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(iv) Based on the fixed rate substitutes, the
fixed rent, interest on fixed rent, and the
balance of the section 467 loan for each cal-
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endar year during the lease term are as fol-
lows:

Proportional Accrued Projected Cumulative
rent interest payment loan
$98,756.09 $0.00 $0 $98,756.09
197,512.18 14,813.41 (10,000) 301,081.68
98,756.09 45,162.23 (445,000) 0.00

(v) The variable interest adjustment
amount in this example is the same as in Ex-
ample 1. Under paragraph (b)(1)(ii) of this sec-
tion, the actual interest on fixed rent for
2001 is $15,813.41 ($14,813.41 + $1,000) and for
2002 is $42,162.23 ($45,162.23 — $3,000).

[T.D. 8820, 64 FR 26865, May 18, 1999]

§1.467-6 Section 467 rental agree-
ments with contingent payments.
[Reserved]

§1.467-7 Section 467 recapture and
other rules relating to dispositions
and modifications.

(a) Section 467 recapture. Notwith-
standing any other provision of the In-
ternal Revenue Code, except as pro-
vided in paragraph (c) of this section, a
lessor disposing of property in a trans-
action to which this paragraph (a) ap-
plies must recognize the recapture
amount (determined under paragraph
(b) of this section) and treat that
amount as ordinary income. This para-
graph (a) applies to any disposition of
property subject to a section 467 rental
agreement that—

(1) Is a leaseback (as defined in
§1.467-3(b)(2)) or a long-term agreement
(as defined in §1.467-3(b)(3));

(2) Is not disqualified under §1.467-
3(b)(1); and

(3) Allocates to any rental period
fixed rent that, when annualized, ex-
ceeds the annualized fixed rent allo-
cated to any preceding rental period.

(b) Recapture amount—(1) In general.
The recapture amount for a disposition
is the lesser of—

(i) The prior understated inclusion
(determined under paragraph (b)(2) of
this section); or

(ii) The section 467 gain (determined
under paragraph (b)(3) of this section).

(2) Prior understated inclusion. The
prior understated inclusion is the ex-
cess (if any) of—

(i) The aggregate amount of section
467 rent and section 467 interest for the

period during which the lessor held the
property, determined as if the section
467 rental agreement were a disquali-
fied leaseback or long-term agreement
subject to constant rental accrual
under §1.467-3; over

(ii) The aggregate amount of section
467 rent and section 467 interest ac-
crued by the lessor during that period.

(3) Section 467 gain—(@i) In general. Ex-
cept as otherwise provided in para-
graph (b)(3)(ii) of this section, the sec-
tion 467 gain is the excess (if any) of—

(A) The amount realized from the dis-
position; over

(B) The sum of the adjusted basis of
the property and the amount of any
gain from the disposition that is treat-
ed as ordinary income under any provi-
sion of subtitle A of the Internal Rev-
enue Code other than section 467(c) (for
example, section 1245 or 1250).

(ii) Certain dispositions. In the case of
a disposition that is not a sale or ex-
change, the section 467 gain is the ex-
cess (if any) of the fair market value of
the property on the date of disposition
over the amount determined under
paragraph (b)(3)(i)(B) of this section.

(c) Special rules—(1) Gifts. Paragraph
(a) of this section does not apply to a
disposition by gift. However, see para-
graph (c)(4) of this section for disposi-
tions by transferees. If a disposition is
in part a sale or exchange and in part
a gift, paragraph (a) of this section ap-
plies to the disposition but the prior
understated inclusion is determined by
taking into account only section 467
rent and section 467 interest properly
allocable to the portion of the property
not disposed of by gift.

(2) Dispositions at death. Paragraph (a)
of this section does not apply to a dis-
position if the basis of the property in
the hands of the transferee is deter-
mined under section 1014(a). This para-
graph (c)(2) does not apply to property
which constitutes a right to receive an
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item of income in respect of a dece-
dent. See sections 691 and 1014(c).

(3) Certain tazx-free exchanges—@{i) In
general. The recapture amount in the
case of a disposition to which this
paragraph (c)(3) applies is limited to
the amount of gain recognized to the
transferor (determined without regard
to paragraph (a) of this section), re-
duced by the amount of any gain from
the disposition that is treated as ordi-
nary income under any provision of
subtitle A of the Internal Revenue
Code other than section 467(c). How-
ever, see paragraph (c)(4) of this sec-
tion for dispositions by transferees.

(ii) Dispositions covered—(A) In gen-
eral. Except as provided in paragraph
(¢)(3)(ii)(B) of this section, this para-
graph (¢)(3) applies to a disposition of
property if the basis of the property in
the hands of the transferee is deter-
mined by reference to its basis in the
hands of the transferor by reason of the
application of section 332, 351, 361, 721,
or 731.

(B) Transfers to certain tar-exempt or-
ganizations. This paragraph (c)(3) does
not apply to a disposition to an organi-
zation (other than a cooperative de-
scribed in section 521) which is exempt
from tax imposed by chapter 1, subtitle
A of the Internal Revenue Code (a tax-
exempt entity) except to the extent the
property is used in an activity the in-
come from which is subject to tax
under section 511(a) (a section 511(a) ac-
tivity). However, if assets used to any
extent in a section bll(a) activity are
disposed of by the tax-exempt entity,
then, notwithstanding any other provi-
sion of law (except section 1031 or sec-
tion 1033) the recapture amount with
respect to such disposition, to the ex-
tent attributable under paragraph
(c)(4) of this section to the period of
the transferor’s ownership of the prop-
erty prior to the first disposition, shall
be included in the tax-exempt entity’s
unrelated business taxable income. To
the extent that the tax-exempt entity
ceases to use the property in a section
511(a) activity, the entity will be treat-
ed for purposes of this paragraph (c)(3)
and paragraph (c)(4) of this section as
having disposed of the property to such
extent on the date of the cessation.

(4) Dispositions by transferee. If the re-
capture amount with respect to a dis-
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position of property (the first disposi-
tion) is limited under paragraph (c)(1)
or (3) of this section and the transferee
subsequently disposes of the property
in a transaction to which paragraph (a)
of this section applies, the prior under-
stated inclusion determined under
paragraph (b)(2) of this section is com-
puted by taking into account the
amounts attributable to the period of
the transferor’s ownership of the prop-
erty prior to the first disposition.
Thus, for example, the section 467 rent
and section 467 interest that would
have been taken into account by the
transferee if the section 467 rental
agreement were a disqualified lease-
back or long-term agreement subject
to constant rental accrual include the
amounts that would have been taken
into account by the transferor, and the
aggregate amount of section 467 rent
and section 467 interest accrued by the
transferee includes the aggregate
amount of section 467 rent and section
467 interest that was taken into ac-
count by the transferor. The prior un-
derstated inclusion determined under
this paragraph (c)(4) must be reduced
by any recapture amount taken into
account under paragraph (a) of this
section by the transferor.

(6) Like-kind exchanges and involun-
tary conversions. If property is disposed
of or converted and, before the applica-
tion of paragraph (a) of this section,
gain is not recognized in whole or in
part under section 1031 or 1033, then the
amount of section 467 gain taken into
account by the lessor is limited to the
sum of—

(i) The amount of gain recognized on
the disposition or conversion of the
property (determined without regard to
paragraph (a) of this section); and

(ii) The fair market value of property
acquired that is not subject to the
same section 467 rental agreement and
that is not taken into account under
paragraph (c)(5)(i) of this section.

(6) Installment sales. In the case of an
installment sale of property to which
paragraph (a) of this section applies—

(i) The recapture amount is recog-
nized and treated as ordinary income
in the year of the disposition; and

(ii) Any gain in excess of the recap-
ture amount is reported under the in-
stallment method of accounting if and
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to the extent that method is otherwise
available under section 453.

(7T) Dispositions covered by Ssection
170(e), 341(e)(12), or 751(c). For purposes
of sections 170(e), 341(e)(12), and 751(c),
amounts treated as ordinary income
under paragraph (a) of this section
must be treated in the same manner as
amounts treated as ordinary income
under section 1245 or 1250.

(d) Examples. The following examples
illustrate the application of paragraphs
(a), (b), and (c¢) of this section. In each
of these examples the transferor of
property subject to a section 467 rental
agreement is entitled to the rent for
the day of the disposition. The exam-
ples are as follows:

Example 1. (i)(A) X and Y enter into a sec-
tion 467 rental agreement for a 5-year lease
of personal property beginning on January 1,
2000, and ending on December 31, 2004. The
rental agreement provides that the calendar
year will be the rental period and that rents
accrue and are paid in the following pattern:

Allocation Payment
$0 $0
87,500 0
87,500 175,000
87,500 175,000
87,500 0
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tion, assume that the section 467 rent and
section 467 interest (based on constant rental
accrual) would be taken into account as fol-
lows if the section 467 rental agreement were
a disqualified long-term agreement:

Section 467 Section 467
rent interest
2000 .. $65,812.55 $0
2001 .. 65,812.55 7,239.38
2002 .. 65,812.55 15,275.09
2008 .. 65,812.55 4,944.73
2004 .. 65,812.55 (6,521.95)

(B) The total amount of section 467 rent
and section 467 interest for 2000, based on
constant rental accrual, is $65,812.55. Since X
did not take any section 467 rent or section
467 interest into account in 2000, the prior
understated inclusion is also $65,812.55. X’s
section 467 gain is $225,000, which is the ex-
cess of the gain realized ($400,000) over the
amount of that gain treated as ordinary in-
come under non-section 467 provisions
($175,000). Accordingly, the recapture amount
(the lesser of the prior understated inclusion
or the section 467 gain) treated as ordinary
income is $65,812.55.

Example 2. (i) The facts are the same as in
Example 1, except that the section 467 rental
agreement specifies that rents accrue and
are paid in the following pattern:

(B) Assume that both X and Y are calendar
yvear taxpayers and that 110 percent of the
applicable Federal rate is 11 percent, com-
pounded annually. Assume also that the
rental agreement is a long-term agreement
(as defined in §1.467-3(b)(3)), but it is not a
disqualified leaseback or long-term agree-
ment. Further, because the agreement does
not provide prepaid or deferred rent, propor-
tional rental accrual is not applicable. (See
§1.467-2(b)(1)(i)). Therefore, the rent taken
into account under §1.467-1(d)(2) is the fixed
rent allocated to the rental periods under
§1.467-1(c)(2)(ii).

(ii) On December 31, 2000, X sells the prop-
erty subject to the section 467 rental agree-
ment to an unrelated person for $575,000. At
the time of the sale, X’s adjusted basis in the
property is $175,000. Thus, X’s gain on the
sale of the property is $400,000. Assume that
$175,000 of this gain would be treated as ordi-
nary income under provisions of the Internal
Revenue Code other than section 467(c).
Under paragraph (a) of this section, X is re-
quired to take the recapture amount into ac-
count as ordinary income. Under paragraph
(b) of this section, the recapture amount is
the lesser of the prior understated inclusion
or the section 467 gain.

(iii)(A) In computing the prior understated
inclusion under paragraph (b)(2) of this sec-

Allocation Payment
2000 .. $60,000 $0
2001 .. 65,000 0
2002 .. 70,000 175,000
2008 .. 75,000 175,000
2004 .. 80,000 0

(ii)(A) Assume the section 467 rental agree-
ment does not provide for adequate interest
under §1.467-2(b), and, therefore, the fixed
rent for a rental period is the proportional
rental amount. See §1.467-1(d)(2)(ii). Under
§1.467-2(c), the following amounts would be
required to be taken into account:

Section 467 Section 467 in-

rent terest
2000 .. $57,260.43 $0
2001 .. 62,032.13 6,298.65
2002 .. 66,803.83 13,815.03
2003 .. 71,575.53 3,433.11
2004 .. 76,347.23 (7,565.94)

(B) The amount of section 467 rent and sec-
tion 467 interest taken into account by X for
2000 is $57,260.43. Thus, the prior understated
inclusion is $8,652.12 (the excess of the
amount of section 467 rent and section 467 in-
terest based on constant rental accrual for
2000, $65,812.55, over the amount of section
467 rent and section 467 interest actually
taken into account, $57,260.43). Since the
prior understated inclusion is less than the
section 467 gain ($225,000, as determined in
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Example 1(iii)(B)), the recapture amount
treated as ordinary income is also $8,552.12.

Example 3. (i) The facts are the same as in
Example 1, except that, instead of selling the
property, X transfers the property to S on
December 31, 2002, in exchange for stock of S
in a transaction that meets the requirements
of section 3b51(a). Under paragraph (c)(3) of
this section, because of the application of
section 3561, X is not required to take into ac-
count any section 467 recapture.

(ii) On December 31, 2003, S sells the prop-
erty subject to the section 467 rental agree-
ment to an unrelated person for $450,000. At
the time of the sale, S’s adjusted basis in the
property is $105,000. Thus, S’s gain on the
sale of the property is $345,000. Assume that
$245,000 of this gain would be treated as ordi-
nary income under provisions of the Internal
Revenue Code other than section 467(c).
Under paragraph (a) of this section, S is re-
quired to take the recapture amount into ac-
count as ordinary income which, under para-
graph (b) of this section, is the lesser of the
prior understated inclusion or the section 467
gain.

(iii) S owned the property in 2003 and,
under paragraph (c)(4) of this section, for
purposes of determining S’s prior under-
stated inclusion, S is treated as if it had
owned the property during the years 2000
through 2002. In computing S’s prior under-
stated inclusion under paragraph (b)(2) of
this section, the section 467 rent and section
467 interest based on constant rental accrual
are the same as the amounts set forth in the
schedule in Example 1(iii)(A). Thus, the con-
stant rental amount for 2000, 2001, 2002, and
2003 is $290,709.40 ((4x$65,812.55) + $7,239.38 +
$15,275.09 + $4,944.73). The section 467 rent and
section 467 interest actually taken into ac-
count prior to the disposition is $262,500.
Thus, S’s prior understated inclusion is
$28,209.40 ($290,709.40 minus $262,500
(3x$87,600)). S’s section 467 gain is $100,000,
the difference between the gain realized on
the disposition ($345,000) and the amount of
gain that is treated as ordinary income
under non-section 467 Code provisions
($245,000). Accordingly, S’s recapture
amount, the lesser of the prior understated
inclusion or the section 467 gain, is $28,209.40.

(e) Other rules relating to dispositions—
(1) In general. If there is a sale, ex-
change, or other disposition of prop-
erty subject to a section 467 rental
agreement (the transfer), the section
467 rent and, if applicable, section 467
interest for a period are taken into ac-
count by the owner of the property dur-
ing the period. The following rules
apply in determining the section 467
rent and section 467 interest for the
portion of the rental period ending im-
mediately prior to the transfer:
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(i) The section 467 rent and section
467 interest for the portion of the rent-
al period ending immediately prior to
the transfer are a pro rata portion of
the section 467 rent and the section 467
interest, respectively, for the rental pe-
riod. Such amounts are also taken into
account in determining the transferor’s
section 467 loan balance, prior to any
adjustment thereof that may be re-
quired under paragraph (h) of this sec-
tion, immediately before the transfer.

(ii) If the transferor of the property
is entitled to the rent for the day of
transfer, the transfer is treated as oc-
curring at the end of the day of the
transfer.

(iii) If the transferee of the property
is entitled to the rent for the day of
transfer, the transfer is treated as oc-
curring at the beginning of the day of
the transfer.

(2) Treatment of section 467 loan. If
there is a transfer described in para-
graph (e)(1) of this section, the fol-
lowing rules apply in determining the
transferor’s and the transferee’s sec-
tion 467 loans for the period after the
transfer, the amount realized by the
transferor, and the transferee’s basis in
the property:

(i) The beginning balance of the
transferor’s section 467 loan is equal to
the net present value at the time of the
transfer (but after giving effect to the
transfer) of all subsequent amounts
payable as fixed rent and interest on
fixed rent to the transferor and all sub-
sequent amounts payable as interest on
prepaid fixed rent by the transferor.
The transferor must continue to take
into account interest on the trans-
feror’s section 467 loan balance after
the date of the transfer.

(ii) The beginning balance of the
transferee’s section 467 loan is equal to
the principal balance of the trans-
feror’s section 467 loan immediately be-
fore the transfer reduced (below zero, if
appropriate) by the beginning balance
of the transferor’s section 467 loan.
Amounts payable to the transferor are
not taken into account in adjusting the
transferee’s section 467 loan balance.

(iii) If the beginning balance of the
transferee’s section 467 loan is nega-
tive, the transferor and transferee
must treat the balance as a liability
that is either assumed in connection
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with the transfer of the property or se-
cured by the property acquired subject
to the liability. If the beginning bal-
ance of the transferee’s section 467 loan
is positive, the transferor and trans-
feree must treat the balance as an ad-
ditional asset acquired in connection
with the transfer of the property. In
the case of a positive beginning bal-
ance of the transferee’s section 467
loan, the transferee will have an initial
cost basis in the section 467 loan equal
to the lesser of the beginning balance
of the loan or the aggregate consider-
ation for the transfer of the property
subject to the section 467 rental agree-
ment and the transfer of the trans-
feror’s interest in the section 467 loan.

(3) [Reserved]

(4) Examples. The following examples
illustrate the application of this para-
graph (e). In each of these examples the
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transferor of property subject to a sec-
tion 467 rental agreement is entitled to
the rent for the day of the transfer.
The examples are as follows:

Example 1. (i) Q and R enter into a section
467 rental agreement for a 5-year lease of
personal property beginning on January 1,
2000, and ending on December 31, 2004. The
rental agreement provides that $0 of rent is
allocated to 2000, 2001, and 2002, and $1,750,000
is allocated to each of the years 2003 and
2004. The rental agreement provides that the
calendar year will be the rental period and
that the rent allocated to each calendar year
is payable on the last day of that calendar
year. Assume that both Q and R are calendar
yvear taxpayers and that 110 percent of the
applicable Federal rate is 11 percent, com-
pounded annually. Assume further that the
rental agreement is a disqualified long-term
agreement (as defined in §1.467-3(b)(3)) and
that the section 467 rent, the section 467 in-
terest, and the section 467 loan balance
would be the following amounts:

Calendar year Payment Sec"(’”e‘;? inter- | gection 467 rent Sectlt());;ge loan
2000 ....... $0 $0 $592,905.87 $592,905.87
2001 ....... 0 65,219.65 592,905.87 1,251,031.39
2002 ....... 0 137,613.45 592,905.87 1,981,550.71
2003 ....... 1,750,000.00 217,970.58 592,905.87 1,042,427.16
2004 ... 1,750,000.00 114,666.97 592,905.87 0

(ii) On December 31, 2002, Q sells the prop-
erty subject to the section 467 rental agree-
ment to P, an unrelated person, for $3,000,000.
Q does not retain the right to receive any
amounts payable by R under the rental
agreement after the date of sale, but the
agreement is not otherwise modified. At the
time of the sale, Q’s adjusted basis in the
property is $975,000. Assume that, under
§1.467-1(£)(7), the disposition is not a sub-
stantial modification. Further, the Commis-
sioner does not determine that the treat-
ment of the agreement as a disqualified long-
term agreement should be changed and,
under §1.467-1(f)(4)(iii), the agreement re-
mains subject to constant rental accrual.
Thus, under paragraph (g)(2)(iii) of this sec-
tion, section 467 rent and section 467 interest
for periods after the disposition will be taken
into account on the basis of constant rental
accrual applied to the terms of the entire
agreement (as modified).

(iii) Under paragraph (e)(2)(ii) of this sec-
tion, the beginning balance of P’s section 467
loan is $1,981,550.71. P’s section 467 loan bal-
ance is computed by reducing the balance of
the section 467 loan immediately before the
transfer ($1,981,550.71) by the beginning bal-
ance of the transferor’s section 467 loan ($0
because Q does not retain the right to re-

ceive any amounts payable under the rental
agreement subsequent to the transfer).

(iv) Q will be treated as if it had received
$1,981,5650.71 from the disposition of the sec-
tion 467 loan and $1,018,449.29 from the sale of
the property subject to the rental agree-
ment. Thus, Q’s gain on the sale of the prop-
erty is $43,449.29 ($1,018,449.29 amount real-
ized less $975,000 adjusted basis). Q’s gain is
not subject to the recapture provisions of
section 467(c) and paragraph (a) of this sec-
tion because the rental agreement was dis-
qualified under §1.467-3(b)(1) and, thus, the
requirement of paragraph (a)(2) of this sec-
tion is not met. Q recognizes no gain on the
disposition of the section 467 loan because
Q’s basis in the loan equals the amount con-
sidered received for the loan. Further, Q does
not take into account any of the section 467
rent or section 467 interest attributable to
periods after the transfer of the property.

(v) P is treated as if it had acquired the
property and the positive balance in the
transferee’s section 467 loan. P’s cost basis in
the property is $1,018,449.29, and its cost basis
in the section 467 loan immediately fol-
lowing the transfer is $1,981,550.71. P takes
section 467 rent and section 467 interest into
account for the calendar years 2002 and 2003
under the constant rental accrual method
and, accordingly, treats payments received
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under the rental agreement as recoveries of
the principal balance of the section 467 loan
(as adjusted from time to time).

Example 2. (i) The facts are the same as Ex-
ample 1, except that on December 31, 2002, Q
transfers the property to P in exchange for
stock of P having a fair market value of
$3,000,000 and the transaction meets the re-
quirements of section 351(a).

(ii) Q is treated as having transferred two
assets to P, the property subject to the rent-
al agreement and the positive balance of the
section 467 loan. Under section 351(a), be-
cause only stock of P is received by Q, Q does
not recognize any of the gain realized on the
transaction. Pursuant to section 358(a), the
basis of Q in the P stock received in the ex-
change is the same as the aggregate basis of
the property exchanged, or $2,956,550.71 (the
sum of the balance of the section 467 loan,
$1,981,650.71, and the adjusted basis of the
property, $975,000). Q does not take into ac-
count any of the section 467 rent or section
467 interest attributable to periods after the
transfer of the property.

(iii) P is treated as if it had acquired the
property and the positive balance in the
transferee’s section 467 loan in the trans-
action. Pursuant to section 362(a), P’s basis
in each asset is the same as the basis of Q
immediately preceding the transfer. Thus,
the basis of P in the property subject to the
rental agreement is $975,000, and the basis of
P in the section 467 loan immediately fol-
lowing the transfer is $1,981,5650.71. P takes
section 467 rent and section 467 interest into
account for the calendar years 2003 and 2004
under the constant rental accrual method
and, accordingly, treats payments received
under the rental agreement as recoveries of
the principal balance of the section 467 loan
(as adjusted from time to time).

(f) Treatment of assignments by lessee
and lessee-financed renewals—(1) Sub-
stitute lessee use. If a lessee assigns its
interest in a section 467 rental agree-
ment to a substitute lessee, or if a pe-
riod when a substitute lessee has the
use of property subject to a section 467
rental agreement is otherwise included
in the lease term under §1.467-1(h)(6),
the section 467 rent for a period is
taken into account by the person hav-
ing the use of the property during the
period. The following rules apply in de-
termining the section 467 rent and sec-
tion 467 interest for the portion of the
rental period ending immediately prior
to the assignment:

(i) The section 467 rent and section
467 interest for the portion of the rent-
al period ending immediately prior to
the assignment are a pro rata portion
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of the section 467 rent and the section
467 interest, respectively, for the rental
period. Such amounts are also taken
into account in determining the les-
see’s section 467 loan balance, prior to
any adjustment thereof that may be re-
quired under paragraph (h) of this sec-
tion, immediately before the substitute
lessee first has use of the property.

(ii) If the lessee is liable for the rent
for the day that the substitute lessee
first has use of the property, the sub-
stitute lessee’s use shall be treated as
beginning at the end of that day.

(iii) If the substitute lessee is liable
for the rent for the day that the sub-
stitute lessee first has use of the prop-
erty, the substitute lessee’s use shall
be treated as beginning at the begin-
ning of that day.

(2) Treatment of section 467 loan. If, as
described in paragraph (f)(1) of this sec-
tion, a lessee assigns its interest in a
section 467 rental agreement to a sub-
stitute lessee or a period when a sub-
stitute lessee has the use of property
subject to a section 467 rental agree-
ment is otherwise included in the lease
term under §1.467-1(h)(6), the following
rules apply in determining the amount
of the lessee’s and the substitute les-
see’s section 467 loans for the period
when the substitute lessee has use of
the property and in computing the tax-
able income of the lessee and sub-
stitute lessee:

(i) The beginning balance of the les-
see’s section 467 loan is equal to the
net present value, as of the time the
substitute lessee first has use of the
property (but after giving effect to the
transfer of the right to use the prop-
erty), of all amounts subsequently pay-
able by the lessee as fixed rent and in-
terest on fixed rent and all amounts
subsequently payable as interest on
prepaid fixed rent to the lessee. For
purposes of this paragraph (f), any
amount otherwise payable by the les-
see is not treated as an amount subse-
quently payable by the lessee to the ex-
tent that such payment, if made by the
lessee, would give rise to a right of con-
tribution or other similar claim
against the substitute lessee or any
other person. The lessee must continue
to take into account interest on the
lessee’s section 467 loan balance after
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the substitute lessee first has use of
the property.

(ii) The beginning balance of the sub-
stitute lessee’s section 467 loan is equal
to the principal balance of the lessee’s
section 467 loan immediately before the
substitute lessee first has use of the
property reduced (below zero, if appro-
priate) by the beginning balance of the
lessee’s section 467 loan. Amounts pay-
able by the lessee to any person other
than the substitute lessee (or a related
person) or payable to the lessee by any
person other than the substitute lessee
(or a related person) are not taken into
account in adjusting the substitute les-
see’s section 467 loan balance.

(iii) If the beginning balance of the
substitute lessee’s section 467 loan is
positive, the beginning balance is
treated as—

(A) Gross receipts of the lessee for
the taxable year in which the sub-
stitute lessee first has use of the prop-
erty; and

(B) A liability that is either assumed
in connection with the transfer of the
leasehold interest to the substitute les-
see or secured by property acquired
subject to the liability.

(iv) If the beginning balance of the
substitute lessee’s section 467 loan is
negative, the following rules apply:

(A) If the principal balance of the les-
see’s section 467 loan immediately be-
fore the substitute lessee first has use
of the property was negative, any con-
sideration paid by the substitute lessee
to the lessee in conjunction with the
transfer of the use of the property shall
be treated as a nontaxable return of
capital to the lessee to the extent
that—

(I) The consideration does not exceed
the amount owed to the lessee under
the lessee’s section 467 loan balance
immediately before the substitute les-
see first has use of the property; and

(2) The lessee has basis in the prin-
cipal balance of the lessee’s section 467
loan immediately before the substitute
lessee first has use of the property.

(B) Except as provided in paragraph
(£)(2)(iv)(D) of this section, the excess,
if any, of the beginning balance of the
amount owed to the substitute lessee
under the section 467 loan, over any
consideration paid by the substitute
lessee to the lessee in conjunction with
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the transfer of the use of the property,
is treated as an amount incurred by
the lessee for the taxable year in which
the substitute lessee first has use of
the property.

(C) To the extent the beginning bal-
ance of the amount owed to the sub-
stitute lessee under the section 467
loan exceeds any consideration paid by
the substitute lessee to the lessee in
conjunction with the transfer of the
use of the property, repayments of the
beginning balance are items of gross
income of the substitute lessee in the
taxable year in which repayment oc-
curs (determined by applying any re-
payment first to the beginning balance
of the substitute lessee’s section 467
loan).

(D) Any amount incurred by the les-
see under paragraph (f)(2)(iv)(B) of this
section with respect to a transfer of
the use of property (the current trans-
fer) shall be reduced (but not below
zero) to the extent that the lessee, in
its capacity, if any, as a substitute les-
see with respect to an earlier transfer
of the use of the property would have
recognized additional gross income
under paragraph (£)(2)(iv)(C) of this sec-
tion if the current transfer had not oc-
curred.

(v) For purposes of paragraph
(£)(2)(iv)(C) of this section, repayments
occur as the negative balance is amor-
tized through the net accrual of rent
and negative interest.

(3) Lessor use. If a period when the
lessor has the use of property subject
to a section 467 rental agreement is in-
cluded in the lease term under §1.467-
1(h)(6), the section 467 rent for the pe-
riod is not taken into account and the
lessor is treated as a substitute lessee
for purposes of this paragraph (f).

(4) Examples. The following examples
illustrate the application of this para-
graph (f). In each of these examples,
the substitute lessee is liable for the
rent for the day on which the sub-
stitute lessee first has use of the prop-
erty subject to the section 467 rental
agreement. Further, assume that in
each example the lessee assignment is
not a substantial modification under
§1.467-1(f). The examples are as follows:

Example 1. (i) The facts are the same as in
Example 1 of paragraph (e)(4) of this section,
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except that on December 31, 2001, R, the les-
see, contracts to assign its entire remaining
interest in the leasehold to S, a calendar
year taxpayer. The assignment becomes ef-
fective at the beginning of January 1, 2002.
Pursuant to the terms of the assignment, R
agrees with S that R will make $1,400,000 of
the $1,750,000 rental payment required on De-
cember 31, 2003.

(ii) Under paragraph (f)(2)(i) of this section,
R’s section 467 loan balance as of the begin-
ning of January 1, 2002, the time S first has
use of the property, is $1,136,271.41 ($1,400,000/
(1.11)2). Under paragraph (f)(2)(ii) of this sec-
tion, S’s section 467 loan balance as of the
beginning of January 1, 2002, is $114,759.98
(the principal balance of R’s section 467 loan
immediately before S has use of the property
($1,251,031.39), less R’s section 467 loan bal-
ance at the beginning of January 1, 2002
($1,136,271.41)).
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(iii) Because S’s $114,759.98 section 467 loan
balance is positive, under paragraph
(£)(2)(ii1)(A) of this section, such amount is
treated as gross receipts of R for 2002, R’s
taxable year in which S first has use of the
property. R will treat the $114,759.98 as an
amount received in exchange for the transfer
of the leasehold interest. Under paragraph
(£)(2)(iii)(B) of this section, S will treat that
amount as a liability assumed in acquiring
the leasehold interest. Thus, S’s cost basis in
the leasehold interest is $114,759.98.

(iv) Under paragraph (f)(1) of this section,
S takes the section 467 rent attributable to
the property into account for the period be-
ginning on January 1, 2002. For 2002, S takes
section 467 interest into account based on S’s
section 467 loan balance at the beginning of
2002. S’s amounts payable, section 467 rent,
section 467 interest, and end-of-year section
467 loan balances for calendar years 2002
through 2004 are as follows:

Section 467 inter- : Section 467 loan

Calendar year Payment est Section 467 rent balance
Beginning SRR ETRR ] s | s $114,759.98
2002 ... $0 $12,623.60 $592,905.87 720,289.45
2003 ....... 350,000.00 79,231.83 592,905.87 1,042,427.15
2004 ....... 1,750,000.00 114,666.98 592,905.87 0

(v) Under paragraph (f)(2)(i) of this section,
R must continue to take into account sec-
tion 467 interest on R’s section 467 loan bal-
ance after S first has use of the property. R’s
section 467 loan balance beginning when S

first has use of the property is $1,136,271.41.
R’s section 467 interest and end-of-year sec-
tion 467 loan balances for calendar years 2002
through 2003 are as follows:

Calendar year Payment Sectioneiitﬁ inter- Sectig:laz:ge loan
BeginniNg ......ocoooiiiiii s | e | e $1,136,271.41
2002 . $0 $124,989.85 1,261,261.26
2003 1,400,000.00 138,738.74 0
Example 2. (i) On January 1, 2000, B leases Calendar year Rent Payments
tangible personal property from C for a pe-
riod of five years. The rental agreement pro- 2004 ..o 200,000 0

vides that the rental period is the calendar
year and that rent payments are due at the
end of the calendar year. The rental agree-
ment does not provide for interest on prepaid
rent. Assume that B and C are both calendar
yvear taxpayers and that 110 percent of the
applicable Federal rate is 10 percent, com-
pounded annually. The rental agreement al-
locates rents and provides for payments of
rent as follows:

Calendar year Rent Payments
$200,000 $400,000
200,000 300,000
200,000 200,000
200,000 100,000

(ii) The rental agreement has prepaid rent
within the meaning of §1.467-1(c)(3)(ii) be-
cause the cumulative amount of rent payable
through the end of 2001 ($700,000) exceeds the
cumulative amount of rent allocated to cal-
endar years 2000 through 2002 ($600,000). Be-
cause the rental agreement does not provide
for adequate interest on prepaid fixed rent,
the rent for each calendar year during the
lease term is the proportional rental
amount, as described in §1.467-2(c). The
amounts payable, section 467 rent, section
467 interest, and end-of-year section 467 loan
balances for each calendar year are as fol-
lows:
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Calendar year Payment Section 467 interest | Section 467 rent Sectlg);laﬁiéloan
2000 ... $400,000 $0 $218,987.40 ($181,012.60)
2001 300,000 (18,101.26) 218,987.40 (280,126.46)
2002 200,000 (28,012.64) 218,987.40 (289,151.70)
2003 100,000 (28,915.17) 218,987.40 (199,079.47)
2004 ... 0 (19,907.93) 218,987.40 0

(iii) On December 31, 2001, B contracts to
assign its entire remaining interest in the
leasehold to D, a calendar year taxpayer.
The assignment becomes effective at the be-
ginning of January 1, 2002. D pays B $278,000
on January 1, 2002, in conjunction with the
assignment of the leasehold interest. Under
the terms of the assignment, B is not obli-
gated to make any rental payments due after
the assignment.

(iv) Under paragraph (f)(2)(i) of this sec-
tion, B’s section 467 loan balance as of the
beginning of January 1, 2002, the time D first
has use of the property, is zero because D is
obligated to make all rent payments due
after the assignment of the leasehold inter-
est. Under paragraph (£)(2)(ii) of this section,
D’s section 467 loan balance as of the begin-
ning of January 1, 2002, is negative $280,126.46
(the principal balance of B’s section 467 loan
immediately before D has use of the property
(negative $280,126.46), less B’s section 467 loan
balance when D first has use of the property
(zero)). Because D’s beginning section 467
loan balance is negative, paragraph (f)(2)(iv)
of this section applies.

(v) Because B’s $280,126.46 section 467 loan
balance at the end of 2001 (that is, imme-
diately before D has use of the property) is
negative, paragraph (f)(2)(iv)(A) of this sec-
tion applies. B’s loan balance is the amount
owed to B under the section 467 loan and con-
sists of the excess of B’s payments to C over
the net amount of rent and negative interest
B has taken into account through the end of
2001. Thus, B’s basis in the negative section
467 loan balance at the end of 2001 is
$280,126.46. Because the $278,000 paid by D to
B in conjunction with the transfer of the
leasehold interest does not exceed the
amount owed to B under the section 467 loan
at the end of 2001, and does not exceed B’s
basis in that loan balance, under paragraph
(0)(2)(Av)(A) of this section B treats the
$278,000 payment from D as a nontaxable re-
turn of capital.

(vi) The beginning balance of the amount
owed to D under the section 467 loan
($280,126.46) exceeds by $2,126.46 the $278,000
paid by D to B in conjunction with the trans-
fer of the leasehold interest. Paragraph
(£)(2)(iv)(B) of this section treats the $2,126.46
as an amount incurred by B in 2002, B’s tax-
able year in which D first has use of the
property. Paragraph (f)(2)(iv)(D) of this sec-
tion does not apply to reduce the amount in-

curred by B because B is the original lessee
under the section 467 rental agreement.

(vii) Under paragraph (f)(1) of this section,
D takes the section 467 rent into account for
the period beginning when D first has use of
the property. D takes section 467 interest
into account based on a beginning section 467
loan balance of negative $280,126.46.

(viii) The beginning balance of the amount
owed to D under the section 467 loan
($280,126.46) exceeds by $2,126.46 the $278,000
paid by D to B in conjunction with the trans-
fer of the leasehold interest. Under para-
graph (£)(2)(iv)(C) of this section, D must in-
clude this amount in gross income in 2002,
the year in which this amount of D’s begin-
ning section 467 loan balance is paid through
the net accrual of rent and negative interest.
This inclusion in gross income ensures that
the reductions in D’s taxable income attrib-
utable to the section 467 rental agreement
will not exceed the actual amount of D’s ex-
penditures.

(g) Application of section 467 following
a rental agreement modification—(1) Sub-
stantial modifications. The following
rules apply to any substantial modi-
fication of a rental agreement occur-
ring after May 18, 1999 unless the entire
agreement (as modified) is treated as a
single agreement under §1.467—
1(H)(4)(vi):

(1) Treatment of pre-modification items.
The lessor and lessee must take pre-
modification items (within the mean-
ing of §1.467-1(f)(5)(v)) into account
under their method of accounting used
before the modification to report in-
come and expense attributable to the
rental agreement.

(ii) Computations with respect to post-
modification items. In computing section
467 rent, section 467 interest, and the
amount of the section 467 loan with re-
spect to post-modification items—

(A) Post-modification items are
treated as provided under a rental
agreement (the post-modification
agreement) separate from the agree-
ment under which pre-modification
items are provided;
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(B) The lease term of the post-modi-
fication agreement begins at the begin-
ning of the first period for which rent
other than pre-modification rent is
provided; and

(C) The applicable Federal rate for
the post-modification agreement is the
applicable Federal rate in effect on the
day on which the modification occurs.

(iii) Adjustments—(A) Adjustment relat-
ing to certain prepayments. If any pay-
ments before the beginning of the lease
term of the post-modification agree-
ment are post-modification items, the
lessor and lessee must take into ac-
count, in the taxable year in which the
modification occurs, any adjustment
necessary to prevent duplication with
respect to such payments or the omis-
sion of interest thereon for periods be-
fore the beginning of the lease term.

(B) Adjustment relating to retroactive
beginning of lease term. If the lease term
of a post-modification agreement be-
gins before the date on which the modi-
fication occurs, the lessor and lessee
must take into account in the taxable
year in which the modification occurs
any amount necessary to prevent the
duplication or omission of rent or in-
terest for the period after the begin-
ning of the lease term of the post-modi-
fication agreement and before the be-
ginning of the taxable year in which
the modification occurs. For this pur-
pose, the amount necessary to prevent
duplication or omission is determined
after taking into account any adjust-
ments required by the Commissioner
for taxable years ending prior to the
beginning of the taxable year in which
the modification occurs. In deter-
mining any adjustments required by
the Commissioner for taxable years
ending prior to the beginning of the
taxable year in which the modification
occurs, the Commissioner will dis-
regard the modification.

(iv) Coordination with rules relating to
dispositions and assignments—(A) Dis-
positions. If the modification involves a
sale, exchange, or other disposition of
the property subject to the rental
agreement—

(I) Adjustments required under this
paragraph (g) are taken into account
before applying paragraphs (a), (b), (c),
and (e) of this section;
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(2) The prior understated inclusion
for purposes of paragraph (b) of this
section is the sum of the prior under-
stated inclusion with respect to pre-
modification items and the prior un-
derstated inclusion with respect to
post-modification items; and

(3) Paragraph (e) of this section ap-
plies separately with respect to pre-
modification items and post-modifica-
tion items.

(B) Assignments. If the modification
involves an assignment of the lessee’s
interest in the rental agreement to a
substitute lessee or a substitute lessee
having use of the property during a pe-
riod otherwise included in the lease
term—

(I) Adjustments required under this
paragraph (g) are taken into account
before applying paragraph (f) of this
section; and

(2) Paragraph (f) of this section ap-
plies separately with respect to pre-
modification items and post-modifica-
tion items.

(2) Other modifications. The following
rules apply to a modification (other
than a substantial modification) of a
rental agreement occurring after May
18, 1999:

(1) Computation of section 467 loan for
modified agreement. The amount of the
section 467 loan relating to the agree-
ment is computed as of the effective
date of the modification. The section
467 rent and section 467 interest for pe-
riods before the effective date of the
modification are determined, solely for
purposes of computing the amount of
the section 467 loan, under the terms of
the entire agreement (as modified).

(ii) Change in balance of section 467
loan. (A) If the balance of the section
467 loan determined under paragraph
(2)(2)(1) of this section is greater than
the balance of the section 467 loan im-
mediately before the effective date of
the modification, the difference is
taken into account, in the taxable year
in which the modification occurs, as
additional rent.

(B) If the balance of the section 467
loan determined under paragraph
(2)(2)(1) of this section is less than the
balance of the section 467 loan imme-
diately before the effective date of the
modification, the difference is taken
into account, in the taxable year in
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which the modification occurs, as a re-
duction of the rent previously taken
into account by the lessor and lessee.

(C) For purposes of this paragraph
(2)(2)(ii), a negative balance is less
than a positive balance, a zero balance,
or any other negative balance that is
closer to a zero balance.

(iii) Section 467 rent and interest after
the modification. The section 467 rent
and section 467 interest for periods
after the effective date of the modifica-
tion are determined under the terms of
the entire agreement (as modified).

(iv) Applicable Federal rate. The appli-
cable Federal rate for the agreement
does not change as a result of the
modification.

(v) Modification effective within a rent-
al period. If the effective date of a
modification does not coincide with
the beginning or end of a rental period
under the agreement in effect before
the modification, the section 467 rent
and section 467 interest for the portion
of the rental period ending imme-
diately prior to the effective date of
the modification are a pro rata portion
of the section 467 rent and the section
467 interest, respectively, for the rental
period. Such amounts are also taken
into account in determining the sec-
tion 467 loan balance, prior to any ad-
justment thereof that may be required
under paragraph (h) of this section, im-
mediately before the effective date of
the modification. Similar rules apply
with respect to the section 467 rent and
section 467 interest determined under
the terms of the entire agreement (as
modified) for purposes of computing
the amount of the section 467 loan
under paragraph (g)(2)(i) of this section
and the section 467 rent and section 467
interest for a partial rental period be-
ginning on the effective date of the
modification.

(vi) Other adjustments. The lessor and
lessee must take into account, in the
taxable year in which a retroactive
modification occurs, any amount nec-
essary to prevent the duplication or
omission of rent or interest for the pe-
riod before the beginning of the taxable
year in which the modification occurs.

(vii) Coordination with rules relating to
dispositions and assignments. If the
modification involves a sale, exchange,
or other disposition of the property
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subject to the rental agreement, an as-
signment of the lessee’s interest in the
rental agreement to a substitute lessee
or a substitute lessee having use of the
property during a period otherwise in-
cluded in the lease term, adjustments
required under this paragraph (g) are
taken into account before applying
paragraphs (a), (b), (c¢), (e), and (f) of
this section.

(viii) Ezxception for agreements entered
into prior to effective date of section 467.
This paragraph (g)(2) does not apply to
a modification of a rental agreement
that is not subject to section 467 be-
cause of the effective date provisions of
section 92(c) of the Tax Reform Act of
1984 (Public Law 98-369 (98 Stat. 612)).

(3) Adjustment by Commissioner. If the
entire agreement (as modified) is treat-
ed as a single agreement under §1.467-
1(f)(4)(vi), the Commissioner may re-
quire adjustments to taxable income to
reflect the effect of the modification,
including adjustments that are similar
to those required under paragraph
(2)(2) of this section.

(4) Effective date of modification. The
effective date of a modification of a
rental agreement occurs at the earliest
of—

(i) The date on which the modifica-
tion occurs;

(ii) The beginning of the first period
for which the amount of rent or inter-
est provided under the entire agree-
ment (as modified) differs from the
amount of rent or interest provided
under the agreement in effect before
the modification;

(iii) The due date of the first pay-
ment, under either the entire agree-
ment (as modified) or the agreement in
effect before the modification, that is
not identical, in due date and amount,
under both such agreements;

(iv) The date, in the case of a modi-
fication involving the substitution of a
new lessor, on which the property sub-
ject to the rental agreement is trans-
ferred; or

(v) The date, in the case of a modi-
fication involving the substitution of a
new lessee, on which the substitute les-
see first has use of the property subject
to the rental agreement.

(5) Examples. The following examples
illustrate the application of this para-
graph (g):
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Example 1. (i) F, a cash method lessor, and
G, an accrual method lessee, agree to a T7-
yvear lease of tangible personal property for
the period beginning on January 1, 1998, and
ending on December 31, 2004. The rental
agreement allocates $100,000 of rent to each
calendar year during the lease term, such
rent to be paid December 31 following the
close of the calendar year to which it is allo-
cated. Because the rental agreement does
not provide for increasing rent, or deferred
rent within the meaning of section
467(d)(1)(A), section 467 does not apply to the
rental agreement.

(ii) Prior to January 1, 2001, G timely
makes the $100,000 rental payments required
as of December 31, 1999, and December 31,
2000. On January 1, 2001, F and G modify the
rental agreement payment schedule to pro-
vide for a single final payment of $500,000 on
December 31, 2004. Assume that the change is
a substantial modification within the mean-
ing of §1.467-1(f)(5)(ii). Because the modifica-
tion occurs after May 18, 1999, the post-modi-
fication agreement is treated, under §1.467-
1(£)(1), as a new agreement for purposes of de-
termining whether it is a section 467 rental
agreement.

(iii) Under §1.467-1(f)(5)(v), the $200,000 of
rent allocated to calendar years 1998 and 1999
(periods prior to the modification) con-
stitutes pre-modification rent, and the
$100,000 rent payments made on December 31,
1999, and December 31, 2000, constitute pre-
modification payments. Although calendar
year 2000 is also prior to the modification,
the rent allocated to calendar year 2000 is
not pre-modification rent and the related
payment is not a pre-modification payment
because the modification changed the time
at which that rent is payable. See §1.467-
L(DGHVI(A).

(iv) Under paragraph (g)(1)(i) of this sec-
tion, F and G take pre-modification rent and
pre-modification payments into account
under the method of accounting they used to
report income and deductions attributable to
the pre-modification agreement.

(v) Under §1.467-1(f)(1)(i), the post-modi-
fication agreement providing rent for the pe-
riod beginning on January 1, 2000, and ending
on December 31, 2004, is treated as a new
rental agreement. This rental agreement al-
locates $100,000 of rent to each of the cal-
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endar years 2000 through 2004 and provides
for a single rental payment of $500,000 on De-
cember 31, 2004. Because the post-modifica-
tion agreement provides for deferred rent
under §1.467-1(c)(3)(i), section 467 applies.
Further, the post-modification agreement
does not provide for adequate interest on
fixed rent, and therefore F and G must ac-
count for fixed rent and interest on fixed
rent using proportional rental accrual.
Under paragraph (g)(1)(iii) of this section, for
their taxable years which include January 1,
2001, F and G must adjust reported rent for
the difference between the rent taken into
account for the calendar year 2000 under the
unmodified agreement and the proportional
rental amount for that year under the post-
modification agreement.

Example 2. (i) On January 1, 2000, X, lessee,
and Y, lessor, enter into a rental agreement
for a 6-year lease of tangible personal prop-
erty beginning January 1, 2000, and
endingDecember 31, 2005. The agreement pro-
vides that the calendar year is the rental pe-
riod and all rent payments are due on July 15
of all years in which a payment is required.
Assume the agreement is not a disqualified
leaseback or long-term agreement within the
meaning of §1.467-3(b), and has the following
allocation schedule and payment schedule:

Year Allocation Payment
2000 .. $800,000 $0
2001 .. 900,000 0
2002 .. 1,000,000 1,500,000
2003 .. 1,000,000 1,500,000
2004 .. 1,100,000 1,500,000
2005 .. 1,200,000 1,500,000

(ii) The rental agreement has deferred rent
within the meaning of §1.467-1(c)(3)(i) be-
cause the rent allocated to 2000 is not pay-
able until 2002 and some of the rent allocable
to 2001 is not payable until 2003. Further, the
rental agreement does not provide adequate
interest on fixed rent within the meaning of
§1.467-2(b). Therefore, the rent amount to be
accrued by X and Y for each rental period is
the proportional rental amount, as described
in §1.467-2(c). Assuming 110 percent of the
applicableFederal rate is 10 percent com-
pounded annually, the section 467 rent, inter-
est, and loan balances are as follows:

Year Rent Interest Loan balance
2000 $736,949.55 $0 $736,949.55
2001 829,068.24 73,694.96 1,639,712.75
2002 921,186.94 163,971.28 1,224,870.97
2003 921,186.94 122,487.10 768,545.01
2004 1,013,305.63 76,854.50 358,705.14
2005 1,105,424.33 35,870.53 0

(iii)(A) On January 1, 2004, X and Y agree
that the $1,500,000 payment scheduled for

July 15, 2005, will be made in three equal in-
stallments on June 15, 2005, July 15, 2005, and
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August 15, 2005. Under §1.467-1(j)(2)()(C) (re-
lating to timing conventions), the payment
to be made on June 15, 2005, is treated as if
it were payable on December 31, 2004, for pur-
poses of determining present values and
yield of the section 467 loan. Assume that
this change, which results in the following
allocation schedule and payment schedule, is
not a substantial modification within the
meaning of §1.467-1(f)(5)(ii):

Year Allocation Payment
$800,000 $0
900,000 0
1,000,000 1,500,000
1,000,000 1,500,000
1,100,000 2,000,000
1,200,000 1,000,000

(B) The agreement remains subject to pro-
portional rental accrual after the modifica-
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tion because it has deferred rent and does
not provide adequate interest on fixed rent
within the meaning of §1.467-2(b).

(iv) Because the modification occurs after
May 18, 1999, and is not substantial within
the meaning of §1.467-1(f)(5)(ii), paragraph
(2)(2) of this section applies. Under para-
graph (2)(2)(i) of this section, the amount of
the section 467 loan relating to the modified
agreement is computed as of the effective
date of the modification, and, solely for pur-
poses of recomputing the amount of the sec-
tion 467 loan, the section 467 rent and section
467 interest for periods before the modifica-
tion are determined under the terms of the
entire agreement (as modified). In addition,
the applicable Federal rate does not change
as a result of the modification. Thus, the re-
computed section 467 rent, interest, and loan
balances are as follows:

Year Rent Interest Loan balance
2000 $ 742,242.59 $0 $ 742,242.59
2001 835,022.91 74,224.26 1,651,489.76
2002 927,803.24 165,148.98 1,244,441.98
2003 927,803.24 124,444.20 796,689.42
2004 1,020,583.56 79,668.94 (103,058.08)
2005 1,113,363.88 (10,305.80) 0

(v) Under paragraph (g)(2)(ii) of this sec-
tion, the difference between the section 467
loan balance immediately before the effec-
tive date of the modification and the recom-
puted section 467 loan balance as of the effec-
tive date of the modification is taken into
account. In this example, the loan balance
immediately before the effective date of the
modification is $768,545.01 and the recom-
puted loan balance as of the effective date of
the modification is $796,689.42. Thus, because
the recomputed loan balance exceeds the
original loan balance, the difference
($28,144.41) is taken into account, in the tax-
able year in which the modification occurs,
as additional rent. Beginning on January 1,
2004, section 467 rent and interest are taken
into account by X and Y in accordance with
the recomputed rent schedule set forth in
paragraph (iv) of this example.

(h) Omissions or duplications—(1) In
general. In applying the rules of this
section in conjunction with the rules of
§§1.467-1 through 1.467-5, adjustments
must be made to the extent necessary
to prevent the omission or duplication
of items of income, deduction, gain, or
loss. For example, if a transferee lessor
acquires property subject to a section
467 rental agreement at other than the
beginning or end of a rental period, and
the transferee lessor’s beginning sec-
tion 467 loan balance differs from the

transferor lessor’s section 467 loan bal-
ance immediately prior to the transfer,
it will be necessary to treat the rental
period that includes the day of transfer
as consisting of two rental periods, one
beginning at the beginning of the rent-
al period that includes the day of
transfer and ending with or imme-
diately prior to the transfer and one
beginning with or immediately after
the transfer and ending immediately
prior to the beginning of the suc-
ceeding rental period. Because the sub-
stitution of two rental periods for one
rental period may change the propor-
tional rental amount or constant rent-
al amount, the change in rental periods
should be treated as a modification of
the rental agreement that occurs im-
mediately prior to the transfer. The
change in rental periods, by itself, is
not treated as a substantial modifica-
tion of the rental agreement although
the substitution of a new lessor may
constitute a substantial modification
of the rental agreement. Likewise,
§1.467-1(j)(2), which provides rules re-
garding when amounts are treated as
payable, is designed to simplify cal-
culations of present values, section 467
loan balances, and proportional and
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constant rental amounts. These simpli-
fying conventions assume that there
will be no change in the lessor or lessee
under a section 467 rental agreement
and that the terms of the section 467
rental agreement will not be modified.
Therefore, as illustrated in the exam-
ple in paragraph (h)(2) of this section,
when actual events do not reflect these
assumptions, it may be necessary to
alter the application of these rules to
properly reflect taxable income.

(2) Example. The following example il-
lustrates an application of this para-
graph (h):

Example. (i) J leases tangible personal
property from K for five years beginning on
January 1, 2000, and ending on December 31,
2004. Under the rental agreement, rent is
payable on July 15 of the calendar year to
which it is allocated. Both J and K treat the
calendar year as the rental period. The allo-

§1.467-7

cation of rent and payments of rent required
under the rental agreement are as follows:

Calendar year Rent Payments
2000 .. $200,000 $450,000
2001 .. 200,000 250,000
2002 .. 200,000 200,000
2003 .. 200,000 100,000
2004 .. 200,000 0

(ii) The rental agreement does not provide
for interest on prepaid rent. The rental
agreement has prepaid rent under §1.467-
1(c)(3)(ii) because the rent payable at the end
of 2000 exceeds the cumulative amount of
rent allocated to 2000 and 2001. Therefore, J
and K must take section 467 rent into ac-
count under the proportional rental method
of §1.467-2(c). Assume that 110 percent of the
applicable Federal rate is 10 percent, com-
pounded annually. The section 467 rent, sec-
tion 467 interest, amounts payable, and sec-
tion 467 loan balances for each of the cal-
endar years under the terms of the rental
agreement are as follows:

Calendar Year Section 467 rent | Section 467 interest Payments Sectlg;aﬁicéloan
2000 ... $220,077.48 $0 $450,000 $(229,922.52)
2001 220,077.48 (22,992.25) 250,000 (282,837.29)
2002 220,077.48 (28,283.73) 200,000 (291,043.54)
2003 220,077.48 (29,104.35) 100,000 (200,070.41)
2004 ... 220,077.48 (20,007.07) 0 0

(iii) On January 1, 2002, J and K amend the
terms of the rental agreement to advance
the due date of the $200,000 payment origi-
nally due on July 15, 2002, to June 15, 2002.
This change in the payment schedule con-
stitutes a modification of the terms of the
rental agreement within the meaning of
§1.467-1(f)(5)(1). Assume, however, that the
change is not a substantial modification
within the meaning of §1.467-1(f)(5)(ii). Be-
cause the modification occurs after May 18,

1999, and is not substantial, paragraph (g)(2)
of this section applies. Thus, the section 467
loan balance at the beginning of 2002 must be
recomputed as if the June 15, 2002, payment
date had been included in the terms of the
pre-modification rental agreement. If this
had been the case, the section 467 rent, sec-
tion 467 interest, amounts payable, and sec-
tion 467 loan balances for each of the cal-
endar years under the terms of the rental
agreement would have been as follows:

: : ; Section 467 loan
Calendar Section 467 rent | Section 467 interest Payments balance
2000 ... $224,041.38 $0 $450,000 $(225,958.62)
2001 224,041.38 (22,595.86) 450,000 (474,513.10)
2002 224,041.38 (47,451.31) 0 (297,923.03)
2003 224,041.38 (29,792.30) 100,000 (203,673.95)
2004 ... 224,041.38 (20,367.43) 0 0

(iv) Section 1.467-4(b)(3) incorporates the
conventions of §1.467-1(j)(2) in determining
when amounts are treated as payable for
purposes of determining the section 467 loan
balance. Section 1.467-1(j)(2)(1)(C) treats
amounts payable during the first half of any
rental period except the first rental period as
payable on the last day of the preceding
rental period. Therefore, because June 15,

2002, occurs in the first half of 2002, in deter-
mining the section 467 loan balance at the
beginning of 2002 under the amended terms of
the rental agreement, the $200,000 payment
due on June 15, 2002, is treated as payable on
December 31, 2001.

(v) Under paragraph (g)(2)(ii)(B) of this sec-
tion, if the recomputed section 467 loan bal-
ance is less than the section 467 loan balance

341



§1.467-8

immediately before the modification, the dif-
ference is taken into account as a reduction
of the rent previously taken into account by
the lessor and the lessee. In this example,
the recomputed section 467 loan balance im-
mediately after the modification is negative
$474,5613.10 and the section 467 loan balance
immediately before the modification is nega-
tive $282,837.29. However, the section 467 loan
balance immediately before the modification
does not take into account the $200,000 pay-
ment originally payable on July 15, 2002,
whereas, under the conventions of §1.467-
1(j)(2)(1)(C), the recomputed section 467 loan
balance immediately after the modification
takes into account that $200,000 payment be-
cause it is now payable in the first half of
the rental period (June 15). Under these cir-
cumstances, if the recomputed section 467
loan balance immediately after the modifica-
tion is treated as negative $474,513.10 for pur-
poses of applying paragraph (g)(2)(ii)(B) of
this section, K’s gross income and J’s deduc-
tions attributable to the section 467 rental
agreement will be understated by $200,000.
Therefore, under paragraph (h)(1) of this sec-
tion, only for purposes of applying paragraph
(2)(2)(i1)(B) of this section, the $200,000 pay-
ment due on June 15, 2002, should not be
taken into account in determining the re-
computed section 467 loan balance imme-
diately after the modification.

[T.D. 8820, 64 FR 26867, May 18, 1999]

§1.467-8 Automatic consent to change
to constant rental accrual for cer-
tain rental agreements.

(a) General rule. For the first taxable
year ending after May 18, 1999, a tax-
payer may change to the constant
rental accrual method, as described in
§1.467-3, for all of its section 467 rental
agreements described in paragraph (b)
of this section. A change to the con-
stant rental accrual method is a
change in method of accounting to
which the provisions of sections 446 and
481 and the regulations thereunder
apply. A taxpayer changing its method
of accounting in accordance with this
section must follow the automatic
change in accounting method provi-
sions of Rev. Proc. 9860 (see
§601.601(d)(2) of this chapter) except,
for purposes of this paragraph (a), the
scope limitations in section 4.02 of Rev.
Proc. 98-60 are not applicable. Tax-
payers changing their method of ac-
counting in accordance with this sec-
tion must do so for all of their section
467 rental agreements described in
paragraph (b) of this section.

26 CFR Ch. | (4-1-12 Edition)

(b) Agreements to which automatic con-
sent applies. A section 467 rental agree-
ment is described in this paragraph (b)
if—

(1) The property subject to the sec-
tion 467 rental agreement is financed
with an ‘“‘exempt facility bond” within
the meaning of section 142;

(2) The facility subject to the section
467 rental agreement is described in
section 142(a)(1), (2), (3), or (12);

(3) The section 467 rental agreement
does not include a specific allocation of
fixed rent within the meaning of §1.467—
1(c)(2)(i1)(A)(2); and

(4) The section 467 rental agreement
was entered into on or before May 18,
1999.

[T.D. 8820, 64 FR 26875, May 18, 1999]

§1.467-9 Effective dates and automatic
method changes for certain agree-
ments.

(a) In general. Sections 1.467-1
through 1.467-7 are applicable for—

(1) Disqualified leasebacks and long-
term agreements entered into after
June 3, 1996; and

(2) Rental agreements not described
in paragraph (a)(1) of this section that
are entered into after May 18, 1999.

(b) Automatic consent for certain rental
agreements. Section 1.467-8 applies only
to rental agreements described in
§1.467-8.

(c) Application of regulation project 14—
292-84 to certain leasebacks and long-term
agreements. In the case of any leaseback
or long-term agreement (other than a
disqualified 1leaseback or long-term
agreement) entered into after June 3,
1996, and on or before May 18, 1999, a
taxpayer may choose to apply the pro-
visions of regulation project 1A-292-84
(1996-2 C.B. 462)(see §601.601(d)(2) of this
chapter).

(d) Entered into. For purposes of this
section and §1.467-8, a rental agree-
ment is entered into on its agreement
date (within the meaning of §1.467-
1(h)(1) and, if applicable, §1.467-
LDHDE).

(e) Change in method of accounting—
(1) In general. For the first taxable year
ending after May 18, 1999, a taxpayer is
granted consent of the Commissioner
to change its method of accounting for
rental agreements described in para-
graph (a)(2) of this section to comply
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