a contingent payment becomes 
fixed more than 6 months before the 
payment is due, the issuer and holder 
are treated as if the issuer had issued a 
separate debt instrument on the date 
the payment becomes fixed, maturing 
on the date the payment is due. This 
separate debt instrument is treated as 
a debt instrument to which section 1274 
applies. The stated principal amount of 
this separate debt instrument is the 
amount of the payment that becomes 
fixed. An amount equal to the issue 
price of this debt instrument is charac-
terized as interest or principal under 
the rules of paragraph (c)(4)(ii) of this 
section and accounted for as if this 
amount had been paid by the issuer to 
the holder on the date that the amount 
of the payment becomes fixed. To de-
termine the issue price of the separate 
debt instrument, the payment is dis-
counted at the test rate from the ma-
turity date of the separate debt instru-
ment to the date that the amount of 
the payment becomes fixed. 

(B) Test rate. The test rate used for 
purposes of paragraph (c)(4)(iii)(A) of 
this section is determined in the same 
manner as the test rate under para-
graph (c)(4)(ii)(B) of this section is de-
termined except that the date the con-
tingent payment is due is used rather 
than the date the contingent payment 
is made. 

(5) Basis different from adjusted issue 
price. This paragraph (c)(5) provides 
rules for a holder whose basis in a debt 
instrument is different from the instru-
ment’s adjusted issue price (e.g., a sub-
sequent holder). This paragraph (c)(5), 
however, does not apply if the holder is 

reporting income under the install-
ment method of section 453. 

(i) Allocation of basis. The holder must 
allocate basis to the noncontingent 
component (i.e., the right to the non-
contingent payments) and to any sepa-
rate debt instruments described in 
paragraph (c)(4)(iii) of this section in 
an amount up to the total of the ad-
justed issue price of the noncontingent 
component and the adjusted issue 
prices of the separate debt instru-
ments. The holder must allocate the 
remaining basis, if any, to the contin-
gent component (i.e., the right to the 
contingent payments). 

(ii) Noncontingent component. Any dif-
ference between the holder’s basis in 
the noncontingent component and the 
adjusted issue price of the noncontin-
gent component, and any difference be-
tween the holder’s basis in a separate 
debt instrument and the adjusted issue 
price of the separate debt instrument, 
is taken into account under the rules 
for market discount, premium, and ac-
quisition premium that apply to a non-
contingent debt instrument. 

(iii) Contingent component. Amounts 
received by the holder that are treated 
as principal payments under paragraph 
(c)(4)(ii) of this section reduce the hold-
er’s basis in the contingent component. 
If the holder’s basis in the contingent 
component is reduced to zero, any addi-
tional principal payments on the con-
tingent component are treated as gain 
from the sale or exchange of the debt 
instrument. Any basis remaining on 
the contingent component on the date 
the final contingent payment is made 
increases the holder’s adjusted basis in 
the noncontingent component (or, if 
there are no remaining noncontingent 
payments, is treated as loss from the 
sale or exchange of the debt instru-
ment). 

(6) Treatment of a holder on sale, ex-
change, or retirement. This paragraph 
(c)(6) provides rules for the treatment 
of a holder on the sale, exchange, or re-
tirement of a debt instrument subject 
to this paragraph (c). Under this para-
graph (c)(6), the holder must allocate 
the amount received from the sale, ex-
change, or retirement of a debt instru-
ment first to the noncontingent com-
ponent and to any separate debt instru-
ments described in paragraph (c)(4)(iii) 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00604 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



595 

Internal Revenue Service, Treasury § 1.1275–4 

of this section in an amount up to the 
total of the adjusted issue price of the 
noncontingent component and the ad-
justed issue prices of the separate debt 
instruments. The holder must allocate 
the remaining amount received, if any, 
to the contingent component. 

(i) Amount allocated to the noncontin-
gent component. The amount allocated 
to the noncontingent component and 
any separate debt instruments is treat-
ed as an amount realized from the sale, 
exchange, or retirement of the non-
contingent component or separate debt 
instrument. 

(ii) Amount allocated to the contingent 
component. The amount allocated to 
the contingent component is treated as 
a contingent payment that is made on 
the date of the sale, exchange, or re-
tirement and is characterized as inter-
est and principal under the rules of 
paragraph (c)(4)(ii) of this section. 

(7) Examples. The following examples 
illustrate the provisions of this para-
graph (c). In each example, assume 
that the instrument described is a debt 
instrument for Federal income tax pur-
poses. No inference is intended, how-
ever, as to whether the instrument is a 
debt instrument for Federal income tax 
purposes. 

Example 1. Contingent interest payments. (i) 
Facts. A owns Blackacre, unencumbered de-
preciable real estate. On January 1, 1997, A 
sells Blackacre to B. As consideration for the 
sale, B makes a downpayment of $1,000,000 
and issues to A a debt instrument that ma-
tures on December 31, 2001. The debt instru-
ment provides for a payment of principal at 
maturity of $5,000,000 and a contingent pay-
ment of interest on December 31 of each year 
equal to a fixed percentage of the gross rents 
B receives from Blackacre in that year. As-
sume that the debt instrument is not issued 
in a potentially abusive situation. Assume 
also that on January 1, 1997, the short-term 
applicable Federal rate is 5 percent, com-
pounded annually, and the mid-term applica-
ble Federal rate is 6 percent, compounded an-
nually. 

(ii) Determination of issue price. Under 
§ 1.1274–2(g), the issue price of the debt in-
strument is $3,736,291, which is the present 
value, as of the issue date, of the $5,000,000 
noncontingent payment due at maturity, 
calculated using a discount rate equal to the 
mid-term applicable Federal rate. Under 
§ 1.1012–1(g)(1), B’s basis in Blackacre on Jan-
uary 1, 1997, is $4,736,291 ($1,000,000 down pay-
ment plus the $3,736,291 issue price of the 
debt instrument). 

(iii) Noncontingent payment treated as sepa-
rate debt instrument. Under paragraph (c)(3) of 
this section, the right to the noncontingent 
payment of principal at maturity is treated 
as a separate debt instrument. The issue 
price of this separate debt instrument is 
$3,736,291 (the issue price of the overall debt 
instrument). The separate debt instrument 
has a stated redemption price at maturity of 
$5,000,000 and, therefore, OID of $1,263,709. 

(iv) Treatment of contingent payments. As-
sume that the amount of contingent interest 
that is fixed and paid on December 31, 1997, is 
$200,000. Under paragraph (c)(4)(ii) of this sec-
tion, this payment is treated as consisting of 
a payment of principal of $190,476, which is 
the present value of the payment, deter-
mined by discounting the payment at the 
test rate of 5 percent, compounded annually, 
from the date the payment is made to the 
issue date. The remainder of the $200,000 pay-
ment ($9,524) is treated as interest. The addi-
tional amount treated as principal gives B 
additional basis in Blackacre on December 
31, 1997. The portion of the payment treated 
as interest is includible in gross income by A 
and deductible by B in their respective tax-
able years in which December 31, 1997 occurs. 
The remaining contingent payments on the 
debt instrument are accounted for similarly, 
using a test rate of 5 percent, compounded 
annually, for the contingent payments due 
on December 31, 1998, and December 31, 1999, 
and a test rate of 6 percent, compounded an-
nually, for the contingent payments due on 
December 31, 2000, and December 31, 2001. 

Example 2. Fixed but deferred payment. (i) 
Facts. The facts are the same as in paragraph 
(c)(7) Example 1 of this section, except that 
the contingent payment of interest that is 
fixed on December 31, 1997, is not payable 
until December 31, 2001, the maturity date. 

(ii) Treatment of deferred contingent pay-
ment. Assume that the amount of the pay-
ment that becomes fixed on December 31, 
1997, is $200,000. Because this amount is not 
payable until December 31, 2001, under para-
graph (c)(4)(iii) of this section, a separate 
debt instrument to which section 1274 applies 
is treated as issued by B on December 31, 1997 
(the date the payment is fixed). The matu-
rity date of this separate debt instrument is 
December 31, 2001 (the date on which the 
payment is due). The stated principal 
amount of this separate debt instrument is 
$200,000, the amount of the payment that be-
comes fixed. The imputed principal amount 
of the separate debt instrument is $158,419, 
which is the present value, as of December 
31, 1997, of the $200,000 payment, computed 
using a discount rate equal to the test rate 
of the overall debt instrument (6 percent, 
compounded annually). An amount equal to 
the issue price of the separate debt instru-
ment is treated as an amount paid on De-
cember 31, 1997, and characterized as interest 
and principal under the rules of paragraph 
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(c)(4)(ii) of this section. The amount of the 
deemed payment characterized as principal 
is equal to $150,875, which is the present 
value, as of January 1, 1997 (the issue date of 
the overall debt instrument), of the deemed 
payment, computed using a discount rate of 
5 percent, compounded annually. The 
amount of the deemed payment character-
ized as interest is $7,544 ($158,419 ¥$150,875), 
which is includible in gross income by A and 
deductible by B in their respective taxable 
years in which December 31, 1997 occurs. 

(d) Rules for tax-exempt obligations—(1) 
In general. Except as modified by this 
paragraph (d), the noncontingent bond 
method described in paragraph (b) of 
this section applies to a tax-exempt ob-
ligation (as defined in section 
1275(a)(3)) to which this section applies. 
Paragraph (d)(2) of this section applies 
to certain tax-exempt obligations that 
provide for interest-based payments or 
revenue-based payments and paragraph 
(d)(3) of this section applies to all other 
obligations. Paragraph (d)(4) of this 
section provides rules for a holder 
whose basis in a tax-exempt obligation 
is different from the adjusted issue 
price of the obligation. 

(2) Certain tax-exempt obligations with 
interest-based or revenue-based pay-
ments—(i) Applicability. This paragraph 
(d)(2) applies to a tax-exempt obliga-
tion that provides for interest-based 
payments or revenue-based payments. 

(ii) Interest-based payments. A tax-ex-
empt obligation provides for interest- 
based payments if the obligation would 
otherwise qualify as a variable rate 
debt instrument under § 1.1275–5 except 
that— 

(A) The obligation provides for more 
than one fixed rate; 

(B) The obligation provides for one or 
more caps, floors, or governors (or 
similar restrictions) that are fixed as 
of the issue date; 

(C) The interest on the obligation is 
not compounded or paid at least annu-
ally; or 

(D) The obligation provides for inter-
est at one or more rates equal to the 
product of a qualified floating rate and 
a fixed multiple greater than zero and 
less than .65, or at one or more rates 
equal to the product of a qualified 
floating rate and a fixed multiple 
greater than zero and less than .65, in-
creased or decreased by a fixed rate. 

(iii) Revenue-based payments. A tax- 
exempt obligation provides for rev-
enue-based payments if the obliga-
tion— 

(A) Is issued to refinance (including a 
series of refinancings) an obligation (in 
a series of refinancings, the original 
obligation), the proceeds of which were 
used to finance a project or enterprise; 
and 

(B) Would otherwise qualify as a vari-
able rate debt instrument under 
§ 1.1275–5 except that it provides for 
stated interest payments at least annu-
ally based on a single fixed percentage 
of the revenue, value, change in value, 
or other similar measure of the per-
formance of the refinanced project or 
enterprise. 

(iv) Modifications to the noncontingent 
bond method. If a tax-exempt obligation 
is subject to this paragraph (d)(2), the 
following modifications to the non-
contingent bond method described in 
paragraph (b) of this section apply to 
the obligation. 

(A) Daily portions and net positive ad-
justments. The daily portions of interest 
determined under paragraph (b)(3)(iii) 
of this section and any net positive ad-
justment on the obligation are interest 
for purposes of section 103. 

(B) Net negative adjustments. A net 
negative adjustment for a taxable year 
reduces the amount of tax-exempt in-
terest the holder would otherwise ac-
count for on the obligation for the tax-
able year under paragraph (b)(3)(iii) of 
this section. If the net negative adjust-
ment exceeds this amount, the excess 
is a nondeductible, noncapitalizable 
loss. If a regulated investment com-
pany (RIC) within the meaning of sec-
tion 851 has a net negative adjustment 
in a taxable year that would be a non-
deductible, noncapitalizable loss under 
the prior sentence, the RIC must use 
this loss to reduce its tax-exempt in-
terest income on other tax-exempt ob-
ligations held during the taxable year. 

(C) Gains. Any gain recognized on the 
sale, exchange, or retirement of the ob-
ligation is gain from the sale or ex-
change of the obligation. 

(D) Losses. Any loss recognized on the 
sale, exchange, or retirement of the ob-
ligation is treated the same as a net 
negative adjustment under paragraph 
(d)(2)(iv)(B) of this section. 
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(E) Special rule for losses and net nega-
tive adjustments. Notwithstanding para-
graphs (d)(2)(iv) (B) and (D) of this sec-
tion, on the sale, exchange, or retire-
ment of the obligation, the holder may 
claim a loss from the sale or exchange 
of the obligation to the extent the 
holder has not received in cash or prop-
erty the sum of its original investment 
in the obligation and any amounts in-
cluded in income under paragraph 
(d)(4)(ii) of this section. 

(3) All other tax-exempt obligations—(i) 
Applicability. This paragraph (d)(3) ap-
plies to a tax-exempt obligation that is 
not subject to paragraph (d)(2) of this 
section. 

(ii) Modifications to the noncontingent 
bond method. If a tax-exempt obligation 
is subject to this paragraph (d)(3), the 
following modifications to the non-
contingent bond method described in 
paragraph (b) of this section apply to 
the obligation. 

(A) Modification to projected payment 
schedule. The comparable yield for the 
obligation is the greater of the obliga-
tion’s yield, determined without regard 
to the contingent payments, and the 
tax-exempt applicable Federal rate 
that applies to the obligation. The In-
ternal Revenue Service publishes the 
tax-exempt applicable Federal rate for 
each month in the Internal Revenue 
Bulletin (see § 601.601(d)(2)(ii) of this 
chapter). 

(B) Daily portions. The daily portions 
of interest determined under paragraph 
(b)(3)(iii) of this section are interest for 
purposes of section 103. 

(C) Adjustments. A net positive ad-
justment on the obligation is treated 
as gain to the holder from the sale or 
exchange of the obligation in the tax-
able year of the adjustment. A net neg-
ative adjustment on the obligation is 
treated as a loss to the holder from the 
sale or exchange of the obligation in 
the taxable year of the adjustment. 

(D) Gains and losses. Any gain or loss 
recognized on the sale, exchange, or re-
tirement of the obligation is gain or 
loss from the sale or exchange of the 
obligation. 

(4) Basis different from adjusted issue 
price. This paragraph (d)(4) provides 
rules for a holder whose basis in a tax- 
exempt obligation is different from the 
adjusted issue price of the obligation. 

The rules of paragraph (b)(9)(i) of this 
section do not apply to tax-exempt ob-
ligations. 

(i) Basis greater than adjusted issue 
price. If the holder’s basis in the obliga-
tion exceeds the obligation’s adjusted 
issue price, the holder, upon acquiring 
the obligation, must allocate this dif-
ference to daily portions of interest on 
a yield to maturity basis over the re-
maining term of the obligation. The 
amount allocated to a daily portion of 
interest is not deductible by the hold-
er. However, the holder’s basis in the 
obligation is reduced by the amount al-
located to a daily portion of interest on 
the date the daily portion accrues. 

(ii) Basis less than adjusted issue price. 
If the holder’s basis in the obligation is 
less than the obligation’s adjusted 
issue price, the holder, upon acquiring 
the obligation, must allocate this dif-
ference to daily portions of interest on 
a yield to maturity basis over the re-
maining term of the obligation. The 
amount allocated to a daily portion of 
interest is includible in income by the 
holder as ordinary income on the date 
the daily portion accrues. The holder’s 
adjusted basis in the obligation is in-
creased by the amount includible in in-
come by the holder under this para-
graph (d)(4)(ii) on the date the daily 
portion accrues. 

(iii) Premium and discount rules do not 
apply. The rules for accruing premium 
and discount in sections 171, 1276, and 
1288 do not apply. Other rules of those 
sections continue to apply to the ex-
tent relevant. 

(e) Amounts treated as interest under 
this section. Amounts treated as inter-
est under this section are treated as 
OID for all purposes of the Internal 
Revenue Code. 

(f) Effective date. This section applies 
to debt instruments issued on or after 
August 13, 1996. 

[T.D. 8674, 61 FR 30143, June 14, 1996, as 
amended by T.D. 8709, 62 FR 618, Jan. 6, 1997; 
T.D. 8838, 64 FR 48547, Sept. 7, 1999; T.D. 9157, 
69 FR 52829, Aug. 30, 2004] 

§ 1.1275–5 Variable rate debt instru-
ments. 

(a) Applicability—(1) In general. This 
section provides rules for variable rate 
debt instruments. Except as provided 
in paragraph (a)(6) of this section, a 
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variable rate debt instrument is a debt 
instrument that meets the conditions 
described in paragraphs (a)(2), (3), (4), 
and (5) of this section. If a debt instru-
ment that provides for a variable rate 
of interest does not qualify as a vari-
able rate debt instrument, the debt in-
strument is a contingent payment debt 
instrument. See § 1.1275–4 for the treat-
ment of a contingent payment debt in-
strument. See § 1.1275–6 for a taxpayer’s 
treatment of a variable rate debt in-
strument and a hedge. 

(2) Principal payments. The issue price 
of the debt instrument must not exceed 
the total noncontingent principal pay-
ments by more than an amount equal 
to the lesser of— 

(i) .015 multiplied by the product of 
the total noncontingent principal pay-
ments and the number of complete 
years to maturity from the issue date 
(or, in the case of an installment obli-
gation, the weighted average maturity 
as defined in § 1.1273–1(e)(3)); or 

(ii) 15 percent of the total noncontin-
gent principal payments. 

(3) Stated interest—(i) General rule. 
The debt instrument must not provide 
for any stated interest other than stat-
ed interest (compounded or paid at 
least annually) at— 

(A) One or more qualified floating 
rates; 

(B) A single fixed rate and one or 
more qualified floating rates; 

(C) A single objective rate; or 
(D) A single fixed rate and a single 

objective rate that is a qualified in-
verse floating rate. 

(ii) Certain debt instruments bearing in-
terest at a fixed rate for an initial period. 
If interest on a debt instrument is stat-
ed at a fixed rate for an initial period 
of 1 year or less followed by a variable 
rate that is either a qualified floating 
rate or an objective rate for a subse-
quent period, and the value of the vari-
able rate on the issue date is intended 
to approximate the fixed rate, the fixed 
rate and the variable rate together 
constitute a single qualified floating 
rate or objective rate. A fixed rate and 
a variable rate will be conclusively pre-
sumed to meet the requirements of the 
preceding sentence if the value of the 
variable rate on the issue date does not 
differ from the value of the fixed rate 

by more than .25 percentage points (25 
basis points). 

(4) Current value. The debt instru-
ment must provide that a qualified 
floating rate or objective rate in effect 
at any time during the term of the in-
strument is set at a current value of 
that rate. A current value is the value 
of the rate on any day that is no earlier 
than 3 months prior to the first day on 
which that value is in effect and no 
later than 1 year following that first 
day. 

(5) No contingent principal payments. 
Except as provided in paragraph (a)(2) 
of this section, the debt instrument 
must not provide for any principal pay-
ments that are contingent (within the 
meaning of § 1.1275–4(a)). 

(6) Special rule for debt instruments 
issued for nonpublicly traded property. A 
debt instrument (other than a tax-ex-
empt obligation) that would otherwise 
qualify as a variable rate debt instru-
ment under this section is not a vari-
able rate debt instrument if section 
1274 applies to the instrument and any 
stated interest payments on the instru-
ment are treated as contingent pay-
ments under § 1.1274–2. This paragraph 
(a)(6) applies to debt instruments 
issued on or after August 13, 1996. 

(b) Qualified floating rate—(1) In gen-
eral. A variable rate is a qualified float-
ing rate if variations in the value of 
the rate can reasonably be expected to 
measure contemporaneous variations 
in the cost of newly borrowed funds in 
the currency in which the debt instru-
ment is denominated. The rate may 
measure contemporaneous variations 
in borrowing costs for the issuer of the 
debt instrument or for issuers in gen-
eral. Except as provided in paragraph 
(b)(2) of this section, a multiple of a 
qualified floating rate is not a qualified 
floating rate. If a debt instrument pro-
vides for two or more qualified floating 
rates that can reasonably be expected 
to have approximately the same values 
throughout the term of the instru-
ment, the qualified floating rates to-
gether constitute a single qualified 
floating rate. Two or more qualified 
floating rates will be conclusively pre-
sumed to meet the requirements of the 
preceding sentence if the values of all 
rates on the issue date are within .25 
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percentage points (25 basis points) of 
each other. 

(2) Certain rates based on a qualified 
floating rate. For a debt instrument 
issued on or after August 13, 1996, a 
variable rate is a qualified floating 
rate if it is equal to either— 

(i) The product of a qualified floating 
rate described in paragraph (b)(1) of 
this section and a fixed multiple that is 
greater than .65 but not more than 1.35; 
or 

(ii) The product of a qualified float-
ing rate described in paragraph (b)(1) of 
this section and a fixed multiple that is 
greater than .65 but not more than 1.35, 
increased or decreased by a fixed rate. 

(3) Restrictions on the stated rate of in-
terest. A variable rate is not a qualified 
floating rate if it is subject to a re-
striction or restrictions on the max-
imum stated interest rate (cap), a re-
striction or restrictions on the min-
imum stated interest rate (floor), a re-
striction or restrictions on the amount 
of increase or decrease in the stated in-
terest rate (governor), or other similar 
restrictions. Notwithstanding the pre-
ceding sentence, the following restric-
tions will not cause a variable rate to 
fail to be a qualified floating rate— 

(i) A cap, floor, or governor that is 
fixed throughout the term of the debt 
instrument; 

(ii) A cap or similar restriction that 
is not reasonably expected as of the 
issue date to cause the yield on the 
debt instrument to be significantly less 
than the expected yield determined 
without the cap; 

(iii) A floor or similar restriction 
that is not reasonably expected as of 
the issue date to cause the yield on the 
debt instrument to be significantly 
more than the expected yield deter-
mined without the floor; or 

(iv) A governor or similar restriction 
that is not reasonably expected as of 
the issue date to cause the yield on the 
debt instrument to be significantly 
more or significantly less than the ex-
pected yield determined without the 
governor. 

(c) Objective rate—(1) Definition—(i) In 
general. For debt instruments issued on 
or after August 13, 1996, an objective 
rate is a rate (other than a qualified 
floating rate) that is determined using 
a single fixed formula and that is based 

on objective financial or economic in-
formation. For example, an objective 
rate generally includes a rate that is 
based on one or more qualified floating 
rates or on the yield of actively traded 
personal property (within the meaning 
of section 1092(d)(1)). 

(ii) Exception. For purposes of para-
graph (c)(1)(i) of this section, an objec-
tive rate does not include a rate based 
on information that is within the con-
trol of the issuer (or a related party 
within the meaning of section 267(b) or 
707(b)(1)) or that is unique to the cir-
cumstances of the issuer (or a related 
party within the meaning of section 
267(b) or 707(b)(1)), such as dividends, 
profits, or the value of the issuer’s 
stock. However, a rate does not fail to 
be an objective rate merely because it 
is based on the credit quality of the 
issuer. 

(2) Other objective rates to be specified 
by Commissioner. The Commissioner 
may designate in the Internal Revenue 
Bulletin variable rates other than 
those described in paragraph (c)(1) of 
this section that will be treated as ob-
jective rates (see § 601.601(d)(2)(ii) of 
this chapter). 

(3) Qualified inverse floating rate. An 
objective rate described in paragraph 
(c)(1) of this section is a qualified in-
verse floating rate if— 

(i) The rate is equal to a fixed rate 
minus a qualified floating rate; and 

(ii) The variations in the rate can 
reasonably be expected to inversely re-
flect contemporaneous variations in 
the qualified floating rate (dis-
regarding any restrictions on the rate 
that are described in paragraphs 
(b)(3)(i), (b)(3)(ii), (b)(3)(iii), and 
(b)(3)(iv) of this section). 

(4) Significant front-loading or back- 
loading of interest. Notwithstanding 
paragraph (c)(1) of this section, a vari-
able rate of interest on a debt instru-
ment is not an objective rate if it is 
reasonably expected that the average 
value of the rate during the first half of 
the instrument’s term will be either 
significantly less than or significantly 
greater than the average value of the 
rate during the final half of the instru-
ment’s term. 
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(5) Tax-exempt obligations. Notwith-
standing paragraph (c)(1) of this sec-
tion, in the case of a tax-exempt obli-
gation (within the meaning of section 
1275(a)(3)), a variable rate is an objec-
tive rate only if it is a qualified inverse 
floating rate or a qualified inflation 
rate. A rate is a qualified inflation rate 
if the rate measures contemporaneous 
changes in inflation based on a general 
inflation index. 

(d) Examples. The following examples 
illustrate the rules of paragraphs (b) 
and (c) of this section. For purposes of 
these examples, assume that the debt 
instrument is not a tax-exempt obliga-
tion. In addition, unless otherwise pro-
vided, assume that the rate is not rea-
sonably expected to result in a signifi-
cant front-loading or back-loading of 
interest and that the rate is not based 
on objective financial or economic in-
formation that is within the control of 
the issuer (or a related party) or that is 
unique to the circumstances of the 
issuer (or a related party). 

Example 1. Rate based on LIBOR. X issues a 
debt instrument that provides for annual 
payments of interest at a rate equal to the 
value of the 1-year London Interbank Offered 
Rate (LIBOR) at the end of each year. Vari-
ations in the value of 1-year LIBOR over the 
term of the debt instrument can reasonably 
be expected to measure contemporaneous 
variations in the cost of newly borrowed 
funds over that term. Accordingly, the rate 
is a qualified floating rate. 

Example 2. Rate increased by a fixed amount. 
X issues a debt instrument that provides for 
annual payments of interest at a rate equal 
to 200 basis points (2 percent) plus the cur-
rent value, at the end of each year, of the av-
erage yield on 1-year Treasury securities as 
published in Federal Reserve bulletins. Vari-
ations in the value of this interest rate can 
reasonably be expected to measure contem-
poraneous variations in the cost of newly 
borrowed funds. Accordingly, the rate is a 
qualified floating rate. 

Example 3. Rate based on commercial paper 
rate. X issues a debt instrument that pro-
vides for a rate of interest that is periodi-
cally adjusted to equal the current interest 
rate of Bank’s commercial paper. Variations 
in the value of this interest rate can reason-
ably be expected to measure contempora-
neous variations in the cost of newly bor-
rowed funds. Accordingly, the rate is a quali-
fied floating rate. 

Example 4. Rate based on changes in the 
value of a commodity index. On January 1, 
1997, X issues a debt instrument that pro-
vides for annual interest payments at the 

end of each year at a rate equal to the per-
centage increase, if any, in the value of an 
index for the year immediately preceding the 
payment. The index is based on the prices of 
several actively traded commodities. Vari-
ations in the value of this interest rate can-
not reasonably be expected to measure con-
temporaneous variations in the cost of newly 
borrowed funds. Accordingly, the rate is not 
a qualified floating rate. However, because 
the rate is based on objective financial infor-
mation using a single fixed formula, the rate 
is an objective rate. 

Example 5. Rate based on a percentage of S&P 
500 Index. On January 1, 1997, X issues a debt 
instrument that provides for annual interest 
payments at the end of each year based on a 
fixed percentage of the value of the S&P 500 
Index. Variations in the value of this inter-
est rate cannot reasonably be expected to 
measure contemporaneous variations in the 
cost of newly borrowed funds and, therefore, 
the rate is not a qualified floating rate. Al-
though the rate is described in paragraph 
(c)(1)(i) of this section, the rate is not an ob-
jective rate because, based on historical 
data, it is reasonably expected that the aver-
age value of the rate during the first half of 
the instrument’s term will be significantly 
less than the average value of the rate dur-
ing the final half of the instrument’s term. 

Example 6. Rate based on issuer’s profits. On 
January 1, 1997, Z issues a debt instrument 
that provides for annual interest payments 
equal to 1 percent of Z’s gross profits earned 
during the year immediately preceding the 
payment. Variations in the value of this in-
terest rate cannot reasonably be expected to 
measure contemporaneous variations in the 
cost of newly borrowed funds. Accordingly, 
the rate is not a qualified floating rate. In 
addition, because the rate is based on infor-
mation that is unique to the issuer’s cir-
cumstances, the rate is not an objective rate. 

Example 7. Rate based on a multiple of an in-
terest index. On January 1, 1997, Z issues a 
debt instrument with annual interest pay-
ments at a rate equal to two times the value 
of 1-year LIBOR as of the payment date. Be-
cause the rate is a multiple greater than 1.35 
times a qualified floating rate, the rate is 
not a qualified floating rate. However, be-
cause the rate is based on objective financial 
information using a single fixed formula, the 
rate is an objective rate. 

Example 8. Variable rate based on the cost of 
borrowed funds in a foreign currency. On Janu-
ary 1, 1997, Y issues a 5-year dollar denomi-
nated debt instrument that provides for an-
nual interest payments at a rate equal to the 
value of 1-year French franc LIBOR as of the 
payment date. Variations in the value of 
French franc LIBOR do not measure contem-
poraneous changes in the cost of newly bor-
rowed funds in dollars. As a result, the rate 
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is not a qualified floating rate for an instru-
ment denominated in dollars. However, be-
cause the rate is based on objective financial 
information using a single fixed formula, the 
rate is an objective rate. 

Example 9. Qualified inverse floating rate. On 
January 1, 1997, X issues a debt instrument 
that provides for annual interest payments 
at the end of each year at a rate equal to 12 
percent minus the value of 1-year LIBOR as 
of the payment date. On the issue date, the 
value of 1-year LIBOR is 6 percent. Because 
the rate can reasonably be expected to in-
versely reflect contemporaneous variations 
in 1-year LIBOR, it is a qualified inverse 
floating rate. However, if the value of 1-year 
LIBOR on the issue date were 11 percent 
rather than 6 percent, the rate would not be 
a qualified inverse floating rate because the 
rate could not reasonably be expected to in-
versely reflect contemporaneous variations 
in 1-year LIBOR. 

Example 10. Rate based on an inflation index. 
On January 1, 1997, X issues a debt instru-
ment that provides for annual interest pay-
ments at the end of each year at a rate equal 
to 400 basis points (4 percent) plus the annual 
percentage change in a general inflation 
index (e.g., the Consumer Price Index, U.S. 
City Average, All Items, for all Urban Con-
sumers, seasonally unadjusted). The rate, 
however, may not be less than zero. Vari-
ations in the value of this interest rate can-
not reasonably be expected to measure con-
temporaneous variations in the cost of newly 
borrowed funds. Accordingly, the rate is not 
a qualified floating rate. However, because 
the rate is based on objective economic in-
formation using a single fixed formula, the 
rate is an objective rate. 

(e) Qualified stated interest and OID 
with respect to a variable rate debt instru-
ment—(1) In general. This paragraph (e) 
provides rules to determine the amount 
and accrual of OID and qualified stated 
interest on a variable rate debt instru-
ment. In general, the rules convert the 
debt instrument into a fixed rate debt 
instrument and then apply the general 
OID rules to the debt instrument. The 
issue price of a variable rate debt in-
strument, however, is not determined 
under this paragraph (e). See §§ 1.1273–2 
and 1.1274–2 to determine the issue 
price of a variable rate debt instru-
ment. 

(2) Variable rate debt instrument that 
provides for annual payments of interest 
at a single variable rate. If a variable 
rate debt instrument provides for stat-
ed interest at a single qualified float-
ing rate or objective rate and the inter-
est is unconditionally payable in cash 

or in property (other than debt instru-
ments of the issuer), or will be con-
structively received under section 451, 
at least annually, the following rules 
apply to the instrument: 

(i) All stated interest with respect to 
the debt instrument is qualified stated 
interest. 

(ii) The amount of qualified stated 
interest and the amount of OID, if any, 
that accrues during an accrual period 
is determined under the rules applica-
ble to fixed rate debt instruments by 
assuming that the variable rate is a 
fixed rate equal to— 

(A) In the case of a qualified floating 
rate or qualified inverse floating rate, 
the value, as of the issue date, of the 
qualified floating rate or qualified in-
verse floating rate; or 

(B) In the case of an objective rate 
(other than a qualified inverse floating 
rate), a fixed rate that reflects the 
yield that is reasonably expected for 
the debt instrument. 

(iii) The qualified stated interest al-
locable to an accrual period is in-
creased (or decreased) if the interest 
actually paid during an accrual period 
exceeds (or is less than) the interest as-
sumed to be paid during the accrual pe-
riod under paragraph (e)(2)(ii) of this 
section. 

(3) All other variable rate debt instru-
ments except for those that provide for a 
fixed rate. If a variable rate debt instru-
ment is not described in paragraph 
(e)(2) of this section and does not pro-
vide for interest payable at a fixed rate 
(other than an initial fixed rate de-
scribed in paragraph (a)(3)(ii) of this 
section), the amount of interest and 
OID accruals for the instrument are de-
termined under this paragraph (e)(3). 

(i) Step one: Determine the fixed rate 
substitute for each variable rate provided 
under the debt instrument—(A) Qualified 
floating rate. The fixed rate substitute 
for each qualified floating rate pro-
vided for in the debt instrument is the 
value of each rate as of the issue date. 
If, however, a variable rate debt instru-
ment provides for two or more quali-
fied floating rates with different inter-
vals between interest adjustment 
dates, the fixed rate substitutes for the 
rates must be based on intervals that 
are equal in length. For example, if a 4- 
year debt instrument provides for 24 
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monthly interest payments based on 
the value of the 30-day commercial 
paper rate on each payment date fol-
lowed by 8 quarterly interest payments 
based on the value of quarterly LIBOR 
on each payment date, the fixed rate 
substitutes may be based on the values, 
as of the issue date, of the 90-day com-
mercial paper rate and quarterly 
LIBOR. Alternatively, the fixed rate 
substitutes may be based on the values, 
as of the issue date, of the 30-day com-
mercial paper rate and monthly 
LIBOR. 

(B) Qualified inverse floating rate. The 
fixed rate substitute for a qualified in-
verse floating rate is the value of the 
qualified inverse floating rate as of the 
issue date. 

(C) Objective rate. The fixed rate sub-
stitute for an objective rate (other 
than a qualified inverse floating rate) 
is a fixed rate that reflects the yield 
that is reasonably expected for the 
debt instrument. 

(ii) Step two: Construct the equivalent 
fixed rate debt instrument. The equiva-
lent fixed rate debt instrument has 
terms that are identical to those pro-
vided under the variable rate debt in-
strument, except that the equivalent 
fixed rate debt instrument provides for 
the fixed rate substitutes (determined 
in paragraph (e)(3)(i) of this section) in 
lieu of the qualified floating rates or 
objective rate provided under the vari-
able rate debt instrument. 

(iii) Step three: Determine the amount 
of qualified stated interest and OID with 
respect to the equivalent fixed rate debt 
instrument. The amount of qualified 
stated interest and OID, if any, are de-
termined for the equivalent fixed rate 
debt instrument under the rules appli-
cable to fixed rate debt instruments 
and are taken into account as if the 
holder held the equivalent fixed rate 
debt instrument. 

(iv) Step four: Make appropriate adjust-
ments for actual variable rates. Qualified 
stated interest or OID allocable to an 
accrual period must be increased (or 
decreased) if the interest actually ac-
crued or paid during an accrual period 
exceeds (or is less than) the interest as-
sumed to be accrued or paid during the 
accrual period under the equivalent 
fixed rate debt instrument. This in-
crease or decrease is an adjustment to 

qualified stated interest for the accrual 
period if the equivalent fixed rate debt 
instrument (as determined under para-
graph (e)(3)(ii) of this section) provides 
for qualified stated interest and the in-
crease or decrease is reflected in the 
amount actually paid during the ac-
crual period. Otherwise, this increase 
or decrease is an adjustment to OID for 
the accrual period. 

(v) Examples. The following examples 
illustrate the rules in paragraphs (e) (2) 
and (3) of this section: 

Example 1. Equivalent fixed rate debt instru-
ment. (i) Facts. X purchases at original issue 
a 6-year variable rate debt instrument that 
provides for semiannual payments of inter-
est. For the first 3 years, the rate of interest 
is the value of 6-month LIBOR on the pay-
ment date. For the final 3 years, the rate is 
the value of the 6-month T-bill rate on the 
payment date. On the issue date, the value of 
6-month LIBOR is 3 percent, compounded 
semiannually, and the 6-month T-bill rate is 
2 percent, compounded semiannually. 

(ii) Determination of equivalent fixed rate 
debt instrument. Under paragraph (e)(3)(i) of 
this section, the fixed rate substitute for 6- 
month LIBOR is 3 percent, compounded 
semiannually, and the fixed rate substitute 
for the 6-month T-bill rate is 2 percent, com-
pounded semiannually. Under paragraph 
(e)(3)(ii) of this section, the equivalent fixed 
rate debt instrument is a 6-year debt instru-
ment that provides for semiannual payments 
of interest at 3 percent, compounded semi-
annually, for the first 3 years followed by 2 
percent, compounded semiannually, for the 
final 3 years. 

Example 2. Equivalent fixed rate debt instru-
ment with de minimis OID. (i) Facts. Y pur-
chases at original issue, for $100,000, a 4-year 
variable rate debt instrument that has a 
stated principal amount of $100,000, payable 
at maturity. The debt instrument provides 
for monthly payments of interest at the end 
of each month. For the first year, the inter-
est rate is the monthly commercial paper 
rate and for the last 3 years, the interest 
rate is the monthly commercial paper rate 
plus 100 basis points. On the issue date, the 
monthly commercial paper rate is 3 percent, 
compounded monthly. 

(ii) Equivalent fixed rate debt instrument. 
Under paragraph (e)(3)(ii) of this section, the 
equivalent fixed rate debt instrument for the 
variable rate debt instrument is a 4-year 
debt instrument that has an issue price and 
stated principal amount of $100,000. The 
equivalent fixed rate debt instrument pro-
vides for monthly payments of interest at 3 
percent, compounded monthly, for the first 
year ($250 per month) and monthly payments 
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of interest at 4 percent, compounded month-
ly, for the last 3 years ($333.33 per month). 

(iii) De minimis OID. Under § 1.1273–1(a), be-
cause a portion (100 basis points) of each in-
terest payment in the final 3 years is not a 
qualified stated interest payment, the equiv-
alent fixed rate debt instrument has OID of 
$2,999.88 ($102,999.88 ¥$100,000). However, 
under § 1.1273–1(d)(4) (the de minimis rule re-
lating to teaser rates and interest holidays), 
the stated redemption price at maturity of 
the equivalent fixed rate debt instrument is 
$100,999.96 ($100,000 (issue price) plus $999.96 
(the greater of the amount of foregone inter-
est ($999.96) and the amount equal to the ex-
cess of the instrument’s stated principal 
amount over its issue price ($0)). Thus, the 
equivalent fixed rate debt instrument is 
treated as having OID of $999.96 ($100,999.96 
¥$100,000). Because this amount is less than 
the de minimis amount of $1,010 (0.0025 mul-
tiplied by $100,999.96 multiplied by 4 com-
plete years to maturity), the equivalent 
fixed rate debt instrument has de minimis 
OID. Therefore, the variable rate debt instru-
ment has zero OID and all stated interest 
payments are qualified stated interest pay-
ments. 

Example 3. Adjustment to qualified stated in-
terest for actual payment of interest. (i) Facts. 
On January 1, 1995, Z purchases at original 
issue, for $90,000, a variable rate debt instru-
ment that matures on January 1, 1997, and 
has a stated principal amount of $100,000, 
payable at maturity. The debt instrument 
provides for annual payments of interest on 
January 1 of each year, beginning on Janu-
ary 1, 1996. The amount of interest payable is 
the value of annual LIBOR on the payment 
date. The value of annual LIBOR on January 
1, 1995, and January 1, 1996, is 5 percent, com-
pounded annually. The value of annual 
LIBOR on January 1, 1997, is 7 percent, com-
pounded annually. 

(ii) Accrual of OID and qualified stated inter-
est. Under paragraph (e)(2) of this section, 
the variable rate debt instrument is treated 
as a 2-year debt instrument that has an issue 
price of $90,000, a stated principal amount of 
$100,000, and interest payments of $5,000 at 
the end of each year. The debt instrument 
has $10,000 of OID and the annual interest 
payments of $5,000 are qualified stated inter-
est payments. Under § 1.1272–1, the debt in-
strument has a yield of 10.82 percent, com-
pounded annually. The amount of OID allo-
cable to the first annual accrual period (as-
suming Z uses annual accrual periods) is 
$4,743.25 (($90,000×.1082)¥ $5,000), and the 
amount of OID allocable to the second an-
nual accrual period is $5,256.75 
($100,000¥$94,743.25). Under paragraph 
(e)(2)(iii) of this section, the $2,000 difference 
between the $7,000 interest payment actually 
made at maturity and the $5,000 interest 
payment assumed to be made at maturity 
under the equivalent fixed rate debt instru-

ment is treated as additional qualified stated 
interest for the period. 

(4) Variable rate debt instrument that 
provides for a single fixed rate—(i) Gen-
eral rule. If a variable rate debt instru-
ment provides for stated interest either 
at one or more qualified floating rates 
or at a qualified inverse floating rate 
and in addition provides for stated in-
terest at a single fixed rate (other than 
an initial fixed rate described in para-
graph (a)(3)(ii) of this section), the 
amount of interest and OID are deter-
mined using the method of paragraph 
(e)(3) of this section, as modified by 
this paragraph (e)(4). For purposes of 
paragraphs (e)(3)(i) through (e)(3)(iii) of 
this section, the variable rate debt in-
strument is treated as if it provided for 
a qualified floating rate (or a qualified 
inverse floating rate, if the debt instru-
ment provides for a qualified inverse 
floating rate), rather than the fixed 
rate. The qualified floating rate (or 
qualified inverse floating rate) replac-
ing the fixed rate must be such that 
the fair market value of the variable 
rate debt instrument as of the issue 
date would be approximately the same 
as the fair market value of an other-
wise identical debt instrument that 
provides for the qualified floating rate 
(or qualified inverse floating rate) 
rather than the fixed rate. 

(ii) Example. The following example 
illustrates the rule in paragraph 
(e)(4)(i) of this section. 

Example: Variable rate debt instrument that 
provides for a single fixed rate. (i) Facts. On 
January 1, 1995, X purchases at original 
issue, for $100,000, a variable rate debt instru-
ment that matures on January 1, 2001, and 
that has a stated principal amount of 
$100,000. The debt instrument provides for 
payments of interest on January 1 of each 
year, beginning on January 1, 1996. For the 
first 4 years, the interest rate is 4 percent, 
compounded annually, and for the last 2 
years the interest rate is the value of 1-year 
LIBOR, as of the payment date, plus 200 basis 
points. On January 1, 1995, the value of 1- 
year LIBOR is 2 percent, compounded annu-
ally. In addition, assume that on January 1, 
1995, the variable rate debt instrument has 
approximately the same fair market value as 
an otherwise identical debt instrument that 
provides for an interest rate equal to the 
value of 1-year LIBOR, as of the payment 
date, for the first 4 years. 

(ii) Equivalent fixed rate debt instrument. 
Under paragraph (e)(4)(i) of this section, for 
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purposes of paragraphs (e)(3)(i) through 
(e)(3)(iii) of this section, the variable rate 
debt instrument is treated as if it provided 
for an interest rate equal to the value of 1- 
year LIBOR, as of the payment date, for the 
first 4 years. Under paragraph (e)(3)(ii) of 
this section, the equivalent fixed rate debt 
instrument for the variable rate debt instru-
ment is a 6-year debt instrument that has an 
issue price and stated principal amount of 
$100,000. The equivalent fixed rate debt in-
strument provides for interest payments of 
$2,000 for the first 4 years and $4,000 for the 
last 2 years. 

(iii) Accrual of OID and qualified stated in-
terest. Under § 1.1273–1, the equivalent fixed 
rate debt instrument has OID of $4,000 be-
cause a portion (200 basis points) of each in-
terest payment in the last 2 years is not a 
qualified stated interest payment. The $4,000 
of OID is allocable over the 6-year term of 
the debt instrument under § 1.1272–1. Under 
paragraph (e)(3)(iv) of this section, the dif-
ference between the $4,000 payment made in 
the first 4 years and the $2,000 payment as-
sumed to be made on the equivalent fixed 
rate debt instrument in those years is an ad-
justment to qualified stated interest. In ad-
dition, any difference between the amount 
actually paid in each of the last 2 years and 
the $4,000 payment assumed to be made on 
the equivalent fixed rate debt instrument is 
an adjustment to qualified stated interest. 

(f) Special rule for certain reset bonds. 
Notwithstanding paragraph (e) of this 
section, this paragraph (f) provides a 
special rule for a variable rate debt in-
strument that provides for stated in-
terest at a fixed rate for an initial in-
terval, and provides that on the date 
immediately following the end of the 
initial interval (the effective date) the 
stated interest rate will be a rate de-
termined under a procedure (such as an 
auction procedure) so that the fair 
market value of the instrument on the 
effective date will be a fixed amount 
(the reset value). Solely for purposes of 
calculating the accrual of OID, the 
variable rate debt instrument is treat-
ed as— 

(1) Maturing on the date immediately 
preceding the effective date for an 
amount equal to the reset value; and 

(2) Reissued on the effective date for 
an amount equal to the reset value. 

[T.D. 8517, 59 FR 4827, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30153, June 14, 1996] 

§ 1.1275–6 Integration of qualifying 
debt instruments. 

(a) In general. This section generally 
provides for the integration of a quali-
fying debt instrument with a hedge or 
combination of hedges if the combined 
cash flows of the components are sub-
stantially equivalent to the cash flows 
on a fixed or variable rate debt instru-
ment. The integrated transaction is 
generally subject to the rules of this 
section rather than the rules to which 
each component of the transaction 
would be subject on a separate basis. 
The purpose of this section is to permit 
a more appropriate determination of 
the character and timing of income, de-
ductions, gains, or losses than would be 
permitted by separate treatment of the 
components. The rules of this section 
affect only the taxpayer who holds (or 
issues) the qualifying debt instrument 
and enters into the hedge. 

(b) Definitions—(1) Qualifying debt in-
strument. A qualifying debt instrument 
is any debt instrument (including an 
integrated transaction as defined in 
paragraph (c) of this section) other 
than— 

(i) A tax-exempt obligation as de-
fined in section 1275(a)(3); 

(ii) A debt instrument to which sec-
tion 1272(a)(6) applies (certain interests 
in or mortgages held by a REMIC, and 
certain other debt instruments with 
payments subject to acceleration); or 

(iii) A debt instrument that is sub-
ject to § 1.483–4 or § 1.1275–4(c) (certain 
contingent payment debt instruments 
issued for nonpublicly traded prop-
erty). 

(2) Section 1.1275–6 hedge—(i) In gen-
eral. A § 1.1275–6 hedge is any financial 
instrument (as defined in paragraph 
(b)(3) of this section) if the combined 
cash flows of the financial instrument 
and the qualifying debt instrument 
permit the calculation of a yield to 
maturity (under the principles of sec-
tion 1272), or the right to the combined 
cash flows would qualify under § 1.1275– 
5 as a variable rate debt instrument 
that pays interest at a qualified float-
ing rate or rates (except for the re-
quirement that the interest payments 
be stated as interest). A financial in-
strument is not a § 1.1275–6 hedge, how-
ever, if the resulting synthetic debt in-
strument does not have the same term 
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as the remaining term of the qualifying 
debt instrument. A financial instru-
ment that hedges currency risk is not 
a § 1.1275–6 hedge. 

(ii) Limitations—(A) A debt instru-
ment issued by a taxpayer and a debt 
instrument held by the taxpayer can-
not be part of the same integrated 
transaction. 

(B) A debt instrument can be a 
§ 1.1275–6 hedge only if it is issued sub-
stantially contemporaneously with, 
and has the same maturity (including 
rights to accelerate or delay payments) 
as, the qualifying debt instrument. 

(3) Financial instrument. For purposes 
of this section, a financial instrument 
is a spot, forward, or futures contract, 
an option, a notional principal con-
tract, a debt instrument, or a similar 
instrument, or combination or series of 
financial instruments. Stock is not a 
financial instrument for purposes of 
this section. 

(4) Synthetic debt instrument. The syn-
thetic debt instrument is the hypo-
thetical debt instrument with the same 
cash flows as the combined cash flows 
of the qualifying debt instrument and 
the § 1.1275–6 hedge. 

(c) Integrated transaction—(1) Integra-
tion by taxpayer. Except as otherwise 
provided in this section, a qualifying 
debt instrument and a § 1.1275–6 hedge 
are an integrated transaction if all of 
the following requirements are satis-
fied: 

(i) The taxpayer satisfies the identi-
fication requirements of paragraph (e) 
of this section on or before the date the 
taxpayer enters into the § 1.1275–6 
hedge. 

(ii) None of the parties to the § 1.1275– 
6 hedge are related within the meaning 
of section 267(b) or 707(b)(1), or, if the 
parties are related, the party providing 
the hedge uses, for Federal income tax 
purposes, a mark-to-market method of 
accounting for the hedge and all simi-
lar or related transactions. 

(iii) Both the qualifying debt instru-
ment and the § 1.1275–6 hedge are en-
tered into by the same individual, part-
nership, trust, estate, or corporation 
(regardless of whether the corporation 
is a member of an affiliated group of 
corporations that files a consolidated 
return). 

(iv) If the taxpayer is a foreign per-
son engaged in a U.S. trade or business 
and the taxpayer issues or acquires a 
qualifying debt instrument, or enters 
into a § 1.1275–6 hedge, through the 
trade or business, all items of income 
and expense associated with the quali-
fying debt instrument and the § 1.1275– 
6 hedge (other than interest expense 
that is subject to § 1.882–5) would have 
been effectively connected with the 
U.S. trade or business throughout the 
term of the qualifying debt instrument 
had this section not applied. 

(v) Neither the qualifying debt in-
strument, nor any other debt instru-
ment that is part of the same issue as 
the qualifying debt instrument, nor the 
§ 1.1275–6 hedge was, with respect to the 
taxpayer, part of an integrated trans-
action that was terminated or other-
wise legged out of within the 30 days 
immediately preceding the date that 
would be the issue date of the syn-
thetic debt instrument. 

(vi) The qualifying debt instrument 
is issued or acquired by the taxpayer 
on or before the date of the first pay-
ment on the § 1.1275–6 hedge, whether 
made or received by the taxpayer (in-
cluding a payment made to purchase 
the hedge). If the qualifying debt in-
strument is issued or acquired by the 
taxpayer after, but substantially con-
temporaneously with, the date of the 
first payment on the § 1.1275–6 hedge, 
the qualifying debt instrument is 
treated, solely for purposes of this 
paragraph (c)(1)(vi), as meeting the re-
quirements of the preceding sentence. 

(vii) Neither the § 1.1275–6 hedge nor 
the qualifying debt instrument was, 
with respect to the taxpayer, part of a 
straddle (as defined in section 1092(c)) 
prior to the issue date of the synthetic 
debt instrument. 

(2) Integration by Commissioner. The 
Commissioner may treat a qualifying 
debt instrument and a financial instru-
ment (whether entered into by the tax-
payer or by a related party) as an inte-
grated transaction if the combined 
cash flows on the qualifying debt in-
strument and financial instrument are 
substantially the same as the combined 
cash flows required for the financial in-
strument to be a § 1.1275–6 hedge. The 
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Commissioner, however, may not inte-
grate a transaction unless the quali-
fying debt instrument either is subject 
to § 1.1275–4 or is subject to § 1.1275–5 
and pays interest at an objective rate. 
The circumstances under which the 
Commissioner may require integration 
include, but are not limited to, the fol-
lowing: 

(i) A taxpayer fails to identify a 
qualifying debt instrument and the 
§ 1.1275–6 hedge under paragraph (e) of 
this section. 

(ii) A taxpayer issues or acquires a 
qualifying debt instrument and a re-
lated party (within the meaning of sec-
tion 267(b) or 707(b)(1)) enters into the 
§ 1.1275–6 hedge. 

(iii) A taxpayer issues or acquires a 
qualifying debt instrument and enters 
into the § 1.1275–6 hedge with a related 
party (within the meaning of section 
267(b) or 707(b)(1)). 

(iv) The taxpayer legs out of an inte-
grated transaction and within 30 days 
enters into a new § 1.1275–6 hedge with 
respect to the same qualifying debt in-
strument or another debt instrument 
that is part of the same issue. 

(d) Special rules for legging into and 
legging out of an integrated transaction— 
(1) Legging into—(i) Definition. Legging 
into an integrated transaction under 
this section means that a § 1.1275–6 
hedge is entered into after the date the 
qualifying debt instrument is issued or 
acquired by the taxpayer, and the re-
quirements of paragraph (c)(1) of this 
section are satisfied on the date the 
§ 1.1275–6 hedge is entered into (the leg- 
in date). 

(ii) Treatment. If a taxpayer legs into 
an integrated transaction, the tax-
payer treats the qualifying debt instru-
ment under the applicable rules for 
taking interest and OID into account 
up to the leg-in date, except that the 
day before the leg-in date is treated as 
the end of an accrual period. As of the 
leg-in date, the qualifying debt instru-
ment is subject to the rules of para-
graph (f) of this section. 

(iii) Anti-abuse rule. If a taxpayer legs 
into an integrated transaction with a 
principal purpose of deferring or accel-
erating income or deductions on the 
qualifying debt instrument, the Com-
missioner may— 

(A) Treat the qualifying debt instru-
ment as sold for its fair market value 
on the leg-in date; or 

(B) Refuse to allow the taxpayer to 
integrate the qualifying debt instru-
ment and the § 1.1275–6 hedge. 

(2) Legging out—(i) Definition—(A) 
Legging out if the taxpayer has inte-
grated. If a taxpayer has integrated a 
qualifying debt instrument and a 
§ 1.1275–6 hedge under paragraph (c)(1) 
of this section, legging out means that, 
prior to the maturity of the synthetic 
debt instrument, the § 1.1275–6 hedge 
ceases to meet the requirements for a 
§ 1.1275–6 hedge, the taxpayer fails to 
meet any requirement of paragraph 
(c)(1) of this section, or the taxpayer 
disposes of or otherwise terminates all 
or a part of the qualifying debt instru-
ment or § 1.1275–6 hedge. If the taxpayer 
fails to meet the requirements of para-
graph (c)(1) of this section but meets 
the requirements of paragraph (c)(2) of 
this section, the Commissioner may 
treat the taxpayer as not legging out. 

(B) Legging out if the Commissioner has 
integrated. If the Commissioner has in-
tegrated a qualifying debt instrument 
and a financial instrument under para-
graph (c)(2) of this section, legging out 
means that, prior to the maturity of 
the synthetic debt instrument, the re-
quirements for Commissioner integra-
tion under paragraph (c)(2) of this sec-
tion are not met or the taxpayer fails 
to meet the requirements for taxpayer 
integration under paragraph (c)(1) of 
this section and the Commissioner 
agrees to allow the taxpayer to be 
treated as legging out. 

(C) Exception for certain nonrecognition 
transactions. If, in a single nonrecogni-
tion transaction, a taxpayer disposes 
of, or ceases to be primarily liable on, 
the qualifying debt instrument and the 
§ 1.1275–6 hedge, the taxpayer is not 
treated as legging out. Instead, the in-
tegrated transaction is treated under 
the rules governing the nonrecognition 
transaction. For example, if a holder of 
an integrated transaction is acquired 
in a reorganization under section 
368(a)(1)(A), the holder is treated as dis-
posing of the synthetic debt instru-
ment in the reorganization rather than 
legging out. If the successor holder is 
not eligible for integrated treatment, 
the successor is treated as legging out. 
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(ii) Operating rules. If a taxpayer legs 
out (or is treated as legging out) of an 
integrated transaction, the following 
rules apply: 

(A) The transaction is treated as an 
integrated transaction during the time 
the requirements of paragraph (c) (1) or 
(2) of this section, as appropriate, are 
satisfied. 

(B) Immediately before the taxpayer 
legs out, the taxpayer is treated as 
selling or otherwise terminating the 
synthetic debt instrument for its fair 
market value and, except as provided 
in paragraph (d)(2)(ii)(D) of this sec-
tion, any income, deduction, gain, or 
loss is realized and recognized at that 
time. 

(C) If, immediately after the tax-
payer legs out, the taxpayer holds or 
remains primarily liable on the quali-
fying debt instrument, adjustments are 
made to reflect any difference between 
the fair market value of the qualifying 
debt instrument and the adjusted issue 
price of the qualifying debt instru-
ment. If, immediately after the tax-
payer legs out, the taxpayer is a party 
to a § 1.1275–6 hedge, the § 1.1275–6 hedge 
is treated as entered into at its fair 
market value. 

(D) If a taxpayer legs out of an inte-
grated transaction by disposing of or 
otherwise terminating a § 1.1275–6 hedge 
within 30 days of legging into the inte-
grated transaction, then any loss or de-
duction determined under paragraph 
(d)(2)(ii)(B) of this section is not al-
lowed. Appropriate adjustments are 
made to the qualifying debt instrument 
for any disallowed loss. The adjust-
ments are taken into account on a 
yield to maturity basis over the re-
maining term of the qualifying debt in-
strument. 

(E) If a holder of a debt instrument 
subject to § 1.1275–4 legs into an inte-
grated transaction with respect to the 
instrument and subsequently legs out 
of the integrated transaction, any gain 
recognized under paragraph (d)(2)(ii) 
(B) or (C) of this section is treated as 
interest income to the extent deter-
mined under the principles of § 1.1275– 
4(b)(8)(iii)(B) (rules for determining the 
character of gain on the sale of a debt 
instrument all of the payments on 
which have been fixed). If the synthetic 
debt instrument would qualify as a 

variable rate debt instrument, the 
equivalent fixed rate debt instrument 
determined under § 1.1275–5(e) is used 
for this purpose. 

(e) Identification requirements. For 
each integrated transaction, a tax-
payer must enter and retain as part of 
its books and records the following in-
formation— 

(1) The date the qualifying debt in-
strument was issued or acquired (or is 
expected to be issued or acquired) by 
the taxpayer and the date the § 1.1275–6 
hedge was entered into by the tax-
payer; 

(2) A description of the qualifying 
debt instrument and the § 1.1275–6 
hedge; and 

(3) A summary of the cash flows and 
accruals resulting from treating the 
qualifying debt instrument and the 
§ 1.1275–6 hedge as an integrated trans-
action (i.e., the cash flows and accruals 
on the synthetic debt instrument). 

(f) Taxation of integrated trans-
actions—(1) General rule. An integrated 
transaction is generally treated as a 
single transaction by the taxpayer dur-
ing the period that the transaction 
qualifies as an integrated transaction. 
Except as provided in paragraph (f)(12) 
of this section, while a qualifying debt 
instrument and a § 1.1275–6 hedge are 
part of an integrated transaction, nei-
ther the qualifying debt instrument 
nor the § 1.1275–6 hedge is subject to the 
rules that would apply on a separate 
basis to the debt instrument and the 
§ 1.1275–6 hedge, including section 1092 
or § 1.446–4. The rules that would govern 
the treatment of the synthetic debt in-
strument generally govern the treat-
ment of the integrated transaction. 
For example, the integrated trans-
action may be subject to section 263(g) 
or, if the synthetic debt instrument 
would be part of a straddle, section 
1092. Generally, the synthetic debt in-
strument is subject to sections 163(e) 
and 1271 through 1275, with terms as set 
forth in paragraphs (f) (2) through (13) 
of this section. 

(2) Issue date. The issue date of the 
synthetic debt instrument is the first 
date on which the taxpayer entered 
into all of the components of the syn-
thetic debt instrument. 
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(3) Term. The term of the synthetic 
debt instrument is the period begin-
ning on the issue date of the synthetic 
debt instrument and ending on the ma-
turity date of the qualifying debt in-
strument. 

(4) Issue price. The issue price of the 
synthetic debt instrument is the ad-
justed issue price of the qualifying debt 
instrument on the issue date of the 
synthetic debt instrument. If, as a re-
sult of entering into the § 1.1275–6 
hedge, the taxpayer pays or receives 
one or more payments that are sub-
stantially contemporaneous with the 
issue date of the synthetic debt instru-
ment, the payments reduce or increase 
the issue price as appropriate. 

(5) Adjusted issue price. In general, the 
adjusted issue price of the synthetic 
debt instrument is determined under 
the principles of § 1.1275–1(b). 

(6) Qualified stated interest. No 
amounts payable on the synthetic debt 
instrument are qualified stated inter-
est within the meaning of § 1.1273–1(c). 

(7) Stated redemption price at matu-
rity—(i) Synthetic debt instruments that 
are borrowings. In general, if the syn-
thetic debt instrument is a borrowing, 
the instrument’s stated redemption 
price at maturity is the sum of all 
amounts paid or to be paid on the 
qualifying debt instrument and the 
§ 1.1275–6 hedge, reduced by any 
amounts received or to be received on 
the § 1.1275–6 hedge. 

(ii) Synthetic debt instruments that are 
held by the taxpayer. In general, if the 
synthetic debt instrument is held by 
the taxpayer, the instrument’s stated 
redemption price at maturity is the 
sum of all amounts received or to be 
received by the taxpayer on the quali-
fying debt instrument and the § 1.1275– 
6 hedge, reduced by any amounts paid 
or to be paid by the taxpayer on the 
§ 1.1275–6 hedge. 

(iii) Certain amounts ignored. For pur-
poses of this paragraph (f)(7), if an 
amount paid or received on the § 1.1275– 
6 hedge is taken into account under 
paragraph (f)(4) of this section to deter-
mine the issue price of the synthetic 
debt instrument, the amount is not 
taken into account to determine the 
synthetic debt instrument’s stated re-
demption price at maturity. 

(8) Source of interest income and alloca-
tion of expense. The source of interest 
income from the synthetic debt instru-
ment is determined by reference to the 
source of income of the qualifying debt 
instrument under sections 861(a)(1) and 
862(a)(1). For purposes of section 904, 
the character of interest from the syn-
thetic debt instrument is determined 
by reference to the character of the in-
terest income from the qualifying debt 
instrument. Interest expense is allo-
cated and apportioned under regula-
tions under section 861 or under § 1.882– 
5. 

(9) Effectively connected income. If the 
requirements of paragraph (c)(1)(iv) of 
this section are satisfied, any interest 
income resulting from the synthetic 
debt instrument entered into by the 
foreign person is treated as effectively 
connected with a U.S. trade or busi-
ness, and any interest expense result-
ing from the synthetic debt instrument 
entered into by the foreign person is al-
located and apportioned under § 1.882–5. 

(10) Not a short-term obligation. For 
purposes of section 1272(a)(2)(C), a syn-
thetic debt instrument is not treated 
as a short-term obligation. 

(11) Special rules in the event of inte-
gration by the Commissioner. If the Com-
missioner requires integration, appro-
priate adjustments are made to the 
treatment of the synthetic debt instru-
ment, and, if necessary, the qualifying 
debt instrument and financial instru-
ment. For example, the Commissioner 
may treat a financial instrument that 
is not a § 1.1275–6 hedge as a § 1.1275–6 
hedge when applying the rules of this 
section. The issue date of the synthetic 
debt instrument is the date determined 
appropriate by the Commissioner to re-
quire integration. 

(12) Retention of separate transaction 
rules for certain purposes. This para-
graph (f)(12) provides for the retention 
of separate transaction rules for cer-
tain purposes. In addition, by publica-
tion in the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii) of this chapter), 
the Commissioner may require use of 
separate transaction rules for any as-
pect of an integrated transaction. 

(i) Foreign persons that enter into inte-
grated transactions giving rise to U.S. 
source income not effectively connected 
with a U.S. trade or business. If a foreign 
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person enters into an integrated trans-
action that gives rise to U.S. source in-
terest income (determined under the 
source rules for the synthetic debt in-
strument) not effectively connected 
with a U.S. trade or business of the for-
eign person, paragraph (f) of this sec-
tion does not apply for purposes of sec-
tions 871(a), 881, 1441, 1442, and 6049. 
These sections of the Internal Revenue 
Code are applied to the qualifying debt 
instrument and the § 1.1275–6 hedge on a 
separate basis. 

(ii) Relationship between taxpayer and 
other persons. Because the rules of this 
section affect only the taxpayer that 
enters into an integrated transaction 
(i.e., either the issuer or a particular 
holder of a qualifying debt instru-
ment), any provisions of the Internal 
Revenue Code or regulations that gov-
ern the relationship between the tax-
payer and any other person are applied 
on a separate basis. For example, tax-
payers must comply with any reporting 
or disclosure requirements on any 
qualifying debt instrument as if it were 
not part of an integrated transaction. 
Thus, if required under § 1.1275–4(b)(4), 
an issuer of a contingent payment debt 
instrument subject to integrated treat-
ment must provide the projected pay-
ment schedule to holders. Similarly, if 
a U.S. corporation enters into an inte-
grated transaction that includes a no-
tional principal contract, the source of 
any payment received by the 
counterparty on the notional principal 
contract is determined under § 1.863–7 
as if the contract were not part of an 
integrated transaction, and, if received 
by a foreign person who is not engaged 
in a U.S. trade or business, the pay-
ment is non-U.S. source income that is 
not subject to U.S. withholding tax. 

(13) Coordination with consolidated re-
turn rules. If a taxpayer enters into a 
§ 1.1275–6 hedge with a member of the 
same consolidated group (the 
counterparty) and the § 1.1275–6 hedge 
is part of an integrated transaction for 
the taxpayer, the § 1.1275–6 hedge is not 
treated as an intercompany trans-
action for purposes of § 1.1502–13. If the 
taxpayer legs out of integrated treat-
ment, the taxpayer and the 
counterparty are each treated as dis-
posing of its position in the § 1.1275–6 
hedge under the principles of paragraph 

(d)(2) of this section. If the § 1.1275–6 
hedge remains in existence after the 
leg-out date, the § 1.1275–6 hedge is 
treated under the rules that would oth-
erwise apply to the transaction (includ-
ing § 1.1502–13 if the transaction is be-
tween members). 

(g) Predecessors and successors. For 
purposes of this section, any reference 
to a taxpayer, holder, issuer, or person 
includes, where appropriate, a ref-
erence to a predecessor or successor. 
For purposes of the preceding sentence, 
a predecessor is a transferor of an asset 
or liability (including an integrated 
transaction) to a transferee (the suc-
cessor) in a nonrecognition trans-
action. Appropriate adjustments, if 
necessary, are made in the application 
of this section to predecessors and suc-
cessors. 

(h) Examples. The following examples 
illustrate the provisions of this sec-
tion. In each example, assume that the 
qualifying debt instrument is a debt in-
strument for Federal income tax pur-
poses. No inference is intended, how-
ever, as to whether the debt instru-
ment is a debt instrument for Federal 
income tax purposes. 

Example 1. Issuer hedge. (i) Facts. On Janu-
ary 1, 1997, V, a domestic corporation, issues 
a 5-year debt instrument for $1,000. The debt 
instrument provides for annual payments of 
interest at a rate equal to the value of 1-year 
LIBOR and a principal payment of $1,000 at 
maturity. On the same day, V enters into a 
5-year interest rate swap agreement with an 
unrelated party. Under the swap, V pays 6 
percent and receives 1-year LIBOR on a no-
tional principal amount of $1,000. The pay-
ments on the swap are fixed and made on the 
same days as the payments on the debt in-
strument. On January 1, 1997, V identifies 
the debt instrument and the swap as an inte-
grated transaction in accordance with the 
requirements of paragraph (e) of this section. 

(ii) Eligibility for integration. The debt in-
strument is a qualifying debt instrument. 
The swap is a § 1.1275–6 hedge because it is a 
financial instrument and a yield to maturity 
on the combined cash flows of the swap and 
the debt instrument can be calculated. V has 
met the identification requirements, and the 
other requirements of paragraph (c)(1) of this 
section are satisfied. Therefore, the trans-
action is an integrated transaction under 
this section. 

(iii) Treatment of the synthetic debt instru-
ment. The synthetic debt instrument is a 5- 
year debt instrument that has an issue price 
of $1,000 and provides for annual interest 
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payments of $60 and a principal payment of 
$1,000 at maturity. Under paragraph (f)(6) of 
this section, no amounts payable on the syn-
thetic debt instrument are qualified stated 
interest. Thus, under paragraph (f)(7)(i) of 
this section, the synthetic debt instrument 
has a stated redemption price at maturity of 
$1,300 (the sum of all amounts to be paid on 
the qualifying debt instrument and the swap, 
reduced by amounts to be received on the 
swap). The synthetic debt instrument, there-
fore, has $300 of OID. 

Example 2. Issuer hedge with an option. (i) 
Facts. On December 31, 1996, W, a domestic 
corporation, issues for $1,000 a debt instru-
ment that matures on December 31, 1999. The 
debt instrument has a stated principal 
amount of $1,000 payable at maturity. The 
debt instrument also provides for a payment 
at maturity equal to $10 times the increase, 
if any, in the value of a nationally known 
composite index of stocks from December 31, 
1996, to the maturity date. On December 31, 
1996, W purchases from an unrelated party an 
option that pays $10 times the increase, if 
any, in the stock index from December 31, 
1996, to December 31, 1999. W pays $250 for the 
option. On December 31, 1996, W identifies 
the debt instrument and option as an inte-
grated transaction in accordance with the 
requirements of paragraph (e) of this section. 

(ii) Eligibility for integration. The debt in-
strument is a qualifying debt instrument. 
The option is a § 1.1275–6 hedge because it is 
a financial instrument and a yield to matu-
rity on the combined cash flows of the option 
and the debt instrument can be calculated. 
W has met the identification requirements, 
and the other requirements of paragraph 
(c)(1) of this section are satisfied. Therefore, 
the transaction is an integrated transaction 
under this section. 

(iii) Treatment of the synthetic debt instru-
ment. Under paragraph (f)(4) of this section, 
the issue price of the synthetic debt instru-
ment is equal to the issue price of the debt 
instrument ($1,000) reduced by the payment 
for the option ($250). As a result, the syn-
thetic debt instrument is a 3-year debt in-
strument with an issue price of $750. Under 
paragraph (f)(7) of this section, the synthetic 
debt instrument has a stated redemption 
price at maturity of $1,000 (the $250 payment 
for the option is not taken into account). 
The synthetic debt instrument, therefore, 
has $250 of OID. 

Example 3. Hedge with prepaid swap. (i) 
Facts. On January 1, 1997, H purchases for 
£1,000 a 5-year debt instrument that provides 
for semiannual payments based on 6-month 
pound LIBOR and a payment of the £1,000 
principal at maturity. On the same day, H 
enters into a swap with an unrelated third 
party under which H receives semiannual 
payments, in pounds, of 10 percent, com-
pounded semiannually, and makes semi-
annual payments, in pounds, of 6-month 

pound LIBOR on a notional principal amount 
of £1,000. Payments on the swap are fixed and 
made on the same dates as the payments on 
the debt instrument. H also makes a £162 
prepayment on the swap. On January 1, 1997, 
H identifies the swap and the debt instru-
ment as an integrated transaction in accord-
ance with the requirements of paragraph (e) 
of this section. 

(ii) Eligibility for integration. The debt in-
strument is a qualifying debt instrument. 
The swap is a § 1.1275–6 hedge because it is a 
financial instrument and a yield to maturity 
on the combined cash flows of the swap and 
the debt instrument can be calculated. Al-
though the debt instrument is denominated 
in pounds, the swap hedges only interest rate 
risk, not currency risk. Therefore, the trans-
action is an integrated transaction under 
this section. See § 1.988–5(a) for the treat-
ment of a debt instrument and a swap if the 
swap hedges currency risk. 

(iii) Treatment of the synthetic debt instru-
ment. Under paragraph (f)(4) of this section, 
the issue price of the synthetic debt instru-
ment is equal to the issue price of the debt 
instrument (£1,000) increased by the prepay-
ment on the swap (£162). As a result, the syn-
thetic debt instrument is a 5-year debt in-
strument that has an issue price of £1,162 and 
provides for semiannual interest payments of 
£50 and a principal payment of £1,000 at ma-
turity. Under paragraph (f)(6) of this section, 
no amounts payable on the synthetic debt 
instrument are qualified stated interest. 
Thus, under paragraph (f)(7)(ii) of this sec-
tion, the synthetic debt instrument’s stated 
redemption price at maturity is £1,500 (the 
sum of all amounts to be received on the 
qualifying debt instrument and the § 1.1275–6 
hedge, reduced by all amounts to be paid on 
the § 1.1275–6 hedge other than the £162 pre-
payment for the swap). The synthetic debt 
instrument, therefore, has £338 of OID. 

Example 4. Legging into an integrated trans-
action by a holder. (i) Facts. On December 31, 
1996, X corporation purchases for $1,000,000 a 
debt instrument that matures on December 
31, 2006. The debt instrument provides for an-
nual payments of interest at the rate of 6 
percent and for a payment at maturity equal 
to $1,000,000, increased by the excess, if any, 
of the price of 1,000 units of a commodity on 
December 31, 2006, over $350,000, and de-
creased by the excess, if any, of $350,000 over 
the price of 1,000 units of the commodity on 
that date. The projected amount of the pay-
ment at maturity determined under § 1.1275– 
4(b)(4) is $1,020,000. On December 31, 1999, X 
enters into a cash-settled forward contract 
with an unrelated party to sell 1,000 units of 
the commodity on December 31, 2006, for 
$450,000. On December 31, 1999, X also identi-
fies the debt instrument and the forward 
contract as an integrated transaction in ac-
cordance with the requirements of paragraph 
(e) of this section. 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00620 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



611 

Internal Revenue Service, Treasury § 1.1275–6 

(ii) Eligibility for integration. X meets the 
requirements for integration as of December 
31, 1999. Therefore, X legged into an inte-
grated transaction on that date. Prior to 
that date, X treats the debt instrument 
under the applicable rules of § 1.1275–4. 

(iii) Treatment of the synthetic debt instru-
ment. As of December 31, 1999, the debt in-
strument and the forward contract are treat-
ed as an integrated transaction. The issue 
price of the synthetic debt instrument is 
equal to the adjusted issue price of the quali-
fying debt instrument on the leg-in date, 
$1,004,804 (assuming one year accrual peri-
ods). The term of the synthetic debt instru-
ment is from December 31, 1999, to December 
31, 2006. The synthetic debt instrument pro-
vides for annual interest payments of $60,000 
and a principal payment at maturity of 
$1,100,000 ($1,000,000 + $450,000 ¥ $350,000). 
Under paragraph (f)(6) of this section, no 
amounts payable on the synthetic debt in-
strument are qualified stated interest. Thus, 
under paragraph (f)(7)(ii) of this section, the 
synthetic debt instrument’s stated redemp-
tion price at maturity is $1,520,000 (the sum 
of all amounts to be received by X on the 
qualifying debt instrument and the § 1.1275–6 
hedge, reduced by all amounts to be paid by 
X on the § 1.1275–6 hedge). The synthetic debt 
instrument, therefore, has $515,196 of OID. 

Example 5. Abusive leg-in. (i) Facts. On Janu-
ary 1, 1997, Y corporation purchases for 
$1,000,000 a debt instrument that matures on 
December 31, 2001. The debt instrument pro-
vides for annual payments of interest at the 
rate of 6 percent, a payment on December 31, 
1999, of the increase, if any, in the price of a 
commodity from January 1, 1997, to Decem-
ber 31, 1999, and a payment at maturity of 
$1,000,000 and the increase, if any, in the 
price of the commodity from December 31, 
1999 to maturity. Because the debt instru-
ment is a contingent payment debt instru-
ment subject to § 1.1275–4, Y accrues interest 
based on the projected payment schedule. 

(ii) Leg-in. By late 1999, the price of the 
commodity has substantially increased, and 
Y expects a positive adjustment on Decem-
ber 31, 1999. In late 1999, Y enters into an 
agreement to exchange the two commodity 
based payments on the debt instrument for 
two payments on the same dates of $100,000 
each. Y identifies the transaction as an inte-
grated transaction in accordance with the 
requirements of paragraph (e) of this section. 
Y disposes of the hedge in early 2000. 

(iii) Treatment. The legging into an inte-
grated transaction has the effect of deferring 
the positive adjustment from 1999 to 2000. Be-
cause Y legged into the integrated trans-
action with a principal purpose to defer the 
positive adjustment, the Commissioner may 
treat the debt instrument as sold for its fair 
market value on the leg-in date or refuse to 
allow integration. 

Example 6. Integration of offsetting debt in-
struments. (i) Facts. On January 1, 1997, Z 
issues two 10-year debt instruments. The 
first, Issue 1, has an issue price of $1,000, pays 
interest annually at 6 percent, and, at matu-
rity, pays $1,000, increased by $1 times the in-
crease, if any, in the value of the S&P 100 
Index over the term of the instrument and 
reduced by $1 times the decrease, if any, in 
the value of the S&P 100 Index over the term 
of the instrument. However, the amount paid 
at maturity may not be less than $500 or 
more than $1,500. The second, Issue 2, has an 
issue price of $1,000, pays interest annually 
at 8 percent, and, at maturity, pays $1,000, 
reduced by $1 times the increase, if any, in 
the value of the S&P 100 Index over the term 
of the instrument and increased by $1 times 
the decrease, if any, in the value of the S&P 
100 Index over the term of the instrument. 
The amount paid at maturity may not be 
less than $500 or more than $1,500. On Janu-
ary 1, 1997, Z identifies Issue 1 as the quali-
fying debt instrument, Issue 2 as a § 1.1275–6 
hedge, and otherwise meets the identifica-
tion requirements of paragraph (e) of this 
section. 

(ii) Eligibility for integration. Both Issue 1 
and Issue 2 are qualifying debt instruments. 
Z has met the identification requirements by 
identifying Issue 1 as the qualifying debt in-
strument and Issue 2 as the § 1.1275–6 hedge. 
The other requirements of paragraph (c)(1) of 
this section are satisfied. Therefore, the 
transaction is an integrated transaction 
under this section. 

(iii) Treatment of the synthetic debt instru-
ment. The synthetic debt instrument has an 
issue price of $2,000, provides for a payment 
at maturity of $2,000, and, in addition, pro-
vides for annual payments of $140. Under 
paragraph (f)(6) of this section, no amounts 
payable on the synthetic debt instrument 
are qualified stated interest. Thus, under 
paragraph (f)(7)(i) of this section, the syn-
thetic debt instrument’s stated redemption 
price at maturity is $3,400 (the sum of all 
amounts to be paid on the qualifying debt in-
strument and the § 1.1275–6 hedge, reduced by 
amounts to be received on the § 1.1275–6 
hedge other than the $1,000 payment received 
on the issue date). The synthetic debt instru-
ment, therefore, has $1,400 of OID. 

Example 7. Integrated transaction entered 
into by a foreign person. (i) Facts. X, a foreign 
person, enters into an integrated transaction 
by purchasing a qualifying debt instrument 
that pays U.S. source interest and entering 
into a notional principal contract with a 
U.S. corporation. Neither the income from 
the qualifying debt instrument nor the in-
come from the notional principal contract is 
effectively connected with a U.S. trade or 
business. The notional principal contract is a 
§ 1.1275–6 hedge. 

(ii) Treatment of integrated transaction. 
Under paragraph (f)(8) of this section, X will 
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receive U.S. source income from the inte-
grated transaction. However, under para-
graph (f)(12)(i) of this section, the qualifying 
debt instrument and the notional principal 
contract are treated as if they are not part 
of an integrated transaction for purposes of 
determining whether tax is due and must be 
withheld on income. Accordingly, because 
the § 1.1275–6 hedge would produce foreign 
source income under § 1.863–7 to X if it were 
not part of an integrated transaction, any 
income on the § 1.1275–6 hedge generally will 
not be subject to tax under sections 871(a) 
and 881, and the U.S. corporation that is the 
counterparty will not be required to with-
hold tax on payments under the § 1.1275–6 
hedge under sections 1441 and 1442. 

(i) [Reserved] 
(j) Effective date. This section applies 

to a qualifying debt instrument issued 
on or after August 13, 1996. This section 
also applies to a qualifying debt instru-
ment acquired by the taxpayer on or 
after August 13, 1996, if— 

(1) The qualifying debt instrument is 
a fixed rate debt instrument or a vari-
able rate debt instrument; or 

(2) The qualifying debt instrument 
and the § 1.1275–6 hedge are acquired by 
the taxpayer substantially contem-
poraneously. 

[T.D. 8674, 61 FR 30155, June 14, 1996] 

§ 1.1275–7 Inflation-indexed debt in-
struments. 

(a) Overview. This section provides 
rules for the Federal income tax treat-
ment of an inflation-indexed debt in-
strument. If a debt instrument is an in-
flation-indexed debt instrument, one of 
two methods will apply to the instru-
ment: the coupon bond method (as de-
scribed in paragraph (d) of this section) 
or the discount bond method (as de-
scribed in paragraph (e) of this sec-
tion). Both methods determine the 
amount of OID that is taken into ac-
count each year by a holder or an 
issuer of an inflation-indexed debt in-
strument. 

(b) Applicability—(1) In general. Ex-
cept as provided in paragraph (b)(2) of 
this section, this section applies to an 
inflation-indexed debt instrument as 
defined in paragraph (c)(1) of this sec-
tion. For example, this section applies 
to Treasury Inflation-Indexed Securi-
ties. 

(2) Exceptions. This section does not 
apply to an inflation-indexed debt in-
strument that is also— 

(i) A debt instrument (other than a 
tax-exempt obligation) described in 
section 1272(a)(2) (for example, U.S. 
savings bonds, certain loans between 
natural persons, and short-term tax-
able obligations); or 

(ii) A debt instrument subject to sec-
tion 529 (certain debt instruments 
issued by qualified state tuition pro-
grams). 

(c) Definitions. The following defini-
tions apply for purposes of this section: 

(1) Inflation-indexed debt instrument. 
An inflation-indexed debt instrument 
is a debt instrument that satisfies the 
following conditions: 

(i) Issued for cash. The debt instru-
ment is issued for U.S. dollars and all 
payments on the instrument are de-
nominated in U.S. dollars. 

(ii) Indexed for inflation and deflation. 
Except for a minimum guarantee pay-
ment (as defined in paragraph (c)(5) of 
this section), each payment on the debt 
instrument is indexed for inflation and 
deflation. A payment is indexed for in-
flation and deflation if the amount of 
the payment is equal to— 

(A) The amount that would be pay-
able if there were no inflation or defla-
tion over the term of the debt instru-
ment, multiplied by 

(B) A ratio, the numerator of which 
is the value of the reference index for 
the date of the payment and the de-
nominator of which is the value of the 
reference index for the issue date. 

(iii) No other contingencies. No pay-
ment on the debt instrument is subject 
to a contingency other than the infla-
tion contingency or the contingencies 
described in this paragraph (c)(1)(iii). A 
debt instrument may provide for— 

(A) A minimum guarantee payment 
as defined in paragraph (c)(5) of this 
section; or 

(B) Payments under one or more al-
ternate payment schedules if the pay-
ments under each payment schedule 
are indexed for inflation and deflation 
and a payment schedule for the debt in-
strument can be determined under 
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§ 1.1272–1(c). (For purposes of this sec-
tion, the rules of § 1.1272–1(c) are ap-
plied to the debt instrument by assum-
ing that no inflation or deflation will 
occur over the term of the instrument.) 

(2) Reference index. The reference 
index is an index used to measure infla-
tion and deflation over the term of a 
debt instrument. To qualify as a ref-
erence index, an index must satisfy the 
following conditions: 

(i) The value of the index is reset 
once a month to a current value of a 
single qualified inflation index (as de-
fined in paragraph (c)(3) of this sec-
tion). For this purpose, a value of a 
qualified inflation index is current if 
the value has been updated and pub-
lished within the preceding six month 
period. 

(ii) The reset occurs on the same day 
of each month (the reset date). 

(iii) The value of the index for any 
date between reset dates is determined 
through straight-line interpolation. 

(3) Qualified inflation index. A quali-
fied inflation index is a general price or 
wage index that is updated and pub-
lished at least monthly by an agency of 
the United States Government (for ex-
ample, the non-seasonally adjusted 
U.S. City Average All Items Consumer 
Price Index for All Urban Consumers 
(CPI-U), which is published by the Bu-
reau of Labor Statistics of the Depart-
ment of Labor). 

(4) Inflation-adjusted principal amount. 
For any date, the inflation-adjusted 
principal amount of an inflation-in-
dexed debt instrument is an amount 
equal to— 

(i) The outstanding principal amount 
of the debt instrument (determined as 
if there were no inflation or deflation 
over the term of the instrument), mul-
tiplied by 

(ii) A ratio, the numerator of which 
is the value of the reference index for 
the date and the denominator of which 
is the value of the reference index for 
the issue date. 

(5) Minimum guarantee payment. In 
general, a minimum guarantee pay-
ment is an additional payment made at 
maturity on a debt instrument if the 
total amount of inflation-adjusted 
principal paid on the instrument is less 
than the instrument’s stated principal 
amount. The amount of the additional 

payment must be no more than the ex-
cess, if any, of the debt instrument’s 
stated principal amount over the total 
amount of inflation-adjusted principal 
paid on the instrument. An additional 
payment is not a minimum guarantee 
payment unless the qualified inflation 
index used to determine the reference 
index is either the CPI-U or an index 
designated for this purpose by the 
Commissioner in the FEDERAL REG-
ISTER or the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii) of this chapter). 
See paragraph (f)(4) of this section for 
the treatment of a minimum guarantee 
payment. 

(d) Coupon bond method—(1) In gen-
eral. This paragraph (d) describes the 
method (coupon bond method) to be 
used to account for qualified stated in-
terest and inflation adjustments (OID) 
on an inflation-indexed debt instru-
ment described in paragraph (d)(2) of 
this section. 

(2) Applicability. The coupon bond 
method applies to an inflation-indexed 
debt instrument that satisfies the fol-
lowing conditions: 

(i) Issued at par. The debt instrument 
is issued at par. A debt instrument is 
issued at par if the difference between 
its issue price and principal amount for 
the issue date is less than the de mini-
mis amount. For this purpose, the de 
minimis amount is determined using 
the principles of § 1.1273–1(d). 

(ii) All stated interest is qualified stated 
interest. All stated interest on the debt 
instrument is qualified stated interest. 
For purposes of this paragraph (d), 
stated interest is qualified stated inter-
est if the interest is unconditionally 
payable in cash, or is constructively re-
ceived under section 451, at least annu-
ally at a single fixed rate. Stated inter-
est is payable at a single fixed rate if 
the amount of each interest payment is 
determined by multiplying the infla-
tion adjusted principal amount for the 
payment date by the single fixed rate. 

(3) Qualified stated interest. Under the 
coupon bond method, qualified stated 
interest is taken into account under 
the taxpayer’s regular method of ac-
counting. The amount of accrued but 
unpaid qualified stated interest as of 
any date is determined by using the 
principles of § 1.446–3(e)(2)(ii) (relating 
to notional principal contracts). For 
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example, if the interval between inter-
est payment dates spans two taxable 
years, a taxpayer using an accrual 
method of accounting determines the 
amount of accrued qualified stated in-
terest for the first taxable year by ref-
erence to the inflation-adjusted prin-
cipal amount at the end of the first 
taxable year. 

(4) Inflation adjustments—(i) Current 
accrual. Under the coupon bond meth-
od, an inflation adjustment is taken 
into account for each taxable year in 
which the debt instrument is out-
standing. 

(ii) Amount of inflation adjustment. 
For any relevant period (such as the 
taxable year or the portion of the tax-
able year during which a taxpayer 
holds an inflation-indexed debt instru-
ment), the amount of the inflation ad-
justment is equal to— 

(A) The sum of the inflation-adjusted 
principal amount at the end of the pe-
riod and the principal payments made 
during the period, minus 

(B) The inflation-adjusted principal 
amount at the beginning of the period. 

(iii) Positive inflation adjustments. A 
positive inflation adjustment is OID. 

(iv) Negative inflation adjustments. A 
negative inflation adjustment is a de-
flation adjustment that is taken into 
account under the rules of paragraph 
(f)(1) of this section. 

(5) Example. The following example il-
lustrates the coupon bond method: 

Example: (i) Facts. On October 15, 1997, X 
purchases at original issue, for $100,000, a 
debt instrument that is indexed for inflation 
and deflation. The debt instrument matures 
on October 15, 1999, has a stated principal 
amount of $100,000, and has a stated interest 
rate of 5 percent, compounded semiannually. 
The debt instrument provides that the prin-
cipal amount is indexed to the CPI-U. Inter-
est is payable on April 15 and October 15 of 
each year. The amount of each interest pay-
ment is determined by multiplying the infla-
tion-adjusted principal amount for each in-
terest payment date by the stated interest 
rate, adjusted for the length of the accrual 
period. The debt instrument provides for a 
single payment of the inflation-adjusted 
principal amount at maturity. In addition, 
the debt instrument provides for an addi-
tional payment at maturity equal to the ex-
cess, if any, of $100,000 over the inflation-ad-
justed principal amount at maturity. X uses 
the cash receipts and disbursements method 

of accounting and the calendar year as its 
taxable year. 

(ii) Indexing methodology. The debt instru-
ment provides that the inflation-adjusted 
principal amount for any day is determined 
by multiplying the principal amount of the 
instrument for the issue date by a ratio, the 
numerator of which is the value of the ref-
erence index for the day the inflation-ad-
justed principal amount is to be determined 
and the denominator of which is the value of 
the reference index for the issue date. The 
value of the reference index for the first day 
of a month is the value of the CPI-U for the 
third preceding month. The value of the ref-
erence index for any day other than the first 
day of a month is determined based on a 
straight-line interpolation between the value 
of the reference index for the first day of the 
month and the value of the reference index 
for the first day of the next month. 

(iii) Inflation-indexed debt instrument subject 
to the coupon bond method. Under paragraph 
(c)(1) of this section, the debt instrument is 
an inflation-indexed debt instrument. Be-
cause there is no difference between the debt 
instrument’s issue price ($100,000) and its 
principal amount for the issue date ($100,000) 
and because all stated interest is qualified 
stated interest, the coupon bond method ap-
plies to the instrument. 

(iv) Reference index values. Assume the fol-
lowing table lists the relevant reference 
index values for 1997 through 1999: 

Date Reference index value 

Oct. 15, 1997 ..................................... 100 
Jan. 1, 1998 ....................................... 101 
Apr. 15, 1998 ..................................... 103 
Oct. 15, 1998 ..................................... 105 
Jan. 1, 1999 ....................................... 99 

(v) Treatment of X in 1997. X does not re-
ceive any payments of interest on the debt 
instrument in 1997. Therefore, X has no 
qualified stated interest income for 1997. X, 
however, must take into account the infla-
tion adjustment for 1997. The inflation-ad-
justed principal amount for January 1, 1998, 
is $101,000 ($100,000 × 101/100). Therefore, the 
inflation adjustment for 1997 is $1,000, the in-
flation-adjusted principal amount for Janu-
ary 1, 1998 ($101,000) minus the principal 
amount for the issue date ($100,000). X in-
cludes the $1,000 inflation adjustment in in-
come as OID in 1997. 

(vi) Treatment of X in 1998. In 1998, X re-
ceives two payments of interest: On April 15, 
1998, X receives a payment of $2,575 ($100,000 
× 103/100 × .05/2), and on October 15, 1998, X re-
ceives a payment of $2,625 ($100,000 × 105/100 × 
.05/2). Therefore, X’s qualified stated interest 
income for 1998 is $5,200 ($2,575 + $2,625). X 
also must take into account the inflation ad-
justment for 1998. The inflation-adjusted 
principal amount for January 1, 1999, is 
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$99,000 ($100,000 × 99/100). Therefore, the infla-
tion adjustment for 1998 is negative $2,000, 
the inflation-adjusted principal amount for 
January 1, 1999 ($99,000) minus the inflation- 
adjusted principal amount for January 1, 
1998 ($101,000). Because the amount of the in-
flation adjustment is negative, it is a defla-
tion adjustment. Under paragraph (f)(1)(i) of 
this section, X uses this $2,000 deflation ad-
justment to reduce the interest otherwise in-
cludible in income by X with respect to the 
debt instrument in 1998. Therefore, X in-
cludes $3,200 in income for 1998, the qualified 
stated interest income for 1998 ($5,200) minus 
the deflation adjustment ($2,000). 

(e) Discount bond method—(1) In gen-
eral. This paragraph (e) describes the 
method (discount bond method) to be 
used to account for OID on an infla-
tion-indexed debt instrument that does 
not qualify for the coupon bond meth-
od. 

(2) No qualified stated interest. Under 
the discount bond method, no interest 
on an inflation-indexed debt instru-
ment is qualified stated interest. 

(3) OID. Under the discount bond 
method, the amount of OID that ac-
crues on an inflation-indexed debt in-
strument is determined as follows: 

(i) Step one: Determine the debt instru-
ment’s yield to maturity. The yield of the 
debt instrument is determined under 
the rules of § 1.1272–1(b)(1)(i). In calcu-
lating the yield under those rules for 
purposes of this paragraph (e)(3)(i), the 
payment schedule of the debt instru-
ment is determined as if there were no 
inflation or deflation over the term of 
the instrument. 

(ii) Step two: Determine the accrual pe-
riods. The accrual periods are deter-
mined under the rules of § 1.1272– 
1(b)(1)(ii). However, no accrual period 
can be longer than 1 month. 

(iii) Step three: Determine the percent-
age change in the reference index during 
the accrual period. The percentage 
change in the reference index during 
the accrual period is equal to— 

(A) The ratio of the value of the ref-
erence index at the end of the period to 
the value of the reference index at the 
beginning of the period, 

(B) Minus one. 
(iv) Step four: Determine the OID allo-

cable to each accrual period. The OID al-
locable to an accrual period (n) is de-
termined by using the following for-
mula: 

OID((n) = AIP(n) × [r + inf(n) + (r × inf(n))] 

in which, 

r = yield of the debt instrument as de-
termined under paragraph (e)(3)(i) of 
this section (adjusted for the length 
of the accrual period); 

inf(n) = percentage change in the value 
of the reference index for period (n) 
as determined under paragraph 
(e)(3)(iii) of this section; and 

AIP(n) = adjusted issue price at the be-
ginning of period (n). 

(v) Step five: Determine the daily por-
tions of OID. The daily portions of OID 
are determined and taken into account 
under the rules of § 1.1272–1(b)(1)(iv). If 
the daily portions determined under 
this paragraph (e)(3)(v) are negative 
amounts, however, these amounts (de-
flation adjustments) are taken into ac-
count under the rules for deflation ad-
justments described in paragraph (f)(1) 
of this section. 

(4) Example. The following example il-
lustrates the discount bond method: 

Example: (i) Facts. On November 15, 1997, X 
purchases at original issue, for $91,403, a 
zero-coupon debt instrument that is indexed 
for inflation and deflation. The principal 
amount of the debt instrument for the issue 
date is $100,000. The debt instrument pro-
vides for a single payment on November 15, 
2000. The amount of the payment will be de-
termined by multiplying $100,000 by a frac-
tion, the numerator of which is the CPI-U for 
September 2000, and the denominator of 
which is the CPI-U for September 1997. The 
debt instrument also provides that in no 
event will the payment on November 15, 2000, 
be less than $100,000. X uses the cash receipts 
and disbursements method of accounting and 
the calendar year as its taxable year. 

(ii) Inflation-indexed debt instrument. Under 
paragraph (c)(1) of this section, the instru-
ment is an inflation-indexed debt instru-
ment. The debt instrument’s principal 
amount for the issue date ($100,000) exceeds 
its issue price ($91,403) by $8,597, which is 
more than the de minimis amount for the 
debt instrument ($750). Therefore, the coupon 
bond method does not apply to the debt in-
strument. As a result, the discount bond 
method applies to the debt instrument. 

(iii) Yield and accrual period. Assume X 
chooses monthly accrual periods ending on 
the 15th day of each month. The yield of the 
debt instrument is determined as if there 
were no inflation or deflation over the term 
of the instrument. Therefore, based on the 
issue price of $91,403 and an assumed pay-
ment at maturity of $100,000, the yield of the 
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debt instrument is 3 percent, compounded 
monthly. 

(iv) Percentage change in reference index. As-
sume that the CPI-U for September 1997 is 
160; for October 1997 is 161.2; and for Novem-
ber 1997 is 161.7. The value of the reference 
index for November 15, 1997, is 160, the value 
of the CPI-U for September 1997. Similarly, 
the value of the reference index for Decem-
ber 15, 1997, is 161.2, and for January 15, 1998, 
is 161.7. The percentage change in the ref-
erence index from November 15, 1997, to De-
cember 15, 1997, (inf1) is 0.0075 (161.2/160–1); 
the percentage change in the reference index 
from December 15, 1997, to January 15, 1998, 
(inf2) is 0.0031 (161.7/161.2–1). 

(v) Treatment of X in 1997. For the accrual 
period ending on December 15, 1997, r is .0025 
(.03/12), inf1 is .0075, and the product of r and 
inf1 is .00001875. Under paragraph (e)(3) of this 
section, the amount of OID allocable to the 
accrual period ending on December 15, 1997, 
is $916. This amount is determined by multi-
plying the issue price of the debt instrument 
($91,403) by .01001875 (the sum of r, inf1, and 
the product of r and inf1). The adjusted issue 
price of the debt instrument on December 15, 
1997, is $92,319 ($91,403+$916). For the accrual 
period ending on January 15, 1998, r is .0025 
(.03/12), inf2 is .0031, and the product of r and 
inf2 is .00000775. Under paragraph (e)(3) of this 
section, the amount of OID allocable to the 
accrual period ending on January 15, 1998, is 
$518. This amount is determined by multi-
plying the adjusted issue price of the debt in-
strument ($92,319) by .00560775 (the sum of r, 
inf2, and the product of r and inf2). Because 
the accrual period ending on January 15, 
1998, spans two taxable years, only $259 of 
this amount ($518/30 days×15 days) is allo-
cable to 1997. Therefore, X includes $1,175 of 
OID in income for 1997 ($916+$259). 

(f) Special rules. The following rules 
apply to an inflation-indexed debt in-
strument: 

(1) Deflation adjustments—(i) Holder. A 
deflation adjustment reduces the 
amount of interest otherwise includible 
in income by a holder with respect to 
the debt instrument for the taxable 
year. For purposes of this paragraph 
(f)(1)(i), interest includes OID, qualified 
stated interest, and market discount. If 
the amount of the deflation adjustment 
exceeds the interest otherwise includ-
ible in income by the holder with re-
spect to the debt instrument for the 
taxable year, the excess is treated as 
an ordinary loss by the holder for the 
taxable year. However, the amount 
treated as an ordinary loss is limited 
to the amount by which the holder’s 
total interest inclusions on the debt in-

strument in prior taxable years exceed 
the total amount treated by the holder 
as an ordinary loss on the debt instru-
ment in prior taxable years. If the de-
flation adjustment exceeds the interest 
otherwise includible in income by the 
holder with respect to the debt instru-
ment for the taxable year and the 
amount treated as an ordinary loss for 
the taxable year, this excess is carried 
forward to reduce the amount of inter-
est otherwise includible in income by 
the holder with respect to the debt in-
strument for subsequent taxable years. 

(ii) Issuer. A deflation adjustment re-
duces the interest otherwise deductible 
by the issuer with respect to the debt 
instrument for the taxable year. For 
purposes of this paragraph (f)(1)(ii), in-
terest includes OID and qualified stat-
ed interest. If the amount of the defla-
tion adjustment exceeds the interest 
otherwise deductible by the issuer with 
respect to the debt instrument for the 
taxable year, the excess is treated as 
ordinary income by the issuer for the 
taxable year. However, the amount 
treated as ordinary income is limited 
to the amount by which the issuer’s 
total interest deductions on the debt 
instrument in prior taxable years ex-
ceed the total amount treated by the 
issuer as ordinary income on the debt 
instrument in prior taxable years. If 
the deflation adjustment exceeds the 
interest otherwise deductible by the 
issuer with respect to the debt instru-
ment for the taxable year and the 
amount treated as ordinary income for 
the taxable year, this excess is carried 
forward to reduce the interest other-
wise deductible by the issuer with re-
spect to the debt instrument for subse-
quent taxable years. If there is any ex-
cess remaining upon the retirement of 
the debt instrument, the issuer takes 
the excess amount into account as or-
dinary income. 

(2) Adjusted basis. A holder’s adjusted 
basis in an inflation-indexed debt in-
strument is determined under § 1.1272– 
1(g). However, a holder’s adjusted basis 
in the debt instrument is decreased by 
the amount of any deflation adjust-
ment the holder takes into account to 
reduce the amount of interest other-
wise includible in income or treats as 
an ordinary loss with respect to the in-
strument during the taxable year. The 
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decrease occurs when the deflation ad-
justment is taken into account under 
paragraph (f)(1) of this section. 

(3) Subsequent holders. A holder deter-
mines the amount of acquisition pre-
mium or market discount on an infla-
tion-indexed debt instrument by ref-
erence to the adjusted issue price of 
the instrument on the date the holder 
acquires the instrument. A holder de-
termines the amount of bond premium 
on an inflation-indexed debt instru-
ment by assuming that the amount 
payable at maturity on the instrument 
is equal to the instrument’s inflation- 
adjusted principal amount for the day 
the holder acquires the instrument. 
Any premium or market discount is 
taken into account over the remaining 
term of the debt instrument as if there 
were no further inflation or deflation. 
See section 171 for additional rules re-
lating to the amortization of bond pre-
mium and sections 1276 through 1278 for 
additional rules relating to market dis-
count. 

(4) Minimum guarantee. Under both 
the coupon bond method and the dis-
count bond method, a minimum guar-
antee payment is ignored until the 
payment is made. If there is a min-
imum guarantee payment, the pay-
ment is treated as interest on the date 
it is paid. 

(5) Temporary unavailability of a quali-
fied inflation index. Notwithstanding 
any other rule of this section, an infla-
tion-indexed debt instrument may pro-
vide for a substitute value of the quali-
fied inflation index if and when the 
publication of the value of the quali-
fied inflation index is temporarily de-
layed. The substitute value may be de-
termined by the issuer under any rea-
sonable method. For example, if the 
CPI-U is not reported for a particular 
month, the debt instrument may pro-
vide that a substitute value may be de-
termined by increasing the last re-
ported value by the average monthly 
percentage increase in the qualified in-
flation index over the preceding twelve 
months. The use of a substitute value 
does not result in a reissuance of the 
debt instrument. 

(g) Reopenings. For rules concerning a 
reopening of Treasury Inflation-In-
dexed Securities, see paragraphs (d)(2) 
and (k)(3)(iii) of § 1.1275–2. 

(h) Effective date. This section applies 
to an inflation-indexed debt instru-
ment issued on or after January 6, 1997. 

[T.D. 8709, 62 FR 618, Jan. 6, 1997. Redesig-
nated by T.D. 8838, 64 FR 48547, Sept. 7, 1999, 
as amended by T.D. 8840, 64 FR 60343, Nov. 5, 
1999; T.D. 8934, 66 FR 2817, Jan. 12, 2001] 

§ 1.1286–1 Tax treatment of certain 
stripped bonds and stripped cou-
pons. 

(a) De minimis OID. If the original 
issue discount determined under sec-
tion 1286(a) with respect to the pur-
chase of a stripped bond or stripped 
coupon is less than the amount com-
puted under subparagraphs (A) and (B) 
of section 1273(a)(3) and the regulations 
thereunder, then the amount of origi-
nal issue discount with respect to that 
purchase (other than any tax-exempt 
portion thereof, determined under sec-
tion 1286(d)(2)) shall be considered to be 
zero. For purposes of this computation, 
the number of complete years to matu-
rity is measured from the date the 
stripped bond or stripped coupon is 
purchased. 

(b) Treatment of certain stripped bonds 
as market discount bonds—(1) In general. 
By publication in the Internal Revenue 
Bulletin (see § 601.601(d)(2)(ii)(b) of the 
Statement of Procedural Rules), the 
Internal Revenue Service may (subject 
to the limitation of paragraph (b)(2) of 
this section) provide that certain mort-
gage loans that are stripped bonds are 
to be treated as market discount bonds 
under section 1278. Thus, any purchaser 
of such a bond is to account for any 
discount on the bond as market dis-
count rather than original issue dis-
count. 

(2) Limitation. This treatment may be 
provided for a stripped bond only if, 
immediately after the most recent dis-
position referred to in section 1286(b)— 

(i) The amount of original issue dis-
count with respect to the stripped bond 
is determined under paragraph (a) of 
this section (concerning de minimis 
OID); or 

(ii) The annual stated rate of interest 
payable on the stripped bond is no 
more than 100 basis points lower than 
the annual stated rate of interest pay-
able on the original bond from which it 
and any other stripped bond or bonds 
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and any stripped coupon or coupons 
were stripped. 

(c) Effective date. This section is ef-
fective on and after August 8, 1991. 

[T.D. 8463, 57 FR 61812, Dec. 29, 1992] 

§ 1.1286–2 Stripped inflation-indexed 
debt instruments. 

Stripped inflation-indexed debt instru-
ments. If a Treasury Inflation-Indexed 
Security is stripped under the Depart-
ment of the Treasury’s Separate Trad-
ing of Registered Interest and Prin-
cipal of Securities (STRIPS) program, 
the holders of the principal and coupon 
components must use the discount 
bond method (as described in § 1.1275– 
7(e)) to account for the original issue 
discount on the components. 

[T.D. 8709, 62 FR 621, Jan. 6, 1997. Redesig-
nated by T.D. 8838, 64 FR 48547, Sept. 7, 1999] 

§ 1.1287–1 Denial of capital gains treat-
ment for gains on registration-re-
quired obligations not in registered 
form. 

(a) In general. Except as provided in 
paragraph (c) of this section, any gain 
on the sale or other disposition of a 
registration-required obligation held 
after December 31, 1982, that is not in 
registered form shall be treated as or-
dinary income unless the issuance of 
the obligation was subject to tax under 
section 4701. The term registration-re-
quired obligation has the meaning given 
to that term in section 163(f)(2), except 
that clause (iv) of subparagraph (A) 
thereof shall not apply. Therefore, al-
though an obligation that is not in reg-
istered form is described in § 1.163– 
5(c)(1), the holder of such an obligation 
shall be required to treat the gain on 
the sale or other disposition of such ob-
ligation as ordinary income. The term 
holder means the person that would be 
denied a loss deduction under section 
165(j)(1) or denied capital gain treat-
ment under section 1287(a). 

(b) Registered form—(1) Obligations 
issued after September 21, 1984. With re-
spect to any obligation originally 
issued after September 21, 1984, the 
term registered form has the meaning 
given that term in section 103(j)(3) and 
the regulations thereunder. Therefore, 
an obligation that would otherwise be 
in registered form is not considered to 
be in registered form if it can be trans-

ferred at that time or at any time until 
its maturity by any means not de-
scribed in § 5f.103–1(c). An obligation 
that, as of a particular time, is not 
considered to be in registered form be-
cause it can be transferred by any 
means not described in § 5f.103–1(c) is 
considered to be in registered form at 
all times during the period beginning 
with a later time and ending with the 
maturity of the obligation in which the 
obligation can be transferred only by a 
means described in § 5f.103–1(c). 

(2) Obligations issued after December 31, 
1982, and on or before September 21, 1984. 
With respect to any obligation origi-
nally issued after December 31, 1982, 
and on or before September 21, 1984, or 
an obligation originally issued after 
September 21, 1984, pursuant to the ex-
ercise of a warrant or the conversion of 
a convertible obligation, which war-
rant or obligation (including conver-
sion privilege) was issued after Decem-
ber 31, 1982, and on or before September 
21, 1984, that obligation will be consid-
ered to be in registered form if it satis-
fied § 5f.163–1 or the proposed regula-
tions provided in § 1.163.–5(c) and pub-
lished in the FEDERAL REGISTER on 
September 2, 1983 (48 FR 39953). 

(c) Registration-required obligations not 
in registered form which are not subject to 
section 1287(c). Notwithstanding the 
fact than an obligation is a registra-
tion-required obligation that is not in 
registered form, the holder will not be 
subject to section 1287(a) if the holder 
meets the conditions of § 1.165–12(c). 

(d) Effective date. These regulations 
apply generally to obligations issued 
after January 20, 1987. However, a tax-
payer may choose to apply the rules of 
§ 1.1287–1 with respect to an obligation 
issued after December 31, 1982, and on 
or before January 20, 1987, which obli-
gation is held after January 20, 1987. 

[T.D. 8110, 51 FR 45461, Dec. 19, 1986] 

§ 1.1291–0 Treatment of shareholders 
of certain passive foreign invest-
ment companies; table of contents. 

This section contains a listing of the 
headings for §§ 1.1291–1, 1.1291–9, and 
1.1291–10. 
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§ 1.1291–1 Taxation of U.S. persons that are 
shareholders of PFICs that are not pedigreed 
QEFs. 

(a) through (b) [Reserved] 
(c) Coordination with other PFIC rules. 
(1) and (2) [Reserved] 
(3) Coordination with section 1296: distribu-

tions and dispositions. 
(4) Coordination with mark to market 

rules under chapter 1 of the Internal Rev-
enue Code other than section 1296. 

(i) In general. 
(ii) Coordination rule. 
(d) [Reserved] 
(e) Exempt organization as shareholder. 
(1) In general. 
(2) Effective date. 
(f) through (i) [Reserved] 
(j) Effective date. 

§ 1.1291–9 Deemed dividend election. 

(a) Deemed dividend election. 
(1) In general. 
(2) Post-1986 earnings and profits defined. 
(i) In general. 
(ii) Pro rata share of post-1986 earnings and 

profits attributable to shareholder’s stock. 
(A) In general. 
(B) Reduction for previously taxed 

amounts. 
(b) Who may make the election. 
(c) Time for making the election. 
(d) Manner of making the election. 
(1) In general. 
(2) Attachment to Form 8621. 
(e) Qualification date. 
(1) In general. 
(2) Elections made after March 31, 1995, and 

before January 27, 1997. 
(i) In general. 
(ii) Exception. 
(3) Examples. 
(f) Adjustment to basis. 
(g) Treatment of holding period. 
(h) Coordination with section 959(e). 
(i) Election inapplicable to shareholder of 

former PFIC. 
(1) [Reserved] 
(2) Former PFIC. 
(j) Definitions. 
(1) Passive foreign investment company 

(PFIC). 
(2) Types of PFICs. 
(i) Qualified electing fund (QEF). 
(ii) Pedigreed QEF. 
(iii) Unpedigreed QEF. 
(iv) Former PFIC. 
(3) Shareholder. 
(k) Effective date. 

§ 1.1291–10 Deemed sale election. 

(a) Deemed sale election. 
(b) Who may make the election. 
(c) Time for making the election. 
(d) Manner of making the election. 
(e) Qualification date. 

(1) In general. 
(2) Elections made after March 31, 1995, and 

before January 27, 1997. 
(i) In general. 
(ii) Exception. 
(f) Adjustments to basis. 
(1) In general. 
(2) Adjustment to basis for section 1293 in-

clusion with respect to deemed sale election 
made after March 31, 1995, and before Janu-
ary 27, 1997. 

(g) Treatment of holding period. 
(h) Election inapplicable to shareholder of 

former PFIC. 
(i) Effective date. 

[T.D. 8701, 61 FR 68151, Dec. 27, 1996, as 
amended by T.D. 8750, 63 FR 13, Jan. 2, 1998; 
T.D. 9123, 69 FR 24073, May 3, 2004] 

§ 1.1291–1 Taxation of U.S. persons 
that are shareholders of PFICs that 
are not pedigreed QEFs. 

(a)–(b) [Reserved] 
(c) Coordination with other PFIC rules. 
(1)–(2) [Reserved] 
(3) Coordination with section 1296: dis-

tributions and dispositions. If PFIC stock 
is marked to market under section 1296 
for any taxable year, then, except as 
provided in § 1.1296–1(i), section 1291 and 
the regulations thereunder shall not 
apply to any distribution with respect 
to section 1296 stock (as defined in 
§ 1.1296–1(a)(2)), or to any disposition of 
such stock, for such taxable year. 

(4) Coordination with mark to market 
rules under chapter 1 of the Internal Rev-
enue Code other than section 1296—(i) In 
general. If PFIC stock is marked to 
market for any taxable year under sec-
tion 475 or any other provision of chap-
ter 1 of the Internal Revenue Code, 
other than section 1296, regardless of 
whether the application of such provi-
sion is mandatory or results from an 
election by the taxpayer or another 
person, then, except as provided in 
paragraph (c)(4)(ii) of this section, sec-
tion 1291 and the regulations there-
under shall not apply to any distribu-
tion with respect to such PFIC stock or 
to any disposition of such PFIC stock 
for such taxable year. See §§ 1.1295– 
1(i)(3) and 1.1296–1(h)(3)(i) for rules re-
garding the automatic termination of 
an existing election under section 1295 
or section 1296 when a taxpayer marks 
to market PFIC stock under section 475 
or any other provision of chapter 1 of 
the Internal Revenue Code. 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00629 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



620 

26 CFR Ch. I (4–1–11 Edition) § 1.1291–9 

(ii) Coordination rule—(A) Notwith-
standing any provision in this section 
to the contrary, the rule of paragraph 
(c)(4)(ii)(B) of this section shall apply 
to the first taxable year in which a 
United States person marks to market 
its PFIC stock under a provision of 
chapter 1 of the Internal Revenue Code, 
other than section 1296, if such foreign 
corporation was a PFIC for any taxable 
year, prior to such first taxable year, 
during the United States person’s hold-
ing period (as defined in section 
1291(a)(3)(A) and § 1.1296–1(f)) in such 
stock, and for which such corporation 
was not treated as a QEF with respect 
to such United States person. 

(B) For the first taxable year of a 
United States person that marks to 
market its PFIC stock under any pro-
vision of chapter 1 of the Internal Rev-
enue Code, other than section 1296, 
such United States person shall, in lieu 
of the rules under which the United 
States person marks to market, apply 
the rules of § 1.1296–1(i)(2) and (3) as if 
the United States person had made an 
election under section 1296 for such 
first taxable year. 

(d) [Reserved] 
(e) Exempt organization as share-

holder—(1) In general. If the shareholder 
of a PFIC is an organization exempt 
from tax under this chapter, section 
1291 and these regulations apply to 
such shareholder only if a dividend 
from the PFIC would be taxable to the 
organization under subchapter F. 

(2) Effective date. Paragraph (e)(1) of 
this section is applicable on and after 
April 1, 1992. 

(f)–(i) [Reserved] 
(j) Effective dates. This section applies 

for taxable years beginning on or after 
May 3, 2004, except as otherwise pro-
vided in paragraph (e)(2) of this sec-
tion. 

[T.D. 8750, 63 FR 13, Jan. 2, 1998. Redesig-
nated by T.D. 8870, 65 FR 5779, Feb. 7, 2000, as 
amended by T.D. 9123, 69 FR 24073, May 3, 
2004] 

§ 1.1291–9 Deemed dividend election. 
(a) Deemed dividend election—(1) In 

general. This section provides rules for 
making the election under section 
1291(d)(2)(B) (deemed dividend elec-
tion). Under that section, a shareholder 
(as defined in paragraph (j)(3) of this 

section) of a PFIC that is an 
unpedigreed QEF may elect to include 
in income as a dividend the share-
holder’s pro rata share of the post-1986 
earnings and profits of the PFIC attrib-
utable to the stock held on the quali-
fication date (as defined in paragraph 
(e) of this section), provided the PFIC 
is a controlled foreign corporation 
(CFC) within the meaning of section 
957(a) for the taxable year for which 
the shareholder elects under section 
1295 to treat the PFIC as a QEF (sec-
tion 1295 election). If the shareholder 
makes the deemed dividend election, 
the PFIC will become a pedigreed QEF 
with respect to the shareholder. The 
deemed dividend is taxed under section 
1291 as an excess distribution received 
on the qualification date. The excess 
distribution determined under this 
paragraph (a) is allocated under section 
1291(a)(1)(A) only to those days in the 
shareholder’s holding period during 
which the foreign corporation qualified 
as a PFIC. For purposes of the pre-
ceding sentence, the holding period of 
the PFIC stock with respect to which 
the election is made ends on the day 
before the qualification date. For the 
definitions of PFIC, QEF, unpedigreed 
QEF, and pedigreed QEF, see paragraph 
(j) (1) and (2) of this section. 

(2) Post-1986 earnings and profits de-
fined—(i) In general. For purposes of 
this section, the term post-1986 earn-
ings and profits means the undistrib-
uted earnings and profits, within the 
meaning of section 902(c)(1), as of the 
day before the qualification date, that 
were accumulated and not distributed 
in taxable years of the PFIC beginning 
after 1986 and during which it was a 
PFIC, but without regard to whether 
the earnings relate to a period during 
which the PFIC was a CFC. 

(ii) Pro rata share of post-1986 earnings 
and profits attributable to shareholder’s 
stock—(A) In general. A shareholder’s 
pro rata share of the post-1986 earnings 
and profits of the PFIC attributable to 
the stock held by the shareholder on 
the qualification date is the amount of 
post-1986 earnings and profits of the 
PFIC accumulated during any portion 
of the shareholder’s holding period end-
ing at the close of the day before the 
qualification date and attributable, 
under the principles of section 1248 and 
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the regulations under that section, to 
the PFIC stock held on the qualifica-
tion date. 

(B) Reduction for previously taxed 
amounts. A shareholder’s pro rata share 
of the post-1986 earnings and profits of 
the PFIC does not include any amount 
that the shareholder demonstrates to 
the satisfaction of the Commissioner 
(in the manner provided in paragraph 
(d)(2) of this section) was, pursuant to 
another provision of the law, pre-
viously included in the income of the 
shareholder, or of another U.S. person 
if the shareholder’s holding period of 
the PFIC stock includes the period dur-
ing which the stock was held by that 
other U.S. person. 

(b) Who may make the election. A 
shareholder of an unpedigreed QEF 
that is a CFC for the taxable year of 
the PFIC for which the shareholder 
makes the section 1295 election may 
make the deemed dividend election 
provided the shareholder held stock of 
that PFIC on the qualification date. A 
shareholder is treated as holding stock 
of the PFIC on the qualification date if 
its holding period with respect to that 
stock under section 1223 includes the 
qualification date. A shareholder may 
make the deemed dividend election 
without regard to whether the share-
holder is a United States shareholder 
within the meaning of section 951(b). A 
deemed dividend election may be made 
by a shareholder whose pro rata share 
of the post-1986 earnings and profits of 
the PFIC attributable to the PFIC 
stock held on the qualification date is 
zero. 

(c) Time for making the election. The 
shareholder makes the deemed divi-
dend election in the shareholder’s re-
turn for the taxable year that includes 
the qualification date. If the share-
holder and the PFIC have the same 
taxable year, the shareholder makes 
the deemed dividend election in either 
the original return for the taxable year 
for which the shareholder makes the 
section 1295 election, or in an amended 
return for that year. If the shareholder 
and the PFIC have different taxable 
years, the deemed dividend election 
must be made in an amended return for 
the taxable year that includes the 
qualification date. If the deemed divi-
dend election is made in an amended 

return, the amended return must be 
filed by a date that is within three 
years of the due date, as extended 
under section 6081, of the original re-
turn for the taxable year that includes 
the qualification date. 

(d) Manner of making the election—(1) 
In general. A shareholder makes the 
deemed dividend election by filing 
Form 8621 and the attachment to Form 
8621 described in paragraph (d)(2) of 
this section with the return for the 
taxable year of the shareholder that in-
cludes the qualification date, reporting 
the deemed dividend as an excess dis-
tribution pursuant to section 1291(a)(1), 
and paying the tax and interest due on 
the excess distribution. A shareholder 
that makes the deemed dividend elec-
tion after the due date of the return 
(determined without regard to exten-
sions) for the taxable year that in-
cludes the qualification date must pay 
additional interest, pursuant to section 
6601, on the amount of the under-
payment of tax for that year. 

(2) Attachment to Form 8621. The 
shareholder must attach a schedule to 
Form 8621 that demonstrates the cal-
culation of the shareholder’s pro rata 
share of the post-1986 earnings and 
profits of the PFIC that is treated as 
distributed to the shareholder on the 
qualification date pursuant to this sec-
tion. If the shareholder is claiming an 
exclusion from its pro rata share of the 
post-1986 earnings and profits for an 
amount previously included in its in-
come or the income of another U.S. 
person, the shareholder must include 
the following information: 

(i) The name, address, and taxpayer 
identification number of each U.S. per-
son that previously included an 
amount in income, the amount pre-
viously included in income by each 
such U.S. person, the provision of the 
law pursuant to which the amount was 
previously included in income, and the 
taxable year or years of inclusion of 
each amount; and 

(ii) A description of the transaction 
pursuant to which the shareholder ac-
quired, directly or indirectly, the stock 
of the PFIC from another U.S. person, 
and the provisions of law pursuant to 
which the shareholder’s holding period 
includes the period the other U.S. per-
son held the CFC stock. 
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(e) Qualification date—(1) In general. 
Except as otherwise provided in this 
paragraph (e), the qualification date is 
the first day of the PFIC’s first taxable 
year as a QEF (first QEF year). 

(2) Elections made after March 31, 1995, 
and before January 27, 1997—(i) In gen-
eral. The qualification date for deemed 
dividend elections made after March 31, 
1995, and before January 27, 1997, is the 
first day of the shareholder’s election 
year. The shareholder’s election year is 
the taxable year of the shareholder for 
which it made the section 1295 election. 

(ii) Exception. A shareholder who 
made the deemed dividend election 
after May 1, 1992, and before January 
27, 1997, may elect to change its quali-
fication date to the first day of the 
first QEF year, provided the periods of 
limitations on assessment for the tax-
able year that includes that date and 
for the shareholder’s election year have 
not expired. A shareholder changes the 
qualification date by filing amended 
returns, with revised Forms 8621 and 
the attachments described in para-
graph (d)(2) of this section, for the 
shareholder’s election year and the 
shareholder’s taxable year that in-
cludes the first day of the first QEF 
year, and making all appropriate ad-
justments and payments. 

(3) Examples. The rules of this para-
graph (e) are illustrated by the fol-
lowing examples: 

Example 1. (i) Eligibility to make deemed divi-
dend election. A is a U.S. person who files its 
income tax return on a calendar year basis. 
On January 2, 1994, A purchased one percent 
of the stock of M, a PFIC with a taxable year 
ending November 30. M was both a CFC and 
a PFIC, but not a QEF, for all of its taxable 
years. On December 3, 1996, M made a dis-
tribution to its shareholders. A received $100, 
all of which A reported in its 1996 return as 
an excess distribution as provided in section 
1291(a)(1). A decides to make the section 1295 
election in A’s 1997 taxable year to treat M 
as a QEF effective for M’s taxable year be-
ginning December 1, 1996. Because A did not 
make the section 1295 election in 1994, the 
first year in its holding period of M stock 
that M qualified as a PFIC, M would be an 
unpedigreed QEF and A would be subject to 
both sections 1291 and 1293. A, however, may 
elect under section 1291(d)(2) to purge the 
years M was not a QEF from A’s holding pe-
riod. If A makes the section 1291(d)(2) elec-
tion, the December 3 distribution will not be 
taxable under section 1291(a). Because M is a 
CFC, even though A is not a U.S. shareholder 

within the meaning of section 951(b), A may 
make the deemed dividend election under 
section 1291(d)(2)(B). 

(ii) Making the election. Under paragraph 
(e)(1) of this section, the qualification date, 
and therefore the date of the deemed divi-
dend, is December 1, 1996. Accordingly, to 
make the deemed dividend election, A must 
file an amended return for 1996, and include 
the deemed dividend in income in that year. 
As a result, M will be a pedigreed QEF as of 
December 1, 1996, and the December 3, 1996, 
distribution will not be taxable as an excess 
distribution. Therefore, in its amended re-
turn, A may report the December 3, 1996, dis-
tribution consistent with section 1293 and 
the general rules applicable to corporate dis-
tributions. 

Example 2. X, a U.S. person, owned a five 
percent interest in the stock of FC, a PFIC 
with a taxable year ending June 30. X never 
made the section 1295 election with respect 
to FC. X transferred her interest in FC to her 
granddaughter, Y, a U.S. person, on Feb-
ruary 14, 1996. The transfer qualified as a gift 
for Federal income tax purposes, and no gain 
was recognized on the transfer (see Regula-
tion Project INTL–656–87, published in 1992–1 
C.B. 1124; see § 601.601(d)(2)(ii)(b) of this chap-
ter). As provided in section 1223(2), Y’s hold-
ing period includes the period that X held 
the FC stock. Y decides to make the section 
1295 election in her 1996 return to treat FC as 
a QEF for its taxable year beginning July 1, 
1995. However, because Y’s holding period in-
cludes the period that X held the FC stock, 
and FC was a PFIC but not a QEF during 
that period, FC will be an unpedigreed QEF 
with respect to Y unless Y makes a section 
1291(d)(2) election. Although Y did not actu-
ally own the stock of FC on the qualification 
date (July 1, 1995), Y’s holding period in-
cludes that date. Therefore, provided FC is a 
CFC for its taxable year beginning July 1, 
1995, Y may make a section 1291(d)(2)(B) elec-
tion to treat FC as a pedigreed QEF. 

(f) Adjustment to basis. A shareholder 
that makes the deemed dividend elec-
tion increases its adjusted basis of the 
stock of the PFIC owned directly by 
the shareholder by the amount of the 
deemed dividend. If the shareholder 
makes the deemed dividend election 
with respect to a PFIC of which it is an 
indirect shareholder, the shareholder’s 
adjusted basis of the stock or other 
property owned directly by the share-
holder, through which ownership of the 
PFIC is attributed to the shareholder, 
is increased by the amount of the 
deemed dividend. In addition, solely for 
purposes of determining the subsequent 
treatment under the Code and regula-
tions of a shareholder of the stock of 
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the PFIC, the adjusted basis of the di-
rect owner of the stock of the PFIC is 
increased by the amount of the deemed 
dividend. 

(g) Treatment of holding period. For 
purposes of applying sections 1291 
through 1297 to the shareholder after 
the deemed dividend, the shareholder’s 
holding period of the stock of the PFIC 
begins on the qualification date. For 
other purposes of the Code and regula-
tions, this holding period rule does not 
apply. 

(h) Coordination with section 959(e). 
For purposes of section 959(e), the en-
tire deemed dividend is treated as in-
cluded in gross income under section 
1248(a). 

(i) Election inapplicable to shareholder 
of a former PFIC or of a section 1297(e) 
PFIC. A shareholder may not make the 
section 1295 and deemed dividend elec-
tions if the foreign corporation is a 
former PFIC (as defined in paragraph 
(j)(2)(iv) of this section) or a section 
1297(e) PFIC (as defined in paragraph 
(j)(2)(v) of this section) with respect to 
the shareholder. For the rules regard-
ing the election by a shareholder of a 
former PFIC, see § 1.1298–3. For the 
rules regarding the election by a share-
holder of a section 1297(e) PFIC, see 
§ 1.1297–3. 

(j) Definitions—(1) Passive foreign in-
vestment company (PFIC). A passive for-
eign investment company (PFIC) is a 
foreign corporation that satisfies ei-
ther the income test of section 
1296(a)(1) or the asset test of section 
1296(a)(2). A corporation will not be 
treated as a PFIC with respect to a 
shareholder for those days included in 
the shareholder’s holding period when 
the shareholder, or a person whose 
holding period of the stock is included 
in the shareholder’s holding period, 
was not a United States person within 
the meaning of section 7701(a)(30). 

(2) Types of PFICs—(i) Qualified elect-
ing fund (QEF). A PFIC is a qualified 
electing fund (QEF) with respect to a 
shareholder that has elected, under 
section 1295, to be taxed currently on 
its share of the PFIC’s earnings and 
profits pursuant to section 1293. 

(ii) Pedigreed QEF. A PFIC is a pedi-
greed QEF with respect to a share-
holder if the PFIC has been a QEF with 
respect to the shareholder for all tax-

able years during which the corpora-
tion was a PFIC that are included 
wholly or partly in the shareholder’s 
holding period of the PFIC stock. 

(iii) Unpedigreed QEF. A PFIC is an 
unpedigreed QEF for a taxable year if— 

(A) An election under section 1295 is 
in effect for that year; 

(B) The PFIC has been a QEF with re-
spect to the shareholder for at least 
one, but not all, of the taxable years 
during which the corporation was a 
PFIC that are included wholly or part-
ly in the shareholder’s holding period 
of the PFIC stock; and 

(C) The shareholder has not made an 
election under section 1291(d)(2) and 
this section or § 1.1291–10 with respect 
to the PFIC to purge the nonQEF years 
from the shareholder’s holding period. 

(iv) Former PFIC. A foreign corpora-
tion is a former PFIC with respect to a 
shareholder if the corporation satisfies 
neither the income test of section 
1297(a)(1) nor the asset test of section 
1297(a)(2), but its stock, held by that 
shareholder, is treated as stock of a 
PFIC, pursuant to section 1298(b)(1), be-
cause the corporation was a PFIC that 
was not a QEF at some time during the 
shareholder’s holding period of the 
stock. 

(v) Section 1297(e) PFIC. A foreign cor-
poration is a section 1297(e) PFIC with 
respect to a shareholder (as defined in 
paragraph (j)(3) of this section) if— 

(A) The foreign corporation qualifies 
as a PFIC under section 1297(a) on the 
first day on which the qualified portion 
of the shareholder’s holding period in 
the foreign corporation begins, as de-
termined under section 1297(e)(2); and 

(B) The stock of the foreign corpora-
tion held by the shareholder is treated 
as stock of a PFIC, pursuant to section 
1298(b)(1), because, at any time during 
the shareholder’s holding period of the 
stock, other than the qualified portion, 
the corporation was a PFIC that was 
not a QEF. 

(3) Shareholder. A shareholder is a 
U.S. person that is a direct or indirect 
shareholder as defined in Regulation 
Project INTL–656–87 published in 1992–1 
C.B. 1124; see § 601.601(d)(2)(ii)(b) of this 
chapter. 
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(k) Effective/applicability date. (1) The 
rules of this section, except for para-
graph (j)(2)(v) of this section, are appli-
cable as of April 1, 1995. 

(2) The rules of paragraph (j)(2)(v) of 
this section are applicable as of Decem-
ber 8, 2005. 

[T.D. 8701, 61 FR 68151, Dec. 27, 1996; 62 FR 
7155, Feb. 18, 1997, as amended by T.D. 8750, 63 
FR 13, Jan. 2, 1998; T.D. 9231, 70 FR 72915, 
Dec. 8, 2005; T.D. 9360, 72 FR 54821, Sept. 27, 
2007] 

§ 1.1291–10 Deemed sale election. 
(a) Deemed sale election. This section 

provides rules for making the election 
under section 1291(d)(2)(A) (deemed sale 
election). Under that section, a share-
holder (as defined in § 1.1291–9(j)(3)) of a 
PFIC that is an unpedigreed QEF may 
elect to recognize gain with respect to 
the stock of the unpedigreed QEF held 
on the qualification date (as defined in 
paragraph (e) of this section). If the 
shareholder makes the deemed sale 
election, the PFIC will become a pedi-
greed QEF with respect to the share-
holder. A shareholder that makes the 
deemed sale election is treated as hav-
ing sold, for its fair market value, the 
stock of the PFIC that the shareholder 
held on the qualification date. The gain 
recognized on the deemed sale is taxed 
under section 1291 as an excess dis-
tribution received on the qualification 
date. In the case of an election made by 
an indirect shareholder, the amount of 
gain to be recognized and taxed as an 
excess distribution is the amount of 
gain that the direct owner of the stock 
of the PFIC would have realized on an 
actual sale or other disposition of the 
stock of the PFIC indirectly owned by 
the shareholder. Any loss realized on 
the deemed sale is not recognized. For 
the definitions of PFIC, QEF, 
unpedigreed QEF, and pedigreed QEF, 
see § 1.1291–9(j) (1) and (2). 

(b) Who may make the election. A 
shareholder of an unpedigreed QEF 
may make the deemed sale election 
provided the shareholder held stock of 
that PFIC on the qualification date. A 
shareholder is treated as holding stock 
of the PFIC on the qualification date if 
its holding period with respect to that 
stock under section 1223 includes the 
qualification date. A deemed sale elec-
tion may be made by a shareholder 

that would realize a loss on the deemed 
sale. 

(c) Time for making the election. The 
shareholder makes the deemed sale 
election in the shareholder’s return for 
the taxable year that includes the 
qualification date. If the shareholder 
and the PFIC have the same taxable 
year, the shareholder makes the 
deemed sale election in either the 
original return for the taxable year for 
which the shareholder makes the sec-
tion 1295 election, or in an amended re-
turn for that year. If the shareholder 
and the PFIC have different taxable 
years, the deemed sale election must 
be made in an amended return for the 
taxable year that includes the quali-
fication date. If the deemed sale elec-
tion is made in an amended return, the 
amended return must be filed by a date 
that is within three years of the due 
date, as extended under section 6081, of 
the original return for the taxable year 
that includes the qualification date. 

(d) Manner of making the election. A 
shareholder makes the deemed sale 
election by filing Form 8621 with the 
return for the taxable year of the 
shareholder that includes the qualifica-
tion date, reporting the gain as an ex-
cess distribution pursuant to section 
1291(a), and paying the tax and interest 
due on the excess distribution. A share-
holder that makes the deemed sale 
election after the due date of the re-
turn (determined without regard to ex-
tensions) for the taxable year that in-
cludes the qualification date must pay 
additional interest, pursuant to section 
6601, on the amount of the under-
payment of tax for that year. A share-
holder that realizes a loss on the 
deemed sale reports the loss on Form 
8621, but does not recognize the loss. 

(e) Qualification date—(1) In general. 
Except as otherwise provided in this 
paragraph (e), the qualification date is 
the first day of the PFIC’s first taxable 
year as a QEF (first QEF year). 

(2) Elections made after March 31, 1995, 
and before January 27, 1997—(i) In gen-
eral. The qualification date for deemed 
sale elections made after March 31, 
1995, and before January 27, 1997, is the 
first day of the shareholder’s election 
year. The shareholder’s election year is 
the taxable year of the shareholder for 
which it made the section 1295 election. 
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(ii) Exception. A shareholder who 
made the deemed sale election after 
May 1, 1992, and before January 27, 1997, 
may elect to change its qualification 
date to the first day of the first QEF 
year, provided the periods of limita-
tions on assessment for the taxable 
year that includes that date and for 
the shareholder’s election year have 
not expired. A shareholder changes the 
qualification date by filing amended 
returns, with revised Forms 8621, for 
the shareholder’s election year and the 
shareholder’s taxable year that in-
cludes the first day of the first QEF 
year, and making all appropriate ad-
justments and payments. 

(f) Adjustments to basis—(1) In general. 
A shareholder that makes the deemed 
sale election increases its adjusted 
basis of the PFIC stock owned directly 
by the amount of gain recognized on 
the deemed sale. If the shareholder 
makes the deemed sale election with 
respect to a PFIC of which it is an indi-
rect shareholder, the shareholder’s ad-
justed basis of the stock or other prop-
erty owned directly by the shareholder, 
through which ownership of the PFIC 
is attributed to the shareholder, is in-
creased by the amount of gain recog-
nized by the shareholder. In addition, 
solely for purposes of determining the 
subsequent treatment under the Code 
and regulations of a shareholder of the 
stock of the PFIC, the adjusted basis of 
the direct owner of the stock of the 
PFIC is increased by the amount of 
gain recognized on the deemed sale. A 
shareholder shall not adjust the basis 
of any stock with respect to which the 
shareholder realized a loss on the 
deemed sale. 

(2) Adjustment of basis for section 1293 
inclusion with respect to deemed sale elec-
tion made after March 31, 1995, and before 
January 27, 1997. For purposes of deter-
mining the amount of gain recognized 
with respect to a deemed sale election 
made after March 31, 1995, and before 
January 27, 1997, by a shareholder that 
treats the first day of the shareholder’s 
election year as the qualification date, 
the adjusted basis of the stock deemed 
sold includes the shareholder’s section 
1293(a) inclusion attributable to the pe-
riod beginning with the first day of the 
PFIC’s first QEF year and ending on 
the day before the qualification date. 

(g) Treatment of holding period. For 
purposes of applying sections 1291 
through 1297 to the shareholder after 
the deemed sale, the shareholder’s 
holding period of the stock of the PFIC 
begins on the qualification date, with-
out regard to whether the shareholder 
recognized gain on the deemed sale. 
For other purposes of the Code and reg-
ulations, this holding period rule does 
not apply. 

(h) Election inapplicable to shareholder 
of former PFIC. A shareholder may not 
make the section 1295 and deemed sale 
elections if the foreign corporation is a 
former PFIC (as defined in § 1.1291– 
9(j)(2)(iv)) with respect to the share-
holder. For the rules regarding the 
election by a shareholder of a former 
PFIC, see § 1.1297–3T. 

(i) Effective date. The rules of this sec-
tion are applicable as of April 1, 1995. 

[T.D. 8701, 61 FR 68153, Dec. 27, 1996] 

§ 1.1293–0 Table of contents. 

This section contains a listing of the 
headings for § 1.1293–1. 

§ 1.1293–1 Current inclusion of income of 
qualified electing funds. 

(a) In general. [Reserved] 
(1) Other rules. [Reserved] 
(2) Net capital gain defined. 
(i) In general. 
(ii) Effective date. 
(b) Other rules. [Reserved] 
(c) Application of rules of inclusion with 

respect to stock held by a pass through enti-
ty. 

(1) In general. 
(2) QEF stock transferred to a pass through 

entity. 
(i) Pass through entity makes a section 

1295 election. 
(ii) Pass through entity does not make a 

section 1295 election. 
(3) Effective date. 

[T.D. 8750, 63 FR 13, Jan. 2, 1998; as amended 
by T.D. 8870, 65 FR 16319, Mar. 28, 2000] 

§ 1.1293–1 Current taxation of income 
from qualified electing funds. 

(a) In general. [Reserved] 
(1) Other rules. [Reserved] 
(2) Net capital gain defined—(i) In gen-

eral. This paragraph (a)(2) defines the 
term net capital gain for purposes of 
sections 1293 and 1295 and the regula-
tions under those sections. The QEF, as 
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defined in § 1.1291–9(j)(2)(i), in deter-
mining its net capital gain for a tax-
able year, may either— 

(A) Calculate and report the amount 
of each category of long-term capital 
gain provided in section 1(h) that was 
recognized by the PFIC in the taxable 
year; 

(B) Calculate and report the amount 
of net capital gain recognized by the 
PFIC in the taxable year, stating that 
that amount is subject to the highest 
capital gain rate of tax applicable to 
the shareholder; or 

(C) Calculate its earnings and profits 
for the taxable year and report the en-
tire amount as ordinary earnings. 

(ii) Effective date. Paragraph (a)(2)(i) 
of this section is applicable to sales by 
QEFs during their taxable years ending 
on or after May 7, 1997. 

(b) Other rules. [Reserved] 
(c) Application of rules of inclusion 

with respect to stock held by a pass 
through entity—(1) In general. If a do-
mestic pass through entity makes a 
section 1295 election, as provided in 
paragraph (d)(2) of this section, with 
respect to the PFIC shares that it 
owns, directly or indirectly, the domes-
tic pass through entity takes into ac-
count its pro rata share of the ordinary 
earnings and net capital gain attrib-
utable to the QEF shares held by the 
pass through entity. A U.S. person that 
indirectly owns QEF shares through 
the domestic pass through entity ac-
counts for its pro rata shares of ordi-
nary earnings and net capital gain at-
tributable to the QEF shares according 
to the general rules applicable to inclu-
sions of income from the domestic pass 
through entity. For the definition of 
pass through entity, see § 1.1295–1(j). 

(2) QEF stock transferred to a pass 
through entity—(i) Pass through entity 
makes a section 1295 election. If a share-
holder transfers stock subject to a sec-
tion 1295 election to a domestic pass 
through entity of which it is an inter-
est holder and the pass through entity 
makes a section 1295 election with re-
spect to that stock, as provided in 
§ 1.1295–1(d)(2), the shareholder takes 
into account its pro rata shares of the 
ordinary earnings and net capital gain 
attributable to the QEF shares under 
the rules applicable to inclusions of in-
come from the pass through entity. 

(ii) Pass through entity does not make a 
section 1295 election. If the pass through 
entity does not make a section 1295 
election with respect to the PFIC, the 
shares of which were transferred to the 
pass through entity subject to the 1295 
election of the shareholder, the share-
holder continues to be subject, in its 
capacity as an indirect shareholder, to 
the income inclusion rules of section 
1293 and reporting rules required of 
shareholders of QEFs. Proper adjust-
ments to reflect an inclusion in income 
under section 1293 by the indirect 
shareholder must be made, under the 
principles of § 1.1291–9(f), to the basis of 
the indirect shareholder’s interest in 
the pass through entity. 

(3) Effective date. Paragraph (c) of this 
section is applicable to taxable years of 
shareholders beginning after December 
31, 1997. 

[T.D. 8750, 63 FR 14, Jan. 2, 1998. Redesig-
nated and amended by T.D. 8870, 65 FR 5779, 
5781, Feb. 7, 2000] 

§ 1.1294–0 Table of contents. 
This section contains a listing of the 

headings for § 1.1294–1T. 

§ 1.1294–1T Election to extend the time for pay-
ment of tax on undistributed earnings of a 
qualified electing fund. 

(a) Purpose and scope. 
(b) Election to extend time for payment of 

tax. 
(1) In general. 
(2) Exception. 
(3) Undistributed earnings. 
(i) In general. 
(ii) Effect of loan, pledge or guarantee. 
(c) Time for making the election. 
(1) In general. 
(2) Exception. 
(d) Manner of making the election. 
(1) In general. 
(2) Information to be included in the elec-

tion. 
(e) Termination of the extension. 
(f) Undistributed PFIC earnings tax liabil-

ity. 
(g) Authority to require a bond. 
(h) Annual reporting requirement. 

[T.D. 8750, 63 FR 13, Jan. 2, 1998] 

§ 1.1294–1T Election to extend the time 
for payment of tax on undistributed 
earnings of a qualified electing 
fund (temporary). 

(a) Purpose and scope. This section 
provides rules for making the annual 
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election under section 1294. Under that 
section, a U.S. person that is a share-
holder in a qualified electing fund 
(QEF) may elect to extend the time for 
payment of its tax liability which is at-
tributable to its share of the undistrib-
uted earnings of the QEF. In general, a 
QEF is a passive foreign investment 
company (PFIC), as defined in section 
1296, that makes the election under 
section 1295. Under section 1293, a U.S. 
person that owns, or is treated as own-
ing, stock of a QEF at any time during 
the taxable year of the QEF shall in-
clude in gross income, as ordinary in-
come, its pro rata share of the ordinary 
earnings of the QEF for the taxable 
year and, as long-term capital gain, its 
pro rata share of the net capital gain of 
the QEF for the taxable year. The 
shareholder’s share of the earnings 
shall be included in the shareholder’s 
taxable year in which or with which 
the taxable year of the QEF ends. 

(b) Election to extend time for pay-
ment—(1) In general. A U.S. person that 
is a shareholder of a QEF on the last 
day of the QEF’s taxable year may 
elect under section 1294 to extend the 
time for payment of that portion of its 
tax liability which is attributable to 
the inclusion in income pursuant to 
section 1293 of the shareholder’s share 
of the QEF’s undistributed earnings. 
The election under section 1294 may be 
made only with respect to undistrib-
uted earnings, and interest is imposed 
under section 6601 on the amount of the 
tax liability which is subject to the ex-
tension. This interest must be paid on 
the termination of the election. 

(2) Exception. An election under this 
§ 1.1294–1T cannot be made for a taxable 
year of the shareholder if any portion 
of the QEF’s earning is includible in 
the gross income of the shareholder for 
such year under either section 551 (re-
lating to foreign personal holding com-
panies) or section 951 (relating to con-
trolled foreign corporations). 

(3) Undistributed earnings—(i) In gen-
eral. For purposes of this § 1.1294–1T the 
term undistributed earnings means the 
excess, if any, of the amount includible 
in gross income by reason of section 
1293(a) for the shareholder’s taxable 
year (the includible amount) over the 
sum of (A) the amount of any distribu-
tion to the shareholder during the 

QEF’s taxable year and (B) the portion 
of the includible amount that is attrib-
utable to stock in the QEF that the 
shareholder transferred or otherwise 
disposed of before the end of the QEF’s 
year. For purposes of this paragraph, a 
distribution will be treated as made 
from the most recently accumulated 
earnings and profits. 

(ii) Effect of a loan, pledge or guar-
antee. A loan, pledge, or guarantee de-
scribed in § 1.1294–1T(e) (2) or (4) will be 
treated as a distribution of earnings for 
purposes of paragraph (b)(3)(i)(A). If 
earnings are treated as distributed in a 
taxable year by reason of a loan, pledge 
or guarantee described in § 1.1294–1T(e) 
(2) or (4), but the amount of the deemed 
distribution resulting therefrom was 
less than the amount of the actual loan 
by the QEF (or the amount of the loan 
secured by the pledge or guarantee), 
earnings derived by the QEF in a subse-
quent taxable year will be treated as 
distributed in such subsequent year to 
the shareholder for purposes of para-
graph (b)(3)(i)(A) by virtue of such 
loan, but only to the extent of the dif-
ference between the outstanding prin-
cipal balance on the loan in such subse-
quent year and the prior years’ deemed 
distributions resulting from the loan. 
For this purpose, the outstanding prin-
cipal balance on a loan in a taxable 
year shall be treated as equal to the 
greatest amount of the outstanding 
balance at any time during such year. 

Example 1. (i) Facts. FC is a PFIC that made 
the election under section 1295 to be a QEF 
for its taxable year beginning January 1, 
1987. S owned 500 shares, or 50 percent, of FC 
throughout the first six months of 1987, but 
on June 30, 1987 sold 10 percent, or 50 shares, 
of the FC stock that it held. FC had $100,000x 
of ordinary earnings but no net capital gain 
in 1987. No part of FC’s earnings is includible 
in S’s income under either section 551 or 951. 
FC made no distributions to its shareholders 
in 1987. S’s pro rata share of income is deter-
mined by attributing FC’s income ratably to 
each day in FC’s year. Accordingly, FC’s 
daily earnings are $274x ($100,000x/365). S’s 
share of the earnings of FC is $47,484x, deter-
mined as follows. 
FC’s daily earnings × number of days per-

centage held by S × percentage of owner-
ship in FC. 

Accordingly, S’s pro rata share of FC’s earn-
ings for the first six months of FC’s year 
deemed earned while S held 50 percent of 
FC’s stock is $24,797x ($274x × 181 days × 50%). 
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S’s pro rata share of FC’s earnings for re-
mainder of FC’s year deemed earned while S 
held 45 percent of FC’s stock is $22,687x ($274x 
× 184 days × 45%). Therefore, S’s total share 
of FC’s earnings to be included in income 
under section 1293 is $47,484x ($24,797x + 
$22,687x). 

(ii) Election. S intends to make the election 
under section 1294 to defer the payment of its 
tax liability that is attributable to the un-
distributed earnings of FC. The amount of 
current year undistributed earnings as de-
fined in § 1.1294–1T(b)(3) with respect to 
which S can make the election is the excess 
of S’s inclusion in gross income under sec-
tion 1293(a) for the taxable year over the sum 
of (1) the cash and other property distributed 
to S during FC’s tax year out of earnings in-
cluded in income pursuant to section 1293(a), 
and (2) the earnings attributable to stock 
disposed of during FC’s tax year. Because S 
sold 10 percent, or 50 shares, of the FC stock 
that it held during the first six months of 
the year, 10 percent of its share of the earn-
ings for that part of the year, which is $2,480x 
($24,797x × 10%), is attributable to the shares 
sold. S therefore cannot make the election 
under section 1294 to extend the time for 
payment of its tax liability on that amount. 
Accordingly, S can make the election under 
section 1294 with respect to its tax on 
$45,004x ($47,484x less $2,480x), which is its pro 
rata share of FC’s earnings, reduced by the 
earnings attributable to the stock disposed 
of during the year. 

Example 2. (i) Facts. The facts are the same 
as in Example 1 with the following excep-
tions. S did not sell any FC stock during 1987. 
Therefore, because S held 50 percent of the 
FC stock throughout 1987, S’s pro rata share 
of FC’s ordinary earnings was $50,000x, no 
part of which was includible in S’s income 
under either section 551 or 951. There were no 
actual distributions of earnings to S in 1988. 
On December 31, 1987, S pledged the FC stock 
as security for a bank loan of $75,000x. The 
pledge is treated as a disposition of the FC 
stock and therefore a distribution of S’s 
share of the undistributed earnings of FC up 
to the amount of the loan principal. S’s en-
tire share of the undistributed earnings of 
FC are deemed distributed as a result of the 
pledge of the FC stock. S therefore cannot 
make the election under section 1294 to ex-
tend the time for payment of its tax liability 
on its share of FC’s earnings for 1987. 

(ii) Deemed distribution. In 1988, FC has ordi-
nary earnings of $100,000x but no net capital 
gain. S’s pro rata share of FC’s 1988 ordinary 
earnings was $50,000x. S’s loan remained out-
standing throughout 1988; the highest loan 
balance during 1988 was $74,000x. Of S’s share 
of the ordinary earnings of FC of $50,000x, 
$24,000x is deemed distributed to S. This is 
the amount by which the highest loan bal-
ance for the year ($74,000x) exceeds the por-
tion of the undistributed earnings of FC 

deemed distributed to S in 1987 by reason of 
the pledge ($50,000x). S may make the elec-
tion under section 1294 to extend the time for 
payment of its tax liability on $26,000x, 
which is the amount by which S’s includible 
amount for 1988 exceeds the amount deemed 
distributed to S during 1988. 

(c) Time for making the election—(1) In 
general. An election under this § 1.1294– 
1T may be made for any taxable year in 
which a shareholder reports income 
pursuant to section 1293. Except as pro-
vided in paragraph (c)(2), the election 
shall be made by the due date, as ex-
tended, of the tax return for the share-
holder’s taxable year for which the 
election is made. 

(2) Exception. An election under this 
section may be made within 60 days of 
receipt of notification from the QEF of 
the shareholder’s pro rata share of the 
ordinary earnings and net capital gain 
if notification is received after the 
time for filing the election provided in 
paragraph (c)(1) (and requires the filing 
of an amended return to report income 
pursuant to section 1293). If the notifi-
cation reports an increase in the share-
holder’s pro rata share of the earnings 
previously reported to the shareholder 
by the QEF, the shareholder may make 
the election under this paragraph (c)(2) 
only with respect to the amount of 
such increase. 

(d) Manner of making the election—(1) 
In general. A shareholder shall make 
the election by (i) attaching to its re-
turn for the year of the election Form 
8621 or a statement containing the in-
formation and representations required 
by this section and (ii) filing a copy of 
Form 8621 or the statement with the 
Internal Revenue Service Center, P.O. 
Box 21086, Philadelphia, Pennsylvania 
19114. 

(2) Information to be included in the 
election statement. If a statement is used 
in lieu of Form 8621, the statement 
should be identified, in a heading, as an 
election under section 1294 of the Code. 
The statement must include the fol-
lowing information and representa-
tions: 

(i) The name, address, and taxpayer 
identification number of the electing 
shareholder and the taxable year of the 
shareholder for which the election is 
being made; 
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(ii) The name, address and taxpayer 
identification number of the QEF if 
provided to the shareholder; 

(iii) A statement that the share-
holder is making the election under 
section 1294 of the Code; 

(iv) A schedule containing the fol-
lowing information: 

(A) The ordinary earnings and net 
capital gain for the current year in-
cluded in the shareholder’s income 
under section 1293; 

(B) The amount of cash and other 
property distributed by the QEF during 
its taxable year with respect to stock 
held directly or indirectly by the 
shareholder during that year, identi-
fying the amount of such distributions 
that is paid out of current earnings and 
profits and the amount paid out of each 
prior year’s earnings and profits; and 

(C) The undistributed PFIC earnings 
tax liability (as defined in paragraph 
(f) of this section) for the taxable year, 
payment of which is being deferred by 
reason of the election under section 
1294; 

(v) The number of shares of stock 
held in the QEF during the QEF’s tax-
able year which gave rise to the section 
1293 inclusion and the number of such 
shares transferred, deemed transferred 
or otherwise disposed of by the electing 
shareholder before the end of the QEF’s 
taxable year, and the data of transfer; 
and 

(vi) The representations of the elect-
ing shareholder that— 

(A) No part of the QEF’s earnings for 
the taxable year is includible in the 
electing shareholder’s gross income 
under either section 551 or 951 of the 
Code; 

(B) The election is made only with 
respect to the shareholder’s pro rata 
share of the undistributed earnings of 
the QEF; and 

(C) The electing shareholder, upon 
termination of the election to extend 
the date for payment, shall pay the un-
distributed PFIC earnings tax liability 
attributable to those earnings to which 
the termination applies as well as in-
terest on such tax liability pursuant to 
section 6601. Payment of this tax and 
interest must be made by the due date 
(determined without extensions) of the 
tax return for the taxable year in 
which the termination occurs. 

(e) Termination of the extension. The 
election to extend the date for pay-
ment of tax will be terminated in 
whole or in part upon the occurrence of 
any of the following events: 

(1) The QEF’s distribution of earn-
ings to which the section 1294 exten-
sion to pay tax is attributable; the ex-
tension will terminate only with re-
spect to the tax attributable to the 
earnings that were distributed. 

(2) The electing shareholder’s trans-
fer of stock in the QEF (or use thereof 
as security for a loan) with respect to 
which an election under this § 1.1294–1T 
was made. The election will be termi-
nated with respect to the undistributed 
earnings attributable to the shares of 
the stock transferred. In the case of a 
pledge of the stock, the election will be 
terminated with respect to undistrib-
uted earnings equal to the amount of 
the loan for which the stock is pledged. 

(3) Revocation of the QEF’s election 
as a QEF or cessation of the QEF’s sta-
tus as a PFIC. A revocation of the QEF 
election or cessation of PFIC status 
will result in the complete termination 
of the extension. 

(4) A loan of property by the QEF di-
rectly or indirectly to the electing 
shareholder or related person, or a 
pledge or guarantee by the QEF with 
respect to a loan made by another 
party to the electing shareholder or re-
lated person. The election will be ter-
minated with respect to undistributed 
earnings in an amount equal to the 
amount of the loan, pledge, or guar-
antee. 

(5) A determination by the District 
Director pursuant to section 1294(c)(3) 
that collection of the tax is in jeop-
ardy. The amount of undistributed 
earnings with respect to which the ex-
tension is terminated under this para-
graph (d)(5) will be left to the discre-
tion of the District Director. 

(f) Undistributed PFIC earnings tax li-
ability. The electing shareholder’s tax 
liability attributable to the ordinary 
earnings and net capital gain included 
in gross income under section 1293 shall 
be the excess of the tax imposed under 
chapter 1 of the Code for the taxable 
year over the tax that would be im-
posed for the taxable year without re-
gard to the inclusion in income under 
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section 1293 of the undistributed earn-
ings as defined in paragraph (b)(3) of 
this section. 

Example: The facts are the same as in 
§ 1.1294–1T (b)(3), Example 1, with the fol-
lowing exceptions. S, a domestic corporation, 
did not dispose of any FC stock in 1987. 
Therefore, because S held 50 percent of the 
FC stock throughout 1987, S’s pro rata share 
of FC’s ordinary earnings was $50,000x. In ad-
dition to $50,000x of ordinary earnings from 
FC, S had $12,500x of domestic source income 
and $6,000x of expenses (other than interest 
expense) not definitely related to any gross 
income. These expenses are apportioned, pur-
suant to § 1.861–8(c)(2), on a pro rata basis be-
tween the domestic and foreign source in-
come—$1,200x of expenses, or one-fifth, to do-
mestic source income, and $4,800x of ex-
penses, or four-fifths, to the section 1293 in-
clusion. FC paid foreign taxes of $25,000x in 
1987. Accordingly, S is entitled to claim as an 
indirect foreign tax credit pursuant to sec-
tion 1293(f) a proportionate amount of the 
foreign taxes paid by FC, which is $12,500x 
($25,000x × $50,000x/$100,000x). S is taxed in the 
U.S. at the rate of 34 percent. The amount of 
tax liability for which S may extend the time 
for payment is determined as follows: 

1987 TAX LIABILITY (WITH SECTION 1293 
INCLUSION) 

Source U.S. Foreign 

Income ............................... 12,500x 0 
Section 1293 ..................... 0 50,000x 
Expenses ........................... ¥1,200x ¥4,800x 

Taxable income ................. 11,300x 45,200x 

Total taxable income ...... 56,500x 
U.S. income tax rate ...... x34% 

Pre-credit U.S. tax ......... 19,210x 
Foreign tax credit ........... ¥12,500x 

1987 Tax Liability ........... 6,710x 

1987 TAX LIABILITY (WITHOUT SECTION 1293 
INCLUSION) 

Source U.S. Foreign 

Income ............................... 12,500x 0 
Expenses ........................... ¥6,000x 

Taxable income ................. 6,500x 
U.S. tax rate ...................... x34% 

U.S. Tax ............................ 2,210x 
Foreign tax credit .............. 0 

Hypothetical 1987 Tax Li-
ability .............................. 2,210x 

The amount of tax, payment of which S 
may defer pursuant to section 1294, is $4,500x 
($6,710x less $2,210x). 

(g) Authority to require a bond. Pursu-
ant to the authority granted in section 
6165 and in the manner provided there-
in, and subject to notification, the Dis-
trict Director may require the electing 
shareholder to furnish a bond to secure 
payment of the tax, the time for pay-
ment of which is extended under this 
section. If the electing shareholder 
does not furnish the bond within 60 
days after receiving a request from the 
District Director, the election will be 
revoked. 

(h) Annual reporting requirement. The 
electing shareholder must attach Form 
8621 or a statement to its income tax 
return for each year during which an 
election under this section is out-
standing. The statement must contain 
the following information: 

(1) The total amount of undistributed 
earnings as of the end of the taxable 
year to which the outstanding elec-
tions apply; 

(2) The total amount of the undistrib-
uted PFIC earnings tax liability and 
accrued interest charge as of the end of 
the year; 

(3) The total amount of distributions 
received during the taxable year; and 

(4) A description of the occurrence of 
any other termination event described 
in paragraph (e) of this section that oc-
curred during the taxable year. 

The electing shareholder also shall file 
by the due date, as extended, for its re-
turn a copy of Form 8621 or the state-
ment with the Philadelphia Service 
Center, P.O. Box 21086, Philadelphia, 
Pennsylvania 19114. 

[T.D. 8178, 53 FR 6773, Mar. 2, 1988; 53 FR 
11731, Apr. 8, 1988] 

§ 1.1295–0 Table of contents. 

This section contains a listing of the 
headings for §§ 1.1295–1 and 1.1295–3. 

§ 1.1295–1 Qualified electing funds. 

(a) In general. [Reserved] 
(b) Application of section 1295 election. 

[Reserved] 
(1) Election personal to shareholder. [Re-

served] 
(2) Election applicable to specific corpora-

tion only. 
(i) In general. [Reserved] 
(ii) Stock of QEF received in a nonrecogni-

tion transfer. [Reserved] 
(iii) Exception for options. 
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(3) Application of general rules to stock 
held by a pass through entity. 

(i) Stock subject to a section 1295 election 
transferred to a pass through entity. 

(ii) Limitation on application of pass 
through entity’s section 1295 election. 

(iii) Effect of partnership termination on 
section 1295 election. 

(iv) Characterization of stock held through 
a pass through entity. 

(4) Application of general rules to a tax-
payer filing a joint return under section 6013. 

(c) Effect of section 1295 election. 
(1) In general. 
(2) Years to which section 1295 election ap-

plies. 
(i) In general. 
(ii) Effect of PFIC status on election. 
(iii) Effect on election of complete termi-

nation of a shareholder’s interest in the 
PFIC. 

(iv) Effect on section 1295 election of trans-
fer of stock to a domestic pass through enti-
ty. 

(v) Examples. 
(d) Who may make a section 1295 election. 
(1) General rule. 
(2) Application of general rule to pass 

through entities. 
(i) Partnerships. 
(A) Domestic partnership. 
(B) Foreign partnership. 
(ii) S corporation. 
(iii) Trust or estate. 
(A) Domestic trust or estate. 
(1) Nongrantor trust or estate. 
(2) Grantor trust. 
(B) Foreign trust or estate. 
(1) Nongrantor trust or estate. 
(2) Grantor trust. 
(iv) Indirect ownership of the pass through 

entity or the PFIC. 
(3) Indirect ownership of a PFIC through 

other PFICs. 
(4) Member of consolidated return group as 

shareholder. 
(5) Option holder. 
(6) Exempt organization. 
(e) Time for making a section 1295 election. 
(1) General rule. 
(2) Examples. 
(f) Manner of making a section 1295 elec-

tion and the annual election requirements of 
the shareholder. 

(1) Manner of making the election. 
(2) Annual election requirements. 
(i) In general. 
(ii) Retention of documents. 
(g) Annual election requirements of the 

PFIC or intermediary. 
(1) PFIC Annual Information Statement. 
(2) Alternative documentation. 
(3) Annual Intermediary Statement. 
(4) Combined statements. 
(i) PFIC Annual Information Statement. 
(ii) Annual Intermediary Statement. 
(h) Transition rules. 

(i) Invalidation, termination or revocation 
of section 1295 election. 

(1) Invalidation or termination of election 
at the discretion of the Commissioner. 

(i) In general. 
(ii) Deferral of section 1293 inclusion. 
(iii) When effective. 
(2) Shareholder revocation. 
(i) In general. 
(ii) Time for and manner of requesting con-

sent to revoke. 
(A) Time. 
(B) Manner of making request. 
(iii) When effective. 
(3) Automatic termination. 
(4) Effect of invalidation, termination or 

revocation. 
(5) Election after invalidation, termination 

or revocation. 
(i) In general. 
(ii) Special rule. 
(j) Definitions. 
(k) Effective dates. 

§ 1.1295–3 Retroactive elections. 

(a) In general. 
(b) General rule. 
(c) Protective Statement. 
(1) In general. 
(2) Reasonable belief statement. 
(3) Who executes and files the Protective 

Statement. 
(4) Waiver of the periods of limitations. 
(i) Time for and manner of extending peri-

ods of limitations. 
(A) In general. 
(B) Application of general rule to domestic 

partnerships. 
(1) In general 
(2) Special rules. 
(i) Addition of partner to non-TEFRA part-

nership. 
(ii) Change in status from non-TEFRA 

partnership to TEFRA partnership. 
(C) Application of general rule to domestic 

nongrantor trusts and domestic estates. 
(D) Application of general rule to S cor-

porations. 
(E) Effect on waiver of complete termi-

nation of a pass through entity or pass 
through entity’s business. 

(F) Application of general rule to foreign 
partnerships, foreign trusts, domestic or for-
eign grantor trusts, and foreign estates. 

(ii) Terms of waiver. 
(A) Scope of waiver. 
(B) Period of waiver. 
(5) Time for and manner of filing a Protec-

tive Statement. 
(i) In general. 
(ii) Special rule for taxable years ended be-

fore January 2, 1998 
(6) Applicability of the Protective State-

ment. 
(i) In general. 
(ii) Invalidity of the Protective Statement. 
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(7) Retention of Protective Statement and 
information demonstrating reasonable be-
lief. 

(d) Reasonable belief. 
(1) In general. 
(2) Knowledge of law required. 
(e) Special rules for qualified shareholders. 
(1) In general. 
(2) Qualified shareholder. 
(3) Exceptions. 
(f) Special consent. 
(1) In general. 
(2) Reasonable reliance on a qualified tax 

professional. 
(i) In general. 
(ii) Shareholder deemed to have not rea-

sonably relied on a qualified tax profes-
sional. 

(3) Prejudice to the interests of the United 
States government. 

(i) General rule. 
(ii) Elimination of prejudice to the inter-

ests of the United States government. 
(4) Procedural requirements. 
(i) Filing instructions. 
(ii) Affidavit from shareholder. 
(iii) Affidavits from other persons. 
(iv) Other information. 
(v) Notification of Internal Revenue Serv-

ice. 
(vi) Who requests special consent under 

this paragraph (f) and who enters into a clos-
ing agreement. 

(g) Time for and manner of making a retro-
active election. 

(1) Time for making a retroactive election. 
(i) In general. 
(ii) Transition rule. 
(iii) Ownership not required at time retro-

active election is made. 
(2) Manner of making a retroactive elec-

tion. 
(3) Who makes the retroactive election. 
(4) Other elections. 
(i) Section 1291(d)(2) election. 
(ii) Section 1294 election. 
(h) Effective date. 

[T.D. 8750, 63 FR 14, Jan. 2, 1998, as amended 
by T.D. 8870, 65 FR 5779, Feb. 7, 2000; 65 FR 
16319, Mar. 28, 2000; T.D. 9123, 69 FR 24073, 
May 3, 2004] 

§ 1.1295–1 Qualified electing funds. 
(a) In general. [Reserved] 
(b) Application of section 1295 election. 

[Reserved] 
(1) Election personal to shareholder. 

[Reserved] 
(2) Election applicable to specific cor-

poration only— 
(i) In general. [Reserved] 
(ii) Stock of QEF received in a non-

recognition transfer. [Reserved] 
(iii) Exception for options. A share-

holder’s section 1295 election does not 

apply to any option to buy stock of the 
PFIC. 

(3) Application of general rules to stock 
held by a pass through entity—(i) Stock 
subject to a section 1295 election trans-
ferred to a pass through entity. A share-
holder’s section 1295 election will not 
apply to a domestic pass through enti-
ty to which the shareholder transfers 
stock subject to section 1295 election, 
or to any other U.S. person that is an 
interest holder or beneficiary of the do-
mestic pass through entity. However, 
as provided in paragraph (c)(2)(iv) of 
this section (relating to a transfer to a 
domestic pass through entity of stock 
subject to a section 1295 election), a 
shareholder that transfers stock sub-
ject to a section 1295 election to a pass 
through entity will continue to be sub-
ject to the section 1295 election with 
respect to the stock indirectly owned 
through the pass through entity and 
any other stock of that PFIC owned by 
the shareholder. 

(ii) Limitation on application of pass 
through entity’s section 1295 election. Ex-
cept as provided in paragraph (c)(2)(iv) 
of this section, a section 1295 election 
made by a domestic pass through enti-
ty does not apply to other stock of the 
PFIC held directly or indirectly by the 
interest holder or beneficiary. 

(iii) Effect of partnership termination 
on section 1295 election. Termination of 
a section 1295 election made by a do-
mestic partnership by reason of the 
termination of the partnership under 
section 708(b) will not terminate the 
section 1295 election with respect to 
partners of the terminated partnership 
that are partners of the new partner-
ship. Except as otherwise provided, the 
stock of the PFIC of which the new 
partners are indirect shareholders will 
be treated as stock of a QEF only if the 
new domestic partnership makes a sec-
tion 1295 election with respect to that 
stock. 

(iv) Characterization of stock held 
through a pass through entity. Stock of 
a PFIC held through a pass through en-
tity will be treated as stock of a pedi-
greed QEF with respect to an interest 
holder or beneficiary only if— 

(A) In the case of PFIC stock ac-
quired (other than in a transaction in 
which gain is not recognized pursuant 
to regulations under section 1291(f) 
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with respect to that stock) and held by 
a domestic pass through entity, the 
pass through entity makes the section 
1295 election and the PFIC has been a 
QEF with respect to the pass through 
entity for all taxable years that are in-
cluded wholly or partly in the pass 
through entity’s holding period of the 
PFIC stock and during which the for-
eign corporation was a PFIC within the 
meaning of § 1.1291–9(j)(1); or 

(B) In the case of PFIC stock trans-
ferred by an interest holder or bene-
ficiary to a pass through entity in a 
transaction in which gain is not fully 
recognized (including pursuant to regu-
lations under section 1291(f)), the pass 
through entity makes the section 1295 
election with respect to the PFIC stock 
transferred for the taxable year in 
which the transfer was made. The PFIC 
stock transferred will be treated as 
stock of a pedigreed QEF by the pass 
through entity, however, only if that 
stock was treated as stock of a pedi-
greed QEF with respect to the interest 
holder or beneficiary at the time of the 
transfer, and the PFIC has been a QEF 
with respect to the pass through entity 
for all taxable years of the PFIC that 
are included wholly or partly in the 
pass through entity’s holding period of 
the PFIC stock during which the for-
eign corporation was a PFIC within the 
meaning of § 1.1291–9(j). 

(v) Characterization of stock distributed 
by a partnership. In the case of PFIC 
stock distributed by a partnership to a 
partner in a transaction in which gain 
is not fully recognized, the PFIC stock 
will be treated as stock of a pedigreed 
QEF by the partners only if that stock 
was treated as stock of a pedigreed 
QEF with respect to the partnership 
for all taxable years of the PFIC that 
are included wholly or partly in the 
partnership’s holding period of the 
PFIC stock during which the foreign 
corporation was a PFIC within the 
meaning of § 1.1291–9(j), and the partner 
has a section 1295 election in effect 
with respect to the distributed PFIC 
stock for the partner’s taxable year in 
which the distribution was made. If the 
partner does not have a section 1295 
election in effect, the stock shall be 
treated as stock in a section 1291 fund. 
See paragraph (k) of this section for 

special applicability date of paragraph 
(b)(3)(v) of this section. 

(4) Application of general rules to a tax-
payer filing a joint return under section 
6013. A section 1295 election made by a 
taxpayer in a joint return, within the 
meaning of section 6013, will be treated 
as also made by the spouse that joins 
in the filing of that return. See para-
graph (k) of this section for special ap-
plicability date of paragraph (b)(4) of 
this section. 

(c) Effect of section 1295 election—(1) In 
general. Except as otherwise provided 
in this paragraph (c), the effect of a 
shareholder’s section 1295 election is to 
treat the foreign corporation as a QEF 
with respect to the shareholder for 
each taxable year of the foreign cor-
poration ending with or within a tax-
able year of the shareholder for which 
the election is effective. A section 1295 
election is effective for the share-
holder’s election year and all subse-
quent taxable years of the shareholder 
unless invalidated, terminated or re-
voked as provided in paragraph (i) of 
this section. The terms shareholder 
and shareholder’s election year are de-
fined in paragraph (j) of this section. 

(2) Years to which section 1295 election 
applies—(i) In general. Except as other-
wise provided in this paragraph (c), a 
foreign corporation with respect to 
which a section 1295 election is made 
will be treated as a QEF for its taxable 
year ending with or within the share-
holder’s election year and all subse-
quent taxable years of the foreign cor-
poration that are included wholly or 
partly in the shareholder’s holding pe-
riod (or periods) of stock of the foreign 
corporation. 

(ii) Effect of PFIC status on election. A 
foreign corporation will not be treated 
as a QEF for any taxable year of the 
foreign corporation that the foreign 
corporation is not a PFIC under sec-
tion 1297(a) and is not treated as a 
PFIC under section 1298(b)(1). There-
fore, a shareholder shall not be re-
quired to include pursuant to section 
1293 the shareholder’s pro rata share of 
ordinary earnings and net capital gain 
for such year and shall not be required 
to satisfy the section 1295 annual re-
porting requirement of paragraph (f)(2) 
of this section for such year. Cessation 
of a foreign corporation’s status as a 
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PFIC will not, however, terminate a 
section 1295 election. Thus, if the for-
eign corporation is a PFIC in any tax-
able year after a year in which it is not 
treated as a PFIC, the shareholder’s 
original election under section 1295 
continues to apply and the shareholder 
must take into account its pro rata 
share of ordinary earnings and net cap-
ital gain for such year and comply with 
the section 1295 annual reporting re-
quirement. 

(iii) Effect on election of complete termi-
nation of a shareholder’s interest in the 
PFIC. Complete termination of a share-
holder’s direct and indirect interest in 
stock of a foreign corporation will not 
terminate a shareholder’s section 1295 
election with respect to the foreign 
corporation. Therefore, if a shareholder 
reacquires a direct or indirect interest 
in any stock of the foreign corporation, 
that stock is considered to be stock for 
which an election under section 1295 
has been made and the shareholder is 
subject to the income inclusion and re-
porting rules required of a shareholder 
of a QEF. 

(iv) Effect on section 1295 election of 
transfer of stock to a domestic pass 
through entity. The transfer of a share-
holder’s direct or indirect interest in 
stock of a foreign corporation to a do-
mestic pass through entity (as defined 
in paragraph (j) of this section) will not 
terminate the shareholder’s section 
1295 election with respect to the for-
eign corporation, whether or not the 
pass through entity makes a section 
1295 election. For the rules concerning 
the application of section 1293 to stock 
transferred to a domestic pass through 
entity, see § 1.1293–1(c). 

(v) Examples. The following examples 
illustrate the rules of this paragraph 
(c)(2). 

Example 1. In 1998, C, a U.S. person, pur-
chased stock of FC, a foreign corporation 
that is a PFIC. Both FC and C are calendar 
year taxpayers. C made a timely section 1295 
election to treat FC as a QEF in C’s 1998 re-
turn, and FC was therefore a pedigreed QEF. 
C included its shares of FC’s 1998 ordinary 
earnings and net capital gain in C’s 1998 In-
come and did not make a section 1294 elec-
tion to defer the time for payment of tax on 
that income. In 1999, 2000, and 2001, FC did 
not satisfy either the income or asset test of 
section 1296(a), and therefore was neither a 
PFIC nor a QEF. C therefore did not have to 

include its pro rata shares of the ordinary 
earnings and net capital gain of FC pursuant 
to section 1293, or satisfy the section 1295 an-
nual reporting requirements for any of those 
years. FC qualified as a PFIC again in 2002. 
Because C had made a section 1295 election 
in 1998, and the election had not been invali-
dated, terminated, or revoked, within the 
meaning of paragraph (i) of this section, C’s 
section 1295 election remains in effect for 
2002. C therefore is subject in 2002 to the in-
come inclusion and reporting rules required 
of shareholders of QEFs. 

Example 2. The facts are the same as in Ex-
ample (1) except that FC did not lose PFIC 
status in any year and C sold all the FC 
stock in 1999 and repurchased stock of FC in 
2002. Because C had made a section 1295 elec-
tion in 1998 with respect to stock of FC, and 
the election had not been invalidated, termi-
nated, or revoked, within the meaning of 
paragraph (i) of this section, C’s section 1295 
election remained in effect and therefore ap-
plies to the stock of FC purchased by C in 
2002. C therefore is subject in 2002 to the in-
come inclusion and reporting rules required 
of shareholders of QEFs. 

Example 3. The facts are the same as in Ex-
ample (2) except that C is a partner in do-
mestic partnership P and C transferred its 
FC stock to P in 1999. Because C had made a 
section 1295 election in 1998 with respect to 
stock of FC, and the election had not been 
invalidated, terminated, or revoked, within 
the meaning of paragraph (i) of this section, 
C’s section 1295 election remains in effect 
with respect to its indirect interest in the 
stock of FC. If P does not make the section 
1295 election with respect to the FC stock, C 
will continue to be subject, in C’s capacity as 
an indirect shareholder of FC, to the income 
inclusion and reporting rules required of 
shareholders of QEFs in 1999 and subsequent 
years for that portion of the FC stock C is 
treated as owning indirectly through the 
partnership. If P makes the section 1295 elec-
tion, C will take into account its pro rata 
shares of the ordinary earnings and net cap-
ital gain of the FC under the rules applicable 
to inclusions of income from P. 

(d) Who may make a section 1295 elec-
tion—(1) General rule. Except as other-
wise provided in this paragraph (d), any 
U.S. person that is a shareholder (as 
defined in paragraph (j) of this section) 
of a PFIC, including a shareholder that 
holds stock of a PFIC in bearer form, 
may make a section 1295 election with 
respect to that PFIC. The shareholder 
need not own directly or indirectly any 
stock of the PFIC at the time the 
shareholder makes the section 1295 
election provided the shareholder is a 
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shareholder of the PFIC during the tax-
able year of the PFIC that ends with or 
within the taxable year of the share-
holder for which the section 1295 elec-
tion is made. Except in the case of a 
shareholder that is an exempt organi-
zation that may not make a section 
1295 election, as provided in paragraph 
(d)(6) of this section, in a chain of own-
ership only the first U.S. person that is 
a shareholder of the PFIC may make 
the section 1295 election. 

(2) Application of general rule to pass 
through entities—(i) Partnerships—(A) 
Domestic partnership. A domestic part-
nership that holds an interest in stock 
of a PFIC makes the section 1295 elec-
tion with request to that PFIC. The 
partnership election applies only to the 
stock of the PFIC held directly or indi-
rectly by the partnership and not to 
any other stock held directly or indi-
rectly by any partner. As provided in 
§ 1.1293–1(c)(1), shareholders owning 
stock of a QEF by reason of an interest 
in the partnership take into account 
the section 1293 inclusions with respect 
to the QEF shares owned by the part-
nership under the rules applicable to 
inclusions of income from the partner-
ship. 

(B) Foreign partnership. A U.S. person 
that holds an interest in a foreign part-
nership that, in turn, holds an interest 
in stock of a PFIC makes the section 
1295 election with respect to that PFIC. 
A partner’s election applies to the 
stock of the PFIC owned directly or in-
directly by the foreign partnership and 
to any other stock of the PFIC owned 
by that partner. A section 1295 election 
by a partner applies only to that part-
ner. 

(ii) S corporation. An S corporation 
that holds an interest in stock of a 
PFIC makes the section 1295 election 
with respect to that PFIC. The S cor-
poration election applies only to the 
stock of the PFIC held directly or indi-
rectly by the S corporation and not to 
any other stock held directly or indi-
rectly by any S corporation share-
holder. As provided in § 1.1293–1(c)(1), 
shareholders owning stock of a QEF by 
reason of an interest in the S corpora-
tion take into account the section 1293 
inclusions with respect to the QEF 
shares under the rules applicable to in-

clusions of income from the S corpora-
tion. 

(iii) Trust or estate—(A) Domestic trust 
or estate—(1) Nongrantor trust or estate. 
A domestic nongrantor trust or a do-
mestic estate that holds an interest in 
stock of a PFIC makes the section 1295 
election with respect to that PFIC. The 
trust or estate’s election applies only 
to the stock of the PFIC held directly 
or indirectly by the trust or estate and 
not to any other stock held directly or 
indirectly by any beneficiary. As pro-
vided in § 1.1293–1(c)(1), shareholders 
owning stock of a QEF by reason of an 
interest in a domestic trust or estate 
take into account the section 1293 in-
clusions with respect to the QEF 
shares under the rules applicable to in-
clusions of income from the trust or es-
tate. 

(2) Grantor trust. A U.S. person that is 
treated under sections 671 through 678 
as the owner of the portion of a domes-
tic trust that owns an interest in stock 
of a PFIC makes the section 1295 elec-
tion with respect to that PFIC. If that 
person ceases to be treated as the 
owner of the portion of the trust that 
owns an interest in the PFIC stock and 
is a beneficiary of the trust, that per-
son’s section 1295 election will continue 
to apply to the PFIC stock indirectly 
owned by that person under the rules of 
paragraph (c)(2)(iv) of this section as if 
the person had transferred its interest 
in the PFIC stock to the trust. How-
ever, the stock will be treated as stock 
of a PFIC that is not a QEF with re-
spect to other beneficiaries of the 
trust, unless the trust makes the sec-
tion 1295 election as provided in para-
graph (d)(2)(iii)(A)(1) of this section. 

(B) Foreign trust or estate—(1) Non-
grantor trust or estate. A U.S. person 
that is a beneficiary of a foreign non-
grantor trust or estate that holds an 
interest in stock of a PFIC makes the 
section 1295 election with respect to 
that PFIC. A beneficiary’s section 1295 
election applies to all the PFIC stock 
owned directly and indirectly by the 
trust or estate and to the other PFIC 
stock owned directly or indirectly by 
the beneficiary. A section 1295 election 
by a beneficiary applies only to that 
beneficiary. 

(2) Grantor trust. A U.S. person that is 
treated under sections 671 through 679 
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as the owner of the portion of a foreign 
trust that owns an interest in stock of 
a PFIC stock makes the section 1295 
election with respect to that PFIC. If 
that person ceases to be treated as the 
owner of the portion of the trust that 
owns an interest in the PFIC stock and 
is a beneficiary of the trust, that per-
son’s section 1295 election will continue 
to apply to the PFIC stock indirectly 
owned by that person under the rules of 
paragraph (c)(2)(iv) of this section. 
However, as provided in paragraph 
(d)(2)(iii)(B)(1) of this section, any 
other shareholder that is a beneficiary 
of the trust and that wishes to treat 
the PFIC as a QEF must make the sec-
tion 1295 election. 

(iv) Indirect ownership of the pass 
through entity or the PFIC. The rules of 
this paragraph (d)(2) apply whether or 
not the shareholder holds its interest 
in the pass through entity directly or 
indirectly and whether or not the pass 
through entity holds its interest in the 
PFIC directly or indirectly. 

(3) Indirect ownership of a PFIC 
through other PFICs—(i) In general. An 
election under section 1295 shall apply 
only to the foreign corporation for 
which an election is made. Therefore, if 
a shareholder makes an election under 
section 1295 to treat a PFIC as a QEF, 
that election applies only to stock in 
that foreign corporation and not to the 
stock in any other corporation which 
the shareholder is treated as owning by 
virtue of its ownership of stock in the 
QEF. 

(ii) Example. The following example 
illustrates the rules of paragraph 
(d)(3)(i) of this section: 

Example. In 1988, T, a U.S. person, pur-
chased stock of FC, a foreign corporation 
that is a PFIC. FC also owns the stock of SC, 
a foreign corporation that is a PFIC. T 
makes an election under section 1295 to treat 
FC as a QEF. T’s section 1295 election applies 
only to the stock T owns in FC, and does not 
apply to the stock T indirectly owns in SC. 

(4) Member of consolidated return group 
as shareholder. Pursuant to § 1.1502– 
77(a), the common parent of an affili-
ated group of corporations that join in 
filing a consolidated income tax return 
makes a section 1295 election for all 
members of the affiliated group. An 
election by a common parent will be ef-
fective for all members of the affiliated 

group with respect to interests in PFIC 
stock held at the time the election is 
made or at any time thereafter. A sepa-
rate election must be made by the com-
mon parent for each PFIC of which a 
member of the affiliated group is a 
shareholder. 

(5) Option holder. A holder of an op-
tion to acquire stock of a PFIC may 
not make a section 1295 election that 
will apply to the option or to the stock 
subject to the option. 

(6) Exempt organization. A tax-exempt 
organization that is not taxable under 
section 1291, pursuant to § 1.1291–1(e), 
with respect to a PFIC may not make 
a section 1295 election with respect to 
that PFIC. In addition, such an exempt 
organization will not be subject to any 
section 1295 election made by a domes-
tic pass through entity. 

(e) Time for making a section 1295 elec-
tion—(1) In general. Except as provided 
in § 1.1295–3, a shareholder making the 
section 1295 election must make the 
election on or before the due date, as 
extended under section 6081 (election 
due date), for filing the shareholder’s 
income tax return for the first taxable 
year to which the election will apply. 
The section 1295 election must be made 
in the original return for that year, or 
in an amended return, provided the 
amended return is filed on or before the 
election due date. 

(2) Examples. The following examples 
illustrate the rules of paragraph (e)(1) 
of this section: 

Example 1. In 1998, C, a domestic corpora-
tion, purchased stock of FC, a foreign cor-
poration that is a PFIC. Both C and FC are 
calendar year taxpayers. C wishes to make 
the section 1295 election for its taxable year 
ended December 31, 1998. The section 1295 
election must be made on or before March 15, 
1999, the due date of C’s 1998 income tax re-
turn as provided by section 6072(b). On March 
14, 1999, C files a request for a three-month 
extension of time to file its 1998 income tax 
return under section 6081(b). C’s time to file 
its 1998 income tax return and to make the 
section 1295 election is thereby extended to 
June 15, 1999. 

Example 2. The facts are the same as in Ex-
ample 1 except that on May 1, 1999, C filed its 
1998 income tax return and failed to include 
the section 1295 election. C may file an 
amended income tax return for 1998 to make 
the section 1295 election provided the amend-
ed return is filed on or before the extended 
due date of June 15, 1999. 
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(f) Manner of making a section 1295 
election and the annual election require-
ments of the shareholder—(1) Manner of 
making the election. A shareholder must 
make a section 1295 election by— 

(i) Completing Form 8621 in the man-
ner required by that form and this sec-
tion for making the section 1295 elec-
tion; 

(ii) Attaching Form 8621 to its Fed-
eral income tax return filed by the 
election due date for the shareholder’s 
election year; and 

(iii) Receiving and reflecting in Form 
8621 the information provided in the 
PFIC Annual Information Statement 
described in paragraph (g)(1) of this 
section, the Annual Intermediary 
Statement described in paragraph 
(g)(3) of this section, or the applicable 
combined statement described in para-
graph (g)(4) of this section, for the tax-
able year of the PFIC ending with or 
within the taxable year for which Form 
8621 is being filed. If the PFIC Annual 
Information Statement contains a 
statement described in paragraph 
(g)(1)(ii)(C) of this section, the share-
holder must attach a statement to 
Form 8621 that indicates that the 
shareholder rather than the PFIC cal-
culated the PFIC’s ordinary earnings 
and net capital gain. 

(2) Annual election requirements—(i) In 
general. A shareholder that makes a 
section 1295 election with respect to a 
PFIC held directly or indirectly, for 
each taxable year to which the section 
1295 election applies, must— 

(A) Complete Form 8621 in the man-
ner required by that form and this sec-
tion; 

(B) Attach Form 8621 to its Federal 
income tax return filed by the due date 
of the return, as extended; and 

(C) Receive and reflect in Form 8621 
the PFIC Annual Information State-
ment described in paragraph (g)(1) of 
this section, the Annual Intermediary 
Statement described in paragraph 
(g)(3) of this section, or the applicable 
combined statement described in para-
graph (g)(4) of this section, for the 
MTtaxable year of the PFIC ending 
with or within the taxable year for 
which Form 8621 is being filed. If the 
PFIC Annual Information Statement 
contains a statement described in para-
graph (g)(1)(ii)(C) of this section, the 

shareholder must attach a statement 
to its Form 8621 that the shareholder 
rather than the PFIC provided the cal-
culations of the PFIC’s ordinary earn-
ings and net capital gain. 

(ii) Retention of documents. For all 
taxable years subject to the section 
1295 election, the shareholder must re-
tain copies of all Forms 8621, with their 
attachments, and PFIC Annual Infor-
mation Statements or Annual Inter-
mediary Statements. Failure to 
produce those documents at the re-
quest of the Commissioner in connec-
tion with an examination may result in 
invalidation or termination of the 
shareholder’s section 1295 election. 

(3) Effective date. See paragraph (k) of 
this section for special applicability 
date of paragraph (f) of this section. 

(g) Annual election requirements of the 
PFIC or intermediary—(1) PFIC Annual 
Information Statement. For each year of 
the PFIC ending in a taxable year of a 
shareholder to which the shareholder’s 
section 1295 election applies, the PFIC 
must provide the shareholder with a 
PFIC Annual Information Statement. 
The PFIC Annual Information State-
ment is a statement of the PFIC, 
signed by the PFIC or an authorized 
representative of the PFIC, that con-
tains the following information and 
representations— 

(i) The first and last days of the tax-
able year of the PFIC to which the 
PFIC Annual Information Statement 
applies; 

(ii) Either— 
(A) The shareholder’s pro rata shares 

of the ordinary earnings and net cap-
ital gain (as defined in § 1.1295–1(a)(2)) 
of the PFIC for the taxable year indi-
cated in paragraph (g)(1)(i) of this sec-
tion; or 

(B) Sufficient information to enable 
the shareholder to calculate its pro 
rata shares of the PFIC’s ordinary 
earnings and net capital gain, for that 
taxable year; or 

(C) A statement that the foreign cor-
poration has permitted the shareholder 
to examine the books of account, 
records, and other documents of the 
foreign corporation for the shareholder 
to calculate the amounts of the PFIC’s 
ordinary earnings and the net capital 
gain according to Federal income tax 
accounting principles and to calculate 
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the shareholder’s pro rata shares of the 
PFIC’s ordinary earnings and net cap-
ital gain; 

(iii) The amount of cash and the fair 
market value of other property distrib-
uted or deemed distributed to the 
shareholder during the taxable year of 
the PFIC to which the PFIC Annual In-
formation Statement pertains; and 

(iv) Either— 
(A) A statement that the PFIC will 

permit the shareholder to inspect and 
copy the PFIC’s permanent books of 
account, records, and such other docu-
ments as may be maintained by the 
PFIC to establish that the PFIC’s ordi-
nary earnings and net capital gain are 
computed in accordance with U.S. in-
come tax principles, and to verify these 
amounts and the shareholder’s pro rata 
shares thereof; or 

(B) In lieu of the statement required 
in paragraph (g)(1)(iv)(A) of this sec-
tion, a description of the alternative 
documentation requirements approved 
by the Commissioner, with a copy of 
the private letter ruling and the clos-
ing agreement entered into by the 
Commissioner and the PFIC pursuant 
to paragraph (g)(2) of this section. 

(2) Alternative documentation. In rare 
and unusual circumstances, the Com-
missioner will consider alternative 
documentation requirements necessary 
to verify the ordinary earnings and net 
capital gain of a PFIC other than the 
documentation requirements described 
in paragraph (g)(1)(iv)(A) of this sec-
tion. Alternative documentation re-
quirements will be allowed only pursu-
ant to a private letter ruling and a 
closing agreement entered into by the 
Commissioner and the PFIC describing 
an alternative method of verifying the 
PFIC’s ordinary earnings and net cap-
ital gain. If the PFIC has not obtained 
a private letter ruling from the Com-
missioner approving an alternative 
method of verifying the PFIC’s ordi-
nary earnings and net capital gain by 
the time a shareholder is required to 
make a section 1295 election, the share-
holder may not use an alternative 
method for that taxable year. 

(3) Annual Intermediary Statement. In 
the case of a U.S. person that is an in-
direct shareholder of a PFIC that is 
owned through an intermediary, as de-
fined in paragraph (j) of this section, 

an Annual Intermediary Statement 
issued by an intermediary containing 
the information described in paragraph 
(g)(1) of this section and reporting the 
indirect shareholder’s pro rata share of 
the ordinary earnings and net capital 
gain of the QEF as described in para-
graph (g)(1)(ii)(A) of this section, may 
be provided to the indirect shareholder 
in lieu of the PFIC Annual Information 
Statement if the following conditions 
are satisfied— 

(i) The intermediary receives a copy 
of the PFIC Annual Information State-
ment or the intermediary receives an 
annual intermediary statement from 
another intermediary which contains a 
statement that the other intermediary 
has received a copy of the PFIC Annual 
Information Statement and represents 
that the conditions of paragraphs 
(g)(3)(ii) and (g)(3)(iii) of this section 
are met; 

(ii) The representations and informa-
tion contained in the Annual Inter-
mediary Statement reflect the rep-
resentations and information con-
tained in the PFIC Annual Information 
Statement; and 

(iii) The PFIC Annual Information 
Statement issued to the intermediary 
contains either the representation set 
forth in paragraph (g)(1)(iv)(A) of this 
section, or, if alternative documenta-
tion requirements were approved by 
the Commissioner pursuant to para-
graph (g)(2) of this section, a copy of 
the private letter ruling and closing 
agreement between the Commissioner 
and the PFIC, agreeing to an alter-
native method of verifying PFIC ordi-
nary earnings and net capital gain as 
described in paragraph (g)(2) of this 
section; 

(4) Combined statements—(i) PFIC An-
nual Information Statement. A PFIC that 
owns directly or indirectly any stock 
of one or more PFICs with respect to 
which a shareholder may make the sec-
tion 1295 election may prepare a PFIC 
Annual Information Statement that 
combines with its own information and 
representations the information and 
representations of all the PFICs. The 
PFIC may use any format for a com-
bined PFIC Annual Information State-
ment provided the required informa-
tion and representations are separately 
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stated and identified with the respec-
tive corporations. 

(ii) Annual Intermediary Statement. An 
intermediary described in paragraph 
(g)(3) of this section that owns directly 
or indirectly stock of one or more 
PFICs with respect to which an indi-
rect shareholder may make the section 
1295 election may prepare an Annual 
Intermediary Statement that combines 
with its own information and represen-
tations the information and represen-
tations with respect to all the PFICs. 
The intermediary may use any format 
for a combined Annual Intermediary 
Statement provided the required infor-
mation and representations are sepa-
rately stated and identified with the 
intermediary and the respective cor-
porations. 

(5) Effective date. See paragraph (k) of 
this section for special applicability 
date of paragraph (g) of this section. 

(h) Transition rules. Taxpayers may 
rely on Notice 88–125 (1988–2 C.B. 535) 
(see § 601.601(d)(2) of this chapter), for 
rules on making and maintaining elec-
tions for shareholder election years (as 
defined in paragraph (j) of this section) 
beginning after December 31, 1986, and 
before January 1, 1998. Elections made 
under Notice 88–125 must be main-
tained as provided in § 1.1295–1 for tax-
able years beginning after December 31, 
1997. A section 1295 election made prior 
to February 2, 1998 that was intended 
to be effective for the taxable year of 
the PFIC that began during the share-
holder’s election year will be effective 
for that taxable year of the foreign cor-
poration provided that it is clear from 
all the facts and circumstances that 
the shareholder intended the election 
to be effective for that taxable year of 
the foreign corporation. 

(i) Invalidation, termination, or revoca-
tion of section 1295 election—(1) Invalida-
tion or termination of election at the dis-
cretion of the Commissioner—(i) In gen-
eral. The Commissioner, in the Com-
missioner’s discretion, may invalidate 
or terminate a section 1295 election ap-
plicable to a shareholder if the share-
holder, the PFIC, or any intermediary 
fails to satisfy the requirements for 
making a section 1295 election or the 
annual election requirements of this 
section to which the shareholder, 
PFIC, or intermediary is subject, in-

cluding the requirement to provide, on 
request, copies of the books and 
records of the PFIC or other docu-
mentation substantiating the ordinary 
earnings and net capital gain of the 
PFIC. 

(ii) Deferral of section 1293 inclusion. 
The Commissioner may invalidate any 
pass through entity section 1295 elec-
tion with respect to an interest holder 
or beneficiary if the section 1293 inclu-
sion with respect to that interest hold-
er or beneficiary is not included in the 
gross income of either the pass through 
entity, an intermediate pass through 
entity, or the interest holder or bene-
ficiary within two years of the end of 
the PFIC’s taxable year due to noncon-
forming taxable years of the interest 
holder and the pass through entity or 
any intermediate pass through entity. 

(iii) When effective. Termination of a 
shareholder’s section 1295 election will 
be effective for the taxable year of the 
PFIC determined by the Commissioner 
in the Commissioner’s discretion. An 
invalidation of a shareholder’s section 
1295 election will be effective for the 
first taxable year to which the section 
1295 election applied, and the share-
holder whose election is invalidated 
will be treated as if the section 1295 
election was never made. 

(2) Shareholder revocation—(i) In gen-
eral. In the Commissioner’s discretion, 
upon a finding of a substantial change 
in circumstances, the Commissioner 
may consent to a shareholder’s request 
to revoke a section 1295 election. Re-
quest for revocation must be made by 
the shareholder that made the election 
and at the time and in the manner pro-
vided in paragraph (i)(2)(ii) of this sec-
tion. 

(ii) Time for and manner of requesting 
consent to revoke—(A) Time. The share-
holder must request consent to revoke 
the section 1295 election no later than 
12 calendar months after the discovery 
of the substantial change of cir-
cumstances that forms the basis for 
the shareholder’s request to revoke the 
section 1295 election. 

(B) Manner of making request. A share-
holder requests consent to revoke a 
section 1295 election by filing a ruling 
request with the Office of the Associate 
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Chief Counsel (International). The rul-
ing request must satisfy the require-
ments, including payment of the user 
fee, for filing ruling requests with that 
office. 

(iii) When effective. Unless otherwise 
determined by the Commissioner, rev-
ocation of a section 1295 election will 
be effective for the first taxable year of 
the PFIC beginning after the date the 
Commissioner consents to the revoca-
tion. 

(3) Automatic termination. If a United 
States person, or the United States 
shareholder on behalf of a controlled 
foreign corporation, makes an election 
pursuant to section 1296 and the regula-
tions thereunder with respect to PFIC 
stock for which a QEF election is in ef-
fect, or marks to market such stock 
under another provision of chapter 1 of 
the Internal Revenue Code, the QEF 
election is automatically terminated 
with respect to such stock that is 
marked to market under section 1296 or 
another provision of chapter 1 of the 
Internal Revenue Code. Such termi-
nation shall be effective on the last day 
of the shareholder’s taxable year pre-
ceding the first taxable year for which 
the section 1296 election is in effect or 
such stock is marked to market under 
another provision of chapter 1 of the 
Internal Revenue Code. 

Example. Corp Y, a domestic corporation, 
owns directly 100 shares of marketable stock 
in foreign corporation FX, a PFIC. Corp Y 
also owns a 50 percent interest in FP, a for-
eign partnership that owns 200 shares of FX 
stock. Accordingly, under section 1298(a)(3) 
and § 1.1296–1(e)(1), Corp Y is treated as indi-
rectly owning 100 shares of FX stock. Corp Y 
also owns 100 percent of the stock of FZ, a 
foreign corporation that is not a PFIC. FZ 
owns 100 shares of FX stock, and therefore 
under section 1298(a)(2)(A), Corp Y is treated 
as owning the 100 shares of FX stock owned 
by FZ. For taxable year 2005, Corp Y has a 
QEF election in effect with respect to all 300 
shares of FX stock that it owns directly or 
indirectly. See generally § 1.1295–1(c)(1). For 
taxable year 2006, Corp Y makes a timely 
election pursuant to section 1296 and the reg-
ulations thereunder. For purposes of section 
1296, Corp Y is treated as owning stock held 
indirectly through a partnership, but not 
through a foreign corporation. Section 
1296(g); § 1.1296–1(e)(1). Accordingly, Corp Y’s 
section 1296 election covers the 100 shares it 
owns directly and the 100 shares it owns indi-
rectly through FP, but not the 100 shares 
owned by FZ. With respect to the first 200 

shares, Corp Y’s QEF election is automati-
cally terminated effective December 31, 2005. 
With respect to the 100 shares Corp Y owns 
through foreign FZ, Corp Y’s QEF election 
remains in effect unless invalidated, termi-
nated, or revoked pursuant to this paragraph 
(i). 

(4) Effect of invalidation, termination, 
or revocation. An invalidation, termi-
nation, or revocation of a section 1295 
election— 

(i) Terminates all section 1294 elec-
tions, as provided in § 1.1294–1T(e), and 
the undistributed PFIC earnings tax li-
ability and interest thereon are due by 
the due date, without regard to exten-
sions, for the return for the last tax-
able year of the shareholder to which 
the section 1295 election applies; 

(ii) In the Commissioner’s discretion, 
results in a deemed sale of the QEF 
stock on the last day of the PFIC’s last 
taxable year as a QEF, in which gain, 
but not loss, will be recognized and 
with respect to which appropriate basis 
and holding period adjustments will be 
made; and 

(iii) Subjects the shareholder to any 
other terms and conditions that the 
Commissioner determines are nec-
essary to ensure the shareholder’s com-
pliance with sections 1291 through 1298 
or any other provisions of the Code. 

(5) Effect after invalidation, termi-
nation, or revocation—(i) In general. 
Without the Commissioner’s consent, a 
shareholder whose section 1295 election 
was invalidated, terminated, or re-
voked under this paragraph (i) may not 
make the section 1295 election with re-
spect to the PFIC before the sixth tax-
able year in which the invalidation, 
termination, or revocation became ef-
fective. 

(ii) Special rule. Notwithstanding 
paragraph (i)(5)(i) of this section, a 
shareholder whose section 1295 election 
was terminated pursuant to paragraph 
(i)(3) of this section, and either whose 
section 1296 election has subsequently 
been terminated because its PFIC 
stock ceased to be marketable or who 
no longer marks to market such stock 
under another provision of chapter 1 of 
the Internal Revenue Code, may make 
a section 1295 election with respect to 
its PFIC stock before the sixth taxable 
year in which its prior section 1295 
election was terminated. 
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(j) Definitions. For purposes of this 
section— 

Intermediary is a nominee or share-
holder of record that holds stock on be-
half of the shareholder or on behalf of 
another person in a chain of ownership 
between the shareholder and the PFIC, 
and any direct or indirect beneficial 
owner of PFIC stock (including a bene-
ficial owner that is a pass through en-
tity) in the chain of ownership between 
the shareholder and the PFIC. 

Pass through entity is a partnership, S 
corporation, trust, or estate. 

Shareholder has the same meaning as 
the term shareholder in § 1.1291–9(j)(3), 
except that for purposes of this section, 
a partnership and an S corporation also 
are treated as shareholders. Further-
more, unless otherwise provided, an in-
terest holder of a pass through entity, 
which is treated as a shareholder of a 
PFIC, also will be treated as a share-
holder of the PFIC. 

Shareholder’s election year is the tax-
able year of the shareholder for which 
it made the section 1295 election. 

(k) Effective dates. Except as other-
wise provided, paragraphs (b)(2)(iii), 
(b)(3), (b)(4), and (c) through (j) of this 
section are applicable to taxable years 
of shareholders beginning after Decem-
ber 31, 1997. However, taxpayers may 
apply the rules under paragraphs (b)(4), 
(f) and (g) of this section to a taxable 
year beginning before January 1, 1998, 
provided the statute of limitations on 
the assessment of tax has not expired 
as of April 27, 1998, and, in the case of 
paragraph (b)(4) of this section, the 
taxpayers who filed the joint return 
have consistently applied the rules of 
that section to all taxable years fol-
lowing the year the election was made. 
Paragraph (b)(3)(v) of this section is 
applicable as of February 7, 2000, how-
ever, a taxpayer may apply the rules to 
a taxable year prior to the applicable 
date provided the statute of limita-
tions on the assessment of tax for that 
taxable year has not expired. Para-
graphs (i)(3) and (i)(5)(ii) of this section 
are applicable for taxable years begin-
ning on or after May 3, 2004. 

[T.D. 8750, 63 FR 15, Jan. 2, 1998. Redesig-
nated and amended by T.D. 8870, 65 FR 5779, 
5781, Feb. 7, 2000; T.D. 9123, 69 FR 24073, May 
3, 2004] 

§ 1.1295–3 Retroactive elections. 
(a) In general. This section prescribes 

the exclusive rules under which a 
shareholder, as defined in § 1.1295–1(j), 
may make a section 1295 election for a 
taxable year after the election due 
date, as defined in § 1.1295–1(e) (retro-
active election). Therefore, a share-
holder may not seek such relief under 
any other provision of the law, includ-
ing § 301.9100 of this chapter. Paragraph 
(b) of this section describes the general 
rules for a shareholder to preserve the 
ability to make a retroactive election. 
These rules require that the share-
holder possess reasonable belief as of 
the election due date that the foreign 
corporation was not a PFIC for its tax-
able year that ended in the share-
holder’s taxable year to which the elec-
tion due date pertains, and that the 
shareholder file a Protective State-
ment to preserve its ability to make a 
retroactive election. Paragraph (c) of 
this section establishes the terms, con-
ditions and other requirements with re-
spect to a Protective Statement re-
quired to be filed under the general 
rules. Paragraph (d) of this section sets 
forth factors that establishes a share-
holder’s reasonable belief that a for-
eign corporation was not a PFIC. Para-
graph (e) of this section prescribes spe-
cial rules for certain shareholders that 
are deemed to satisfy the reasonable 
belief requirement and therefore are 
not required to file a Protective State-
ment. Paragraph (f) of this section de-
scribes the limited circumstances 
under which the Commissioner may 
permit a shareholder that lacked the 
requisite reasonable belief or failed to 
satisfy the requirements of paragraph 
(b) or (e) of this section to make a ret-
roactive election. Paragraph (g) of this 
section provides the time for and man-
ner of making a retroactive election. 
Paragraph (h) of this section provides 
the effective date of this section. 

(b) General rule. Except as provided in 
paragraphs (e) and (f) of this section, a 
shareholder may make a retroactive 
election for a taxable year of the share-
holder (retroactive election year) only 
if the shareholder— 

(1) Reasonably believed, within the 
meaning of paragraph (d) of this sec-
tion, that as of the election due date, 
as defined in § 1.1295–1(e), the foreign 
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corporation was not a PFIC for its tax-
able year that ended during the retro-
active election year; 

(2) Filed a Protective Statement with 
respect to the foreign corporation, ap-
plicable to the retroactive election 
year, in which the shareholder de-
scribed the basis for its reasonable be-
lief and extended, in the manner pro-
vided in paragraph (c)(4) of this sec-
tion, the periods of limitations on the 
assessment of taxes determined under 
sections 1291 and 1298 with respect to 
the foreign corporation (PFIC related 
taxes) for all taxable years of the 
shareholder to which the Protective 
Statement applies; and 

(3) Complied with the other terms 
and conditions of the Protective State-
ment. 

(c) Protective Statement—(1) In general. 
A Protective Statement is a statement 
executed under penalties of perjury by 
the shareholder, or a person authorized 
to sign a Federal income tax return on 
behalf of the shareholder, that pre-
serves the shareholder’s ability to 
make a retroactive election. To file a 
Protective Statement that applies to a 
taxable year of the shareholder, the 
shareholder must reasonably believe as 
of the election due date that the for-
eign corporation was not a PFIC for 
the foreign corporation’s taxable year 
that ended during the retroactive elec-
tion year. The Protective Statement 
must contain— 

(i) The shareholder’s reasonable be-
lief statement, as described in para-
graph (c)(2) of this section; 

(ii) The shareholder’s agreement ex-
tending the periods of limitations on 
the assessment of PFIC related taxes 
for all taxable years to which the Pro-
tective Statement applies, as provided 
in paragraph (c)(4) of this section; and 

(iii) The following information and 
representations— 

(A) The shareholder’s name, address, 
taxpayer identification number, and 
the shareholder’s first taxable year to 
which the Protective Statement ap-
plies; 

(B) The foreign corporation’s name, 
address, and taxpayer identification 
number, if any; and 

(C) The highest percentage of shares 
of each class of stock of the foreign 
corporation held directly or indirectly 

by the shareholder during the share-
holder’s first taxable year to which the 
Protective Statement applies. 

(2) Reasonable belief statement. The 
Protective Statement must contain a 
reasonable belief statement, as de-
scribed in paragraph (c)(1) of this sec-
tion. The reasonable belief statement 
is a description of the shareholder’s 
basis for its reasonable belief that the 
foreign corporation was not a PFIC for 
its taxable year that ended with or 
within the shareholder’s first taxable 
year to which the Protective State-
ment applies. If the Protective State-
ment applies to a taxable year or years 
described in paragraph (c)(5)(ii) of this 
section, the reasonable belief state-
ment must describe the shareholder’s 
basis for its reasonable belief that the 
foreign corporation was not a PFIC for 
the foreign corporation’s taxable year 
or years that ended in such taxable 
year or years of the shareholder. The 
reasonable belief statement must dis-
cuss the application of the income and 
asset tests to the foreign corporation 
and the factors, including those stated 
in paragraph (d) of this section, that 
affect the results of those tests. 

(3) Who executes and files the Protective 
Statement. The person that executes 
and files and Protective Statement is 
the person that makes the section 1295 
election, as provided in § 1.1295–1(d). 

(4) Waiver of the periods of limitations— 
(i) Time for and manner of extending peri-
ods of limitations. (A) In general. A 
shareholder that files the Protective 
Statement with the Commissioner 
must extend the periods of limitations 
on the assessment of all PFIC related 
taxes for all of the shareholder’s tax-
able years to which the Protective 
Statement applies, as provided in this 
paragraph (c)(4). The shareholder is re-
quired to execute the waiver on such 
form as the Commission may prescribe 
for purposes of this paragraph (c)(4). 
Until that form is published, the share-
holder must execute a statement in 
which the shareholder agrees to extend 
the periods of limitations on the as-
sessment of all PFIC related taxes for 
all the shareholder’s taxable years to 
which the Protective Statement ap-
plies, as provided in this paragraph 
(c)(4), and agrees to the restrictions in 
paragraph (c)(4)(ii)(A) of this section. 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00652 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



643 

Internal Revenue Service, Treasury § 1.1295–3 

The shareholder or a person authorized 
to sign the shareholder’s Federal in-
come tax return must sign the form or 
statement. A properly executed form or 
statement authorized by this para-
graph (c)(4) will be deemed consented 
to and signed by a Service Center Di-
rector or the Assistant Commissioner 
(International) for purposes of 
§ 301.6501(c)–1(d) of this chapter. 

(B) Application of general rule to do-
mestic partnerships— (1) In general. A 
domestic partnership that holds an in-
terest in stock of a PFIC satisfies the 
waiver requirement of paragraph (c)(4) 
of this section pursuant to the rules of 
this paragraph (c)(4)(i)(B)(1). The part-
nership must file one or more waivers 
obtained or arranged under this para-
graph (c)(4)(i)(B) as part of the Protec-
tive Statement, as provided in para-
graph (c)(1) of this section. The part-
nership must either— 

(i) Obtain from each partner the part-
ner’s waiver of the periods of limita-
tions; 

(ii) Obtain from each partner a duly 
executed power of attorney under 
§ 601.501 of this chapter authorizing the 
partnership to extend that partner’s 
periods of limitations, and execute a 
waiver on behalf of the partners; or 

(iii) In the case of a domestic partner-
ship governed by the unified audit and 
litigation procedures of sections 6221 
through 6233 (TEFRA partnership), ar-
range for the tax matters partner (or 
any other person authorized to enter 
into an agreement to extend the peri-
ods of limitations), as provided in sec-
tion 6229(b), to execute a waiver on be-
half of all the partners. 

(2) Special rules—(i) Addition of partner 
to non-TEFRA partnership. In the case 
of any individual who becomes a part-
ner in a domestic partnership other 
than a TEFRA partnership (non- 
TEFRA partnership) in a taxable year 
subsequent to the year in which the 
partnership filed a Protective State-
ment, the partner and the partnership 
must comply with the rules applicable 
to non-TEFRA partnerships, as pro-
vided in paragraph (c)(4)(i)(B)(1) of this 
section, by the due date, as extended, 
for the Federal income tax return of 
the partnership for the taxable year 
during which the individual became a 
partner. Failure to so comply will 

render the Protective Statement in-
valid with respect to the partnership 
and partners. 

(ii) Change in status from non-TEFRA 
partnership to TEFRA partnership. If a 
partnership is a non-TEFRA partner-
ship in one taxable year but becomes a 
TEFRA partnership in a subsequent 
taxable year, the partnership must file 
one or more waivers obtained or ar-
ranged under this paragraph 
(c)(4)(i)(B)(2)(ii), as part of the Protec-
tive Statement, as provided in para-
graph (c)(1) of this section. The part-
nership must either—obtain from any 
new partner the partner’s waiver de-
scribed in this paragraph (c)(4); obtain 
from the new partner a duly executed 
power of attorney under § 601.501 of this 
chapter authorizing the partnership to 
extend the partner’s periods of limita-
tions, and execute a waiver on behalf of 
the new partner; or arrange for the tax 
matters partner (or any other person 
authorized to enter into an agreement 
to extend the periods of limitations) to 
execute a waiver on behalf of all the 
partners. In each case, the partnership 
must attach any new waiver of a part-
ner’s periods of limitations, and a copy 
of the Protective Statement to its Fed-
eral income tax return for that taxable 
year. 

(C) Application of general rule to do-
mestic nongrantor trusts and domestic es-
tates. A domestic nongrantor trust or a 
domestic estate that holds an interest 
in stock of a PFIC satisfies the waiver 
requirement of this paragraph (c)(4) at 
the entity level. For this purpose, such 
entity must comply with rules similar 
to those applicable to non-TEFRA 
partnerships, as provided in paragraph 
(c)(4)(i)(B)(1) of this section. 

(D) Application of general rule to S cor-
porations. An S corporation that holds 
an interest in stock of a PFIC satisfies 
the waiver requirement of this para-
graph (c)(4) at the S corporation level. 
For this purpose, the S corporation 
must comply with rules similar to 
those applicable to non-TEFRA part-
nerships, as provided in paragraph 
(c)(4)(i)(B)(1) of this section. However, 
in the case of an S corporation that 
was governed by the unified audit cor-
porate proceedings of sections 6241 
through 6245 for any taxable year to 
which a Protective Statement applies 
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(former TEFRA S corporation), the tax 
matters person (or any other person 
authorized to enter into such an agree-
ment), as was provided in sections 6241 
through 6245, may execute a waiver de-
scribed in this paragraph (c)(4) that ap-
plies to such taxable year; for any 
other taxable year, the former TEFRA 
S corporation must comply with rules 
similar to those applicable to non- 
TEFRA partnerships. 

(E) Effect on waiver of complete termi-
nation of a pass through entity or pass 
through entity’s business. The complete 
termination of a pass through entity 
described in paragraphs (c)(4)(i) (B) 
through (D) of this section, or a pass 
through entity’s trade or business, will 
not terminate a waiver that applies to 
a partner, shareholder, or beneficiary. 

(F) Application of general rule to for-
eign partnerships, foreign trusts, domestic 
or foreign grantor trusts, and foreign es-
tates. A U.S. person that is a partner or 
beneficiary of a foreign partnership, 
foreign trust, or foreign estate that 
holds an interest in stock of a PFIC 
satisfies the waiver requirement of this 
paragraph (c)(4) at the partner or bene-
ficiary level. A U.S. person that is 
treated under sections 671 through 679 
as the owner of the portion of a domes-
tic or foreign trust that owns an inter-
est in PFIC stock also satisfies the 
waiver requirement at the owner level. 
A waiver by a partner or beneficiary 
applies only to that partner or bene-
ficiary, and is not affected by a com-
plete termination of the entity or the 
entity’s trade or business. 

(ii) Terms of waiver—(A) Scope of waiv-
er. The waiver of the periods of limita-
tions is limited to the assessment of 
PFIC related taxes. If the period of 
limitations for a taxable year affected 
by a retroactive election has expired 
with respect to the assessment of other 
non-PFIC related taxes, no adjust-
ments, other than consequential 
changes, may be made by the Internal 
Revenue Service or by the shareholder 
to any other item of income, deduc-
tion, or credit for that year. If the pe-
riod of limitations for refunds or cred-
its for a taxable year affected by a ret-
roactive election is open only by virtue 
of the assessment period extension and 
section 6511(c), no refund or credit is 
allowable on grounds other than ad-

justments to PFIC related taxes and 
consequential changes. 

(B) Period of Waiver. The extension of 
the periods of limitations on the as-
sessment of PFIC related taxes will be 
effective for all of the shareholder’s 
taxable years to which the Protective 
Statement applies. In addition, the 
waiver, to the extent it applies to the 
period of limitations for a particular 
year, will terminate with respect to 
that year no sooner than three years 
from the date on which the shareholder 
files an amended return, as provided in 
paragraph (g) of this section, for that 
year. For the suspension of the running 
of the period of limitations for the col-
lection of taxes for which a shareholder 
has elected under section 1294 to extend 
the time for payment, as provided in 
paragraph (g)(3)(ii) of this section, see 
sections 6503(i) and 6229(h). 

(5) Time of and manner for filing a Pro-
tective Statement—(i) In general. Except 
as provided in paragraph (c)(5)(ii) of 
this section, a Protective Statement 
must be attached to the shareholder’s 
federal income tax return for the 
shareholder’s first taxable year to 
which the Protective Statement will 
apply. The shareholder must file its re-
turn and the copy of the Protective 
Statement by the due date, as extended 
under section 6081, for the return. 

(ii) Special rule for taxable years ended 
before January 2, 1998. A shareholder 
may file a Protective Statement that 
applies to the shareholder’s taxable 
year or years that ended before Janu-
ary 2, 1998, provided the period of limi-
tations on the assessment of taxes for 
any such year has not expired (open 
year). The shareholder must file the 
Protective Statement applicable to 
such open year or years, as provided in 
paragraph (c)(5)(i) of this section, by 
the due date, as extended, for the 
shareholder’s return for the first tax-
able year ending after January 2, 1998. 

(6) Applicability of the Protective State-
ment—(i) In general. Except as other-
wise provided in this paragraph (c)(6), a 
Protective Statement applies to the 
shareholder’s first taxable year for 
which the Protective Statement was 
filed and to each subsequent taxable 
year. The Protective Statement will 
not apply to any taxable year of the 
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shareholder during which the share-
holder does not own any stock of the 
foreign corporation or to any taxable 
year thereafter. Accordingly, if the 
shareholder has not made a retroactive 
election with respect to the previously 
owned stock by the time the share-
holder reacquires stock of the foreign 
corporation, the shareholder must file 
another Protective Statement to pre-
serve its right to make a retroactive 
election with respect to the later ac-
quired stock. For the rule that pro-
vides that a section 1295 election made 
with respect to a foreign corporation 
applies to stock of that corporation ac-
quired after a lapse in ownership, see 
§ 1.1295–1(c)(2)(iii). 

(ii) Invalidity of the Protective State-
ment. A shareholder will be treated as 
if it never filed a Protective Statement 
if— 

(A) The shareholder failed to make a 
retroactive election by the date pre-
scribed for making the retroactive 
election in paragraph (g)(1) of this sec-
tion; or 

(B) The waiver of the periods of limi-
tations terminates (by reason of a 
court decision or other determination) 
with respect to any taxable year before 
the expiration of three years from the 
date of filing of an amended return for 
that year pursuant to paragraph (g) of 
this section. 

(7) Retention of Protective Statement 
and information demonstrating reasonable 
belief. A shareholder that files a Pro-
tective Statement must retain a copy 
of the Protective Statement and its at-
tachments and must, for each taxable 
year of the shareholder to which the 
Protective Statement applies, retain 
information sufficient to demonstrate 
the shareholder’s reasonable belief that 
the foreign corporation was not a PFIC 
for the taxable year of the foreign cor-
poration ending during each such tax-
able year of the shareholder. 

(d) Reasonable belief—(1) In general. A 
foreign corporation is a PFIC for a tax-
able year if the foreign corporation sat-
isfies either the income or asset test of 
section 1297(a). To determine whether a 
shareholder had reasonable belief that 
the foreign corporation is not a PFIC 
under section 1297(a), the shareholder 
must consider all relevant facts and 
circumstances. Reasonable belief may 

be based on a variety of factors, includ-
ing reasonable asset valuations as well 
as reasonable interpretations of the ap-
plicable provisions of the Code, regula-
tions, and administrative guidance re-
garding the direct and indirect owner-
ship of the income or assets of the for-
eign corporation, the proper character 
of that income or those assets, and 
similar issues. Reasonable belief may 
be based on reasonable predictions re-
garding income to be earned and assets 
to be owned in subsequent years where 
qualifications of the foreign corpora-
tion as a PFIC for the current taxable 
year will depend on the qualification of 
the corporation as a PFIC in a subse-
quent year. Reasonable belief may be 
based on an analysis of generally avail-
able financial information of the for-
eign corporation. To determine wheth-
er a shareholder had reasonable belief 
that the foreign corporation was not a 
PFIC, the Commissioner may consider 
the size of the shareholder’s interest in 
the foreign corporation. 

(2) Knowledge of law required. Reason-
able belief must be based on a good 
faith effort to apply the Code, regula-
tions, and related administrative guid-
ance. Any person’s failure to know or 
apply these provisions will not form 
the basis of reasonable belief. 

(e) Special rules for qualified share-
holders—(1) In general. A shareholder 
that is a qualified shareholder, as de-
fined in paragraph (e)(2) of this section, 
for a taxable year of the shareholder is 
not required to satisfy the reasonable 
belief requirement of paragraph (b)(1) 
of this section or file a Protective 
Statement to preserve its ability to 
make a retroactive election with re-
spect to such taxable year. Accord-
ingly, a qualified shareholder may 
make a retroactive election for any 
open taxable year in the shareholder’s 
holding period. The retroactive elec-
tion will be treated as made in the ear-
liest taxable year of the shareholder 
during which the foreign corporation 
qualified as a PFIC (including a tax-
able year ending prior to January 2, 
1998) and the shareholder will be treat-
ed as a shareholder of a pedigreed QEF, 
as defined in § 1.1291–9(j)(2)(ii), provided 
the shareholder— 

(i) Has been a qualified shareholder 
with respect to the foreign corporation 
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for all taxable years of the shareholder 
included in the shareholder’s holding 
period during which the foreign cor-
poration was a PFIC, or in the case of 
taxable years ending before January 2, 
1998, the shareholder satisfies the cri-
teria of a qualified shareholder, for all 
such years; or 

(ii) Has been a qualified shareholder, 
or in the case of taxable years ending 
before January 2, 1998 satisfies the cri-
teria of a qualified shareholder, for all 
taxable years in its holding period be-
fore it filed a Protective Statement, 
which Protective Statement is applica-
ble to all subsequent years, beginning 
with the first taxable year in which the 
shareholder is not a qualified share-
holder. 

(2) Qualified shareholder. A share-
holder will be treated as a qualified 
shareholder for a taxable year if the 
shareholder did not file a Protective 
Statement applicable to an earlier tax-
able year included in the shareholder’s 
holding period of the stock of the for-
eign corporation currently held and— 

(i) At all times during the taxable 
year the shareholder owned, within the 
meaning of section 958, directly, indi-
rectly, or constructively, less than two 
percent of the vote and value of each 
class of stock of the foreign corpora-
tion; and 

(ii) With respect to the taxable year 
of the foreign corporation ending with-
in the shareholder’s taxable year, the 
foreign corporation or U.S. counsel for 
the foreign corporation indicated in a 
public filing, disclosure statement or 
other notice provided to U.S. persons 
that are shareholders of the foreign 
corporation (corporate filing) that the 
foreign corporation— 

(A) Reasonably believes that it is not 
or should not constitute a PFIC for the 
corporation’s taxable year; or 

(B) Is unable to conclude that it is 
not or should not be a PFIC (due to 
certain asset valuation or interpreta-
tion issues, or because PFIC status will 
depend on the income or assets of the 
foreign corporation in the corpora-
tion’s subsequent taxable years) but 
reasonably believes that, more likely 
than not, it ultimately will not be a 
PFIC. 

(3) Exceptions. Notwithstanding para-
graph (e)(2)(ii) of this section, a share-

holder will not be treated as a qualified 
shareholder for a taxable year of the 
shareholder if the shareholder knew or 
had reason to know that a corporate 
filing regarding the foreign corpora-
tion’s PFIC status was inaccurate, or 
knew that the foreign corporation was 
a PFIC for the taxable year of the for-
eign corporation ending with or within 
such taxable year of the shareholder. 
For purposes of this paragraph, a 
shareholder will be treated as knowing 
that a foreign corporation was a PFIC 
if the principal activity of the foreign 
corporation, directly or indirectly, is 
owning or trading a diversified port-
folio of stock, securities, or other fi-
nancial contracts. 

(f) Special consent—(1) In general. A 
shareholder that has not satisfied the 
requirements of paragraph (b) or (e) of 
this section may request the consent of 
the Commissioner to make a retro-
active election for a taxable year of the 
shareholder provided the shareholder 
satisfies the requirements set forth in 
this paragraph (f). The Commissioner 
will grant relief under this paragraph 
(f) only if— 

(i) The shareholder reasonably relied 
on a qualified tax professional, within 
the meaning of paragraph (f)(2) of this 
section; 

(ii) Granting consent will not preju-
dice the interests of the United States 
government, as provided in paragraph 
(f)(3) of this section; 

(iii) The shareholder requests consent 
under paragraph (f) of this section be-
fore a representative of the Internal 
Revenue Service raises upon audit the 
PFIC status of the corporation for any 
taxable year of the shareholder; and 

(iv) The shareholder satisfies the pro-
cedural requirements set forth in para-
graph (f)(4) of this section. 

(2) Reasonable reliance on a qualified 
tax professional—(i) In general. Except 
as provided in paragraph (f)(2)(ii) of 
this section, a shareholder is deemed to 
have reasonably relied on a qualified 
tax professional only if the shareholder 
reasonably relied on a qualified tax 
professional (including a tax profes-
sional employed by the shareholder) 
who failed to identify the foreign cor-
poration as a PFIC or failed to advise 
the shareholder of the consequences of 
making, or failing to make, the section 
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1295 election. A shareholder will not be 
considered to have reasonably relied on 
a qualified tax professional if the 
shareholder knew, or reasonably should 
have known, that the foreign corpora-
tion was a PFIC and of the availability 
of a section 1295 election, or knew or 
reasonably should have known that the 
qualified tax professional— 

(A) Was not competent to render tax 
advice with respect to the ownership of 
shares of a foreign corporation; or 

(B) Did not have access to all rel-
evant facts and circumstances. 

(ii) Shareholder deemed to have not rea-
sonably relied on a qualified tax profes-
sional. For purposes of this paragraph 
(f)(2), a shareholder is deemed to have 
not reasonably relied on a qualified tax 
professional if the shareholder was in-
formed by the qualified tax profes-
sional that the foreign corporation was 
a PFIC and of the availability of the 
section 1295 election and related tax 
consequences, but either chose not to 
make the section 1295 election or was 
unable to make a valid section 1295 
election. 

(3) Prejudice to the interests of the 
United States government—(1) General 
rule. Except as otherwise provided in 
paragraph (f)(3)(ii) of this section, the 
Commissioner will not grant consent 
under paragraph (f) of this section if 
doing so would prejudice the interests 
of the United States government. The 
interests of the United States govern-
ment are prejudiced if granting relief 
would result in the shareholder having 
a lower tax liability, taking into ac-
count applicable interest charges, in 
the aggregate for all years affected by 
the retroactive election (other than by 
a de minimis amount) than the share-
holder would have had if the share-
holder had made the section 1295 elec-
tion by the election due date. The time 
value of money is taken into account 
for purposes of this computation. 

(ii) Elimination of prejudice to the in-
terests of the United States government. 
Notwithstanding the general rule of 
paragraph (f)(3)(i) of this section, if 
granting relief would prejudice the in-
terests of the United States govern-
ment, the Commissioner may, in the 
Commissioner’s sole discretion, grant 
consent to make the election provided 
the shareholder enters into a closing 

agreement with the Commissioner that 
requires the shareholder to pay an 
amount sufficient to eliminate any 
prejudice to the United States govern-
ment as a consequence of the share-
holder’s inability to file amended re-
turns for closed taxable years. 

(4) Procedural requirements—(i) Filing 
instructions. A shareholder requests 
consent under paragraph (f) of this sec-
tion to make a retroactive election by 
filing with the Office of the Associate 
Chief Counsel (International) a ruling 
request that includes the affidavits re-
quired by this paragraph (f)(4). The rul-
ing request must satisfy the require-
ments, including payment of the user 
fee, for ruling requests filed with that 
office. 

(ii) Affidavit from shareholder. The 
shareholder, or a person authorized to 
sign a Federal income tax return on be-
half of the shareholder, must submit a 
detailed affidavit describing the events 
that led to the failure to make a sec-
tion 1295 election by the election due 
date, and to the discovery thereof. The 
shareholder’s affidavit must describe 
the engagement and responsibilities of 
the qualified tax professional as well as 
the extent to which the shareholder re-
lied on the tax professional. The share-
holder must sign the affidavit under 
penalties of perjury. An individual who 
signs for an entity must have personal 
knowledge of the facts and cir-
cumstances at issue. 

(iii) Affidavits from other persons. The 
shareholder must submit detailed affi-
davits from individuals having knowl-
edge or information about the events 
that led to the failure to make a sec-
tion 1295 election by the election due 
date, and to the discovery thereof. 
These individuals must include the 
qualified tax professional upon whose 
advice the shareholder relied, as well 
as any individual (including an em-
ployee of the shareholder) who made a 
substantial contribution to the re-
turn’s preparation, and any accountant 
or attorney, knowledgeable in tax mat-
ters, who advised the shareholder with 
regard to its ownership of the stock of 
the foreign corporation. Each affidavit 
must describe the individual’s engage-
ment and responsibilities as well as the 
advice concerning the tax treatment of 
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the foreign corporation that that indi-
vidual provided to the shareholder. 
Each affidavit also must include the in-
dividual’s name, address, and taxpayer 
identification number, and must be 
signed by the individual under pen-
alties of perjury. 

(iv) Other information. In connection 
with a request for consent under this 
paragraph (f), a shareholder must pro-
vide any additional information re-
quested by the Commissioner. 

(v) Notification of Internal Revenue 
Service. The shareholder must notify 
the branch of the Associate Chief Coun-
sel (International) considering the re-
quest for relief under this paragraph (f) 
if, while the shareholder’s request for 
consent is pending, the Internal Rev-
enue Service begins an examination of 
the shareholder’s return for the retro-
active election year or for any subse-
quent taxable year during which the 
shareholder holds stock of the foreign 
corporation. 

(vi) Who requests special consent under 
this paragraph (f) and who enters into a 
closing agreement. The person that re-
quests consent under this paragraph (f) 
is the person that makes the section 
1295 election, as provided in § 1.1295– 
1(d). If a shareholder is required to 
enter into a closing agreement with 
the Commissioner, as described in 
paragraph (f)(3)(ii) of this section, rules 
similar to those under paragraphs 
(c)(4)(i) (B) through (E) of this section 
apply for purposes of determining the 
person that enters into the closing 
agreement. 

(g) Time for and manner of making a 
retroactive election—(1) Time for making 
a retroactive election—(i) In general. Ex-
cept as otherwise provided in para-
graph (g)(1)(ii) of this section, a share-
holder must make a retroactive elec-
tion, in the manner provided in para-
graph (g)(2) of this section, on or before 
the due date, as extended, for the 
shareholder’s return— 

(A) In the case of a shareholder that 
makes a retroactive election pursuant 
to paragraph (b) or (e) of this section, 
for the taxable year in which the share-
holder determines or reasonably should 
have determined that the foreign cor-
poration was a PFIC; or 

(B) In the case of a shareholder that 
obtains the consent of the Commis-

sioner pursuant to paragraph (f) of this 
section for the taxable year in which 
such consent is granted. 

(ii) Transition rule. A shareholder 
that files a Protective Statement for a 
taxable year described in paragraph 
(c)(5)(ii) of this section may make a 
retroactive election by the due date, as 
extended, for the return for the first 
taxable year ended after January 2, 
1998 even if the shareholder determined 
or should have determined that the for-
eign corporation was a PFIC for a year 
described in paragraph (c)(5)(ii) of this 
section at any time on or before Janu-
ary 2, 1998. 

(iii) Ownership not required at time ret-
roactive election is made. The share-
holder need not own shares of the for-
eign corporation at the time the share-
holder makes a retroactive election 
with respect to the foreign corporation. 

(2) Manner of making a retroactive elec-
tion. A shareholder that has satisfied 
the requirements of paragraph (b) or (e) 
of this section, or a shareholder that 
has been granted consent under para-
graph (f) of this section, must make a 
retroactive election in the manner pro-
vided in Form 8621 for making a sec-
tion 1295 election, and must attach 
Form 8621 to an amended return for the 
later of the retroactive election year or 
the earliest open taxable year of the 
shareholder. The shareholder also must 
file an amended return for each of its 
subsequent taxable years affected by 
the retroactive election. In each 
amended return the shareholder must 
redetermine its income tax liability for 
that year to take into account the as-
sessment of PFIC related taxes. If the 
period of limitations for the assess-
ment of taxes for a taxable year af-
fected by the retroactive election has 
expired except to the extent the waiver 
of limitations, described in paragraph 
(c)(4) of this section, has extended such 
period, no adjustments, other than con-
sequential changes, may be made to 
any other items of income, deduction, 
or credit in that year. In addition, the 
shareholder must pay all taxes and in-
terest owing by reason of the PFIC and 
QEF status of the foreign corporation 
in those years (except to the extent a 
section 1294 election extends the time 
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to pay the taxes and interest). A share-
holder that filed a Protective State-
ment must attach to Form 8621 filed 
with each amended return a represen-
tation that the shareholder, until the 
taxable year in which it determined or 
reasonably should have determined 
that the foreign corporation was a 
PFIC, reasonably believed, within the 
meaning of paragraph (d) of this sec-
tion, that the foreign corporation was 
not a PFIC in the taxable year for 
which the amended return is filed, and 
in all other taxable years to which the 
Protective Statement applies. A share-
holder that entered into a closing 
agreement must comply with the terms 
of that agreement, as provided in para-
graph (f)(3)(ii) of this section, to elimi-
nate any prejudice to the United States 
government’s interests, as described in 
paragraph (f)(3) of this section. 

(3) Who makes the retroactive election. 
The person that makes the retroactive 
election is the person that makes the 
section 1295 election, as provided in 
§ 1.1295–1(d). A partner, shareholder, or 
beneficiary for which a pass through 
entity, as described in paragraphs 
(c)(4)(i) (B) through (D) of this section, 
filed a Protective Statement may 
make a retroactive election, if the pass 
through entity completely terminates 
its business or otherwise ceases to 
exist. 

(4) Other elections—(i) Section 
1291(d)(2) election. If the foreign cor-
poration for which the shareholder 
makes a retroactive election will be 
treated as an unpedigreed QEF, as de-
fined in § 1.1291–9(j)(2)(iii), with respect 
to the shareholder, the shareholder 
may make an election under section 
1291(d)(2) to purge its holding period of 
the years or parts of years before the 
effective date of the retroactive elec-
tion. If the qualification date, within 
the meaning of § 1.1291–9(e) or 1.1291– 
10(e), falls in a taxable year for which 
the period of limitations has expired, 
the shareholder may treat the first day 
of the retroactive election year as the 
qualification date. The shareholder 
may make a section 1291(d)(2) election 
at the time that it makes the retro-
active election, but no later than two 
years after the date that the amended 
return in which the retroactive elec-
tion is made is filed. For the require-

ments for making a section 1291(d)(2) 
election, see §§ 1.1291–9 and 1.1291–10. 

(ii) Section 1294 election. A shareholder 
may make an election under section 
1294 to extend the time for payment of 
tax on the shareholder’s pro rata 
shares of the ordinary earnings and net 
capital gain of the foreign corporation 
reported in the shareholder’s amended 
return, and section 6621 interest attrib-
utable to such tax, but only to the ex-
tent the tax and interest are attrib-
utable to earnings that have not been 
distributed to the shareholder. The 
shareholder must make a section 1294 
election for a taxable year at the time 
that it files its amended return for that 
year, as provided in paragraph (g)(1) of 
this section. For the requirements for 
making a section 1294 election, see 
§ 1.1294–1T. 

(h) Effective date. The rules of this 
section are effective as of January 2, 
1998. 

[T.D. 8750, 63 FR 19, Jan. 2, 1998. Redesig-
nated and amended by T.D. 8870, 65 FR 5781, 
Feb. 7, 2000] 

§ 1.1296–1 Mark to market election for 
marketable stock. 

(a) Definitions—(1) Eligible RIC. An eli-
gible RIC is a regulated investment 
company that offers for sale, or has 
outstanding, any stock of which it is 
the issuer and which is redeemable at 
net asset value, or that publishes net 
asset valuations at least annually. 

(2) Section 1296 stock. The term section 
1296 stock means marketable stock in a 
passive foreign investment company 
(PFIC), including any PFIC stock 
owned directly or indirectly by an eli-
gible RIC, for which there is a valid 
section 1296 election. Section 1296 stock 
does not include stock of a foreign cor-
poration that previously had been a 
PFIC, and for which a section 1296 elec-
tion remains in effect. 

(3) Unreversed inclusions—(i) General 
rule. The term unreversed inclusions 
means with respect to any section 1296 
stock, the excess, if any, of— 

(A) The amount of mark to market 
gain included in gross income of the 
United States person under paragraph 
(c)(1) of this section with respect to 
such stock for prior taxable years; over 

(B) The amount allowed as a deduc-
tion to the United States person under 

VerDate Mar<15>2010 09:50 May 09, 2011 Jkt 223094 PO 00000 Frm 00659 Fmt 8010 Sfmt 8010 Y:\SGML\223094.XXX 223094W
R

ei
er

-A
vi

le
s 

on
 D

S
K

G
B

LS
3C

1P
R

O
D

 w
ith

 C
F

R



650 

26 CFR Ch. I (4–1–11 Edition) § 1.1296–1 

paragraph (c)(3) of this section with re-
spect to such stock for prior taxable 
years. 

(ii) Section 1291 adjustment. The 
amount referred to in paragraph 
(a)(3)(i)(A) of this section shall include 
any amount subject to section 1291 
under the coordination rule of para-
graph (i)(2)(ii) of this section. 

(iii) Example. An example of the com-
putation of unreversed inclusions is as 
follows: 

Example. A, a United States person, ac-
quired stock in Corp X, a foreign corpora-
tion, on January 1, 2005 for $150. At such 
time and at all times thereafter, Corp X was 
a PFIC and A’s stock in Corp X was market-
able. For taxable years 2005 and 2006, Corp X 
was a nonqualified fund subject to taxation 
under section 1291. A made a timely section 
1296 election with respect to the X stock, ef-
fective for taxable year 2007. The fair market 
value of the X stock was $200 as of December 
31, 2006, and $240 as of December 31, 2007. Ad-
ditionally, Corp X made no distribution with 
respect to its stock for the taxable years at 
issue. In 2007, pursuant to paragraph (i)(2)(ii) 
of this section, A must include the $90 gain 
in the X stock in accordance with the rules 
of section 1291 for purposes of determining 
the deferred tax amount and any applicable 
interest. Nonetheless, for purposes of deter-
mining the amount of the unreversed inclu-
sions pursuant to paragraph (a)(3)(ii) of this 
section, A will include the $90 of gain that 
was taxed under section 1291 and not the in-
terest thereon. 

(iv) Special rule for regulated invest-
ment companies. In the case of a regu-
lated investment company which had 
elected to mark to market the PFIC 
stock held by such company as of the 
last day of the taxable year preceding 
such company’s first taxable year for 
which such company makes a section 
1296 election, the amount referred to in 
paragraph (a)(3)(i)(A) of this section 
shall include amounts previously in-
cluded in gross income by the company 
pursuant to such mark to market elec-
tion with respect to such stock for 
prior taxable years. For further guid-
ance, see Notice 92–53 (1992–2 C.B. 384) 
(see also 601.601(d)(2) of this chapter). 

(b) Application of section 1296 election— 
(1) In general. Any United States person 
and any controlled foreign corporation 
(CFC) that owns directly, or is treated 
as owning under this section, market-
able stock, as defined in § 1.1296–2, in a 
PFIC may make an election to mark to 

market such stock in accordance with 
the provisions of section 1296 and this 
section. 

(2) Election applicable to specific United 
States person. A section 1296 election 
applies only to the United States per-
son (or CFC that is treated as a U.S. 
person under paragraph (g)(2) of this 
section) that makes the election. Ac-
cordingly, a United States person’s sec-
tion 1296 election will not apply to a 
transferee of section 1296 stock. 

(3) Election applicable to specific cor-
poration only. A section 1296 election is 
made with respect to a single foreign 
corporation, and thus a separate sec-
tion 1296 election must be made for 
each foreign corporation that other-
wise meets the requirements of this 
section. A United States person’s sec-
tion 1296 election with respect to stock 
in a foreign corporation applies to all 
marketable stock of the corporation 
that the person owns directly, or is 
treated as owning under paragraph (e) 
of this section, at the time of the elec-
tion or that is subsequently acquired. 

(c) Effect of election—(1) Recognition of 
gain. If the fair market value of section 
1296 stock on the last day of the United 
States person’s taxable year exceeds its 
adjusted basis, the United States per-
son shall include in gross income for 
its taxable year the excess of the fair 
market value of such stock over its ad-
justed basis (mark to market gain). 

(2) Character of gain. Mark to market 
gain, and any gain on the sale or other 
disposition of section 1296 stock, shall 
be treated as ordinary income. 

(3) Recognition of loss. If the adjusted 
basis of section 1296 stock exceeds its 
fair market value on the last day of the 
United States person’s taxable year, 
such person shall be allowed a deduc-
tion for such taxable year equal to the 
lesser of the amount of such excess or 
the unreversed inclusions with respect 
to such stock (mark to market loss). 

(4) Character of loss—(i) Losses not in 
excess of unreversed inclusions. Any 
mark to market loss allowed as a de-
duction under paragraph (c)(3) of this 
section, and any loss on the sale or 
other disposition of section 1296 stock, 
to the extent that such loss does not 
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exceed the unreversed inclusions at-
tributable to such stock, shall be treat-
ed as an ordinary loss, deductible in 
computing adjusted gross income. 

(ii) Losses in excess of unreversed inclu-
sions. Any loss recognized on the sale 
or other disposition of section 1296 
stock in excess of any prior unreversed 
inclusions will be subject to the rules 
generally applicable to losses provided 
elsewhere in the Internal Revenue Code 
and the regulations thereunder. 

(5) Application of election to separate 
lots of stock. In the case in which a 
United States person purchased or ac-
quired shares of stock in a PFIC at dif-
ferent prices, the rules of this section 
shall be applied in a manner consistent 
with the rules of § 1.1012–1. 

(6) Source rules. The source of any 
amount included in gross income under 
paragraph (c)(1) of this section, or the 
allocation and apportionment of any 
amount allowed as a deduction under 
paragraph (c)(3) of this section, shall be 
determined in the same manner as if 
such amounts were gain or loss (as the 
case may be) from the sale of stock in 
the PFIC. 

(7) Examples. The following examples 
illustrate this paragraph (c): 

Example 1. Treatment of gain as ordinary in-
come. A, a United States individual, pur-
chases stock in FX, a foreign corporation 
that is not a PFIC, in 1990 for $1,000. On Jan-
uary 1, 2005, when the fair market value of 
the FX stock is $1,100, FX becomes a PFIC. A 
makes a timely section 1296 election for tax-
able year 2005. On December 31, 2005, the fair 
market value of the FX stock is $1,200. For 
taxable year 2005, A includes $200 of mark to 
market gain (the excess of the fair market 
value of FX stock ($1,200) over A’s adjusted 
basis ($1,000)) in gross income as ordinary in-
come and pursuant to paragraph (d)(1) of this 
section increases his basis in the FX stock 
by that amount. 

Example 2. Treatment of gain as capital gain. 
The facts are the same as in Example 1. For 
taxable year 2006, FX does not satisfy either 
the asset test or the income test of section 
1297(a). A does not revoke the section 1296 
election it made with respect to the FX 
stock. On December 1, 2006, A sells the FX 
stock when the fair market value of the 
stock is $1,500. For taxable year 2006, A in-
cludes $300 of gain (the excess of the fair 
market value of FX stock ($1,500) over A’s 
adjusted basis ($1,200)) in gross income as 
long-term capital gain because at the time of 
sale of the FX stock by A, FX did not qualify 
as a PFIC, and, therefore, the FX stock was 

not section 1296 stock at the time of the dis-
position. Further, A’s holding period for non- 
PFIC purposes was more than one year. 

Example 3. Treatment of losses as ordinary 
where they do not exceed unreversed inclusions. 
The facts are the same as in Example 1. On 
December 1, 2006, A sells the stock in FX for 
$1,100. At that time, A’s unreversed inclu-
sions (the amount A included in income as 
mark to market gain) with respect to the 
stock in FX are $200. Accordingly, for tax-
able year 2006, A recognizes a loss on the sale 
of the FX stock of $100, (the fair market 
value of the FX stock ($1,100) minus A’s ad-
justed basis ($1,200) in the stock) that is 
treated as an ordinary loss because the loss 
does not exceed the unreversed inclusions at-
tributable to the stock of FX. 

Example 4. Treatment of losses as long-term 
capital losses. The facts are the same as in Ex-
ample 3, except that FX does not satisfy ei-
ther the asset test or the income test of sec-
tion 1297(a) for taxable year 2006. For taxable 
year 2006, A’s $100 loss from the sale of the 
FX stock is treated as long-term capital loss 
because at the time of the sale of the FX 
stock by A FX did not qualify as a PFIC, 
and, therefore, the FX stock was not section 
1296 stock at the time of the disposition. 
Further, A’s holding period in the FX stock 
for non-PFIC purposes was more than one 
year. 

Example 5. Long-term capital loss treatment of 
losses in excess of unreversed inclusions. The 
facts are the same as in Example 3, except 
that A sells his FX stock for $900. At the 
time of A’s sale of the FX stock on December 
1, 2006, A’s unreversed inclusions with re-
spect to the FX stock are $200. Accordingly, 
the $300 loss recognized by A on the disposi-
tion is treated as an ordinary loss to the ex-
tent of his unreversed inclusions ($200). The 
amount of the loss in excess of A’s unre-
versed inclusions ($100) will be treated as a 
long-term capital loss because A’s holding 
period in the FC stock for non-PFIC purposes 
was more than one year. 

Example 6. Application of section 1296 election 
to separate lots of stock. On January 1, 2005, 
Corp A, a domestic corporation, purchased 
100 shares (first lot) of stock in FX, a PFIC, 
for $500 ($5 per share). On June 1, 2005, Corp 
A purchased 100 shares (second lot) of FX 
stock for $1,000 ($10 per share). Corp A made 
a timely section 1296 election with respect to 
its FX stock for taxable year 2005. On De-
cember 31, 2005, the fair market value of FX 
stock was $8 per share. For taxable year 2005, 
Corp A includes $300 of gain in gross income 
as ordinary income under paragraph (c)(1) of 
this section with respect to the first lot, and 
adjusts its basis in that lot to $800 pursuant 
to paragraph (d)(1) of this section. With re-
spect to the second lot, Corp A is not per-
mitted to recognize a loss under paragraph 
(c)(3) of this section for taxable year 2005. Al-
though Corp A’s adjusted basis in that stock 
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exceeds its fair market value by $200, Corp A 
has no unreversed inclusions with respect to 
that particular lot of stock. On July 1, 2006, 
Corp A sells 100 shares of FX stock for $900. 
Assuming that Corp A adequately identifies 
(in accordance with the rules of § 1.1012–1(c)) 
the shares of FX stock sold as being from the 
second lot, Corp A recognizes $100 of long 
term capital loss pursuant to paragraph 
(c)(4)(ii) of this section. 

(d) Adjustment to basis—(1) Stock held 
directly. The adjusted basis of the sec-
tion 1296 stock shall be increased by 
the amount included in the gross in-
come of the United States person under 
paragraph (c)(1) of this section with re-
spect to such stock, and decreased by 
the amount allowed as a deduction to 
the United States person under para-
graph (c)(3) of this section with respect 
to such stock. 

(2) Stock owned through certain foreign 
entities. (i) In the case of section 1296 
stock that a United States person is 
treated as owning through certain for-
eign entities pursuant to paragraph (e) 
of this section, the basis adjustments 
under paragraph (d)(1) of this section 
shall apply to such stock in the hands 
of the foreign entity actually holding 
such stock, but only for purposes of de-
termining the subsequent treatment 
under chapter 1 of the Internal Rev-
enue Code of the United States person 
with respect to such stock. Such in-
crease or decrease in the adjusted basis 
of the section 1296 stock shall con-
stitute an adjustment to the basis of 
partnership property only with respect 
to the partner making the section 1296 
election. Corresponding adjustments 
shall be made to the adjusted basis of 
the United States person’s interest in 
the foreign entity and in any inter-
mediary entity described in paragraph 
(e) of this section through which the 
United States person holds the PFIC 
stock. 

(ii) Example. The following example 
illustrates this paragraph (d)(2): 

Example. FP is a foreign partnership. Corp 
A, a domestic corporation, owns a 20 percent 
interest in FP. Corp B, a domestic corpora-
tion, owns a 30 percent interest in FP. Corp 
C, a foreign corporation, with no direct or in-
direct shareholders that are U.S. persons, 
owns a 50% interest in FP. Corp A, Corp B, 
and FP all use a calendar year for their tax-
able year. In 2005, FP purchases stock in FX, 
a foreign corporation and a PFIC, for $1,000. 
Corp A makes a timely section 1296 election 

for taxable year 2005. On December 31, 2005, 
the fair market value of the PFIC stock is 
$1,100. Corp A includes $20 of ordinary in-
come in taxable year 2005 under paragraphs 
(c)(1) and (2) of this section. Corp A increases 
its basis in its FP partnership interest by 
$20. FP increases its basis in the FX stock to 
$1,020 solely for purposes of determining the 
subsequent treatment of Corp A, under chap-
ter 1 of the Internal Revenue Code, with re-
spect to such stock. In 2006, FP sells the FX 
stock for $1,200. For purposes of determining 
the amount of gain of Corp A, FP will be 
treated as having $180 in gain of which $20 is 
allocated to Corp A. Corp A’s $20 of gain will 
be treated as ordinary income under para-
graph (c)(2) of this section. For purposes of 
determining the amount of gain attributable 
to Corp B, FP will be treated as having $200 
gain, $60 of which will be allocated to Corp B. 

(3) Stock owned indirectly by an eligible 
RIC. Paragraph (d)(2) of this section 
shall also apply to an eligible RIC 
which is an indirect shareholder under 
§ 1.1296–2(f) of stock in a PFIC and has 
a valid section 1296 election in effect 
with respect to the PFIC stock. 

(4) Stock acquired from a decedent. In 
the case of stock of a PFIC which is ac-
quired by bequest, devise, or inherit-
ance (or by the decedent’s estate) and 
with respect to which a section 1296 
election was in effect as of the date of 
the decedent’s death, notwithstanding 
section 1014, the basis of such stock in 
the hands of the person so acquiring it 
shall be the adjusted basis of such 
stock in the hands of the decedent im-
mediately before his death (or, if less-
er, the basis which would have been de-
termined under section 1014 without re-
gard to this paragraph). 

(5) Transition rule for individuals be-
coming subject to United States income 
taxation—(i) In general. If any indi-
vidual becomes a United States person 
in a taxable year beginning after De-
cember 31, 1997, solely for purposes of 
this section, the adjusted basis, before 
adjustments under this paragraph (d), 
of any section 1296 stock owned by such 
individual on the first day of such tax-
able year shall be treated as being the 
greater of its fair market value or its 
adjusted basis on such first day. 

(ii) An example of the transition rule 
for individuals becoming subject to 
United States income taxation is as 
follows: 

Example. A, a nonresident alien individual, 
purchases marketable stock in FX, a PFIC, 
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for $50 in 1995. On January 1, 2005, A becomes 
a United States person and makes a timely 
section 1296 election with respect to the 
stock in accordance with paragraph (h) of 
this section. The fair market value of the FX 
stock on January 1, 2005, is $100. The fair 
market value of the FX stock on December 
31, 2005, is $110. Under paragraph (d)(5)(i) of 
this section, A computes the amount of 
mark to market gain or loss for the FX 
stock in 2005 by reference to an adjusted 
basis of $100, and therefore A includes $10 in 
gross income as mark to market gain under 
paragraph (c)(1) of this section. Additionally, 
under paragraph (d)(1) of this section, A’s ad-
justed basis in the FX stock for purposes of 
this section is increased to $110 (and to $60 
for all other tax purposes). A sells the FX 
stock in 2006 for $120. For purposes of apply-
ing section 1001, A must use its original basis 
of $50, with any adjustments under para-
graph (d)(1) of this section, $10 in this case, 
and therefore A recognizes $60 of gain. Under 
paragraph (c)(2) of this section (which is ap-
plied using an adjusted basis of $110), $10 of 
such gain is treated as ordinary income. The 
remaining $50 of gain from the sale of the FX 
stock is long term capital gain because A 
held such stock for more than one year. 

(e) Stock owned through certain foreign 
entities—(1) In general. Except as pro-
vided in paragraph (e)(2) of this sec-
tion, the following rules shall apply in 
determining stock ownership for pur-
poses of this section. PFIC stock 
owned, directly or indirectly, by or for 
a foreign partnership, foreign trust 
(other than a foreign trust described in 
sections 671 through 679), or foreign es-
tate shall be considered as being owned 
proportionately by its partners or 
beneficiaries. PFIC stock owned, di-
rectly or indirectly, by or for a foreign 
trust described in sections 671 through 
679 shall be considered as being owned 
proportionately by its grantors or 
other persons treated as owners under 
sections 671 through 679 of any portion 
of the trust that includes the stock. 
The determination of a person’s pro-
portionate interest in a foreign part-
nership, foreign trust or foreign estate 
will be made on the basis of all the 
facts and circumstances. Stock consid-
ered owned by reason of this paragraph 
shall, for purposes of applying the rules 
of this section, be treated as actually 
owned by such person. 

(2) Stock owned indirectly by eligible 
RICs. The rules for attributing owner-
ship of stock contained in § 1.1296–2(f) 
will apply to determine the indirect 

ownership of PFIC stock by an eligible 
RIC. 

(f) Holding period. Solely for purposes 
of sections 1291 through 1298, if section 
1296 applied to stock with respect to 
the taxpayer for any prior taxable 
year, the taxpayer’s holding period in 
such stock shall be treated as begin-
ning on the first day of the first tax-
able year beginning after the last tax-
able year for which section 1296 so ap-
plied. 

(g) Special rules—(1) Certain disposi-
tions of stock. To the extent a United 
States person is treated as actually 
owning stock in a PFIC under para-
graph (e) of this section, any disposi-
tion which results in the United States 
person being treated as no longer own-
ing such stock, and any disposition by 
the person owning such stock, shall be 
treated as a disposition by the United 
States person of the stock in the PFIC. 

(2) Treatment of CFC as a United States 
person. In the case of a CFC that owns, 
or is treated as owning under para-
graph (e) of this section, section 1296 
stock: 

(i) Other than with respect to the 
sourcing rules in paragraph (c)(6) of 
this section, this section shall apply to 
the CFC in the same manner as if such 
corporation were a United States per-
son. The CFC will be treated as a for-
eign person for purposes of applying 
the source rules of paragraph (c)(6). 

(ii) For purposes of subpart F of part 
III of subchapter N of the Internal Rev-
enue Code— 

(A) Amounts included in the CFC’s 
gross income under paragraph (c)(1) or 
(i)(2)(ii) of this section shall be treated 
as foreign personal holding company 
income under section 954(c)(1)(A); and 

(B) Amounts allowed as a deduction 
under paragraph (c)(3) of this section 
shall be treated as a deduction allo-
cable to foreign personal holding com-
pany income for purposes of computing 
net foreign base company income under 
§ 1.954–1(c). 

(iii) A United States shareholder, as 
defined in section 951(b), of the CFC 
shall not be subject to section 1291 with 
respect to any stock of the PFIC for 
the period during which the section 
1296 election is in effect for that stock, 
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and the holding period rule of para-
graph (f) of this section shall apply to 
such United States shareholder. 

(iv) The rules of this paragraph (g)(2) 
shall not apply to a United States per-
son that is a shareholder of the PFIC 
for purposes of section 1291, but is not 
a United States shareholder under sec-
tion 951(b) with respect to the CFC 
making a section 1296 election. 

(3) Timing of inclusions for stock owned 
through certain foreign entities. In the 
case of section 1296 stock that a United 
States person is treated as owning 
through certain foreign entities pursu-
ant to paragraph (e) of this section, the 
mark to market gain or mark to mar-
ket loss is determined in accordance 
with paragraphs (c) and (i)(2)(ii) of this 
section as of the last day of the taxable 
year of the foreign partnership, foreign 
trust or foreign estate and then in-
cluded in the taxable year of such 
United States person that includes the 
last day of the taxable year of the enti-
ty. 

(h) Elections—(1) Timing and manner 
for making a section 1296 election—(i) 
United States persons. A United States 
person that owns marketable stock in 
a PFIC, or is treated as owning mar-
ketable stock under paragraph (e) of 
this section, on the last day of the tax-
able year of such person, and that 
wants to make a section 1296 election, 
must make a section 1296 election for 
such taxable year on or before the due 
date (including extensions) of the 
United States person’s income tax re-
turn for that year. The section 1296 
election must be made on the Form 
8621, ‘‘Return by a Shareholder of a 
Passive Foreign Investment Company 
or Qualified Electing Fund’’, included 
with the original tax return of the 
United States person for that year, or 
on an amended return, provided that 
the amended return is filed on or before 
the election due date. 

(ii) Controlled foreign corporations. A 
section 1296 election by a CFC shall be 
made by its controlling United States 
shareholders, as defined in § 1.964– 
1(c)(5), and shall be included with the 
Form 5471, ‘‘Information Return of U.S. 
Persons With Respect to Certain For-
eign Corporations’’, for that CFC by 
the due date (including extensions) of 
the original income tax returns of the 

controlling United States shareholders 
for that year. A section 1296 election by 
a CFC shall be binding on all United 
States shareholders of the CFC. 

(iii) Retroactive elections for PFIC 
stock held in prior years. A late section 
1296 election may be permitted only in 
accordance with § 301.9100 of this chap-
ter. 

(2) Effect of section 1296 election—(i) A 
section 1296 election will apply to the 
taxable year for which such election is 
made and remain in effect for each suc-
ceeding taxable year unless such elec-
tion is revoked or terminated pursuant 
to paragraph (h)(3) of this section. 

(ii) Cessation of a foreign corporation 
as a PFIC. A United States person will 
not include mark to market gain or 
loss pursuant to paragraph (c) of this 
section with respect to any stock of a 
foreign corporation for any taxable 
year that such foreign corporation is 
not a PFIC under section 1297 or treat-
ed as a PFIC under section 1298(b)(1) 
(taking into account the holding period 
rule of paragraph (f) of this section). 
Cessation of a foreign corporation’s 
status as a PFIC will not, however, ter-
minate a section 1296 election. Thus, if 
a foreign corporation is a PFIC in a 
taxable year after a year in which it is 
not treated as a PFIC, the United 
States person’s original election (un-
less revoked or terminated in accord-
ance with paragraph (h)(3) of this sec-
tion) continues to apply and the share-
holder must include any mark to mar-
ket gain or loss in such year. 

(3) Revocation or termination of elec-
tion—(i) In general. A United States 
person’s section 1296 election is termi-
nated if the section 1296 stock ceases to 
be marketable; if the United States 
person elects, or is required, to mark 
to market the section 1296 stock under 
another provision of chapter 1 of the 
Internal Revenue Code; or if the Com-
missioner, in the Commissioner’s dis-
cretion, consents to the United States 
person’s request to revoke its section 
1296 election upon a finding of a sub-
stantial change in circumstances. A 
substantial change in circumstances 
for this purpose may include a foreign 
corporation ceasing to be a PFIC. 

(ii) Timing of termination or revocation. 
Where a section 1296 election is termi-
nated automatically (e.g., the stock 
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ceases to be marketable), section 1296 
will cease to apply beginning with the 
taxable year in which such termination 
occurs. Where a section 1296 election is 
revoked with the consent of the Com-
missioner, section 1296 will cease to 
apply beginning with the first taxable 
year of the United States person after 
the revocation is granted unless other-
wise provided by the Commissioner. 

(4) Examples. The operation of the 
rules of this paragraph (h) is illus-
trated by the following examples: 

Example 1. A, a United States person, owns 
stock in FX, a PFIC. A makes a QEF elec-
tion in 1996 with respect to the FX stock. For 
taxable year 2005, A makes a timely section 
1296 election with respect to its stock, and 
thus its QEF election is automatically ter-
minated pursuant to § 1.1295–1(i)(3). In 2006, 
A’s stock in FX ceases to be marketable, and 
therefore its section 1296 election is auto-
matically terminated under paragraph (h)(3) 
of this section. Beginning with taxable year 
2006, A is subject to the rules of section 1291 
with respect to its FX stock unless it makes 
a new QEF election. See § 1.1295–1(i)(5). 

Example 2. The facts are the same as in Ex-
ample 1, except that A’s stock in FX becomes 
marketable again in 2007. A may make a new 
section 1296 election with respect to the FX 
stock for its taxable year 2007, or thereafter. 
A will be subject to the coordination rules 
under paragraph (i) of this section unless it 
made a new QEF election in 2006. 

(i) Coordination rules for first year of 
election—(1) In general. Notwith-
standing any provision in this section 
to the contrary, the rules of this para-
graph (i) shall apply to the first tax-
able year in which a section 1296 elec-
tion is effective with respect to mar-
ketable stock of a PFIC if such foreign 
corporation was a PFIC for any taxable 
year, prior to such first taxable year, 
during the United States person’s hold-
ing period (as defined in paragraph (f) 
of this section) in such stock, and for 
which such corporation was not treated 
as a QEF with respect to such United 
States person. 

(2) Shareholders other than regulated 
investment companies. For the first tax-
able year of a United States person 
(other than a regulated investment 
company) for which a section 1296 elec-
tion is in effect with respect to the 
stock of a PFIC, such United States 
person shall, in lieu of the rules of 
paragraphs (c) and (d) of this section— 

(i) Apply the rules of section 1291 to 
any distributions with respect to, or 
disposition of, section 1296 stock; 

(ii) Apply section 1291 to the amount 
of the excess, if any, of the fair market 
value of such section 1296 stock on the 
last day of the United States person’s 
taxable year over its adjusted basis, as 
if such amount were gain recognized 
from the disposition of stock on the 
last day of the taxpayer’s taxable year; 
and 

(iii) Increase its adjusted basis in the 
section 1296 stock by the amount of ex-
cess, if any, subject to section 1291 
under paragraph (i)(2)(ii) of this sec-
tion. 

(3) Shareholders that are regulated in-
vestment companies. For the first tax-
able year of a regulated investment 
company for which a section 1296 elec-
tion is in effect with respect to the 
stock of a PFIC, such regulated invest-
ment company shall increase its tax 
under section 852 by the amount of in-
terest that would have been imposed 
under section 1291(c)(3) for such taxable 
year if such regulated investment com-
pany were subject to the rules of para-
graph (i)(2) of this section, and not this 
paragraph (i)(3). No deduction or in-
crease in basis shall be allowed for the 
increase in tax imposed under this 
paragraph (i)(3). 

(4) The operation of the rules of this 
paragraph (i) is illustrated by the fol-
lowing examples: 

Example (1). A, a United States person and 
a calendar year taxpayer, owns marketable 
stock in FX, a PFIC that it acquired on Jan-
uary 1, 1992. At all times, A’s FX stock was 
a nonqualified fund subject to taxation under 
section 1291. A made a timely section 1296 
election effective for taxable year 2005. At 
the close of taxable year 2005, the fair mar-
ket value of A’s FX stock exceeded its ad-
justed basis by $10. Pursuant to paragraph 
(i)(2)(ii) of this section, A must treat the $10 
gain under section 1291 as if the FX stock 
were disposed of on December 31, 2005. Fur-
ther, A increases its adjusted basis in the FX 
stock by the $10 in accordance with para-
graph (i)(2)(iii) of this section. 

Example (2). Assume the same facts as in 
Example (1), except that A is a RIC that had 
not made an election prior to 2005 to mark to 
market the PFIC stock. In taxable year 2005, 
A includes $10 of ordinary income under 
paragraph (c)(1) of this section, and such 
amount is not subject to section 1291. A also 
increases its tax imposed under section 852 
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by the amount of interest that would have 
been determined under section 1291(c)(3), and 
no deduction is permitted for such amount. 
Finally, under paragraph (d)(1) of this sec-
tion, A increases its adjusted basis in the FX 
stock by $10. 

(j) Effective date. The provisions in 
this section are applicable for taxable 
years beginning on or after May 3, 2004. 

[T.D. 9123, 69 FR 24074, May 3, 2004] 

§ 1.1296–2 Definition of marketable 
stock. 

(a) General rule. For purposes of sec-
tion 1296, the term marketable stock 
means— 

(1) Passive foreign investment com-
pany (PFIC) stock that is regularly 
traded, as defined in paragraph (b) of 
this section, on a qualified exchange or 
other market, as defined in paragraph 
(c) of this section; 

(2) Stock in certain PFICs, as de-
scribed in paragraph (d) of this section; 
and 

(3) Options on stock that is described 
in paragraph (a)(1) or (2) of this sec-
tion, to the extent provided in para-
graph (e) of this section. 

(b) Regularly traded—(1) General rule. 
For purposes of paragraph (a)(1) of this 
section, a class of stock that is traded 
on one or more qualified exchanges or 
other markets, as defined in paragraph 
(c) of this section, is regularly traded 
on such exchanges or markets for any 
calendar year during which such class 
of stock is traded, other than in de 
minimis quantities, on at least 15 days 
during each calendar quarter. 

(2) Special rule for year of initial public 
offering. For the calendar year in which 
a corporation initiates a public offer-
ing of a class of stock for trading on 
one or more qualified exchanges or 
other markets, as defined in paragraph 
(c) of this section, such class of stock 
meets the requirements of paragraph 
(b)(1) of this section for such year if the 
stock is regularly traded on such ex-
changes or markets, other than in de 
minimis quantities, on 1/6 of the days 
remaining in the quarter in which the 
offering occurs, and on at least 15 days 
during each remaining quarter of the 
taxpayer’s calendar year. In cases 
where a corporation initiates a public 
offering of a class of stock in the 
fourth quarter of the calendar year, 

such class of stock meets the require-
ments of paragraph (b)(1) of this sec-
tion in the calendar year of the offer-
ing if the stock is regularly traded on 
such exchanges or markets, other than 
in de minimis quantities, on the great-
er of 1/6 of the days remaining in the 
quarter in which the offering occurs, or 
5 days. 

(3) Anti-abuse rule. Trades that have 
as one of their principal purposes the 
meeting of the trading requirements of 
paragraph (b)(1) or (2) of this section 
shall be disregarded. Further, a class of 
stock shall not be treated as meeting 
the trading requirement of paragraph 
(b)(1) or (2) of this section if there is a 
pattern of trades conducted to meet 
the requirement of paragraph (b)(1) or 
(2) of this section. Similarly, paragraph 
(b)(2) of this section shall not apply to 
a public offering of stock that has as 
one of its principal purposes to avail 
itself of the reduced trading require-
ments under the special rule for the 
calendar year of an initial public offer-
ing. For purposes of applying the im-
mediately preceding sentence, consid-
eration will be given to whether the 
trading requirements of paragraph 
(b)(1) of this section are satisfied in the 
subsequent calendar year. 

(c) Qualified exchange or other mar-
ket—(1) General rule. For purposes of 
paragraph (a)(1) of this section, the 
term qualified exchange or other market 
means, for any calendar year— 

(i) A national securities exchange 
that is registered with the Securities 
and Exchange Commission or the na-
tional market system established pur-
suant to section 11A of the Securities 
Exchange Act of 1934 (15 U.S.C. 78f); or 

(ii) A foreign securities exchange 
that is regulated or supervised by a 
governmental authority of the country 
in which the market is located and 
which has the following characteris-
tics— 

(A) The exchange has trading vol-
ume, listing, financial disclosure, sur-
veillance, and other requirements de-
signed to prevent fraudulent and ma-
nipulative acts and practices, to re-
move impediments to and perfect the 
mechanism of a free and open, fair and 
orderly, market, and to protect inves-
tors; and the laws of the country in 
which the exchange is located and the 
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rules of the exchange ensure that such 
requirements are actually enforced; 
and 

(B) The rules of the exchange effec-
tively promote active trading of listed 
stocks. 

(2) Exchange with multiple tiers. If an 
exchange in a foreign country has more 
than one tier or market level on which 
stock may be separately listed or trad-
ed, each such tier shall be treated as a 
separate exchange. 

(d) Stock in certain PFICs—(1) General 
rule. Except as provided in paragraph 
(d)(2) of this section, a foreign corpora-
tion is a corporation described in sec-
tion 1296(e)(1)(B), and paragraph (a)(2) 
of this section, if the foreign corpora-
tion offers for sale or has outstanding 
stock of which it is the issuer and 
which is redeemable at its net asset 
value and if the foreign corporation 
satisfies the following conditions with 
respect to the class of shares held by 
the electing taxpayer— 

(i) At all times during the calendar 
year, the foreign corporation has more 
than one hundred shareholders with re-
spect to the class, other than share-
holders who are related under section 
267(b); 

(ii) At all times during the calendar 
year, the class of shares of the foreign 
corporation is readily available for 
purchase by the general public at its 
net asset value and the foreign cor-
poration does not require a minimum 
initial investment of greater than 
$10,000 (U.S.); 

(iii) At all times during the calendar 
year, quotations for the class of shares 
of the foreign corporation are deter-
mined and published no less frequently 
than on a weekly basis in a widely- 
available permanent medium not con-
trolled by the issuer of the shares, such 
as a newspaper of general circulation 
or a trade publication; 

(iv) No less frequently than annually, 
independent auditors prepare financial 
statements of the foreign corporation 
that include balance sheets (state-
ments of assets, liabilities, and net as-
sets) and statements of income and ex-
penses, and those statements are made 
available to the public; 

(v) The foreign corporation is super-
vised or regulated as an investment 
company by a foreign government or 

an agency or instrumentality thereof 
that has broad inspection and enforce-
ment authority and effective oversight 
over investment companies; 

(vi) At all times during the calendar 
year, the foreign corporation has no 
senior securities authorized or out-
standing, including any debt other 
than in de minimis amounts; 

(vii) Ninety percent or more of the 
gross income of the foreign corporation 
for its taxable year is passive income, 
as defined in section 1297(a)(1) and the 
regulations thereunder; and 

(viii) The average percentage of as-
sets held by the foreign corporation 
during its taxable year which produce 
passive income or which are held for 
the production of passive income, as 
defined in section 1297(a)(2) and the 
regulations thereunder, is at least 90 
percent. 

(2) Anti-abuse rule. If a foreign cor-
poration undertakes any actions that 
have as one of their principal purposes 
the manipulation of the net asset value 
of a class of its shares, for the calendar 
year in which the manipulation occurs, 
the shares are not marketable stock 
for purposes of paragraph (d)(1) of this 
section. 

(e) [Reserved] 
(f) Special rules for regulated invest-

ment companies (RICs)—(1) General rule. 
In the case of any RIC that is offering 
for sale, or has outstanding, any stock 
of which it is the issuer and which is 
redeemable at net asset value, if the 
RIC owns directly or indirectly, as de-
fined in section 1298(a), stock in any 
passive foreign investment company, 
that stock will be treated as market-
able stock owned by that RIC for pur-
poses of section 1296. Except as pro-
vided in paragraph (f)(2) of this section, 
in the case of any other RIC that pub-
lishes net asset valuations at least an-
nually, if the RIC owns directly or indi-
rectly, as defined in section 1298(a), 
stock in any passive foreign invest-
ment company, that stock will be 
treated as marketable stock owned by 
that RIC for purposes of section 1296. 

(2) [Reserved] 
(g) Effective date. This section applies 

to shareholders whose taxable year 
ends on or after January 25, 2000 for 
stock in a foreign corporation whose 
taxable year ends with or within the 
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shareholder’s taxable year. In addition, 
shareholders may elect to apply these 
regulations to any taxable year begin-
ning after December 31, 1997, for stock 
in a foreign corporation whose taxable 
year ends with or within the share-
holder’s taxable year. 

[T.D. 8867, 65 FR 3819, Jan. 25, 2000. Redesig-
nated and amended by T.D. 9123, 69 FR 24073, 
May 3, 2004] 

§ 1.1297–0 Table of contents. 
This section contains a listing of the 

headings for § 1.1297–3. 

§ 1.1297–3 Deemed sale or deemed dividend elec-
tion by a U.S. person that is a shareholder of 
a section 1297(e) PFIC. 

(a) In general. 
(b) Application of deemed sale election 

rules. 
(1) Eligibility to make the deemed sale 

election. 
(2) Effect of the deemed sale election. 
(3) Time for making the deemed sale elec-

tion. 
(4) Manner of making the deemed sale elec-

tion. 
(5) Adjustments to basis. 
(6) Treatment of holding period. 
(c) Application of deemed dividend election 

rules. 
(1) Eligibility to make the deemed dividend 

election. 
(2) Effect of the deemed dividend election. 
(3) Post-1986 earnings and profits defined. 
(4) Time for making the deemed dividend 

election. 
(5) Manner of making the deemed dividend 

election. 
(6) Adjustments to basis. 
(7) Treatment of holding period. 
(8) Coordination with section 959(e). 
(d) CFC qualification date. 
(e) Late purging elections requiring special 

consent. 
(1) In general. 
(2) Prejudice to the interests of the U.S. 

government. 
(3) Procedural requirements. 
(4) Time and manner of making late elec-

tion. 
(5) Multiple late elections. 
(f) Effective/applicability date. 

[T.D. 9360, 72 FR 54821, Sept. 27, 2007] 

§ 1.1297–3 Deemed sale or deemed divi-
dend election by a U.S. person that 
is a shareholder of a section 1297(e) 
PFIC. 

(a) In general. A shareholder (as de-
fined in § 1.1291–9(j)(3)) of a foreign cor-
poration that is a section 1297(e) pas-

sive foreign investment company 
(PFIC) (as defined in § 1.1291–9(j)(2)(v)) 
with respect to such shareholder, shall 
be treated for tax purposes as holding 
stock in a PFIC and therefore con-
tinues to be subject to taxation under 
section 1291 unless the shareholder 
makes a purging election under section 
1298(b)(1). A purging election under sec-
tion 1298(b)(1) is made under rules simi-
lar to the rules of section 1291(d)(2). 
Section 1291(d)(2) allows a shareholder 
to purge the continuing PFIC taint by 
either making a deemed sale election 
or a deemed dividend election. 

(b) Application of deemed sale election 
rules—(1) Eligibility to make the deemed 
sale election. A shareholder of a foreign 
corporation that is a section 1297(e) 
PFIC with respect to such shareholder 
may make a deemed sale election 
under section 1298(b)(1) by applying the 
rules of this paragraph (b). 

(2) Effect of the deemed sale election. A 
shareholder making the deemed sale 
election with respect to a section 
1297(e) PFIC shall be treated as having 
sold all of its stock in the section 
1297(e) PFIC for its fair market value 
on the controlled foreign corporation 
(CFC) qualification date, as defined in 
paragraph (d) of this section. A deemed 
sale under this section is treated as a 
disposition subject to taxation under 
section 1291. Thus, the gain from the 
deemed sale is taxed as an excess dis-
tribution received on the CFC quali-
fication date. In the case of an election 
made by an indirect shareholder, the 
amount of gain to be recognized and 
taxed as an excess distribution is the 
amount of gain that the direct owner 
of the stock of the PFIC would have re-
alized on an actual sale or disposition 
of the stock of the PFIC indirectly 
owned by the shareholder. Any loss re-
alized on the deemed sale is not recog-
nized. After the deemed sale election, 
the shareholder’s stock with respect to 
which the election was made under this 
paragraph (b) shall not be treated as 
stock in a PFIC and the shareholder 
shall not be subject to taxation under 
section 1291 with respect to such stock 
unless the qualified portion of the 
shareholder’s holding period ends, as 
determined under section 1297(e)(2), and 
the foreign corporation thereafter 
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qualifies as a PFIC under section 
1297(a). 

(3) Time for making the deemed sale 
election. Except as provided in para-
graph (e) of this section, a shareholder 
shall make the deemed sale election 
under this paragraph (b) and section 
1298(b)(1) in the shareholder’s original 
or amended return for the taxable year 
that includes the CFC qualification 
date (election year). If the deemed sale 
election is made in an amended return, 
the return must be filed by a date that 
is within three years of the due date, as 
extended under section 6081, of the 
original return for the election year. 

(4) Manner of making the deemed sale 
election. A shareholder makes the 
deemed sale election under this para-
graph (b) by filing Form 8621, ‘‘Return 
by a Shareholder of a Passive Foreign 
Investment Company or Qualified 
Electing Fund’’, with the return of the 
shareholder for the election year, re-
porting the gain as an excess distribu-
tion pursuant to section 1291(a) as if 
such sale occurred under section 
1291(d)(2), and paying the tax and inter-
est due on the excess distribution. A 
shareholder that makes the deemed 
sale election after the due date of the 
return (determined without regard to 
extensions) for the election year must 
pay additional interest, pursuant to 
section 6601, on the amount of under-
payment of tax for that year. An elect-
ing shareholder that realizes a loss 
shall report the loss on Form 8621, but 
shall not recognize the loss. 

(5) Adjustments to basis. A shareholder 
that makes the deemed sale election 
increases its adjusted basis of the PFIC 
stock owned directly by the amount of 
gain recognized on the deemed sale. If 
the shareholder makes the deemed sale 
election with respect to a PFIC of 
which it is an indirect shareholder, the 
shareholder’s adjusted basis of the 
stock or other property owned directly 
by the shareholder, through which 
ownership of the PFIC is attributed to 
the shareholder, is increased by the 
amount of gain recognized by the 
shareholder. In addition, solely for pur-
poses of determining the subsequent 
treatment under the Internal Revenue 
Code (Code) and regulations of a share-
holder of the stock of the PFIC, the ad-
justed basis of the direct owner of the 

stock of the PFIC is increased by the 
amount of gain recognized on the 
deemed sale. A shareholder shall not 
adjust the basis of any stock with re-
spect to which the shareholder realized 
a loss on the deemed sale, which loss is 
not recognized under paragraph (b)(2) 
of this section. 

(6) Treatment of holding period. If a 
shareholder of a foreign corporation 
has made a deemed sale election, then, 
for purposes of applying sections 1291 
through 1298 to such shareholder after 
the deemed sale, the shareholder’s 
holding period in the stock of the for-
eign corporation begins on the CFC 
qualification date, without regard to 
whether the shareholder recognized 
gain on the deemed sale. For other pur-
poses of the Code and regulations, this 
holding period rule does not apply. 

(c) Application of deemed dividend elec-
tion rules—(1) Eligibility to make the 
deemed dividend election. A shareholder 
of a foreign corporation that is a sec-
tion 1297(e) PFIC with respect to such 
shareholder may make the deemed div-
idend election under the rules of this 
paragraph (c). A deemed dividend elec-
tion may be made by a shareholder 
whose pro rata share of the post-1986 
earnings and profits of the PFIC attrib-
utable to the PFIC stock held on the 
CFC qualification date is zero. 

(2) Effect of the deemed dividend elec-
tion. A shareholder making the deemed 
dividend election with respect to a sec-
tion 1297(e) PFIC shall include in in-
come as a dividend its pro rata share of 
the post-1986 earnings and profits of 
the PFIC attributable to all of the 
stock it held, directly or indirectly on 
the CFC qualification date, as defined 
in paragraph (d) of this section. The 
deemed dividend is taxed under section 
1291 as an excess distribution received 
on the CFC qualification date. The ex-
cess distribution determined under this 
paragraph (c) is allocated under section 
1291(a)(1)(A) only to each day of the 
shareholder’s holding period of the 
stock during which the foreign cor-
poration qualified as a PFIC. For pur-
poses of the preceding sentence, the 
shareholder’s holding period of the 
PFIC stock ends on the day before the 
CFC qualification date. After the 
deemed dividend election, the share-
holder’s stock with respect to which 
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the election was made under this para-
graph (c) shall not be treated as stock 
in a PFIC and the shareholder shall not 
be subject to taxation under section 
1291 with respect to such stock unless 
the qualified portion of the share-
holder’s holding period ends, as deter-
mined under section 1297(e)(2), and the 
foreign corporation thereafter qualifies 
as a PFIC under section 1297(a). 

(3) Post-1986 earnings and profits de-
fined—(i) In general—(A) General rule. 
For purposes of this section, the term 
post-1986 earnings and profits means 
the post-1986 undistributed earnings, 
within the meaning of section 902(c)(1) 
(determined without regard to section 
902(c)(3)), as of the day before the CFC 
qualification date, that were accumu-
lated and not distributed in taxable 
years of the PFIC beginning after 1986 
and during which it was a PFIC, with-
out regard to whether the earnings re-
lated to a period during which the 
PFIC was a CFC. 

(B) Special rule. If the CFC qualifica-
tion date is a day that is after the first 
day of the taxable year, the term post- 
1986 earnings and profits means the 
post-1986 undistributed earnings, with-
in the meaning of section 902(c)(1) (de-
termined without regard to section 
902(c)(3)), as of the close of the taxable 
year that includes the CFC qualifica-
tion date. For purposes of this com-
putation, only earnings and profits ac-
cumulated in taxable years during 
which the foreign corporation was a 
PFIC shall be taken into account, but 
without regard to whether the earnings 
related to a period during which the 
PFIC was a CFC. 

(ii) Pro rata share of post-1986 earnings 
and profits attributable to shareholder’s 
stock—(A) In general. A shareholder’s 
pro rata share of the post-1986 earnings 
and profits of the PFIC attributable to 
the stock held by the shareholder on 
the CFC qualification date is the 
amount of post-1986 earnings and prof-
its of the PFIC accumulated during 
any portion of the shareholder’s hold-
ing period ending at the close of the 
day before the CFC qualification date 
and attributable, under the principles 
of section 1248 and the regulations 
under that section, to the PFIC stock 
held on the CFC qualification date. 

(B) Reduction for previously taxed 
amounts. A shareholder’s pro rata share 
of the post-1986 earnings and profits of 
the PFIC does not include any amount 
that the shareholder demonstrates to 
the satisfaction of the Commissioner 
(in the manner provided in paragraph 
(c)(5)(ii) of this section) was, pursuant 
to another provision of the law, pre-
viously included in the income of the 
shareholder, or of another U.S. person 
if the shareholder’s holding period of 
the PFIC stock includes the period dur-
ing which the stock was held by that 
other U.S. person. 

(4) Time for making the deemed divi-
dend election. Except as provided in 
paragraph (e) of this section, the share-
holder shall make the deemed dividend 
election under this paragraph (c) and 
section 1298(b)(1) in the shareholder’s 
original or amended return for the tax-
able year that includes the CFC quali-
fication date (election year). If the 
deemed dividend election is made in an 
amended return, the return must be 
filed by a date that is within three 
years of the due date, as extended 
under section 6081, of the original re-
turn for the election year. 

(5) Manner of making the deemed divi-
dend election—(i) In general. A share-
holder makes the deemed dividend 
election by filing Form 8621 and the at-
tachment to Form 8621 described in 
paragraph (c)(5)(ii) of this section with 
the return of the shareholder for the 
election year, reporting the deemed 
dividend as an excess distribution pur-
suant to section 1291(a)(1), and paying 
the tax and interest due on the excess 
distribution. A shareholder that makes 
the deemed dividend election after the 
due date of the return (determined 
without regard to extensions) for the 
election year must pay additional in-
terest, pursuant to section 6601, on the 
amount of underpayment of tax for 
that year. 

(ii) Attachment to Form 8621. The 
shareholder must attach a schedule to 
Form 8621 that demonstrates the cal-
culation of the shareholder’s pro rata 
share of the post-1986 earnings and 
profits of the PFIC that is treated as 
distributed to the shareholder on the 
CFC qualification date, pursuant to 
this paragraph (c). If the shareholder is 
claiming an exclusion from its pro rata 
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share of the post-1986 earnings and 
profits for an amount previously in-
cluded in its income or the income of 
another U.S. person, the shareholder 
must include the following informa-
tion: 

(A) The name, address and taxpayer 
identification number of each U.S. per-
son that previously included an 
amount in income, the amount pre-
viously included in income by each 
such U.S. person, the provision of law, 
pursuant to which the amount was pre-
viously included in income, and the 
taxable year or years of inclusion of 
each amount. 

(B) A description of the transaction 
pursuant to which the shareholder ac-
quired, directly or indirectly, the stock 
of the PFIC from another U.S. person, 
and the provision of law pursuant to 
which the shareholder’s holding period 
includes the period the other U.S. per-
son held the CFC stock. 

(6) Adjustments to basis. A shareholder 
that makes the deemed dividend elec-
tion increases its adjusted basis of the 
stock of the PFIC owned directly by 
the shareholder by the amount of the 
deemed dividend. If the shareholder 
makes the deemed dividend election 
with respect to a PFIC of which it is an 
indirect shareholder, the shareholder’s 
adjusted basis of the stock or other 
property owned directly by the share-
holder, through which ownership of the 
PFIC is attributed to the shareholder, 
is increased by the amount of the 
deemed dividend. In addition, solely for 
purposes of determining the subsequent 
treatment under the Code and regula-
tions of a shareholder of the stock of 
the PFIC, the adjusted basis of the di-
rect owner of the stock of the PFIC is 
increased by the amount of the deemed 
dividend. 

(7) Treatment of holding period. If the 
shareholder of a foreign corporation 
has made a deemed dividend election, 
then, for purposes of applying sections 
1291 through 1298 to such shareholder 
after the deemed dividend, the share-
holder’s holding period of the stock of 
the foreign corporation begins on the 
CFC qualification date. For other pur-
poses of the Code and regulations, this 
holding period rule does not apply. 

(8) Coordination with section 959(e). 
For purposes of section 959(e), the en-

tire deemed dividend is treated as hav-
ing been included in gross income 
under section 1248(a). 

(d) CFC qualification date. For pur-
poses of this section, the CFC qualifica-
tion date is the first day on which the 
qualified portion of the shareholder’s 
holding period in the section 1297(e) 
PFIC begins, as determined under sec-
tion 1297(e). 

(e) Late purging elections requiring spe-
cial consent—(1) In general. This section 
prescribes the exclusive rules under 
which a shareholder of a section 1297(e) 
PFIC may make a section 1298(b)(1) 
election after the time prescribed in 
paragraph (b)(3) or (c)(4) of this section 
for making a deemed sale or a deemed 
dividend election has elapsed (late 
purging election). Therefore, a share-
holder may not seek such relief under 
any other provisions of the law, includ-
ing § 301.9100–3 of this chapter. A share-
holder may request the consent of the 
Commissioner to make a late deemed 
sale or deemed dividend election for 
the taxable year of the shareholder 
that includes the CFC qualification 
date provided the shareholder satisfies 
the requirements set forth in this para-
graph (e). The Commissioner may, in 
his discretion, grant relief under this 
paragraph (e) only if— 

(i) In a case where the shareholder is 
requesting consent under this para-
graph (e) after December 31, 2005, the 
shareholder requests such consent be-
fore a representative of the Internal 
Revenue Service (IRS) raises upon 
audit the PFIC status of the foreign 
corporation for any taxable year of the 
shareholder; 

(ii) The shareholder has agreed in a 
closing agreement with the Commis-
sioner, described in paragraph (e)(3) of 
this section, to eliminate any prejudice 
to the interests of the U.S. govern-
ment, as determined under paragraph 
(e)(2) of this section, as a consequence 
of the shareholder’s inability to file 
amended returns for its taxable year in 
which the CFC qualification date falls 
or an earlier closed taxable year in 
which the shareholder has taken a po-
sition that is inconsistent with the 
treatment of the foreign corporation as 
a PFIC; and 
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(iii) The shareholder satisfies the 
procedural requirements set forth in 
paragraph (e)(3) of this section. 

(2) Prejudice to the interests of the U.S. 
government. The interests of the U.S. 
government are prejudiced if granting 
relief would result in the shareholder 
having a lower tax liability (other than 
by a de minimis amount), taking into 
account applicable interest charges, for 
the taxable year that includes the CFC 
qualification date (or a prior taxable 
year in which the taxpayer took a posi-
tion on a return that was inconsistent 
with the treatment of the foreign cor-
poration as a PFIC) than the share-
holder would have had if the share-
holder had properly made the section 
1298(b)(1) election in the time pre-
scribed in paragraph (b)(2) or (c)(3) of 
this section (or had not taken a posi-
tion in a return for an earlier year that 
was inconsistent with the status of the 
foreign corporation as a PFIC). The 
time value of money is taken into ac-
count for purposes of this computation. 

(3) Procedural requirements—(i) In gen-
eral. The amount due with respect to a 
late purging election is determined in 
the same manner as if the purging elec-
tion had been timely filed. However, 
the shareholder is also liable for inter-
est on the amount due, pursuant to sec-
tion 6601, determined for the period be-
ginning on the due date (without ex-
tensions) for the taxpayer’s income tax 
return for the year in which the CFC 
qualification date falls and ending on 
the date the late purging election is 
filed with the IRS. 

(ii) Filing instructions. A late purging 
election is made by filing a completed 
Form 8621–A, ‘‘Return by a Shareholder 
Making Certain Late Elections to End 
Treatment as a Passive Foreign Invest-
ment Company.’’ 

(4) Time and manner of making late 
election—(i) Time for making a late purg-
ing election. A shareholder may make a 
late purging election in the manner 
provided in paragraph (e)(4)(ii) of this 
section at any time. The date the elec-
tion is filed with the IRS will deter-
mine the amount of interest due under 
paragraph (e)(3) of this section. 

(ii) Manner of making a late purging 
election. A shareholder makes a late 
purging election by completing Form 
8621–A in the manner required by that 

form and this section and filing that 
form with the Internal Revenue Serv-
ice, DP 8621–A, Ogden, UT 84201. 

(5) Multiple late elections—(i) General 
rule. A shareholder of a foreign cor-
poration may make multiple late purg-
ing elections under the rules of this 
paragraph (e) or § 1.1298–3(e) to the 
same extent such multiple purging 
elections could have been made if those 
purging elections had been filed within 
the time prescribed under paragraph 
(b)(3) or (c)(4) of this section or § 1.1298– 
3(b)(3) or (c)(4). 

(ii) Example. The rule of this para-
graph (e)(5) is illustrated by the fol-
lowing example: 

Example. (i) In 1991, X, a U.S. person, ac-
quired a five percent interest in the stock of 
FC, a controlled foreign corporation, as de-
fined in section 957(a). In years 1991, 1992, 
1995, 1996 and 1997, FC satisfied either the in-
come test or the asset test of section 1297(a). 
X did not make a QEF election with regard 
to FC. In years 1993 and 1994, FC did not sat-
isfy either the income or the asset test of 
section 1297(a). In 1998, X acquired additional 
stock in FC such that X was a U.S. share-
holder (as defined in section 951(b)) of FC. 

(ii) Because FC qualified as a PFIC in 1991, 
FC will be treated as a PFIC with respect to 
all of the stock held by X, under the ‘‘once a 
PFIC always a PFIC’’ rule of section 
1298(b)(1), unless X makes an election to 
purge the PFIC taint. Because X ceased to 
satisfy either the income or asset test in 
1993, X could have made an election under 
§ 1.1298–3 to purge the PFIC taint of FC for 
that year if X had filed such an election 
within the time prescribed under § 1.1298– 
3(b)(3) or (c)(4). If X had done so, the stock X 
held in FC would not be treated as stock in 
a PFIC for the years 1993 and 1994. Because X 
became a U.S. shareholder of FC in 1998, X 
then could have made a deemed sale or 
deemed dividend election under this section 
to purge the PFIC taint of FC for the years 
1995 through 1997 if X had filed within the 
time prescribed under paragraph (b)(3) or 
(c)(4) of this section. Accordingly, X may 
make a late purging election to purge the 
PFIC taint of FC for the years 1991 and 1992 
under the rules of § 1.1298–3(e) and may also 
make a late purging election to purge the 
PFIC taint of FC for the years 1995 through 
1997 under the rules of this paragraph (e). 

(f) Effective/applicability date. The 
rules of this section are applicable as of 
December 8, 2005. 

[T.D. 9360, 72 FR 54821, Sept. 27, 2007, as 
amended by T.D. 9360, 72 FR 58758, Oct. 17, 
2007] 
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§ 1.1298–0 Table of contents. 
This section contains a listing of the 

paragraph headings for § 1.1298–3. 

§ 1.1298–3 Deemed sale or deemed dividend elec-
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(2) Effect of the deemed sale election. 
(3) Time for making the deemed sale elec-
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rules. 
(1) Eligibility to make the deemed dividend 

election. 
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(3) Procedural requirements. 
(4) Time and manner of making late elec-
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(5) Multiple late elections. 
(f) Effective/applicability date. 

[T.D. 9360, 72 FR 54824, Sept. 27, 2007] 

§ 1.1298–3 Deemed sale or deemed divi-
dend election by a U.S. person that 
is a shareholder of a former PFIC. 

(a) In general. A shareholder (as de-
fined in § 1.1291–9(j)(3)) of a foreign cor-
poration that is a former PFIC, (as de-
fined in § 1.1291–9(j)(2)(iv)) with respect 
to such shareholder, shall be treated 
for tax purposes as holding stock in a 
PFIC and therefore continues to be 
subject to taxation under section 1291 
unless the shareholder makes a purging 
election under section 1298(b)(1). A 
purging election under section 
1298(b)(1) is made under rules similar to 
the rules of section 1291(d)(2). Section 
1291(d)(2) allows a shareholder to purge 
the continuing PFIC taint by making 

either a deemed sale election or a 
deemed dividend election. 

(b) Application of deemed sale election 
rules—(1) Eligibility to make the deemed 
sale election. A shareholder of a foreign 
corporation that is a former PFIC with 
respect to such shareholder may make 
a deemed sale election under section 
1298(b)(1) by applying the rules of this 
paragraph (b). 

(2) Effect of deemed sale election. A 
shareholder making the deemed sale 
election with respect to a former PFIC 
shall be treated as having sold all its 
stock in the former PFIC for its fair 
market value on the termination date, 
as defined in paragraph (d) of this sec-
tion. A deemed sale is treated as a dis-
position subject to taxation under sec-
tion 1291. Thus, gain from the deemed 
sale is taxed under section 1291 as an 
excess distribution received on the ter-
mination date. In the case of an elec-
tion made by an indirect shareholder, 
the amount of gain to be recognized 
and taxed as an excess distribution is 
the amount of gain that the direct 
owner of the stock of the PFIC would 
have realized on an actual sale or dis-
position of the stock of the PFIC indi-
rectly owned by the shareholder. Any 
loss realized on the deemed sale is not 
recognized. After the deemed sale elec-
tion, the shareholder’s stock with re-
spect to which the election was made 
under this paragraph (b) shall not be 
treated as stock in a PFIC and the 
shareholder shall not be subject to tax-
ation under section 1291 with respect to 
such stock unless the foreign corpora-
tion thereafter qualifies as a PFIC 
under section 1297(a). 

(3) Time for making the deemed sale 
election. Except as provided in para-
graph (e) of this section, the share-
holder shall make the deemed sale 
election under this paragraph (b) and 
section 1298(b)(1) in the shareholder’s 
original or amended return for the tax-
able year that includes the termination 
date (election year). If the deemed sale 
election is made in an amended return, 
the return must be filed by a date that 
is within three years of the due date, as 
extended under section 6081, of the 
original return for the election year. 

(4) Manner of making the deemed sale 
election. A shareholder makes the 
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deemed sale election under this para-
graph (b) by filing Form 8621 (‘‘Return 
by a Shareholder of a Passive Foreign 
Investment Company or Qualified 
Electing Fund’’) with the return of the 
shareholder for the election year, re-
porting the gain as an excess distribu-
tion pursuant to section 1291(a) as if 
such deemed sale occurred under sec-
tion 1291(d)(2), and paying the tax and 
interest due on the excess distribution. 
A shareholder that makes the deemed 
sale election after the due date of the 
return (determined without regard to 
extensions) for the election year must 
pay additional interest, pursuant to 
section 6601, on the amount of under-
payment of tax for that year. An elect-
ing shareholder that realizes a loss 
shall report the loss on Form 8621, but 
shall not recognize the loss. 

(5) Adjustments to basis. A shareholder 
that makes the deemed sale election 
increases its adjusted basis of the PFIC 
stock owned directly by the amount of 
gain recognized on the deemed sale. If 
the shareholder makes the deemed sale 
election with respect to a PFIC of 
which it is an indirect shareholder, the 
shareholder’s adjusted basis of the 
stock or other property owned directly 
by the shareholder, through which 
ownership of the PFIC is attributed to 
the shareholder, is increased by the 
amount of gain recognized by the 
shareholder. In addition, solely for pur-
poses of determining the subsequent 
treatment under the Code and regula-
tions of a shareholder of the stock of 
the PFIC, the adjusted basis of the di-
rect owner of the stock of the PFIC is 
increased by the amount of gain recog-
nized on the deemed sale. A share-
holder shall not adjust the basis of any 
stock with respect to which the share-
holder realized a loss on the deemed 
sale, but which loss is not recognized 
under paragraph (b)(2) of this section. 

(6) Treatment of holding period. If a 
shareholder of a foreign corporation 
has made a deemed sale election, then, 
for purposes of applying sections 1291 
through 1298 to such shareholder after 
the deemed sale, the shareholder’s 
holding period in the stock of the for-
eign corporation begins on the day fol-
lowing the termination, without regard 
to whether the shareholder recognized 
gain on the deemed sale. For other pur-

poses of the Code and regulations, this 
holding period rule does not apply. 

(c) Application of deemed dividend elec-
tion rules—(1) Eligibility to make the 
deemed dividend election. A shareholder 
of a foreign corporation that is a 
former PFIC with respect to such 
shareholder may make the deemed div-
idend election under the rules of this 
paragraph (c) provided the foreign cor-
poration was a controlled foreign cor-
poration (as defined in section 957(a) 
(CFC)) during its last taxable year as a 
PFIC. A shareholder may make the 
deemed dividend election without re-
gard to whether the shareholder is a 
United States shareholder within the 
meaning of section 951(b). A deemed 
dividend election may be made by a 
shareholder whose pro rata share of the 
post-1986 earnings and profits of the 
PFIC attributable to the PFIC stock 
held on the termination date is zero. 

(2) Effect of the deemed dividend elec-
tion. A shareholder making the deemed 
dividend election with respect to a 
former PFIC shall include in income as 
a dividend its pro rata share of the 
post-1986 earnings and profits of the 
PFIC attributable to all of the stock it 
held, directly or indirectly on the ter-
mination date, as defined in paragraph 
(d) of this section. The deemed divi-
dend is taxed under section 1291 as an 
excess distribution received on the ter-
mination date. The excess distribution 
determined under this paragraph (c) is 
allocated under section 1291(a)(1)(A) 
only to each day of the shareholder’s 
holding period of the stock during 
which the foreign corporation qualified 
as a PFIC. For purposes of the pre-
ceding sentence, the shareholder’s 
holding period of the PFIC stock ends 
on the termination date. After the 
deemed dividend election, the share-
holder’s stock with respect to which 
the election was made under this para-
graph (c) shall not be treated as stock 
in a PFIC and the shareholder shall not 
be subject to taxation under section 
1291 with respect to such stock unless 
the foreign corporation thereafter 
qualifies as a PFIC under section 
1297(a). 

(3) Post-1986 earnings and profits de-
fined: (i) In general. For purposes of this 
section, the term post-1986 earnings and 
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profits means the post-1986 undistrib-
uted earnings, within the meaning of 
section 902(c)(1) (determined without 
regard to section 902(c)(3)), as of the 
close of the taxable year that includes 
the termination date. For purposes of 
this computation, only earnings and 
profits accumulated in taxable years 
during which the foreign corporation 
was a PFIC shall be taken into ac-
count, without regard to whether the 
earnings relate to a period during 
which the PFIC was a CFC. 

(ii) Pro rata share of post-1986 earnings 
and profits attributable to shareholder’s 
stock: (A) In general. A shareholder’s 
pro rata share of the post-1986 earnings 
and profits of the PFIC attributable to 
the stock held by the shareholder on 
the termination date is the amount of 
post-1986 earnings and profits of the 
PFIC accumulated during any portion 
of the shareholder’s holding period end-
ing at the close of the termination date 
and attributable, under the principles 
of section 1248 and the regulations 
under that section, to the PFIC stock 
held on the termination date. 

(B) Reduction for previously taxed 
amounts. A shareholder’s pro rata share 
of the post-1986 earnings and profits of 
the PFIC does not include any amount 
that the shareholder demonstrates to 
the satisfaction of the Commissioner 
(in the manner provided in paragraph 
(c)(5)(ii) of this section) was, pursuant 
to another provision of the law, pre-
viously included in the income of the 
shareholder, or of another U.S. person 
if the shareholder’s holding period of 
the PFIC stock includes the period dur-
ing which the stock was held by that 
other U.S. person. 

(4) Time for making the deemed divi-
dend election. Except as provided in 
paragraph (e) of this section, the share-
holder shall make the deemed dividend 
election under this paragraph (c) and 
section 1298(b)(1) in the shareholder’s 
original or amended return for the tax-
able year that includes the termination 
date (election year). If the deemed divi-
dend election is made in an amended 
return, the return must be filed by a 
date that is within three years of the 
due date, as extended under section 
6081, of the original return for the elec-
tion year. 

(5) Manner of making the deemed divi-
dend election: (i) In general. A share-
holder makes the deemed dividend 
election by filing Form 8621 and the at-
tachment to Form 8621 described in 
paragraph (c)(5)(ii) of this section with 
the return of the shareholder for the 
election year, reporting the deemed 
dividend as an excess distribution pur-
suant to section 1291(a)(1), and paying 
the tax and interest due on the excess 
distribution. A shareholder that makes 
the deemed dividend election after the 
due date of the return (determined 
without regard to extensions) for the 
election year must pay additional in-
terest, pursuant to section 6601, on the 
amount of underpayment of tax for 
that year. 

(ii) Attachment to Form 8621. The 
shareholder must attach a schedule to 
Form 8621 that demonstrates the cal-
culation of the shareholder’s pro rata 
share of the post-1986 earnings and 
profits of the PFIC that is treated as 
distributed to the shareholder on the 
termination date pursuant to this 
paragraph (c). If the shareholder is 
claiming an exclusion from its pro rata 
share of the post-1986 earnings and 
profits for an amount previously in-
cluded in its income or the income of 
another U.S. person, the shareholder 
must include the following informa-
tion: 

(A) The name, address, and taxpayer 
identification number of each U.S. per-
son that previously included an 
amount in income, the amount pre-
viously included in income by each 
such U.S. person, the provision of law 
pursuant to which the amount was pre-
viously included in income, and the 
taxable year or years of inclusion of 
each amount. 

(B) A description of the transaction 
pursuant to which the shareholder ac-
quired, directly or indirectly, the stock 
of the PFIC from another U.S. person, 
and the provision of law pursuant to 
which the shareholder’s holding period 
includes the period the other U.S. per-
son held the CFC stock. 

(6) Adjustments to basis. A shareholder 
that makes the deemed dividend elec-
tion increases its adjusted basis of the 
stock of the PFIC owned directly by 
the shareholder by the amount of the 
deemed dividend. If the shareholder 
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makes the deemed dividend election 
with respect to a PFIC of which it is an 
indirect shareholder, the shareholder’s 
adjusted basis of the stock or other 
property owned directly by the share-
holder, through which ownership of the 
PFIC is attributed to the shareholder, 
is increased by the amount of the 
deemed dividend. In addition, solely for 
purposes of determining the subsequent 
treatment under the Code and regula-
tions of a shareholder of the stock of 
the PFIC, the adjusted basis of the di-
rect owner of the stock of the PFIC is 
increased by the amount of the deemed 
dividend. 

(7) Treatment of holding period. If the 
shareholder of a foreign corporation 
has made a deemed dividend election, 
then, for purposes of applying sections 
1291 through 1298 to such shareholder 
after the deemed dividend, the share-
holder’s holding period of the stock of 
the foreign corporation begins on the 
day following the termination date. 
For other purposes of the Code and reg-
ulations, this holding period rule does 
not apply. 

(8) Coordination with section 959(e). 
For purposes of section 959(e), the en-
tire deemed dividend is treated as hav-
ing been included in gross income 
under section 1248(a). 

(d) Termination date. For purposes of 
this section, the termination date is 
the last day of the last taxable year of 
the foreign corporation during which it 
qualified as a PFIC under section 
1297(a). 

(e) Late purging elections requiring spe-
cial consent—(1) In general. This section 
prescribes the exclusive rules under 
which a shareholder of a former PFIC 
may make a section 1298(b)(1) election 
after the time prescribed in paragraph 
(b)(3) or (c)(4) of this section for mak-
ing a deemed sale or a deemed dividend 
election has elapsed (late purging elec-
tion). Therefore, a shareholder may not 
seek such relief under any other provi-
sions of the law, including § 301.9100–3 
of this chapter. A shareholder may re-
quest the consent of the Commissioner 
to make a late purging election for the 
taxable year of the shareholder that in-
cludes the termination date provided 
the shareholder satisfies the require-
ments set forth in this paragraph (e). 
The Commissioner may, in his discre-

tion, grant relief under this paragraph 
(e) only if— 

(i) In a case where the shareholder is 
requesting consent under this para-
graph (e) after December 31, 2005, the 
shareholder requests such consent be-
fore a representative of the Internal 
Revenue Service raises upon audit the 
PFIC status of the foreign corporation 
for any taxable year of the shareholder; 

(ii) The shareholder has agreed in a 
closing agreement with the Commis-
sioner, described in paragraph (e)(3) of 
this section, to eliminate any prejudice 
to the interests of the U.S. govern-
ment, as determined under paragraph 
(e)(2) of this section, as a consequence 
of the shareholder’s inability to file 
amended returns for its taxable year in 
which the termination date falls or an 
earlier closed taxable year in which the 
shareholder has taken a position that 
is inconsistent with the treatment of 
the foreign corporation as a PFIC; and 

(iii) The shareholder satisfies the 
procedural requirements set forth in 
paragraph (e)(3) of this section. 

(2) Prejudice to the interests of the U.S. 
government. The interests of the U.S. 
government are prejudiced if granting 
relief would result in the shareholder 
having a lower tax liability (other than 
by a de minimis amount), taking into 
account applicable interest charges, for 
the taxable year that includes the ter-
mination date (or a prior taxable year 
in which the taxpayer took a position 
on a return that was inconsistent with 
the treatment of the foreign corpora-
tion as a PFIC) than the shareholder 
would have had if the shareholder had 
properly made the section 1298(b)(1) 
election in the time prescribed in para-
graph (b)(2) or (c)(3) of this section (or 
had not taken a position in a return for 
an earlier year that was inconsistent 
with the status of the foreign corpora-
tion as a PFIC). The time value of 
money is taken into account for pur-
poses of this computation. 

(3) Procedural requirements—(i) In gen-
eral. The amount due with respect to a 
late purging election is determined in 
the same manner as if the purging elec-
tion had been timely filed. However, 
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the shareholder is also liable for inter-
est on the amount due, pursuant to sec-
tion 6601, determined for the period be-
ginning on the due date (without ex-
tensions) for the taxpayer’s income tax 
return for the year in which the termi-
nation date falls and ending on the 
date the late purging election is filed 
with the IRS. 

(ii) Filing instructions. A late purging 
election is made by filing a completed 
Form 8621–A, ‘‘Return by a Shareholder 
Making Certain Late Elections to End 
Treatment as a Passive Foreign Invest-
ment Company.’’ 

(4) Time and manner of making late 
election—(i) Time for making a late purg-
ing election. A shareholder may make a 
late purging election in the manner 
provided in paragraph (e)(4)(ii) of this 
section at any time. The date the elec-
tion is filed with the IRS will deter-
mine the amount of interest due under 
paragraph (e)(3) of this section. 

(ii) Manner of making a late purging 
election. A shareholder makes a late 
purging election by completing Form 
8621–A in the manner required by that 
form and this section and filing that 
form with the Internal Revenue Serv-
ice, DP 8621–A, Ogden, UT 84201. 

(5) Multiple late elections. For rules re-
garding the circumstances under which 
a shareholder of a foreign corporation 
may make multiple late purging elec-
tions under this paragraph (e) or 
§ 1.1297–3(e), see § 1.1297–3(e)(5). 

(f) Effective/applicability date. The 
rules of this section are applicable as of 
December 8, 2005. 

[T.D. 9231, 70 FR 72915, Dec. 8, 2005, as amend-
ed by T.D. 9360, 72 FR 54824, Sept. 27, 2007] 

INCOME AVERAGING 

§ 1.1301–1 Averaging of farm and fish-
ing income. 

(a) Overview. An individual engaged 
in a farming or fishing business may 
make a farm income averaging election 
to compute current year (election year) 
income tax liability under section 1 by 
averaging, over the prior three-year pe-
riod (base years), all or a portion of the 
individual’s current year electible farm 
income as defined in paragraph (e) of 
this section. Electible farm income in-
cludes income from both farming and 
fishing businesses. An individual who 

makes a farm income averaging elec-
tion— 

(1) Designates all or a portion of the 
individual’s electible farm income for 
the election year as elected farm in-
come; and 

(2) Determines the election year sec-
tion 1 tax by calculating the sum of— 

(i) The section 1 tax that would be 
imposed for the election year if taxable 
income for the year were reduced by 
elected farm income; plus 

(ii) The amount by which the section 
1 tax would be increased if taxable in-
come for each base year were increased 
by one-third of elected farm income. 

(b) Individual engaged in a farming or 
fishing business—(1) In general—(i) 
Farming or fishing business. ‘‘Farming 
business’’ has the same meaning as 
provided in section 263A(e)(4) and the 
regulations under that section. Fishing 
business means the conduct of commer-
cial fishing as defined in section 3 of 
the Magnuson-Stevens Fishery Con-
servation and Management Act (16 
U.S.C. 1802(4)). Accordingly, a fishing 
business is fishing in which the fish 
harvested are intended to or do enter 
commerce through sale, barter, or 
trade. Fishing means the catching, tak-
ing, or harvesting of fish; the at-
tempted catching, taking, or har-
vesting of fish; any activities that rea-
sonably can be expected to result in 
the catching, taking, or harvesting of 
fish; or any operations at sea in sup-
port of or in preparation for the catch-
ing, taking, or harvesting of fish. Fish-
ing does not include any scientific re-
search activity conducted by a sci-
entific research vessel. Fish means 
finfish, mollusks, crustaceans, and all 
other forms of marine animal and plant 
life, other than marine mammals and 
birds. Catching, taking, or harvesting in-
cludes activities that result in the kill-
ing of fish or the bringing of live fish 
on board a vessel. 

(ii) Exxon Valdez settlement payments. 
For purposes of this section, a qualified 
taxpayer who receives qualified settle-
ment income in any taxable year is 
treated as engaged in a fishing busi-
ness, and the income is treated as in-
come attributable to a fishing business, 
for that taxable year. A qualified tax-
payer is an individual plaintiff in the 
civil action In re Exxon Valdez, No. 89– 
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