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section 11 multiplied by the greater 
of— 

(1) The entity’s net income with re-
spect to the subsequently listed trans-
action (after taking into account any 
tax imposed by Subtitle D, other than 
by this section, with respect to such 
transaction) for the taxable year that 
is allocable to the period beginning on 
the later of the date such transaction 
is identified by the Secretary as a list-
ed transaction or the first day of the 
taxable year; or 

(2) 75 percent of the proceeds received 
by the entity for the taxable year that 
are attributable to such transaction 
and allocable to the period beginning 
on the later of the date such trans-
action is identified by the Secretary as 
a listed transaction or the first day of 
the taxable year. 

(B) No increase in tax. The 100 percent 
tax under section 4965(b)(1)(B) and 
§ 53.4965–7(a)(1)(i)(B) does not apply to 
any subsequently listed transaction (as 
defined in section 4965(e)(2) and 
§ 53.4965–3(b)) entered into by a tax-ex-
empt entity before the date on which 
the transaction is identified by the 
Secretary as a listed transaction. 

(2) Taxable year. The excise tax im-
posed under section 4965(a)(1) applies 
for the taxable year in which the enti-
ty becomes a party to the prohibited 
tax shelter transaction and any subse-
quent taxable year for which the entity 
has net income or proceeds attrib-
utable to the transaction. A taxable 
year for tax-exempt entities is the cal-
endar year or fiscal year, as applicable, 
depending on the basis on which the 
tax-exempt entity keeps its books for 
Federal income tax purposes. If a tax- 
exempt entity has not established a 
taxable year for Federal income tax 
purposes, the entity’s taxable year for 
the purpose of determining the amount 
and timing of net income and proceeds 
attributable to a prohibited tax shelter 
transaction will be deemed to be the 
annual period the entity uses in keep-
ing its books and records. 

(b) Manager-level taxes—(1) Amount of 
tax. If any entity manager approved or 
otherwise caused the tax-exempt entity 
to become a party to a prohibited tax 
shelter transaction and knew or had 
reason to know that the transaction 
was a prohibited tax shelter trans-

action, such entity manager is liable 
for the $20,000 tax. See § 53.4965–5(d) for 
the meaning of approved or otherwise 
caused. See § 53.4965–6 for the meaning 
of knew or had reason to know. 

(2) Timing of the entity manager tax. If 
a tax-exempt entity enters into a pro-
hibited tax shelter transaction during 
a taxable year of an entity manager, 
then the entity manager that approved 
or otherwise caused the tax-exempt en-
tity to become a party to the trans-
action is liable for the entity manager 
tax for that taxable year if the entity 
manager knew or had reason to know 
that the transaction was a prohibited 
tax shelter transaction. 

(3) Example. The application of para-
graph (b)(2) of this section is illus-
trated by the following example: 

Example. The entity manager’s taxable 
year is the calendar year. On December 1, 
2006, the entity manager approved or other-
wise caused the tax-exempt entity to become 
a party to a transaction that the entity man-
ager knew or had reason to know was a pro-
hibited tax shelter transaction. The tax-ex-
empt entity entered into the transaction on 
January 31, 2007. The entity manager is lia-
ble for the entity manager level tax for the 
entity manager’s 2007 taxable year, during 
which the tax-exempt entity entered into the 
prohibited tax shelter transaction. 

(4) Separate liability. If more than one 
entity manager approved or caused a 
tax-exempt entity to become a party to 
a prohibited tax shelter transaction 
while knowing (or having reason to 
know) that the transaction was a pro-
hibited tax shelter transaction, then 
each such entity manager is separately 
(that is, not jointly and severally) lia-
ble for the entity manager-level tax 
with respect to the transaction. 

(c) Effective/applicability dates. See 
§ 53.4965–9 for the discussion of the rel-
evant effective and applicability dates. 

[T.D. 9492, 75 FR 38702, July 6, 2010] 

§ 53.4965–8 Definition of net income 
and proceeds and standard for allo-
cating net income or proceeds to 
various periods. 

(a) In general. For purposes of section 
4965(a), the amount and the timing of 
the net income and proceeds attrib-
utable to the prohibited tax shelter 
transaction will be computed in a man-
ner consistent with the substance of 
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the transaction. In determining the 
substance of listed transactions, the 
IRS will look to, among other items, 
the listing guidance and any subse-
quent guidance published in the Inter-
nal Revenue Bulletin relating to the 
transaction. 

(b) Definition of net income and pro-
ceeds—(1) Net income. A tax-exempt en-
tity’s net income attributable to a pro-
hibited tax shelter transaction is its 
gross income derived from the trans-
action reduced by those deductions 
that are attributable to the trans-
action and that would be allowed by 
chapter 1 of the Internal Revenue Code 
if the tax-exempt entity were treated 
as a taxable entity for this purpose, 
and further reduced by taxes imposed 
by Subtitle D, other than by this sec-
tion, with respect to the transaction. 

(2) Proceeds—(i) Tax-exempt entities 
that facilitate the transaction by reason 
of their tax-exempt, tax indifferent or tax- 
favored status. Solely for purposes of 
section 4965, in the case of a tax-ex-
empt entity that is a party to the 
transaction by reason of § 53.4965–4(a)(1) 
of this chapter, the term proceeds 
means the gross amount of the tax-ex-
empt entity’s consideration for facili-
tating the transaction, not reduced for 
any costs or expenses attributable to 
the transaction. Published guidance 
with respect to a particular prohibited 
tax shelter transaction may designate 
additional amounts as proceeds from 
the transaction for section 4965 pur-
poses. 

(ii) Treatment of gifts and contribu-
tions. To the extent not otherwise in-
cluded in the definition of proceeds in 
paragraph (b)(2)(i) of this section, any 
amount that is a gift or a contribution 
to a tax-exempt entity and is attrib-
utable to a prohibited tax shelter 
transaction will be treated as proceeds 
for section 4965 purposes, unreduced by 
any associated expenses. 

(c) Allocation of net income and pro-
ceeds—(1) In general. For purposes of 
section 4965(a), the net income and pro-
ceeds attributable to a prohibited tax 
shelter transaction must be allocated 
in a manner consistent with the tax-ex-
empt entity’s established method of ac-
counting for Federal income tax pur-
poses. If the tax-exempt entity has not 
established a method of accounting for 

Federal income tax purposes, solely for 
purposes of section 4965(a) the tax-ex-
empt entity must use the cash receipts 
and disbursements method of account-
ing (cash method) provided for in sec-
tion 446 of the Internal Revenue Code 
to determine the amount and timing of 
net income and proceeds attributable 
to a prohibited tax shelter transaction. 

(2) Special rule. If a tax-exempt entity 
has established a method of accounting 
other than the cash method, the tax- 
exempt entity may nevertheless use 
the cash method of accounting to de-
termine the amount of the net income 
and proceeds— 

(i) Attributable to a prohibited tax 
shelter transaction entered into prior 
to the effective date of section 4965(a) 
tax and allocable to pre- and post-effec-
tive date periods; or 

(ii) Attributable to a subsequently 
listed transaction and allocable to pre- 
and post-listing periods. 

(d) Transition year rules. In the case of 
the taxable year that includes August 
16, 2006 (the transition year), the IRS 
will treat the period beginning on the 
first day of the transition year and 
ending on August 15, 2006, and the pe-
riod beginning on August 16, 2006, and 
ending on the last day of the transition 
year as short taxable years. This treat-
ment is solely for purposes of allo-
cating net income or proceeds under 
section 4965. The tax-exempt entity 
continues to file tax returns for the 
full taxable year, does not file tax re-
turns with respect to these deemed 
short taxable years and does not other-
wise take the short taxable years into 
account for Federal tax purposes. Ac-
cordingly, the net income or proceeds 
that are properly allocated to the tran-
sition year in accordance with this sec-
tion will be treated as allocable to the 
period— 

(1) Ending on or before August 15, 
2006 (and accordingly not subject to tax 
under section 4965(a)) to the extent 
such net income or proceeds would 
have been properly taken into account 
in accordance with this section by the 
tax-exempt entity in the deemed short 
year ending on August 15, 2006; and 

(2) Beginning after August 15, 2006 
(and accordingly subject to tax under 
section 4965(a)) to the extent such in-
come or proceeds would have been 
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properly taken into account in accord-
ance with this section by the tax-ex-
empt entity in the short year begin-
ning August 16, 2006. 

(e) Allocation to pre- and post-listing 
periods. If a transaction other than a 
prohibited reportable transaction (as 
defined in section 4965(e)(1)(C) and 
§ 53.4965–3(a)(2)) to which the tax-ex-
empt entity is a party is subsequently 
identified in published guidance as a 
listed transaction during a taxable 
year of the entity (the listing year) in 
which it has net income or proceeds at-
tributable to the transaction, the net 
income or proceeds are allocated be-
tween the pre- and post-listing periods. 
The IRS will treat the period beginning 
on the first day of the listing year and 
ending on the day immediately pre-
ceding the date of the listing, and the 
period beginning on the date of the 
listing and ending on the last day of 
the listing year as short taxable years. 
This treatment is solely for purposes of 
allocating net income or proceeds 
under section 4965. The tax-exempt en-
tity continues to file tax returns for 
the full taxable year, does not file tax 
returns with respect to these deemed 
short taxable years and does not other-
wise take the short taxable years into 
account for Federal tax purposes. Ac-
cordingly, the net income or proceeds 
that are properly allocated to the list-
ing year in accordance with this sec-
tion will be treated as allocable to the 
period— 

(1) Ending before the date of the list-
ing (and accordingly not subject to tax 
under section 4965(a)) to the extent 
such net income or proceeds would 
have been properly taken into account 
in accordance with this section by the 
tax-exempt entity in the deemed short 
year ending on the day immediately 
preceding the date of the listing; and 

(2) Beginning on the date of the list-
ing (and accordingly subject to tax 
under section 4965(a)) to the extent 
such income or proceeds would have 
been properly taken into account in ac-
cordance with this section by the tax- 
exempt entity in the short year begin-
ning on the date of the listing. 

(f) Examples. The following examples 
illustrate the allocation rules of this 
section: 

Example 1. (i) In 1999, X, a calendar year 
non-plan entity using the cash method of ac-
counting, entered into a lease-in/lease-out 
transaction (LILO) substantially similar to 
the transaction described in Notice 2000–15 
(2000–1 CB 826) (describing Rev. Rul. 99–14 
(1999–1 CB 835), superseded by Rev. Rul. 2002– 
69 (2002–2 CB 760)). In 1999, X purported to 
lease property to Y pursuant to a ‘‘head 
lease,’’ and Y purported to lease the property 
back to X pursuant to a ‘‘sublease’’ of a 
shorter term. In form, X received $268M as an 
advance payment of head lease rent. Of this 
amount, $200M had been, in form, financed 
by a nonrecourse loan obtained by Y. X de-
posited the $200M with a ‘‘debt payment un-
dertaker.’’ This served to defease both a por-
tion of X’s rent obligation under its sublease 
and Y’s repayment obligation under the non-
recourse loan. Of the remainder of the $268M 
advance head lease rent payment, X depos-
ited $54M with an ‘‘equity payment under-
taker.’’ This served to defease the remainder 
of X’s rent obligation under the sublease as 
well as the exercise price of X’s end-of-sub-
lease term purchase option. This amount in-
ures to the benefit of Y and enables Y to re-
cover its investment in the transaction and 
a return on that investment. In substance, 
the $54M is a loan from Y to X. X retained 
the remaining $14M of the advance head 
lease rent payment. In substance, this rep-
resents a fee for X’s participation in the 
transaction. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

(ii) According to the substance of the 
transaction, the head lease, sublease and 
nonrecourse debt will be ignored for Federal 
income tax purposes. Therefore, any net in-
come or proceeds resulting from these ele-
ments of the transaction will not be consid-
ered net income or proceeds attributable to 
the LILO transaction for purposes of section 
4965(a). The $54M deemed loan from Y to X 
and the $14M fee are not ignored for Federal 
income tax purposes. 

(iii) Under X’s established cash basis meth-
od of accounting, any net income received in 
1999 and attributable to the LILO trans-
action is allocated to X’s December 31, 1999, 
tax year for purposes of section 4965. The 
$14M fee received in 1999, which constitutes 
proceeds of the transaction, is likewise allo-
cated to that tax year. Because the 1999 tax 
year is before the effective date of the sec-
tion 4965 tax, X will not be subject to any ex-
cise tax under section 4965 for the amounts 
received in 1999. 

(iv) Any earnings on the amount deposited 
with the equity payment undertaker that 
constitute gross income to X will be reduced 
by X’s original issue discount deductions 
with respect to the deemed loan from Y, in 
determining X’s net income from the trans-
action. 

Example 2. B, a non-plan entity using the 
cash method of accounting, has an annual 
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accounting period that ends on December 31, 
2006. B entered into a prohibited tax shelter 
transaction on March 15, 2006. On that date, 
B received a payment of $600,000 as a fee for 
its involvement in the transaction. B re-
ceived no other proceeds or income attrib-
utable to this transaction in 2006. Under B’s 
method of accounting, the payment received 
by B on March 15, 2006, is taken into account 
in the deemed short year ending on August 
15, 2006. Accordingly, solely for purposes of 
section 4965, the payment is treated as allo-
cable solely to the period ending on or before 
August 15, 2006, and is not subject to the ex-
cise tax imposed by section 4965(a). 

Example 3. The facts are the same as in Ex-
ample 2, except that B received an additional 
payment of $400,000 on September 30, 2006. 
Under B’s method of accounting, the pay-
ment received by B on September 30, 2006, is 
taken into account in the deemed short year 
beginning on August 16, 2006. Accordingly, 
solely for purposes of section 4965, the 
$400,000 payment is treated as allocable to 
the period beginning after August 15, 2006, 
and is subject to the excise tax imposed by 
section 4965(a). 

Example 4. C, a non-plan entity using the 
cash method of accounting, has an annual 
accounting period that ends on December 31. 
C entered into a prohibited tax shelter trans-
action on May 1, 2005. On March 15, 2007, C 
received a payment of $580,000 attributable 
to the transaction. On June 1, 2007, the 
transaction is identified by the IRS in pub-
lished guidance as a listed transaction. On 
June 15, 2007, C received an additional pay-
ment of $400,000 attributable to the trans-
action. Under C’s method of accounting, the 
payments received on March 15, 2007, and 
June 15, 2007, are taken into account in 2007. 
The IRS will treat the period beginning on 
January 1, 2007, and ending on May 31, 2007, 
and the period beginning on June 1, 2007, and 
ending on December 31, 2007, as short taxable 
years. The payment received by C on March 
15, 2007, is taken into account in the deemed 
short year ending on May 31, 2007. Accord-
ingly, solely for purposes of section 4965, the 
payment is treated as allocable solely to the 
pre-listing period, and is not subject to the 
excise tax imposed by section 4965(a). The 
payment received by C on June 15, 2007, is 
taken into account in the deemed short year 
beginning on June 1, 2007. Accordingly, sole-
ly for purposes of section 4965, the payment 
is treated as allocable to the post-listing pe-
riod, and is subject to the excise tax imposed 
by section 4965(a). 

(g) Effective/applicability dates. See 
§ 53.4965–9 for the discussion of the rel-
evant effective and applicability dates. 

[T.D. 9492, 75 FR 38702, July 6, 2010; 75 FR 
46844, Aug. 4, 2010] 

§ 53.4965–9 Effective/applicability 
dates. 

(a) In general. The taxes under sec-
tion 4965(a) and § 53.4965–7 are effective 
for taxable years ending after May 17, 
2006, with respect to transactions en-
tered into before, on or after that date, 
except that no tax under section 4965(a) 
applies with respect to income or pro-
ceeds that are properly allocable to 
any period ending on or before August 
15, 2006. 

(b) Applicability of the regulations. As 
of July 6, 2010, except as provided in 
paragraph (c) of this section, §§ 53.4965– 
1 through 53.4965–8 of this chapter will 
apply to taxable years ending after 
July 6, 2007. A tax-exempt entity may 
rely on the provisions of §§ 53.4965–1 
through 53.4965–8 for taxable years end-
ing on or before July 6, 2007. 

(c) Effective/applicability date with re-
spect to certain knowing transactions—(1) 
Entity-level tax. The 100 percent tax 
under section 4965(b)(1)(B) and § 53.4965– 
7(a)(1)(i)(B) does not apply to prohib-
ited tax shelter transactions entered 
into by a tax-exempt entity on or be-
fore May 17, 2006. 

(2) Manager-level tax. The IRS will 
not assert that an entity manager who 
approved or caused a tax-exempt entity 
to become a party to a prohibited tax 
shelter transaction is liable for the en-
tity manager tax under section 
4965(b)(2) and § 53.4965–7(b)(1) with re-
spect to the transaction if the tax-ex-
empt entity entered into such trans-
action prior to May 17, 2006. 

[T.D. 9492, 75 FR 38702, July 6, 2010] 

Subpart L—Procedure and 
Administration 

SOURCE: T.D. 7368, 40 FR 29843, July 16, 1975, 
unless otherwise noted. Redesignated by T.D. 
8084, 51 FR 16303, May 2, 1986. 

§ 53.6001–1 Notice or regulations re-
quiring records, statements, and 
special returns. 

(a) In general. Any person subject to 
tax under Chapter 42, Subtitle D, of the 
Code shall keep such complete and de-
tailed records as are sufficient to en-
able the district director to determine 
accurately the amount of liability 
under Chapter 42. 
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