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(e)(1) of this section begins on the lat-
est date on which any of the under-
lying loans entered repayment status 
and includes any subsequent month in 
which any of the underlying loans is in 
repayment status. 

(4) Examples. The following examples 
illustrate the rules of this paragraph 
(i): 

Example 1. Refinancing. Student P obtains a 
qualified education loan to pay for an under-
graduate degree at an eligible educational 
institution. After graduation, Student P is 
required to make monthly interest payments 
on the loan beginning in January 2000. Stu-
dent P makes the required interest payments 
for 15 months. In April 2001, Student P bor-
rows money from another lender exclusively 
to repay the first qualified education loan. 
The new loan requires interest payments to 
start immediately. At the time Student P 
must begin interest payments on the new 
loan, which is a qualified education loan, 
there are 45 months remaining of the origi-
nal 60-month period referred to in paragraph 
(e)(1) of this section. 

Example 2. Collapsed loans. To finance his 
education, Student Q obtains four separate 
qualified education loans from Lender R. The 
loans enter repayment status, and their re-
spective 60-month periods described in para-
graph (e)(1) of this section begin, in July, 
August, September, and December of 1999. 
After all of Student Q’s loans have entered 
repayment status, Lender R informs Student 
Q that Lender R will transfer all four loans 
to Lender S. Following the transfer, Lender 
S treats the loans as a single loan for loan 
servicing purposes. Lender S sends Student Q 
a single statement that shows the total prin-
cipal and interest, and does not keep sepa-
rate records with respect to each loan. With 
respect to the single collapsed loan, the 60- 
month period described in paragraph (e)(1) of 
this section begins in December 1999. 

(j) Effective date. This section is ap-
plicable to interest due and paid on 
qualified education loans after January 
21, 1999, if paid before January 1, 2002. 
Taxpayers also may apply this section 
to interest due and paid on qualified 
education loans after December 31, 
1997, but before January 21, 1999. This 
section also applies to interest due and 
paid on qualified education loans in a 
taxable year beginning after December 
31, 2010. 

[T.D. 9125, 69 FR 25492, May 7, 2004] 

SPECIAL DEDUCTIONS FOR CORPORATIONS 

§ 1.241–1 Allowance of special deduc-
tions. 

A corporation, in computing its tax-
able income, is allowed as deductions 
the items specified in Part VIII (sec-
tion 242 and following), Subchapter B, 
Chapter 1 of the Code, in addition to 
the deductions provided in part VI (sec-
tion 161 and following) Subchapter B, 
Chapter 1 of the Code. 

§ 1.242–1 Deduction for partially tax- 
exempt interest. 

A corporation is allowed a deduction 
under section 242(a) in an amount equal 
to certain interest received on obliga-
tions of the United States, or an obli-
gation of corporations organized under 
Acts of Congress which are instrumen-
talities of the United States. The inter-
est for which a deduction shall be al-
lowed is interest which is included in 
gross income and which is exempt from 
normal tax under the act, as amended 
and supplemented, which authorized 
the issuance of the obligations. The de-
duction allowed by section 242(a) is al-
lowed only for the purpose of com-
puting normal tax, and therefore, no 
deduction is allowed for such interest 
in the computation of any surtax im-
posed by Subtitle A of the Internal 
Revenue Code of 1954. 

[T.D. 7100, 36 FR 5333, Mar. 20, 1971] 

§ 1.243–1 Deduction for dividends re-
ceived by corporations. 

(a)(1) A corporation is allowed a de-
duction under section 243 for dividends 
received from a domestic corporation 
which is subject to taxation under 
Chapter 1 of the Internal Revenue Code 
of 1954. 

(2) Except as provided in section 
243(c) and in section 246, the deduction 
is: 

(i) For the taxable year, an amount 
equal to 85 percent of the dividends re-
ceived from such domestic corpora-
tions during the taxable year (other 
than dividends to which subdivision (ii) 
or (iii) of this subparagraph applies). 

(ii) For a taxable year beginning 
after September 2, 1958, an amount 
equal to 100 percent of the dividends re-
ceived from such domestic corpora-
tions if at the time of receipt of such 
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dividends the recipient corporation is a 
Federal licensee under the Small Busi-
ness Investment Act of 1958 (15 U.S.C. 
ch. 14B). However, to claim the deduc-
tion provided by section 243(a)(2) the 
company must file with its return a 
statement that it was a Federal li-
censee under the Small Business In-
vestment Act of 1958 at the time of the 
receipt of the dividends. 

(iii) For a taxable year ending after 
December 31, 1963, an amount equal to 
100 percent of the dividends received 
which are qualifying dividends, as de-
fined in section 243(b) and § 1.243–4. 

(3) To determine the amount of the 
distribution to a recipient corporation 
and the amount of the dividend, see 
§§ 1.301–1 and 1.316–1. 

(b) For limitation on the dividends 
received deduction, see section 246 and 
the regulations thereunder. 

[T.D. 6992, 34 FR 817, Jan. 18, 1969] 

§ 1.243–2 Special rules for certain dis-
tributions. 

(a) Dividends paid by mutual savings 
banks, etc. In determining the deduc-
tion provided in section 243(a), any 
amount allowed as a deduction under 
section 591 (relating to deduction for 
dividends paid by mutual savings 
banks, cooperative banks, and domes-
tic building and loan associations) 
shall not be considered as a dividend. 

(b) Dividends received from regulated 
investment companies. In determining 
the deduction provided in section 
243(a), dividends received from a regu-
lated investment company shall be sub-
ject to the limitations provided in sec-
tion 854. 

(c) Dividends received from real estate 
investment trusts. See section 857(c) and 
paragraph (d) of § 1.857–6 for special 
rules which deny a deduction under 
section 243 in the case of dividends re-
ceived from a real estate investment 
trust with respect to a taxable year for 
which such trust is taxable under Part 
II, Subchapter M, Chapter 1 of the 
Code. 

(d) Dividends received on preferred 
stock of a public utility. The deduction 
allowed by section 243(a) shall be deter-
mined without regard to any dividends 
described in section 244 (relating to 
dividends on the preferred stock of a 
public utility). That is, such deduction 

shall be determined without regard to 
any dividends received on the preferred 
stock of a public utility which is sub-
ject to taxation under Chapter 1 of the 
Code and with respect to which a de-
duction is allowed by section 247 (relat-
ing to dividends paid on certain pre-
ferred stock of public utilities). For a 
deduction with respect to such divi-
dends received on the preferred stock 
of a public utility, see section 244. If a 
deduction for dividends paid is not al-
lowable to the distributing corporation 
under section 247 with respect to the 
dividends on its preferred stock, such 
dividends received from a domestic 
public utility corporation subject to 
taxation under Chapter 1 of the Code 
are includible in determining the de-
duction allowed by section 243(a). 

[T.D. 6598, 27 FR 4092, Apr. 28, 1962, as amend-
ed by T.D. 6992, 34 FR 817, Jan. 18, 1969; T.D. 
7767, 46 FR 11264, Feb. 6, 1981] 

§ 1.243–3 Certain dividends from for-
eign corporations. 

(a) In general. (1) In determining the 
deduction provided in section 243(a), 
section 243(d) provides that a dividend 
received from a foreign corporation 
after December 31, 1959, shall be treat-
ed as a dividend from a domestic cor-
poration which is subject to taxation 
under chapter 1 of the Code, but only 
to the extent that such dividend is out 
of earnings and profits accumulated by 
a domestic corporation during a period 
with respect to which such domestic 
corporation was subject to taxation 
under Chapter 1 of the Code (or cor-
responding provisions of prior law). 
Thus, for example, if a domestic cor-
poration accumulates earnings and 
profits during a period or periods with 
respect to which it is subject to tax-
ation under Chapter 1 of the Code (or 
corresponding provisions of prior law) 
and subsequently such domestic cor-
poration reincorporates in a foreign 
country, any dividends paid out of such 
earnings and profits after such reincor-
poration are eligible for the deduction 
provided in section 243(a) (1) and (2). 

(2) Section 243(d) and this section do 
not apply to dividends paid out of earn-
ings and profits accumulated (i) by a 
corporation organized under the China 
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Trade Act, 1922, (ii) by a domestic cor-
poration during any period with re-
spect to which such corporation was 
exempt from taxation under section 501 
(relating to certain charitable, etc. or-
ganizations) or 521 (relating to farmers’ 
cooperative associations), or (iii) by a 
domestic corporation during any period 
to which section 931 (relating to in-
come from sources within possessions 
of the United States), as in effect for 
taxable years beginning before January 
1, 1976, applied. 

(b) Establishing separate earnings and 
profits accounts. A foreign corporation 
shall, for purposes of section 243(d), 
maintain a separate account for earn-
ings and profits to which it succeeds 
which were accumulated by a domestic 
corporation, and such foreign corpora-
tion shall treat such earnings and prof-
its as having been accumulated during 
the accounting periods in which earned 
by such domestic corporation. Such 
foreign corporation shall also maintain 
such a separate account for the earn-
ings and profits, or deficit in earnings 
and profits, accumulated by it or accu-
mulated by any other corporations to 
the earnings and profits of which it 
succeeds. 

(c) Effect of dividends on earnings and 
profits accounts. Dividends paid out of 
the accumulated earnings and profits 
(see section 316(a)(1) of such foreign 
corporation shall be treated as having 
been paid out of the most recently ac-
cumulated earnings and profits of such 
corporation. A deficit in an earnings 
and profits account for any accounting 
period shall reduce the most recently 
accumulated earnings and profits for a 
prior accounting period in such ac-
count. If there are no accumulated 
earnings and profits in an earnings and 
profits account because of a deficit in-
curred in a prior accounting period, 
such deficit must be restored before 
earnings and profits can be accumu-
lated in a subsequent accounting pe-
riod. If a dividend is paid out of earn-
ings and profits of a foreign corpora-
tion which maintains two or more ac-
counts (established under the provi-
sions of paragraph (b) of this section) 
with respect to two or more accounting 
periods ending on the same day, then 
the portion of such dividend considered 
as paid out of each account shall be the 

same proportion of the total dividend 
as the amount of earnings and profits 
in that account bears to the sum of the 
earnings and profits in all such ac-
counts. 

(d) Illustration. The application of the 
principles of this section in the deter-
mination of the amount of the divi-
dends received deduction may be illus-
trated by the following example: 

Example. On December 31, 1960, corporation 
X, a calendar-year corporation organized in 
the United States on January 1, 1958, consoli-
dated with corporation Y, a foreign corpora-
tion organized on January 1, 1958, which used 
an annual accounting period based on the 
calendar year, to form corporation Z, a for-
eign corporation not engaged in trade or 
business within the United States. Corpora-
tion Z is a wholly-owned subsidiary of cor-
poration M, a domestic corporation. On Jan-
uary 1, 1961, corporation Z’s accumulated 
earnings and profits of $31,000 are, under the 
provisions of paragraph (b) of this section, 
maintained in separate earnings and profits 
accounts containing the following amounts: 

Earnings and profits accumulated 
for— 

Domestic 
corp. X 

Foreign 
corp. Y 

1958 ................................................... ($1,000) $11,000 
1959 ................................................... 10,000 9,000 
1960 ................................................... 5,000 (3,000) 

Corporation Z had earnings and profits of 
$10,000 in each of the years 1961, 1962, and 1963 
and makes distributions with respect to its 
stock to corporation M for such years in the 
following amounts: 
1961 ....................................................................... $14,000 
1962 ....................................................................... 23,000 
1963 ....................................................................... 16,000 

(1) For 1961, a deduction of $3,400 is allow-
able to M with respect to the $14,000 distribu-
tion from Z, computed as follows: 
(i) Dividend from current year earnings and profits 

(1961) ................................................................. $10,000 
(ii) Dividend from earnings and profits of corpora-

tion X accumulated for 1960 .............................. 4,000 
(iii) Deduction: 85 percent of $4,000 (the amount 

distributed from the accumulated earnings and 
profits of corporation X) ..................................... 3,400 

(2) For 1962, a deduction of $6,970 is allow-
able to corporation M with respect to the 
$23,000 distribution from corporation Z, com-
puted as follows: 
(i) Dividend from current year earnings and prof-

its (1962) .......................................................... $10,000 
(ii) Dividend from earnings and 

profits of corporation X accumu-
lated for: 

1960 ................................. $1,000 
1959: $9,000 (i.e., $10,000 ¥ $1,000) 

divided by $15,000 (i.e., 
$9,000+$9,000¥$3,000) multiplied 
by $12,000 (i.e., $23,000¥$11,000) 7,200 
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Total ......................... 8,200 
(iii) Dividend from earnings and 

profits of corporation Y accumu-
lated for: 

1959: $6,000/$15,000×$12,000 ............ 4,800 
(iv) Deduction: 85 percent of 

$8,200 (the amount distributed 
from the accumulated earnings 
and profits of corporation X) ...... .................. 6,970 

(3) For 1963, a deduction of $1,530 is allow-
able to M with respect to the $16,000 distribu-
tion from Z, computed as follows: 
(i) Dividend from current year earnings and profits 

(1963) ................................................................. $10,000 
(ii) Dividend from earnings and profits of corpora-

tion X accumulated for 1959: 
Earnings and profits remaining after 1962 

distribution (i.e., $9,000¥$7,200) ............... 1,800 
(iii) Dividend from earnings and profits of corpora-

tion Y accumulated for 1959: 
Earnings and profits remaining after 1962 

distribution (i.e., $6,000¥$4,800) ............... 1,200 
1958 ................................................................ 8,000 

(iv) Deduction: 85 percent of $1,800 (the amount 
distributed from the accumulated earnings and 
profits of corporation X) ..................................... 1,530 

[T.D. 6830, 30 FR 8045, June 23, 1965, as 
amended by T.D. 9194, 70 FR 18928, Apr. 11, 
2005] 

§ 1.243–4 Qualifying dividends. 
(a) Definition of qualifying dividends— 

(1) General. For purposes of section 
243(a)(3), the term qualifying dividends 
means dividends received by a corpora-
tion if: 

(i) At the close of the day the divi-
dends are received, such corporation is 
a member of the same affiliated group 
of corporations (as defined in para-
graph (b) of this section) as the cor-
poration distributing the dividends, 

(ii) An election by such affiilated 
group under section 243(b)(2) and para-
graph (c) of this section is effective for 
the taxable years of its members which 
include such day, and 

(iii) The dividends are distributed out 
of earnings and profits specified in sub-
paragraph (2) of this paragraph. 

(2) Earnings and profits. The earnings 
and profits specified in this subpara-
graph are earnings and profits of a tax-
able year of the distributing corpora-
tion (or a predecessor corporation) 
which satisfies each of the following 
conditions: 

(i) Such year must end after Decem-
ber 31, 1963; 

(ii) On each day of such year the dis-
tributing corporation (or the prede-
cessor corporation) and the corporation 
receiving the dividends must have been 

members of the affiliated group of 
which the distributing corporation and 
the corporation receiving the dividends 
are members on the day the dividends 
are received; and 

(iii) An election under section 1562 
(relating to the election of multiple 
surtax exmptions) was never effective 
(or is no longer effective pursuant to 
section 1562(c)) for such year. 

(3) Special rule for insurance compa-
nies. Notwithstanding the provisions of 
subparagraph (2) of this paragraph, if 
an insurance company subject to tax-
ation under section 802 or 821 distrib-
utes a dividend out of earnings and 
profits of a taxable year with respect 
to which the company would have been 
a component member of a controlled 
group of corporations within the mean-
ing of section 1563 were it not for the 
application of section 1563(b)(2)(D), 
such dividend shall not be treated as a 
qualifying dividend unless an election 
under section 243(b)(2) is effective for 
such taxable year. 

(4) Predecessor corporations. For pur-
poses of this paragraph, a corporation 
shall be considered to be a predecessor 
corporation with respect to a distrib-
uting corporation if the distributing 
corporation succeeds to the earnings 
and profits of such corporation, for ex-
ample, as the result of a transaction to 
which section 381(a) applies. A distrib-
uting corporation shall, for purposes of 
this section, maintain, in respect of 
each predecessor corporation, a sepa-
rate account for earnings and profits to 
which it succeeds, and such earnings 
and profits shall be considered to be 
earnings and profits of the prede-
cessor’s taxable year in which the earn-
ings and profits were accumulated. 

(5) Mere change in form. (i) For pur-
poses of subparagraph (2)(ii) of this 
paragraph, the affiliated group in exist-
ence during the taxable year out of the 
earnings and profits of which the divi-
dend is distributed shall not be consid-
ered as a different group from that in 
existence on the day on which the divi-
dend is received merely because: 

(a) The common parent corporation 
has undergone a mere change in iden-
tity, form, or place of organization 
(within the meaning of section 
368(a)(1)(F)), or 
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(b) A newly organized corporation 
(the ‘‘acquiring corporation’’) has ac-
quired substantially all of the out-
standing stock of the common parent 
corporation (the ‘‘acquired corpora-
tion’’) solely in exchange for stock of 
such acquiring corporation, and the 
stockholders (immediately before the 
acquisition) of the acquired corpora-
tion, as a result of owning stock of the 
acquired corporation, own (imme-
diately after the acquisition) all of the 
outstanding stock of the acquiring cor-
poration. 

If a transaction described in the pre-
ceding sentence has occurred, the ac-
quiring corporation shall be treated as 
having been a member of the affiliated 
group for the entire period during 
which the acquired corporation was a 
member of such group. 

(ii) For purposes of subdivision (i) (b) 
of this subparagraph, if immediately 
before the acquisition: 

(a) The stockholders of the acquired 
corporation also owned all of the out-
standing stock of another corporation 
(the ‘‘second corporation’’), and 

(b) Stock of the acquired corporation 
and of the second corporation could be 
acquired or transferred only as a unit 
(hereinafter referred to as the ‘‘limita-
tion on transferability’’), then the sec-
ond corporation shall be treated as an 
acquired corporation and such second 
corporation shall be treated as having 
been a member of the affiliated group 
for the entire period (while such group 
was in existence) during which the lim-
itation on transferability was in exist-
ence, and if the second corporation is 
itself the common parent corporation 
of an affiliated group (the ‘‘second 
group’’) any other member of the sec-
ond group shall be treated as having 
been a member of the affiliated group 
for the entire period during which it 
was a member of the second group 
while the limitation on transferability 
existed. For purposes of (a) of this sub-
division and subdivision (i)(b) of this 
subparagraph, if the limitation on 
transferability of stock of the acquired 
corporation and the second corporation 
is achieved by using a voting trust, 
then the stock owned by the trust shall 
be considered as owned by the holders 
of the beneficial interests in the trust. 

(6) Source of distributions. In deter-
mining from what year’s earnings and 
profits a dividend is treated as having 
been distributed for purposes of this 
section, the principles of paragraph (a) 
of § 1.316–2 shall apply. A dividend shall 
be considered to be distributed, first, 
out of the earnings and profits of the 
taxable year which includes the date 
the dividend is distributed, second, out 
of the earnings and profits accumu-
lated for the immediately preceding 
taxable year, third, out of the earnings 
and profits accumulated for the second 
preceding taxable year, etc. A deficit in 
an earnings and profits account for any 
taxable year shall reduce the most re-
cently accumulated earnings and prof-
its for a prior year in such account. If 
there are no accumulated earnings and 
profits in an earnings and profits ac-
count because of a deficit incurred in a 
prior year, such deficit must be re-
stored before earnings and profits can 
be accumulated in a subsequent year. If 
a dividend is distributed out of sepa-
rate earnings and profits accounts (es-
tablished under the provisions of sub-
paragraph (4) of this paragraph) for two 
or more taxable years ending on the 
same day, then the portion of such div-
idend considered as distributed out of 
each account shall be the same propor-
tion of the total dividend as the 
amount of earnings and profits in that 
account bears to the sum of the earn-
ings and profits in all such accounts. 

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

Example 1. On March 1, 1965, corporation P, 
a publicly owned corporation, acquires all of 
the stock of corporation S and continues to 
hold the stock throughout the remainder of 
1965 and all of 1966. P and S are domestic cor-
porations which file separate returns on the 
basis of a calendar year. The affiliated group 
consisting of P and S makes an election 
under section 243(b)(2) which is effective for 
the 1966 taxable years of P and S. A multiple 
surtax exemption election under section 1562 
is not effective for their 1965 taxable years. 
On February 1, 1966, S distributes $50,000 
with respect to its stock which is received by 
P on the same date. S had earnings and prof-
its of $40,000 for 1966 (computed without re-
gard to distributions during 1966). S also had 
earnings and profits accumulated for 1965 of 
$70,000. Since $40,000 was distributed out of 
earnings and profits for 1966 and since each 
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of the conditions prescribed in subpara-
graphs (1) and (2) of this paragraph is satis-
fied, P is entitled to a 100-percent dividends 
received deduction with respect to $40,000 of 
the $50,000 distribution. However, since 
$10,000 was distributed out of earnings and 
profits accumulated for 1965, and since on 
each day of 1965 S and P were not members 
of the affiliated group of which S and P were 
members on February 1, 1966, $10,000 of the 
$50,000 distribution does not satisfy the con-
dition specified in subparagraph (2)(ii) of this 
paragraph and thus does not qualify for the 
100-percent dividends received deduction. 

Example 2. Assume the same facts as in Ex-
ample 1, except that corporation P acquires 
all the stock of corporation S on January 1, 
1965, and sells such stock on November 1, 
1966. Since $10,000 is distributed out of earn-
ings and profits for 1965, and since each of 
the conditions prescribed in subparagraphs 
(1) and (2) of this paragraph is satisfied, P is 
entitled to a 100-percent dividends received 
deduction with respect to $10,000 of the 
$50,000 distribution. However, since $40,000 of 
the $50,000 distribution was made out of 
earnings and profits of S for its 1966 taxable 
year, and on each day of such year S and P 
were not members of the affiliated group of 
which S and P were members on February 1, 
1966, $40,000 of the distribution does not sat-
isfy the condition specified in subparagraph 
(2)(ii) of this paragraph and thus does not 
qualify for the 100-percent dividends received 
deduction. 

Example 3. Assume the same facts as in Ex-
ample 1, except that corporation P acquires 
all the stock of corporation S on January 1, 
1965, and that a multiple surtax exemption 
election under section 1562 is effective for P’s 
and S’s 1965 taxable years. Further assume 
that the section 1562 election is terminated 
effective with respect to their 1966 taxable 
years, and that an election under section 
243(b) (2) is effective for such taxable years. 
Since $10,000 of the February 1, 1966, distribu-
tion was made out of earnings and profits of 
S for its 1965 taxable year and since a mul-
tiple surtax exemption election is effective 
for such year, $10,000 of the distribution does 
not satisfy the condition specified in sub-
paragraph (2) (iii) of this paragraph and thus 
does not qualify for the 100-percent dividends 
received deduction. However, the portion of 
the distribution which was distributed out of 
earnings and profits of S’s 1966 year ($40,000) 
qualifies for the 100-percent dividends re-
ceived deduction. 

Example 4. Assume the same facts as in Ex-
ample 1, except that corporation P acquires 
all the stock of corporation S on January 1, 
1965, and that S is a life insurance company 
subject to taxation under section 802. Ac-
cordingly, S would have been a member of a 
controlled group of corporations except for 
the application of section 1563(b)(2)(D). Since 
$10,000 of the distribution was made out of 

earnings and profits of S for its 1965 taxable 
year, and since with respect to such year an 
election under section 243(b)(2) was not effec-
tive, $10,000 of the distribution is not a quali-
fying dividend by reason of subparagraph (3) 
of this paragraph. On the other hand, the 
portion of the distribution which was distrib-
uted out of earnings and profits for S’s 1966 
year ($40,000) does qualify for the 100-percent 
dividends received deduction because the dis-
tribution was out of earnings and profits of a 
year for which an election under section 
243(b) (2) is effective, and because the other 
conditions specified in subparagraphs (1) and 
(2) of this paragraph are satisfied. However, 
if P were also a life insurance company sub-
ject to taxation under section 802, then sub-
paragraph (3) of this paragraph would not re-
sult in the disqualification of the portion of 
the distribution made out of S’s 1965 earn-
ings and profits because S would be a compo-
nent member of an insurance group of cor-
porations (as defined in section 1563(a)(4)), 
consisting of P and S, with respect to its 1965 
year. 

Example 5. Corporation X owns all the 
stock of corporation Y from January 1, 1965, 
through December 31, 1969. X and Y are do-
mestic corporations which file separate re-
turns on the basis of a calendar year. On 
June 30, 1965, Y acquired all the stock of do-
mestic corporation Z, a calendar year tax-
payer, and on December 31, 1967, Y acquired 
the assets of Z in a transaction to which sec-
tion 381(a) applied. A multiple surtax exemp-
tion election under section 1562, was not ef-
fective for any taxable year of X, Y, or Z, 
and an election under section 243(b)(2) is ef-
fective for the 1968 and 1969 taxable years of 
X and Y. On January 1, 1968, Y’s accumulated 
earnings and profits are, under the provi-
sions of subparagraph (4) of this paragraph, 
maintained in separate earnings and profits 
accounts containing the following amounts: 

Earnings and profits accumulated for 
Corp Corp 

Y Z 

1964 ................................................... $60,000 $40,000 
1965 ................................................... 30,000 15,000 
1966 ................................................... (5,000) 2,000 
1967 ................................................... 12,000 6,000 

Corporation Y had earnings and profits of 
$10,000 in each of the years 1968 and 1969, and 
made distributions during such years in the 
following amounts: 

1968 ................................................................ $29,000 
1969 ................................................................ 31,000 

(i) The source of the 1968 distribution, de-
termined in accordance with the rules of sub-
paragraph (6) of this paragraph, is as follows: 
(a) Dividend from Y’s current year’s earnings and 

profits (1968) ...................................................... $10,000 
(b) Dividend from earnings and profits of Y accu-

mulated for 1967 ................................................ 12,000 
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(c) Dividend from earnings and profits of Z accu-
mulated for:.

1967 ......................................................... 6,000 
1966 ......................................................... 1,000 

29,000 

Since the 1968 dividend is considered paid 
out of earnings and profits of Y’s 1968 and 
1967 years, and Z’s 1967 and 1966 years, and 
since each of these years satisfies each of the 
conditions specified in subparagraph (2) of 
this paragraph, X is entitled to a 100-percent 
dividends received deduction with respect to 
the entire 1968 distribution of $29,000 from Y. 

(ii) The source of the 1969 distribution of 
$31,000, determined in accordance with the 
rules of subparagraph (6) of this paragraph, 
is as follows: 
(a) Dividend from Y’s current year’s earnings and 

profits (1969) ...................................................... $10,000 
(b) Dividend from earnings and profits of Z accu-

mulated for 1966 (1966 earnings and profits re-
maining after 1968 distribution, i.e., 
$2,000¥$1,000 .................................................. 1,000 

(c) Dividend from earnings and profits of Y and Z 
accumulated for 1965: 

Corporation Y: $25,000 (i.e., 
$30,000¥$5,000 deficit) divided by 
$40,000 (i.e., the sum of the 1965 
earnings and profits of Y and Z) multi-
plied by $20,000 (the portion of the 
distribution from the 1965 earnings 
and profits of Y and Z) ........................ 12,500 

Corporation Z: $15,000 divided by 
$40,000 multiplied by $20,000 ............ 7,500 

31,000 

The sum of the dividends from Y’s 1969 
year ($10,000), Z’s 1966 year ($1,000), and Y’s 
1965 year ($12,500), or $23,500, qualifies for the 
100-percent dividends received deduction. 
However, the dividends paid out of Z’s 1965 
year ($7,500) do not qualify because on each 
day of 1965 Z and X were not members of the 
affiliated group of which Y (the distributing 
corporation) and X (the corporation receiv-
ing the dividends) were members on the day 
in 1969 when the dividends were received by 
X. 

(b) Definition of affiliated group. For 
purposes of this section and § 1.243–5, 
the term affiliated group shall have the 
meaning assigned to it by section 
1504(a), except that insurance compa-
nies subject to taxation under section 
802 or 821 shall be treated as includible 
corporations (notwithstanding section 
1504(b)(2)), and the provisions of section 
1504(c) shall not apply. 

(c) Election—(1) Manner and time of 
making election—(i) General. The elec-
tion provided by section 243(b)(2) shall 
be made for an affiliated group by the 
common parent corporation and shall 
be made for a particular taxable year 
of the common parent corporation. 

Such election may not be made for any 
taxable year of the common parent cor-
poration for which a multiple surtax 
exemption election under section 1562 
is effective. The election shall be made 
by means of a statement, signed by any 
person who is duly authorized to act on 
behalf of the common parent corpora-
tion, stating that the affiliated group 
elects under section 243(b)(2) for such 
taxable year. The statement shall be 
filed with the district director for the 
internal revenue district in which is lo-
cated the principal place of business or 
principal office or agency of the com-
mon parent. The statement shall set 
forth the name, address, taxpayer ac-
count number, and taxable year of each 
corporation (including wholly-owned 
subsidiaries) that is a member of the 
affiliated group at the time the elec-
tion is filed. The statement may be 
filed at any time, provided that, with 
respect to each corporation the tax li-
ability of which for its matching tax-
able year of election (or for any subse-
quent taxable year) would be increased 
because of the election, at the time of 
filing there is at least 1 year remaining 
in the statutory period (including any 
extensions thereof) for the assessment 
of a deficiency against such corpora-
tion for such year. (If there is less than 
1 year remaining with respect to any 
taxable year, the district director for 
the internal revenue district in which 
is located the principal place of busi-
ness or principal office or agency of the 
corporation will ordinarily, upon re-
quest, enter into an agreement to ex-
tend such statutory period for assess-
ment and collection of deficiencies. 

(ii) Information statement by common 
parent. If a corporation becomes a 
member of the affiliated group after 
the date on which the election is filed 
and during its matching taxable year 
of election, then the common parent 
shall file, within 60 days after such cor-
poration becomes a member of the af-
filiated group, an additional statement 
containing the name, address, taxpayer 
account number, and taxable year of 
such corporation. Such additional 
statement shall be filed with the inter-
nal revenue officer with whom the elec-
tion was filed. 
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(iii) Definition of matching taxable year 
of election. For purposes of this para-
graph and paragraphs (d) and (e) of this 
section, the term matching taxable year 
of election shall mean the taxable year 
of each member (including the common 
parent corporation) of the electing af-
filiated group which includes the last 
day of the taxable year of the common 
parent corporation for which an elec-
tion by the affiiliated group is made 
under section 243(b)(2). 

(2) Consents by subsidiary corpora-
tions—(i) General. Each corporation 
(other than the common parent cor-
poration) which is a member of the 
electing affiliated group (including any 
member which joins in the filing of a 
consolidated return) at any time dur-
ing its matching taxable year of elec-
tion must consent to such election in 
the manner and time provided in sub-
division (ii) or (iii) of this subpara-
graph, whichever is applicable. 

(ii) Wholly owned subsidiary. If all of 
the stock of a corporation is owned by 
a member or members of the affiliated 
group on each day of such corpora-
tion’s matching taxable year of elec-
tion, then such corporation (referred to 
in this paragraph as a ‘‘wholly owned 
subsidiary’’) shall be deemed to con-
sent to such election. 

(iii) Other members. The consent of 
each member of the affiliated group 
(other than a wholly owned subsidiary) 
shall be made by means of a statement, 
signed by any person who is duly au-
thorized to act on behalf of the con-
senting member, stating that such 
member consents to the election under 
section 243(b)(2). The statement shall 
set forth the name, address, taxpayer 
account number, and taxable year of 
the consenting member and of the com-
mon parent corporation, and in the 
case of a statement filed after Decem-
ber 31, 1968, the identity of the internal 
revenue district in which is located the 
principal place of business or principal 
office or agency of the common parent 
corporation. The consent of more than 
one such member may be incorporated 
in a single statement. The statement 
(or statements) shall be attached to 
the election filed by the common par-
ent corporation. The consent of a cor-
poration that, after the date the elec-
tion was filed and during its matching 

taxable year of election, either (a) be-
comes a member, or (b) ceases to be a 
wholly owned subsidiary but continues 
to be a member, shall be filed with the 
internal revenue officer with whom the 
election was filed and shall be filed on 
or before the date prescribed by law 
(including extensions of time) for the 
filing of the consenting member’s in-
come tax return for such taxable year, 
or on or before June 10, 1964, whichever 
is later. 

(iv) Statement attached to return. Each 
corporation that consents to an elec-
tion by means of a statement described 
in subdivision (iii) of this subparagraph 
should attach a copy of the statement 
to its income tax return for its match-
ing taxable year of election, or, if such 
return has already been filed, to its 
first income tax return filed on or after 
the date on which the statement is 
filed. However, if such return is filed on 
or before June 10, 1964, a copy of such 
statement should be filed on or before 
June 10, 1964, with the district director 
with whom such return is filed. Each 
wholly owned subsidiary should attach 
a statement to its income tax return 
for its matching taxable year of elec-
tion, or, if such return has already 
been filed, to its first income tax re-
turn filed on or after the date on which 
the statement is filed stating that it is 
subject to an election under section 
243(b)(2) and the taxable year to which 
the election applies, and setting forth 
the name, address, taxpayer account 
number, and taxable year of the com-
mon parent corporation, and in the 
case of a statement filed after Decem-
ber 31, 1968, the identity of the internal 
revenue district in which is located the 
principal place of business or principal 
office or agency of the common parent 
corporation. However, if the due date 
for such return (including extensions of 
time) is before June 10, 1964, such 
statement should be filed on or before 
June 10, 1964, with the district director 
with whom such return is filed. 

(3) Information statement by member. If 
a corporation becomes a member of the 
affiliated group during a taxable year 
that begins after the last day of the 
common parent corporation’s matching 
taxable year of election, then (unless 
such election has been terminated) 
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such corporation should attach a state-
ment to its income tax return for such 
taxable year stating that it is subject 
to an election under section 243(b)(2) 
for such taxable year and setting forth 
the name, address, taxpayer account 
number, and taxable year of the com-
mon parent corporation, and the iden-
tity of the internal revenue district in 
which is located the principal place of 
business or principal office or agency 
of the common parent corporation. In 
the case of an affiliated group that 
made an election under the rules pro-
vided in Treasury Decision 6721, ap-
proved April 8, 1964 (29 FR 4997, C.B. 
1964–1 (Part 1), 625), such statement 
shall be filed, on or before March 15, 
1969, with the district director for the 
internal revenue district in which is lo-
cated such member’s principal place of 
business or principal office or agency. 

(4) Years for which election effective— 
(i) General rule. An election under sec-
tion 243(b)(2) by an affiliated group 
shall be effective: 

(a) In the case of each corporation 
which is a member of such group at 
any time during its matching taxable 
year of election, for such taxable year, 
and 

(b) In the case of each corporation 
which is a member of such group at 
any time during a taxable year ending 
after the last day of the common par-
ent’s taxable year of election but which 
does not include such last day, for such 
taxable year, unless the election is ter-
minated under section 243(b)(4) and 
paragraph (e) of this section. Thus, the 
election has a continuing effect and 
need not be renewed annually. 

(ii) Special rule for certain taxable 
years ending in 1964. In the case of a 
taxable year of a member (other than 
the common parent corporation) of the 
affiliated group (a) which begins in 1963 
and ends in 1964, and (b) for which an 
election is not effective under subdivi-
sion (i)(a) of this subparagraph, if an 
election under section 243(b)(2) is effec-
tive for the taxable year of the com-
mon parent corporation which includes 
the last day of such taxable year of 
such member, then such election shall 
be effective for such taxable year of 
such member if such member files a 
separate consent with respect to such 
taxable year. However, in order for a 

dividend distributed by such member 
during such taxable year to meet the 
requirements of section 243(b)(1), an 
election under section 243(b)(2) must be 
effective for the taxable year of each 
member of the affiliated group which 
includes the date such dividend is re-
ceived. See section 243(b)(1)(A) and 
paragraph (a)(1) of this section. Accord-
ingly, if the dividend is to qualify for 
the 100-percent dividends received de-
duction under section 243(a)(3), a con-
sent must be filed under this subdivi-
sion by each member of the affiliated 
group with respect to its taxable year 
which includes the day the dividend is 
received (unless an election is effective 
for such taxable year under subdivision 
(i)(a) of this subparagraph). For pur-
poses of this subdivision, a consent 
shall be made by means of a statement 
meeting the requirements of subpara-
graph (2)(iii) of this paragraph, and 
shall be attached to the election made 
by the common parent corporation for 
its taxable year which includes the last 
day of the taxable year of the member 
with respect to which the consent is 
made. A copy of the statement should 
be filed, within 60 days after such elec-
tion is filed by the common parent cor-
poration, with the district director 
with whom the consenting member 
filed its income tax return for such 
taxable year. 

(iii) Examples. The provisions of sub-
division (ii) of this subparagraph, relat-
ing to the special rule for certain tax-
able years ending in 1964, may be illus-
trated by the following examples: 

Example 1. P Corporation owns all the 
stock of S–1 Corporation on each day of 1963, 
1964, and 1965. P uses the calendar year as its 
taxable year and S–1 uses a fiscal year end-
ing June 30 as its taxable year. P makes an 
election under section 243(b)(2) for 1964. Since 
S–1 is a wholly owned subsidiary for its tax-
able year ending June 30, 1965, it is deemed 
to consent to the election. However, in order 
for the election to be effective with respect 
to S–1’s taxable year ending June 30, 1964, a 
statement specifying that S–1 consents to 
the election with respect to such taxable 
year and containing the information re-
quired in a statement of consent under sub-
paragraph (2)(iii) of this paragraph must be 
attached to the election. 

Example 2. Assume the same facts as in Ex-
ample 1, except that P also owns all the stock 
of S–2 Corporation on each day of 1963, 1964, 
and 1965. S–2 uses a fiscal year ending May 31 
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as its taxable year. If S–1 distributes a divi-
dend to P on January 15, 1964, the dividend 
may qualify under section 243(a)(3) only if S– 
1 and S–2 both consent to the election made 
by P for 1964 with respect to their taxable 
years ending in 1964. 

Example 3. Assume the same facts as in Ex-
ample 1, except that P uses a fiscal year end-
ing on January 31 as its taxable year and 
makes an election under subparagraph (1) of 
this paragraph for its taxable year ending 
January 31, 1964. Since S–1’s taxable year be-
ginning in 1963 and ending in 1964 includes 
January 31, 1964, the last day of P’s taxable 
year for which the election was made, the 
election is effective under subdivision (i)(a) 
of this subparagraph, for S–1’s taxable year 
ending June 30, 1964. Accordingly, the special 
rule of subdivision (ii) of this subparagraph 
has no application. 

(d) Effect of election. For restrictions 
and limitations applicable to corpora-
tions which are members of an electing 
affiliated group on each day of their 
taxable years, see § 1.243–5. 

(e) Termination of election—(1) In gen-
eral. An election under section 243(b)(2) 
by an affiliated group may be termi-
nated with respect to any taxable year 
of the common parent corporation 
after the matching taxable year of 
election of the common parent cor-
poration. The election is terminated as 
a result of one of the occurrences de-
scribed in subparagraph (2) or (3) of 
this paragraph. For years affected by 
termination, see subparagraph (4) of 
this paragraph. 

(2) Consent of members—(i) General. An 
election may be terminated for an af-
filiated group by its common parent 
corporation with respect to a taxable 
year of the common parent corporation 
provided each corporation (other than 
the common parent) that was a mem-
ber of the affiliated group at any time 
during its taxable year that includes 
the last day of such year of the com-
mon parent (the ‘‘matching taxable 
year of termination’’) consents to such 
termination. The statement of termi-
nation may be filed by the common 
parent corporation at any time, pro-
vided that, with respect to each cor-
poration the tax liability of which for 
its matching taxable year of termi-
nation (or for any subsequent taxable 
year) would be increased because of the 
termination, at the time of filing there 
is at least 1 year remaining in the stat-
utory period (including any extensions 

thereof) for the assessment of a defi-
ciency against such corporation for 
such year. (If there is less than 1 year 
remaining with respect to any taxable 
year, the district director for the inter-
nal revenue district in which is located 
the principal place of business or prin-
cipal office or agency of the corpora-
tion will ordinarily, upon request, 
enter into agreement to extend such 
statutory period for assessment and 
collection of deficiencies.) 

(ii) Statements filed after December 31, 
1968. With respect to statements of ter-
mination filed after December 31, 1968: 

(a) The statement shall be filed with 
the district director for the internal 
revenue district in which is located the 
principal place of business or principal 
office or agency of the common parent 
corporation; 

(b) The statement shall be signed by 
any person who is duly authorized to 
act on behalf of the common parent 
corporation and shall state that the af-
filiated group terminates the election 
under section 243(b)(2) for such taxable 
year; 

(c) The statement shall set forth the 
name, address, taxpayer account num-
ber, and taxable year of each corpora-
tion (including wholly owned subsidi-
aries) which is a member of the affili-
ated group at the time the termination 
is filed; and 

(d) The consents to the termination 
shall be given in accordance with the 
rules prescribed in paragraph (c)(2) of 
this section, relating to manner and 
time for giving consents to an election 
under section 243(b)(2). 

(3) Refusal by new member to consent— 
(i) Manner of giving refusal. If any cor-
poration which is a new member of an 
affiliated group with respect to a tax-
able year of the common parent cor-
poration (other than the matching tax-
able year of election of the common 
parent corporation) files a statement 
that it does not consent to an election 
under section 243(b)(2) with respect to 
such taxable year, then such election 
shall terminate with respect to such 
taxable year. Such statement shall be 
signed by any person who is duly au-
thorized to act on behalf of the new 
member, and shall be filed with the 
timely filed income tax return of such 
new member for its taxable year within 
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which falls the last day of such taxable 
year of the common parent corpora-
tion. In the event of a termination 
under this subparagraph, each corpora-
tion (other than such new member) 
that is a member of the affiliated group 
at any time during its taxable year 
which includes such last day should, 
within 30 days after such new member 
files the statement of refusal to con-
sent, notify the district director of 
such termination. Such notification 
should be filed with the district direc-
tor for the internal revenue district in 
which is located the principal place of 
business or principal office or agency 
of the corporation. 

(ii) Corporation considered as new mem-
ber. For purposes of subdivision (i) of 
this subparagraph, a corporation shall 
be considered to be a new member of an 
affiliated group of corporations with 
respect to a taxable year of the com-
mon parent corporation if such cor-
poration: 

(a) Is a member of the affiliated 
group at any time during such taxable 
year of the common parent corpora-
tion, and 

(b) Was not a member of the affili-
ated group at any time during the com-
mon parent corporation’s immediately 
preceding taxable year. 

(4) Effect of termination. A termi-
nation under subparagraph (2) or (3) of 
this paragraph is effective with respect 
to (i) the common parent corporation’s 
taxable year referred to in the par-
ticular subparagraph under which the 
termination occurs, and (ii) the taxable 
years of the other members of the af-
filiated group which include the last 
day of such taxable year of the com-
mon parent. An election, once termi-
nated, is no longer effective. Accord-
ingly, the termination is also effective 
with respect to the succeeding taxable 
years of the members of the group. 
However, the affiliated group may 
make a new election in accordance 
with the provisions of section 243(b)(2) 
and paragraph (c) of this section. 

[T.D. 6992, 34 FR 817, Jan. 18, 1969] 

§ 1.243–5 Effect of election. 
(a) General—(1) Corporations subject to 

restrictions and limitations. If an election 
by an affiliated group under section 
243(b)(2) is effective with respect to a 

taxable year of the common parent cor-
poration, then each corporation (in-
cluding the common parent corpora-
tion) which is a member of such group 
on each day of its matching taxable 
year shall be subject to the restrictions 
and limitations prescribed by para-
graphs (b), (c), and (d) of this section 
for such taxable year. For purposes of 
this section, the term matching taxable 
year shall mean the taxable year of 
each member (including the common 
parent corporation) of an affiliated 
group which includes the last day of a 
particular taxable year of the common 
parent corporation for which an elec-
tion by the affiliated group under sec-
tion 243(b)(2) is effective. If a corpora-
tion is a member of an affiliated group 
on each day of a short taxable year 
which does not include the last day of 
a taxable year of the common parent 
corporation, and if an election under 
section 243(b)(2) is effective for such 
short year, see paragraph (g) of this 
section. In the case of taxable years be-
ginning in 1963 and ending in 1964 for 
which an election under section 
243(b)(2) is effective under paragraph 
(c)(4)(ii) of § 1.243–4, see paragraph (f)(9) 
of this section. 

(2) Members filing consolidated returns. 
The restrictions and limitations pre-
scribed by this section shall apply not-
withstanding the fact that some of the 
corporations which are members of the 
electing affiliated group (within the 
meaning of section 243(b)(5)) join in the 
filing of a consolidated return. Thus, 
for example, if an electing affiliated 
group includes one or more corpora-
tions taxable under section 11 of the 
Code and two or more insurance com-
panies taxable under section 802 of the 
Code, and if the insurance companies 
join in the filing of a consolidated re-
turn, the amount of such companies’ 
exemptions from estimated tax (for 
purposes of sections 6016 and 6655) shall 
be the amounts determined under para-
graph (d)(5) of this section and not the 
amounts determined pursuant to the 
regulations under section 1502. 

(b) Multiple surtax exemption election— 
(1) General rule. If an election by an af-
filiated group under section 243(b)(2) is 
effective with respect to a taxable year 
of the common parent corporation, 
then no corporation which is a member 
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of such affiliated group on each day of 
its matching taxable year may consent 
(or shall be deemed to consent) to an 
election under section 1562(a)(1), relat-
ing to election of multiple surtax ex-
emptions, which would be effective for 
such matching taxable year. Thus, 
each corporation which is a component 
member of the controlled group of cor-
porations with respect to its matching 
taxable year (determined by applying 
section 1563(b) without regard to para-
graph (2)(D) thereof) shall determine 
its surtax exemption for such taxable 
year in accordance with section 1561 
and the regulations thereunder. 

(2) Special rule for certain insurance 
companies. Under section 243(b)(6)(A), if 
the provisions of subparagraph (1) of 
this paragraph apply with respect to 
the taxable year of an insurance com-
pany subject to taxation under section 
802 or 821, then the surtax exemption of 
such insurance company for such tax-
able year shall be determined by apply-
ing part II (section 1561 and following), 
subchapter B, chapter 6 of the Code, 
with respect to such insurance com-
pany and the other corporations which 
are component members of the con-
trolled group of corporations (as deter-
mined under section 1563 without re-
gard to subsections (a)(4) and (b)(2)(D) 
thereof) of which such insurance com-
pany is a member, without regard to 
section 1563(a)(4) (relating to certain 
insurance companies treated as a sepa-
rate controlled group) and section 
1563(b)(2)(D) (relating to certain insur-
ance companies treated as excluded 
members). 

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

Example. Throughout 1965 corporation M 
owns all the stock of corporations L–1, L–2, 
S–1, and S–2. M is a domestic mutual insur-
ance company subject to tax under section 
821 of the Code, L–1 and L–2 are domestic life 
insurance companies subject to tax under 
section 802 of the Code, and S–1 and S–2 are 
domestic corporations subject to tax under 
section 11 of the Code. Each corporation uses 
the calendar year as its taxable year. M 
makes a valid election under section 243(b)(2) 
for the affiliated group consisting of M, L–1, 
L–2, S–1, and S–2. If part II, subchapter B, 
chapter 6 of the Code were applied with re-
spect to the 1965 taxable years of the cor-
porations without regard to section 
243(b)(6)(A), the following would result: S–1 

and S–2 would be treated as component mem-
bers of a controlled group of corporations on 
such date; L–1 and L–2 would be treated as 
component members of a separate controlled 
group on such date; and M would be treated 
as an excluded member. However, since sec-
tion 243(b)(6)(A) requires that part II of sub-
chapter B be applied without regard to sec-
tion 1563(a)(4) and (b)(2)(D), for purposes of 
determining the surtax exemptions of M, L– 
1, L–2, S–1, and S–2 for their 1965 taxable 
years, such corporations are treated for pur-
poses of such part II as component members 
of a single controlled group of corporations 
on December 31, 1965. Moreover, by reason of 
having made the election under section 
243(b)(2), M, L-1, L–2, S–1, and S–2 cannot 
consent to multiple surtax exemption elec-
tions under section 1562 which would be ef-
fective for their 1965 taxable years. Thus, 
such corporations are limited to a single 
$25,000 surtax exemption for such taxable 
years (to be apportioned among such cor-
porations in accordance with section 1561 
and the regulations thereunder). 

(c) Foreign tax credit—(1) General. If 
an election by an affiliated group under 
section 243(b)(2) is effective with re-
spect to a taxable year of the common 
parent corporation, then: 

(i) The credit under section 901 for 
taxes paid or accrued to any foreign 
country or possession of the United 
States shall be allowed to a corpora-
tion which is a member of such affili-
ated group for each day of its matching 
taxable year only if each other cor-
poration which pays or accrues such 
foreign taxes to any foreign country or 
possession, and which is a member of 
such group on each day of its matching 
taxable year, does not deduct such 
taxes in computing its tax liability for 
its matching taxable year, and 

(ii) A corporation which is a member 
of such affiliated group on each day of 
its matching taxable year may use the 
overall limitation provided in section 
904(a)(2) for such matching taxable 
year only if each other corporation 
which pays or accrues foreign taxes to 
any foreign country or possession, and 
which is a member of such group on 
each day of its matching taxable year, 
uses such limitation for its matching 
taxable year. 

(2) Consent of the Commissioner. In the 
absence of unusual circumstances, a re-
quest by a corporation for the consent 
of the Commissioner to the revocation 
of an election of the overall limitation, 
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or to a new election of the overall limi-
tation, for the purpose of satisfying the 
requirements of subparagraph (1)(ii) of 
this paragraph will be given favorable 
consideration, notwithstanding the 
fact that there has been no change in 
the basic nature of the corporation’s 
business or changes in conditions in a 
foreign country which substantially af-
fect the corporation’s business. See 
paragraph (d)(3) of § 1.904–1. 

(d) Other restrictions and limitations— 
(1) General rule. If an election by an 
affilated group under section 243(b)(2) 
is effective with respect to a taxable 
year of the common parent corpora-
tion, then, except to the extent that an 
apportionment plan adopted under 
paragraph (f) of this section for such 
taxable year provides otherwise with 
respect to a restriction or limitation 
described in this paragraph, the rules 
provided in subparagraphs (2), (3), (4), 
and (5) of this paragraph shall apply to 
each corporation which is a member of 
such affiliated group on each day of its 
matching taxable year for the purpose 
of computing the amount of such re-
striction or limitation for its matching 
taxable year. For purposes of this para-
graph, each corporation which is a 
member of an electing affiliated group 
(including any member which joins in 
filing a consolidated return) shall be 
treated as a separate corporation for 
purposes of determining the amount of 
such restrictions and limitations. 

(2) Accumulated earnings credit—(i) 
General. Except as provided in subdivi-
sion (ii) of this subparagraph, in deter-
mining the minimum accumulated 
earnings credit under section 535(c)(2) 
(or the accumulated earnings credit of 
a mere holding or investment company 
under section 535(c)(3) for each corpora-
tion which is a member of the affili-
ated group on each day of its matching 
taxable year, in lieu of the $150,000 
amount ($100,000 amount in the case of 
taxable years beginning before January 

1, 1975) mentioned in such sections 
there shall be substituted an amount 
equal to (a) $150,000 ($100,000 in the case 
of taxable years beginning before Janu-
ary 1, 1975), divided by (b) the number 
of such members. 

(ii) Allocation of excess. If, with re-
spect to one or more members, the 
amount determined under subdivision 
(i) of this subparagraph exceeds the 
sum of (a) such member’s accumulated 
earnings and profits as of the close of 
the preceding taxable year, plus (b) 
such member’s earnings and profits for 
the taxable year which are retained 
(within the meaning of section 
535(c)(1), then any such excess shall be 
subtracted from the amount deter-
mined under subdivision (i) of this sub-
paragraph and shall be divided equally 
among those remaining members of the 
affiliated group that do not have such 
an excess (until no such excess remains 
to be divided among those remaining 
members that have not had such an ex-
cess). The excess so divided among such 
remaining members shall be added to 
the amount determined under subdivi-
sion (i) with respect to such members. 

(iii) Apportionment plan not allowed. 
An affiliated group may not adopt an 
apportionment plan, as provided in 
paragraph (f) of this section, with re-
spect to the amounts computed under 
the provisions of this subparagraph. 

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

Example. An affiliated group is composed of 
four member corporations, W, X, Y, and Z. 
The sum of the accumulated earnings and 
profits (as of the close of the preceding tax-
able year ending December 31, 1975) plus the 
earnings and profits for the taxable year end-
ing December 31, 1976 which are retained is 
$15,000, $75,000, $37,500, and $300,000 in the 
case of W, X, Y, and Z, respectively. The 
amounts determined under this subpara-
graph for W, X, Y, and Z are $15,000, $48,750, 
$37,500 and $48,750, respectively, computed as 
follows: 

Component members 

W X Y Z 

Earnings and profits .............................................................................. $15,000 $75,000 $37,500 $300,000 
Amount computed under subpar. (1) .................................................... 37,500 37,500 37,500 37,500 
Excess ................................................................................................... 22,500 0 0 0 
Allocation of excess .............................................................................. .................... 7,500 7,500 7,500 
New excess ........................................................................................... .................... .................... 7,500 
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Component members 

W X Y Z 

Reallocation of new excess .................................................................. .................... 3,750 .................... 3,750 

Amount to be used for purposes of sec. 535(c) (2) and (3) .. 15,000 48,750 37,500 48,750 

(3) Mine exploration expenditures—(i) 
Limitation under section 615(a). If the ag-
gregate of the expenditures to which 
section 615(a) applies, which are paid or 
incurred by corporations which are 
members of the affiliated group on 
each day of their matching taxable 
years (during such taxable years) ex-
ceeds $100,000, then the deduction (or 
amount deferrable) under section 615 
for any such member for its matching 
taxable year shall be limited to an 
amount equal to the amount which 
bears the same ratio to $100,000 as the 
amount deductible or deferrable by 
such member under section 615 (com-
puted without regard to this subdivi-
sion) bears to the aggregate of the 
amounts deductible or deferrable under 
section 615 (as so computed) by all such 
members. 

(ii) Limitation under section 615(c). If 
the aggregate of the expenditures to 
which section 615(a) applies which are 
paid or incurred by the corporations 
which are members of such affiliated 
group on each day of their matching 
taxable years (during such taxable 
years) would, when added to the aggre-
gate of the amounts deducted or de-
ferred in prior taxable years which are 
taken into account by such corpora-
tions in applying the limitation of sec-
tion 615(c), exceed $400,000, then section 
615 shall not apply to any such expendi-
ture so paid or incurred by any such 
member to the extent such expenditure 
would exceed the amount which bears 
the same ratio to (a) the amount, if 
any, by which $400,000 exceeds the 
amounts so deducted or deferred in 
prior years, as (b) such member’s de-
duction (or amount deferrable) under 
section 615 (computed without regard 
to this subdivision) for such expendi-
tures paid or incurred by such member 
during its matching taxable year, bears 
to (c) the aggregate of the amounts de-
ductible or deferrable under section 615 
(as so computed) by all such members 
during their matching taxable years. 

(iii) Treatment of corporations filing 
consolidated returns. For purposes of 
making the computations under sub-
divisions (i) and (ii) of this subpara-
graph, a corporation which joins in the 
filing of a consolidated return shall be 
treated as if it filed a separate return. 

(iv) Estimate of exploration expendi-
tures. If, on the date a corporation 
(which is a member of an affiliated 
group on each day of its matching tax-
able year) files its income tax return 
for such taxable year, it cannot be de-
termined whether or not the $100,000 
limitation prescribed by subdivision (i) 
of this subparagraph, or the $400,000 
limitation prescribed by subdivision 
(ii) of this subparagraph, will apply 
with respect to such taxable year, then 
such member shall, for purposes of 
such return, apply the provisions of 
such subdivisions (i) and (ii) with re-
spect to such taxable year on the basis 
of an estimate of the aggregate of the 
exploration expenditures by all such 
members of the affiliated group for 
their matching taxable years. Such es-
timate shall be made on the basis of 
the facts and circumstances known at 
the time of such estimate. If an esti-
mate is used by any such member of 
the affiliated group pursuant to this 
subdivision, and if the actual expendi-
tures by all such members differ from 
the estimate, then each such member 
shall file as soon as possible an original 
or amended return reflecting an 
amended apportionment (either pursu-
ant to an apportionment plan adopted 
under paragraph (f) of this section or 
pursuant to the application of the rule 
provided by subdivision (i) or (ii) of 
this subparagraph) based upon such ac-
tual expenditures. 

(v) Amount apportioned under appor-
tionment plan. If an electing affiliated 
group adopts an apportionment plan as 
provided in paragraph (f) of this section 
with respect to the limitation under 
section 615(a) or 615(c), then the 
amount apportioned under such plan to 
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any corporation which is a member of 
such group may not exceed the amount 
which such member could have de-
ducted (or deferred) under section 615 
had such affiliated group not filed an 
election under section 243(b)(2). 

(4) Small business deductions of life in-
surance companies. In the case of a life 
insurance company taxable under sec-
tion 802 which is a member of such af-
filiated group on each day of its match-
ing taxable year, the small business de-
duction under sections 804(a)(4) and 
809(d)(10) shall not exceed an amount 
equal to $25,000 divided by the number 
of life insurance companies taxable 
under section 802 which are members of 
such group on each day of their match-
ing taxable years. 

(5) Estimated tax—(i) Exemption from 
estimated tax. Except as otherwise pro-
vided in subdivision (ii) of this sub-
paragraph, the exemption from esti-
mated tax (for purposes of estimated 
tax filing requirements under section 
6016 and the addition to tax under sec-
tion 6655 for failure to pay estimated 
tax) of each corporation which is a 
member of such affiliated group on 
each day of its matching taxable year 
shall be (in lieu of the $100,000 amount 
specified in section 6016(a) and (b)(2)(A) 
and in section 6655(d)(1) and (e)(2)(A) an 
amount equal to $100,000 divided by the 
number of such members. 

(ii) Nonapplication to certain taxable 
years beginning in 1963 and ending in 
1964. For purposes of this section, if a 
corporation has a taxable year begin-
ning in 1963 and ending in 1964 the last 
day of the eighth month of which falls 
on or before April 10, 1964, then (not-
withstanding the fact that an election 
under section 243(b)(2) is effective for 
such taxable year) subdivision (i) of 
this subparagraph shall not apply to 
such corporation for such taxable year. 
Thus, such corporation shall be enti-
tled to a $100,000 exemption from esti-
mated tax for such taxable year. Also, 
with respect to a taxable year de-
scribed in the first sentence of this sub-
division, any such corporation shall 
not be considered to be a member of 
the affiliated group for purposes of de-
termining the number of members re-
ferred to in subdivision (i) of this sub-
paragraph. 

(iii) Examples. The provisions of sub-
division (i) of this subparagraph may 
be illustrated by the following exam-
ples: 

Example 1. Corporation P owns all the 
stock of corporation S–1 on each day of 1965. 
On March 1, 1965, P acquires all the stock of 
corporation S–2. Corporations P, S–1, and S– 
2 file separate returns on a calendar year 
basis. On March 31, 1965, the affiliated group 
consisting of P, S–1, and S–2 anticipates 
making an election under section 243(b)(2) 
for P’s 1965 taxable year. If the affiliated 
group does make a valid election under sec-
tion 243(b)(2) for P’s 1965 year, under subdivi-
sion (i) of this subparagraph the exemption 
from estimated tax of P for 1965, and the ex-
emption from estimated tax of S–1 for 1965, 
will be (assuming an apportionment plan is 
not filed pursuant to paragraph (f) of this 
section) an amount equal to $50,000 
($100,000÷2). (Since S–2 is not a member of the 
affiliated group on each day of 1965, S–2’s ex-
emption from estimated tax will be deter-
mined for the year 1965 without regard to 
subdivision (i) of this subparagraph, whether 
or not the affiliated group makes the elec-
tion under section 243(b)(2).) P and S–1 file 
declarations of estimated tax on April 15, 
1965, on such basis and make payments with 
respect to such declarations on such basis. 
Thus, if the affiliated group does make a 
valid election under section 243(b)(2) for P’s 
1965 year, P and S–1 will not incur (as a re-
sult of the application of subdivision (i) of 
this subparagraph to their 1965 years) addi-
tions to tax under section 6655 for failure to 
pay estimated tax. 

Example 2. Assume the same facts as in Ex-
ample 1, except that, on March 31, 1965, S–1 
anticipates that it will incur a loss for its 
1965 year. Accordingly, in anticipation of 
making an election under section 243(b)(2) 
for P’s 1965 year and adopting an apportion-
ment plan under paragraph (f) of this sec-
tion, P computes its estimated tax liability 
for 1965 on the basis of a $100,000 exemption, 
and S–1 computes its estimated tax liability 
for 1965 on the basis of a zero exemption. As-
sume S–1 incurs a loss for 1965 as antici-
pated. Thus, if P does make the election for 
1965, and an apportionment plan is adopted 
apportioning $100,000 to P and zero to S–1 (for 
their 1965 years), P and S–1 will not incur (as 
a result of the application of subdivision (i) 
of this subparagraph to their 1965 years) ad-
ditions to tax under section 6655 for failure 
to pay estimated tax. 

Example 3. Assume the same facts as in Ex-
ample 1, except that P and S–1 file declara-
tions of estimated tax on April 15, 1965, on 
the basis of separate $100,000 exemptions 
from estimated tax for their 1965 years, and 
make payments with respect to such declara-
tions on such basis. Assume that the affili-
ated group makes an election under section 
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243(b)(2) for P’s 1965 year. Under subdivision 
(i) of this subparagraph, P and S–1 are lim-
ited in the aggregate to a single $100,000 ex-
emption from estimated tax for their 1965 
years. The provisions of section 6655 will be 
applied to the 1965 year of P and the 1965 
year of S–1 on the basis of a $50,000 exemp-
tion from estimated tax for each corpora-
tion, unless a different apportionment of the 
$100,000 amount is adopted under paragraph 
(f) of this section. Since the election was 
made under section 243(b)(2), regardless of 
whether or not the affiliated group antici-
pated making the election, P or S–1 (or both) 
may incur additions to tax under section 6655 
for failure to pay estimated tax. 

(e) Effect of election for certain taxable 
years beginning in 1963 and ending in 
1964. If an election under section 
243(b)(2) by an affiliated group is effec-
tive for a taxable year of a corporation 
under paragraph (c)(4)(ii) of § 1.243–4 
(relating to election for certain taxable 
years beginning in 1963 and ending in 
1964), and if such corporation is a mem-
ber of such group on each day of such 
taxable year, then the restrictions and 
limitations prescribed by paragraphs 
(b), (c), and (d) of this section shall 
apply to all such members having such 
taxable years (for such taxable years). 
For purposes of this paragraph, such 
paragraphs shall be applied with re-
spect to such taxable years as if such 
taxable years included the last day of a 
taxable year of the common parent cor-
poration for which an election was ef-
fective under section 243(b)(2), i.e., as if 
such taxable years were matching tax-
able years. For apportionment plans 
with respect to such taxable years, see 
paragraph (f) (9) of this section. 

(f) Apportionment plans—(1) In general. 
In the case of corporations which are 
members of an affiliated group of cor-
porations on each day of their match-
ing taxable years: 

(i) The $100,000 amount referred to in 
paragraph (d)(3)(i) of this section (re-
lating to limitation under section 
615(a)), 

(ii) The amount determined under 
paragraph (d)(3)(ii)(a) of this section 
(relating to limitation under section 
615(c)), 

(iii) The $25,000 amount referred to in 
paragraph (d)(4) of this section (relat-
ing to small business deduction of life 
insurance companies), and 

(iv) The $100,000 amount referred to 
in paragraph (d)(5)(i) of this section 

(relating to exemption from estimated 
tax), may be apportioned among such 
members (for such taxable years) if the 
common parent corporation files an ap-
portionment plan with respect to such 
taxable years in the manner provided 
in subparagraph (4) of this paragraph, 
and if all other members consent to the 
plan, in the manner provided in sub-
paragraph (5) or (6) of this paragraph 
(whichever is applicable). The plan 
may provide for the apportionment to 
one or more of such members, in fixed 
dollar amounts, of one or more of the 
amounts referred to in subdivisions (i), 
(ii), (iii), and (iv) of this subparagraph, 
but in no event shall the sum of the 
amounts so apportioned in respect to 
any such subdivision exceed the 
amount referred to in such subdivision. 
See also paragraph (d)(3)(v) of this sec-
tion, relating to the maximum amount 
that may be apportioned to a corpora-
tion under this subparagraph with re-
spect to exploration expenditures to 
which section 615 applies. 

(2) Time for adopting plan. An affili-
ated group may adopt an apportion-
ment plan with respect to the match-
ing taxable years of its members only 
if, at the time such plan is sought to be 
adopted, there is at least 1 year re-
maining in the statutory period (in-
cluding any extensions thereof) for the 
assessment of a deficiency against any 
corporation the tax liability of which 
for any taxable year would be increased 
by the adoption of such plan. (If there 
is less than 1 year remaining with re-
spect to any taxable year, the district 
director for the internal revenue dis-
trict in which is located the principal 
place of business or principal office or 
agency of the corporation will ordi-
narily, upon request, enter into an 
agreement to extend such statutory pe-
riod for assessment and collection of 
deficiencies.) 

(3) Years for which effective. A valid 
apportionment plan with respect to 
matching taxable years of members of 
an affiliated group shall be effective for 
such matching taxable years, and for 
all succeeding matching taxable years 
of such members, unless the plan is 
amended in accordance with subpara-
graph (8) of this paragraph or is termi-
nated. Thus, the apportionment plan 
(including any amendments thereof) 
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has a continuing effect and need not be 
renewed annually. An apportionment 
plan with respect to a particular tax-
able year of the common parent shall 
terminate with respect to the taxable 
years of the members of the affiliated 
group which include the last day of a 
succeeding taxable year of the common 
parent if: 

(i) Any corporation which was a 
member of the affiliated group on each 
day of its matching taxable year which 
included the last day of the particular 
taxable year of the common parent is 
not a member of such group on each 
day of its taxable year which includes 
the last day of such succeeding taxable 
year of the common parent, or 

(ii) Any corporation which was not a 
member of such group on each day of 
its taxable year which included the last 
day of the particular taxable year of 
the common parent is a member of 
such group on each day of its taxable 
year which includes the last day of 
such succeeding taxable year of the 
common parent. 
An apportionment plan, once termi-
nated, is no longer effective. Accord-
ingly, unless a new apportionment plan 
is filed and consented to (or the section 
243(b)(2) election is terminated) the 
amounts referred to in subparagraph 
(1) of this paragraph will be appor-
tioned among the corporations which 
are members of the affiliated group on 
each day of their matching taxable 
years in accordance with the rules pro-
vided in paragraphs (d)(3)(i), (d)(3)(ii), 
(d)(4), and (d)(5)(i) of this section. 

(4) Filing of plan. The apportionment 
plan shall be in the form of a state-
ment filed by the common parent cor-
poration with the district director for 
the internal revenue district in which 
is located the principal place of busi-
ness or principal office or agency of 
such common parent. The statement 
shall be signed by any person who is 
duly authorized to act on behalf of the 
common parent corporation and shall 
set forth the name, address, internal 
revenue district, taxpayer account 
number, and taxable year of each mem-
ber to whom the common parent could 
apportion an amount under subpara-
graph (1) of this paragraph (or, in the 
case of an apportionment plan referred 
to in subparagraph (9) of this para-

graph, each member to whom the com-
mon parent could apportion an amount 
under such subparagraph) and the 
amount (or amounts) apportioned to 
each such member under the plan. 

(5) Consent of wholly owned subsidi-
aries. If all the stock of a corporation 
which is a member of the affiliated 
group on each day of its matching tax-
able year is owned on each such day by 
another corporation (or corporations) 
which is a member of such group on 
each day of its matching taxable year, 
such corporation (hereinafter in this 
paragraph referred to as a ‘‘wholly 
owned subsidiary’’) shall be deemed to 
consent to the apportionment plan. 
Each wholly owned subsidiary should 
attach a copy of the plan filed by the 
common parent corporation to an in-
come tax return, amended return, or 
claim for refund for its matching tax-
able year. 

(6) Consent of other members. The con-
sent of each member (other than the 
common parent corporation and wholly 
owned subsidiaries) to an apportion-
ment plan shall be in the form of a 
statement, signed by any person who is 
duly authorized to act on behalf of the 
member consenting to the plan, stating 
that such member consents to the plan. 
The consent of more than one such 
member may be incorporated in a sin-
gle statement. The statement (or state-
ments) shall be attached to the appor-
tionment plan filed by the common 
parent corporation. The consent of any 
such member which, after the date the 
apportionment plan was filed and dur-
ing its matching taxable year referred 
to in subparagraph (1) of this para-
graph, ceases to be a wholly owned sub-
sidiary but continues to be a member, 
shall be filled with the district director 
with whom the apportionment plan is 
filed (as soon as possible after it ceases 
to be a wholly owned subsidiary). Each 
consenting member should attach a 
copy of the apportionment plan filed by 
the common parent to an income tax 
return, amended return, or claim for 
refund for its matching taxable year 
which includes the last day of the tax-
able year of the common parent cor-
poration for which the apportionment 
plan was filed. 
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(7) Members of group filing consolidated 
return—(i) General rule. Except as pro-
vided in subdivision (ii) of this sub-
paragraph, if the members of an affili-
ated group of corporations include one 
or more corporations taxable under 
section 11 of the Code and one or more 
insurance companies taxable under sec-
tion 802 or 821 of the Code and if the af-
filiated group includes corporations 
which join in the filing of a consoli-
dated return, then, for purposes of de-
termining the amount to be appor-
tioned to a corporation under an appor-
tionment plan adopted under this para-
graph, the corporations filing the con-
solidated return shall be treated as a 
single member. 

(ii) Consenting to an apportionment 
plan. For purposes of consenting to an 
apportionment plan under subpara-
graphs (5) and (6) of this paragraph, if 
the members of an affiliated group of 
corporations include corporations 
which join in the filing of a consoli-
dated return, each corporation which 
joins in filing the consolidated return 
shall be treated as a separate member. 

(8) Amendment of plan. An apportion-
ment plan, which is effective for the 
matching taxable years of members of 
an affiliated group, may be amended if 
an amended plan is filed (and con-
sented to) within the time and in ac-
cordance with the rules prescribed in 
this paragraph for the adoption of an 
original plan with respect to such tax-
able years. 

(9) Certain taxable years beginning in 
1963 and ending in 1964. In the case of 
corporations which are members of an 
affiliated group of corporations on each 
day of their taxable years referred to in 
paragraph (e) of this section: 

(i) The $100,000 amount referred to in 
paragraph (d)(3)(i) of this section (re-
lating to limitation under section 
615(a)), 

(ii) The amount determined under 
paragraph (d)(3)(ii)(a) of this section 
(relating to limitation under section 
615(c)), 

(iii) The $25,000 amount referred to in 
paragraph (d)(4) of this section (relat-
ing to small business deduction of life 
insurance companies), and 

(iv) The $100,000 amount referred to 
in paragraph (d)(5)(i) of this section 
(relating to exemption from estimated 

tax), may be apportioned among such 
members (for such taxable years) if an 
apportionment plan is filed (and con-
sented to) with respect to such taxable 
years in accordance with the rules pro-
vided in subparagraphs (2), (4), (5), (6), 
(7), and (8) of this paragraph. For pur-
poses of this subparagraph, such sub-
paragraphs shall be applied as if such 
taxable years included the last day of a 
taxable year of the common parent cor-
poration, i.e., as if such taxable years 
were matching taxable years. An ap-
portionment plan adopted under this 
subparagraph shall be effective only 
with respect to taxable years referred 
to in paragraph (e) of this section. The 
plan may provide for the apportion-
ment to one or more of such members, 
in fixed dollar amounts, of one or more 
of the amounts referred to in subdivi-
sions (i), (ii), (iii), and (iv) of this sub-
paragraph, but in no event shall the 
sum of the amounts so apportioned in 
respect of any such subdivision exceed 
the amount referred to in such subdivi-
sion. See also paragraph (d)(3)(v) of 
this section, relating to the maximum 
amount that may be apportioned to a 
corporation under an apportionment 
plan described in this subparagraph 
with respect to exploration expendi-
tures to which section 615 applies. 

(g) Short taxable years—(1) General. If: 
(i) The return of a corporation is for 

a short period (ending after December 
31, 1963) on each day of which such cor-
poration is a member of an affiliated 
group, 

(ii) The last day of the common par-
ent’s taxable year does not end with or 
within such short period, and 

(iii) An election under section 
243(b)(2) by such group is effective 
under paragraph (c) (4) (i) of § 1.243–4 for 
the taxable year of the common parent 
within which falls such short period, 
then the restrictions and limitations 
prescribed by section 243(b)(3) shall be 
applied in the manner provided in sub-
paragraph (2) of this paragraph. 

(2) Manner of applying restrictions. In 
the case of a corporation described in 
subparagraph (1) of this paragraph hav-
ing a short period described in such 
subparagraph: 
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(i) Such corporation may not consent 
to an election under section 1562, relat-
ing to election of multiple surtax ex-
emptions, which would be effective for 
such short period; 

(ii) The credit under section 901 shall 
be allowed to such corporation for such 
short period if, and only if, each cor-
poration, which pays or accrues foreign 
taxes and which is a member of the af-
filiated group on each day of its tax-
able year which includes the last day of 
the common parent’s taxable year 
within which falls such short period, 
does not deduct such taxes in com-
puting its tax liability for its taxable 
year which includes such last day; 

(iii) The overall limitation provided 
in section 904(a)(2) shall be allowed to 
such corporation for such short period 
if, and only if, each corporation, which 
pays or accrues foreign taxes and 
which is a member of the affiliated 
group on each day of its taxable year 
which includes the last day of the com-
mon parent’s taxable year within 
which falls such short period, uses such 
limitation for its taxable year which 
includes such last day; 

(iv) The minimum accumulated earn-
ings credit provided by section 535(c)(2) 
(or in the case of a mere holding or in-
vestment company, the accumulated 
earnings credit provided by section 
535(c)(3)) allowable for such short pe-
riod shall be the amount computed by 
dividing (a) the amount (if any) by 
which $100,000 exceeds the aggregate of 
the accumulated earnings and profits 
of the corporations, which are members 
of the affiliated group on the last day 
of such short period, as of the close of 
their taxable years preceding the tax-
able year which includes the last day of 
such short period, by (b) the number of 
such members on the last day of such 
short period; 

(v) The deduction allowable under 
section 615(a) for such short period 
shall be limited to an amount equal to 
$100,000 divided by the number of cor-
porations which are members of the af-
filiated group on the last day of such 
short period; 

(vi) If the expenditures to which sec-
tion 615(a) applies which are paid or in-
curred by such corporation during such 
short period would, when added to the 
aggregate of the amounts deducted or 

deferred (in taxable years ending before 
the last day of such short period) which 
are taken into account in applying the 
limitation of section 615(c) by corpora-
tions which are members of the affili-
ated group on the last day of such 
short period exceed $400,000, then sec-
tion 615 shall not apply to any such ex-
penditure so paid or incurred by such 
corporation to the extent such expendi-
ture would exceed an amount equal to 
(a) the amount (if any) by which 
$400,000 exceeds the aggregate of the 
amounts so deducted or deferred in 
such taxable years (computed as if each 
member filed a separate return), di-
vided by (b) the number of corporations 
in the group which have taxable years 
ending on such last day; 

(vii) If such corporation is a life in-
surance company taxable under section 
802, the small business deduction under 
sections 804(a)(4) and 809(d)(10) shall 
not exceed an amount equal to (a) 
$25,000, divided by (b) the number of life 
insurance companies taxable under sec-
tion 802 which are members of the af-
filiated group on the last day of such 
short period; and 

(viii) The exemption from estimated 
tax (for purposes of estimated tax fil-
ing requirements under section 6016 
and the addition to tax under section 
6655 for failure to pay estimated tax) 
for such short period shall be an 
amount equal to $100,000 divided by the 
number of corporations which are 
members of the affiliated group on the 
last day of such short period. 

[T.D. 6992, 34 FR 821, Jan. 18, 1969, as amend-
ed by T.D. 7376, 40 FR 42745, Sept. 16, 1975] 

§ 1.244–1 Deduction for dividends re-
ceived on certain preferred stock. 

A corporation is allowed a deduction 
under section 244 for dividends received 
on certain preferred stock of certain 
public utility corporations subject to 
taxation under chapter 1 of the Code. 
The deduction is allowable only for 
dividends received on the preferred 
stock of a public utility with respect to 
which the deduction for dividends paid 
provided in section 247 (relating to 
dividends paid on certain preferred 
stock of public utilities) is allowable to 
the distributing corporation. 
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§ 1.244–2 Computation of deduction. 

(a) General rule. Section 244(a) pro-
vides a formula for the computation of 
the deduction for dividends received on 
the preferred stock of a public utility. 
For purposes of this computation, the 
normal tax rate referred to in section 
244(a)(2)(B) shall be determined with-
out regard to any additional tax im-
posed by section 1562(b). See section 
1562(b)(4). The deduction computed 
under section 244(a) is subject to the 
limitation provided in section 246. 

(b) Qualifying dividends. Section 
244(b) provides that in the case of divi-
dends received on the preferred stock 
of a public utility in taxable years end-
ing after December 31, 1963, which are 
‘‘qualifying dividends’’(as defined in 
section 243(b)(1), but determined with-
out regard to section 243(c)(4)), the 
computation of the deduction for divi-
dends received shall be made by apply-
ing the formula provided by section 
244(a) separately to such qualifying 
dividends. For such purposes, 100 per-
cent shall be used in lieu of the 85 per-
cent specified in section 244(a)(3). 

(c) Examples. The computation of the 
deduction provided in section 244 may 
be illustrated by the following exam-
ples: 

Example 1. Corporation X, which files its 
income tax returns on the calendar year 
basis, received in 1965 $100,000 as dividends on 
the preferred stock of corporation Y, a public 
utility corporation which is subject to tax-
ation under chapter 1 of the Code. The deduc-
tion provided in section 247 is allowable to Y, 
the distributing corporation, with respect to 
these dividends and they are not ‘‘qualifying 
dividends’’(as defined in section 243(b)(1) but 
determined without regard to section 
243(c)(4)). The corporation normal tax rate 
and the surtax rate for the calendar year 1965 
are 22 percent and 26 percent, respectively. 
The deduction allowable to X under section 
244(a) for the year 1965 with respect to these 
dividends is $60,208.33, computed as follows: 
Dividends received on preferred stock of cor-

poration Y ..................................................... $100,000.00 
Less: The fraction specified in section 

244(a)(2): 14/48×$100,000 .......................... 29,166.67 

Amount subject to 85-percent deduction ......... 70,833.33 

Deduction—85 percent of $70,833.33 ............. 60,208.33 

The result would be the same if X or Y(or 
both) were subject to the 6-percent addi-
tional tax imposed by section 1562(b) for 1965. 

Example 2. Assume the same facts as in Ex-
ample 1 and also assume that in 1965 corpora-
tion X received $200,000 as dividends on the 
preferred stock of Corporation Z, a public 
utility corporation which is subject to tax-
ation under chapter 1 of the Code. Assume 
further that such dividends are ‘‘qualifying 
dividends’’ (as defined in section 243(b)(1) but 
determined without regard to section 
243(c)(4)). The deduction provided in section 
247 is allowable to Z, the distributing cor-
poration, with respect to these dividends. 
The deduction allowable to X under section 
244 for the year 1965 is $201,875, computed as 
follows: 
Deduction allowable under section 244(a) with 

respect to the dividend received from Y 
(see Example 1) ........................................... $60,208.33 

Deduction allowable under section 244(b) with 
respect to the dividend received from Z: 
Qualifying dividends received on preferred 
stock of corporation Z .................................. 200,000.00 

Less: The fraction specified in section 
244(a)(2): 14/48×$200,000 .......................... 58,333.33 

Deduction ......................................................... 141,666.67 

Deduction allowable under section 244 for 
1965 ............................................................. 201,875.00 

[T.D. 6992, 34 FR 825, Jan. 18, 1969] 

§ 1.245–1 Dividends received from cer-
tain foreign corporations. 

(a) General rule. (1) A corporation is 
allowed a deduction under section 
245(a) for dividends received from a for-
eign corporation (other than a foreign 
personal holding company as defined in 
section 552) which is subject to tax-
ation under chapter 1 of the Code if, for 
an uninterrupted period of not less 
than 36 months ending with the close 
of the foreign corporation’s taxable 
year in which the dividends are paid, (i) 
the foreign corporation is engaged in 
trade or business in the United States, 
and (ii) 50 percent or more of the for-
eign corporation’s entire gross income 
is effectively connected with the con-
duct of a trade or business in the 
United States by that corporation. If 
the foreign corporation has been in ex-
istence less than 36 months as of the 
close of the taxable year in which the 
dividends are paid, then the applicable 
uninterrupted period to be taken into 
consideration in lieu of the uninter-
rupted period of 36 or more months is 
the entire period such corporation has 
been in existence as of the close of such 
taxable year. An uninterrupted period 
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which satisfied the twofold require-
ment with respect to business activity 
and gross income may start at a date 
later than the date on which the for-
eign corporation first commenced an 
uninterrupted period of engaging in 
trade or business within the United 
States, but the applicable uninter-
rupted period is in any event the long-
est uninterrupted period which satis-
fies such twofold requirement. The de-
duction under section 245(a) is allow-
able to any corporation, whether for-
eign or domestic, receiving dividends 
from a distributing corporation which 
meets the requirements of that section. 

(2) Any taxable year of a foreign cor-
poration which falls within the unin-
terrupted period described in section 
245(a)(2) shall not be taken into ac-
count in applying section 245(a)(2) and 
this paragraph if the 100 percent divi-
dends received deduction would be al-
lowable under paragraph (b) of this sec-
tion, whether or not in fact allowed, 
with respect to any dividends payable, 
whether or not in fact paid, out of the 
earnings and profits of such foreign 
corporation for that taxable year. 
Thus, in such case the foreign corpora-
tion shall be treated as having no earn-
ings and profits for that taxable year 
for purposes of determining the divi-
dends received deduction allowable 
under section 245(a) and this para-
graph. However, that taxable year may 
be taken into account for purposes of 
determining whether the foreign cor-
poration meets the requirements of 
section 245(a) that, for the uninter-
rupted period specified therein, the for-
eign corporation is engaged in trade or 
business in the United States and 
meets the 50 percent gross income re-
quirement. 

(b) Dividends from wholly owned for-
eign subsidiaries. (1) A domestic cor-
poration is allowed a deduction under 
section 245(b) for any taxable year be-
ginning after December 31, 1966, for 
dividends received from a foreign cor-
poration (other than a foreign personal 
holding company as defined in section 
552) which is subject to taxation under 
Chapter 1 of the Code if: 

(i) The domestic corporation owns ei-
ther directly or indirectly all of the 
outstanding stock of the foreign cor-
poration during the entire taxable year 

of the domestic corporation in which 
the dividends are received, and 

(ii) The dividends are paid out of 
earnings and profits of a taxable year 
of the foreign corporation during which 
(a) the domestic corporation receiving 
the dividends owns directly or indi-
rectly throughout such year all of the 
outstanding stock of the foreign cor-
poration, and (b) all of the gross in-
come of the foreign corporation from 
all sources is effectively connected for 
that year with the conduct of a trade 
or business in the United States by 
that corporation. 

(2) The deduction allowed by section 
245(b) does not apply if an election 
under section 1562, relating to the 
privilege of a controlled group of cor-
porations to elect multiple surtax ex-
emptions, is effective for either the 
taxable year of the domestic corpora-
tion in which the dividends are re-
ceived or the taxable year of the for-
eign corporation out of the earnings 
and profits of which the dividends are 
paid. 

(c) Rules of application. (1) Except as 
provided in section 246, the deduction 
provided by section 245 for any taxable 
year is the sum of the amounts com-
puted under paragraphs (1) and (2) of 
section 245(a) plus, in the case of a do-
mestic corporation for any taxable 
year beginning after December 31, 1966, 
the sum of the amounts computed 
under section 245(b)(2). 

(2) To the extent that a dividend re-
ceived from a foreign corporation is 
treated as a dividend from a domestic 
corporation in accordance with section 
243(d) and § 1.243–3, it shall not be treat-
ed as a dividend received from a foreign 
corporation for purposes of this sec-
tion. 

(3) For purposes of section 245 (a) and 
(b), the amount of a distribution shall 
be determined under subparagraph (B) 
(without reference to subparagraph (C)) 
of section 301(b)(1). 

(4) In determining from what year’s 
earnings and profits a dividend is treat-
ed as having been distributed for pur-
poses of this section, the principles of 
paragraph (a) of § 1.316–2 shall apply. A 
dividend shall be considered to be dis-
tributed, first, out of the earnings and 
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profits of the taxable year which in-
cludes the date the dividend is distrib-
uted, second, out of the earnings and 
profits accumulated for the imme-
diately preceding taxable year, third, 
out of the earnings and profits accumu-
lated for the second preceding taxable 
year, etc. A deficit in an earnings and 
profits account for any taxable year 
shall reduce the most recently accumu-
lated earnings and profits for a prior 
year in such account. If there are no 
accumulated earnings and profits in an 
earnings and profits account because of 
a deficit incurred in a prior year, such 
deficit must be restored before earn-
ings and profits can be accumulated in 
a subsequent accounting year. See also 
paragraph (c) of § 1.243–3 and paragraph 
(a)(6) of § 1.243–4. 

(5) For purposes of this section the 
gross income of a foreign corporation 
for any period before its first taxable 
year beginning after December 31, 1966, 
which is from sources within the 
United States shall be treated as gross 
income which is effectively connected 
for that period with the conduct of a 
trade or business in the United States 
by that corporation. 

(6) For the determination of the 
source of income and the income which 
is effectively connected with the con-
duct of a trade or business in the 
United States, see sections 861 through 
864, and the regulations thereunder. 

(d) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example 1. Corporation A (a foreign cor-
poration filing its income tax returns on a 
calendar year basis) whose stock is 100 per-
cent owned by Corporation B (a domestic 
corporation filing its income tax returns on 
a calendar year basis) for the first time en-
gaged in trade or business within the United 
States on January 1, 1943, and qualifies under 
section 245 for the entire period beginning on 
that date and ending on December 31, 1954. 
Corporation A had accumulated earnings and 
profits of $50,000 immediately prior to Janu-
ary 1, 1943, and had earnings and profits of 
$10,000 for each taxable year during the unin-
terrupted period from January 1, 1943, 
through December 31, 1954. It derived for the 
period from January 1, 1943, through Decem-
ber 31, 1953, 90 percent of its gross income 
from sources within the United States and in 
1954 derived 95 percent of its gross income 
from sources within the United States. Dur-
ing the calendar years 1943, 1944, 1945, 1946, 

and 1947 Corporation A distributed in each 
year $15,000; during the calendar years 1948, 
1949, 1950, 1951, 1952, and 1953 it distributed in 
each year $5,000; and during the year 1954, 
$50,000. An analysis of the accumulated earn-
ings and profits under the above statement 
of facts discloses that at December 31, 1953, 
the accumulation amounted to $55,000, of 
which $25,000 was accumulated prior to the 
‘‘uninterrupted period’’ and $30,000 was accu-
mulated during the uninterrupted period. 
(See section 316(a) and paragraph (c) of this 
section.) For 1954 a deduction under section 
245 of $31,025 ($8,075 on 1954 earnings of the 
foreign corporation, plus $22,950 from the 
$30,000 accumulation at December 31, 1953) 
for dividends received from a foreign cor-
poration is allowable to Corporation B with 
respect to the $50,000 received from Corpora-
tion A, computed as follows: 

(i) $8,075, which is $8,500 (85 percent—the 
percent specified in section 243 for the cal-
endar year 1954—of the $10,000 of earnings 
and profits of the taxable year) multiplied by 
95 percent (the portion of the gross income of 
Corporation A derived during the taxable 
year 1954 from sources within the United 
States), plus 

(ii) $22,950, which is $25,500 (85 percent—the 
percent specified in section 243 for the cal-
endar year 1954—of $30,000, the part of the 
earnings and profits accumulated after the 
beginning of the uninterrupted period) mul-
tiplied by 90 percent (the portion of the gross 
income of Corporation A derived from 
sources within the United States during that 
portion of the uninterrupted period ending at 
the beginning of the taxable year 1954). 

Example 2. If in Example 1, Corporation A 
for the taxable year 1954 had incurred a def-
icit of $10,000 (shown to have been incurred 
before December 31) the amount of the earn-
ings and profits accumulated after the begin-
ning of the uninterrupted period would be 
$20,000. If Corporation A had distributed 
$50,000 on December 31, 1954, the deduction 
under section 245 for dividends received from 
a foreign corporation allowable to Corpora-
tion B for 1954 would be $15,300, computed by 
multiplying $17,000 (85 percent—the percent 
specified in section 243 for the calendar year 
1954—of $20,000 earnings and profits accumu-
lated after the beginning of the uninter-
rupted period) by 90 percent (the portion of 
the gross income of Corporation A derived 
from United States sources during that por-
tion of the uninterrupted period ending at 
the beginning of the taxable year 1954). 

Example 3. Corporation A (a foreign cor-
poration filing its income tax returns on a 
calendar year basis) whose stock is 100 per-
cent owned by corporation B (a domestic cor-
poration filing its income tax returns on a 
calendar year basis) for the first time en-
gaged in trade or business within the United 
States on January 1, 1960, and qualifies under 
section 245 for the entire period beginning on 
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that date and ending on December 31, 1963. In 
1963, A derived 75 percent of its gross income 
from sources within the United States. A’s 
earnings and profits for 1963 (computed as of 
the close of the taxable year without diminu-
tion by reason of any distributions made 
during the taxable year) are $200,000. On De-
cember 31, 1963, corporation A distributes to 
corporation B 100 shares of corporation C 
stock which have an adjusted basis in A’s 
hands of $40,000 and a fair market value of 
$100,000. For purposes of computing the de-
duction under section 245 for dividends re-
ceived from a foreign corporation, the 
amount of the distribution is $40,000. B is al-
lowed a deduction under section 245 of 
$25,500, i.e., $34,000 ($40,000 multiplied by 85 
percent, the percent specified in section 243 
for 1963), multiplied by 75 percent (the por-
tion of the gross income of corporation A de-
rived during 1963 from sources within the 
United States). 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6752, 29 FR 12701, Sept. 9, 
1964, T.D. 6830; 30 FR 8046, June 23, 1965; T.D. 
7293, 38 FR 32793, Nov. 28, 1973] 

§ 1.246–1 Deductions not allowed for 
dividends from certain corpora-
tions. 

The deductions provided in sections 
243 (relating to dividends received by 
corporations), 244 (relating to dividends 
received on certain preferred stock), 
and 245 (relating to dividends received 
from certain foreign corporations), are 
not allowable with respect to any divi-
dend received from: 

(a) A corporation organized under the 
China Trade Act, 1922 (15 U.S.C. ch. 4) 
(see section 941); or 

(b) A corporation which is exempt 
from tax under section 501 (relating to 
certain charitable, etc., organizations) 
or section 521 (relating to farmers’ co-
operative associations) for the taxable 
year of the corporation in which the 
distribution is made or for its next pre-
ceding taxable year; for 

(c) A corporation to which section 931 
(relating to income from sources with-
in possessions of the United States) ap-
plies for the taxable year of the cor-
poration in which the distribution is 
made or for its next preceding taxable 
year; or 

(d) A real estate investment trust 
which, for its taxable year in which the 
distribution is made, is taxable under 
Part II, Subchapter M, Chapter 1 of the 
Code. See section 243(c)(3), paragraph 

(c) of § 1.243–2, section 857(c), and para-
graph (d) of § 1.857–6. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6598, 27 FR 4092, Apr. 28, 
1962; T.D. 7767, 46 FR 11264, Feb. 6, 1981] 

§ 1.246–2 Limitation on aggregate 
amount of deductions. 

(a) General rule. The sum of the de-
ductions allowed by sections 243(a)(1) 
(relating to dividends received by cor-
porations), 244(a) (relating to dividends 
received on certain preferred stock), 
and 245 (relating to dividends received 
from certain foreign corporations), ex-
cept as provided in section 246(b)(2) and 
in paragraph (b) of this section, is lim-
ited to 85 percent of the taxable income 
of the corporation. The taxable income 
of the corporation for this purpose is 
computed without regard to the net op-
erating loss deduction allowed by sec-
tion 172, the deduction for dividends 
paid on certain preferred stock of pub-
lic utilities allowed by section 247, any 
capital loss carryback under section 
1212(a)(1), and the deductions provided 
in sections 243(a)(1), 244(a), and 245. For 
definition of the term taxable income, 
see section 63. 

(b) Effect of net operating loss. If the 
shareholder corporation has a net oper-
ating loss (as determined under sec. 
172) for a taxable year, the limitation 
provided in section 246(b)(1) and in 
paragraph (a) of this section is not ap-
plicable for such taxable year. In that 
event, the deductions provided in sec-
tions 243(a)(1), 244(a), and 245 shall be 
allowable for all tax purposes to the 
shareholder corporation for such tax-
able year without regard to such limi-
tation. If the shareholder corporation 
does not have a net operating loss for 
the taxable year, however, the limita-
tion will be applicable for all tax pur-
poses for such taxable year. In deter-
mining whether the shareholder cor-
poration has a net operating loss for a 
taxable year under section 172, the de-
ductions allowed by sections 243(a)(1), 
244(a), and 245 are to be computed with-
out regard to the limitation provided 
in section 246(b)(1) and in paragraph (a) 
of this section. 

[T.D. 6992, 34 FR 825, Jan. 18, 1969, as amend-
ed by T.D. 7301, 39 FR 963, Jan. 4, 1974] 
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§ 1.246–3 Exclusion of certain divi-
dends. 

(a) In general. Corporate taxpayers 
are denied, in certain cases, the divi-
dends-received deduction provided by 
section 243 (dividends received by cor-
porations), section 244 (dividends re-
ceived on certain preferred stock), and 
section 245 (dividends received from 
certain foreign corporations). The 
above-mentioned dividends-received de-
ductions are denied, under section 
246(c)(1), to corporate shareholders: 

(1) If the dividend is in respect of any 
share of stock which is sold or other-
wise disposed of in any case where the 
taxpayer has held such share for 15 
days or less; or 

(2) If and to the extent that the tax-
payer is under an obligation to make 
corresponding payments with respect 
to substantially identical stock or se-
curities. It is immaterial whether the 
obligation has arisen pursuant to a 
short sale or otherwise. 

(b) Ninety-day rule for certain pref-
erence dividends. In the case of any 
stock having a preference in dividends, 
a special rule is provided by section 
246(c)(2) in lieu of the 15-day rule de-
scribed in section 246(c)(1) and para-
graph (a)(1) of this section. If the tax-
payer receives dividends on such stock 
which are attributable to a period or 
periods aggregating in excess of 366 
days, the holding period specified in 
section 246(c)(1)(A) shall be 90 days (in 
lieu of 15 days). 

(c) Definitions—(1) ‘‘Otherwise disposed 
of’’. As used in this section the term 
otherwise disposed of includes disposal 
by gift. 

(2) ‘‘Substantially identical stock or se-
curities’’. The term substantially iden-
tical stock or securities is to be applied 
according to the facts and cir-
cumstances in each case. In general, 
the term has the same meaning as the 
corresponding terms in sections 1091 
and 1233 and the regulations there-
under. See paragraph (d)(1) of § 1.1233–1. 

(3) Obligation to make corresponding 
payments. (i) Section 246(c)(1)(B) of the 
Code denies the dividends-received de-
duction to a corporate taxpayer to the 
extent that such taxpayer is under an 
obligation, with respect to substan-
tially identical stock or securities, to 
make payments corresponding to the 

dividend received. Thus, for example, 
where a corporate taxpayer is in both a 
‘‘long’’ and ‘‘short’’ position with re-
spect to the same stock on the date 
that such stock goes ex-dividend, the 
dividend received on the stock owned 
by the taxpayer will not be eligible for 
the dividends-received deduction to the 
extent that the taxpayer is obligated 
to make payments to cover the divi-
dends with respect to its offsetting 
short position in the same stock. The 
dividends-received deduction is denied 
in such a case without regard to the 
length of time the taxpayer has held 
the stock on which such dividends are 
received. 

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

Example. Y Corporation owns 100 shares of 
the Z Corporation’s common stock on Janu-
ary 1, 1959. Z Corporation on January 15, 
1959, declares a dividend of $1.00 per share 
payable to shareholders of record on January 
30, 1959. On January 21, 1959, Y Corporation 
sells short 25 shares of the Z Corporation’s 
common stock and remains in the short posi-
tion on January 31, 1959, the day that Z Cor-
poration’s common stock goes ex-dividend. Y 
Corporation is therefore obligated to make a 
payment to the lender of the 25 shares of Z 
Corporation’s common stock which were sold 
short, corresponding to the $1.00 a share divi-
dend that the lender would have received on 
those 25 shares, or $25.00. Therefore, $25.00 of 
the $100.00 that the Y Corporation receives as 
dividends from the Z Corporation with re-
spect to the 100 shares of common stock in 
which it has a long position is not eligible 
for the dividends-received deduction. 

(d) Determination of holding period—(1) 
In general. Special rules are provided 
by paragraph (3) of section 246(c) for de-
termining the period for which the tax-
payer has held any share of stock for 
purposes of the restriction provided by 
such section. In computing the holding 
period the day of disposition but not 
the day of acquisition shall be taken 
into account. Also, there shall not be 
taken into account any day which is 
more than 15 days after the date on 
which the share of stock becomes ex- 
dividend. Thus, the holding period is 
automatically terminated at the end of 
such 15-day period without regard to 
how long the stock may be held after 
that date. In the case of stock quali-
fying under paragraph (2) of section 
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246(c) (as having preference in divi-
dends) a 90-day period is substituted for 
the 15-day period prescribed in this 
subparagraph. Finally, section 1223(4), 
relating to holding periods in the case 
of wash sales, shall not apply. There-
fore, tacking of the holding period of 
the stock disposed of to the holding pe-
riod of the stock acquired where a wash 
sale occurs is not permitted for pur-
poses of determining the holding period 
described in section 246(c). 

(2) Special rules. Section 246(c) re-
quires that the holding periods deter-
mined thereunder shall be appro-
priately reduced for any period that 
the taxpayer’s stock holding is offset 
by a corresponding short position re-
sulting from an option to sell, a con-
tractual obligation to sell, or a short 
sale of, substantially identical stock or 
securities. The holding periods of stock 
held for a period of 15 days or less on 
the date such short position is created 
shall accordingly be reduced to the ex-
tent of such short position. Where the 
amount of stock acquired within such 
period exceeds the amount as to which 
the taxpayer establishes a short posi-
tion, the stock the holding period of 
which must be reduced because of such 
short position shall be that most re-
cently acquired within such period. If, 
on the date the short position is cre-
ated, the amount of stock subject to 
the short position exceeds the amount, 
if any, of stock held by the taxpayer 
for 15 days or less, the excess shares of 
stock sold short shall, to the extent 
thereof, postpone until the termination 
of the short position the commence-
ment of the holding periods of subse-
quently acquired stock. Stock having a 
preference in dividends is also subject 
to the rules prescribed in this subpara-
graph, except that the 90-day period 
provided by paragraph (b) of this sec-
tion shall apply in lieu of the 15-day pe-
riod otherwise applicable. The rules 
prescribed in this subparagraph may be 
illustrated by the following examples: 

Example 1. L Company purchased 100 shares 
of Z Corporation’s common stock during 
January 1959. On November 26, 1959, L Com-
pany purchased an additional 100 shares of 
the same stock. On December 1, 1959, Z Cor-
poration declared a dividend payable on its 
common stock to shareholders of record on 
December 20, 1959. Also on December 1, L 
Company sold short 150 shares of Z Corpora-

tion’s common stock. On December 16, 1959 
(before the stock went ex-dividend), L Com-
pany closed its short sale with 150 shares 
purchased on that date. In determining, for 
purposes of section 246(c), whether L Com-
pany has held the 100 shares of stock ac-
quired on November 26 for a period in excess 
of 15 days, the period of the short position 
(from December 2 through December 16) shall 
be excluded. Thus, if on or before December 
26, 1959, L Company sold the 100 shares of Z 
Corporation stock which it purchased on No-
vember 26, 1959, it would not be entitled to a 
dividends-received deduction for the divi-
dends received on such shares because it 
would have held such shares for 15 days or 
less on the date of the sale. Since L Company 
had held the 100 shares acquired during Jan-
uary 1959 for more than 15 days on December 
2, 1959, and since it was under no obligation 
to make payments corresponding to the divi-
dends received thereon, section 246(c) is inap-
plicable to the dividends received with re-
spect to those shares. 

Example 2. Assume the same facts as in Ex-
ample 1 above except that the additional 100 
shares of Z Corporation common stock were 
purchased by L Company on December 10, 
1959, rather than November 26, 1959. In deter-
mining, for purposes of section 246(c), wheth-
er L Company has held such shares for a pe-
riod in excess of 15 days, the period from De-
cember 11, 1959, until December 16, 1959 (the 
date the short sale made on December 1 was 
closed), shall be excluded. 

(e) Effective date. The provisions of 
this section shall apply to stock ac-
quired after December 31, 1957, or with 
respect to stock acquired before that 
date where the taxpayer has made a 
short sale of substantially identical 
stock or securities after that date. 

§ 1.246–4 Dividends from a DISC or 
former DISC. 

The deduction provided in section 243 
(relating to dividends received by cor-
porations) is not allowable with respect 
to any dividend (whether in the form of 
a deemed or actual distribution or an 
amount treated as a dividend pursuant 
to section 995(c)) from a corporation 
which is a DISC or former DISC (as de-
fined in section 992(a)(1) or (3) as the 
case may be) to the extent such divi-
dend is from the corporation’s accumu-
lated DISC income (as defined in sec-
tion 996(f)(1)) or previously taxed in-
come (as defined in section 996(f)(2)) or 
is a deemed distribution pursuant to 
section 995(b)(1) in a taxable year for 
which the corporation qualifies (or is 
treated) as a DISC. To the extent that 

VerDate Mar<15>2010 11:25 May 22, 2012 Jkt 226088 PO 00000 Frm 00540 Fmt 8010 Sfmt 8010 Y:\SGML\226088.XXX 226088er
ow

e 
on

 D
S

K
2V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



531 

Internal Revenue Service, Treasury § 1.246–5 

a dividend is paid out of earnings and 
profits which are not made up of accu-
mulated DISC income or previously 
taxed income, the corporate recipient 
is entitled to the deduction provided in 
section 243 in the same manner and to 
the same extent as a dividend from a 
domestic corporation which is not a 
DISC or former DISC. 

[T.D. 7283, 38 FR 20824, Aug. 3, 1973] 

§ 1.246–5 Reduction of holding periods 
in certain situations. 

(a) In general. Under section 
246(c)(4)(C), the holding period of stock 
for purposes of the dividends received 
deduction is appropriately reduced for 
any period in which a taxpayer has di-
minished its risk of loss by holding one 
or more other positions with respect to 
substantially similar or related prop-
erty. This section provides rules for ap-
plying section 246(c)(4)(C). 

(b) Definitions—(1) Substantially simi-
lar or related property. The term sub-
stantially similar or related property 
is applied according to the facts and 
circumstances in each case. In general, 
property is substantially similar or re-
lated to stock when— 

(i) The fair market values of the 
stock and the property primarily re-
flect the performance of— 

(A) A single firm or enterprise; 
(B) The same industry or industries; 

or 
(C) The same economic factor or fac-

tors such as (but not limited to) inter-
est rates, commodity prices, or foreign- 
currency exchange rates; and 

(ii) Changes in the fair market value 
of the stock are reasonably expected to 
approximate, directly or inversely, 
changes in the fair market value of the 
property, a fraction of the fair market 
value of the property, or a multiple of 
the fair market value of the property. 

(2) Diminished risk of loss. A taxpayer 
has diminished its risk of loss on its 
stock by holding positions with respect 
to substantially similar or related 
property if changes in the fair market 
values of the stock and the positions 
are reasonably expected to vary in-
versely. 

(3) Position. For purposes of this sec-
tion, a position with respect to prop-
erty is an interest (including a futures 
or forward contract or an option) in 

property or any contractual right to a 
payment, whether or not severable 
from stock or other property. A posi-
tion does not include traditional equity 
rights to demand payment from the 
issuer, such as the rights traditionally 
provided by mandatorily redeemable 
preferred stock. 

(4) Reasonable expectations. For pur-
poses of paragraphs (b)(1)(i), (b)(2), or 
(c)(1)(vi) of this section, reasonable ex-
pectations are the expectations of a 
reasonable person, based on all the 
facts and circumstances at the later of 
the time the stock is acquired or the 
positions are entered into. Reasonable 
expectations include all explicit or im-
plicit representations made with re-
spect to the marketing or sale of the 
position. 

(c) Special rules—(1) Positions in more 
than one stock—(i) In general. This para-
graph (c)(1) provides rules for the treat-
ment of positions that reflect the value 
of more than one stock. In general, po-
sitions that reflect the value of a port-
folio of stocks are treated under the 
rules of paragraphs (c)(1) (ii) through 
(iv) of this section, and positions that 
reflect the value of more than one 
stock but less than a portfolio are 
treated under the rules of paragraph 
(c)(1)(v) of this section. A portfolio for 
this purpose is any group of stocks of 
20 or more unrelated issuers. Para-
graph (c)(1)(vi) of this section provides 
an anti-abuse rule. 

(ii) Portfolios. Notwithstanding para-
graph (b)(1) of this section, a position 
reflecting the value of a portfolio of 
stocks is substantially similar or re-
lated to the stocks held by the tax-
payer only if the position and the tax-
payer’s holdings substantially overlap 
as of the most recent testing date. A 
position may be substantially similar 
or related to a taxpayer’s entire stock 
holdings or a portion of a taxpayer’s 
stock holdings. 

(iii) Determining substantial overlap. 
This paragraph (c)(1)(iii) provides rules 
for determining whether a position and 
a taxpayer’s stock holdings or a por-
tion of a taxpayer’s stock holdings sub-
stantially overlap. Paragraphs 
(c)(1)(iii) (A) through (C) of this section 
determine whether there is substantial 
overlap as of any testing date. 
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(A) Step One. Construct a subport-
folio (the Subportfolio) that consists of 
stock in an amount equal to the lesser 
of the fair market value of each stock 
represented in the position and the fair 
market value of the stock in the tax-
payer’s stock holdings. (The Subport-
folio may contain fewer than 20 
stocks.) 

(B) Step Two. If the fair market value 
of the Subportfolio is equal to or great-
er than 70 percent of the fair market 
value of the stocks represented in the 
position, the position and the Subport-
folio substantially overlap. 

(C) Step Three. If the position does 
not substantially overlap with the Sub-
portfolio, repeat Steps One and Two 
(paragraphs (c)(1)(iii)(A) and (B) of this 
section) reducing the size of the posi-
tion. The largest percentage of the po-
sition that results in a substantial 
overlap is substantially similar or re-
lated to the Subportfolio determined 
with respect to that percentage of the 
position. 

(iv) Testing date. A testing date is any 
day on which the taxpayer purchases 
or sells any stock if the fair market 
value of the stock or the fair market 
value of substantially similar or re-
lated property is reflected in the posi-
tion, any day on which the taxpayer 
changes the position, or any day on 
which the composition of the position 
changes. 

(v) Nonportfolio positions. A position 
that reflects the fair market value of 
more than one stock but not of a port-
folio of stocks is treated as a separate 
position with respect to each of the 
stocks the value of which the position 
reflects. 

(vi) Anti-abuse rule. Notwithstanding 
paragraphs (c)(1)(i) through (v) of this 
section, a position that reflects the 
value of more than one stock is a posi-
tion in substantially similar or related 
property to the appropriate portion of 
the taxpayer’s stock holdings if— 

(A) Changes in the value of the posi-
tion or the stocks reflected in the posi-
tion are reasonably expected to vir-
tually track (directly or inversely) 
changes in the value of the taxpayer’s 
stock holdings, or any portion of the 
taxpayer’s stock holdings and other po-
sitions of the taxpayer; and 

(B) The position is acquired or held 
as part of a plan a principal purpose of 
which is to obtain tax savings (includ-
ing by deferring tax) the value of which 
is significantly in excess of the ex-
pected pre-tax economic profits from 
the plan. 

(2) Options—(i) Options that are signifi-
cantly out of the money. For purposes of 
paragraph (b)(2) of this section, an op-
tion to sell that is significantly out of 
the money does not diminish the tax-
payer’s risk of loss on its stock unless 
the option is held as part of a strategy 
to substantially offset changes in the 
fair market value of the stock. 

(ii) Conversion rights. Notwith-
standing paragraphs (b)(1) and (2) of 
this section, a taxpayer is treated as 
diminishing its risk of loss by holding 
substantially similar or related prop-
erty if it engages in the following 
transactions or their substantial 
equivalents— 

(A) A short sale of common stock 
while holding convertible preferred 
stock of the same issuer and the price 
changes of the convertible preferred 
stock and the common stock are re-
lated; 

(B) A short sale of a convertible de-
benture while holding convertible pre-
ferred stock into which the debenture 
is convertible or common stock; or 

(C) A short sale of convertible pre-
ferred stock while holding common 
stock. 

(3) Stacking rule. If a taxpayer dimin-
ishes its risk of loss by holding a posi-
tion in substantially similar or related 
property with respect to only a portion 
of the shares that the taxpayer holds in 
a particular stock, the holding period 
of those shares having the shortest 
holding period is reduced. 

(4) Guarantees, surety agreements, or 
similar arrangements. A taxpayer has di-
minished its risk of loss on stock by 
holding a position in substantially 
similar or related property if the tax-
payer is the beneficiary of a guarantee, 
surety agreement, or similar arrange-
ment and the guarantee, surety agree-
ment, or similar arrangement provides 
for payments that will substantially 
offset decreases in the fair market 
value of the stock. 
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(5) Hedges counted only once. A posi-
tion established as a hedge of one out-
standing position, transaction, or obli-
gation of the taxpayer (other than 
stock) is not treated as diminishing the 
risk of loss with respect to any other 
position held by the taxpayer. In deter-
mining whether a position is estab-
lished to hedge an outstanding posi-
tion, transaction, or obligation of the 
taxpayer, substantial deference will be 
given to the relationships that are es-
tablished in its books and records at 
the time the position is entered into. 

(6) Use of related persons or pass- 
through entities. Positions held by a 
party related to the taxpayer within 
the meaning of sections 267(b) or 
707(b)(1) are treated as positions held 
by the taxpayer if the positions are 
held with a view to avoiding the appli-
cation of this section or § 1.1092(d)–2. In 
addition, a taxpayer is treated as di-
minishing its risk of loss by holding 
substantially similar or related prop-
erty if the taxpayer holds an interest 
in, or is the beneficiary of, a pass- 
through entity, intermediary, or other 
arrangement with a view to avoiding 
the application of this section or 
§ 1.1092(d)–2. 

(7) Notional principal contracts. For 
purposes of this section, rights and ob-
ligations under notional principal con-
tracts are considered separately even 
though payments with regard to those 
rights and obligations are generally 
netted for other purposes. Therefore, if 
a taxpayer is treated under the pre-
ceding sentence as receiving payments 
under a notional principal contract 
when the fair market value of the tax-
payer’s stock declines, the taxpayer 
has diminished its risk of loss by hold-
ing a position in substantially similar 
or related property regardless of the 
netting of the payments under the con-
tract for any other purposes. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. General application to common 
stock. Corporation A and Corporation B are 
both automobile manufacturers. The fair 
market values of Corporation A and Corpora-
tion B common stock primarily reflect the 
value of the same industry. Because Corpora-
tion A and Corporation B common stock are 
affected not only by the general level of 
growth in the industry but also by individual 

corporate management decisions and cor-
porate capital structures, changes in the fair 
market value of Corporation A common 
stock are not reasonably expected to approx-
imate changes in the fair market value of 
the Corporation B common stock. Under 
paragraph (b)(1) of this section, Corporation 
A common stock is not substantially similar 
or related to Corporation B common stock. 

Example 2. Common stock value primarily re-
flects commodity price. Corporation C and Cor-
poration D both hold gold as their primary 
asset, and historically changes in the fair 
market value of Corporation C common 
stock approximated changes in the fair mar-
ket value of Corporation D common stock. 
Corporation M purchased Corporation C com-
mon stock and sold short Corporation D 
common stock. Corporation C common stock 
is substantially similar or related to Cor-
poration D common stock because their fair 
market values primarily reflect the perform-
ance of the same economic factor, the price 
of gold, and changes in the fair market value 
of Corporation C common stock are reason-
ably expected to approximate changes in the 
fair market value of Corporation D common 
stock. It was reasonably expected that 
changes in the fair market values of the Cor-
poration C common stock and the short posi-
tion in Corporation D common stock would 
vary inversely. Thus, Corporation M has di-
minished its risk of loss on its Corporation C 
common stock for purposes of section 
246(c)(4)(C) and this section by holding a po-
sition in substantially similar or related 
property. 

Example 3. Portfolios of stocks. (i) Corpora-
tion Z holds a portfolio of stocks and ac-
quires a short position on a publicly traded 
index through a regulated futures contract 
(RFC) that reflects the value of a portfolio of 
stocks as defined in paragraph (c)(1)(i) of this 
section. The index reflects the fair market 
value of stocks A through T. The values of 
stocks reflected in the index and the values 
of the same stocks in Corporation Z’s hold-
ings are as follows: 

Stock 
Z’s 

hold-
ings 

RFC 
Sub-

portfo-
lio 

A ................................................ $300 $300 $300 
B ................................................ 300 300 300 
C ................................................ — 300 — 
D ................................................ 400 500 400 
E ................................................ 300 500 300 
F ................................................ 300 500 300 
G ................................................ 500 600 500 
H ................................................ 300 300 300 
I .................................................. — 300 — 
J ................................................. 400 450 400 
K ................................................ 200 500 200 
L ................................................. 200 400 200 
M ................................................ 200 500 200 
N ................................................ 100 200 100 
O ................................................ — 200 — 
P ................................................ 200 200 200 
Q ................................................ 100 300 100 
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Stock 
Z’s 

hold-
ings 

RFC 
Sub-

portfo-
lio 

R ................................................ 200 100 100 
S ................................................ 100 100 100 
T ................................................ 100 200 100 

Totals ................... $4,200 $6,750 $4,100 

(ii) The position is substantially similar or 
related to Z’s stock holdings only if they 
substantially overlap. To determine whether 
they substantially overlap, Corporation Z 
must construct a Subportfolio of stocks with 
the lesser of the value of the stock as re-
flected in the RFC and its holdings. The Sub-
portfolio is given in the rightmost column 
above. The value of the Subportfolio is 60.74 
percent of the value of the stocks rep-
resented in the position ($4100÷$6750), so the 
position and the Subportfolio do not sub-
stantially overlap. 

(iii) To determine whether any portion of 
the position substantially overlaps with any 
portion of the Z’s stock holdings, the values 
of the stocks in the RFC are reduced for pur-
poses of the above steps. Eighty percent of 
the position and the corresponding subport-
folio (consisting of stocks with a value of the 
lesser of the stocks represented in Z’s hold-
ings and in 80 percent of the RFC) substan-
tially overlap, computed as follows: 

Stock 
Z’s 

hold-
ings 

80% of 
RFC 

Sub-
portfo-

lio 

A ................................................ $300 $240 $240 
B ................................................ 300 240 240 
C ................................................ — 240 — 
D ................................................ 400 400 400 
E ................................................ 300 400 300 
F ................................................ 300 400 300 
G ................................................ 500 480 480 
H ................................................ 300 240 240 
I .................................................. — 240 — 
J ................................................. 400 360 360 
K ................................................ 200 400 200 
L ................................................. 200 320 200 
M ................................................ 200 400 200 
N ................................................ 100 160 100 
O ................................................ — 160 — 
P ................................................ 200 160 160 
Q ................................................ 100 240 100 
R ................................................ 200 80 80 
S ................................................ 100 80 80 
T ................................................ 100 160 100 

Totals ................... $4,200 $5,400 $3,780 

(iv) Because $3,780 is 70 percent of $5,400, 
the Subportfolio substantially overlaps with 
80 percent of the position. Under paragraph 
(c)(3) of this section, Z’s stocks having the 
shortest holding period are treated as in-
cluded in the Subportfolio. A larger portion 
of Z’s stocks may be treated as substantially 
similar or related property under the anti- 
abuse rule of paragraph (c)(1)(vi) of this sec-
tion. 

Example 4. Hedges counted only once. Janu-
ary 1, 1996, Corporation X owns a $100 million 
portfolio of stocks all of which would sub-
stantially overlap with a $100 million regu-
lated futures contract (RFC) on a commonly 
used index (the Index). On January 15, Cor-
poration X enters into a $100 million short 
position in an RFC on the Index with a 
March delivery date and enters into a $75 
million long position in an RFC on the Index 
for June delivery. Also on January 15, 1996, 
Corporation X indicates in its books and 
records that the long and short RFC posi-
tions are intended to offset one another. 
Under paragraph (c)(5) of this section, $75 
million of the short position in the RFC is 
not treated as diminishing the risk of loss on 
the stock portfolio and instead is treated as 
a straddle or a hedging transaction, as ap-
propriate, with respect to the $75 million 
long position in the RFC, under section 1092. 
The remaining $25 million short position is 
treated as diminishing the risk of loss on the 
portfolio by holding a position in substan-
tially similar or related property. The rules 
of paragraph (c)(1) determine how much of 
the portfolio is subject to this rule and the 
rules of paragraph (c)(3) determine which 
shares have their holding periods tolled. 

(e) Effective date—(1) In general. The 
provisions of this section apply to divi-
dends received on or after March 17, 
1995, on stock acquired after July 18, 
1984. 

(2) Special rule for dividends received 
on certain stock. Notwithstanding para-
graph (e)(1) of this section, this section 
applies to any dividends received by a 
taxpayer on stock acquired after July 
18, 1984, if the taxpayer has diminished 
its risk of loss by holding substantially 
similar or related property involving 
the following types of transactions— 

(i) The short sale of common stock 
when holding convertible preferred 
stock of the same issuer and the price 
changes of the two stocks are related, 
or the short sale of a convertible de-
benture while holding convertible pre-
ferred stock into which the debenture 
is convertible (or common stock), or a 
short sale of convertible preferred 
stock while holding common stock; or 

(ii) The acquisition of a short posi-
tion in a regulated futures contract on 
a stock index, or the acquisition of an 
option to sell the regulated futures 
contract or the stock index itself, or 
the grant of a deep-in-the-money op-
tion to buy the regulated futures con-
tract or the stock index while holding 
the stock of an investment company 
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whose principal holdings mimic the 
performance of the stocks included in 
the stock index; or alternatively, while 
holding a portfolio composed of stocks 
that mimic the performance of the 
stocks included in the stock index. 

[T.D. 8590, 60 FR 14638, Mar. 20, 1995] 

§ 1.247–1 Deduction for dividends paid 
on preferred stock of public utili-
ties. 

(a) Amount of deduction. (1) A deduc-
tion is provided in section 247 for divi-
dends paid during the taxable year by 
certain public utility corporations (see 
paragraph (b) of this section) on cer-
tain preferred stock (see paragraph (c) 
of this section). This deduction is an 
amount equal to the product of a speci-
fied fraction times the lesser of (i) the 
amount of the dividends paid during 
the taxable year by a public utility on 
its preferred stock (as defined in para-
graph (c) of this section), or (ii) the 
taxable income of the public utility for 
such taxable year (computed without 
regard to the deduction allowed by sec-
tion 247). The specified fraction for any 
taxable year is the fraction the numer-
ator of which is 14 and the denominator 
of which is the sum of the corporation 
normal tax rate and the surtax rate for 
such taxable year specified in section 
11. Since section 11 provides that for 
the calendar year 1954 the corporation 
normal tax rate is 30 percent and the 
surtax rate is 22 percent, the sum of 
the two tax rates is 52 percent and the 
specified fraction for the calendar year 
1954 is 14/52. If, for example, section 11 
should specify that the corporation’s 
normal tax rate is 25 percent and the 
surtax rate is 22 percent for the cal-
endar year, the sum of the two tax 
rates will be 47 percent and the speci-
fied fraction for the calendar year will 
be 14/47. If Corporation A, a public util-
ity which files its income tax return on 
the calendar year basis, pays $100,000 
dividends on its preferred stock in the 
calendar year 1954 and if its taxable in-
come for such year is greater than 
$100,000 the deduction allowable to Cor-
poration A under section 247 for 1954 is 
$100,000 times 14/52, or $26,923.08. If in 
1954 Corporation A’s taxable income, 
computed without regard to the deduc-
tion provided in section 247, had been 
$90,000 (that is, less than the amount of 

the dividends which it paid on its pre-
ferred stock in that year), the deduc-
tion allowable under section 247 for 
1954 would have been $90,000 times 14/52, 
or $24,230.77. 

(2) For the purpose of determining 
the amount of the deduction provided 
in section 247(a) and in subparagraph 
(1) of this paragraph, the amount of 
dividends paid in a given taxable year 
shall not include any amount distrib-
uted in such year with respect to divi-
dends unpaid and accumulated in any 
taxable year ending before October 1, 
1942. If any distribution is made in the 
current taxable year with respect to 
dividends unpaid and accumulated for a 
prior taxable year, such distribution 
will be deemed to have been made with 
respect to the earliest year or years for 
which there are dividends unpaid and 
accumulated. Thus, if a public utility 
makes a distribution with respect to a 
prior taxable year, it shall be consid-
ered that such distribution was made 
with respect to the earliest year or 
years for which there are dividends un-
paid and accumulated, whether or not 
the public utility states that the dis-
tribution was made with respect to 
such year or years and even though the 
public utility stated that the distribu-
tion was made with respect to a later 
year. Even though it has dividends un-
paid and accumulated with respect to a 
taxable year ending before October 1, 
1942, a public utility may, however, in-
clude the dividends paid with respect 
to the current taxable year in com-
puting the deduction under section 247. 
If there are no dividends unpaid and ac-
cumulated with respect to a taxable 
year ending before October 1, 1942, a 
public utility may include the divi-
dends paid with respect to a prior tax-
able year which ended after October 1, 
1942, in computing the deduction under 
section 247; such public utility in addi-
tion may include the dividends paid 
with respect to the current taxable 
year in computing the deduction under 
section 247. However, if local law or its 
own charter requires a public utility to 
pay all unpaid and accumulated divi-
dends before any dividends can be paid 
with respect to the current taxable 
year, such public utility may not in-
clude any distribution in the current 
year in computing the deduction under 
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section 247 to the extent that there are 
dividends unpaid and accumulated with 
respect to taxable years ending before 
October 1, 1942. 

(3) If a corporation which is engaged 
in one or more of the four types of 
business activities (called utility ac-
tivities in this section) enumerated in 
section 247(b)(1) (the furnishing of tele-
phone service or the sale of electrical 
energy, gas, or water) is also engaged 
in some other business that does not 
fall within any of the enumerated cat-
egories, the deduction under section 247 
is allowable only for such portion of 
the amount computed under section 
247(a) as is allocable to the income 
from utility activities. For this pur-
pose, the allocation may be made on 
the basis of the ratio which the total 
income from the utility activities 
bears to total income from all sources 
(total income being considered either 
gross income or gross receipts, which-
ever method results in the higher de-
duction). However, if such an alloca-
tion reaches an inequitable result and 
the books of the corporation are so 
kept that the taxable income attrib-
utable to the utility activities can be 
readily determined, particularly where 
the books of the corporation are re-
quired by governmental bodies to be so 
kept for rate making or other purposes, 
the allocation may be made upon the 
basis of taxable income. No such appor-
tionment will be required if the income 
from sources other than utility activi-
ties is less than 20 percent of the total 
income of the corporation, irrespective 
of the method used in determining such 
total income. 

(b) Public utility. As used in section 
247 and this section, public utility 
means a corporation engaged in the 
furnishing of telephone service, or in 
the sale of electric energy, gas, or 
water if the rates charged by such cor-
poration for such furnishing or sale, as 
the case may be, have been established 
or approved by a State or political sub-
division thereof or by an agency or in-
strumentality of the United States or 
by a public utility or public service 
commission or other similar body of 
the District of Columbia or of any 
State or political subdivision thereof. 
If a schedule of rates has been filed 
with any of the above bodies having 

the power to disapprove such rates, 
then such rates shall be considered as 
established or approved rates even 
though such body has taken no action 
on the filed schedule. Rates fixed by 
contract between the corporation and 
the purchaser, except where the pur-
chaser is the United States, a State, 
the District of Columbia, or an agency 
or political subdivision of the United 
States, a State, or the District of Co-
lumbia, shall not be considered as es-
tablished or approved rates in those 
cases where they are not subject to di-
rect control, or where no maximum 
rate for such contract rates has been 
established by the United States, a 
State, the District of Columbia, or by 
an agency or political subdivision 
thereof. The deduction provided in sec-
tion 247 will not be denied solely be-
cause part of the gross income of the 
corporation consists of revenue derived 
from such furnishing or sale at rates 
which are not so regulated, provided 
the corporation establishes to the sat-
isfaction of the Commissioner (1) that 
the revenue from regulated rates and 
the revenue from unregulated rates are 
derived from the operation of a single 
interconnected and coordinated system 
within a single area or region in one or 
more States, or from the operation of 
more than one such system and (2) that 
the regulation to which it is subject in 
part of its operating territory in one 
such system is effective to control 
rates within the unregulated territory 
of the same system so that the rates 
within the unregulated territory have 
been and are substantially as favorable 
to users and consumers as are the rates 
within the regulated territory. 

(c) Preferred stock. (1) For the pur-
poses of section 247 and this section, 
preferred stock means stock (i) which 
was issued before October 1, 1942, (ii) 
the dividends in respect of which (dur-
ing the whole of the taxable year, or 
the part of the taxable year after the 
actual date of the issue of such stock) 
were cumulative, nonparticipating as 
to current distributions, and payable in 
preference to the payment of dividends 
on other stock, and (iii) the rate of re-
turn on which is fixed and cannot be 
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changed by a vote of the board of direc-
tors or by some similar method. How-
ever, if there are several classes of pre-
ferred stock, all of which meet the 
above requirements, the deduction pro-
vided in section 247 shall not be denied 
in the case of a given class of preferred 
stock merely because there is another 
class of preferred stock whose divi-
dends are to be paid before those of the 
given class of stock. Likewise, it is im-
material for the purposes of section 247 
and this section whether the stock be 
voting or nonvoting stock. 

(2) Preferred stock issued on or after 
October 1, 1942, under certain cir-
cumstances will be considered as hav-
ing been issued before October 1, 1942, 
for purposes of the deduction provided 
in section 247. If the new stock is 
issued on or after October 1, 1942, to re-
fund or replace bonds or debentures 
which were issued before October 1, 
1942, or to refund or replace other stock 
which was preferred stock within the 
meaning of section 247(b)(2) (or the cor-
responding provision of the Internal 
Revenue Code of 1939), such new stock 
shall be considered as having been 
issued before October 1, 1942. If pre-
ferred stock is issued to refund or re-
place stock which was preferred stock 
within the meaning of section 247(b)(2) 
(or the corresponding provision of the 
Internal Revenue Code of 1939), it shall 
be immaterial whether the preferred 
stock so refunded or replaced was 
issued before, on, or after October 1, 
1942. If stock issued on or after October 
1, 1942, to refund or replace stock which 
was issued before October 1, 1942, and 
which was preferred stock within the 
meaning of section 247(b)(2) (or the cor-
responding provision of the Internal 
Revenue Code of 1939), is not itself pre-
ferred stock within the meaning of sec-
tion 247(b)(2) (or the corresponding pro-
vision of the Internal Revenue Code of 
1939), no stock issued to refund or re-
place such stock can be considered pre-
ferred stock for purposes of the deduc-
tion provided in section 247. 

(3) In the case of any preferred stock 
issued on or after October 1, 1942, to re-
fund or replace bonds or debentures 
issued before October 1, 1942, or to re-
fund or replace other stock which was 
preferred stock within the meaning of 
section 247(b)(2) (or the corresponding 

provision of the Internal Revenue Code 
of 1939), only that portion of the stock 
issued on or after October 1, 1942, will 
be considered as having been issued be-
fore October 1, 1942, the par or stated 
value of which does not exceed the par, 
stated, or face value of such bonds, de-
bentures, or other preferred stock 
which the new stock was issued to re-
fund or replace. In such case no shares 
of the new stock issued on or after Oc-
tober 1, 1942, shall be earmarked in de-
termining the deduction allowable 
under section 247, but the appropriate 
allocable portion of the total amount 
of dividends paid on such stock will be 
considered as having been paid on 
stock which was issued before October 
1, 1942. 

(4) The provisions of section 247(b)(2) 
may be illustrated by the following ex-
ample: 

Example. A public utility has outstanding 
1,000 bonds which were issued before October 
1, 1942, and each of which has a face value of 
$100. On or after October 1, 1942, each of such 
bonds is retired in exchange for 1 1/10 shares 
of preferred stock issued on or after October 
1, 1942, and having a par value of $100 per 
share. Only 10/11 of the dividends paid on the 
preferred stock thus issued in exchange for 
the bonds will be considered as having been 
paid on stock which was issued before Octo-
ber 1, 1942. Likewise, if preferred stock which 
is issued on or after October 1, 1942, has no 
par value but a stated value of $50 per share 
and such stock is issued in a ratio of three 
shares to one share to refund or replace pre-
ferred stock having a par value of $100 per 
share, only two-thirds of the dividends paid 
on the new shares of stock will be considered 
as having been paid on stock which was 
issued before October 1, 1942. 

(5) Whether or not preferred stock 
issued on or after October 1, 1942, was 
issued to refund or replace bonds or de-
bentures issued before October 1, 1942, 
or to refund or replace other preferred 
stock, is in each case a question of 
fact. Among the factors to be consid-
ered is whether such stock is new in an 
economic sense to the corporation or 
whether it was issued merely to take 
the place, directly or indirectly, of 
bonds, debentures, or other preferred 
stock of such corporation. It is not nec-
essary that the new preferred stock be 
issued in exchange for such bonds, de-
bentures, or other preferred stock. The 
mere fact that the bonds, debentures, 
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or other preferred stock remain in ex-
istence for a short period of time after 
the issuance of the new stock (or were 
retired before the issuance of the new 
stock) does not necessarily mean that 
such new stock was not issued to re-
fund or replace such bonds, debentures, 
or other preferred stock. It is necessary 
to consider the entire transaction, in-
cluding the issuance of the new pre-
ferred stock, the date of such issuance, 
the retirement of the old bonds, deben-
tures, or preferred stock, and the date 
of such retirement, in order to deter-
mine whether such new stock really 
was issued to take the place of bonds, 
debentures, or other preferred stock of 
the corporation or whether it rep-
resents something essentially new in 
an economic sense in the corporation’s 
financial structure. If, for example, a 
public utility, which has outstanding 
bonds issued before October 1, 1942, 
issues new preferred stock on October 
1, 1954, in order to secure funds with 
which to retire such bonds and with the 
money paid in for such stock retires 
the bonds on November 1, 1954, such 
stock may be considered as having 
been issued to refund or replace bonds 
issued before October 1, 1942. Whether 
the money used to retire the bonds can 
be traced back and identified as the 
money paid in for the stock will have 
evidentiary value, but will not be con-
clusive, in determining whether the 
stock was issued to refund or replace 
the bonds. Similarly, whether the 
amount of money used to retire the 
bonds was smaller than, equal to, or 
greater than that paid in for the stock, 
or whether the entire issue of bonds is 
retired, will be important, but not deci-
sive, in making such determination. 

(6) Preferred stock issued on or after 
October 1, 1942, by a corporation to re-
fund or replace bonds or debentures of 
a second corporation which were issued 
before October 1, 1942, or to refund or 
replace other preferred stock of such 
second corporation, may be considered 
as having been issued before October 1, 
1942, if such new stock was issued (i) in 
a transaction which is a reorganization 
within the meaning of section 368(a) or 
the corresponding provisions of the In-
ternal Revenue Code of 1939; or (ii) in a 
transaction to which section 371 (relat-
ing to insolvency reorganizations), or 

the corresponding provisions of the In-
ternal Revenue Code of 1939, is applica-
ble; or (iii) in a transaction which is 
subject to the provisions of Part VI, 
Subchapter O, Chapter 1 of the Code 
(relating to exchanges and distribu-
tions in obedience to orders of the Se-
curities and Exchange Commission) or 
to the corresponding provisions of the 
Internal Revenue Code of 1939. Whether 
the stock actually was issued to refund 
or replace bonds or debentures of the 
second corporation issued before Octo-
ber 1, 1942, or to refund or replace pre-
ferred stock of such second corpora-
tion, shall be determined under the 
same principles as if only one corpora-
tion were involved. A corporation may 
issue stock to refund or replace its own 
bonds, debentures, or other preferred 
stock in a transaction which is a reor-
ganization within the meaning of sec-
tion 368(a) or the corresponding provi-
sions of the Internal Revenue Code of 
1939, in a transaction to which section 
371 or the corresponding provisions of 
the Internal Revenue Code of 1939 is ap-
plicable, or in a transaction which is 
subject to the provisions of Part VI, 
Subchapter O, Chapter 1 of the Code, or 
to the corresponding provisions of the 
Internal Revenue Code of 1939. The pro-
visions of this paragraph, in addition, 
are applicable in case a corporation 
issues stock on or after October 1, 1942, 
to refund or replace its own bonds, de-
bentures, or other preferred stock even 
though the issuance of such stock may 
not fall within one of the categories 
enumerated above. 

(7) Even though stock issued on or 
after October 1, 1942, is considered as 
having been issued before October 1, 
1942, by reason of having been issued to 
refund or replace bonds or debentures 
issued before October 1, 1942, or to re-
fund or replace other preferred stock, 
such stock will not be deemed to be 
preferred stock within the meaning of 
section 247(b)(2), and no deduction will 
be allowable in respect of dividends 
paid on such stock, unless the stock 
fulfills all the other requirements of a 
preferred stock set forth in section 
247(b)(2) and in this paragraph. 
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§ 1.248–1 Election to amortize organi-
zational expenditures. 

(a) In general. Under section 248(a), a 
corporation may elect to amortize or-
ganizational expenditures as defined in 
section 248(b) and § 1.248–1(b). In the 
taxable year in which a corporation be-
gins business, an electing corporation 
may deduct an amount equal to the 
lesser of the amount of the organiza-
tional expenditures of the corporation, 
or $5,000 (reduced (but not below zero) 
by the amount by which the organiza-
tional expenditures exceed $50,000). The 
remainder of the organizational ex-
penditures is deducted ratably over the 
180-month period beginning with the 
month in which the corporation begins 
business. All organizational expendi-
tures of the corporation are considered 
in determining whether the organiza-
tional expenditures exceed $50,000, in-
cluding expenditures incurred on or be-
fore October 22, 2004. 

(b) Organizational expenditures de-
fined. (1) Section 248(b) defines the 
term organizational expenditures. Such 
expenditures, for purposes of section 
248 and this section, are those expendi-
tures which are directly incident to the 
creation of the corporation. An expend-
iture, in order to qualify as an organi-
zational expenditure, must be (i) inci-
dent to the creation of the corporation, 
(ii) chargeable to the capital account 
of the corporation, and (iii) of a char-
acter which, if expended incident to the 
creation of a corporation having a lim-
ited life, would be amortizable over 
such life. An expenditure which fails to 
meet each of these three tests may not 
be considered an organizational ex-
penditure for purposes of section 248 
and this section. 

(2) The following are examples of or-
ganizational expenditures within the 
meaning of section 248 and this section: 
legal services incident to the organiza-
tion of the corporation, such as draft-
ing the corporate charter, by-laws, 
minutes of organizational meetings, 
terms of original stock certificates, 
and the like; necessary accounting 
services; expenses of temporary direc-
tors and of organizational meetings of 
directors or stockholders; and fees paid 
to the State of incorporation. 

(3) The following expenditures are 
not organizational expenditures within 

the meaning of section 248 and this sec-
tion: 

(i) Expenditures connected with 
issuing or selling shares of stock or 
other securities, such as commissions, 
professional fees, and printing costs. 
This is so even where the particular 
issue of stock to which the expendi-
tures relate is for a fixed term of years; 

(ii) Expenditures connected with the 
transfer of assets to a corporation. 

(4) Expenditures connected with the 
reorganization of a corporation, unless 
directly incident to the creation of a 
corporation, are not organizational ex-
penditures within the meaning of sec-
tion 248 and this section. 

(c) Time and manner of making elec-
tion. A corporation is deemed to have 
made an election under section 248(a) 
to amortize organizational expendi-
tures as defined in section 248(b) and 
§ 1.248–1(b) for the taxable year in 
which the corporation begins business. 
A corporation may choose to forgo the 
deemed election by affirmatively elect-
ing to capitalize its organizational ex-
penditures on a timely filed Federal in-
come tax return (including extensions) 
for the taxable year in which the cor-
poration begins business. The election 
either to amortize organizational ex-
penditures under section 248(a) or to 
capitalize organizational expenditures 
is irrevocable and applies to all organi-
zational expenditures of the corpora-
tion. A change in the characterization 
of an item as an organizational expend-
iture is a change in method of account-
ing to which sections 446 and 481(a) 
apply if the corporation treated the 
item consistently for two or more tax-
able years. A change in the determina-
tion of the taxable year in which the 
corporation begins business also is 
treated as a change in method of ac-
counting if the corporation amortized 
organizational expenditures for two or 
more taxable years. 

(d) Determination of when corporation 
begins business. The deduction allowed 
under section 248 must be spread over a 
period beginning with the month in 
which the corporation begins business. 
The determination of the date the cor-
poration begins business presents a 
question of fact which must be deter-
mined in each case in light of all the 
circumstances of the particular case. 
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The words ‘‘begins business,’’ however, 
do not have the same meaning as ‘‘in 
existence.’’ Ordinarily, a corporation 
begins business when it starts the busi-
ness operations for which it was orga-
nized; a corporation comes into exist-
ence on the date of its incorporation. 
Mere organizational activities, such as 
the obtaining of the corporate charter, 
are not alone sufficient to show the be-
ginning of business. If the activities of 
the corporation have advanced to the 
extent necessary to establish the na-
ture of its business operations, how-
ever, it will be deemed to have begun 
business. For example, the acquisition 
of operating assets which are necessary 
to the type of business contemplated 
may constitute the beginning of busi-
ness. 

(e) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. Expenditures of $5,000 or less. Cor-
poration X, a calendar year taxpayer, incurs 
$3,000 of organizational expenditures after 
October 22, 2004, and begins business on July 
1, 2011. Under paragraph (c) of this section, 
Corporation X is deemed to have elected to 
amortize organizational expenditures under 
section 248(a) in 2011. Therefore, Corporation 
X may deduct the entire amount of the orga-
nizational expenditures in 2011, the taxable 
year in which Corporation X begins business. 

Example 2. Expenditures of more than $5,000 
but less than or equal to $50,000. The facts are 
the same as in Example 1 except that Cor-
poration X incurs organizational expendi-
tures of $41,000. Under paragraph (c) of this 
section, Corporation X is deemed to have 
elected to amortize organizational expendi-
tures under section 248(a) in 2011. Therefore, 
Corporation X may deduct $5,000 and the por-
tion of the remaining $36,000 that is allocable 
to July through December of 2011 ($36,000/180 
× 6 = $1,200) in 2011, the taxable year in which 
Corporation X begins business. Corporation 
X may amortize the remaining $34,800 
($36,000 ¥ $1,200 = $34,800) ratably over the re-
maining 174 months. 

Example 3. Subsequent change in the charac-
terization of an item. The facts are the same 
as in Example 2 except that Corporation X de-
termines in 2013 that Corporation X incurred 
$10,000 for an additional organizational ex-
penditure erroneously deducted in 2011 under 
section 162 as a business expense. Under 
paragraph (c) of this section, Corporation X 
is deemed to have elected to amortize orga-
nizational expenditures under section 248(a) 
in 2011, including the additional $10,000 of or-
ganizational expenditures. Corporation X is 
using an impermissible method of account-

ing for the additional $10,000 of organiza-
tional expenditures and must change its 
method under § 1.446–1(e) and the applicable 
general administrative procedures in effect 
in 2013. 

Example 4. Subsequent redetermination of 
year in which business begins. The facts are 
the same as in Example 2 except that, in 2012, 
Corporation X deducted the organizational 
expenditures allocable to January through 
December of 2012 ($36,000/180 × 12 = $2,400). In 
addition, in 2013 it is determined that Cor-
poration X actually began business in 2012. 
Under paragraph (c) of this section, Corpora-
tion X is deemed to have elected to amortize 
organizational expenditures under section 
248(a) in 2012. Corporation X impermissibly 
deducted organizational expenditures in 2011, 
and incorrectly determined the amount of 
organizational expenditures deducted in 2012. 
Therefore, Corporation X is using an imper-
missible method of accounting for the orga-
nizational expenditures and must change its 
method under § 1.446–1(e) and the applicable 
general administrative procedures in effect 
in 2013. 

Example 5. Expenditures of more than $50,000 
but less than or equal to $55,000. The facts are 
the same as in Example 1 except that Cor-
poration X incurs organizational expendi-
tures of $54,500. Under paragraph (c) of this 
section, Corporation X is deemed to have 
elected to amortize organizational expendi-
tures under section 248(a) in 2011. Therefore, 
Corporation X may deduct $500 ($5,000 ¥ 

$4,500) and the portion of the remaining 
$54,000 that is allocable to July through De-
cember of 2011 ($54,000/180 × 6 = $1,800) in 2011, 
the taxable year in which Corporation X be-
gins business. Corporation X may amortize 
the remaining $52,200 ($54,000 ¥ $1,800 = 
$52,200) ratably over the remaining 174 
months. 

Example 6. Expenditures of more than $55,000. 
The facts are the same as in Example 1 except 
that Corporation X incurs organizational ex-
penditures of $450,000. Under paragraph (c) of 
this section, Corporation X is deemed to 
have elected to amortize organizational ex-
penditures under section 248(a) in 2011. 
Therefore, Corporation X may deduct the 
amounts allocable to July through December 
of 2011 ($450,000/180 × 6 = $15,000) in 2011, the 
taxable year in which Corporation X begins 
business. Corporation X may amortize the 
remaining $435,000 ($450,000 ¥ $15,000 = 
$435,000) ratably over the remaining 174 
months. 

(f) Effective/applicability date. This 
section applies to organizational ex-
penditures paid or incurred after Au-
gust 16, 2011. However, taxpayers may 
apply all the provisions of this section 
to organizational expenditures paid or 
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incurred after October 22, 2004, pro-
vided that the period of limitations on 
assessment of tax for the year the elec-
tion under paragraph (c) of this section 
is deemed made has not expired. For 
organizational expenditures paid or in-
curred on or before September 8, 2008, 
taxpayers may instead apply § 1.248–1, 
as in effect prior to that date (§ 1.248–1 
as contained in 26 CFR part 1 edition 
revised as of April 1, 2008). 

[T.D. 9411, 73 FR 38913, July 8, 2008, as amend-
ed by T.D. 9542, 76 FR 50889, Aug. 17, 2011] 

§ 1.249–1 Limitation on deduction of 
bond premium on repurchase. 

(a) Limitation—(1) General rule. No de-
duction is allowed to the issuing cor-
poration for any ‘‘repurchase pre-
mium’’ paid or incurred to repurchase 
a convertible obligation to the extent 
the repurchase premium exceeds a 
‘‘normal call premium.’’ 

(2) Exception. Under paragraph (e) of 
this section, the preceding sentence 
shall not apply to the extent the cor-
poration demonstrates that such excess 
is attributable to the cost of borrowing 
and not to the conversion feature. 

(b) Obligations—(1) Definition. For 
purposes of this section, the term obli-
gation means any bond, debenture, 
note, or certificate or other evidence of 
indebtedness. 

(2) Convertible obligation. Section 249 
applies to an obligation which is con-
vertible into the stock of the issuing 
corporation or a corporation which, at 
the time the obligation is issued or re-
purchased, is in control of or controlled 
by the issuing corporation. For pur-
poses of this subparagraph, the term 
control has the meaning assigned to 
such term by section 368(c). 

(3) Comparable nonconvertible obliga-
tion. A nonconvertible obligation is 
comparable to a convertible obligation 
if both obligations are of the same 
grade and classification, with the same 
issue and maturity dates, and bearing 
the same rate of interest. The term 
comparable nonconvertible obligation 
does not include any obligation which 
is convertible into property. 

(c) Repurchase premium. For purposes 
of this section, the term repurchase pre-
mium means the excess of the repur-
chase price paid or incurred to repur-
chase the obligation over its adjusted 

issue price (within the meaning of 
§ 1.1275–1(b)) as of the repurchase date. 
For the general rules applicable to the 
deductibility of repurchase premium, 
see § 1.163–7(c). This paragraph (c) ap-
plies to convertible obligations repur-
chased on or after March 2, 1998. 

(d) Normal call premium—(1) In general. 
Except as provided in subparagraph (2) 
of this paragraph, for purposes of this 
section, a normal call premium on a con-
vertible obligation is an amount equal 
to a normal call premium on a non-
convertible obligation which is com-
parable to the convertible obligation. A 
normal call premium on a comparable 
nonconvertible obligation is a call pre-
mium specified in dollars under the 
terms of such obligation. Thus, if such 
a specified call premium is constant 
over the entire term of the obligation, 
the normal call premium is the amount 
specified. If, however, the specified call 
premium varies during the period the 
comparable nonconvertible obligation 
is callable or if such obligation is not 
callable over its entire term, the nor-
mal call premium is the amount speci-
fied for the period during the term of 
such comparable nonconvertible obli-
gation which corresponds to the period 
during which the convertible obliga-
tion was repurchased. 

(2) One-year’s interest rule. For a con-
vertible obligation repurchased on or 
after March 2, 1998, a call premium 
specified in dollars under the terms of 
the obligation is considered to be a 
normal call premium on a nonconvert-
ible obligation if the call premium ap-
plicable when the obligation is repur-
chased does not exceed an amount 
equal to the interest (including origi-
nal issue discount) that otherwise 
would be deductible for the taxable 
year of repurchase (determined as if 
the obligation were not repurchased). 
The provisions of this subparagraph 
shall not apply if the amount of inter-
est payable for the corporation’s tax-
able year is subject under the terms of 
the obligation to any contingency 
other than repurchase prior to the 
close of such taxable year. 

(e) Exception—(1) In general. If a re-
purchase premium exceeds a normal 
call premium, the general rule of para-
graph (a) (1) of this section does not 
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apply to the extent that the corpora-
tion demonstrates to the satisfaction 
of the Commissioner or his delegate 
that such repurchase premium is at-
tributable to the cost of borrowing and 
is not attributable to the conversion 
feature. For purposes of this para-
graph, if a normal call premium cannot 
be established under paragraph (d) of 
this section, the amount thereof shall 
be considered to be zero. 

(2) Determination of the portion of a re-
purchase premium attributable to the cost 
of borrowing and not attributable to the 
conversion feature. (i) For purposes of 
subparagraph (1) of this paragraph, the 
portion of a repurchase premium which 
is attributable to the cost of borrowing 
and which is not attributable to the 
conversion feature is the amount by 
which the selling price of the convert-
ible obligation increased between the 
dates it was issued and repurchased by 
reason of a decline in yields on com-
parable nonconvertible obligations 
traded on an established securities 
market or, if such comparable traded 
obligations do not exist, by reason of a 
decline in yields generally on non-
convertible obligations which are as 
nearly comparable as possible. 

(ii) [Reserved] For further guidance, 
see § 1.249–1T(e)(2)(ii). 

(iii) The relationship between selling 
price and yields in subdivision (i) of 
this subparagraph shall ordinarily be 
determined by means of standard bond 
tables. 

(f) Effective/applicability dates—(1) In 
general. Under section 414(c) of the Tax 
Reform Act of 1969, the provisions of 
section 249 and this section shall apply 
to any repurchase of a convertible obli-
gation occurring after April 22, 1969, 
other than a convertible obligation re-
purchased pursuant to a binding obli-
gation incurred on or before April 22, 
1969, to repurchase such convertible ob-
ligation at a specified call premium. A 
binding obligation on or before such 
date may arise if, for example, the 
issuer irrevocably obligates itself, on 
or before such date, to repurchase the 
convertible obligation at a specified 
price after such date, or if, for example, 
the issuer, without regard to the terms 
of the convertible obligation, nego-
tiates a contract which, on or before 
such date, irrevocably obligates the 

issuer to repurchase the convertible ob-
ligation at a specified price after such 
date. A binding obligation on or before 
such date does not include a privilege 
in the convertible obligation permit-
ting the issuer to call such convertible 
obligation after such date, which privi-
lege was not exercised on or before 
such date. 

(2) Effect on transactions not subject to 
this section. No inferences shall be 
drawn from the provisions of section 
249 and this section as to the proper 
treatment of transactions not subject 
to such provisions because of the effec-
tive date limitations thereof. For pro-
visions relating to repurchases of con-
vertible bonds or other evidences of in-
debtedness to which section 249 and 
this section do not apply, see §§ 1.163– 
3(c) and 1.163–4(c). 

(3) [Reserved] For further guidance, 
see § 1.249–1T(f)(3). 

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

Example. On May 15, 1968, corporation A 
issues a callable 20-year convertible bond at 
face for $1,000 bearing interest at 10 percent 
per annum. The bond is convertible at any 
time into 2 shares of the common stock of 
corporation A. Under the terms of the bond, 
the applicable call price prior to May 15, 
1975, is $1,100. On June 1, 1974, corporation A 
calls the bond for $1,100. Since the repur-
chase premium, $100 (i.e., $1,100 minus $1,000), 
was specified in dollars in the obligation and 
does not exceed 1 year’s interest at the rate 
fixed in the obligation, the $100 is considered 
under paragraph (d) (2) of this section to be 
a normal call premium on a comparable non-
convertible obligation. Accordingly, A may 
deduct the $100 under § 1.163–3(c). 

[T.D. 7259, 38 FR 4254, Feb. 12, 1973, as amend-
ed by T.D. 8746, 62 FR 68182, Dec. 31, 1997; 
T.D. 9533, 76 FR 39281, July 6, 2011] 

§ 1.249–1T Limitation on deduction of 
bond premium on repurchase (tem-
porary). 

(a) through (e)(2)(i) [Reserved] For 
further guidance, see § 1.249–1(a) 
through (e)(2)(i). 

(ii) In determining the amount under 
§ 1.249–1(e)(2)(i), appropriate consider-
ation shall be given to all factors af-
fecting the selling price or yields of 
comparable nonconvertible obligations. 
Such factors include general changes in 
prevailing yields of comparable obliga-
tions between the dates the convertible 
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obligation was issued and repurchased 
and the amount (if any) by which the 
selling price of the nonconvertible obli-
gation was affected by reason of any 
change in the issuing corporation’s 
credit quality or the credit quality of 
the obligation during such period (de-
termined on the basis of widely pub-
lished financial information or on the 
basis of other relevant facts and cir-
cumstances which reflect the relative 
credit quality of the corporation or the 
comparable obligation). 

(e)(2)(iii) through (f)(2) [Reserved] 
For further guidance, see § 1.249– 
1(e)(2)(iii) through (f)(2). 

(3) Portion of repurchase premium at-
tributable to cost of borrowing. Para-
graph (e)(2)(ii) of this section applies to 
any repurchase of a convertible obliga-
tion occurring on or after July 6, 2011. 

(g) [Reserved] For further guidance, 
see § 1.249–1(g). 

(h) Expiration date. The applicability 
of this section expires on or before July 
1, 2014. 

[T.D. 9533, 76 FR 39281, July 6, 2011] 

ITEMS NOT DEDUCTIBLE 

§ 1.261–1 General rule for disallowance 
of deductions. 

In computing taxable income, no de-
duction shall be allowed, except as oth-
erwise expressly provided in Chapter 1 
of the Code, in respect of any of the 
items specified in Part IX (section 262 
and following), Subchapter B, Chapter 
1 of the Code, and the regulations 
thereunder. 

§ 1.262–1 Personal, living, and family 
expenses. 

(a) In general. In computing taxable 
income, no deduction shall be allowed, 
except as otherwise expressly provided 
in chapter 1 of the Code, for personal, 
living, and family expenses. 

(b) Examples of personal, living, and 
family expenses. Personal, living, and 
family expenses are illustrated in the 
following examples: 

(1) Premiums paid for life insurance 
by the insured are not deductible. See 
also section 264 and the regulations 
thereunder. 

(2) The cost of insuring a dwelling 
owned and occupied by the taxpayer as 
a personal residence is not deductible. 

(3) Expenses of maintaining a house-
hold, including amounts paid for rent, 
water, utilities, domestic service, and 
the like, are not deductible. A taxpayer 
who rents a property for residential 
purposes, but incidentally conducts 
business there (his place of business 
being elsewhere) shall not deduct any 
part of the rent. If, however, he uses 
part of the house as his place of busi-
ness, such portion of the rent and other 
similar expenses as is properly attrib-
utable to such place of business is de-
ductible as a business expense. 

(4) Losses sustained by the taxpayer 
upon the sale or other disposition of 
property held for personal, living, and 
family purposes are not deductible. But 
see section 165 and the regulations 
thereunder for deduction of losses sus-
tained to such property by reason of 
casualty, etc. 

(5) Expenses incurred in traveling 
away from home (which include trans-
portation expenses, meals, and lodging) 
and any other transportation expenses 
are not deductible unless they qualify 
as expenses deductible under section 
162, § 1.162–2, and paragraph (d) of 
§ 1.162–5 (relating to trade or business 
expenses), section 170 and paragraph 
(a)(2) of § 1.170–2 or paragraph (g) of 
§ 1.170A–1 (relating to charitable con-
tributions), section 212 and § 1.212–1 (re-
lating to expenses for production of in-
come), section 213(e) and paragraph (e) 
of § 1.213–1 (relating to medical ex-
penses) or section 217(a) and paragraph 
(a) of § 1.217–1 (relating to moving ex-
penses). The taxpayer’s costs of com-
muting to his place of business or em-
ployment are personal expenses and do 
not qualify as deductible expenses. The 
costs of the taxpayer’s lodging not in-
curred in traveling away from home 
are personal expenses and are not de-
ductible unless they qualify as deduct-
ible expenses under section 217. Except 
as permitted under section 162, 212, or 
217, the costs of the taxpayer’s meals 
not incurred in traveling away from 
home are personal expenses. 

(6) Amounts paid as damages for 
breach of promise to marry, and attor-
ney’s fees and other costs of suit to re-
cover such damages, are not deduct-
ible. 

(7) Generally, attorney’s fees and 
other costs paid in connection with a 
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